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ABSTRACT

This thesis examines commercial bamgractice pertaining to thmtegration of
environmental issues into their lending activiti€bere is evidence thawver the
last few decadesome banks have consideed the envirmmental impactof
borroweractivitiesas partof credit risk assessment and managem@&ntumber
of aademic surveyshave identified a positive correlation betweeithe
environmental and financial performancé companies These developments

influence the level of bank suppdor responsiblenvironmental management.

For most commercial bankkans are a large percentage adsets Hence
appropriatemanagement of loans a priority for bankmanagement, shareholders

and other interest people. Traditionally, banks use financial instruments to

measure the efficiency of their lending decisiond tmensure that payments are

made on time. However, each lending operation may involve environmental risks

Adverse environmental outcomes may resultaimeduction in the borrosws 0

repayment capacity, a decline in the value of the collateditect bank liability

for environmental damage caused by its borrowing clients and potential risks to

t he bankos reputation. For each of t he.
likelihood, extent, cost and impact should the damage actually occur.

Bank lending occw in a wider economic and social context of strategic

i mportance for banks. Societybs quest f
creation of new financing markets, such as markets for sustainable energy, water
purification equipment, products forthehanci ng of compani eso
and groundbreaking technology. Banks can fulfil the role of a traditional financial
intermediary or can step into this growing market to develop specific new

products such as environmental loans. This market is inicbhallenges and
opportunities.Hence, it is crucial that banks have appropriate indicators to help

them and stakeholders monitor performance.

Against this background, this studgvestigats the practice of incorporating

environment al lensisgulecsions, mtiizing Westpassadcase

! The term Westpac refers to the bank, Westpac New Zealand



study. Qualitative and quantitative research approaches were adopted. A mixed
method of data collectiowas usedgconsisting of an analysis of annual reports,
semistructured interview and a survey quest@n@ The Westpac studig used

to develop and test an environmental sustainabitaynework to analysethe
incorporation of environmental issues into lending decisidwys financial

institutions

The resultsfrom the researclprovide someevidence thatVestpacincorporates
environmental issues into lending decisions endware of environmental risks

and opportunities. At the operational level, the bank assesses environmental risks
before approving loanand finances projects with high environmental digs.

Wi t h regard to motivational drivers
incorporation of environmental issues into lending decisions is motivated by
multiple reasons: managerial, financial and environmenkédwever, the
environmental informationreported was not consistently and sufficiently

communicated to stakeholders

Further, he esults from the researchreveal thatbank management should
effectively consider environmental issues when making lending decisions and that
they should take spdim actions to have such issues effectivatyplemented.
Although banks are motivated by variety of factors, financial issues were
considered the most important factor when banks are making lending decisions.
This studyalsoreveas that respondents digbt know about bank effectiveness in
addressing environmental issues when making lending decisions. Moreover,
people who are likely to be better informed or knowledgeable about
environmental issues were also found to have a low level of knowledge in this
regard. Furthermore, the majority of respondents tend not to be satisfied with the
interaction between banks and both the public and the New Zealand government.
The literature to date suggests there is increasing stakeholder pressure on
businesses to aawith environmental responsilly, but this result suggests

challenges still remain.

A comparison ofWestpac and HSBGtakeholdemreports revealed that HSBC

provided more appropriate environmental informatidhan Westpacregarding



their lending activitiesThe comparison reveals that there is a shift in how banks
view the consideration of environmental performance as materiseis of the
annualrepors. However,there is a gap in the information provideabablydue
to the voluntary nature cdustainability disclosures in annual reports. Thisre
is a need for improvement relating to the content and quality of environmental

reporting

This research proposes an environmestatainabilityframework, with specific
focus on the lending proceas a guideline for bank management, policy makers
and other interested people. It facilitates effective measurement of environmental
performance inwo major areas: managemeand operationsand motivatios.

The framework includes indicators and procesgeimprovebankfinancial and

environmental performance.

The key findings of this study are instructiveonsideration of mvironmental
issueswhen making lending decisions is important to banks, borrowbes,
environment and stakeholdersgeneral Environmental risks, opportunities and
the positive relationship between the environmental performance and financial
performancegive motivation to integrate environmental issues into lending
activities. This study identified thatWestpac and commercial bd&s more
generally have anopportunity to provide furtherand consistent evidence
concerning their managerial and operational performance and drivers when
making lending decisions. Such actiomsuld provide stakeholdersvith more
accurate views onthe baihlks e nv i r o n me nlt veolld alscefaciitate ma n c e
the banlkd sbility to respondsufficiently andtransparentlyto the international
agreements and initiatives the bank is signatory to aadr@mber of.
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CHAPTER 1 - INTRODUCTION TO THESIS

1.1 Introducti on

This thesis examines o mmer ci al banksdé6 integration o
their lending decisions. For a long tintheseissues were regarded as hardly

relevant to the financial sectowithin the last few decades this view has changed,

and banks have recognized that the sector is increasingly affecting, and is affected

by, environmental issues (Kiernan, 2001; McKenzie andf&y@004).However,

even a casual reading of the literature shtivere are major challenges facing

banks with a serious interest in acting sustdyalh is not always clear how

banks can and shouilhplementimproved practice.

To date, a number of bankkave adopted proactive strategies such as
environmental management system(&MS) and environmental impact
assessments in order to mitigate environmental risks, respond to environmental

| egi sl ati on and me et stakehol dreerms 6 expe
profitability by financing environmentalfriendly projects (Thompson, 1998;

Jeucken, 2001).

Banks in New Zealand face challenges as:s
For instanceforest and agriculture industriesiusesignificant water polluton,

and bank financiakconomic activitiehaveenvironmental costs. This study, with

af ocus on Westpac, examines one bankbés a
issues into their lending decisions by analyzing disclosure of environmental issues

i n the bankos annual financi al and sta
analyses responsds an interview with bank staff and surveys of the New

Zealand public.

This chapter includes a brief introduction to the concept of environmentally
sustainable development. It presents the problem statement and research questions

and objectives. The reseh methodology and method are introduced, followed

17



by the contributions of the study and an outline of the thesis. The chapter

concludes by presenting the scope and limitations of the research.

1.2 Background

Over the last few decades environmental issues gained more attentidnom

the commercial community, as a result of increasing concern by various
stakeholders about the negative impact of environmentally unfriendly business
activities (White, 1996; Lundgren and Catasus, 2000). Environmental crishs, su

as global warming, the greenhouse effect and deforestation, pose a major threat to
human survival (Gray, Owen and Maunders, 1987; Hackston and Milne, 1996).
Environmental damage is no longer only a national issue. The degradation being
inflicted on huma heal t h, ecosystems and busines
resulted in pressure on international governmental and-gowernmental
organizations, including financial institutions, to respond to environmental risks
and reduce the impact of environmentahdge (Missbach, 2004; White, 1996).

A comprehensive approach to global development was first expressed in the
Brundtl and Commi ssi on report i n 1987 t
devel opment o6 (SD). The concept ot h8D, as
ability of current generations to meet their needs without compromising the ability

o f future generations to meet t heirso.
strategy employed to achieve SD. The Brundtland Commission report, 1987 and

the outcomes fothe UN Conference on Human Environment in Stockholm in

1972, the Rio Summit 1992, the Earth Summits 1997 and 2002, and the Climate
Change Summit 2009 are considered by many as-walalls for businesses to

integrate environmental issues into their hass policies, procedures and

practices. Arguably, it makes good business sense as well, since an
environmentally friendly business may, in turn, be expected to enjoy a
competitive advantage in terms of an improved financial position, positive
pressuregroup relations, improved media coverage, assuring present and future
compliance and providing an ethical image (Elkington, 1994; Peeters, 2003;
Thompson and Cowton, 2004; Bouma et 2001; Fenchel, Scholz and Weber,

2003; Feldman, Soyka and Ameer, 1997).
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Aspirations for environmental sustainability provide a challenge to commercial
banks to measure their environmental performance and investigate whether
integration of environmental aspects into their lending processes improves their
financial performance.nl this regard, two significant reports were prepared by
financial institutions (FI) and the United Nations Environmental Program (UNEP)

to facilitate measuring environmental performance. First, the Environmental
Performance Indicators for the Financial ustty (EP4Finance 2000) report are a

set of management and operational performance indicators. These indicators are
important tools for effective management decisioaking and serve banks by
measuring progress against targets and reporting such progrstskeholders.
Second, theGlobal Reporting Initiative GRI) - Financial Services Sector
Supplement: Environmental Performance, 2005 was developed by the UNEP FlI
and GRI Working Group to understand the impact of environmental
considerations on financiglerformance. The indirect environmental impacts are

an area of intense interest to many stakeholders, as they represent the areas of
greatest risk and opportunity to the institution. Financial institutions seek to
manage the indirect environmental impattiough the development of policies,
systemsanggr ocesses that hel p enhance the qu

risk management and assessment (Jeucken, 2001).

Given the lack of scholarly literaturéhat concernsmeas ur i ng a ban
environmental perfonance with regard to lending decisions, two professional
documents, the EMinance 2000 and the Supplement 2005, provide the backdrop

to this research. It is also the foundation for developing a framework for the
analysis of bank lending from an environmte perspective.

1.3 Problem statement

Despite significantesearch interest in the field of sustainability and specifically

in the environmental arena, an extensive review of the literature revealed no
substantive evidence attentionbeingpaid to the inorporation of environmental

issues into lending decisianaking by commercial banks in New Zealand. Even

atan i nternational |l evel, there has been |

environmental information (Scholtens, 2006; Thompaond Cowton2004), and,
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most importantly, no studies suggest strategies and processes for implementing

environmental management in the banking sector.

Given this lack, this thesis makes several valuable contributions. First, it provides

a framework which considerdrategies for the incorporation of environmental

issues into lending decisions. This has not been investigated previously with this
intensity, and currently no available framework has been suggested by scholars or
professionals. Second, this thesis is fing to explore how Westpac integrates
environment al aspects into its Il ending
reports from 2004 to 2008 and by the interview method. Third, this study includes

a comparison of two ye aftweo diternatiomal lzahks,st a k e h
Westpac and HSBC. Finally, central to this contribution to the gap in current
information, this research explored the views of New Zealand people on how

banks should consider environmental issues in their lending decisions.

All this is brought together in the conceptualization of a framework for
analysis of bank lending in an age of environmental concerns and aspirations for

sustainability.

1.4 The research question and objective

The objective of the research is to answer thefahg two research questions:

1. How does Westpac address environmental ssugen making lending
decisions, i.e., what actions does the bank take to incorporate
environmental issues into its lending process?

2. Why does the bank integrate environmental isgutedending decisions?

By answering these questions it is anticipated that sufficient insight will be
obtained toshape a new approach for banks seeking to respond credibly to the

challenges of environmental management.

1.5 Methodology and method

In orderto address the above questions and achieve the objective of the thesis,

gualitative and quantitativeesearchapproaches were applied during the study.
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The thesis focuses on the significant role of commercial banks in environmental
sustainability, as wella s reviewing t he t heoretical
approach to environmental concerns. Based on the theoretical framework
presentedn Chapter Three and the findings from the case study, it becomes
possible to propose a new framework to facilitate bankctmre. The
environment al performance of a bankds |

performance relative to each indicator outlined in the proposed framework.

The Westpac case study included four approaches. First, this thesis examined
We st p a c liokler snpaatkreports from 2004 to 2006 using qualitative
thematic analysis. Second, a similar analysis approach was used to compare the
environmental performance for Westpac and HSBC through analysis of their
stakeholder reports for 2007 and 2008. Tham jnterview with Westpac staff was
conducted and thematic analysis was undertaken. Finally, two national survey
were conducted to explore New Zealand s/iéws regarding integrating

environmental issues into banksodo | ending

1.6 The contribution of the research

This study contributes to knowledge concerning the incorporation of
environment al i ssues into banksd | endi ng¢
understanding obank roles and responsibilies and how this intersects with

stakeholder expeations. As such, it contributes to a better understanding of how

bank management perceives environmental issues and responds to stakeholder

pressure and/ or expectations.

This study contributes to the financial industry, as it provides a framework for
deweloping a more viable strategy to address environmental issues when making
lending decisions. Further, it will assist policy makers and regulatory authorities
in choosing suitable responses to address environmental issues impacting the New
Zealand bankingndustry. This derives from a better understanding of existing

practices and opportunities to improve them.

This study has strategic implications for the banking industry, as environmentally

beneficial practices can be used for competitive advantage nnadional and
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international markets. By addressing environmental issues, banks mitigate
potential environmental risks. Further, an increasing number of environmentally

friendly pioneer projects provide a promising potential market for the industry.

1.7 Outlin e of thesis

The thesis is divided into eight chapters.

Chapter 1 is the introduction to the thesis. It introduces the research, including the
background, presentation of problem statement, thesis research questions and
objective, the methodology amdethod, the contribution of the research, as well

as the scope and limitations.

Chapter 2 consistsf a literature review that provides an overview of sustainable
banking. It begins with the presentation of sustainability as a concept, followed by
an outlne of sustainability and the banking sector with specific focus on
sustainability measurement and challenges. Environmental risks facing the
banking sector, management of environmental risksvastdvation forintegration

of environmental aspects are thdiacussedkinally, a conclusiots made.

Chapter 3 introduces the concept of environmemahagemenby commercial
banks. It starts by providing information abdl role of indicators in improving
bank environmental performandden, describesthe indicators ofmanagement
and operational performancdefinitions and implications It also explores the
indicators ofmotivational drivers in order to understand what motivates banks to
integrate environmental issues into lending decisidh® chaptethen presents

an environmentagustainabilityframework for bangblendingbefore concluding

Chapter 4 outlines the methodology adopted in this research. It presents the
research questiorand objective, followed by the research approddte use of
triangulaion method andthe case study are explainebetails of the data
collection, analysis, reliability and validity of methods are also included.
Comparison and integration of quantitative and qualitative data are outlined and a

conclusion is made.
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Chapter 5presents the analysis We s t pstakebotder reports, an analysis of

the comparison of two international banl
analysis of the interviewkinally, the chapter outlines the key findings from the

analysis beforeoncluding.

Chapter 6 presents the analysis of two s
lending and the environmenthe chapter provides a descriptiohstatistics and
interpretations and outlines the parametric data and hypotheses tefinga

conclusion ismade

Chapter 7 develops a new environnatrgustainabilityframework. The chapter
explains the need for the framewotke key elements of the framework and the
implications for banlstratey. It provides an overview of the new frameworikda
sustainabldending and guidelines for implementatiorfinally, a conclusion is

made

Chapter 8 pesentsa finaldiscussion, conclusions and recommendations.

1.8 Scope and limitation
1.8.1 Scope

There are a range of financial institutions playing various riolesonomic life,

such as central banks, commercial banks, and investment banks. Because there is
a close relationship between commercial banks and industrial and agricultural
businesses which directly and indirectly are a source of environmental igsies,

focus is, accordingly, on commercial banks.

The geographic scope of this research i
growth in primary and related industriesnamberof environmentalconcerns

have arisen that are both risks and opportunities affectit he banksd | e
portfolios. Thus, as banks play an intermediate role in the economy, it is important

they strengthen theilEMS in order to reduce their own operatamisk while

seeking new market opportunities. Banks can play an important role in
minimizing their indirect impact on the environment when making lending

decisions.
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The thesis focuses only on the indirect
with regard to |l ending decisions. The di
from usng paper, energy, and water, are not investigated, as these issues are much

|l ess significant than Il ending activities:c

environmental performance.

The research focuses on Westpac and its annual reports. This islueiéeairt that
it is the only bank operating in New Zealand that issues stakeholder impact

reports and discloses its environmental performance.

1.8.2 Limitations

Detailed information about the environmental policies, procedures, practices and
regulations of comnreial banks is considered commercially confidential and is,
in fact, difficult to obtain. Therefore, it was possible to conduct only one interview,
which, furthermore, took several months to be arranged. Accordingly, most
materi al about eantaleperfbrmamde thad toehle \gained fnom

annual reports and a survey questionnaire.

Any theory or framework should be connectedais peci fi ¢ bankds ¢
Uncertainties exist. Political, economical, environmental and market factors
change through timelhe proposed framework should develop and adapt to the

everchanging conditions facing New Zealaoahks.
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CHAPTER 2 - LITERATURE REVIEW

2.1 Introduction

This chapter reviews theoncept ofsustainabilityto provide a foundatiorfor the
study.During the last thredecades theelationship between sustainability and the
banking sector has evolved through applications of this conleggling to
operational reformsSustainability and the measurement of sustainability are also
discussedwith specific focus on challeeg for managementin addition, this
chapter investigates the role of banks in promoting a sustainable envirotimeent,
three types of environmental risks facing the banking seetmd,the related
concept ofenvironmental risk management. Finally, it expls the literature
concerningwhat motivates banks to integrate environmental matters into their
lending decision processand identifies the opportunities banks may exploit as a

result of incorporating environmental concerns into their core business.

2.2 Sustainability as a concept

There is a critical link between economic development and the environment.
Development activities often require exploitation of natural resources, but these
resources are limited. With the remarkable growth in the global ecoovenythe

last few decades, there are a number of pressing constraints on development, and
entrenched problems, such as, economic disparity and povertycangrmption

of resources and environmental deterioration, pollution and contamination
(Fenchel et la, 2003; Coulson and Monks, 1999; Jeucken, 2001). These issues
prompted people to carefully rethink how to protect this unique ptahet Earth

- and led to the recent developmentltd concepts cdustainability and SD.

Sustainability and SD are oftaused interchangeabligut sometimes as different
concepts. Therefore, it is essential to clarify the two concepts. This study aligns
with Bebbington and Gray (2000) in distinguishing between the two terms.
Sustainability is conceptualized as a stateocprding to Sikdar (2004), as a goal,
while SD is a process of human actions to achieve and maintain that state or goal.

However, from a business perspective and application, Isaksson and Garvare
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(2003) argue that SD represents a modified version of rthle tottom line
concept. This concept is often used to indicate different types of organizational
performance measures, including the three dimensions, namely, financial,

environmental and social performance (Elkington, 1998).

Widespread use of the ter8D began in the early 1970s in association with the

UN Conference on Human Environment in Stockholm in 1972. The most
enduring definition of SD was formulated in 1987, in what is called the
Brundtland Report, by the UN World Commission on Environment and
Development (WCED) led by Gro Harlem Brundtland of Norway. Trejsort
defined SD as Adevel opment t hat meet s
compromising the ability of fuUtThuse gener
the wisdom of SD is to restrain thete of use of natural resources in order to keep
enough for future generations and fulfil their needs (Sikdar, 2004). In addition,

this definition, if adopted by business, offers a way of reconciling economic and
environmental objectives by incorporatioof environmental concerns into
business operations. Since 1987, scholars and corporate management have been
asking why and how corporations should incorporate environmental concerns into
strategic decision making (Sharma and Vredenburg, 1998), ffreug&undtland

Report postulates a positive role for corporations in furthering the cause of
environmental protection and raises the management of environmental concerns

to a strategic issue (Sharma and Vredenburg, 1998).

Furthermore, this thesis is informed two other relevant definitions of SD that

are commonly used. They are:

A Cr eat ttemngshdrebaldgr value by embracing opportunities and managing
ri sks deri ved from economi c, environme

(Environmental Law Advisory, 2004); dn

AEval uating busi ness f r om -ancorparatingl e bot
economic, environmental and social value issues into deawsimrk i n g o

(Environmental Law Advisory, 2004).

2 http://www.undocuments.net/odd2.htm
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These definitions have created interest and generated debate. Manyhagree
defining SD is difficult and does not provide sufficient information for
implementation (Callens and Wolters, 1998; Sikdar, 2004; Epstein and Roy,
2003). For example, Ekins and Vanner (2007) are of the opinion that no one form
of sustainability stratgy suits all sectors. In addition, Callens and Wolters (1998)
argue that although definitions of SD are still vague and incomplete, what is
important is to understand and observe the underlying determinants of
sustainability. In their opinion this vaguesseis often due to using general terms
and the discipline (or lack of it) of the researchers. In addition, Epstein and Roy
(2003) criticize Brundtlandds definitior
saying it does not provide sufficient information onwhtihis concept should be
operationalized at the company level. They also point out that managers still
guestion how to implement, improve and measure corporate progress towards

sustainability.

Difficulties with definitions and precision have led to schigladebate.
Consequently, two major advances were developed to address the criticism of SD
definitions. First, attempts have been made to make SD more specific. In trying to
solve this dilemma of general terminology, some authors (Dyllick and Hogckerts
2002 Sikdar, 2004) try to select precise consensual elements to give some
direction by identifying the indicators of sustainability and disclosing them. This
view has been expressed as an illustration of the overlapping ellipses indicating

that the three diirs can be mutually reinforcing (Figure 2.1).
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Figure 2.1 The interaction of the three pillars of sustainable development

Policies and practices

Economic
sustainability

nvironmental
sustainahility

F Full intearation
P partial integration

Source: Adapted from Dyllick and Hockerts, 2002; Sikdar, 2004

Figure 2.1 presenthe concept of SD as the integration of social, economic and
environmental objectives as that they are complementary and interdependent. A
sustainable business seeks a better quality of life for its stakeholders while
mai ntaining nat uiore 6ver tiraeb byl mirinyizingt weastef un ct
preventing pollution, promoting efficiency and developing resources to revitalize
the economy. Decisiemaking in a sustainable business stems from shared
information among stakeholders. A sustainable business resentiiag aystem

in which human, natural and economic elements are interdependent and draw
strength from each other. This suggests that the three pillars of SD should be
integrated wherever possible and mutually supported by sustainable policies and
practices (Sharma and Vredenburg, 1998; Elkington, 1998). SD has been
articulated by some authors as balance between economic prosperity,
environmental protection and social equity (Elkington, 1998; Pearce and Warford,
1993; Lynn, 1994).

Sustainability require decisioAmakers to consider the needs of future
generations and integrate economic, environmental and social dimensions into

business operations. The decismoaking process requires identifying the
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elements in each of the three pillars to effectivelgeas their contribution to

sustainability (Figure 2.2).

Figure 2.2 The intersecting circles to illustrate utilizing sustainability metrics

Sociceconomic metrics

Sociological
ects

Economic

aspects Socioecological

metrics

Environmental

Sustainability
aspects

metrics

Eco-efficiency
metrics

Source: Sikdar, 2004

Therefore, some scholars suggest sustainability metrics to facilitate the integration
process, measure the value for sustainability, and characterize progress towards
sustainability (Morse et al., 2001; Sikdar, 2004). Sikdar (2004) supports using
metricsto identify specific indicators to minimize the uncertainty of the broad
applications of SD aspects. Each metric contains a number of indicators to

measure theehaviourof a system or an entity or an organization.

The challenge for implementing SD is raily integration and measurement of

indicators but also the belief in sustainability as a beneficial goal for the business.
Sharma and Vredenburg (1998) contend there are three streams of literature
regarding the concept of implementing and measuring &1d, the belief in

sustainability as a useful target. The first stream has focused on redefining the

broad meaning of the concept SD, but, in fact, the literature says little about how a

SD model can affect a firmbés dessrhpset i ti ve
cautioned that the implementation of SD may be hazardous for financial
performance, but useful for engaging in environmental protection, as long as

environmental practices have paybacks within an economic timeframe. Finally,
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the third stream ofiterature attempts to demonstrate how firms adopting an
environmental strategy might gain a competitive advantage (Dowell, Hart and
Yeung, 2000; King and Lenox, 2001; Klassen and Mclaughlin, 1996). The third
stream relies primarily on case studies anddewcac surveys to support their
arguments. Sharma and Vredenburg (1998) noted that the validity of the
hypothesized linkages between the financial and environmental performance were
seen to have i mplications for a fir mos
requirement for implementing SD in thisegardis that effective sustainability
measurement should consider the complete triple bottom line of economic,
environmental, and societal performance (Bennett and James, 1998). These
aspects need to be integrated &athnced in order to obtain a comprehensive
understanding of a sustainable product or service from the perspective of different
stakeholders (Dyllick and Hockerts, 2002).

2.2.1 Sustainable development: events aniditiatives

Several studies have indicated tthhere is a relationship between integrating
sustainable business practices and financial performance (Lassen and Mclaughlin,
1996; Weberet al., 2@0; McDermott et al., 2005). It is appropriate to highlight

the main events, programs and initiatives of 8iat attracted the financial

i nst i atertionaurirsgée last few decades.

The major events from 1972 to 199@ne of the first modern initiatives by states

to consider sustainability was the United Nations Conference on Human
Environment in Stodkolm in 1972. At this conference two major events took

place: first, the relationship between environmental degradation and economic
development was placed on the international agenda and, second, the birth of the
United Nations Environment Program (UNERJich was established as a global

catalyst to protect the environmént The conference consider
common outlook and for common principles to inspire and guide the peoples of

the world in the preservation and enhancement of the humaro emvir *.iThed

Conference generated 26 principles which aim to improve the human environment

by adopting adequate policies and measures for the common good of mankind.

® http://www.un.org/geninfo/bp/envirp2.html
* http://www.unngocsd.org/documents/stockholm1972.pdf
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In 1983 the UN, motivated by the impact industrial nations have on both the
environmeneand devel opi ng g seuup the WoddsComnaissiann o mi e s
on Environment and Development (UNWCED), In 1987, the Commission put

forward a definition ofSD that considers the environmental and social dimensions

as well as economic growth. In addition, the commission wrote the Brundtland

Report i Our Common Frepor eéo.stahes t hat i c
environmental problems are primarily the result of ém@rmous poverty of the

South and the nesustainable patterns of consumption and production in the

North. It called for a strategy that united development and the enviroriment
described by the now commadnThe feundatiod s ust ai
of the three pillars of SD was the subject of the UNWCED meetings during the

period 1988 to 1992. More discussion took place aboutgpert and led to the

Earth Summit in Rio de Janeiro in 1992.

The primary goal of th&®io Summit in 1992 was to better derstand the term

Afdevel opment o, to Aprevent the continued
Aito | ay a foundation for a global ©partne
industrialized countries, based on mutual needs and common interests tltht wou

ensure a healthy future for the planet?o

In Rio, 108 governments adopted policies for SD and made it their target to
develop the traditional approach of SD within three major agreements: Agenda 21,
the Rio Declaration on Environment and Developmerd;tae Statement of

Forest Principlés

Agenda 21 recognized that humanity confronts social, environmental and
economic probl ems, i ncluding fperpetuat:i
nations, a worsening of poverty, hunger, ill health and illitersanyd the

continuing deterioration of the ecosystems on which we depend for our well

b e i °nAgienda 21 argued that mankind stands at a crucial moment in history and

® http://www.un.org/geninfo/bp/envirp2.html

® http://www.are.admin.ch/are/en/nachhaltig/international_uno/unterseite02330/

" http://www.un.org/geninfo/bp/envirp2.html

8 http://www.un.org/geninfo/bp/en@.html

® http://www.un.org/esa/sustdev/documents/agenda21/english/agenda21chapterl.htm
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the integration of environmental and developmental concerns will lead to the
prosperity of present and future nations, and better protected and safer
ecosystems. Agenda 21 aimed to highlight the problems which humanity faced
at that time in order to prepare them for future challenges. It proposed action to
integrate environmental concerns intgovernment and negovernmental

organizations policies, plans and proceSses

The second agreement at the 1992 Summit Whs Rio Declaration on
Environment and Development The Declaration is a set of principles defining

the rights and responsibilities state$? and supporting Agenda 21. Most of the
principles are similar to the 26 principles agreed upon in the Stockholm
Conference 1972. The other notable points were: that the Declaration ensures that
scientific uncertainty should not be used to justiynage to the environment and

to delay measures to prevent environmental degradation; and recognition of the
significance of the environmental impact assessment as an instrument to be used
for determining activities that are likely to constitute threatssefious or
irreversible damage to the environmént

The third agreement i§he Satement of Forest Principleslt is a norlegally-
binding statemenbut the first global consensus to sustain, conserve and manage

the worlHés forests

After the 1992 Sumity (19921997), the UN was given the authority to follow up,
implement and integrate conceptsSi) into relevant policies and programs, and,
as a result, the UN Commission 8B was established to encourage governments
and norgovernmental organizatiorie achieve SD worldwide and to review the
overall progress following the Rio Summit 1992As a result of these efforts,

more than 100 governments and 2000 municipal and town governments

1% http://www.un.org/esa/sustdev/documents/agenda21/english/agenda21chapterl.htm
Y http://www.un.org/geninfo/bp/envirp2.html

12 http://www.un.org/geninfo/bp/envirp2.html

13 http://www.un.org/documents/ga/conf151/aconf1512@nex1.htm

% http://www.un.org/documents/ga/conf151/aconf15B2@nex3.htm

'3 http://www.un.org/geninfo/bp/envirp3.html
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established national SD councils have each formulated a local Ag@andhits

own'®,

In 1997 the Second Earth Summutas held in New York to review progress and

identify the changes governments had undertaken over the previous fivE.years

The evaluation of progress revealed growing international debt, a decrease in

officia | devel opment a s s iingptoe nectenglogymanster A f ai | u
capacity building for participation and developmandinstitutional coordination

andtor educe excessive |levels ®oThspasaducti ot
disappointment. The 19%arth Summit concluded by emphasizing the necessity

to implement and commit to the established international agreements.

After the 1997 Earth Summit, further efforts were made to prepare for the next
Earth Summit held in Johannesburg, South Africa, in22de prime objective
ofthsSummit was to obtain governmehtsod gl o
Similar to other Earth Summits, its agenda included: a review of progress from the
previous Earth Summits, suppleme3Dted by
iIssues that governments face; requesting donor countries to support developing
countries; requesting ratification of outstanding agreements, such as the Kyoto

and Biosafety Protocols, Persistent Organic Pollutants and Migratory and
Straddling Fish Stdes; making commitments towards progressing the Millennium
Development GoafS. However, Peeters (2003) points out that despite the slow
progress in SD, the 2002 Summit observed the growing impact and the potential

responsibilities of the financial institotis inSD.

The Summits were at best a partial success. However, making the necessary
changes would not be easy. It would take place at different rates and in different
places, and it would require considerable funds to implement the principles agreed

in the summits. It was noted that implementing AgeB@lavouldrequire US$600

18 http://www.un.org/geninfo/bp/envirp3.html

7 http://www.un.org/geninfo/bp/envirp4.html

18 http://www.earthsummit2002.org/Es2002.pdf

19 http://www.johannesburgsummit.org/html/whats_new/feature_story41.html
2 http://www.earthsummit2002.org/Es2002.pdf
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billion annually for developing countri€s and an additional US$40 to US$60
billion is needed yearly to reach the Millennium Development Goals (Peeters,
2003). The UN is constrainebly donor countries. Achieving the Millennium
Development Goals requires changes in economic belawviodeveloping and
developedcountries This challenge strikes at the heart of business ethics and
decisions. Furthermore, The Economist (2002) adoptsndasiview to Peeters

and states that dlittle headway has

been

as c¢climate change and | oss of biodiversi

disappointment were th&ack of political consensusoncerningSD and, the
actions needed taddress botlthe environmental and economic goals. The UN

admitted, as well, that not enough was done to achieve Summit 199%.goals

Private sector involvementduring he last decade the fochss shifted towards
business as a majptayer in SD (Thompson, 1998; Jeucken, 2001; Davidson and
Worrell, 2001; Willman, 2007). The UN agreements and conferences made it
clear that SD is not only the responsibility of governments. The UN Conference
1972 and the three Summits, 1972, 1992 ari®,2mphasized the responsibility

of all government and negovernmental organizationsand there was even more
emphasis on Agenda 21o protect and improve the human environnfént
Accordingly, the private sector was affected by UN agreements and exedts,
various organizations have begun to integrate the SD concept into business
transactions and are reporting on social and environmental issues volthtarily

show their commitment to SD.

However, the successful integration of sustainability thinkinp icommerce

requires satisfactory answers to three questions:

1 why would a business incorporate the sustainability concept into its
activities? This dimension will be considered in Section 2.2.2
Sustainability of businesses; and

2L http://www.un.org/geninfo/bp/envirp4.html

22 http://www.un.org/geninfo/bp/envirp4.html

2 http://www.un.org/esa/sustdev/documents/agenda21/english/agenda21chapterl.htm

4 |n Britain and most of the western countries social and environmental disclosures are voluntarily
(Campbell et al., 2003).
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1 how should a business integrate the concept? The integration of
sustainability into business operations forms a challenge for business as to
how to implement the sustainability concept and how to measure the
sustainability performance; this will be discussed Section 2.2.3-
Measuring sustainability.

1 what issues should a business consider when implementing the concept and
reporting on it? This dimension deals with the quality of reporting on
sustainability issues, which is addressed below.

The problem whichthe private sector faces is that the voluntary nature of
implementing and reporting social and environmental activities and performance
leads to the question of why such information should be disclosed. In the absence
of social and environmental reportirsandards regarding whether to disclose,
why to disclose and how much to disclose, many environmental organizations and
other interest groups worked together to advance environmental stewardship. As a
result of cooperation between the Coalition for Envinentally Responsible
Economies and UN Environment Program (UNEP), the GRI was established in
late 1997 with a mission to provide guidelines for reporting on economic, social,
and environmental performance and the impact of corporations, governments and

nongovernmental organizations activities, products and sefices

The GRI framework in 2002, the GRI was established as a permanent,
independent, international body with a musitakeholder governance structiire

Al ts cor e mi s s i enhancament, and idisderaimaon ofe the
guidelines through a process of ongoing consultation and stakeholder

e ngag e m¢ that ime, and in addition to their being voluntarily adopted, a
drawback of the GRI guidelines was that they were not applicalalk boisiness

sectors, e.g., the banking sector, and so the need for other or supplementary
reporting guidelines was raised. In responding to financial sector concerns, two
significant initiatives were developed: first, the Bfhance 2000, which assists
financial institutions to measure environmental performance progress against
target s; and | at er in 2005, a pilot
Suppl ement : Envi r g denetopet @ lcollaBaatidn avithntleen ¢ e 0

% http//www.ceres.org/sustreporting/gri.php
%0 http://www.ceres.org/sustreporting/gri.php
%" http://www.ceres.org/sustreporting/gri.php
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UNEP Finance Initiative(UNEP FI)?® to provide reporting guidelines on
measuring environmental performance. Therefore, it became crucial to examine
and shed light on the reporting framework and the Financial Services Sector
Supplement: Environmental Performance andER&nce 200. These guidelines
are of fundamental importance given over six hundred organizations, including
Westpac Group report using the GRI guidelinsand complying with the

Supplement.

Identifying the characteristics of disclosure is essential, to enable dsmpa

between the reporting frameworks and what the bank implements, and,

i mportantly also, to identify some indic
environmental performance. Therefore, it is also essential to understand the
proposed GRI reportinffamework which covers the four areas described in Box

2.1:

8 UNEP Fl is a global partnership between UNEP and the financial sector to understand the
impacts of environmental and soct@nsiderations on financial performance (www.unepfi.org)
29 http://www.ceres.org/sustreporting/gri.php
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Box 2.1 The GRI reporting framework

1- Defining report content™: the report should cover the following aspects:

- materiality: reflecting the oreamnaronmentalt
i mpacts that would influence the stak
- stakeholder inclusiveness: identifyin

to their expectations;

- sustainability context: pr e shewitercorgexttofth
sustainability; and

- completeness: covering economic, social and environmental topics to enable stake
to assess the organizationbés perfor ma

2- Defining report quality *": this section ensures the tefed information is presented properly
and is associated with the following qualities:

- reliability: information reported should be prepared in a way that can be subject to
examination;

- clarity: information disclosed should be understandable by stakebplder

- balance: reflecting the positive and negative aspects of performance;

- comparability: ability to analyze the reported information over time;

- accuracy: reporting should be accurat
performance; and

- timeliness: disclosing information on a regular basis and making it available in time
make informed decisions.

3- Reporting guidance for boundary setting? this part of the framework should include the
performance of entities that the organization exeraieatrol of, or has a significant influence of
which generate significant sustainability impacts.

4- Profile disclosures®: this part of the reporting framework contains the main parts of the
sustainability report. The three different types of disclosares

- profile: this part reflects how the organization perceives the sustainability concept,
including impacts, risks and opportunities by the most senior degisiders (e.g. CEO,
chair). Disclosures include the organization strategy, profile and gowernan

- management approach: this approach covers how management addresses the ecq

environmental and soci al aspects to u
- performance indicators: indicators that provide comparable information about the
organz ati onds economi c, environment al a

Source: http://www.globalreporting.org/ReportingFramework/G30nline

Following the GRI, the Secretafyeneral of the United Nations, Kofi Annan, in

the World Economic Forum 1999, challenged business leaders to support

%0 http://www.globalreporting.org/ReportingFramework/G30nline/DefiningReportContent/
3 http://www.globalreporting.org/ReportingFramework/G30nline/Definiag&tQuality/

%2 http://www.globalreporting.org/ReportingFramework/G30nline/SettingReportBoundary/
% http://www.globalreporting.org/ReportingFramework/G30nline/Profile/
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universal environmental and social principles to meet the challenge of
globalizatiori*. The result waghat the Global Compact, which is a voluntary
international corporate citizenship network, was launched in,2@fitsising of

ten principles in the areas of human rights, labour, the environment anrd anti
corruption. Significantly, the principles encourage basses to support the
development and diffusion of environmentally friendly technologies that address
environmental challenges. So far, the Global Compact Initiative pledges
companies to embrace and promote, support and enact, and improve good

corporate pactices in the social and environmental arenas.

Sustainability Indices other business initiatives have also been taken such as

these associated with the ethical investment movement. In 1990, the Domini 400
Soci al Il ndex was est alpimargyhlssggcapstad USian i nd
corporations, roughly comparable to the S&P 500, selected based on a wide range

of soci al and e n% Theioconoiesiort wad thasthedoterma r d s O
record of the I ndex showed tshaeleditccoci al

strong individual stock seflection and pof

As environmental concerns and SD gained more momentum within the private
sector, other indices were established. The best known are: The Dow Jones
Sustainability Indices, thETSE4GOOD Indices SerieASPI Eurozoneand the
Ethibel Sustainability Index which were established in 1999, 2000, 2001, and
2002 respectivel y. l ncl usi on i n t hese
commitment to combining economic development with daaia environmental
responsibilities, and implementing an efficient action plan in support of the
principles of the UN initiatives. The indices have since been heralded as a
benchmark for companies and investors wishing to become involved in SD,
especially with respect to environmental care and community involvement
(Deegan, 2002).

* http://www.unglobalcompact.org/About TheGC/index.html
% http://www.domini.com/aboutionini/The-Domini-Story/index.htm
% http://www.domini.com/aboutiomini/The Domini-Story/index.htm
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I n scoring the banksd envices, thadhalengeasl per f
to consider the direct and indirect environmental impact of the banks on both their
operatonsand t he environment. A bankodés compl
environmental format is not the end of the story. A critical issue is how well it
integrates environmental objectives into its operations and, as a result, impacts its

own performance andneironmental outcomes. Kolk and Mausewr (2001)

indicate the variability in formulating the rankings of banks, which is often based

upon reputation, but not the exact performance. Also, Gray and Milne (2002)
emphasize that there is lot of talk but veryditaction, and, moreover, social and
environment al accountability remains a ¢

takes place and it is implemented in large organizations.

A conclusion from the previous discussi
interest in SD has generally strengthened, and some of this progress can be
attributed to UN initiatives and some to privatdorsand NGOs. The reluctance

to become fully engaged with this concept could be attributed to the traditional

focus on economic benf i t s and increasing sharehol d
dominant factors characterizing businesses (Gray and Milne, 2002; The
Economist, 2002; Jayne, 2002; Roper, 2004; Evans, 2005). Neverthelesss the

ongoing debate abouthe relationship between environm@l and financial

performance how businesses utilize the sustainability concemtd how

sustainability performance is measured.

2.2.2 Sustainability of business

Since the 1990s, many leading companies in the USA, Europe and lapa
responded to the challenges of social and environmental pressures by adopting a
commitment to sustainability (Hart, 1997). This commitment has included
launching proactive programs and a variety of initiatives. The following sections

explainhow busnesseaddressustainability challenges.
Definition of sustainability of business

Drawing on the Brundtland definition of SD, Dyllick and Hockerts (2002) defined

sustainability of business as fdAmeeting t
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stakeholdes (such as shareholders, employees, clients, pressure groups,
communities, etc), without compromising its ability to meet the needs of future
stakehol der s as wel |l o (p.131) . The I n
Development defines sustainability foru si ness as fAadopting bu
and activities that meet the need of the enterprise and its stakeholders today while
protecting, sustaining and enhancing the human and natural resources that will be
needed in the futureo (Lynn, 1994).

In addition to business managers being required to respond to sustainability issues,
the growing concern of stakeholders about the state of the environment has also
put pressure on management to become more concerned about environmental
issues. This had led to gtea management efforts to introduce the value of the
environment into the decisiemaking process (Rondinelli and Vastag, 1996;
Solaiman and Belal, 1999). Therefore, the next section explores the philosophy of

business sustainability.
Theoretical frameworlk of sustainability of business

When transposing the idea of sustainability to the business level, many businesses
and academic scholars have tended to focus on the business case for SD, and ask
how firms can further their economic sustainability by paattgntion to social

and environmental issues (Dyllick and Hockerts, 2002). Thisdeonsideration

of three dimensions of sustainabil@gsociated witthe types of capital suggested

by Dyllick and Hockerts (2002). They point to three types of capsabciated

with the triple bottom line: economic, natural and social sustainability. Each type
requires a differentnanagement responsehe economically sustainable business
requires managing several types of economic capital: financial capital (i.gy, equ
debt), tangible capital (i.e., machinery, land, stocks) and intangible capital (i.e.,
reputation, inventions). Therefore, a company ceases to exist once there is no
economic capital left, and it becomes economically unsustainable. The natural
capitalis based on the realization that on a finite Earth the depreciation of natural
capital cannot go on endlessly. So, if a business consumes energy and materials
and, as a result, creates undesired output in the form of products and services, then

the busines becomes ecologically unsustainable. Thus, it is accountable to society
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for the discharge of undesired outcomes and other environmentaufadkising

from its activities. The socially sustainable business also needs to consider human
capital and sociat capital. Human capital is concerned primarily with skills,
motivation and loyalty of employees. Societal capital includes internalizing social
costs, the quality of services offered b
expectations. According] sustainablebusiness is achieved by the delivery of
competitive services and products that satisfy human needs and bring quality of

life, while progressively reducing ecological impacts and resource intensity.

Several theoretical frameworks describirig trelationship between social and
environmental performance and financial performance have emerged over the
years. Steger, Somers and Salzmann (2007) classified these studies into three
groups:

1 the tradeoff approach, which was originally explained Byriedman
(1962). It states that an increase in social and environmental performance
leads to increased costs and reduced profitability;

1 the supply and demand theory (McWilliams and Siegel, 2001). Companies
determine a level of environmental performancenaximize their profits.

The level of environmental or social performance withry, but
profitability will be maximized. Therefore, there is no link between
financial, environmental and social performance; and

1 the social impact hypothesis (Cornell and Sttgpl987). Improvements
in social or environmental performance improve financial performance, as

potential benefits outweigh costs.

However, Steger, Somers and Salzmann (2007) also postulated that the
frameworks could indicate linear or ntinear relatimships between the different

dimensions of corporate performance. The relationship could well change,
depending on performance levels. This means that the three categories could be
found over time in a single business case. In other words, improvements in
environmental performancemay only pay off financially at the start when
Apicking the | ow hanging fruitéo. For exa

to achieve than slight emission reductions.
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Walton and Galea (2005) referred to two perspectiveshénliterature which

brings tension between business and social and environmental initidtineesrst

view derives from economic theory, which argues that the only aim of business is

to maximize profits and, thus, the shareholder value. A basic assangbttbe

theory, is that, automatically, the invisible hand of the market allocates the
resources efficientlyletting the market sornattersout is the way to solve the

problems of the world. This view is consistent with a recent study by Steger et al.

(2007) of nine industries, including financial services, which found that it is

difficult to build sustainable business, due to: limitashnectiondetween social

and environmental risks and opportunitiegghinc o mpani es® core busi
numerous stakeo |l der s 6 demands; and the organiz
relevant information. They claim that, despite companies taking into account

social and environmental concerns, this practice is seen as only a cosmetic
measureWhile it is still within the lmunds of sustainability rhetoric, the economic

bottom line continues to dominate corporate decisiaking. Many business

executives still often see only the potential threats of rising costs, decreasing

competitiveness, and increasing legal challengeadRelli and Vastag, 1996).

Epstein and Roy (2003) reflect on common setbacks when implementing SD.
Managers often find that sustainability guidelines and standards are not adapted to
their particular needs, and vaues. These neces
guidelines and standards often only help in the formulation of the commitment
towar d stakehol der s, and do not i ncor pc
specific policies, programs and systems that provide direction and boundaries for
decisbon-making, and help move the entire company towards its sustainability

goals Many of the current guidelines and standards concentrate only on external
disclosure and external accountability rather than internal improvements of

sustainability performance.

The second perspective implies that there profit gains as a result of adopting
social and environmental agendaslowever SD means many things to many
people. Some ask: can SD improve the shareholder value? Walton and Galea
(2005) pointed out that Mgolis and Walsh reviewed 127 studies inAJBased
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journals to look at the relationship between socially and environmentally
responsible actions and financial performance. They found that 70 of the 127
studies supported the existence of a positive reldtipn$Valton and Galea

mention many positive examples of this type.

In addition, Kennedy (1998) undertook studies that showed that companies which
commit to SD recognize positive financial valaand Kiernan (2001) identified
evidence that there is a rolupositive relationship between environmental and
financial performance. Dyllick and Hockerts (2002) indicate that a singieed

focus on economic sustainability can succeed in the short run. However, in the
long run, sustainability requires all threeiménsions to be satisfied
simultaneously, and therefore, economic sustainability alone is not sufficient for

the overall sustainability of a corporation.

A recent study by DeBono (2004) emphasizes the environmental performance and
sustainability practicesof many industries and investors who recognize the

positive relationship between sustainability practices and financial performance.

She noted that the financial impacts of environmental issues continue to increase,

due to increased regulatory requirements d st akehol dersé concer
Her study revealed that the integration of sustainability practices into business
operations resulted in reducing environmental costs, impacts and lidedityo

compliance improvementand improved the businegsesition.

Walton and Galea (2005) also noted thetny Western businesses have shifted

their views from considering sustainability as a cost, to a potential source of
competitive advantage and market opportunity through managing the natural
environment.They have begun to actively pursue pollution prevention, waste

stream reduction, resource conservation, energy efficiency andriendly

products. Epstein andRoy (2003) also reflect on the advantages of SD
implementation. They draw attention to the fileit some leading companies have
recognized that sustainability is important for long term corporate profitability.
Therefore, these companies integrate con
dayto-day management decisions and strive to balanesetinterestsFurther,

some organizations have established guidelines and standards to help managers
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better understand their roles and responsibilities toward stakeholders. These
guidelines vary widely, in terms of focus and goal. Some of them addresfcspe
social responsibility issues (e.g. OECD Guidelines for Multinational Enterprises,

| CC6s Business Charter for Sustainabl e I
focus (e.g.Responsible Care focuses on environmental issues and the Fair Labo
Associatim 6 s g ui de | laboar 5ghtd). oret wthers doous on particular
aspects of implementation, such as external reporting, @lgbal Reporting
Initiatives). Epstein and Roy (2003) note a considerable effort being invested to
integrate social and emgnmental aspects into business practiaed many
corporate companies issue sustainability rep&tenesocial and environmental
activists criticize companies for the content of these reports, and describe them as
6gr-washingo. T h i =ar for adepiirey partiaulasferreats tard dor
considering specific contents to be reported to facilitate a measurement of
sustainability (Walton and Galea, 2005).

Obstacles to implementing sustainability business practices

Two perspectivedhavearisen tha are inconsistent witthe previous section with

regard to SD implementatioEnvironmentalconcernshave become a challenge

for executive managementA balance between the thredimensions of
sustainabilityis essential. Business could not survive withaging material,

natural resources and the skills provided by society. Therefore, adfifade
between the needs of different stakeholders becomes necessary asdimeostis

a tension betweeaconomical, social and environmental aspects. Kennedy (1998)
points out that SD is seen as a cost of doing busir®@sswritesfino maj or
business decision is being made without first considering its environmental
implications. And, likewise, no major environmental expenditure is approved
without first considering 8 economi ¢ i mpact o. By i mpl.

balanced view should be maintained.

Lynn (1994) emphasizes that being sustainable and incurring real change is not
easy. First, because of businessd inabil
envirormental damage; the results of this can mean fines and legal costs which

can impact the bottom line. Second business needs to be supportive of innovation,
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which requires exposure to new knowledge, skills and attitude education and
training; third, as Epsteiand Roy (2003) argue, translating a strategy into action
and driving it through complex organizations is a substantial challenge. Without
organizational structure and management systems, a company may not be able to
gauge its sustainability performancklanagers encounter a proliferation of
management systems such as quality management (e.g., ISO 9000, EFQM),
environmental management (e.g., 1ISO 14000, EMAS), and corporate social
responsibility (e.g., SA 8000, AA1000). Such approaches often form a challeng

to business to be systematically linked to the core traditional management system.

Therefore, Lynn (1994) suggests that it is important for a company to initiate
change to manage its affairs in a more responsible manner. Managers who are
assigned respoifslities to manage SD issues are to be supported with the right
resources, e.g., education and training, and by those highly skilled in strategic

functions that could provide a significant return to the organization.

Despite obstacles encountered implatimgy SD, theoretical and practical interest

abounds. Walton and Galea (2005) report, from the research side, business and
sustainability has become a growth industry. There are now specialized academic
journals that publish only papers that consider thpaict of business on the
environment (e.g.Strategy and the Environment, Greener Management
Internationa). Practically, contemporary SD process includes laws that set
standards for the social and environmebttaviourof companies in an effort to
Ointernalize externalitiesdéd (Steger, Som
regulatiors which force companies to comply with social and environmental

policies and roles are economically relevant.

While it is acknowledgd that sustainability can deliver positive outcomes for
business, there is still debate about how sustainability aspirations can be translated
into action and how its performance is to be measured. This will be addressed in

the next section.
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2.2.3 Measuring sugainability

This section reviews the progress made in the attempt to measure sustainability.
Different questions arise while considering the measurement issue. One of the
challenges faced by companies is how to track their progress towards
sustainability ad communicate it to both internal and external stakeholders. After

t hat , there is a need to respond definif

services, products, processes and facilities are sustainable.

There have been attempts to address SD ma@asmt. For instance, Morse et al.

(2001) distinguished between two fundamental, distinct and broad visions of
sustainability: sustainability as an approach and sustainability as a system
property. With regard to sustainability as an approach, peopleseantether one

organi zationds practices are sustainabl e
sustainability can be monitored by noting implementation of good practices. On

the other hand, sustainability as a system property implies seeking to define an
measure the ability of the system to exist in a preferred state. This poses
challenges to identify and measure the boundaries of the system, rather than just

to list good or bad practices.

Answering the abovenentioned questions requires the ability moeasure
sustainability in a quantitative and/or qualitative fashion. However, measuring
sustainability differs from measuring other dimensions of business performance in

several important aspects. First, this practice is relatively new, so there isoh lack
commonly accepted or mandated measurement standards (Darby and Jenkins,
2006). Second, sustainability is complex and rrfalteted, covering a broad

spectrum of topics from social and environmental aspects to financial matters

(Morse et al., 2001). Fiig, measurement of sustainability extends beyond the
boundaries of a single company, and typically addresses the performance of many
stakeholders who are directly or indirectly affected by, and involved in, the
companyo6s activiti e2003) Suchadomperitn demamds Gar v ¢
considering sustainability performance measurement as a systematic business
process, in order to integrate it effect

day-to-day operations and review process.
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While companies are bewiing to address these challenges, to date the focus has
been on the choice of appropriate performance indicators (Sikdar, 2004; Morse et
al., 2001; Darby and Jenkins, 2006). The starting point of international work on
measuring SD was Agenda 21 at the Rarth Summit in 1992. The action plan

of Agenda 21 suggested identifying and developing indicators for measuring SD
by considering the different dimensions needed to be included within such
indicators. One of the reasons for developing specific indicadotise need to
monitor and to assess SD progress (Gallopin, 1996). Therefore, indicators are an

integral component in measuring sustainability performance.

Studies reveal a variety of definitions for an indicator. Gallopin (1996) found that

an indicatorhas been defined in publications on environmental indicators as a
variable, a statistical measure, a proxy of measure. Darby and Jenkins (2006)
defined indicators as fitools that measur

i ssues andlld)t rendso (p.

The functions of indicators are: to translate and communicate complex
information into easily understandable units in order to enable busin@sses
decisionmaking, to measure the current performance; and to be set as
benchmarks for future improvements. Irddidn, Gallopin (1996) mentioned the
major functions of indicators, which include assessing conditions and trends;
comparing across places and situations; assessing conditions and trends in relation
to goals and targets; providing early warning informgtiand anticipating future
conditions and trends. Also, Isaksson and Garvare (2003) argue that an indicator
provides useful information about a unit; describes the state of a unit; detects a
change, and reflects the cawmeteffect relationships. They s&l that, in this
sense, when attempting to measure sustainability performance, the indicators
should be relevant, understandable, limited in numbers, and adaptable to future

developments.

Moreover, indicators are particularly useful tools to measure @ssgrand are
also good at measuring what is sustainable or not and, thus, what needs to be
improved, reduced or minimized (Dahl, 2000). Therefore, indicators signal to

decisionmakers where to concentrate their efforts to achieve a suitable practice;
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onceone factor is corrected, the indicators should signal where priorities should
be shifted (Dahl, 2000).

Progresscan beachieved where indicators are assigned for particular sectors or
issues (Dahl, 2000Most of theliteratureon SD indicatordocuses oreconomic,
social and environmentahtegoriedEpstein and Roy, 2003; Walton and Galea,
2005). Other studies, such as Bossel (1999), include technological, political and
psychological aspects. For example, technology could arguably be a sound
technical stution for improving performance foall three categories (Isaksson
and Garvare, 2003).

Researchaims to build consensus and reduce doubt about the effectiveness of
sustainability performance measurement. Therefore, some studies (Darby and
Jenkins, 2006;skhksson and Garvare, 2003) suggest utilizing sustainability models

to identify specific indicators relevant to a specific area.
Sustainability models

A central point in making significant progress in measuring sustainability is to
identify suitable indicatrs in each specific areaf economic, social and
environmental aspects Darby and Jenkins (2006) pointed out that some
sustainability indicators are straightforward to measure, but others are difficult.
They are of the opinion that no one method of meagtsustainability has been
universally accepted, due to difficulties arising from organizational requirements

and the process of developing and implementing indicators.

In an attempt to minimize the difficulties, Epstein and Roy (2001, 2003) and
Isakssonand Garvare (2003) suggest using sustainability models which employ
metrics to monitor and assess the value and effectiveness of sustainability actions
undertaken in a specific area. Their concern was that many companies have not
focused on identifying # relationship between sustainability actions and
financial performance. Their studies revealed that the process of developing
indicators considers a number of dimensions to measure organizational
performance. Isaksson and Garvare (2003) put forward amiaegional process

model, which illustrates five different types of measurements: drivers, input,
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enablers, output, and process outcome, which is stakeholder satisfaction (Figure
2.3). This model, they contend, combines most business models, with the idea

dividing indicators into: driving force, state and response.

Figure 2.3 The organizational process model

External drivers

Response | \ l Response:

Active or reactive Active or reactive

Management process
| leading changes
Internal enablers and drivers

Suppliers Input Output ; * Outcome |1
Operative processes (producing goods 5

— and services) — e -
Internal enablers

Support processes-aiding the
management and operative processes

/

External enablers

Source: Isaksson and Garvare, 2003

Furthermore, another study by Epstein and Roy (2001) illustrates an
organizational modelto evaluate the performance of sustainability actions,
starting by identifying the social and environmental issues, which are comprised
of leading and lagging indicators and are expressed in both financial and non
financial terms (Figure 2.4). Once indioegt have been identified, analyses need

to be undertaken.
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Figure 2.4 Metrics of sustainability and financial drivers
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Epstein and Roy (2003) set up indicators that may be used to define goals and
targetsand, then, to compare them to actual performance, in order to support
performance evaluation systems and measure success. In order to facilitate
performance measurement, they established descriptive metrics indicsbong

of the metrics presented areeasured in monetary terms (e.gumber and
amount). Such measurements help to translate sustainability issues into business
language and relate more to issues of {texgh profitability, rather than to
emotional discussions of social and environmentaleisslsaksson and Garvare
(2003) contended that sustainability models which employ metrics and indicators
can be used as tools for measuring the transition towards SD, to test the relevance,

quality and quantity of business activities which are aligneld $id.
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After identifying the indicators, the challenge is, then, to find ways to integrate
SD practices into business operations. For example, Searcy et al. (2006) showed
that the largest electric utility in Canada has developed a system of-eigkty

SD indicators, which were clustered according to three specific key themes.
Under each theme a number of key areas were organized, relevant to internal and
external dimensions. Another study by Ekins and Vanner (2007) also reported that
Arthur D. Little had @veloped an assessment methodology to provide a method
for project managers to measure project performance. The method included
assigning 69 indicators under four pillars: economic, social, environmental and
use of natural resources. Scoring for each atdicwas done by using a scale
from 1 to 5 where 1 represents weak, and 5 represents strong alignment with the
principles of SD. In addition, with more specific attention to environmental
performance, Thompson and Cowton (2004) studied the policies acedpres

of a sample of banks with regard to their response to including environmental
issues in their operations. The study of 86 items determined as indicators that
environmental criteria was incorporated into lending decisions used Likert five
point scags (ordinal data) running from zero (indicating no importance) to four
(very important). After that, statistical tools are used; for example the mean to
describe the central trend of results or the average of all indicators, and the
standard deviation tdhew how close to or far away the data is spread around the
mean. These studies agreed in the sensisafigregatinghe broad concept, SD,

into indicators that assess data gathered from items which take external and
internal dimensions into account and,aaconsequengassist in a sound decision
making process. In addition, Hardi and DeSeHizdetey (2000) concluded that
detailed data analysis of the indicators is important for allowing deeaisakers

to gain an understanding of the state of the enument and thus to integrate the
goals and principles of SD into policy and practice, and, in particular, to measure
SD strategies in progress. Consequently, they suggested using statistical

technigues and analysis to measure SD components.

51



Obstacles tesuccessful development and use of indicators

While the importance of employing sustainability models, including indicators for
ef fectively measuring an organizationo
acknowledged, in fact, there are challenges that hindenniplementation of
indicators. Dahl (2000) contends that there has been a particular emphasis on
developing indicators of the driving forces that affect the ecological balance,
because these relate to human activities and are often susceptible to mahageme
actions. Moreover, he concludes that it is harder to define the ideal SD and, thus,
the need for indicators to be developed to capture the sense of ecological balance
in a dynamic system is also a major challenge. In addition, Dahl (2000) reveals
anothe challenge, viz., the difficulty of adequately calculating and quantifying all
the indicators identified. Also, he concludes that, while it is generally accepted
that it may be possible to generalize categories, there is also a need for indicators
to be pecific to particular uses, both in scale and content. For example, each
indicator would have to be constructed differently for different sectors of different
regions. In this regard, Searcy et al. (2006) conclude that no system of indicators
is compreherige and measures everything; rather, it is to be acknowledged that
something may be missed, and dstail each indicator will be specific to the

unique context of each organization.

In addition, and despite a surge in international action, it was natiadthe

process of sustainability measurement is still far from achieving a consdosus

mainly to the different dimensions of SD (Dahl, 2000). Isaksson and Garvare
(2003) state that nAcreating a single fig
perfamance could prove extremely challenging. Using three sets of indicators of
economic, environmental and social performance should make the task easier,

even i f adding up each area is a chall en:

Another challengevas raisedy Waltonand Galea (2005), who argu#hat many
studies advocating the need for links between the financial performance and
measurement of sustainability lack evidence that the findings are built upon firm
structures, and suffer from a dubious methodological Bdss&r view is that the

positive relationship, even if firmly established, may not lead to a conclusion that
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social and environmental actions result in a better corporate performance.
Furthermore, Epstein and Roy (2003) point out that the identification and
measurement of sustainability strategies are difficult, due to the fact that they are
linked to long time horizons, and have a high level of uncertainty, and because the
environmental impacts are often difficult to measure quantitatively. Also, Morse
et d. (2001) found a good reason for the weakness of the link between financial
and sustainability performance, namely, that sustainability studies are usually
found in anthropological or sociological literature and rarely refer to indicators,

which tend to b employed by natural scientists and economists.

Furthermore, it was noticed from the work of Epstein and Roy (20012003);
Sikdar (2004); Kennedy (1998); Dyllick and Hockerts (2002) that studies
measuring SD included the three dimensions, but ofteluéed the segmenting

of metrics into specific measurable indicators in a business context. In addition,
Zoeteman (2001)Kolk and Mauser (2001)Rondinelli and Vastag (1996)
suggested strategies to measure sustainability in businesses but often ddentifie
neither the area of sustainability (social, environmental and economic) nor the
indicators or other measurement tools for measuring sustainability performance.
The methodological approach used in such studies of SD performance
measurement needstodsfai sh t he corporationdés sust a
requirement, then identify the different aspects of sustainability under which

specific indicators are applied.

Other papers by Weber (2010), Hodge (2011), Raiborn, Butler, Massoud (2011)
show that companies have struggled to quantify in finaterads theirexposure
to sustainability costs and risks, and to disclose these

To sum up, two challenges can be recogdifrom the research on measuring
sustainability performance: first, the conceptual understanding by management

that SD delivers positive outcomes both to the corporation and the environment;
second, a technical challenge, which requires identifying ateedudicators that
measure the firmds sustainability perfor
could be carried out qualitatively and/or quantitatively (Hardi and DeSouza

Huletey, 2000). However, these authors admit that data is difficult to quantfy
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measure. In order to make sustainability information more applicable and
understandable, some studies (Hardi and DeSbBukestey, 2000; Thompson and
Cowton, 2004; Ekins and Vanner, 2007) suggest analyzing the indicators
quantitatively; other studies (&dwani, 2001; McKenzie and Wolfe, 2004)

employ a combination of qualitative and quantitative analytical measures.

The next sectioaimsat a closer understanding of the role of the banking sector in

SD, with emphasis on the environmental dimension.

2.3 Sustanability and the banking sector

The banking sector has been slow to address SD (Lynch; 16@dken, 2001).

This could be explained by the fact that banks themselves are a relatively clean

sector and their products and services themselves do not fddbuieken, 2001).

This approachvould be more applicable if only the direct impact of their energy

use and material consumption on the environment is considered. Acknowledging

such impactss not a large burdermoesnot interfere with cordankbusiness ah

is easy to disclose to stakeholders (Boumhal, 2001; Cowton and Thompson,

2000). However, this thesis concentrates on the indirect primary impact of a
bankdés | ending transactions on the natur

agenda of governmeand nongovernment organizations for the last few decades.

Greater clarity concerning the relationship between the roles of banks and SD is
important. At the micro level, banks affect the development and the direction of
the economy through their intermaté roles between savings and investments by
transforming money by place (e.g.bank may allocate the money of a lender to a
borrower in a different location), term (maturity intermediatiomreditors in
particular usually only have sheagrm surplusg of money, while debtors usually
have longterm capital requirements), and risk (banks are generally in a better
position to assess the risks than are individuals) (Jeucken, 2001). In this sense,
banks through their financial policy, create opportunitiessustainable business

and give customers investment advice with respect to the knowledge and
information banks have about market development, market sectors and legislation.

Banks play a different role from other industry sectors. Bouma et al. (219 a
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that, since investments in fixed assets such as dams, transport and
communications infrastructure constrain the development path for many years to
come, it is important to get financial capital allocated correctly. This means that
banks are a criticathannel through which lending activities, environmental risk
assessment, regulation, and community pressure can direct investments to more or

less sustainable economic activities.

2.3.1 History of sustainable development and the banking sector

Acknowledgingsusai nabi l ity as an item on banks?é
the setting up of the 1980 Comprehensive Environmental Response Compensation

and Liability Act (CERCLA) in the USA (Coulson and Monks, 1999). This Act,

also known as Superfund, made owners oftammmated sites liable for their

cleanu p . Despite the Actods exempting | ender
were forced to enter into court procedures and some recorded financial losses
(Fenchel et al., 2003; Boyer and Laffont, 1997). This made lraakge that their
clients6é poor environment al performance
and awoke them to the fact t hat they ¢

transactions.

The role of financial institutions in stimulating SD was ackremgled and
increased substantially during the 1990s. That was when principles, statements,
standards and international programs were developed. The main initiatives that
were designed over that decade were the UN Environment Prdgrancial
Institutions hitiative on the Environment (UNEP FI), the EHHhance 2000,
Wolfsburg Principles, London Principles, and Efes

UNEP Fl,which was established in 1992 at the Rio Earth Summit, is a partnership
between the UNEP and the private financial sectoimntprove and promote
relationships between the environment, sustainability and financial perforthance
Another objective of the initiative was to encourage the financial sector to invest
in environmentally sound technologies and services (Bouma et al.). 2064
initiative attracted160 signatories, including Westp&soup The concept of the

37 http://www.unepfi.org/about/index.html
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UNEP FI was launched in 1991 when Deutsche Bank, HSBC Holdings, Natwest,
Royal Bank of Canada an@estpacGroup catalyzed the banking industry's
awareness of environmeal issue¥. In order to become a signatory to UNEP FI,
the financial institution needs to sign either one of the UNEP FI stateme8{3 on

depending on the principal operations of the company.

Recently debate has arisen regarding whether signing themstat made a
difference or not.Fenchel et al. (2003) conducted a survey of 50 European banks
to examine the integration of environmental risks into the credit risk management
process of banks. The findings indicated that banks which signed the UNEP
staement tended to be more aware of environmental issues than those which did
not sign it, and that they were less vulnerable to environmental risks and
competitive disadvantages. Banks who do not realize the phases of environmental
risks (rating, costing, pming, monitoring, work out) are at risk of attracting bad
borrowers with high environmental risk and, consequently, could have credit

defaults.

The contents of the UNEP FI statements provide chaltsiogiae financial sector
concerning corporate goverr@m environmental regulations, the social and
environmental impacts of operations and investments, and how the financial
institutions support and interact with communities. The statements stress the
importance of realizing the environmental risks and djppaies and the role of

management in addressing environmental issues.

In addition to the UNEP statements, a group of 11 banks initiated thEilz®ice

2000 Report, which proposed that financial institutions face the challenge of
measuring and reportinghe environmental performance of their business
operation¥’. The group promoted the report as
picture of a companydbés sustainability p
management decisiemaking and stakeholder interact, as well as meaningful
benchmdr ki ngbd

3 http://www.unepfi.org/about/background/index.html
%9 http://www.epifinance.com/www.epifinance.com/project.htm
% http:/Mvww.epifinance.com/www.epifinance.com/project.htm
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EPFFinance 2000 was a pivotal point in shifting financial institutions
consideration of the environment and SD from unclear concepts to measurable
terms. These become applicable through constructing enviroainpamformance
indicators, which serve as important tools for effective management decision
making and as a means of enabling companies to make sustainability measurable
(Kolk and Mauser, 2002). The indicators help companies to measure their
performance agnst targets and report on their progress to stakeholders (Searcy,
et al., 2007). In other words, the indicators may offer guidance internally, to
measure the development of environmental management, and externally, to serve
as a credible environmentalramunication to stakeholders (Isaksson and Garvare,
2003).

Significantly, this was the first real collaboration between the UN agencies and
the financial sector to develop a partnership that considered environmental
management. The indicators are desigried financial institutions, thereby

helping to develop a standardiZEMS.

Anot her initiative receiving banksd int
principles aim tondevel op financi al services i ndt
products, for knowyour-customer, antmoney laundering and countrrorist

financi n@. Ignardnde cof tgpesdof business activities known to be
susceptible (such as having funds invested in environmentally inappropriate

projects) could have a detrimental effect on ti@renment.

London Principles: a fourth initiative is the London Principles, which were
established in 2002. The principles were the result of a study launched by the City

of London Corporation, which represented the UK financial sector in the British
government 8s response t o 2000 &he Provdipesr nes b ur
encourage reflection on the cost of environmental and social risks in the pricing of
financial and risk management products, exercise equity ownership to promote
efficient and sustainable asset use and risk management, and proads tacc

finance for the development of environmentally beneficial technologies.

“! http://www.wolfsbergprinciples.com/
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The London environmental principles, despite this interest, ignore a fundamental
part of the managerial role in setting up environmental policy and other
management tasks, suels training and auditing, which EPinance 2000 has
already covered. Also, the principles are repetitive of those eFERhce 2000,
in the sense of environmental procedures and investment in environmental

technologies.

However, the environmental principles represent an increased awareness of the
threat posed to the environment and financial institutions alike. The main thrust of
the principlesis environmental risks and environmental risk management,

ownership rights anthe financing of green technologies.

Overall, the London Principles were a further development in the cause of the
environment and SD. Despite their repetition of former initiatives, they still
provided an indication of environmental relevance to thee dowsiness of

financial institutions.

Another initiative by financial institutionseekingto manage environmental risk

is the Equator Principles (EPd)he Principles werestablished in 2003 by ten
major banks, including WestpaGrowp, in cooperation \ith International
Finance Corporation (IFC). The group was motivated by their own experiences
financial loss, increased awareness of the environmental risks, public pressure and
damage to reputation. Together, they discussed ways to develop a common and
coherent set of environmental and social policies and guidelines that could be
applied across the financial sector, with the aim of assessing and managing
environmental and social risks in project finanéfndén accordance with the EPs,
banks have undertek not to finance any project with a total capital cost of
US$50 million or more unless the project can comply with a set of categorization,
assessment and management standards designed to identify and address any
potential environmental risks that a prepd project may present. In 2006 the

Principles applied to all new projects with total project capital costs of US$10

“2 http:/lwww.equatosprinciples.com/faqg.shtml
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million or more.As at June2011, seventytwo financial institutionshad adopted
the EPE’,

Equator Principles evaluationthere are twanajor impacts that diminish the EPs

and make them less effective. First, the EPs can be interpreted in multiple ways.

On the one hand, banks that adopt the EPs are able to implement its principles to

the extent that they fit within their policies and opieras, since they are

voluntary agreemeritsacknowledging that the IFC has no authority to supervise

or review the bankos compliance. Secon

mechanism for ensuring accountability (Ibars, 200dcve and Chen, 20)0

In addiion, Missbach(2004) criticizes the EPs for having serious shortcomings

and limited implications. First, the principles are applied only to a very small
fraction of a bankos total activities,
finance only. This mans that the principles become limited only to direct lending

and are not being applied to project finance deals, where a bank may be a
financial advisor, underwriter, arranger or lead manager. Second, the present
safeguarded policies of IFC which the Ed?e based on do not represent the best
practices, and the | FCb6s decisions are f
under pressure from the World Bankés | a
evidence shows that, despite a number of banks havingeadBpt, this has not

stopped them becoming involved in, and agreeing to finance, controversial

projects such as:

1 The Baku Ceyhan oil pipelinewhich runs through three countries
(Azerbaijan to Turkey via Georgia). Despite the economic benefits, the
NGOs aml the peoples affected expressed concerns about the social and
environmental impacts in the region. Citigroup, ABN AMRO, ING,
WestLB and Credit Agricole are involved in financing the project
(Sevastopulos, 2003); and

1 TheThree Gorges dam in China, whichsM@anced through the Chinese

government agency bonds. This dam forced the displacement of 1.9

3 http://www.equatoprinciples.com
4452 financial institutions have voluntarily adopted the EPs
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million peoplé®. HSBC was one among other major banks to fundraise for
the dam, which is scheduled to take 20 years, despite warnings and

protests by Chinesetidens, public scrutiny and media attenffon

However, fifty-two institutions have voluntarily adopted the EPs in Europe, North

Amer i ca, Asi a, Australia and South Amer.
to establish good public relations, orto managee r i sk t o t he bank
with clients and stakeholders, or to manage and assess the environmental and
social risks for both the banks and their stakeholders is still questionable. NGOs

have complained that the EPs lack an accountability mechaamirhanks have

funded controversial projects.

Neverthelessthe EPs are considered a remarkable footprint in a sustainable
pathway for financial institutions. Implementing the principles requires a bank to
address what policies, systems and procedured teede put into place and
evaluate what activities and staff are affected, in order to incorporate the EPs
effectively into its operations (lbars, 2004). This requires financial reporting,
regular periodic compliance audits, and staff resouf@é8 man 2007). Conley

and Williams (2011) view the principles as an opportunity for financial
institutions to improve their portfolio of project§o implementthe principles,

one option is to requirsubscribingbanks to commit to an annual report format
thatdemonstrates implementation of the principles (Project Finance, 2004). In this
way, stakeholders and investors can hold banks accountable for implementing the
principles. According to Green (2005) banks should view the principles as an
opportunity to take selfinitiated step towards a globally responsible agenda and
to improve their financial portfolio of potential projects. She argues that banks
should not use the principles to avoid public scrutiny andeselfuation, but
should employ them to createvable and efficient implementation mechanism
within everyday practices. In her view, Equator Banks will be judged on the real
impacts they leave and the level of commitment displayed towards transparency
and implementation; but they will not be judged orerely embracing the

principles.

> http://www.foe.co.uk/resource/briefings/hsbc_ukplc.pdf
“® http://www.foe.co.uk/resource/briefings/hsbc_ukplc.pdf
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2.3.2 The role of banks in a sustainable environment

As indicated earlier, some banks have adopted voluntary environmental initiatives

and integrated them into their deyrday activities, as care for the environment

has increaasgly become a necessity due to the environmental risks that the banks
themselves, the clients, the natural environment and other various stakeholders

could incur (Bouma et al., 2001; Thompson, 1#898hompson and Cowton,

2004). Traditionally the role ofdmks (from an economic view) is to extend credit,

resulting in money creation (Jeucken, 2001). This means the money supply in an
economy is affected hynd consequently affects, the growth and direction of the
economy. Thus, it ¢ anding bnBuenceoid eod mertelr a t bar
guantitative but also qualitative. This can be realized when a bank creates risks

and opportunities for sustainable business through its financial policy and by
allocating money across different sectors of industry. The bar&ksnstitutions

that match the supply with the demand for financial resources. Such capital flows

are the mainstream of tdn@Cathsasn2k®)Y0Th@® per at i
role of banks in an economy is illustrated in Figure 2.5.

Figure 2.5 The role o financial markets in an economic system

International markets

Government
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Taxes
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Production

Source: Jeucken, 2001
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As can be seen from Figure 2.5, the banking sector impacts on the economy and is
important because of the way funds associated with the different industry sectors
are channelledby financialtransactions. Friction in capital markets arises when
different sectors have a surplus or deficit of money and asymmetric information
and insufficient knowledge is available (Jeucken, 2001). The intermediate role of
banks is to reduce information asymmnyednd to bring together the surpluses and
deficits, savings and i nvest ment s, and
shareholders and depositors confidently expect the banks to invest their money in
the right portfolios. This means that banks are in a bpttgition than individuals

to make financial decisions, and have an enormous amount of knowledge and
information, so they can assess the risks when allocating loans to a variety of
sectors.

From a sustainability viewpoint, banks may choose to resporDtéhrough
pressure applied by internal and/or external drivers. Internal drivers include
shareholders, boards of directors, senior management and employees. External
drivers include governments, shareholders, suppliers, competitors, media, NGOs,

other finarial institutions and society in general (Figure 2.6).

Figure26Bank 6s i nternal and external stakeho

Competitors

Financial
institutions

Source: Jeucken, 2001

As argued by Jeucken (2001) and Bouma et al. (2001) banks used to consider

themselves as a clean sector. The environmental impact of their energy, water, and
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paper is not severe if compared to other industrial sectors, and bank products
themselves do notgllute. Furthermore, banks presume that caring for the
external environment requires interferin
banks very careful when dealing with corporate customers. For these reasons

banks were reluctant to promote enviromtad concern as part of their operations.

However, in recent years, banks have begun to realize that their financial activities,
including financing companies which cause an impact on the environment, are

their responsibility (Thompson, 1998). The opmiof Thompsorand Cowton

(2004) is that banks are considered as facilitators of industrial activities which

may harmt he environment . As Jeucken (2001)
bank risks and caaffectt hei r own conti nui tAyd,stamd,r i r
opportunities are also opportunities for
banks is to realize the customersod risks
For example, new environmental regulations and enforced government policies

can, in turn, become risks for banks. Wi
role is to ensure that their operations consider the actual and potential
environment al damage arising from the bo
such activitieon society (McKenzie and Wolfe, 2004). Jeucken (2001) points out

that businesses acting irresponsibly are threatened by client backlash and boycotts,

and people are encouraged by the media to engage in actions against such

businesses.

Within the same coekt, Jeucken (2001), and Thompsand Cowton(2004)
suggest that the banksdéd role is to pay a

Viz.:

1 lending to environmental friendly and social projects, and accepting the
challenge of developing new productsitltustomers need in response to
market demand, for example, wind energy;

1 reinforcing communications with stakeholders and signing environmental
declarations and statements;

1 denying finance for controversial projects;
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1 interacting with different players whpromote SD, especially NGOs, who
can have a supportive role by sharing knowledge and experience in caring
for the environment; and

1 promoting sustainability issues internally and externally. Catasus and
Lundgren (2000) observed that banks promote green values to their
employees, customers and stakeholders by signing policy documents
which UNEP supports, presenting policy declarations and askernts
stating the importance of environmental causes, and encouraging
empl oyeesod participation i n courses
knowledge. They noted that banks have large networks of contact at all
levels of society where important lending deaisi@are made, which affect
different agents in and outside the supply ch&nother words, banks

interact with the environment in a number of ways:

A as valuers, pricing environmental risks and estimating returns;

>\

as lenders for environmental pioneeringjpects;
A as powerful stakeholders, influencing governments and the managements

of companies as lendetis, and shareholders afompanies.

This thesis does not explore philanthropactivity or generic CSR or
environmental protection roleRather, it focees onreal risks and opportunities

t hat may i mpact a bankdés financi al and e
has provided cases where banks incumedronmentaliabilities. It also reports
opportunitiesgainedfrom lending to environmentaHfriendly projects (examples

are available in Westpac stakeholder reports 200@08 Jeucken, 2001). These

risks and opportunities provide evidence against the claymiose who perceive

that the role of banks is maximising the shareholder valué @anahaximising

shareholder value subject to a gen&@&R constraint Considering environmental

issues when making lending decisidras potential tamprove both financial and

environmental performance.

Banks may wish to stimulate the achievement @ustainable environment or
ignore much environmental realitfhe latter approachas risks which will be

identified in section 2.4.
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2.4 Environmental risks facing the banking sector

This section identifies what environmental riskand the types aénvironmetal

risk facing the banking sector.

2.4.1 What is environmental risk?

At a gl obal | evel, ri sk can be descri be
uncertainty, irreversibility, latency of effect, and low probability of a catastrophic

out come o ( Gatdd by Tdhgmpsorl 9998). Of more relevance to this

study is to identify what credit risk iszenchelet al. (D05 defined it as the

probability that a borrower will pay back a loan and the accrued interest within the
contracted period of time. Logicallg borrower will repay the loan from the

returnon the invested loan and not from the capital stock. This means banks may

face various risks resulting from misman:;

risk, liquidity risk, insolvency risk and operatial risk (Jeucken, 2001).

The importance of acknowledging these risks is that certain of them are related to
environmental risks; for instance, liquidity, credit and insolvency risks. This
relationship is clarified at the end of Section 2.4.2, Figureatter elaborating on

the types of environmental risks facing the banking sector.

There is a lack of unanimity as to what constitutes environmental risk, and, thus, it

is hard to get a universal definition, but the starting point is to define what
environmental risks means in the context of lending (Thompson, 1998). Banks

tend to defineenvironmentalrisk n t er ms of the financi al
may affect the present value of their |«
Fenchelet al. (2005) denote such risks as ffimancial factors that can be a

source of risk in credit anagement. They set out four typical environmental risks,

which are basically similar to those that Thompson (1998) and Jeucken (2001)
addressed. These kindsesfvironmental rislare:

1 sites that are contaminated used as collateral: the contaminatiositef a
affects the value of the collateral in a significant way, because

decontamination is costly;
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1 regulatorydriven investments: a firm can be obliged to invest in
environmental technologies because of regulations, and suffers financial
problems because tfat;

1 market changes: environmental attitudes of consumers or industries may
change, so that some products cannot be sold anymore. The same could
happen when regulations are changed; and

1 reputationrisk: banks get bad reputations if they are doing business with
firms that are in trouble because of environmental problems, or if they
finance projects that are seen as environmentally problematic by

stakeholders.

Banks have realized that not maintainangustainable environment poses risks to

their business, in the form of having to allow a significant portion of resources to

handle the associated uncertairtya(berset al., 1994; Pilko, 2004%ection 2.4.2

identifies three major ways in which enviroe nt a | ri sk can affect

and the bankds performance.

2.4.2 Types of environmental risks facing the banking sector

Banks through their lending practices are linked to commercial activity that
degrades the natural environment (Thompson, 1998; McKemd Wolfe, 2004).

In this sense, they can be seen as facilitators of, if not direct contributors to,
industrial activity which causes environmental damage (Cowton and Thompson,
2000 and Thompson and Cowton, 2004). This indirect involvement in
environmenal degradation has led to changes in environmental regulations, which
can pose a threat to the loan portfolio and make banks become liable for their
clients6é environment al i mpacts (McKenzi e
have proposed that banks, as lensd are confronted with three types of
environmental risk: direct, indirect and reputational (Thompson, 1888|son

and Monks, 1999eucken, 2001; Cowton and Thompson, 2000 and 2004).

Direct risk

Banks have direct risk from potential liability resudfin f r om bor r ower sd a
It is generally accepted that whoever pollutes paysompliance with legislation
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(Thompson, 1998). However, this is not always the case. In certain developed
countries, banks become directly responsible for the pollutitigitees of their
borrowers. Environmental risks associated with clients may include ground
contamination of industrial or housing real estate, and environmedtaiiaging
production processes and products, resulting in negative environmental impacts
through to the end user. These can become evedlithiness risks for banks and

may lead to, depending on the legal situation, loss and devaluation of collateral
and paying for the damage caused to the environment. This can occur where a
bank exercises operatial control over a business or, in some cases, where a bank
takes possession of contaminated land or housing real estate held as security for a
loan. In such cases, the bank may not only lose the outstanding loan and/or the
original security value but as be held legally liable for cleaning up

contamination by an insolvent borrower.

In the USA regulators established legislation to recover alpacosts from liable
parties. The CERCLA, based on a oO6pol |l ut
respondile for clearup costs following an environmental accident may include,

among others, the current and past owners and operators of the site. When the
bank is involved in the management, Supe
operations, the court may cider the bank as an operator atirefore liable

for cleanup of the borrower site. The implementation of CERCLA has resulted

in a number of cases where banks became responsible to the court for liabilities
attached to the property, as the ownerperator of the site (Coulson and Monks,

1999). A landmark case is that of Fleet Factors in 1990. In that case, a bank was

held liable for the clean p o f the borrowerods site, as
participant in the financial management of the firm iway that influenced the
overall management , even though it had
activities. Another case highlighted was that of the Midland Bank in 1995. Under

the UK Environmental Protection Act 1990, the bank was prosecuted as
mortgagee in possession and occupier of a site used as a dump for old tires which

were contaminated with oil. The local waste regulation authority issued a notice

of duty requiring removal of waste, which cost the bank tens of thousands of

pounds (Coulson and dmks, 1999).
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Banks reacted defensively to exempt themselves from such liabilities. Between
1992 and 1995 in the USA, there was an attempt to minimize the direct liability of
banks. It took until 1996 to pass legislation defining them as liable to thet exte
that the bank was actually involved in the environmental activities of the borrower.
However, differences of interpretations of legislation still exist and the banks
continue to be wary. A good example mentioned earlier is that of the Midland
Bank, whid was held liable for removing the disposal, despite the liability regime
(Environment Act 1995) in the UK, which excludes lenders from liability. The
banks recognize that that they still might be liable, not because of the
environmental regulations butdsuse of legal precedent. Thus, their challenge is
their ability to put a price on such risks in the presence of uncertainty and the lack

of a correlation between environmental damage and financing.

Another area of interest is the environmental risk léhteereal estate collateral. If
real estate collateral is accepted as loan security and the site or the building is
found to be contaminated, then the market value could be less than the security
value. ThusFenchelet al. (2005) observe that it is in tirgerests of banks to
consider environmental risk as part of credit appraisal and to examine whether the

collateral should be reduced to account for contamination.

As a result of these cases, banks realized that such environmental risks can affect

the loan portfolio and failing to take account will incur direct liability. This is

evidenced by a survey of USA banks, which found that banks had changed their

lending policies. Loan transactions became subject to environmental assessment,

and some banks rejedte | oan applications in an atte:
environmental liability (Coulson and Monks, 1999). Jeucken (2001) refers to
another study by the American Bankerso /
revealed that 14 per cent of all commerciahks in the USA had incurred clean

up costs on a property held as security, and 46 percent had discontinued the
extension of credit to extremely environmentally sensitive sectors, such as the
chemical and agricultural sectors. He argues that banks caocerewks by

rejecting the application and/or adjusting the interest rate or the maturity of the

loan, or/and inserting environmental compliance conditions in the loan agreement;
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therefore, having an environmental risk management system in place, estgblishi
auditing systems, and running environmental training programs bscame

necessity.
Indirect risks

This kind of risk occurs whelegislaturegighten their environmental legislation,

consumers change their preferences, the public increases pressusimesdes to

be aware of their environmental impacts, and additional costs are required to
maintain clean facilities and production processes. These issues may undermine a
firmds revenues, el imination of one or
more pressure on the cash flow and, thus, endanger the payment of interest and
principal, and increase the companyds ca
with environmental regulations. Where borrowers do not comply with
environmental regulations, they mdgce lawcase fees and fines, business

closure, disturbance in cash flow to repay thgtalmentsand, clearup costs,

which may | ead to | oan default. For inst.
the Rocky Mountains after pollution from the prodoct of pesticides and

herbicides was about US$1 billion, since Shell was not successful in recovering

the cost from the insurance underwriters (Jeucken, 2001). In addition to the
financial liabilities, companies may incur negative publicity, e.g., UnioriGa

Corp. In turn, banks may incur such indirect liabilities if found to be funding the

companiesd environmentally harmful acti vi

Jeucken (2001) Ilists six factors that en

and, consequently, threaten businesstinuity:

T changing government requirement s: t hi
operations cannot fulfil the government requirement for a permit and, thus,
threaten the companyd6s continuity. A
the company has a permit atin@ ability to sustain it.

1 changing market environment: this occurs when competitors produce more
environmentally responsible products

that do not meet environmental objectives.
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1 externalenvi ronment al conditions: compani
could be affected by external environmental issues, for example, climate
change.

1 private liability: a company which is held liable for violating
environmental regulations and permits shoulftbrim its bank of the risk
of such I|liability and the companyo6s al

1 government sanctions: a company which does not comply with
environmental regulations may be confronted with government sanctions
in the form of a default fine @& closing order.

1 criminal prosecution: this could happen when a businessperson commits
an environmental offence leading to closure of the company, liability for
payment of fines or imprisonment. The question the bank must ask is
whether the company has fBtient reserves for such potential

environmental risks.
Reputational risks

The corporate world faces problems in terms of credibility, accountability and
transparency. The source of the environmental risk as part of these problems is the
banksd6 stakehol der s, who have increased
to borrowers wh have environmental impacts on social, health and economic

i ssues. Failure to consider these i mpact
negative publicity, and lead to its missing out on acquiring new clients, adverse

media exposes, customer boysand having its existing clients leave (Thomson,

1998; Jeucken, 2001). Jeucken argues that such risks could develop to include the
entire bank, the entire lending portfolio, and even its entrusted funds and other

banksd activities.

Also, thiskindofr sk i s often associated with NGO
applied by NGOs, who increasingly keep a
behaviourby tracking companiesd records avai
technology (Jeucken, 2001). Jeucken repthree cases where some global banks

felt the considerable pressure applied by NGOs, including that of ABN AMRO,

which was targeted in 1998 for its financing of a company that threatened the
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environment through its mining operations. Likewise, in 200&jpmDutch banks,

and other international banks, such as HSBC, UBS, BNP, Citigroup,
Commerzbank and Bank of Taiwan, were held accountable for their financing an
environmentally damaging palm oil plantation project in tropical forests. Similarly,
in 2000, NGOs called a boycott on Morgan Stanley Dean Witter and Credit Suisse
for their involvement in the issues of government bonds for the Three Gorges
Dam project in China. Jeucken is of the opinion that if such practices are
considered serious enough for medd public action, then this can result in

considerable damage to a bankbés reputati

For these reasons, simply monitoring the situation or requiring an environmental
permit is not enough. A baheklthandpoeialcepti o
feasibility of a project must be investigated before financing can be arranged.

As an illustration of the previous discussion regarding the various types of
environmental risks, Figure 2reflects the interrelations between differenksis

the bank faces and the influence of environmental risk on other types of financial
risks.

Figure 2.7 The relationship between environmental risks and financial risks

Environmental damage

.

Insolvent bomower, bomower
default

N

Defaultin cash flow Liquidate bomower's asset at Contaminated land Unfriendly environmetally
lowprice technology

L r l

Credit risk Liguidity risk Insolvency risk Operational risk

o N O

Environmental risk

i

Source: Author

Figure 2.7 shows that not only are financial risks the paramodntorigotential

losses, but also that environmental risks are considered as significant, and have an

71



i mpact on the various other risks. 't i s
environmental activities as part of the credit assessment praceésslated in the
environment management system as part of the credit appraisal process (Mckenzie

and Wolfe, 2004; Fenchel et al., 2003 &mhchelet al., 2005). This process will

be presented in Section 2.5.

2.5 Management of environmental risks and the leding process

This section demonstrates what environmental risk management entails, why such

risk management is vitahnd the procedures and tools it requires.

In section 2.4, the importance of identifying the three types of environmental risks

and theire f f ect s on the bank and the borrower
Because of these risks, a borrowerds enyv
in reducing or avoiding environmental liabilities. The financial provisions in the

UNEP Declaration 19 recognized that identifying environmental risks should

be part of environmental assessment and risk manag€mienaddition, other

papers by Haberlen and Pollard (2009) and Walker (2009) show that
environmental risk is an element of credit rigk bor r ower 6s cash f|
resources are vulnerable to the liabilities of environmental pollution and
degradationThis reinforcedor banksthe importance oassessg and managing

environmental riskn a consistenand effectivamanner

Regulatory contexis important. Within New Zealand ategistered banks are
legally requiredto publish a quarterly disclosure statement (financial condition).
These disclosure requirements are administered by the Reserve Bank of New
Zealand in its capacity as prudentsalpervisor of registered banks. However, it
does not guarantee that a bank will not fail or face problems. Banks are required
to publish disclosure statements, which are subject to a full audit, for two reasons:

A to strengthen the incentives for banks tantan sound banking practices;

and

a7

http://www.ubs.com/1/e/about/corporate_responsibility/society/memberships/bankstatements.html
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A to assist depositors and other investors to makeinfelimed decisions on

where to put their money.

In New Zealand there are no institutional or regulatory requirements to adopt an
EMS or be subject it to anyenvironmentalaudit. A bank can develop its own

EMS or it can use a recognised international standard to help it in doing so. The
two main EMS standards are the international ISO14001 and the European Union

EMAS - Eco-Management and Audit System.

The esablishment of an EMS can result in extra cost to the bank, e.g., cost of
environmental unit, external environmental audit, site visits, training, international
standards fees. These costs can be offset by avoiding the risk of potential

environmental damagdgy borrowers.
Risks are established by:

A screening transactions against any eligibility criteria (e.g. environmental
exclusions) and determining the level of environmental risk;

A obtaining satisfactory assurance that all borrowers comply with
environmentaftegulations and standards;

A undertaking further environmental due diligence on transactions above a
specified environmental risk level,

A including environmental due diligence findings in overall loan decision
making;

A using contractual requirements to endawerower compliance and other
actions to be taken to mitigate environmental risk;

A monitoring of transactions with potential environmental impact;

A periodic reporting.
Without compliance with an EMS, which assesses the risks, there is potential risk
tothebankdés borrower, the environment and o
2.5.1 What is environmental risk management?

The Global Reporting Initiative Report (GRI, 2005) defines environmental risk

management as nt he process of eval uati
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organizatim s 0 / institutionsdé <clients, i nvest e
definition al so i ncludes filan assessment
institution (Fl), e.g. financial, reputational, from clients, investee companies or
transactiondd&d.o Thel téesm A@Aany speci fic |
environmental standards or mitigation measures that Fls may apply to their

clients/ investee companies or transactions as part of the screening and assessment
process of envir on me petta of theseé definitions d&rhr e e m
required for a bank to understand the purpasenvironmentalisk management

they are:
1T evaluating the clientbds environment al
1T assessing the bankds environment al ri

1 adoptingenvironmental criteria, standards, and measures to respond to

environmental impacts and risks.

In other words,environmental risk managemeti ms t o provi de a
management with an assurance that the environmental risks are adequately

assessed and Wenanaged throughout the life of a loan.

Accordingly, an initial starting point in responding to and addressing
environment al risks is to |l ook for an ¢
management to implement environmental strategy, estimate envirtaimisks,

and have information about the environmental sensitivity of borrowers. This can

be accomplished byenvironmental risk managemetiirough implementing an

EMS, which primarily aims #fAto | imit the b
financial, legal and reputational risk within operations, and to take advantage of

new business opportunities which may arise where a customer is required to

improve environmental performance, or where there is demand for products or

services involving a higher stamd d o f envir on nf® randa | perf
according t o DeBono (2004) , t o nef fect.i
incorporate highv al ue sustainability practiceso.

48 \www.emrd.com/enviro/tools/fi.htm
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(1999) state that the purposeesivironmental risk managemds to minimize the

environmental damage arising from business operations.

2.5.2 The importance of environmental risk management

Translating an environmental strategy into action and driving it through an
organization is a challenge to a bank. Epstein and Roy (2003) advocate using
EMS to provide guidance as the organization designs and implements its
environmental strategy. They amgythat an effectiv&MS enables a company to
identify, manage and measure its environmental obligations and TisksEMS

assessment process includes:

A reviewing the bankés environmental go:

A analysing its environmental impacts and legal requirements;

>\

setting environmental objectives and targets to reduce environmental
impacts and to comply with legal requirements;
establishing programs to meet these objectives and targets;

monitoring and measuring progress in achieving the objectives;

> > >

ensuring employeés envi r onment al awareness and

A reviewing progress of the EMS and making improvements

Rondinelli and Vastag (1996) suggest that, to effectively manage and measure
such risksEMS include a series of procedures for setting environmentalypolic
planning, implementation and operation, checking and corrective action; and

management review (Figure 2.8).
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Figure 2.8 SO EMS standard for managing environmental risk
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Also, Feldman et al. (1997) provide a conceptual framework that linkENi&

and environmental performance to the financial value of a firm (Figure 2.9)

Figure 2.9 Conceptual model linking environmental management and

performance withluefirmbébs financi al vV a
Environmental
management
system
Environmental Firm’s risk Firm’s value
, signalling > »
Environmental
performance
Unmanaged - business risk - cost of equity
- policy - regulatory - financial nsk - capital
_ plaj:uﬁug process comgpliance | | -emvironmental - market value
- resonzces and reporting risk of equity
-implementation - media coverage - credit risk
Managed
- progress !
— m};s%fremem | - industry codes of
- petformance conduct
results - pre*as_felea:»ea.
- periodic review advertisements
and reporting - corporate
= environmental
reports

Source:Feldman et al., 1997

This framework indicates that, in order to obtain the benefits of greater

shareholder wealth gains, the firm must imprové&MAS and/or its environmental
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performance. Improvements are made available to stakeholdehsding the
financial community, who assess the ext e
profile has improved. If the assessment is positive, then the firm will be accorded

a lower cost of capital, because it is now less risky overall. Consequiretly,

i nvestors are willing to pay more for th

will rise, and shareholder wealth will increase.

Another reason for managing environmental risk is that borrowers, especially
industrial and agricultural enterprisesgrry out activities that can cause health,
social and environmental risks. For example, DeBono (2004) acknowledges that
environmental issues are seen to have financial and environmental obligations
affecting the electric utility sector performance, due nm@arket challenges,
regul ations and other environmental requi
especially property or land, may be contaminated as a result of past and current
transactions. As a result, banks which deal with such borrowers faestipb
environmental risks, even if the latter comply, or appear to comply, with current
environmental legislation (Thompson, 1998). Aldéenchel et al. (2005)
comment on the many findings by Salmon Brothersnnt995, Hill et al. (1997)

and Thompsor§1998) that, because of these risks, banks adopted environmental
loan assessment procedures as part of credit management prakticeent

paper by Campbell and Slack (2011) shows that banks themselves have
recognised the importance of environmentakdtibn of loan decisions in the

assessment of bank risk profile and valuation.

An example of the application of these risks, as illustrated by Fenchel et al. (2003),
is that of Credit Suisse, who overlooked the environmental credit risk of Asian

Pulp and Bper (APP). Credit Suisse was the bond creditor of APP, an Indonesian
wood processing corporate group engaged in using Indonesian virgin forests in an

unsustainable manner. The consequences of this case were:

T APPO6s share pri c éprif1899to 0.42rimcApril 20B$ 7. 50 |
1 UK NGOs called on buyers to boycott APP paper;
1 APP had US$ 13 billion of liabilities and its debts downgraded from B+ in

1997 to D in 2001,
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1 the US$ 250 billion of Credit Suisse bonds indicated a credit risk default;
1 APP were under pressure to change their logging practices to mill in a
sustainable manner, which increased the production cost, consequently

affecting the Credit Suisse credit portfolio.

However, traditional financial analysis may not be able to identify tiag@parent
environmental risks, resulting in financial loss and riskthe reputation of
lending institutionsdue to unexpected environmental, health and safety problems
affecting their borrowers. For this reason, environmental aspects can become a
substatial creditworthiness risk (Fenchel et al., 2003 dfehchelet al., 2005).
Therefore,having environmental risk managemenéasures in place becomes a
necessityEnvironmental risk managemeanhances the expansion of the lending
process to take into asunt environmentally associated risks, and provides an
evaluation of environmental products and services, the implications of which
change over time, due to, for example, new scientific findings, changing legal
situations and institutional learning prgses. Moreover, witenvironmental risk
management environmental concerns worldwide become apparent and are
publicized. Thus, there is increasing evidence that companies that do not consider
the environmental impact in their operations suffer severedpagech ultimately
affect the DbankHBasberdei ah,al®9d;iFeldmanpebd.,i1097;,0 n (
Fenchekt al., 2005).

It is important also to recognize that, as well as creating risk, environmental issues

can provide banks with opportunities thatprove their competitive position,

operational performance and efficiency (see Section 2.6). A study by Feldman et

al . (1997) showed EMS8antl enviraonmentalvperforgranee f i r mo
results in a higher stock price and a substantial reductioreipdfcteived risk of

the firm. Their work included an evaluatipnising realworld data of the 300

largest companies in the USA, in order to support the hypothesis that sound
environmental management leads to reduced risk and a betterteshort
environmeial performance, as well as to the prospect of further improvements in

the future.
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So, banks are in a position to influence whether development takes place in a
healthy, opportunistic, sustainable and efficient fashion or whether the economy
engages in wasting resources and storing up long term health, social and
environmental problems, which, as a result, influence their financial and
environmental performanc&enchelet al. (2005) hold the view that increasing
importance should be placed on environraknisk management in the lending
process. A previous study by Coulson and Monks (1999) indicated that little
environmental risk management had been put into practice, and this is one reason,
among others, why the banking sector scored so low with repentsironment

sustainability.

2.5.3 Procedures and tools for environmental risk management

Environmental risk managemeptovides guidance in determining the likely

outcome of financial decisiemaking with regard to environmental issues.
Therefore, as environenn t a | i ssues chall enge banks®é 1
capital adequacy and the rejection of traditional risk management methods are
providing an opening for new procedures and tools of risk management. The

credit management process is a chain, stasingt h assessment of a
environmental risk and ending with the risk to the lender. Such risks influence the
borrowerds capital stock Iliquidity, and,
(Fenchel et al., 2003). In other words, these risks affdtcte b or r ower 6s ab
repay the |l oan and, consequ@tmt dtudies, i nf | ue
such as Derhake (20Q9yecognise the importance of environmental risk
assessment as a conditioh loans.T h u s , credit rralesikto manage
assess and manage the Dborrowerds risk,
(Fenchekt al., 2005):

1 analyzing the balance sheet by using its quantitative indicators (such as,
the debtords earnings, t he ctagpi t al a
indicators (such as, management skills).;

1 the value of collateral. The site used by the borrower as collateral could be
contaminated and can be depreciated, thus increasing the credit risk for the

bank to repay the loan;
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T the borr ower dank sheuld inndt arlyi contentratd on the
borrower6s securities but al so on wh
creates a positive return on the loan; and

1 repayment history provides practical evidence of borrower repayment on
time. Banks usually obtainthi document as an indicato

credibility and solvency.

In addition, one successful environmental risk management strategy is to comply
with a series of procedures to ensure environmental risks are adequately managed
and the transaction sts and overheads are kept within an acceptable limit; for
example, applying indicators to measure the environmental performance, which
will be discussed in Chapter 3. Moreover, the applied procedures should not only
ensure that the borrower is proactivedaaware of environmental impacts, but
should alsendeavouto develop environmental measures which, in turn, shift a
bank from preventive banking to sustainable banking. This research utilizes the
guidelines forenvironmental risk managemeptocedureswhich include four
major steps, screening, evaluaticontrol andmonitoring'®. Further, Delamaide
(2008) lists five stages in risk assessmedimilar stages were reported by
Fenchel et al. (2005).

In this regard, as addressed abdwenchelet al. (2005)observe five phasgof
management of the counterparty risk, whereas prior research focused on only two

phasesthe security risks and the rating.

So far, two main themes can be concluded from gbction. First, there is a
logical sequence imaddressing thenvironmental risk managemeptocedures

and, second, the effectiveness of such procedures requires internal and external
communications. Understanding the environmental risks and how to manage such
risks - which were the subjects of the twwrevious sections are of vital
importance in order to understand the rationale or motivation for banks to
integrate environmental aspects into their lending decisions. Whether such

integration is good for banks will be the next topic for discussion.

4 www.emrd.com/enviro/tools/fi.htm
*Y Rating, costing, pricing, monitoring, and weokit phases.
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2.6 Motivation for integration of environmental aspects

Despite the fact that various studies have shown the influence environmental risks
can have on a firm (se8ection 2.5), the argument about motivation behind a
companyOs i nt e gnwidrimenadissEes iotd isslcoreabusiness is
still unclear (Coulson and Monks, 1999; Feldman et al, 1997; Fenchel et al, 2003).
According to Feldman et al. (1997), some believe that improved environmental
management practices and performance are gooddtr the company and
society, and, therefore, many studies (Thompson, 1998; Jeucken, 2001; Tilley,
2002) contend that banks have the additional role of promoting environmental

sustainability.

On the contrary, others believe that environmental improvenwetie costs
which drag on the bottom line and should be minimized. Many authors point out
that the primary role of companies is to provide services to customers and
i ncrease their owtedgedandCatasuse200®; Diegan v al u e
and Rankin,1997). According to this view, the role of banks is not to take
responsibility for the environmental protection normally associated with
government agencies (Sharma and Vredenburg, 1998). Feldman et al. (1997) note
that the traditional views that expenures on environmental aspects represent
costs that generally confer no corresponding benefits. Therefore, managers need,
first, to minimize environmental costs so as to reduce their impact on the bottom
line; second, to uphold their fiduciary duty by lkieg to maximize shareholder

wealth.

To gain insight into the questions raised, this section, therefore, addresses these
issues by presenting the motivation behind integrating environmental aspects into

the core business of banks, and then takes into attuel potential opportunities

that may be gained by incorporating environmental considerations into business

policies and practices.

The debate around involving businesses in caring for social and environmental
issues has been ongoing since the sixtiesfiga et al., 2001). Two main stances

a bank may consider are: whether to stimulate the drive towards achieving a SD or
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to i mpede it where firmbés policies and p
that ignores much environmental reality. Friedman 819ntends that being

responsible is not the best loteym strategy for an organization, as the best-long

term strategy is profit maximization. But he does note, at least, that being
responsible can help to prevent government intervention and regulAtsm.
LundgrenandCatasus (2000) point out that credit managers are required, often by

law, to exclude notfinancial factors from lending decisions, and they are against

the proposition to provide better rates of interest for certain environmentaldeader

Their response is that it is not the role of banks to promote such values in their

core lending process, and, they believe that investments which improve the

environmental performance reduce the financial performance.

However, Jeucken (2001) indicatémt this issue is open to debate, and whether
the financial sector promotes or inhibits SD is an important question. With more
emphasis on sustainability than Jeucken, other proponents argue that
environmental risks and opportunities are major incentindgaing banks to be
involved in environmental aspects. The major impact of banks on SD is not their
own environmental footprint, but their role in allocating financial capital amongst
different economic activities. Specifically, Jeucken contends thataileztation,
through the lending process, affects, and is affected by, the environment,
consequently stimulating the demand to involve banks in raising environmental
standards. He argues that stricter environmental regulations by governments and
rising publc concern have two major effects: first, they force companies to invest
in environmentally friendly technologies and pollution control measures, and,
second, they protect the state of the natural environment, the spoiling of which
posesr i s ks f endinglpatiolioss 0, even if the banks are not directly or
indirectly involved in degrading the environment, they still have an incentive to

understand the environmental opportunities inherent in their lending decisions.

Campbell et al. (2003) pointtmsc i et yd6s negative percepti
and claim they therefore stimulate sustainability to avoid the effectactdrs

threatening to companiesd viability. Li
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reasons than Campbell for why companies chéoosevolve themselves in social

and environmental aspects. These include:

1 to comply with legislation, industry requirements and/or codes of conduct;

1 to obtain economic advantage as a key motivational driver, rather than any
social or environmental consi@gions;

1 to exploit investment opportunities arising from the -ewustrial
revolution;

1 to be accountable to people who have the right to information, and to meet
community expectations.

T to provi de l endi ng i nstitutions wi t
envronmental policies and performance as part of risk management
policies;

T to respond to stakeholdersd negative
incidents or poor rating provided by rating agencies;
to avoid further government regulations;

1 to competeto win sustainability awards offered by international

organizations, resulting in improving publicity and reputation; and

1 to protect their own profitability by incorporating checkpoints regarding
environmental risk (LundgresandCatasus, 2000).

Deegan (202) and Campbell et al. (2003) agree that one major motivation behind

soci al and environment al i ntegration int
organi zationds operations. When an organ
its survival, the it pursues policies and strategies to defend its existence and
continuity. A study by Davidson and Worrell (2001) found that 97% of the
companies surveyed which have environmental strategies were driven by a wide

array of stakeholders, including compets, customers, employees and
governments, but the most important source of pressure was found to be
government environmental regulation; evidence has shown that firms suffer

significant losses in market value because of environmental violations.
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Furthermoe, Azzone and Bertele (1994) identified four leading forces

necessitatingpanks to be aware of environmental issues:

1 green consumers: consumers who acknowledge the value of
environmentallyfriendly products; one of the key determinants of their
buying behaviour is the environmental compatibility of products or
services;

1 pressure groups who support businesses consistent with environmental
protection;

1 insurance companies whose interest in environmental issues derives from
the stricter liability concerninglearrup costs and environmental damages;
and

1 green investorsvho invest only in corporations with good environmental

performance.

Berry and Rondinell (1998) noticed a shift to proactive environmental
management, which is driveby accelerated pressureoilin governments,
customers, investors, employees and competitors. These stakeholders are starting
to see more clearly the relationship between the business performance and the
environmental outcomeThose firms who adopt proactive environmental

managementisategies become more efficient and competitive.

More specifically, Fenchel et al . (2005
environmental issues into their lending process, first, for financial reasons. This is
because environmental risks have a negadmpact on the current value of their

loan portfolio and cause credit defaults. According to tRe05 study there is a

relevance between environmental risks and the loan portfolio. The study showed

that 74% of the European banks in the survey receivedit defaults because

they did not consider environmental risks, especially in the costing phase.
Moreover, a previous study by Fenchel et al. (2003) showed that assessing the
borrower 6s environment al perforiance re s
phase, the workload caused by credit defaults and accomplishing cost benefit
conditions. Another earlier study by Jeucken (2001) showedntiizerman banks

10% of credit defaults could be attributed to environmental risks. These examples
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conclude that financial gains were the essential motivation for considering
environment al risks in credit risk valua

financial performance.

Second, banks integrate environmental risks to legitimize their acivitigloing

so, they do not lend money to borrowers who have negative impacts on the
environment as they would to responsible corporate citizens. And, finally, banks

integrate environmental risks into the credit risk management process to respond
to requiements by various stakeholders such as investors, clients, shareholders

and the public.

The observations made above indicate that there is evidence in the literature that
explains why banks may have to aesponsiblyin this regard and what the
financialpayof f of these practices might be. 1
have an interest in improving environmental performance, and, more specifically,

their systems and structures, to upgrade their overall sustainability performance.

The management may V& an interest in knowing how environmental issues

impact on overall longerm profitability, how to communicate the importance of

such i mpacts to all the | evels of t he
considered and evaluated in elayday operating @cisions. However, it can be

noted that management 6s motivations tend
environmental and financial risks (Thompson, 1998, Cowton and Thompson,

2000) but also, to a lesser extent, are driven by external and interrcaisfor

including their ecological stances (Bouma et al., 2001; Jeucken, 2001).

It has been acknowledged by many authors (Feldman et al., 1997; Thompson,

1998; Thompson and Cowton, 2004; Fenchel et @032and 2005; Weber, 20110

that integrating environmeat! standar ds, aspects and g
transactions provides banks with a better understanding of their role and
obligations towards stakeholders, positively influencing {targh profitability

and, therefore, linking the financial performancéwenvironmental performance.

The risks a bank may face, which were mentioned earlier in this chapter, provide
evidence not only for the skepticism about requiring banks to take responsibility

for their organizationabehaviourin society, but also for theupposition that the
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i mpacts of t heir products and services
advantage (McKenzie and Wolfe, 2004). Added to this, is the recognition of the
competitive approach, which entitles businesses to compete to maximize their

profit, and banks to patently maximize their profit to be competitive (Walton and

Galea, 2005). If their peers have competitive advantages which satisfy
stakehol dersd environment al requi rements
margins and threaten thertinuity of businesses which their operations support,

when those businesses are not compati bl e
and Vredenburg, 1998; Deegan, 2002). This shows that a delicate and stable
balance between the inevitable economic graaviti a sustainable environment is

a preferable option.

Thus, i ncorporating environment al Il SSue:
business and contributes to the improvemenaih the quality of the physical

environment and financial performance (Fetnet al., 1997; Pilko, 2004). Many

academic studies and surveys identified a positive correlation between
environmental and financial performance (Thompson, 1998; Fenchel et al., 2003

and 2005; Feldman et al., 1997). Moreover, the appearance of the tahrat¢pe

polluter pays, the establishment of BMS to internalize the external costs, and
environmental incidents cases brought to court in the USA and Europe add further
evidence to support the positive correlatidtaiberset al., 1994; Irvin, 1994;

Green, 2005; Luzkow, 2004; Mckenzie and Wolfe, 2004).

Fenchelet al. (2005) indicate that many analyses and academic surveys have also
found a positive <correlation between a
environmental performance, and show that firfised for environmental

violations consequently suffer significant losses in market value. Thompson and
Cowton (2004) observe that The -Operative Bank in the UK has been very
successful in building profitability and market share because of its enviréamen

stance, and Triodos significantly expanded its base because its environmental
investments increased. Davidson and Worrell (2001) argue that creating such a
positive relationship requires efficient environmental management that supports

the longterm paitive benefits of a proactive environmental policy.
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In this regard, Bouma et al. (2001) point to the growing interest in market
developments for energy and wind, and, as Deland (1992) revealed, more jobs are
created as efficient technologies are phasezhdy in turn, merge, and then meet
environmental and economic goals. The growing market for an environmental

i nvest ment fund is a good example of t h
sustainable devel opment group ifhveved ar ed A
in unsustainable building, we could also identify opportunities that were
sustainableo (Will man, 2007) . He t hen
business development unit to look at opportunities in carbon finance, water

projects, and wast@management.

To sum up, the arguments about motivational drivers for banks to incorporate
environmental issues into their lending policies and practices and perceptions of
opportunities and risk are still being debateshging from risk reduction to priof

generation and from purely business reasons to ideological stances. However,
despite the ongoing debate that considering environmental issae®mpanys

activities costs the business, the literature reveals that, in practice, there is also a
positive relationship betweena bank 6 s financi al perfor |

environmental performance.

2.7 Conclusion

The UN agencies, with support from the financial sector, established a number of
initiatives, principles and statements, with the aim of integrating emwvieotal

i ssues i nto t he s e c t o Digagpointmenthasc beens and
expressed about outcomes. This has been attributatbttdhaving a formal
mechanism for ensuring accountability, and to the ideological stances of
management (Dahl, 2000; Msar et al., 2001Ibars 2004; Missbach, 2004).

There is ongoing debatabout the validity of the hypothesized relationship
between the financial and environmental performance, how businesses utilise the
sustainability concept, and how sustainability perance is measureddany

case studies have indicated that there is a relationship between integrating

sustainable business practices and financial perforn{&useell, Hart and Yeung,
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2000; King and Lenox, 2001; Klassen and Mclaughlin, 198&p0, therehave
beenattempts to prove positive relationshipusing firm or sector level data
(Dyllick and Hockerts, 2002Sikdar, 2004).Theseattemptsdisaggregai@ the
sustainability concept into three major areas: social, economic and environmental,

and then deelopedindicators to facilitate measurement.

Despite the fact that these efforts contributed to advancing the measudment
sustainability these modelbave some limitationsandmore work is heededFirst,

some of these models are applicable to a witolentry or a whole industry
(Zoeteman, 2001Zoetemarand Harkink 2003. Second, even within a business
itself, there is still a need for more specificationgton greater clarity abouhe
implementation of sustainabilityEffective implementation of ustainability
policies requires detailed plans, procedures and indicators that facilitate measuring

sustainabilityagainst environmental and financial targets.

Banks face two major challenges posed by the environment, the first of which is
concerned withthe effect of environmental risk am bank s c,aeddi t por
the second, the effect of lending decisions on the natural environmentir¥he f
caught the interest of many scholavého supported the integration of
environmental issues into business transactions to avoid environmental risks and
to exploit opportunities resulting from lending to environmentally friendly
projects.Further idence includes studies and surveysich provide examples

of banks incurring liabilities while not taking into account environmental issues in
lending decisions At the same time, however, s studies indicated that
exploiting opportunitiesor lendingto environmentally friendly projecisnproved

the banksd financial performance.

The cond challenge include programs and initiatives to bring about an
awareness that financial institutions can affeotin many waysThe UN and the

private sector played a key role in promoting the integraticdBDpractices into

business activitiesOn many occasionghis challengedhe political consensus,

which claimed such commitment hinders economic progressthamnapponents

of SD, who argued that the only goal of
value Deegan and Rankin, 1997; Feldman et al., 1997).
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Attempts to mcorporag¢ sustainability into decisiemaking andbank practice
have generatedmuch debate. Banks have an incentive to understand the
environmental risks and opportunities inherent in thieinding decisions.
Therefore, mtegratingenvironmental issues into bankending decision has the

potential to improve botenvironmentahnd financial performance
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CHAPTER 3 - EMERGING APPROACHES TO
ENVIRONMENTAL MANAGEMENT BY BANKS

3.1 Introduction

The road to environmentally credible lending practices may require organizational

change and/or modification of managerial policies and procedures. This depends

on the strategybanks adopt with regard to a sustainable environment.
Management respses to environmental concernfiave been described as

ignorant reactive proactive, sustainabler beyond sustainabl@oeteman, 2001)

These issues will be discussedSection 37, concerningppgb ank 6 s envi r onme

sustainability framework.

In the last twodecades banks have responded to environmental issues. This has
included policy declarations, marketing of products with a green, eshgestaff
training (undgren and Catasus 2000). Pilko (1989) argues that a prudent
business is that which is proactive émvironmental management, in reducing
environmental liabilities, and in taking actions whether required by regulatory
bodies or not. Most often, bad credit is associated with poor management
oversight, policies and controls (Scranton, 1992). Thereforepraactive

management who can foresee potenti al ris
performance is regarded as essenti al t o
Wolfe, 2004).

Accordingly, there is a need for environmental performance indicatorsresréec

to describe the extent to which the bank
sustainablelt will be demonstrated that proper use of indicators can play a key

role in improving environmental performandeelevant performance indicators

requirea framework to sustain them. Hendkis chapterstarts with a general

discussion okenvironmentalmanagement by banks and ttude of indicators in

improving bank environmental performancé&his is followed bya detailed

description of threendicator caegories with regard to management, operational
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and motivational driversThe chapter concludes with an outline of he n k 6 s

environmental sustainability framework

3.2 Environmental management by banks

To date no environmental management framework has been developed for the
banking sector. Most studies have developed general business environmental
models/frameworks without targeting a specific business sector. These models
lack a comprehensive analysisf the banking sector that measurgpecific
indicators relaté to managerial, operational and motivational categories.

Academics and practitioners have attempted to improve the understanding of
environmental managemenbehaviar and performance (Kolk ah Mauser,

2001). These attempts have resulted in a range of typologies or models as tools to
deal with organizational and strategic complexities and to overcome problems of
operationalization and sector specificity.

The Kolk and Mauser (2001) approachdisigned to categorize the social and
organizational phenomena in order to understand organizational structures and
strategies, and to describe the increasing importance of environmental concerns
for business policy. For 10 existing models Table 3.1 bétmudes the title of

the model, designation of stages and the number of levels or stratiegiaature

of the criteria and the empirical background.

The titles of the modeldescribethe modebk purpose and indicate the underlying
paradigm and authords perception of envi
from an identification of responses to environmental challeng@gronmental
strategiesand stages of environmental management to the measnt of
environmental performance, levels of sustainability and classification of policies.

A wide diversity of titles can be observed, reflecting the confusion surrounding
definitions, concepts and the construct of environmental sustainable development,

and lack of clarity about how to arrive at more sustainable business practices.
However, the models generally remain within the environmental management

paradigm, which implies that the environment can be managed.
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The third and fourth columns show howthert hor speci fies the
positions, and the number of stages. A wide diversity of stages and variation in the
number of stages or categories can be observed. Most of them have between three

and five stages. However, many of the designatreasir in different models,

although not necessarily with exactly the same meaning.

Table 3.1An overview of environmental management models

Title of the Designation of Number | Criteria Empirical basis -
model stages/positions of stages country, sector,
method
Hunt and Stages of Beginner; fire fighter; 5 Internal USA, Industry
Auster, 1990 environmental concerned citizen; wide, general
management pragmatist; proactivist observations
Azzone and Environmental Stable; reactive; 5 Internal/ EU, automotive,
Bertele, 1994 | contexts anticipatory; proactive External method unclear
creative
Elkington, Stages of Ignorance; awakening; 6 - Worldwide,
1994 response to denial; guilt industry wide,
environmental reduction/displacement case studies and
problems behaviar/tokenism; own experience
conversion; integration
Crosbie and Strategic options| Do nothing; defensive 5 Internal/ Conceptual
Knight, 1995 for management | posture; social External
responsibility; strategic
opportunity; sustainable
business
Rondinelliand | Classification of | Reactive; proactive; crisis | 4 Internal/ Conceptual
Vastag, 1996 environmental preventive; strategic External
policies
Hart, 1997 Environmental Pollution prevention; 3 Internal/ Conceptual
strategy product stewardship; clea External
technology
Berry and Stages of Non-compliance; 3 Internal/ external| Worldwide,
Rondinelli, corporate EM compliance; beyond industry wide,
1998 compliance survey senior
executives
Callens and Stages of Unsustainability not 4 Internal/ Conceptual
Wolters, 1998 | sustainable taking sustainable External
development development into account;
active/ proactive;
sustainable
Brokhoff et Environmental Defender; escapist; 4 Internal/ USA and
al., 1999 business strategy dormant; activist External Germany,
chemical industry,
106 firms, survey
Zoeteman, Levels of Very unsustainable; 5 Internal/ Worldwide,
2001 sustainability unsustainable; nearly External business,
sustainable; sustainable; government,
beyond sustainable NGO

Source: Adapted from Kolk and Mauser, 2001.

The fifth column assesses the rigour of a model by considering the criteria used to
delineate the positions or stages and whether the nature of criteria is based on

internal processes and/or on the business environment. The sixth column
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identifies the emipical evidence on which the models are based. It reveals
whether it is conceptual or based on empirical research, and whether it is based on

practical experience or oneds own exper.i

These models were intended to serve as tools for reesmég improve the
understanding and practice of environmental management. Such typologies help

to identify the different reactions to environmental challenges. However, Kolk and

Mauser (2001) indicate that the models which were studied cannot be easily
apl i ed to organizationso actual behavi ol
specifying the criteria to suit particular purposes and to fit with business reality.
Furthermore, they have a limited suitability for specific situations, and their focus

IS on ewironmental management rather than on environmental performance,

which, in turn, underlies the deficiency in operationalization.

However, Brockhoff et al. (1999) contend that what makes a firm choose one
approach instead of others depends on its statagntation and perception of
environmental concerns and its ability to understand the opportunities and the
constraints under which it has to operate. For example, small firms with limited
resources often adopt an escapist strategy for survival, \Vemnge firms with

more resources can take a different approach. Within each context, environmental
concerns assume a different importance and require different strategic and
organizational answers. Therefore, in addition to identifying the environmental
strategies which were discussed earlier, and in order to measure the environmental
performance, Kolk and Mauser (2001) developed a framework to categorize the
large variety of possible external and internal environmental indicators, as
illustrated in Table 2.

Table 3.2 A corporate environmental performance matrix

Internal External
Process organizational systems stakeholder relations
Outcome regulatory compliance environmental impacts

Source: Kolk and Mauser (2001)
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This twoby-two matrix distinguishes between internal and external dimensions
on the one hand, and process and outcome variables on the other. Examples of the
process component include audits, number of environmental staff, mission
statements, and commuatmns, whereas the outcome variable often includes
guantitative data such as toxic releases, spills, violations of regulatory standards,
and penalties. Process indicators are easier to understand than outcome indicators,
which require contextual informatn provided by the company itself and may be
subject to windowdressing, especially in the absence of legal requirements. The
process indicators, which are also called leading indicators, give information
about internal practices that may improve the ftperformance, whereas the
outcome indicators, which are called lagging indicators, are measures of the
resul ts t hat ar e attributable to an (Y
Therefore, the challenge for business is not only to present results frgpasthe
and improve the environmental performance, but also to predict and give an

insight into future performance.

A major attribute of studies of environmental models is the consideration of
internal and external environmental factors when measuring nvieoemental
performance. However, the tools or indicators to measure such factors at the

various levels of business are still to be more specifically developed.

Although measuring or evaluating environmental performance has been the
subject of a few isolated efforts, recent initiatives have started practices designed

to more accurately reflect interrelation
its effect on thestakeholders in general. These initiatives include: 1SO14031,
Environmental Performance Indicators for the Financial Industry-fiRince

2000); and the GR} Financial Services Sectdsupplement: Environmental
Performance, 2005. The latter is for usehwihe GRI 2002- Sustainability

Reporting Guidelines.

Both professional reports, tl&P1 7 Financeand theSupplement 200%ontribute
to environment al management within the
levels of management and operations, an aspect whiclotisvisible in the

academic literatureHowever, no further developmeoit the EPIT7 Finance 2000
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has taken placsince its inception. On the other hand, Bepplement 200&as
revised in 2008. Thislater version Gupplement 200Q8does not cover the
information required as sufficiently as th8upplement 2005version did.
Specifically, the latest versiorodsnot provide information regarding commercial
banks and indicators. The environmental partSeipplement 200&rovided
information pertaining to the direct impact of financial institutions on the
environment such athat of materials, energy, and water. However, thesis
requires information regarding the indirect impact on the environment in such

area as lending decisions.

ISO14031 established generic categories of environmental performance
indicators which are subdivided into management performance indicatais a

operational performance indicatersmputs and outputs (Figure 3.1).

Figure 3.1 Components for environmental performance evaluation

Environmental Management Indicators (EMIs) Environmental Performance Indicators (EPIs)
* Include management efforts to influence an *Environmental operational indicators involve
organization’s environmental performance, such specific actions, such as:

as:
-procurement measures

-tachnical product/process measuras

-policy, strategy, vision
-product/service use measures

-organizational structure related to
environmental management
-management systems *Environmental impact indicators Invalve
outputs, for example:

-energy consumption
-water consumption
-greenhouse gas emission

-materials consumption
-total waste

Source: Adapted from Kolk and Mauser (2001)

A criticism of the 1SO14031 standard is that it focuses on the provision of internal
information and does not cover communication with stakeholders. In addition,
there is no specific criterion for applying the standard to the financial sector. In
contrast,the input and output indicators are addressed byHiERInce 2000 and

GRI, which both concentrate on the collection and categorization of data for
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stakehol der s regarding a companyos env

performance, and attempt to measueerttanagerial and operational performance.

However, the view of Kolk and Mauser (2001) is that environmental models need

to be adapted to consider the peculiarities of each sector. This is to admit that
financial institutions need to also consider whetlker bank 6 s perform
measures commercial banking, investment banking, assets management or
insurance. Each of these areas includes policies, procedures and practices that are
different in their aspects and therefore need different indicators to measure
precisely the level of sustainability performance. However, since this particular

study is concerned with commercial banking from a lending perspective only, and

concentrates on the indirect I mpact of

a)

other environmetial models have considered extensively only the direct impact of
organi zationsd activities, e. g., ener gy
direct i mpact of banks6é operations i s n:
transactions Llundgren and Catasus, 20Q0 Therefore, this study adapts the
environmental information and indicators available in the environmental literature

(e.g, environmental models, EfHinance2000, GRI Supplement) to fit with the

purpose of this research.

3.3 The role of indicators in improving bank environmental

performance
Kolk and Mauser (2001) emphasize the role of indicators for measuring
environmental performance. As mentioned in Chapter Two and further discussed
in this chapter, the authors of some studies and the UNciagerwith the
collaboration of financial institutions, established initiatives and principles which
ai med to measure the businesses0 environ
services and other sectors, e.g., loans and investments. The indiredsimipac
financial services have caused the financial institutions to seek policies, systems
and procedures that help enhance the quality of risk management and the
institutions®d environment al performance
considered by UNEP IF EPFFI and GRI that environmental performance
indicators reflect a consensus of most of the major financial institutions. Each
indicator in this study is to be built on a logic developed by a careful review of the
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environmental literature, the ElFinance 2000 Report and the GRupplement
Report 2005.

Indicators are used to define goals and targets, especially when managers
implement new programs to improve their sustainability performasmae are

effective tools when compared with actual performatien used in order to

measure success. Epstein and Roy (2003) advocate considering the two types of
indicators mentioned earlier by Kolk and Mauser (200&uding indicators,

which help managemsonitor their progress towards achieving their sustaingbili

objectives; and, in contrast, lagging indicators, which are measures of the results

or outcomes that are attri butbasmése t o i
processes. Most companies use lagging indicators to report results, and they are
preferred by he general public and regulators, because they are meaningful and

easy to understand. However, lagging indicators represent a retrospective view of
performance and do not provide managers with foresight about future
performance expectations. Epstein ammy Riew such indicators as a continuum

or as a complex flow of causes and effects. In addition, Darby and Jenkins (2006)

claim that the process of developing indicators assists in improving the internal

strategy and in setting goals and objectives; coatirthe process of developing

the indicators to cover more aspects of the organization; improves training and
devel opment provisions for staff; sati s
information to make sound investment decisions; and involves stakehatde

future strategy development.

Consequently, this study endeaw® to relate such indicators to ttveo research

questions, in the sense of their relevance to: top management, who set up and
develop the environmental policy and procedures; the opeaatstaff, who are

responsible for their implementation, and the drivers that motivate a bank to
incorporate environmental considerations into its lending activities. These
indicators enable the researcher to identify the characteristics most relevant to t

banking sector and to then establish an initial model, which can be developed

| at er along with the empirical study of

lending perspective. Therefore, a starting point is to identify the environmental
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performancendicators® suggested for use by the financial sector in conjunction
with the GRI 20@ Sustainability Reporting Guidelines, which are depicted below
in Table 3.3.

Table 3.3List of environmental performance indicators suggested by GRI
i Supplement Report2005

Indicators | Description

reference

F1 describes the environmental policies applied to core business lines

F2 describes the process(es) for assessing and screening environmental risks
business lines

F3 states the threshold(s) at whiehvironmental risk assessment procedures are ap
to each core business line

F4 describes the processes for monito
with environmental aspects raised in risk assessment process(es)

F5 describes the process(es) for improving staff competency in addres
environmental risks and opportunities

F6 represents the number and frequency of audits that include the examinat
environmental risk systems and procedures related to core business lines

F7 describes the interactions with clients/investee companies/business p
regarding environmental risks and opportunities

F8 reflects the percentage and number
with which the reporting organization hasgaged on environmental issues

F9 indicates the percentage of assets subjected to positive, negative airdchest
environmental screening

F10 describes the voting policy on environmental issues for shares over whig
reporting organization holdge right to vote shares or advise on voting

F11 refers to percentage of assets under management where the reporting orgal
holds the right to vote shares or advise on voting

F12 represents the total monetary value of specific environmental psodndt service
broken down according to the core business lines

F13 describes the value of portfolio for each core business line broken down by s
region and by sector

Source: GRI (2005)
For the purpose of this research, these indicators will be structured into three
groups to facilitate answering th&o research questions:

Group 1: F1 relates specifically to the environmental policies applied to the
design and delivery of products anasees

*L http://www.gldbalreporting.org/ReportingFramework/G30nline/SectorSupplements/
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Group 2: F271 F6 illustrates the procedures in implementing pglayd

Group 3: F7 7 F13 describes the implementation of policies and prooesi
Indicators F9, F10 and FMill be excluded because of their relevance to the
bank©6s i n\asa managantent,avhich are not the subject of this thesis.

In this sense, the indicators were designed to provide a better understanding of
how top managementthe board of directorsgOD), the chief executive officer
(CEO) and senior managemenincorporates environmental aspects into lending
decisions, and of what practices need to be implemented.

However, Kolk and Mauser (2001) argue that no single approach addresses
common dimensions to measure environmental performance. Therefore, this study
will utilize the management and operational environmental performance
indicators available from the EFinance 2000 Report, the GRIFinancial
Services Sector Supplement 2005, and other environmental studies vital for
environmental performance measurementbie TEP{Finance 2000 proposed
utilizing the ISO 14031 guidelines as a standard for environmental performance
evaluation (Figure 3.2). ISO 14031 distinguishes between environmental
performance indicators within the institution and environmental condition
indicators outside of the institution. The environmental performance indicators are
further divided into indicators measuring the management performance within the
EMS and operational performance indicators describing the actual environmental
performance. Irother words, management performance indicators focus on the

drivers, whilst the operational indicators concentrate on the results.
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Figure 3.2 Environmental performance indicators according to ISO 14031

The systematics of environmental peformance indicators according to (S0 14031 ‘

Erwironmental performance evaluation

Environmental performance indicators

‘Management performance indicators ‘ ‘

_. ‘Operational performance indicators ‘ Outputs |Envir0nmenta| condition indicators

Source:; EPFFinance 2000 Report

In utilizing both the ERFinance 2000 and the Supplement, the indicators within
the Supplement require additional information, which is broadly presented in the
EPFFinance 2000. These proposed indicators do not claim to be complete in the
sense of conténand methodology. They are presented as an initial practical
proposal for increasing critical discussion resulting from the needs of financial
institutionsd external financi al require
this study utilizes both themanagement and operational performance indicators in
an endeawar to answer thdirst research question: How does Westpac address
environmental issues@.g., what environmental issues does the bank address?
This first research question will concentrate the professional applications of
EPFFinance 2000 and the Supplement. In responding toséltendresearch
question, Why does Westpac integrate environmental issues into lending
decisions? or, in other words, What motivates a bank to do so? the matvatio
environmental indicators will consider the theoretical literature and, therefore, be
developed from the existing studies (e.g., Thompson, 1998; Jeucken, 2001;
Thompson and Cowton, 2004) to explore the motivational drivers behind
concerns about enviramental aspects in lending processes. This acknowledges
that the theoretical concept of integration of environmental aspects into business
operations has received the interest of many scholars who advocate the integration
process. Therefore, theecondresarch question measures the extent of the

application of this concept and its usefulness in the empirical study. The overall
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theme in considering these indicators is to form a concrete base of indicators that
can be used in the empirical study and alsohmret i ni t i al and fi

environmentaframework

3.4 Indicators of management performance

As stated previously, developing these management and operational performance
indicators relies on two major sources of information: thelERance 2000 and

the Supplement. First, a group of 11 financial institutions, with the collaboration

of UNEP and Vérld BusinessCouncil for SustainableDevelopment (WBCSD)
developed the EFFinance 2000 Report, which contains a set of environmental
performance indicatorsmanagement and operationalor the financial industry.

The aim was to display the environmental performance of FlI with regards to
(Table 3.4):

1 the performance of environmental management on the basis of
management indicators; and

1 the environmental perfformac e r esul ting from the i
services on the basis of operational indicators.
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Table 3.4Management and operational performance indicators

Indicators Commercial Investment Asset Insurance
Banking Banking Management

Management

Performance

(MPI)

1: Know-how Environmentally relevant posts and environmental departments

2: Training Environmental management training

3: Auditing Environmental management audits

Operational

Performance

(OPI)

4: Integration

Environmental

Environmental

Assets under

Environmental

into the core risk check risk check green risk coverage
business management
5: Financing Transactions Investments in | Environmentaly

Environmentally

oriented services

environmentally

oriented pioneers

with

environmentally

oriented pioneerg

environmentally

oriented pioneers

innovative

policies

Source: EPFFinance 2000 Report

Second,in this study, more clarification is needed to answer the fasearch

guestion This can be achieved by encompassirggracture which considers the
pol i cy,
Supplement, which was developed in a collaboration of GRI and UNEP FlI

bankds organizational procedur es

accomplishes this purpose. This structure is depicted in Figure 3.3:
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Figure 3.3 The structure of environmental performance indicators

I Policy I—.I Procedures I—pl Practice
|

System and procedures
Risk assessment and

screening
A
What the Fl says it is going How policy is How implementation is
to do implemented measured
I F1 l F2-F6 I | F7,F8, F12, F13

Source: Supplement Report 2005

The view of the Fl is that the indicators are to be yméadarily for both internal
environmental performance measurements and for edilde external
environmental communication with stakeholders such as rating agencies and
media, who are interested in an objective and standardized comparison across the
industry. The FI argued that such standardized indicators fulfill different
functions first, they act as a tool enabling management to measure the continuous
improvement of environmental management, tBMS and environmental
performance; second, they aid in measuring the benefits associated with the
environmental optimization of businegzrocesses and/or the reduction of
environmental financial risks, as well as providing employees and management

with concrete evidence of these benéfits

Despite the |l ack of theoretical perspect
performance, espediya for developing performance indicators, some studies
indicated the importance of the complementary nature of both the management

and the operational performance indicatdsndgren and Catasy2000) point

out that banks cause three kinds of impact tbea environment: physical,

immaterial and financial. The physical impact concerns the direct impact of the

bankdés operations on the environment, s u

*2 http://www.epifinance.com/www.epifinance.com/project.htm

103



ot her materials vital for r aotmsmatlikgy t he ba
to have a great deal of influence on the natural environment. Furthermore, this is

not the subject of this study. The immaterial impact is the indirect impact that
information, knowledge, culture, policies and environmental training hawee

environment. This aspect concerns the managerial roles regarding the knowledge,
training and auditing within the variou
financial impact bridges the -ftow and outflow of financial resources and

accounts forthe ndi r ect I mpact of the bankds | el
environment. This impact concerns the operational aspect regarding the
environmental risk and the financing of environmentally oriented pioneers. Other

studies explain the indirect impact &ffé bankds operations on
and on its own performance, but place no emphasis on the roles of management

and environmental performance measurements (Thompson, 1998; Cowton and
Thompson, 2000; McKenzie and Wolfe, 2004; Thompson and Cowton, 2004;

Weber et al., 2008).

Accordingly, this chapter addresses the use of environmental performance
indicators which enable a bank to make environmental performance measurable

and progress more transparent to stakeholderstoamavide tools for effective

maragement decisiemaking. Moreover, such indicators of and reporting on, the
bankds environment al performance are i mp
WBCSD and UNEP, which cooperate with financial institutions as important

players in promoting effectivenvironmental policies and practices.

I n order to interpret and measure the e
management and operations more easily;HRIroposes definitions of indicators

which can be specified as absolute or relative (numbers pendentages)

i ndicator s. Thi s EM8 Itd evalgate thé envirbnenentald s
perfor mance, as wel |l as compare the bank
of its peers. This study will utilize the environmental performance indicators
available in te EPIFI 2000 Report, specifically those indicators which are

designed for commercial banking (Table 3.5), and the Supplement 2005 Report

(see Figure 3.3).

104



Table 3.5Management and operation performance indicators

Tndicator

Commercial banking

Management perfformance

{MPI
1. Khow-how Erwiranmentally relevant posts and environmental depatments
2. Training Emvironmental management training
3. Auditing

Environmental management audits

Operational performance (OPI)

4. Integration into the core business Environrmental risk check

5. Emironmentally oriented services Financing environmentally oriented pioneers

Source: EPFFI 2000 Report

3.4.1 Definitions of environmental management performance
indicators

This section identifies three management performance indicators regarding the
environmentally relevant posts and environmental departments, environmental
management training and, finally, eroimental management audits. For each
indicator this research utilizes the descriptions provided by theFERDOO
Report and the Supplement 2005. It was found that both reports are
complementary, and there was, therefore, a need to consider both intcorder

effectively identify the indicators.

1. Definition of indicator 1: environmentally relevant posts and

environmental departments

Indicator 1 achieves the following goals:

1 indicator 1a describes the total number of posts in the business sector (e.g.
the number of employees in the lending department). This allows the
reader to determine the scope of the lending sector within the institution;

91 indicator 1b describes the number of employees who deal with
environmental issues on a daily basis and wharafall-time positions.

The larger the percentage 1b/1a, the larger the scop®dM& and
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1 indicator 1c describes the number of specialized environmental personnel
in full-time positions.

The definition ofindicator 1 is depicted in Figure43.

Figure 3.4 Definition of indicator 1: environmentally relevant posts and
environmental departments

Definition of the Relative indicators
MNo =
indicator

MNumber of posts in|| |18/ number of posts
1a the business within the entire bank=
sector relative scope of the
lending department

1b Number of posts 1b/ 1a = coverage of
dealing with the EMS within the
environmental lending department
aspects
Number of —

1c specialized T/ 1a = percentage
environmental of full-time
posts environmental posts

Source: EPFFinance 2000

The Supplement indicators provide further measures of environmental
management performance. The Hlance 2000 describes only the number of

posts;however, the Supplement provides more specific indicators for measuring
the environmental performance. These include:

Indicator F1, which describes the environmental policy applied to the core
business lines:

1 the environmental policies applied to environmental credit risk
assessment, whether they have been formally adopted by the bank and if
so, at what level within the organization (e.g. board level, executive level);
which products and services are covdrgdhe policy;

1 objectives, targets and timetables pertaining to the implementation of the
policy;

1 frequency with which the policy is reviewed; and

whether the policy is publicly available.
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Indicators F2 to F4, which describe the environmental proceduieslated by

the top management:

1 F2 addresses the process and procedures that the bank uses to assess and
mitigate the environmental impacts of clients (e.g., establishing
environmental risk managemgnt

1 F3 indicates the degree to which environmengld assessment is applied
across the bank and its portfolio (involvement of major departments); and

T F4 describes the processes for moni t
and compliance with, environmental aspects raised in risk assessment
process(es) aftethe risk assessment process has been completed and a

contract for a transaction is in place.
2. Definition of indicator 2: environmental management training
Indicator 2 aims at portraying the level of environmental management training:

71 indicator 2a desitres the number of employees trained. The scope of
training becomes apparent when indicator 2a is compared to indicator 1b,
which describes the employees in EMS ; and

1 indicator2b quantifies training in terms of pershours and allows for the

calculation of the intensity of the training
The definition of indicator 2 is depicted in Figur&:3.

Figure 3.5 Definition of indicator 2: environmental management training

MNo Definition of the indicator Relative indicators

23 Mumber of employees trained 2al 1b = scope of training
in EM

Training time in person-
2b hours

Source: EPI-Finance 2000
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The Supplement notes that the aim of its relevant indicator, F5, is to ensure the
competencyof staff in addressing environmental risks and opportunities. The

nature of training by a bank includes:

levels of staff and departments involedraining;
the content of the training and the competencies that are being developed,;

frequency of training; and

= =4 =4 =

whet her environment al perfor mance

appraisals or not.
3. Definition of indicator 3: environmental management adits

Indicator 3 describes the internal and external audits as a controlEdi%n

1 indicator 3a describes the number of environmental management audits
carried out;

71 indicator 3b specifies the time expended for carrying out the audits. This
qualifies thevalue of indicator 3a and allows for the intensity of the audits
to be determined. This indicator can be compared with indicator 1b in
order to determine the average intensity of the audits in the form of
minutes per employee; and

1 indicator 3c provides theumber of employees audited. The percentage of
employees audited from the relevant target groups can be determined

when indicator 3c is related to indicator 1b.

The definition of indicator 3 is depicted in Figuré:3.

Figure 3.6 Definition of indicator 3: environmental management audits

Mo Definition of the indicator Relative indicators

a MNumber of environmental
management audits

3b/ 1b = Audit intensity per employee
inthe target group

Auditortime in hours |

3c/ 1b = Audit coverage in Y.
calculated through the employees
audited within the relevant target

Mumber of employees
audited

Source: EPFFinance 2000
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The Supplemergtates that its relevant indicator, ,Fimsto assess how regularly
environmental policies and procedures set by top management are applied within

the coe business and across the departments. The scope of the audits includes:

1 identifying the type of audit (e.g. specialized audits for policy oS
audits, legislative compliance audits or routine business audits, etc.);
which business lines artepartments the auditing program covers;
whether the auditing program is carried out by external/ internal auditor(s)
or both; and

9 the standards utilized for the audits.

To sum up, the three management performance indicators which are identified by
EPF2000 and the Supplement are important, in the sense that they define the
status of environmental management and reflect the various traditions and
structures of a bank. Bearing this in mind, the set of indicators describes the
ability of the management andearational performance to improve the quality of
communication with interested stakeholders, and allows comparison of the
environmental performance across the financial industry. Thé=EER000 Report
suggested that further possible indicators can be agee) for example, the cost

of internal and external environmental analysis and credit failures resulting from
environmental risks. As stated earlier, the indicators were established as

guidelines for financial institutions, but not in a standardized forma

3.4.2 Implications of management performance indicators

This set of indicators aims to measure and assess the environmental performance
of the policies and procedures at the board of directors and the senior management
levels and consequentlgndeavars to answer the first research questiah.
presentation of the flow of the managerial process, according to ISO 14001, is

depicted in Figure 3:
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Figure 3.7 Management performance indicators

Elements of an environmental management system according to ISC 14001

|3— Environmental policy |—. 4- Planning
Annual goals >
Environmental program
2- Analysis of the 5- Implementation
environmental impacts Realisation of measures
Annual cycle of Environmental communication
continugus improvements Training
Own processes
Legal compliance
- T 6- Monitoring and corrective
1- Organization measures

Environmental units, teams, etc. Controliing

Audits
Management review

Source: EPFFinance 2000 report

Figure37descri bes how the bankédés management

This process starts with establishismgenvironmental unit and teams. Within the
environmental unit the environmental issues are analyzed by considering
regul ations, slés adne fcamimdnecationd anda thé iinternal
processes. This results in setting environmental policy which encompasses the
environment al programs and goal s. The
approve the environmental policy to be implemented. Impleshient requires
environmental management training and communication in the bank, in order to
recognize the risks and to be aware of opportunities associated with
environmental concerns. The last stage in the environmental management cycle is
to audit and reéew the environmental performance in the light of the proposed

goals and targets, and, if necessary, make corrections and improvements.

Accordingly, an initial stage in under s

addresses environmental issues is to expitsraoles and responsibilities, by
considering the two main parts of corporate governance, the board of directors
and the senior management, which are represented by the CEO and the major

senior divisions respectively.
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3.4.3 Corporate governance: environmentakoles and

responsibilities
Epstein and Roy (2003) encourage managers to consider specific steps for
sustainability performance, viz.: formulate a specific strategy; establish and
document policies; develop capabitityilding programs; design supporting
management systems; and identify appropriate measures. Such steps contain
measurable objectives, and allow progress towards those objectives to be
monitored and reported to senior management. ldentifying explicit targets
improves performance as managemeauses attention on areas of concern and
priority. However, Callens and Wolters (1998) emphasize the challenge of
transposing SD objectives into adequate strategies, as the obstacles are presented
not only in the context of SD, but also in the creation snplementation of
organizational conditions for the integration of the environmental function and
other functions involved in the business strategy. They identified three groups of
obstacles; structural, allocative and beharat Often, the structuralhallenges
are in the form of specialization of employees who are assigned specific
environmental tasks, lack of knowledge of environmental technologies,
insufficient formal responsibilities, and integrating communication systems on
both sides upstream ambbwnstream of an enterprise. The obstacles stemming
from the allocation of resources explairtke willingness to make funds and
personnel available; the lack of person(s) to manage, control and implement the
sustainable prograngnd the reluctance to impment personnel education and
training in environmental matters. The third obstacle is relevant to resistance or
acceptance of change: a company limits its action in compliance with legal
requirements; managers consider that SD has cost implicationseamabavare of

potential benefits.

However, the challenge, then, for managers is to translate the strategy into action
(Epstein and Roy, 2001). They argue that by identifying the drivers of
sustainability performance and measuring that performance, manager

contribute significantly to both their company and society. As a result, this
understanding permits better integration
concerns into dayo-day operations and throughout the organization.
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As environmental aggts constitute a major part of the SD process, Azzone and

Bertele (1994) pointed out that environmental issues are widely considered as
strategic in a growing number of industries. This shift is to take advantage of
environmentabased business opportueg and to reduce the risk involved in the
management of environmental problems. Acknowledging environmental concerns

or problems which form a threat or an opportunity in the banking industry

requires defining managerial and operational roles and respiesibto be
carried out by those responsible for pro

and liabilities.

Ratnatungaand Alam (2007) argue that the governance process is about
accountability and value creation; therefore, the roles of the lodalidectors and

managers, in terms of strategic decismaking, are to achieve the company

objectives and manage risk. Pilko (1989) argues that proactive environmental
management is widely misunderstood by many business executives. This study

will attemp to identify the roles and responsibilities of the board of directors, the

CEO and the major divisions of banks by adapting the managerial responsibilities
available in the corporate governance literature. In contrast with their financial

roles and respani bi |l i ti es, top management 6s e
responsibilities are not supported by robust and relevant research. This may be

due to the traditional legacy of shareholder and agency theories, where managers
pursue sales and shaerm profitability growth (Field, 2007). Identifying such

roles and responsibilities serves to reduce environmental liabilities and responds

to environment al stakehol der sbo require
communication (Irvin, 1994; Sevastopulos, 2003; Thommsuh Cowtm, 2004).
Environmental concerns have increased business risk as stakeholders raise
concerns about the impact of business operations on the enviromedgien

and Catasus, 2000 Therefore, the objective of th
corporate gvernance roles to encompass environmental roles and responsibilities

that uphold the formal environmental policy, procedures and implementation.
Accordingly, identifying environmental roles and responsibilities for top

management becomes a necessity.
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The board of directors

It is generally accepted thtéte BOD is assumed tact in the best interests of the

company and set up strategy to be translated into supporting policies and
programs that improve transparency and accountability. Policies prgwidance

for decisionmaking to managers and employees about, first, the implementation
process and what behauroand outcome is expected (Epstein and Roy, 2003)

and, second, how environmental management deals with environmental risks and
opportunities,a t hi s approach recognizes that a
environmental mismanagement could destroy it as quickly as bad financial
management, and may cost more than the legal liabilities (Rondinelli and Vastag,
1996).

In addition, the board puides direction and oversight of management for the
benefit of the companyds stakehol der s, a
value (Ratnatungand Alam 2007). Failure to operate in this manner opens

directors to legal action, which carries a subsamisk (Mulliken and Vaughan,

2007). Nadler (1993) referred to a suit where four directors were sued US$ 15

million, as they recklessly abandoned their obligation to review and exercise
control over the bankés pr obEpstweimdand c | end
Roy (2003) bring attention to the fact t
about the 1 mpact of the companyds produ
while, at the same time, evaluating CEO and senior management performance

against thechievement of financial and ndimancial performance factors.

Therefore, corporate governance i s an or
and opportunities. Banks face risks and opportunities from many different areas;
competitive, legislative, repational, environmental litigation, and technolegy

related. Kassinis and Panayiotou (2006) noted that the strategic importance of
environmental problems has increased as a result of strict regulations and
stakehol der so pressure,t hpel afcii mmgod st hag eenrdv

changing the directorsd structure and r ol
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Furthermore, Pilko (1989) argues that
risks by taking proactive steps and encouraging the CEO to develop an
environmental policy and, in turhg communicate it to the whole organization,

and motivate employees to achieve organizational objectives. Moreover, Fields

(2007) argues t hat a boardoés rol e i s

t

h

t

protecting the interest s Many studids éndicate gani z a

the general roles and responsibilities of directors (Davidson and Weller, 1997,
Scranton, 1992; Hemraj, 2003; Sherony, 2007; Epstein and Roy,, 2008h

include:

1 leadership: developing a clear and forward vision, strategic tlgnkin
and communicating this throughout the organization;

1 organizational structure: designing an appropriate organizational
structure;

1 stewardship: establishing accountability, and monitoring stewardship

and manageri al perf ormance of the or g:

1 risk management: minimizing all risks associated with the

organization; and

1 compliance: directing the bank to comply with regulatory requirements
and account to bank regulators, and arrange for audits of performance to

be carried out.

It can be seen that he boar ddés fundament al rol es
produce better performance, and manage risks for a bank and its stakeholders

when formulating policies and procedures.
The CEO

In addition to the vital roles and responsibilities of the board in directing the

organization, the roles and responsibilities of the CEO are another key factor in
the success or failure of a business entity. The CEO is much more than just
another uppelevel manager who has been promoted due to experience or
standard performance. A CEO functions as the main artery between board

members and the various levels of the organization itself. According to Berry and
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Rondinelli (1998), the CEO is considered as the&/ing force in moving a

corporation towards a sustainable environmental strategy. The CEO is often held
solely responsi ble for the success or fa
actual events are beyond his or her understanding or not thle ok&is or her

actions (Nadler, 1993). Rondinelli and Vastag (1996) note that in North America

and Europe individual executives are being held responsible under laws for their
compani esO0 environment al damages or envi
turn, makes customers react negatively and shareholders abandon companies
caught in an environment al crisis. Mor e

maintain and implement the corporate objectives established by board members.

Other major responsibiles of a CEO, which are included in the work of
(Treadwel] 2006; Pilko, 1989), are:

1 strategic planning: developing and implementing detailed action plans
from the strategic plan, and reporting back to the board of directors on the
implementation progress;

1 leadership: communicating and monitoring adherence to the vision
articulated by directors;

T bankds structure: monitoring and repc
and effectiveness of the corporate structure;

1 stewardship: measuring and reporting on tee and performance of the
business. For example, Pilko (1989) points out that a CEO should obtain a
periodic environment al ri sk assessmen
and

1 risk management: reporting on any new risks identified, and ensuring that
the day-to-day operation of the organization conforms to risk management

policies.

Accordingly, the CEO's job is to implement and maintain the corporation's
objectives through unexpected as well as foreseen threats and opportunities (Field,
2007; Rondinelliand Vastag, 1996). The CEO is the kmyint that keeps the
corporation in focus. With high global environmental concerns and thedast

growth of technology, the environmental risks and opportunities are more
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challengingand CEOs are faced with increasing requirements to achieve success

by considering potential risks and opportunities (Pilko, 1989).

Kassinis and Panayiotou (2006) make cl ec
abide by laws and regulations, but also tonpote environmental responsibility

and the advancement of stakeholder management. Based on their work using data

on a US Fortune 500 company, the study showed that a positive relationship was
found between the CEOO0Os per (shgdholders,s, whi
regulators, communities and employees) in environmental decrsaung, and a

firmdéds environment al performance. The re
of the effect of the CEOOG6s perceptions
(1989 lays the responsibility on executives to put their companies in a proactive

mode if they realize the magnitude of environmental risks and their impacts on the
company and the natural environment. He pointed out that the environmental
clearrup costs in th USA for the next 10 years could reach US$100 billion, and
executives would be shocked to find that the largest environmental expenditures

would be on the cleanp of soil and building site contamination to deal with toxic

materials which have an impaah eesidents and environment, and coping with

costs resulting from regulatory changes. This argument supports what Jeucken

(2001) emphasized, namely, that changing environmental requirements can have
serious adverse effects.on a bankds final

In summary, boards and CEOs have to take a more active role in realizing
environmental risks and opportunities, communicating green values to
stakeholders, expressing green values at sharehbldeetings, and promoting
culture change within a bankLyndgren and Catasus, 2008s well as

anticipating future changes in environmental regulations, technology, and

stakehol dersd opinion (Jeucken,latt&r001; RO
propose that top management have the role of expressing vaements; such

statements are not merely a bankodés intel
i n their own worth. I n addi tion, car ef

responsibilities provides sound and safe management and limits the risks

(Scrarton, 1992; Kassinis and Panayiotou, 2006).
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Major departments

Because of the lack of studies regarding the roles and responsibilities of the
departments constituting a bankds corpor
work of the EP4Finance 2000 Rmort, EBRD* and the GR} Supplement 2005 as

important sources of obtaining information in this area. This can be justified, as

the reports represent some of the financ
in collaboration with UN programs, the UNEBnd the WBCSD. Also,

investigating the major departments of banks is in keeping with a response to the
research questions (what and how) regarding the opportunities and risks
associated with practising environmental lending policies, the integratiorclof su

policies in the dayo-d ay operations, and t he bank¢

interaction with stakeholders.

Major departments are accountable to the CEO for matters relating to the
management of their departments and associated activities and the effective
performance of their duties. It is required that these departments are responsive to,

and regularly communicate with, staff.

Major departments demonstrate vision, transformational management skills and
the development of continuous improvement initiativii® ability to acquire
resources, and the skills to empower and influence others to contribute to getting
the job done. It is recognized that these departments empower others and ensure
that, through monitoring and followp, effective arrangements arepglace and

are working well. Accordingly, the following major departmetitsvill be

discussed (Figure &:

Environmental Department;
Training Department;
Financial Department;

Branch Management Department;

= =/ =4 A

Public Relations Department;

°3The European Bank for Reconstruction and Development
* |t is recognised not all banks will be structured in this way but allhailie these functions
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1 Research Departmerand

1 Audit/ Inspection Department.

Figure 3.8 A typical organizational chart for a bank

Shareholders

Board of directors

Chief Executive

Environment Dept

Chief Financial

Officer
|

Credit and Investment
Dept

Credit and Facilities
Dept

Research Dept

Public Relations
Dept

Branch
Management
|

Branch Manager

Auditing and
Inspection Dept

7

Environment Unit

Communication Dept

Project and
Investment Dept

Source: Adapted from different sources®

Environmental Department

| Creditand

Investment Dept

In practice, larger financial institutions may have environmental departments with

the followingresponsibilitie®

1 maintaining and developing tiEeMS, e.g., issuing detailed guidelines with

respect to the criteria foand methodology employed in, the assessment of

environmental risk;

1 examining environmentally relevant risks and opportunities;

*5 http://www.kaupthing.com/About/Organization/BoastiDirectors
http://www.ifc.ro/ro/IFC/structure.pdhitp://www.scib.co.th/download/annualrepor/Organization
%20Chart%20&%20Senior%200fficers.ptittp://www.icbe
Itd.com/icbc/html/download/nb/2002ntgepdf
%% http://www.epifinance.com/www.epifinance.com/project.htm
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1 risk analysis: using sound risk management practices to identify, evaluate
and monitor environmental impacts in business decisions;

1 taking reasonable precautions to ensure dealing with environmentally
responsible borrowers in a manner that respects sound remenal
management angD;

1 training how to recognize environmental risks as part of credit risk skills;

1 accountability: taking responsibility for environmental performance; and

1 stewardship: promoting environmental stewardship across the business,
and suporting business relationships with stakeholders who share a

commitment to respect and protect the environment.

The roles and responsibilities of the environmental department are of importance
to the extent that they affect the credit portfolio of the bankd st akehol de
attitudes. The department ensures that the approved environmental policy by the

board of directors and the appropriate accountabilities for the policy are in place.
Training Department

Environmental training is an important activity fhe continuous improvement

and development of any environmental management. It is related to raising
awareness of environmental risks and opportunities in the bank. ISO 14001
explicitly requires training concerning the environmental policy and the EMS of

an organization, as well as the environmental relevance of business pricesses

Environmental training activities should cover every level of an organization from
the boardroom through all management levels to the workforce at the operational
level in orde to integrate environmentally relevant issues within their daily work
routines. Training may cover environmental auditiBiy|S, risk management and

environmental awareness

> http://www.epifinance.com/www.epifinance.com/project.htm
%8 http://www.epifinance.com/www.epifinance.com/project.htm
www.ebrd.com/enviro/tools/fi.ntm
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Environmental auditingraining prepares participants to conduct environmental

audits, advise clients on environmental issues, and to commission and manage

environmental audits. Staff who may be required to undertake internal

environmental audits or inspections within the bank have to be knowledgeable in

the following topics:

=

=4 =2 42 4 -

environnental legislation;

government requirements;

ISO 14000 series and ISO 19011 guidelines on the development and
implementation ofEMS and the supporting audit program;

other relevant environmental standards;

environmental risk assessment;

ecosystem principte

assessing the risk of borrowers wittire EMS;

assessing the effectiveness of methodologies to control environmental
risks;

assessing th&MS roles and responsibilities within the context of the
organizational environment; and

determiningthe adequacy and effectiveness of EMS.

Environmental management trainingovers the key requirements for the
development of afiEMS, e.g., to the International Standard ISO 140BMS.

Participants learn to:

= =2 A =

understand the importance of environmentabhnagement for the
protection of the environment;

understand the International Standard ISO 14000 series or diM&r

apply 1ISO 14000 series within their organization;

develop an environmental action plan;

identify and locate relevant environmental |égi®n that will affect an
EMS,

understand the process for implementing an EMS within an organization;

and
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1 appreciate the importance of continual improvement, auditing and review

of anEMS within an organization.

Risk management training providgsarticipants with the knowledge and
confidence to conduct effective risk management assessments within the

workplace. Topics include:

what effective risk management is;
what the benefits of risk management are;

principles of risk management; and

= =2 =2 =2

how to comluct risk management in the workplace.

Risk managemenprovides a generic framework for identifying analyzing,
evaluating, monitoring and communicating risk within an organization, in parallel

with the standards fan EMS. This riskencompasss a range diactors that can

i mpact on t he achievement ofly and bank s
negativedy. It includes external factors such as market and regulatory
circumstances or climatic conditions, and internal factors such as environmental

management.

Environmental awareness training involves establishicgmprehensive guide to
environmental issues designed to meet the special needs of directors, senior
managers and staff. Managements face an increasing range of pressures and
obligations from governnmds, regulators, negovernment organizations and the

public in relation to their performance on environmental issues (Bouma et al.,

2001; Boyer and Laffont, 1997). A proactive and practical training scheme
provides a busineswiented overview, enablingubinesses to establish or review
policies and ful fild]l management 6s requir

environmental due diligence requirements.

Furthermore, environmental training motivates management to get a concise
overview of what has beehappening with the environmentvhat the big issues
are and how and why they affect the stakeholders; how the sustainable

environment has guided law and policy makers, nationally and internationally, to
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challenge the contemporary environmental issuesatws going on in the
environmental movement and what the government and the financial industry
reaction is; what the business needs to do to develogME that is both
compliant and workable.

Overall, environmental training is about preparing and dthgahe relevant

personnel within all levels in the bank to be familiar with the environmental risks

and opportunities that may have an 1 mpac
the stakeholders.

Financial Department

Part of the research question is to deal with opportunities that may be gained by
implementing particular lending policies and assessing risks associated with them.

The primary objective athe study othis department is to explore responsibilities

and reveal a consistent framework for the definition, assessment, monitoring and
control of risk throughout the bankés | e

department may involve:

T identifying and quantifying thge organi
adopting proper financial protection measures through risk transfer (to
outside parties), risk avoidance, and risk retention programs;

1 developing and updating a complete system for recording, monitoring, and
communicating t he o menapnogranadomponerdss r i s k
and costs to the executive staff and others as necessary; and

1 establishing risk management policies and procedures.

Environmental risks are financial risks (Jeucken, 2001). Environmental risk
appraisal increasingly becomes a maart of credit risk appraisal (Fenchel et al.,
2003; Weber et al., 28), and as reputable studies have reported, ignoring this
process could expose a bank to environmental risks (ThompsoCawibn,
2004; Jeucken, 2001).
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Operational Department

For policies to be successful they should be put into practice. Epstein and Roy
(2003) indicate that alignment of strategy, structure and management systems are
essential for companies to-oodinate activities and motivate employees towards
implementing the glicies. In addition, the implementation process depends on the
companyb6s ability to define a set of mea
these to be compared to cleadgfined goals and targets to measure the progress.
The research questions kde evaluate the translating of policies into dexday
operations and to test the success of the implementation of such policies. The
employees possess the knowledge of work processes that may be responsible for
environmental performance and, thus, thearticipation is crucial in the
successful implementation of an environmental policy (Kassinis and Panayiotou,
2006). Byhavingthe management objectivasstitutionalized hrough rigorously
documented policies communicated to the operational level,ogegd have a

clear vision of what the organization wants to accomplish and can then actively
participate in the process (Epstein and Roy, 2003).

Key responsibilities for this department may include:

1 achieving short and long term profit, growth and pen@nce objectives
of the branches;
ensuring the provision of high quality customer service;
1 ensuring motivated and skilled staff are attracted and retainecheet
short and long term business requirements;
1 ensuring compliance with the policies, andttheanches are not exposed
to unnecessary risks or costs associated withcoompliance;
1 ensuring assets are protected and expenditure is properly managed and
contributing to a long term viable business; and
9 ensuringt he bankds policiesbd6 needs are me

that there is consistency in the approach to managing risk.

The branch is as important as the corporate governance level. The policies and
procedures which are articulated and developed witbpm management are
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without meaning if they are not put into effective practice. This level reflects

whether the environmental policy which is formulated at corporate governance

level is implemented, and at the same time, whether the performance of
envirormental strategies is monitored and evaluated at head office level. Branches
const it utfentot hoef fbsahnokps , in which opportuni
They are alsanore immediatehan head offices in recognizing and meeting their

clientsd environmental expectations.
Public Relations Department

An integral part of the research questions is to identify the potential stakeholders

who may form financial or reputational threats to baaks. A public relations

department directs publicity programs to a targeted audience. The department uses
available communication media to maintain the support of the specific group upon
which their organizationds smeholdeessos depen
the gener al public. A public relations d
point of view on environmental issues to community or spéciatest groups.

For example, banks such as Lloyds TSB, Barclays, Royal Bank of Scotland and
Midland have madtneir environmental policgvailable on reques the form of

packs and leaflets; others like ©perative and National Westminster banks have

provided extensive, high profile publications of their environmental policies in the

form of an anual environmental report (Coulson and Monks, 1999).

The public relations department also evaluates advertising and promotion
programs for compatibility with public relations efforts, and serves as the eyes
and ears of top management. It observes soatanamic and environmental

trends that might ultimately affect the firm, and makes recommendations to

enhance the firmbés i mage on the basis of

The public relations department may confer with other departments to produce
internal company commigations such as newsletters about environmental

relations, and with financial managers to produce company reports such as
environmental reports. They assist company departments in drafting speeches,

arranging interviews, and maintaining other forms ofligutontact; they oversee
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company archives; and they respond to requests for information. In addition, this
department handles special events, such as, the sponsorship of environmental
events, social occasions introducing new services, or other actthéethe firm
supports in order to gain public attention through the press without advertising
directly. A public relations department is responsible for disseminating
information to the public and media via a range of publications and, in particular,
on the bank's website. It is also responsible for the bank's document management
systems, printing and publishing. Overall, the department protects and enhances

the bankds brand and reputation.
Research Department

The research questions endeavtw find whatpotential opportunities and risks

are associated with environmental lending policies. The fundamental role of the
research department is to support other departments in making decisions through
its research and investigations, within and outside of tlganization. The

research department may generally have the following responsibilities:

1 gathering and analyzing data. For example, to assess future lending
opportunities and lending risks;

T designing surveys to assess the banko:¢
preferences and attitudes on environmental issues and to guarantee or
improve their satisfaction; and

1 making recommendations to management on the basis of their findings.

Audit/ Inspection Department

Part of ths research deals with the potential risks associated with lending

decisions. Banks may be held liable for costs caused by a borrower. The audit
department is responsible for conducting independent appraisals of the bank's
actiities, functions and operations to ensure that an adequate framework of
internal and external controls has been established and is operating effectively.
Moreover, audits play an important role in the necessary control, preventive and

corrective measureand actions of aEMS, which is a requirement for obtaining
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certification of theEMS according to 1ISO 14000 series or EMARSAccordingly,

the departmentds primary tasks may incl ui

T monitoring the bankés activities to
accadance with environmental laws and regulations;

T auditing t he bankds environment al an
statements;

T ensuring that the bankds operations a
in a sound and efficient manner and that appropriateageanent and
internal audit systems have been established; and

‘N

T contributing to I mprovements and to

achieve its environmental objectives.

In conclusion, directors and senior managements are key strategic players in
deciding the future of a corporation. Their different roles of leadership, planning,
and communicating and implementing policies provide a comprehensive overview
that enables them to foresee the appropriate policies and practices involved in the
strategic plan$or the banks. Pilko (1989) recommends that the board of directors

and senior departments:

1 develop a proactive environmental policy which is peactithroughout all
levels of the company;

1 conduct a periodic environmental risk assessment whiaessgned to
identify potential problems before they occur;

1 conduct due diligence prior to acquisitions and divestitures, especially for
real estate and land transactions; and

1 develop positive ongoing relationships with regulatory agencies,

customers andhe general public.

The | iterature shows that the tradition
increase the value of sharehol dersd por

understand the other dimenssoof top managementesponsibilitiesregarding

%9 http://www.epifinance.com/www.epifinance.com/project.htm
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environmental concerns, which may affect the shareholders and stakeholders

al i ke. Specifically, this study expands
include anEMS which induces proactive environmental policies that take into
consideration the environmentalbilities on both the bank and the counterparty.

Successful planning and implementation of environmental policies and procedures
requires top managementds relationship w
harmonious rather than in conflict, and thesspective stresses working as a team

to enhance both the financial and environmental performance.

In conclusion, a number of studies, mentioned earlier in Chapter Two, affirm that
environmental concerns cost business if they are not well managed @leucke
2001; Thompson, 1998; Green, 2005). The managerial actions to address
environmental matters require a proactive environmental management, not only
driven as a response to internal and external pressures, but also acknowledging
innovative responses toskis and opportunities for both the bank and the
environment. Moreover, corporate governance must have targets which ensure the

environmental impact is assessed, managed and monitored effectively.

Now that t he top managemen hsiitiesehave i r o n me
been addressed, the next section explains the environmental management
performance indicators of bank lending utilizing the FEPR000 Report and the

Supplement 2005.

3.5 Indicators of operational performance

The set of indicators presentéd this sectiondemonstratehe environmental

performance of bank with regardite operational aspects

3.5.1 Definitions of operational performance indicators
This section provides definitions of two operational performance indicators
regarding the integration of environmental issues ihédending process antthe

financing of environmentalbpriented projects.

127



Definition of indicator 4: environmental aspecs of the core business

Indicator 4 aims at documenting the examination of environmental lending within
the bank:

T indicator 4a specifies the sum of
sheet or the number of loans;

1 indicator 4b describes the sum of lamglior number of loans which are
environmentally relevant;

1 indicator 4c provides the sum of lending or number of loans which
undergo a preliminary examination regarding environmental issues; and

1 indicator 4d specifies the particularly environmentally ret¢vians,
which undergo a detailed examination by internal or external experts,
since an indepth examination of environmental risks led to a more

positive environmental performance.

The definition of indicator 4 is depicted in Figur®:3.

Figure 3.9 Definition of indicator 4 for commercial banking: environmental
aspects of the core business

No Definition of the indicator Relative indicators
4a Sum of lendings according to e
the bank balance sheet orthe

number of loans

4h Sum of lendings or number of 4bi 4a = Percentage of
loans with environmental environmentally relevant loans
relevance

dc Sum of lendings ornumber of 4cf 4b = Percentage of loans with a
loans with a preliminary preliminary environmental examination

environmental examination

Sum of lendings or number of loans 4d/ 4b = Percentage of loans with
4d with a detailed environmental detailed environmental examination
examination

Source: EPFFinance 2000
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The Supplement covers performance measures regarding the interaction of

environmental aspects within the lending process. Indicaton B¥e Supplement

describes the proactive steps undertaken by a bank to raise awareness and improve

the environmental performance of its clients regarding environmental risks and

opportunities; this Wl be explained briefly in thanformation regardingredit

appraisalprocesysee Figure 32). Indicator F8 in the Supplement describes the

percentage and number of companies

hel d

client has engaged on environmental issues. This gives an indication of how the

clienstiorsonenent al

engagement i s

portfolio, and allows for yedby-year comparison.

regarded

It should be mentioned as a reminder that the Supplement includes the indicators

F9, F10, F11, which are applied to asset management, whiat the focus of

this study.

Definition of indicator 5: financing environmentally-oriented pioneers

Il ndi cator 5 ai ms

environmentallyoriented projects:

1 indicator 5a describes the number of loans with high environmental

at

portraying

benefits and innovative characteristics; and

1 indicator 5b provides the volume of environmentalhiented financing .

The definition of indicator 5 is depicted in Figur&@.

Figure 3.10 Definition of indicator 5 for commercial banking: pioneers and

t

innovations

No Definition of the indicator Relative indicators

ba Mumber of loans with both Sal 4a = Percentage of
high environmental benefits environmentally-oriented loans of
and innovative characteristics pioneers and innovations

5h Volume of financing within Sb/da= Percentage of
both 5a categories environmentally-orented

financing

Source: EPFFinance 2000
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The Supplement defines the F12 indicator, environmental product and services, as
Aproducts and services desi @mwiedmental t h an

i ssue(s) o, for exampl e, products designe
water scarcity, enhance biodiversity, improve energy efficiency, etc. F12 also

reports the total monetary value of environmental products, broken down
according tahe loan portfolio lines, and provides an explanation of why and how

the products deliver an environmental benefit.

F13 in the Supplement is designed for the purpose of statistical activities, and
describes the value of the portfolio for each core busities, broken down by

specific regions and by sectors, e.g., agriculture sector. This serves further
processes of engagement with stakeholders who have an interest in understanding

where a bank has portfolio activity in regions or sectors with potentidjly

environmental impacts. This indicator provides the value of a portfolio as a
percentage or as total-baloamredear yheeatl@weas g
highlights the regions and sectors that have high environmental impacts.

To sum up, indicator4 specifically aims at measuring the integration of
environmental issues into the core lending transactions, and describes its
contribution to the reduction of enviro
Indicator 5 concentrates on identifying the aetigontribution of a bank to
environmental protection through the financing of environmental opportunities.

Since environmentalbpriented projects often have a letegm outlook, various

financial institutions have developed -salled eceloans, which prowe

favourable conditions for these projects.

In general, management and operational performance indicators are essential tools
for tracking environmental progress, supporting policy evaluation, and informing
the publi®.

%9 \www.oecd.org/dataoecd/20/40/37551205.pdf
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3.5.2 Implications of operational performance indicators

Normally operational performance indicators describe past performances, whilst
management performance indicators attempt to predict future performances.
Accordingly, banks face two environmental areas of action indésgn of

financial products and services, which are depicted in Figlfe 3.

Figure 3.11Environmental areas of action in the design of financial service
products

Environmental areas of action in product design

Integration of environmental aspects Development of enviranmentally
into the core business process oriented products and semnices

Source: EPFFinance 2000

Within the core business process the first area of acdtivolves integrating
environmental aspects into the existing products and services (loans). This can be
achieved through using risk management to examine the environmental risks and
opportunities, e.g., risks for the bank resulting from land contaminaiidrank

which neglects these responsibilities within environmentally relevant business
areas is at a higher risk in the long term and it is, therefore, against its own
interests if no action takes pldée Figure 3.2 illustrates the credit appraisal
proces overview suggested by the EBRDin the Environmental Risk
Management Manual. The driver behindludingthe EBRD model in this study

is that the credit appraisal process expresses a similar consideration of
environmental risks as part of the credit agal process by UNEP FI and is
similar to studies by Fenchel et al. (2003) aveberet al.,(2010).

®L http://www.epifinance.com/www.epifinance.com/project.htm
%2 \www.ebrd.com/enviro/tools/fi.htm
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Figure 3.12The credit appraisal process

Credit appraisal stage Comesponding environmenta risk management step
Application for credit Step 1: «Reject activities on ervironmental exclusion list
-i— [Environmental |+Carry out preliminary assessment of enviranmertal risk
SCreening = Initial Environmental Risk Rating
* v v v
Credit appraisal ep Z: Lowrisk | Mediumrsk | High risk
nvironmental

«Compliance check for all transactions
«Site wizit for all tranzactions

,‘_ aluation
«F urther investigation by bank staff

mpact and risk

«Environmental
restiew by experts

Final Environmental Report

¥

Credit approval Step 3: +«Review Final Ervironmental Report

(Credit Committes) Environmental |.Ersure risk and level of environmental knowledge
g risk control ac ceptable

«Apply environmental conditions to credit agreement

\ 4

Loan Monitoring Step 4: e onitar ey ironmental compliance, chanoes in legisliation,
+Enui_mn_mental changesin client's business activities

monitoring «Cansider the paotential far ervironmental liability feg thraugh
contaminationy before taking possession of any assets

Source: The Environmental Risk Management Manual by the European Bank for
Reconstruction and Development.

The EBRD model suggested four steps in the credit appraisal process. The initial

step is environmental screening to inves:
on the environment al exclusion 1ist. | f
risk is rated as low, medium or high; this is the second stage. Next is the
environmental risk evaluation and reporting. The loan officer carries out risk
evaluation and reporting based on the level of risk identified at the screening

stage. This includes, for itace, carrying out a site visit, which involves a

detailed regulatory check. The purpose of this risk evaluation is to ensure that the
borrower will not default on the loan for environmehtaklated reasons, and that

the collateral is not undervaluedaltp environmental factors. The credit officer
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should be qualified and able to get the required environmental information, e.g.,

capable of referring to environmental regulations and peramits site visit

guidelines. In a case where the environmental igsilassified as high, the bank

should consider the use of an environmental audit or other input from
environmental experts. If the loan is to proceed, a due diligence report is to
prepared and submitted to the relevant committee for approval. The dpprova
process depends on the level of environmental risk, i.e., whether environmental
liabilities do not present a significant threat to the environment or to the
companyo6s viability, ability to repay | o
bank would notbe exposed to risk arising from direct liability or reputational

damage. This process is not only about evaluating risks; such transactions may

also be associated with environmental opportunities for the bank to finance
products which aim to cut costs arcrease sales, such as, energy conservation

and waste minimization products. Following the evaluation and reporting of
environmental risk and approval of the loan, the bank implements the necessary
procedures to control the environmental risk arising ftbenloan. As a means of

controlling the loan, a condition in the covenant requires the borrower to provide

the bank with ugo-date environmental information regarding the business
operations. The final stage is the environmental risk monitoring, whichresq

the bank to check the progress of the bol
borrowerdéds ongoing compliance with envi |
changes in the business activities or processes carried out by the borrower or
brought about ¥ any new environmental legislation coming into force, and to

monitor the performance of the loan until it is fully repaid.

It is obvious that integrating environmental aspects into lending decisions is not
only about the screening or rating phases; #l$® about the environmental risks

in every other phase of the credit risk management process, which was suggested
also by Fenchel etl.a(2003) as well asWeber et al. (2008 Thus, the
environmental risks should be examined to foresee the environnmaptadt and

any expected loss, and to consider the identified costs in the credit agreement.

Moreover, environmental risks should be controlled and monitored.
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The second environmental area of action in product design is the realization of
market opportuniés through developing and marketing environmervatignted
products and services. Examples of this include loans for particular
environmentallyoriented projects, e.geccloans the provision or mediation of
venture capital and private equity for @wmentallyoriented innovationsand
providing capital for startip firms with particularly environmentaklfyiendly
product ideas. Thompson (1998) claims that banks which are not able to display
such products and services may experience competitivévdiseages. Moreover,

the EBRD indicates that the higher the lending in new environmetfiteghdly

technology within the market the less the associated credit risks.

Based on the previous interpretation of the environmental areas of action in
product design, the next stage describes the applications of management policies
and procedures at the operational level, utilizing the following environmental
performance indicars which were proposed lilge EPFFI 2000 Report and the

Supplement.

3.6 Indicators of motivational drivers

Thesecondnaj or part of this study is to i1Inve
willingness to integrate environmental policies into its lendingisitets, and
consequently, it attempts to answer tbecondresearch question. Aftean

extensive review of the literature, this research utilizes, in addition to other studies
depicted in Table 3.6, sustainability studies, e.g., Isaksson and Garvare; (2003)
Epstein and Roy (2001 and 2003) and environmental studies, e.g., Thompson
(1998), Jeucken (2001) and Thompson &wmivton (2004) which explored the

interface between bank lending and the demand for environmental information.

The selection of these studissrelevant to this thesis for different reasons. First,
these studies recognized the effects of
affected by the state of the natural environment. Second, they reflected the risks

the environment mgmifdio, soithe Bankihasmarkidcentive e n d i

to understand the environmental implications of its operations. Third, the studies

reveal the importance of communicating with stakeholders on issues relevant to

environmental aspects. Stakeholders provide impactdanks, as reflected in
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their roles in environmental legislation, consumer attitudes and public concern

about the environment. Fourth, these studies assure the central importance of the
annual reports as a source of information to various stakeholders o
environment al Il ssues, the bankds environ

performance.

Table 36 Environmental literature in which categories and indicators are
established

Subject Author

Environmental performance indicators SchmidSchonbein andBraunschweig (EPRI
Finance 2000 Report)

Environmental performance indicators UNEP FI'7 GRI Working Group (Financia
Services Sector Supplement: Environmer
PerformanceGRI, March 2005)

Incorporation of environmental consideratio Cowton and Thompson, 2000 and 2004
into banks & cisibne n cand
environmental reporting

Environmental assessment Harbers SoutherlancandFambroughL 994
Opportunities and risks to banks Thompson, 1998

Bankbds responsi bil i t]Ildowuand Towler, 20045reen, 2005
Responsibilities o f | Catasus and Lundgren, 2000

toward stakeholders

Managing environmental risks McKenzie and Wolfe, 2004

The environmental policy gap in New Zealal Barnett and Pauling, 25
putting at risk the

Funding for sustainable development Peeters, 2003

Environmental performance reducing credit r| Fenchel, Scholz and Weber, 2003, 2005
and a positive correlation  betweg
environmental performance and financ
performance

Sustainability: a  business demonstratey Weber, Scholz and-enchel 2010
influencing its creditworthiness as part of
financial performance

Awareness of management of th{ Coulson and Monks, 1999
environmental responsibilities

Source: Author

In the light of these studies, environmental matters have financial, managerial and
operational, and reputational impacts on both the bank and the environment. This
research divides the motivational indicators into three major groups, the

managerial drivey, the financial drivers and environmental drivers, in order to
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facilitate understanding the reasons behind incorporating environmental issues

into lending decisions.

3.6.1 Indicators for managerial drivers

These indicators expl aingorponateyenvirbnementala n k 6 s
issues into lending activities. In other words, the indicators illustrate the
management strategy in considering environmental aspects, whether it is proactive

or reactive, defensive or preventive, offensive or sustainable. fidieator

measures, more accurately, the management perspective, knowledge and values
regarding the level of incorporating environmental aspects into lending decisions.

These indicators include the following reasons:
complies with legislation and regulatasguirements;
forms part of the bankds top manageme.]

1

1

1 shareholders and customers expect it;

T enhances bankds reputation and brand,;
)l

avoids pressure from public, media, NGOs and various stakeholders.

3.6.2 Indicators for financial drivers

Theseindicators include risks and opportunities for both the bank and the clients.
An environmental risk or opportunity to a customer is also considered as a risk

and opportunity for a bank. These indicators include the following reasons:

avoids or mitigatesrevironmental liabilities;
manages environmental risk;

prices credit to reflect underlying risk;
protects customer deposits;

gains market advantage and builds profitability; and

=4 =2 =4 A 4 -2

exploits opportunities in financing environmental pioneers projects.

3.6.3 Indicator s for environmental drivers

Much of the environmental literature within the financial institutions tends to

describe the drivers behind integrating environmental issues into lending
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decisions to the extent of avoiding the risks the bank may incur, budsplass
importance on those designed for environmental protedidanberset al., 1994;
Thompson, 1998; Coulson and Monks, 1999; McKenzie and Wolfe, 2004,
Fenchelet al., 2005, Green, 2005). These indicators test and explain the motives

behind environmental care. Such motives may include:

1 bank believes in pursuit of sustainable environment; and
1 bank believes that its lending operations could have an impact on the

environment.

To conclude, the motivational indicators are to be treated in conjunction with the
management and operational performance indicators. In addition to their
measuring environmental performance within fance 2000 and the
Supplement, there wasneed to extend the indicators to include what motivates a
bank to adopt environmental issues in lending decisions. This is an important part
in the components of existing sustainability and environmental models and in the
proposed environmentélamewok, which considers the motivational drivers in
evaluating the bankds performance regar
example, the studies of Epstein and Roy, 2003; Isaksson and Garvare, 2003;
Steger et al., 2007; Weber et al., 2005; Feldman el @®.7; Hunt and Auster,
1990; Crosbie and Knight, 1995).

3.7 An environmental sustainability framework for banks

The objective of the previous sections was to define and describe the three aspects

of the bankbds environment al opemtioisandmanc e :
motivations. This i1s in order to facilit
one of the sustainable environmental levels; thereatfter, it is possible to classify the

bank from an environmentally sustainable perspective. In order ématttto

identi fy t he l evel of environment al S
environmental lending practicenew environmental bankramework will be

devel oped i n t his research, based on
Sustainability Attitude Model 20Q01Epstein and Roy, 2001, and Isaksson and

Garvare, 2003), the Efinance 2000 Report, the GRISupplement 2005, and

the environmental models which are shown in Table 3.1. Tiaisework
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provides an overview of different levels that could be reacheddayla and what
each level indicates, according to the three major categories of indicators:

management, operations and motivations.

3.7.1 Environmental sustainability levels

Sustainability reflects concerns about our world. In this respect, a variety of
appro@hes have been developed that are concerned with reducing the impact of
human actions on the physical and semiural environment (Peeters; 2003,
Morris, 2002; Thompson and Cowton, 2004; Coates, 2007).

It has been argued by many authors that businesisesld recognize and
acknowledge the issue @D and the need to create awareness of it among
employees, stakeholders, consumers and society as a whole (Barnett and Pauling,
2005; Jayne, 2002; Roper, 2004; Evans, 2005; Myers, 2005; Coulson and Monks,
1999) Different responses of organizations to environmental problems range from
simply ignoring it to the need to change their attitudes towards sustainable
behaviar. Increasing numbers of organizations have acknowledged responsibility
for their legal and ma@l behaviar towards the environment, caused by external
pressure and/or an internal sense of responsibility (Catasus and Lundgren, 2000;
Thompson and Cowton, 2004). Thus, sustainability is not a single absolute
standard there is a wide spectrum of atiites and levels of commitment towards

the concept, ranging from a very weak position on sustainability to a very strong
commitment. In the pursuit ofSD, governmental and negovernmental
organizations have established environmental guidelines, initiataed
principles; have issued various statements to affect the behafipeople within
organizations; and have attempted to measure the level of commitment to the

concept.

This study utilizes the environmental sustainability strategies available in the
environmental models and the environmental performance indicators which were
shown earlier in this chapter. The most common levels of progress identified in

previous literaturareillustrated in Table J.
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Table 3.7Levels of environmentalsustainability

Study by Level 1 Level 2 Level 3 Level 4 Level 5 Level 6
Hunt and | Beginner Fire fighter Concerned Pragmatist Proactivist
Auster citizen

(1990)

Azzone Stable Reactive Anticipatory Proactive Creative
and

Bertele

(1994)

Elkington | Ignorance Awakening Denial Guilt/reduction| Conversion Integration
(1994) of guilt

Crosbie Do nothing Defensive Social Strategic Sustainable
and responsibility opportunity business
Knight

(1995)

Rondinelli | Reactive Proactive Crisis Strategic

and preventive

Vastag

(1996)

Hart Pollution Product Clean

(1997) prevention stewardship | technology

Berry and | Non- Compliance | Beyond

Rondinelli | compliance compliance

(1998)

Callens Unsustainability| Not taking Active/Proactive| Proactive Sustainable
and SD into

Wolters account

(1998)

Brokhoff | Defender Escapist Dormant Activist

et al.

(1999)

Zoeteman | Very Unsustainable Nearly Sustainable Beyond
(2001) unsustainable sustainable sustainable
The Ignorance of Reactive Partial and Full Environmental
proposed | environmental voluntary integration = | priority
levels issues integration of financial and

(Author) environmental | environmental

issues

considerations
are treated
equally

Source: adapted from Kolk and Mauser, 200)

A challenge to the classification of the stages of the environmental strategy is the

interpretation of the strategy at each level with respect to other terminologies that

closely deliver a similar meaning, but are categorized at a different level(s).
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However, this should not prevent researchers adopting a common terminology,
which can then be adapted to this study to identify the proper term for each level.
Therefore, the interpretation for each of the five different levels of environmental
sustainability rentioned is based on the assumption that the attitude of
corporations or industries reflects their level of awareness of the impact of their
actions and their willingness to take responsibility for their consequences.
Furthermore, the abovweentioned strafgies in the environmental models can be
used to assess the attitudes of banks in five main categories. Each category is
characterized by a different way of corresponding to the different environmental
sustainability levels. When the models are appliedbtsiness, each level
represents a different management approach, a different level of understanding or
a different way of working, or even a different organization structure. As the
managerial attitude develops towards higher environmental sustainadilélgs,|

the organizational mindset evolves from ignorance and resistance to anticipation
of managing the commons. Given the literature and the environmental models
depicted in Table 3, the five most common levels of performance can be defined

from an enwionmental perspective, as follows:

Ignorance of environmental issuesthis means exhaustion of resources,

unrestricted disposal of wastes and limited power of the government, who
counteract only when an accident happens. Businesses focus to a largerextent
profit, which narrows their horizon to their momentary and monetary needs, while

not considering the health and environmental issues in their operations.

Reactive corporations meet increasing legal restrictions as a result of exploitation
of nature ad pollution. Waste is discharged in sites where there is no immediate
effect on local society. Businesses resist as much as possible environmental rules
or environmental measures being enforced or implemented or imposed by

government and/or green NGOs. Bigsses believe such rules imply higher costs.

Partial and voluntary integration of environmental issues (Proactivejis
means that businesses and governments start managing and protecting the
environment from exploitation by applying legal requiremgmist yet set by

law). Business takes responsibility to limit environmental damage and negotiate
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with governments and green NGOs to meet environmental responsibilities and

have a legal environmental framework.

Full integration means ceexistence ofpeople and nature. Businesses and
governments not only implement the rules, but also consider the needs of
consumers, other stakeholders and future generations. Thus, westeitgered

as a resource and all agents take responsibility to protect the natural environment.
The environmental aspects are broadened toaS®the Precautionary Principle

is considered.

Environmental priority means stepping from eexistence to careation. The
challenge for corporations and governments is not only to protect the environment
and meet the stakeholdersod wishes, but

beyond scarcity and the existing characteristics for society at large.

The next section wilintroduce a new approach for assessing the attitude of a bank

towards the concept of environmental sustainability.

3.7.2 Environmental sustainability framework

In this study a bankdés | ending activitie
perspective. The emonmental performance indicators will be evaluated at five
environmental sustainability levels and will be adapted to comply with the

specific demands of the banking industry (Figure 3.13).

% The Precautionarfrinciple is a way of making decisions that better protect the environment
and human health. The Precautionary Principle basically says, "An ounce of prevention is worth a
pound of cure." If a practice poses threats to human health or serious envirortfaetsge, the
Precautionary Principle uses the best available science to identHgftextive measures that

would prevent harm. Source:http://environmentalcommons.org/precéadizkground.html
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Figure 3.13 Environmental sustainability framework for banks

Environmental Level 1 Level 2 Level 3 Level 4 Level 5
sustainability lgnorance Reactive Proactive Bank wide involvement  Manace commons

Managerment ‘ ‘ ‘ ‘

indicators

Operational

indicators

Motivational ‘ ‘ ‘ ‘ ‘ ‘
indicator

Source: Author
The five environmental sustainability

be customized, and described as follows:
Level one Ignorance

At this stage the focus of the bankods
is economic health, which only takes into consideration profits and ignores
activities that do not demonstrably benefit the bank. There is rapetion
between the bankg sector and governmental and sgmvernmental
organizations, and usually there are no environmental lending policies, procedures

and practices to be incorporated in everyday transactions at all levels of the bank.

Level two: Reactive

The bank, at alldvels, considers environmental issues in its lending operations in
an adhoc and inconsistent manner. The bank complies with certain environmental
standards only when forced by law to take certain responsibilities. In other words,
operating activities inclde ecological issues, as long as they deliver gbort
benefits or areaffected by external pressure from the government, NGOs or
society in large. Pilko (1989) observed that the bank, at this stage, is struggling to
comply with existing regulations. €hbank, however, starts thinking about its
long-term continuity and transmission to the third level. A major characteristic of
the relationships between the levels is-wr@y communication, and the twoay
information exchange is described as unclear.neaniore, environmental policy,
roles and responsibilities, training and auditing are either not available or

insufficient, or are not made clear to the various levels in the bank.
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Level three: Partial and voluntary integration of environmental issues

(Proactive)

At this stage the bank has established an environmental policy and environmental

roles and responsibilities. It has a clear environmental strategy to be implemented

in dayto-day lending activities. The bank accepts its legal requirements and
environmentprotection responsibilities voluntarily and seriously. The bank
considers environmental aspects in its lending decisiaking and recognizes its

important role in protecting the environment. It also makes covenants and shows

good intentions with geernment and NGOs. Moreover, the bank realizes that
environment al ri sks (direct, indirect, a
its own financial position alike and also starts realizing potential opportunities in

lending to environmentalhyfriendly projects.

Level four: Full integration

Environmental aspects are incorporated at all levels of the bank in its daily
lending transactions. The bank goes beyond compliance with regulations in
managing environmental risks. Economic, environmental sowial issues are
equally considered in a loftgrm vision when making lending decisions. The
bank strives to consider tlmensensus ddll its stakeholders during the decision
making process, in a wiwin situations for all parties. The bank, at this stage, is
truly committed to a sustainable environment and is not just complying with
national or international principles or guidelines. The bianélso, at this stage,
effectively involved in seeking opportunities available from lending to

environmentallyfriendly projects and pioneers.

Level five: Environmental priority

At this stage, the bankds envi mraigesnent al
go beyond its own organizational reach, and society goes beyond sustainability.
This is what is aimed for in the future. The bank voluntarily chooses to conserve

the global commons and bear the responsibility which aims at a sustainable future.
Managing the commons could involve lending against very low interest rates,

investing in environmentl-friendly projects, and providing only services and
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products that are environmentally sustainable. The bank sacrifices financial

returns to preserve a samable environment.

Although sustainability is arguably more a direction than a goal, the bank may

choose to pursue the ideal in order to come close to it. This study explores the
attitude of Westpac towards the concept of the integration of environnssutas

into its lending activities. Three environmental performance indicators are

empl oyed to measure and evaluate the ban

of environmental sustainability.

3.8 Conclusion

In order to improve understanding of enviromta¢ management, behaviour and
performance, academics and agitioners have suggested environmental
management modelsncluding indicators,as tools toinform organizational
design strategiesand policies. Specific indicators to measurea bank 6 s
environmental performance applied its actual behaviouhave not yet been
developedExistingindicatorsfocus on environmental management rather than on
environmental performance, whichin turn, underlies the deficiency in
implementation In this study, ach indicatorshave beenadapted by further

specifying the criterigo be satisfiedn ordertofitwithabank 6 s oper ati ons

In order to analyse bank practices in incorporating environmental matters into
lending decisions,a bank environmentaframework which contairs three
categoriesof environmental performance indicatorsnanagement performance
indicators, operational performance indicators and motivational indicatoas

been developedn this chapter, indicatotsave been identifietfom the academic

and professional literatur@he process of developingdicatorsassists irsetting
goalsandtargets compaing and monitoringactualperformanceandimproving

the training and development provisions for staffi particular, developig a
banko6s envi r on naprotes the léndirgndecsionr proceby
consideing the environmental risks and opportunities. This, in turn, improves

bank financial and environmental performance.
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Specifically, nanagement performance indicators measure the strengths and
weaknesses of topnanagement in integrating environmental policies and
procedures into lendingctivities.Operational performance indicators measure the

extent of applying the environmental poéisi and procedures in two primary

aspects, core business processes and financing environmeraakgring

projects. Mot i vati onal indicators i nvestigat e
integrating environmental issues into lending policies and practices in three main

areas, managerial, financial and environmental.

To concludejn this chapter an environmental sustainapfiiamework applied to
the banking sector isleveloped This framework facilitates evaluation of
environmental performance with regatd lending activities The framework
provides an overview of different levelsf performance. Itenablesbank

environmeral performance to be measureding three major categories of

indicators management, operational and motivational drivers
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CHAPTER 4 - RESEARCH METHODOLOGY

4.1 Introduction

This chapter specifies the research objectives and methodology. Details of the
design, data collection, analysis, reliability and validity of research methods are
included. The quantitative and qualitative research methods are outlined and the
use of a sigle case study arttie triangulationapproachare explained.

4.2 The research problem questions and study objectives

The research began with the identification of the research problem and the
research questions. The research problem in this study is déowea review of

the literature (Chapters 2 and& well as investigation into the lending practices

of commercial banks in New Zealand. The probkplored in this study is how
banks shoulatonsider environmental issues when making lending decisibiss. |
easy to say that banks should respond to growing environmental concerns by
customers and stafbut it is another thing to be clear about the appropriate
response. A number of specific questions assist in making this research tractable.

Namely:

1. how des We s t praanaement address environmental issues when
making lending decisions?
2. why does the bank integrate environmental issues into its lending

decisions?
The first research question explores:
A the bankods approaches tsoesintatbeirr por at i n
lending decisions;

A what actions the bank takes to address environmental issues when making

lending decisions.

This question explores the management approach to addressing environmental

issues and the actions that take place at the opeablsvel.
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The second research guestion expl ores
(managerial, financial and environmental) to incorporate environmental issues

into lending decisions. The motivations are discussed in Section 2.6, pa8®&s 78

Therefore, lhe first research question sedksunderstanchow the management
administers the lending decisioasthe various business levels, but the second

research question seeksuncovethe impulse behind such administration.

The aim of this study is tanderstand how, and to what extent, environmental
issues are considered in bank lending decisions, and what motivates banks to

respond to these issues. The objectives are to learn:

1 bank approaches to incorporating environmental issues into their lending
decisions

1 what actions banks take to address environmental issues when making
lending decisiorns

1 to what extent a bank gains competitive advantages through implementing
an environmental strategyrhe risks can be measured by #vepected
val ue o fiabdity a3 a regulh sf enivironmental damage and/ or a
default by borrowers. The opportunities can be measured against the
number, value and diversity of loans to environmenti@gndly projects;

1 the reasons banks consider environmental issues in letelongons

1 of any -evidence -concerning the effectiveness of incorporating
environmental commitments into lending decisicarsd

1 how to improve the environmental practices associated with lending

decisions.

4.3 Research approach

According to Easterb$mith, Thape and Lowe (2002), social research has two

main philosophical paradigms, either positivism or social constructionism. A

positivist approach reflects that the social world exists externally, and its

properties should be measured through objective methatther than being

inferred subjectively through sensation, reflection or intuition. The quantitative

paradigm is based on positivism. Science is characterized by empirical research,
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where all phenomena can be simplified to empirical indicators that reptése
truth. The ontological position of the quantitative paradigm is that there is only

one truth, an objective reality that exists independent of human perception.

Epistemologically, the investigator and investigated objects are independent

objects andeparate from their social contexts. Thus, the researcher is capable of
studying a phenomenon without influencing it or being influenced by it. This type

of study is whatGuba andLincoln ( 1 9 9 4, p.110) expressed &
place as throughaoneawy mi rror . 6 The goal of a quan
to analyze and measure causal relationships between variables within-fe@lue

framework (Denzin and Lincoln, 2005). The quantitative method involves highly
structured protocol, randomizatiomdaadministered questionnaires with a limited

range of predetermined responses. Sample sizes in the quantitative method are
usually | arge, thus ensuring the studyos

population of the phenomenon under investigaticas{&bySmith et al., 2002).

In contrast to this, a social constructionist approach views the world as socially
constructed and subjective. Social constructionism is one of a group of approaches
that Easterbysmith et al., 2002 refer to as interpretive hoels. As far as the
ont ol ogy of the approach is concerned, t
construction of reality, which is constantly changing over tinEhe
constructionist paradigm stems from the view that the reality is not objective and
exteriorbut issocially constructed and given meaning by peolks{erbySmith

et al., 2002 In the qualitative approach the investigator and the object of study
are inteactively linked so that findings are mutually created within the context of

the situation that shapes the inquiry (Guba and Lincoln, 1994). Qualitative
research stresses the process and meanings of the topic of interest. Techniques
used in qualitative sties include irdepth and focus group interviews, and
participant observation. Samples are not meant to represent large populations;
rather small purposeful samples are used to provide valuable information. Since
the early 1980s there has been significgmwth in the volume of social
constructionism research (Eastei®yith et al., 2002). Table 4.1 describes the
differences between two approaches.
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Table 4.1 Differences between Positivism and Social Constructionism

Positivism Social Constructionism
Role of observer must be independent, minimg is always part of the process
and irrelevant and what is being observed
Human interest should be irrelevant are the main drivers of scienc
Explanations must demonstrate causality | aim to increase general
understanding of the situation
Research progresses through hypotheses and deductions tq gathering rich data from which
test ideas are induced, case study
based
Concepts need to be operationalized sq should incorporate stakeholdg
thattheycanbemeasured |s & per specti v
Units of analysis should be reduced to simples may include the complexity of
terms whole situations
Generalization through statistical probability, tight theoretichabstraction, defined
conclusions about findings, | and focus on process not
generalizable outcome, answer why, but
empirically rich in detail
Sampling requires large numbers selected Small numbers of cases for
randomly specific reasons

Source: Table 3.1 from EasterbySmith et al. (2002) Management research: an introduction.
London, Sage. P.30

Each of these approaches has its own strengths and limitations (Patton, 2002). In
the case of quantitative approaches, the main strengths are that they can provide
wide coverage of a range aftuations and they can be fast and economical,
particularly when statistics are aggregated from large samples. However, the
drawbacks of these approaches are they can be inflexible and ariifieftdctive

in understanding processes or the significahes people attach to actigrend

not very helpful in generating theories.

Qualitative methods tend to allow mome-depth and detailnvestigationthan
guantitative methodsf a phenomenariThey also provide a way of gathering data

that is seen as naalrrather than artificial. Qualitative data is a source of well
grounded, rich descriptions and explanations of processes occurring in a local
context Miles and Huberman, 1984Yualitative research therefore seeks to
select informatiofrich cases relevanto the research questiodmong the
weaknesses of qualitative methods are that a great deal of time and resources are
required for data collection, the analysis of data may be very difficult and

cumbersome, and there may be a lack of clarity with respéiee conclusions.
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Although the distinction betweeime two approaches may be very clear at the
philosophical level, when it comes to the choice of specific methods, and to the
issues of research design, the distinctions betwsath often break down
(Bulmer, 1988). A combination of these approaches, in a single research study,
commonly known as triangulation, compensates for the weaknessbettof
approache$y countefbalancing the strengths of one another. East8rhith et

al. (2002 argue that, in factice, research rarely falls neatly into the positivism or
social constructionism approach. Business and management research is often a
mixture of bothlt is assumed triangulation does not share the same weaknesses or
potential for bias (Rohner, 1977hcreasingly, authors and researchers who work

in organizations and with managers argue thase approaches do not exist in
isolation and thereforene should attempt to mix both approaches to some extent,
because this provides more perspectives on teagrhena being investigatadd

develos a more complete understandifitasterbySmith et al., 2002).

4.4 Triangulation

Triangulation refers to the use of more than one method to the investigation of a
research question to facilitate validation and confidemcdindings (Denzin,
1978).Webbet al. (1966) and Denzin (18] were among the first to introduce

the term o6triangulationd into the soci al
Triangul ation is broadly defineahofby Denz
met hodol ogies in the study of the same p
from Scandura and Williams (2000, p . 125
i nvol vement o f more than one msmdfiearch s
definittond tri angul ation is provided by St ake
multiple perceptions to clarify meaning, verify the repeatability of an observation

or i nt erWebkelt aei omd . (1966) suggest 6onc
confirmed by two or mar independent measurement processes, the uncertainty of

its interpretation is greatly reduced. The most persuasive evidence comes through

a triangulation of measurement processes:

Denzin (1978) and Patton (1988uggestfour types of triangulatiori data

triangulation, investigator triangulation, theory triangulation, and methodological
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triangulation. Data triangulation refers to the gathering of data at differerg time

or from different sourcem the study of phenomenommvestigator triangulatiors

the use of multiple researchdralependentlyto collect data on the sansudy

and compare the resylgsresuming that different researchers will bring different
perspectives, thinking and analysis, thus strengthening the final assessment. As far
as triangulation of theories is concerned, research should examine the
phenomenon from different theoreticalntage points to see which would be the
most robust in helping to clarify and explain what has beemstigated
Methodological triangulation refers to the use of multiple methotidata
collection to gain the most complete and detailed data possible hen t

phenomenon.

According to Blaikie (1991), the reason for using triangulation is to reduce bias
and increase validity of a research that uses only one research migthod
gatheringdataei t her quantitative or qualitatiyv
theme in discussions of triangulation has been the desire to overcome problems of
bias and validity. It has been argued that the deficiencies of any one method can
be overcome by combining methods and thus capitalizing on their individual
str engt h idesearphstublylpbt@ntial biases can be identified through
methodology, data and investigators. If one uses only one method, for example, a
closed questions interview, the data is limited to responses to the specific
questions and especially in the apiges provided. Other possibly more
important information is not included. Therefore, the results will be biased
towards the preconceived categories provided by the researcher during the

conversation with the respondent.

Glaser and Strauss (1967) stressddle need f or triangul ati on
many instances, both forms of data are necessamgt quantitative to test
qgualitative, but bot h used agp. Buppl emer
Moreover, the use of both methods need not coniiiitt the research philosophy.

Both types of inquiry inform each other, whether by questioning or confirming

findings.
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Consistent with other researchers, Bryman (1984) also believed that combining
guantitative and qualitative methods is a process of validaty triangulation of

the data collection techniques and the comparison of the finddeggaus (2002)

points out quantitative research enables the researcher to arrive at a theory. The
theory can then be tested through further qualitative meti@a#e other hand,

Flick (2002) argued that triangulation is not a tool or a strategy of validation, but
an alternative to validation. According to him the combination of multiple
methodological practices, empirical materials, perspectives and observers in a
single study is best understood as a strategy that adds bgeadth, complexity,
richness and depth to any research inquiry.

Nonetheless, triangulation itself is not without some criticisms. Fielding and
Fielding (1986, p . 3i3a)n gaurl gaut @ do ntdbh adto et Mmeoc
minimize bias, nor increase validitgf findings According to them theories are

generally the products of quite different traditions, so, when they are combined,

one might get a fuller picture, but not a more objeactive e . They added ¢t h
should combine theories and methods carefully and purposefully with the
intention of adding breadth and depth to our analysis but not for the purpose of
pursuing objective trutih Sections 4.6 and 4.7 address thealitative and

guantitative analysistilized in this research

4.5 Case study

In social science research there are a number of strategies that can be employed to
conduct research: case studies, experimeiservationssurveys, histories, and

analysis of archival informain (Yin, 1984. The selection of a suitable method

generally depends on: first, what the research question is; second, the control a
researcher has over the actual eveatsd, third, the focus on contemporary

trends. As far as a research question is aoeck Yin (2003) points out that case
studies are the preferred strategy when
being posed.Creswell (1994) provides a case study definition with five
components. A case study is a single, bounded entity, studiedaiih, deth a

variety of methods, over a sustained period of time. A case study may be an

almost entirely positivistic or almost entirely constructionist study, or anything
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between these two paradigms (Remenyi et al., 1BB8)research questions of

this sudy 1 how/what and why the bank addresses what environmental issues

when making lending decisionsc | osel y d&nd s CrYefamsesf | 0 s
research question. In terms of the invec
study is applicable to empiat inquiries when the investigator has little control

over events (Yin, 2003). In the study of the incorporation of environmental issues

into the bankodés |l ending decisions, t he
practice. It is determined by a range efonomic agents interacting with
environmental phenomena. Moreover, a case study is preferred when the focus is

on a contemporary phenomenon within some-litalcontext, especially when

the boundaries between the phenomenon and context are not veryYifea

1981). This is undeniably relevant, since the study on integration of
environment al i ssues into banksd6 | ending
its infancy; and it is especially relevant in the context of banks in New Zealand,

where soittle of such research has been conducted. Since this study satisfies all
three of these criteria, . e., the resea

events and contemporary phenomenon, a case study methodology is preferred.

In general, there are two types of case study: single and multiple. This research
utilizes a single case study design, where Westpac is the central focus in the
research.

4.5.1 A case study strategy

This section discusses a number of parameters and bountadetineate the

area under investigation. In particular, why Westpac has been chosen for the study
of the integration of environmental issues into its lending processes. First, the
bank has a long history of incorporating environmental consideratioositat
business activiti€s. It initiated an environmental policy in the early 1990s, with

an approach centered on BMS. Its environmental policy covers areas such as
managing the ecological footprint, measuring and reporting on environmental
performanceand the incorporation of environmental considerations into the risk

management framework. It has reported on its environmental performance, since

& \www.westpac.com.au/docs/pdf/aw/EnvironmentalPolicy.pdf
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2004, through annual stakeholder reports. Often, the bank reports that
environmental considerations are faetb into its lending decisions and that it
adheres to thé€ePs in managing environmental risks in project finance. A
reasonable conclusion, based on information from the annual reports and its
website, is that the bank believes that taking advantage afoemental risk
management opportunities is consistent with its objective to enhance shareholder

values.

Second, Westpac is the only bank who issues an annual New Zealand stakeholder
report. This suggests, at this stage, that considering multiplesttatses of banks

in New Zealand integrating environmental aspects into their lending decisions is
unrealistic. However, to increase our understanding of the issue, validate the
findings of Westpat stakeholder annual reports, and to have a base for the

int erpretation of Westpacbés environment al
banking and financial services organizations, HSBC, was selected for comparative
purposes. It published its first environmental policy in 1997 and adoptdePthe

in 2003°. Its policy is to manage the potential environmental risks associated with

lending by following international standards of good practice, such &Pthe

Third, Westpac has, and will continue to have, a large impact on the natural
environment in which it opates and on New Zealand society as a whole. With
over 1.2 million customers and over 5500 $fafiiz$ 48.795 billion in the loan
portfolio®” and 21% market share, which was the largest share of any bank in New
Zealand in 200%, the policies and practices ®estpac shape the financial
position of many individuals and influence the state of the New Zealand economy

and the countrydés natur al environment .

As this research focused on a single case study strategy, the investigation started
wi th anal ysannugl stikeheltlep raporfs (early 2007). These reports
were examined using standard document analysis methods (Owen, 1984; Jones
and Shoemaker, 1994). Two academics from Waikato Management School, in

8 www.hsbc.com/1/PA_1_1_S5/content/.../hsbc_in_society.pdf

% \www.westpac.co.nz/olcontent/olcontent.nsf/Content/Westpac+today
®"Westpac New Zealand General Disclosure Statement 2009

% Westpac Stakeholder impact report 2006, p.12
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addition to the researcher, were asked to highlighthal statements concerning
environment al i ssues in Westpacbs annual
of the bankods e(AppandixoB)h Tinereaftea, the evidemce avas
categorized into three major categories. Each major category corisistsimber

of subcategories, and, in turn, each stdiegory contains a number of indicators
(Appendix A). The major categoriessubcategories and indicatorsvere
developed from a continuous learning process gained from the literature and
We st p ac breporas.nTio udantify the process of recording the evidence,
studies such aGray et al. (1995) point to the number and amount of disclgsures
and Hackston and Milne (1996) indicate the volume of disclosure. Sarantakos
(1993) and Unerman (2000) suggese tfollowing criteria in identifying the

evidence of an indicator:

1 the evidence is linked to an environmental issue and appears in the
document;

1 the frequency of appearance: in the form of the number of sentences, the
number of words, the number of docunseand the number of characters;

1 the significance or prominence of the evidence in the document;

1 the evaluation of the evidence: whether it is a positive, negative or neutral
factor;

1 the intensity of the evidence in the document; and

volumeof disclosure signifies the relative importance of that evidence.

This study is unique in identifying the indicators. In addition to utilizing the
studies of Grayet al. (1995) Hackston and Milne (1996)Sarantakos(1993)

Unerman (2000), this researchctises on the content and the quality of the

i nformation provided. Deegan and Rankin
to infor mat i osmsidch dscequity ungestors, gaditons, pemployees,
analysts/advisors, business contact groups, govertnamel public. This research

takes account of their observation.

By February 2008 the process of recording the evidence was completed using
three major categories: management performance, operational performance and

motivational drivers. The lack of evidec e under certain catego
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annual reports and the need for further richness of evidence motivated the

researcher to conduct sestructured interviewwi t h t he bankos staf

further information. Seventeen opended questions weremposed, based on

the findings from Westpacod6s stakehol der

The first contact took place in November 2008 with the General Manager
Business Banking. He suggested contacting the ManagEnvironmental
Sustainability. An email as sent to her in November 2008; she replied in January
2009, and a meeting was arranged in February 2009. In the meeting, the manager
was given a document which classified

from a lending perspective into three majoregatries in response to the evidence

obtained from the bankds annual reports

meetings be arranged with the Dbankds
recommended that the researcher start interviewing staff fromlHansin 6 s ma i
branch. A meeting with the Regional ManageWaikato/Bay of Plenty, was
arranged for & June 2009. In preparation for the meeting a document containing

the proposed questions (Appendix C) was sent to the Regional Manager.

Seventeen questionsere discussed with the Regional Manager for one hour.
Later, a draft of the questions and the answers was sent back to him to confirm it
was an accurate record. The Regional Manager updated the version with some
changes that including a request for tledetion of question 14. The researcher
duly wupdated the final version accordi
requested final approval for the questionnaire. Owing to the cautious approach by
Westpac and the amount of time between stages of agngeime process lasted

more than six months.

Since there was limited time for this thesis and progress was so slow, the
researcher moved on to conduct further research aimed to enrich the case study
outcomes. First, a comparison of the environmental teygoperformance of
Westpac and HSBC in their stakeholder reports over the two years 2007 and 2008
was conducted. The study focusedtba incorporaton of environmental issues

into lending decisions in three major areas of investigation. management

performance operational performance and motivational drivers. Second, a survey
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guestionnaire was conducted to coll ect i
bark s 6 environment al performance from a |

researched and the people canvassed were located in New Zealand.

With regard to the study of the comparison between Westpac and HSBC, the
researcher followed the same strategy appleedecording the evidence from
Westpacds annual reports from 2004 to 2
appropriate experience from that researc!|
reports and, therefore, there was no need to employ academicst foutpose.

Figure 4.1 illustrates the holistic nature of the case study process and the
relationship between gualitative/quantitative and positivism/social
constructimism in this researchThe four sources of data provide information
which was structuretb answer the research questions. Each source of data was
designed to answer the research questions covering the two major themes in the

research: the management and operational performance, and the motivations.
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Figure 4.1 Holistic approach for case study strategy

Case Study

N

Qualitative

Quantitative

L

Annual reports

Comparison studgf

annual reports

Conduct structured

openended interview

Survey questionnaire

Perform thematic analysis

Source: Author

N

Triangulation of findings

4.5.2 Questionnaire

A questionnaire was developed to find evidence complementary to that provided

from document analysis and an individual interview. Floevey questionnaire

-

A

Performstatistical analysis

was applied to obtain the views of both the public and srdoemed people

within the wider public.

Prior to the survey work (June 2009), the researcher started designing the
questionnairgutilizing the pilot study concept. This process is an integral part of

instrument construction (De Vaus, 2002). It tests whether or not a questionnaire
will be understood by the respondents. Specifically, the pilot study was conducted

to establish how tphrase each question, to evaluate how respondents interpreted
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the questions®d meanings, and to check wh

sufficient.
The pilot study processes were as follows:

1 the first stage included an extensive review of the dnadistjonnaire by
the two supervisors and the researgher

1 the second stage included employing five PhD students. This stage proved
to be very helpful in the sense of rewording and restructuhagextto
increase comprehensiothe questionnaire

1 the thrd stage included employing eight people from the public in order to
obtain feedback after the PhD student
that there was a need to change some words to make the questions more
easily understood by the publend

1 finally, a further prdest was conducted by Versus Research Limited
(Versus). A Versus consultant revised and shortened the questionnaire,

and ensured that it was clear to the respondents.

After the pilot study was performed, two paths were followed to conduct the

surveys of the public and the spbpulation of informed people.
Questionnaire design

The design of the survey questionnaire was inspired by the existing literature
concerningenvr onment al i ssues related to bank:
and Catasus, 2000; Fenthet al. 2003; Scholtens, 2006gnchelet al. 2005;

Thompson, 1998; Jeucken, 2001; Thompson and Cowton, .2B8dh question

represents an indicator which aims to mear e bankds perfor manc
major categories, management/ operation performance and motivations.
Management approaches and motivations are both a part tentifiag decision
processandthey should beonsideed together.The unique characteristaf the

New Zealand situation was incorporated in the design.

The purpose was to design a simple, dasgnswer questionnaire, but also to

gather all the necessary information related to the integration of environmental
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i ssues i nto banmkGuérall lthe questionigairedcensisted Bf @

guestions. The structure and wording of the questionnaire were designed carefully

to make it easy to understand. The-f@&t stages (discussed in the last section)

hel ped to make the qggestuidmdd ef drom tadired r

experiences.
The questionnaire asdesigned taollectrespo dent sdé6 vi ews regardi

T whether banksd® management shoul d eff¢
issues when making lending decisipns
T whether banks 6 makenspegific metions to effeciively d
consider environmental issues related to lending decisions
1 what motivates banks to consider these issamed
1 the extent to which banks are effective in addressing environmental issues
when making lending decision¥he questionnaire was also desigrted
gather sociademographic information about the respondents. This helps to
identify the relationships between these demographic characteristics and

peopl edbs Vviews.

The public survey: the purposef the public surveywaa t o expl ore resp
attitudes regarding banksd incorporating
decisions. The researcher recognized that public perceptions are needed to
confirm/ not confirmthe results from other data sources such as docuraedts

interviews The questionnaiteso constructedvas provided to Versus, \idh was

responsible for setting up the questionnaire in an online format, organizing the
collection of samples and hosting the survey online.

Method: surveying for this projectvas completed online. With this survey,
potential respondents are selected from an online panel managed by an
independent online sample supplier; in this instance, Great Kiwi Surveys (GKS).
Each potential respondent was then emailed a link to a surveyagebwhich
allows them to enter their answers directly. An online methodology was selected

for this project for the following reasons:
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1 the questionnaire for this project contained a number of technical terms
which were better delivered via a visual (rattiean awal) format;

1 with online surveying there is greater scope for respondents to complete
the survey at their own convenience (any time within approximately a
week);

1 demographic information about the sample is known prior to sending out
invitationsto complete the survey. Given this, the invitations can be sent
to target cases that fit the sample frame, and the need for screening
conditions at the start of the survey is reduced,;

1 an online approach generally has a higher response rate than a postal
methodology

1 an online method allows greater reach to a large number of people quickly;
and,

1 an online approach is generally considerably cheaper than telephone and

postal methodologies of the same sample size (n=801).

Sample:the population of interest fahis study was those living in New Zealand,
aged 20 and over. The sample for this project was designed to be representative of
this populationThe respondents were randomly selec®dights were applied to

the sample (post surveying) for this projeatensure that the final sample was
representative of the New Zealand population. The following demographic
variable€® were usedto stratify the sample: area of residence; gender; age;
ethnicity; occupation; and highest educational qualification.

The sample (email addresses) for this project was provided by GKS, an online
panel sample provider. Profiling information (provided by people who join the
GKS panel) was used to identify and (randomly) extract relevant cases. These
cases were then providdgo Versus Research and invitations to complete the

survey were emailed to each case providEge response rate was 13.7%.

%9 census data (2006) from Ssics New Zealand (for these demographic variables) was used to

design the sample frame.
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Margin of error: margin of error is a statistic used to express the amount of
random sampling error there is in a survey's reg¢idthn et al., 2006)'he sample

size for this project is n=801, giving a maximum margin of error of3+46
percent at the 95 percent confidence interval. That is, if the observed result on the
total sample of 801 respondents was 50 percent (pointagfrmum margin of
error), then there is a 95 percent probability that the true answer falls between

46.54 percent and 53.46 percent.

The online survey of n=801 people (general New Zealand population) was
completed between the 14th and 17th of Decemi@9.2The average time to

complete the survey was 6 minutes.
The informed people survey

Purpose this survey also aimed to coll

about environment al i ssues rel ated t

ect

(0]

b

responvdieenviss,6 but not their organizations

component of the study targeted people who are likely to be f&temed or
more knowledgeable on environmental/sustainability issues compared to the

general population.

The sampling technique Waikato region organizations were selected to be the
sample for this survey. Informed people were contacted as a result of their
association with: Environment Centre Hamilton; organizations that are members
of the Sustainability Business Netwof8BN) - Waikato Region; University of
Waikato; and local and regional governmental organizations: Hamilton City
Council and Environment Waikato. The sampling technique was further defined
for each selected organization, so that the sample of respondentsasonably

be regarded as representing the views of a defined group of people.

The target was to obtain about 100 completed responses, 25 from each of the
above groups. Ninety three responses were receilied. response rate was
18.8%.

162



























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































