Chapter 8:

Private Finance

by Frances Seymour, Lisa Dreier, and Lily Donge

One ofthe most significant outcomes of the 1992 Earth Summit in Rio de Janeiro was the sobering esti-
mate of the financing needed by developing countries to promote sustainable development and the demand
that northern countries dramatically increase concessional financial flows to the South. Agenda 21, the
comprehensive plan of action produced by the Earth Summit, estimated that the annual cost of implemen-
tation in developing countries would be on the order of $600 billion and called for a major increase in offi-
cial development assistance (ODA), stating that “for developing countries . . . ODA is a main source of ex-
ternal funding.”' However, participants in the United Nations (U.N.) Conference on Environment and De-
velopment failed to anticipate the dramatic shift in the landscape of development finance that actually oc-
curred in the 1990s. Instead of significant increases in ODA, it has been private financial flows to develop-
ing countries that have boomed in the last decade.

The question to be answered in this Chapter is: what actions has the U.S. government taken to ensure that
these North-South financial flows—particularly those originating in the United States—promote rather than
undermine sustainable development? Agenda 21 fails to provide much explicit guidance regarding the goals
or policies that developed country governments should undertake to ensure that private North-South finan-
cial flows promote sustainable development. Chapter 33 of the Agenda on “Financial Resources and Mecha-
nisms” calls for funding to be provided “in a way that maximizes the availability of new and additional re-
sources and uses all available sources and mechanisms.”” Those specifically mentioned include, among oth-
ers, multilateral development banks and higher levels of foreign direct investment.’

Nevertheless, application of several principles from the Rio Declaration on Environment and Develop-
ment* in the context of the private finance of development is relatively straightforward. This Chapter will fo-
cus on the integration of sustainability into mainstream economic decisionmaking and public participation.
To what extent has U.S. government policy on private development finance integrated environmental con-
siderations into decisionmaking, both procedurally and substantively? To what extent has the U.S. govern-
ment promoted public participation in the development of policies related to private development finance?
And to what extent has the U.S. government encouraged leadership on this issue by industrialized countries?

The number of federal agencies with some mandate or activity related to private investment in develop-
ing and transition countries is large. The U.S. Departments of Commerce (Commerce Department), State
(State Department), and Treasury (Treasury Department), as well as the Export-Import Bank (Ex-Im
Bank), the Overseas Private Investment Corporation (OPIC), the U.S. Trade and Development Agency
(USTDA), the U.S. Agency for International Development (USAID), the U.S. Trade Representative
(USTR), and the U.S. Environmental Protection Agency (EPA) all have important roles to play in influenc-
ing the intersection of U.S. international trade, investment, environment, and development policies.

This Chapter focuses on an assessment of U.S. performance in the two policy arenas that we believe to
be the most significant for influencing the environmental character of private financial flows to developing
countries: bilateral export and investment promotion agencies and multilateral financial institutions.
These public institutions provide powerful levers for directing private finance flows toward sustainable
development. However, they are not being fully deployed toward that objective and indeed often contrib-
ute to specific investments and general development paths that result in the degradation of social and eco-
logical systems.’
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The United States has demonstrated fairly strong leadership in these arenas, in relative terms, compared
to other industrialized countries. For example, the United States has imposed rigorous information disclo-
sure and environmental assessment standards on OPIC and the Ex-Im Bank, and has been an advocate for
reform of the multilateral development banks. However, the United States could use its position more vig-
orously to overcome the political, institutional, and technical obstacles that have prevented a more funda-
mental redirection of these public funds toward support for sustainable private ventures.

The Chapter also identifies other opportunities for the U.S. government to leverage private development fi-
nance toward sustainability. Bilateral development assistance policy, bilateral cooperation agreements, interna-
tional investment policy, climate protection policy, and regulation of capital markets all have the potential to in-
fluence private financial flows to developing and transition economies in a more sustainable direction.

The Chapter concludes with specific recommendations for improving U.S. performance in implement-
ing its Rio commitments in the realm of ensuring that North-South private financial flows support, rather
than undermine, sustainable development. With respect to bilateral export and investment promotion
agencies, we suggest that the United States maintain strong information disclosure and environmental
standards for U.S. agencies, and continue working toward upward harmonization of such procedures
across all similar agencies in industrialized countries. In particular, the financing activities of bilateral
agencies should be aligned with the climate protection commitments of both developed and developing
countries. In addition, we suggest that the sustainable development performance of such agencies be re-
viewed, and that the possibility of revising their mandates to enable them to promote sustainable develop-
ment more effectively be considered. With respect to multilateral development banks, the United States
should push harder for integration of sustainability objectives into the private sector-oriented activities of
these institutions. The Treasury Department should monitor implementation and ensure adequate staffing
for this role.

With respect to the roles of other federal agencies, we suggest that USAID continue its support for inde-
pendent civil society organizations in developing and transition countries and that such support be insu-
lated from more narrow U.S. commercial interests. In addition, USAID should provide intellectual and fi-
nancial leadership on the complementary public financing necessary—for example, for the development
of independent regulatory agencies—to ensure that private financial flows are directed toward sustainable
development. We recommend that the USTR integrate sustainable development concerns into the negotia-
tions of multilateral investment agreements. In particular, the USTR should initiate reform of the most
damaging aspects of investment provisions under the North American Free Trade Agreement (NAFTA)
and ensure that international investment rules are compatible with international environmental treaties.

The United States should re-engage in international climate protection negotiations and continue to
promote financing mechanisms such as the Clean Development Mechanism (under the Kyoto Protocol
of the U.N. Framework Convention on Climate Change (FCCC))° that can leverage private finance to-
ward climate protection goals. We further recommend that the United States take steps to “green” private
capital markets by strengthening and enforcing regulations related to corporate disclosure of environ-
mental performance and prospects. Finally, we urge the U.S. government overall to increase interagency
cooperation to develop and promote a coherent strategy to direct private financial flows toward sustain-
able development.

Private Development Finance, the United States, and Sustainability

In 1991, the net flow of capital from North to South totaled approximately $123 billion, with approxi-
mately one-half consisting of ODA and the other one-half consisting of private flows.” In the early 1990s,
however, private financial flows to developing countries exploded as investors sought higher returns in
“emerging markets.” Over the same period, official flows declined by more than one-third. By 2000, de-
spite fluctuations induced by the series of financial crises in the late 1990s, private finance outstripped
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stagnated public flows by a factor of almost seven to one.® The preponderance of these flows went to mid-
dle-income countries, with almost three-quarters of the total concentrated in 10 developing countries in
2000.” While the World Bank predicts that the global economic downturn will lead to a sharp decline in pri-
vate capital flows to developing countries in 2001, it is likely that the private finance of development will
continue to be significant for the foreseeable future.

The surge in private development finance in the 1990s has taken several forms.'' Foreign direct invest-
ment—including investment in new ventures, mergers with and acquisitions of existing private firms, and
investment in previously state-owned enterprises through the privatization process—constitutes the larg-
est portion of North-South finance. Securitized investment—stocks and bonds that flow through interna-
tional capital markets—was negligible at the start of the decade but grew to rival foreign direct investment
in the mid-1990s before falling off in the wake of the Asian financial crisis. Commercial bank loans, an im-
portant source of development finance in previous decades, composed a smaller share of the total and in-
deed experienced negative net flows in 1999 as the level of repayments exceeded new borrowing. Figure 1
illustrates the trends in these flows during the 1990s.

Figure 1
Net Long-Term Resource Flows Composition by Vehicle'”
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On the ground, these figures translate into economic activity on a scale with significant implications for
environmental sustainability, both in terms of the initial ecological footprint of specific investments, as
well as the development trajectory they reinforce. For example, construction of new coal-fired power
plants adds to local air pollution while locking in a fossil fuel-based electricity system for a generation.
Similarly, investment in pulp and paper factories adds to local water pollution while establishing a
long-term demand for forest products that natural forests may not be able to meet. Development of agri-
business often requires converting natural forests to plantations, leading to the significant loss of biologi-
cal diversity over time.

Some impacts of private development finance on sustainability could be positive. Privatization of for-
merly state-owned utilities such as municipal water systems and electric utilities, for example, could har-
ness market incentives to increase efficiency of resource use. Acquisition of existing enterprises ranging
from mining companies to manufacturing facilities to financial institutions could accelerate the transfer of
environmental technologies and management practices that improve environmental performance. How-
ever, such benefits depend strongly on the institutional and regulatory environment within which private
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firms operate. In addition, privatization can lead to adverse social impacts, as market-based pricing of ser-
vices raises their cost beyond the reach of the poor.

The degree to which these private investments reflect sustainable development objectives should ide-
ally be governed by national-level development priorities and regulatory frameworks in the recipient
countries. However, national-level capacity to promote sustainable development objectives has lagged be-
hind the rapid pace of economic globalization. In addition, many of these investments affect transboundary
or global ecosystems for which governance infrastructure is not yet in place. As a result, policy levers in
multilateral financial institutions and in countries from which the financial flows originate assume an im-
portant role in ensuring environmental sustainability.

The role of the United States is particularly important in this regard for several reasons. First, the United
States is responsible for the largest single portion of North-South private finance: the Organization for
Economic Cooperation and Development (OECD) estimates that private flows from the United States con-
stituted 38% of total private flows to developing and transition economies in 2000." (Total outbound pri-
vate investment flows from the United States were estimated to be more than $579 billion in 2000, most of
which was destined for other industrialized countries.)'* Thus, increasing the sustainable development
character of U.S.-outbound financial flows to developing countries alone would have a significant impact.

Second, the United States has traditionally played a leadership role in relevant international fora includ-
ing groupings of developed countries, such as the OECD and the Group of Eight (G-8), and in the gover-
nance of multilateral financial institutions such as the World Bank and the International Monetary Fund
(IMF). For example, the United States took the lead in addressing corruption in international financial
transactions through the Foreign Corrupt Practices Act of 1977. Twenty years later, countries of the OECD
followed suit by concluding agreement on the Convention on Combating Bribery of Foreign Public Offi-
cials in International Business Transactions."” Third, private sector-led development has been a key theme
of U.S. foreign policy over the last 10 years, and the United States has been an outspoken proponent of the
private finance of development as an alternative to increased ODA flows.

Finally, the U.S. government has itself articulated the imperative of integrating sustainability consider-
ations into the private finance of development. In 1997, at a moment of reflection on progress toward sustain-
able development five years after Rio, the U.S. government explicitly recognized the increasing importance
of private North-South financial flows in pursuing that goal. The revised charter of the President’s Council on
Sustainable Development—the U.S. national council on sustainable development—stated that:

[Gliven the increasing flow of financial capital from developed to developing countries, the Council shall
recommend policies that encourage foreign investment by the U.S. Government, businesses, investors, and,
as appropriate, multi-lateral institutions that are consistent with the principles of sustainable development.'®

In summary, private development finance has significant implications for sustainability, and the United
States has a particular responsibility for addressing those implications.

Bilateral Export and Investment Promotion Agencies
The Character and Significance of Bilateral Agencies

Bilateral export and investment promotion agencies have assumed an increasingly important role in develop-
ment finance over the past decade, but their contribution to sustainable development is contested. Such pub-
licly funded agencies provide a variety of financial services to the private sector—including export finance,
political risk insurance, loans, guarantees, and private equity funds—in order to promote national commer-
cial and foreign policy interests. Most OECD governments and an increasing number of developing country
governments support one or more such bilateral agencies. While some critics question whether such agencies
should even exist,'” they continue to receive official support in order to finance risks that cannot be covered
by commercial sources of financing and to counter similar finance provided by other governments.'® As dis-
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cussed below, these agencies often finance activities that run directly counter to the sustainable development
goals supported by other agencies of the same governments. The result, at best, is fiscally imprudent, and at
worst is an exercise in policy incoherence that comes at great expense to the environment.

Most bilateral export and investment promotion agencies belong to the Berne Union, an organization
dedicated to promoting exchange of information and development of sound principles related to export
credit insurance and foreign investment insurance.'” While there are some areas of overlap, Berne Union
members are divided into two general categories: export credit and guarantee agencies (ECAs), which pro-
vide export credits and export insurance, and investment promotion agencies, which provide project fi-
nance in the form of long-term debt and/or equity.*® The distinction is important, as the OECD distin-
guishes “export credits” from “investment credits,” and the latter are not subject to the OECD Arrange-
ment on Guidelines for Officially Supported Export Credits.* In some countries, both functions are com-
bined into one agency; when they are separate, political risk insurance may be provided by the ECA or the
investment promotion agency.”

The United States supports an investment promotion agency, OPIC, and an ECA, the Ex-Im Bank. Ac-
cording to a former Chairman of the Ex-Im Bank, the distinction between the two agencies can be charac-
terized as follows: OPIC is an instrument of U.S. foreign policy with a development mandate that promotes
U.S. ownership overseas, while the Ex-Im Bank is an instrument of U.S. commercial policy without a de-
velopment mandate that promotes U.S. exports.” The U.S. agencies rank high among comparable organi-
zations in various measures of the global significance of their finance. For example, OPIC and the Ex-Im
Bank ranked third and fourth, respectively, in terms of their total direct financing for energy-intensive pro-
jects and exports to developing countries in the second half of the 1990s.**

At the time of the Earth Summit, most ECA activity focused on providing short-term trade finance to sup-
port the export of host country products abroad. Over the intervening decade, however, both the size and the
composition of this finance have changed along with the broader patterns of development finance. An in-
creasing proportion of overall ECA finance has shifted from short-term export credits to longer term project
finance, “mainly for large infrastructure projects in power generation, telecommunications, and transport.”*
Annual new commitments of officially supported export credits, excluding short-term trade finance, in-
creased from about $83 billion per year in the late 1980s to an average of $110 billion a year in the early
1990s.? Total export credit and investment insurance provided by the members of the Berne Union reached
an average of $390 billion per year from 1993-1999.%” While the preponderance of this total is for short-term
trade finance, the World Bank nevertheless suggests that “it seems probable that the great majority of large
loan syndications [for infrastructure projects] have been covered by export credit agency guarantees.”*

The change in bilateral agency portfolios was due in part to changes in the larger landscapes of develop-
ment policy and finance. During the past decade, public criticism and changing priorities drove the World
Bank and other multilateral development banks (MDBs) to reduce their support for large infrastructure
projects with major associated environmental impacts. At the same time, economic liberalization in devel-
oping countries generated a massive surge in foreign direct investment, increasing the demand for bilateral
agency services. Privatization invited the private sector to build and to manage formerly public projects
(such as roads, dams, and power plants) and services (such as water systems). The net result of these shifts
was that the private sector, supported by public bilateral and multilateral institutions, became the primary
builder and operator of the most environmentally destructive projects.

These infrastructure investments, as well as publicly supported private investment in such re-
source-extractive sectors as mining, manufacturing, pulp and paper, agribusiness, and oil and gas develop-
ment, leave significant environmental footprints and will shape sectoral development trajectories for de-
cades to come. For example, bilateral agency financing, guarantees, and insurance accounted for roughly
$44 billion—20% of all international finance for energy-intensive investment and exports to developing
countries—from 1994 through the first quarter of 1999.% If the leveraging effect of such finance is taken
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into account, the proportion of such investment influenced by bilateral export and investment promotion
agencies rises to almost one-half.*

Bilateral agencies also affect the prospects for sustainable development through their impacts on debt
and corruption. The IMF estimated that in 1996, ECAs accounted for 24% of the total indebtedness of all
developing countries, and for 56% of their official debt.*' Bilateral export and insurance promotion agen-
cies have been associated with large-scale corruption on the part of developing country governments. In
Indonesia, for example, a “staggering” level of corruption was discovered in a coal-fired power plant pro-
ject supported by several bilateral agencies in the mid-1990s, including OPIC and the Ex-Im Bank.*

Because ECAs were created to promote the business interests of the source country, most do not have a
sustainable development mandate. While investment promotion agencies are somewhat more oriented to
development, their mandates also fall short of sustainable development. Among OECD countries, only the
United Kingdom has articulated sustainable development as an explicit objective for its ECA.** Indeed,
much of the economic activity financed by ECAs and investment promotion agencies is inconsistent with
long-term environmental sustainability. For example, the World Resources Institute researchers
Crescencia Maurer and Ruchi Bhandari estimated that in the late 1990s, some three-fifths of bilateral
agency projects and trade finance going to developing countries supported energy-intensive exports or in-
vestments.”* Bilateral agencies are financing exports and projects that deepen developing countries’ de-
pendence on fossil fuels and lock in high greenhouse gas emissions trajectories while doing little to finance
renewable energy or energy-efficient technologies.” As a result, current public financing contradicts the
commitments of industrialized countries to facilitate the transfer of environmental technologies to devel-
oping countries under the FCCC.*® Bilateral export and investment promotion agencies thus represent a
policy arena ripe for application of the integration principle.

With respect to transparency and public participation, bilateral agencies are also laggards. As a group,
Berne Union members have very limited environmental procedures and information disclosure standards
compared to most bilateral and multilateral development aid agencies. Among agencies from OECD coun-
tries, only OPIC and the Ex-Im Bank have such policies that are comparable in content and procedure to the
World Bank Group.”’” According to one observer: “ECAs are rogue agencies that make the World Bank, the
[IMF], and even the World Trade Organization seem like models of benevolence and accountability.””**

The following section will assess U.S. progress in implementing the integration and participation princi-
ples at OPIC and the Ex-Im Bank, and the role of the United States in promoting higher standards among
industrialized countries in international fora.

OPIC

OPIC began operations in 1971, having been established as an independent agency by an amendment to the
Foreign Assistance Act in 1969* to perform functions to promote private investment previously adminis-
tered by USAID.* Thus, OPIC’s origins were linked to development objectives. Although OPIC’s annual
reports stress the agency’s contribution to creating jobs in the United States and generating U.S. exports,
the agency has increasingly referred to itselfin language characteristic of a bilateral development agency.*'
OPIC’s leadership in promoting economic development in developing countries was the first of four prior-
ities stressed by Chief Executive Officer George Munoz in the 2000 Annual Report.* OPIC’s Mission
Statement describes the agency’s role as being “to mobilize and facilitate the participation of [U.S.] private
capital and skills in the economic and social development of less developed countries and areas, and coun-
tries in transition . . . %

In fiscal year (FY) 2000, OPIC insured and financed $2 billion worth of projects in 25 countries.* Fig-
ures 2 and 3 illustrate the geographic and sectoral composition of OPIC’s overall portfolio. Significant in-
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volvement in the power sector and in the manufacturing, oil and gas, and mining industries indicate the
ecological implications of activities financed by OPIC.

Figure 2
Geographic Breakdown of Overall OPIC Portfolio in FY 2000"
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Sectoral Breakdown of Overall OPIC Portfolio in FY 2000*
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Since 1979, OPIC has been subject to Executive Order No. 12114, Environmental Effects Abroad of
Major Federal Actions,*” which requires that an environmental impact statement be prepared for “major
Federal actions significantly affecting the environment of the global commons outside the jurisdiction of
any nation”*® and that an environmental review or study be conducted for actions “significantly affecting
any nation not involved in the action” and for actions that lead to the production of effluents or emissions
that are prohibited or strictly regulated by federal environmental law.*
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Congress first incorporated an environmental mandate into OPIC’s authorizing statute in 1985.% The
new mandate required OPIC “to assess the environmental impacts of projects under consideration for po-
litical risk insurance and financing . . . and to decline assistance to projects posing a major or unreasonable
hazard to the environment, health or safety or resulting in the significant degradation of a national park or
similar protected area.”' OPIC was further directed to ensure that its insurance and financing activities
were consistent with provisions of the Foreign Assistance Actrelated to environmental impact assessment,
tropical forests, biological diversity, and endangered species.™

In 1995, the consistency of OPIC’s insurance of a mining investment in Indonesia with the provisions of
the Foreign Assistance Act was challenged. Indonesian and international activists had long charged that
the Grasberg mine, operated by Freeport-McMoran Copper & Gold, Inc., in the province of Irian Jaya, was
associated with severe environmental and human rights abuses, including the dumping of toxic tailings
into rivers and the destruction of tropical rainforests. In August 1995, a report by the Roman Catholic
church detailing torture and executions committed by military forces providing security to the mine inten-
sified international scrutiny of the operation, which was then covered by $100 million in OPIC insurance.>®
In what was characterized as “an unprecedented action against environmental abuse by an American com-
pany overseas,” the Clinton Administration cancelled the insurance on environmental grounds.>*

President William J. Clinton’s speech to the Special Session to the U.N. General Assembly in June 1997
(described below) precipitated another round of substantive and procedural environmental reforms at
OPIC. OPIC agreed to produce an annual environmental report in order to inform the U.S. Congress and
the public “regarding its implementation of and compliance with internal, national and international envi-
ronmental policies, laws, treaties, and agreements to which its programs are subject.”>> The 1999 annual
environmental report provides a general summary of the agency’s environmental policies and procedures
and how they were applied during the previous year. It includes summary information on how environmen-
tal screening criteria were applied and information about tracking and reporting the aggregate greenhouse
gas emissions resulting from OPIC-supported power sector projects. The annual environmental report also
highlights OPIC support for environmentally beneficial projects.*

Following a public comment period and pilot implementation of a draft, in April 1999, OPIC finalized
an Environmental Handbook.”” The Environmental Handbook provides detailed guidelines on the
agency’s environmental screening, assessment and monitoring procedures, and standards with which
OPIC-supported projects must comply, as well as commitments for public consultation and disclosure.

OPIC’s strengthened environmental policies and procedures were tested in 1999 by the Cuiaba Pipeline
Projectin Bolivia. The project was controversial, as the proposed pipeline would pass through ecologically
valuable and vulnerable forest ecosystems. The project was opposed by a coalition of U.S. and interna-
tional nongovernmental organizations (NGOs), who argued that the application of relevant OPIC guide-
lines would preclude financing for the project. Nevertheless, OPIC’s Board of Directors approved the pro-
ject in June 1999, albeit with “an unprecedented set of environmental and social conditions.”®

Over the last decade, Congress passed four laws that directly addressed OPIC’s role in promoting sustain-
able development in ways other than through environmental protection. In the Jobs Through Exports Act of
1992, Congress mandated that OPIC require its investors to observe specific labor laws and to avoid using
forced labor.”® The remaining three laws mandated increased OPIC activity in subSaharan Africa. The 1993
South African Democratic Transition Support Act directed the president to establish OPIC activities in South
Africa and encourage other donors to support the post-apartheid democracy.”’ The 1998 Africa: Seeds of
Hope Actdirected OPIC to support private agricultural and rural development in subSaharan Africa, particu-
larly those serving the needs of small-scale farmers, rural entrepreneurs, and cooperatives.®' The 2000 Affi-
can Growth and Opportunity Act specified that OPIC should increase assistance to Africa “particularly [for]
projects that expand opportunities for women entrepreneurs and employment for the poor.”** Consistent with
these congressional mandates, OPIC’s management is refocusing the agency’s efforts on realization of'its de-
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velopment mandate, according to agency officials.”’ This includes increased outreach to small business,
underserved countries and sectors, and a more selective approach to proposed investments.

It is difficult to provide an assessment of the impact of OPIC reforms in practice, as no independent re-
view has been conducted. Nevertheless, a few summary observations can be made. First, the substantive
and procedural reforms have clearly provided public interest advocates with a basis on which to challenge
the consistency of OPIC financing with sustainable development objectives. However, the Cuiaba Pipe-
line Project experience may indicate that the substantive impact on the agency’s portfolio is more incre-
mental than fundamental. Second, some of OPIC’s procedural reforms should be recognized as approach-
ing best practice. For example, in October 2000, OPIC published Climate Change: Assessing Our Actions.
The report provides an independently reviewed estimate of the cumulative annual greenhouse gas emis-
sions of all OPIC-financed and insured projects over the previous decade.® This far exceeds the disclosure
practices of ECAs from other countries.

Third, and perhaps most importantly, OPIC reforms continue to fall short of an explicit mandate to pro-
mote sustainable development, as distinct from procedures designed to identify and mitigate potential en-
vironmental harm on a project-by-project basis.

The Ex-Im Bank

The Ex-Im Bank was created in 1934 and established under current law in 1945 as the official export credit
agency of the United States.®” The Ex-Im Bank’s mission is “to match officially supported competition and
fill financing gaps in order to maximize support for U.S. exports and contribute to the promotion and main-
tenance of U.S. jobs.”®® The Ex-Im Bank offers working capital guarantees and export credit insurance to
U.S. exporters and offers direct loans and guarantees of commercial loans to foreign buyers of U.S. goods
and services.”’

In FY 2000, the Ex-Im Bank authorized $12.6 billion in loans, guarantees, and export credit insurance,
which was leveraged by a congressionally appropriated subsidy of $865 million.®® Although the Ex-Im
Bank’s annual financing commitments are several times greater than those of OPIC, the total numbers are
not strictly comparable: a portion of the Ex-Im Bank’s financing is for short-term trade finance rather than
long-term project finance, while the latter constitutes the bulk of OPIC’s portfolio. Figures 4 and 5 estimate
the geographic and sectoral composition of the Ex-Im Bank’s finance. While export finance of aircraft con-
stitutes the single largest portion of the Ex-Im Bank’s portfolio, oil and gas, manufacturing, and power pro-
jects together constitute more than one-third.
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Figure 4
Estimated Geographic Breakdown of the Ex-Im Bank’s Authorizations Made in FY 2000”
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Figure 5
Estimated Sectoral Breakdown of the Ex-Im Bank’s Authorizations Made in FY 20007
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Unlike OPIC, the Ex-Im Bank has maintained the promotion of U.S. commercial interests as its central
purpose and has not styled itself as a development-oriented organization. According to its website, “Ex-Im
Bank is not an aid or development agency.””' However, in October 1992, Congress gave a mandate to the
Ex-Im Bank to increase support for exports of environmentally beneficial U.S. goods and services and re-
vised the Ex-Im Bank’s Charter to require the agency to establish environmental review procedures.’”” The
revised charter further authorized the Ex-Im Bank’s Board of Directors to withhold financing from a pro-
ject for environmental reasons.” However, consideration of environmental impact must be “consistent
with” the agency’s primary mission of supporting goods and services from the United States.”* The Ex-Im

Bank is also subject to Executive Order No. 12114, described above.
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In 1993, the Ex-Im Bank adopted interim environmental procedures that were officially adopted in 1995
and amended in 1998.” The Ex-Im Bank’s Environmental Guidelines provide for the evaluation of pro-
jects on the basis of seven objectives: air quality, water use and quality, waste management, natural haz-
ards, ecology, socioeconomic and sociocultural framework, and noise.”® Quantitative and qualitative
guidelines related to these objectives are provided for general industrial projects and eight specific sectors
ranging from logging to steel mills.” However, even if a project fails to meet the guidelines, the board of
directors has the discretion to evaluate projects “on a case-by-case basis, taking account of significant miti-
gating effects and circumstances.””®

The Ex-Im Bank’s environmental policies and procedures were given an early test by the Three Gorges
Dam project in China. The project, one of history’s most ambitious engineering undertakings, will be the
first of several major dams on the Yangtze River for flood control and hydroelectric power generation.” As
the world’s largest hydroelectric dam, Three Gorges will displace nearly 1.9 million people and create a
350-mile reservoir at a cost of $24 billion.* Several U.S. companies were eager to supply equipment to the
project and applied to the Ex-Im Bank for financial support. However, critics inside and outside China had
raised concerns about the project’s “significant far-reaching, irreversible impacts on the resettled popula-
tions, cultural heritage of the people in the region, and the ecosystem balance of the Yangtze [R]iver ba
sin.”®' The Ex-Im Bank sought the views of the National Security Council, which coordinated an inter-
agency review of the project.® Ultimately, in May 1996 the Ex-Im Bank’s Board of Directors voted unani-
mously tgc; withhold support for the project, citing concerns about the project’s social and environmental
1impacts.

More recently, the consistency of the Ex-Im Bank’s finance with sustainable development objectives
was challenged in the context of the Chad-Cameroon Oil and Pipeline Project. The project, which will de-
velop oil fields in southern Chad and build a pipeline to the coast of Cameroon, was delayed by three years
as project sponsors (including ExxonMobil) and financiers (including the World Bank) attempted to re-
spond to international concerns about environmental, human rights, and corruption issues.* According to
opponents, the project threatens to disturb tropical rainforests and indigenous populations and risks oil
spills that would pollute groundwater, surface water, and marine environments.* Even those who believed
the environmental impacts to be manageable were concerned about whether the governments could man-
age revenues from the project without significant corruption.*® Nevertheless, in August 2001, the Ex-Im
Bank decided to guarantee $200 million worth of loans for the project.”

External attention to the Ex-Im Bank’s environmental record has prompted efforts to develop a portfolio
of environmentally friendly activities, which amounted to $877 million or just under 6% of total financing
in FY 2000.* For example, the Ex-Im Bank has cooperated with the U.S. Department of Energy (the DOE)
to carry out a clean energy program in China. The program is designed to encourage private industry to
identify, assess, and implement projects based on clean energy technologies.89 During its 2001 congres-
sional reauthorization process, the Ex-Im Bank signaled its willingness to be more proactive in identifying
alternatives to fossil fuel-oriented investments more generally by proposing to set up an advisory group on
renewable energy.”

As is the case with OPIC, it is difficult to provide an assessment of the impact of the Ex-Im Bank’s re-
forms in practice, as no independent review has been conducted. As with OPIC, substantive and procedural
reforms have clearly provided public interest advocates with a basis on which to challenge the consistency
of'the Ex-Im Bank’s financing with sustainable development objectives, as evidenced in the Three Gorges
Dam and Chad-Cameroon Pipeline cases. And its efforts to develop a portfolio of environmentally friendly
projects is laudable. But these reforms continue to fall short of an explicit mandate to promote sustainable
development as distinct from procedures designed to identify and mitigate potential environmental harm
on a project-by-project basis.
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U.S. Leadership in International Fora

In his speech to the Special Session to the U.N. General Assembly to review and appraise implementation
of Agenda 21 in June 1997, President Clinton singled out strengthened environmental guidelines for OPIC
and the Ex-Im Bank as part of the U.S. commitment to “encourage private investment that meets environ-
mental standards.”' He went on to endorse “common guidelines for responsible investment” as a way to
promote “sustainable growth in developing countries.””* U.S. interest in promoting common ECA stan-
dards is driven by the disadvantage faced by U.S. exporters when their European and Japanese competitors
are not bound by similar environmental policies and procedures.”

Since then, the U.S. government has been at the forefront of efforts to promote the upward harmoniza-
tion of environmental and public participation procedures at export credit and guarantee agencies through
G-8 and OECD forums.” Thanks to U.S. leadership in G-8 summits in 1998 and 1999, governments
agreed to negotiate common environmental guidelines under the auspices of the OECD by 2001. However,
in advance of the Genoa G-8 summit in July 2001, the Bush Administration declined to reverse four years
of effort by the Clinton Administration, and rejected the draft guidelines as being too weak, thereby block-
ing the proposed agreement.” U.S. insistence on compliance with common environmental impact assess-
ment standards and on public disclosure of the results of such assessments were resisted by European gov-
ernments.” The Administration’s actions were hailed by environmentalists in the United States and abroad
as a welcome departure from the Bush Administration’s otherwise disappointing record of environmental
diplomacy.”” Overall, U.S. efforts in G-8 and OECD represent an attempt to promote developed country
leadership in the domain of aligning private finance with sustainable development.

MDBs

MDBs and Private Development Finance

MDBs are a significant driver of North-South financial flows, both directly and indirectly.” Over the last
decade, MDBs have provided almost one-third of total ODA, or about $16 billion per year in loans and
concessional assistance.” Until recently, the environmental and social impacts of MDBs’ direct lending
activities had captured most of the attention of the public interest community focused on MDB reform.'*

However, MDBs also play a significant role in affecting the degree to which private financial flows to
developing and transition economies are consistent with sustainable development objectives. Several
MDBs leverage private development finance through direct engagement with private corporations in addi-
tion to their provision of loans to client governments. Separate MDB financing windows provide equity in-
vestments and political risk insurance to corporations—roles that are functionally similar to those of the
export credit and guarantee agencies described above.

The World Bank Group illustrates the multiple channels that MDBs use to influence private finance. The
International Bank for Reconstruction and Development (IBRD) makes loans at close to market rates and
provides advice to credit-worthy borrower governments. The International Development Association
(IDA) makes highly concessional loans and provides advice to governments of countries that fall below a
specific per capita income threshold. Through investment loans tied to specific projects and adjustment
loans tied to policy reforms, the IBRD and the IDA assist governments both to finance specific projects and
to develop the national-level policy and institutional frameworks that condition international private in-
vestment flows. In the mid-1990s, the IBRD also initiated the use of partial risk and partial credit guarantee
instruments to leverage private finance directly, particularly for large, long-term infrastructure projects.
These guarantees enjoy counter-guarantees from host governments.

The World Bank Group’s International Financial Corporation (IFC), by contrast, targets its financing
and advice directly to private investors, and because it does not enjoy counter-guarantees, puts its own cap-
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ital at risk. The IFC invests its capital in shares of private companies, financial intermediaries, and portfo-
lio funds, and makes loans to corporations and to specific projects. The IFC also provides a variety of addi-
tional financial services to its clients, including underwriting, guarantees of loans and bond issues, advice,
and technical assistance. The mandate of the Multilateral Investment Guarantee Agency (MIGA) is lim-
ited to the provision of political risk insurance to foreign investors and technical assistance to developing
countries in how to attract foreign investment.

These private sector arms of the MDBs have grown rapidly in the 1990s. In the World Bank Group, the
committed portfolio of the IFC grew from $1.5 to $3.5 billion between 1990 and 2000, while the guaran-
tees issued by MIGA grew from $132 million to $1.6 billion over the same period.'”' In 1994-1995, the
IBRD was at or near financial closure for guarantees associated with projects worth almost $10 billion.'”?

As was the case with bilateral export and investment promotion agencies, MDB finance of the private
sector is weighted toward support for sectors with significant social and environmental implications. For
example, initial IBRD guarantees were used for an oil-fired steam plant in Pakistan, two coal-fired power
plants in China, and a diesel power plant in Jamaica.'” In 2000, support for infrastructure and oil, mining,
and gas constituted 29% and 43% of IFC and MIGA commitments, respectively. Figures 6 and 7 provide
sectoral breakdowns of the overall portfolios for the IFC and MIGA.

Figure 6
Sectoral Breakdown of the IFC’s Committed Portfolio in FY 2000'*
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Public interest advocates have alleged that the activities of the IFC and MIGA have undermined, rather
than supported, environmentally and socially sustainable development. For example, early critics charged
that the support of these institutions for privatizations of state enterprises could have unintended negative
outcomes such as externalizing environmental costs and exacerbating income inequality.'" More recent
critiques have targeted the IFC and MIGA’s investments in extractive sectors such as oil, mining, and gas,
and have suggested that proposed investments be screened for their positive development impact.'”’ In the
case of MIGA, some advocates have suggested that the agency be “shut down.”'*®

However, the indirect role of MDBs in influencing North-South financial flows through policy leverage
has arguably been more significant than their direct participation in private sector transactions. Through-
out the 1980s and 1990s, the MDBs promoted application of the so-called Washington Consensus by bor-
rower governments.'” The Washington Consensus emphasized the role of capital market and trade liberal-
ization, privatization, and removal of other constraints on integration into the international economy, as
such integration was seen as a precondition for growth. The resulting removal of capital controls and pri-
vatization of state-owned enterprises helped to spur the dramatic growth in private financial flows to
emerging market economies in the mid-1990s.

Policy reforms associated with the Washington Consensus were imposed through conditionality in the
context of stabilization and structural adjustment lending offered by the IMF and the World Bank. The IMF
provides loans to countries experiencing balance-of-payments problems in order to enable them to build
up their reserves, stabilize their currencies, and finance imports.''® These loans are provided based on “let-
ters of intent” in which the borrowing government agrees to conditions that have been negotiated with the
IMF."" World Bank structural adjustment loans, which are coordinated with the IMF, provide financing
that is not tied to specific projects but rather to specific macroeconomic and structural reforms.'"

Even before the Asian financial crisis of 1997-1998 called this development model into question, public
interest advocates had challenged the degree to which stabilization and structural adjustment prescriptions
promoted sustainability.'"® In particular, critics pointed out that policies designed to attract foreign invest-
ment for export-led growth provided incentives for the rapid degradation of natural resources.''* For exam-
ple, the IMF bail-out package for Indonesia in early 1998 called for lifting restrictions on foreign invest-
ment in the oil palm sector even though landclearing for tree crops was already a major cause of forest fires
and deforestation.'"” Subsequently, Indonesia’s highly indebted pulp and paper industries—which had
borrowed heavily in international capital markets prior to the financial crisis—continued to take a signifi-
cant toll on Indonesia’s forests, as the mills were kept running to stave off bankruptcy.''®

Clearly, implementation of the Washington Consensus did not automatically support sustainable devel-
opment. Indeed, over the course of the 1990s considerable evidence accumulated demonstrating that pre-
scriptions for liberalization and privatization could actively undermine sustainability if not accompanied
by strong independent regulatory capacity and other improvements in governance.

The United States has explicitly supported the private sector-led growth model in its policy influence
over MDBs, which is exercised through congressional authorizations and appropriations and through
staffing and oversight of U.S. executive directors provided by the Treasury Department. The United States
is particularly influential in the World Bank Group, where it contributes the largest single share of capital
subscription and controls the largest number for votes on the Group’s boards."” Language entered into the
Foreign Assistance Act prior to 1992 defines development of the private sector in borrower countries as a
“principal focus of U.S. Government policy,” and instructs U.S. executive directors to “vigorously encour-
age” promotion of policies to privatize state-owned enterprises in the developing world by the World Bank
Group.'"® The Treasury Department has been an outspoken proponent of the Washington Consensus and
has used U.S. representation on the executive boards of the MDBs to promote related policies.'" It is thus
appropriate to review the degree to which the U.S. government has integrated principles of integration and
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public participation into policy advocacy for private sector-led growth in its participation in the gover-
nance of MDBs.

MDB Reforms and Private Development Finance

An international campaign focused on the negative environmental and social impacts of MDB lending be-
gan in the early 1980s, spurred by a series of particularly destructive projects in Brazil and Indonesia.'*’
Following hearings in 1983 and 1984, Congress passed the first piece of what was to be a series of legisla-
tive acts designed to force MDBs to pay more attention to the environment and to participatory process in
development.'*' Congressional leverage over MDBs included policy guidance and voting restrictions to
steer the “voice and vote” of U.S. executive directors sitting on the boards of MDBs and conditions im-
posed on congressionally appropriated funds.'** Congressional influence was extended not only through
the Treasury Department’s leadership in MDB governance but also through the State Department and
USAID, which were directed to participate in an “early warning system” to assess potential adverse im-
pacts of MDB-financed projects.'> According to a former U.S. executive director at the World Bank, the
interagency consultation process, backed up by a congressional mandate on environmental procedures,
were important drivers of U.S. effectiveness in pursuing the environmental reform agenda.'** Thus, even
prior to the Rio Summit in 1992, the United States had demonstrated significant leadership in MDB re-
form, addressing both integration and public participation.

One of the most significant congressional actions was the Pelosi Amendment to the International Devel-
opment and Finance Act of 1989.'% The Pelosi Amendment precludes U.S. executive directors from sup-
porting any MDB project unless an environmental impact assessment has been made available to affected
groups at least 120 days before the board vote.'*® In 1992, the United States opposed 40 World Bank pro-
jects on Pelosi Amendment grounds, a figure that dropped to zero by 1996."

The congressionally driven MDB reform agenda also included attention to principles of integration,
public participation, and developed country leadership. As an example of attention to the need for integra-
tion, in 1990 the U.S. House of Representatives focused on integrating environmental concerns into for-
estry and energy lending.'*® Public participation was promoted through improved information disclosure
and the institution of accountability mechanisms. Congressional attention also leveraged the creation of a
Public Information Center and an Independent Inspection Panel in the early 1990s.'” Finally, Congress
specifically directed the Secretaries of Treasury and State to seek the cooperation of other OECD govern-
ments in the MDB reform agenda.'’

Unfortunately, U.S. leadership in the MDB reform agenda has been only partially effective and has as
yet failed to address adequately the role of MDBs in leveraging private development finance. Some of the
earlier reforms did apply to the private sector-oriented activities of the MDBs, and some subsequent re-
forms have specifically targeted those activities. For example, in the FY 1995 Appropriations bill, Con-
gress threatened to partially withhold funding if the IFC did not reform its policies on the environment, in-
formation disclosure, and resettlement."' In the FY 1998 Appropriations bill, Congress required that the
IFC comply with environmental standards applied to other MDBs,'** and in 1998, the IFC adopted modi-
fied forms of the World Bank’s social and environmental policies.'** However, many of the reforms of the
late 1980s and early 1990s focused on MDB project loans to governments, and thus did not apply to the ac-
tivities of MDB private sector windows. For example, in 1995 the World Bank’s Independent Inspection
Panel was construed as not applicable to the activities of the IFC or MIGA."*

Much less progress has been made in redirecting MDB influence through policy lending toward sustain-
able development. As of early 2002, environmental impact assessments are still not required for structural
adjustment loans from any of the MDBs, even though such loans are arguably the most potent vehicle for
leveraging the policy environment in which private investment takes place.'”> And even though as early as
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1989 Congress had encouraged the assessment of environmental impacts of IMF loan agreements,*° in

2001 only one-and-one-half IMF staff positions were allocated to this function.

Itis difficult to assess the degree to which this lack of progress is the result of intransigence on the part of
MDB management, resistance from other countries represented on the governing bodies of the MDBs and
the IMF, or the lack of focused effort by the U.S. government to pursue the reform agenda laid out more
than a decade ago. An internal evaluation of the World Bank’s environmental performance released in
2001 rated the World Bank as only “partially successful” in mainstreaming environmental concerns into its
lending and prescribed a set of actions to be undertaken by the World Bank’s senior leadership, suggesting
that management failures are at least part of the problem."*” However, elements of the World Bank’s board
have also been resistant to change.

The U.S. executive directors on MDB boards are generally considered to be among the most progressive
on sustainability issues, but because board deliberations and votes are confidential, there is no way to con-
firm this impression directly. Clearly, U.S. leadership was effective in establishing the first generation of
procedural reforms related to environmental assessment and information disclosure in the late 1980s and
early 1990s. However, attention to extending this agenda to direct and indirect levers over private develop-
ment finance may have fallen victim to other priorities in the mid- to late 1990s. Although the United States
did, for example, press for extension of the World Bank Inspection Panel to cover the IFC, the challenges of
providing assistance to the countries of the former Soviet Union and responding to the East Asian financial
crisis pushed the environmental agenda to the back burner.** Anecdotal evidence does point to U.S. atten-
tion to social and environmental considerations in the context of private sector-led growth. For example, a
U.S. executive director’s statement on a structural adjustment credit for Pakistan in mid-2001 specifically
raised concerns about environmental impacts and regulatory capacity with respect to rapid development of
the oil and gas sector.'”

However, there is evidence that in at least some instances, U.S. policy has held the sustainability agenda
hostage to promotion of the Washington Consensus liberalization agenda rather than the reverse. For ex-
ample, two laws in the 1990s linked the receipt of environment and development assistance to economic
reforms that would make countries more hospitable to foreign investors. The Enterprise for the Americas
Initiative was established in 1992 to promote market-oriented reforms and investment reforms in Latin
America and the Caribbean, along with environmental protection and child development. Conditions for
receiving support through this fund included acceptance of structural adjustment policies or loans from the
IMF or the World Bank.'*’ Similarly, the Tropical Forest Conservation Act of 1998 restricted its benefits to
countries that qualified for the Enterprise for the Americas Initiative support and had “put in place major
investment reforms,” either through a bilateral treaty with the United States or through an MDB invest-
ment sector loan.""!

Other U.S. Levers on Private Development Finance

In addition to U.S. influence over bilateral export and insurance promotion agencies and MDBs, there are many
other U.S. institutions and policy arenas that are being or could be used to influence the degree to which private
North-South financial flows promote sustainable development. This section provides a brief summary and ex-
amples of the potential of some of those levers, without attempting an assessment of past performance.

Bilateral Development Assistance Policy

USAID is an independent federal government agency that operates under the Foreign Assistance Act of
1961 and receives overall foreign policy guidance from the Secretary of State.'** In pursuing its mandate to
provide foreign economic assistance, USAID has been active in promoting the sustainable development
principles of integrating environmental protection and public participation into development
decisionmaking. USAID was an early leader among bilateral development assistance agencies in promot-
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ing the integration of environmental concerns into development policy and practice, and by law must un-
dertake environmental impact assessments of proposed programs.'* In 1993, the USAID Administrator
articulated a “Statement of Principles on Participatory Development,” identifying democratization of the
development process as the “cornerstone” of the agency’s approach.'**

At the same time, USAID has also been a proponent of the Washington Consensus to remove barriers to pri-
vate sector-led growth. “Broad-based economic growth” is the largest category of USAID assistance—signifi-
cantly dwarfing aid for both environment and democratization combined—and includes support for private
sector development, trade development, privatization, and fiscal and financial sector reform.'*

While there are examples from the USAID’s portfolio of its multiple objectives being pursued in an inte-
grated manner, there are also examples in which they have come into conflict. An example of an integrated
approach is the United States-Asia Environmental Partnership (USAEP), a USAID-led program in coop-
eration with the Commerce Department and EPA. Founded in 1992, USAEP is designed to promote sus-
tainable development in Asia through facilitating public-private partnerships for improved industrial envi-
ronmental performance.'* An example of conflict occurred in 1995, when Freeport-McMoran, a
U.S.-based corporation, urged USAID to cut off funding for an Indonesian environmental group that was
protesting against the environmental and social impacts of its mining activities in Irian Jaya."*’ The com-
pany felt that it was inappropriate for U.S. government funds to support civil society groups that in turn
challenged U.S. foreign direct investment, and suggested that members of Congress would share that sen-
timent.'* To its credit, USAID declined to cut off support to the environmental organization.

Bilateral Cooperation Agreements

In several instances, the United States has sought to promote environmentally friendly private finance for
development in the context of bilateral agreements with specific countries. For example, under the aus-
pices of the Gore-Chernomyrdin Commission, in 1993 the DOE concluded a memorandum with the Rus-
sian Federation Ministry of Fuel and Energy to promote cooperation in energy efficiency and renewable
energy through, among others, joint ventures.'* Indeed, the goals of the Energy Policy Committee of the
Commission included both “Encourage Environmentally-Safe and Efficient Production and Use of En-
ergy” and “Establish an Environment to Encourage Economic Reform and Western Investment.”"*’ Simi-
lar bilateral “common agendas” were pursued by the State Department under a more general environmen-
tal diplomacy initiative in the early 1990s. Other bilateral and transition countries targeted for this ap-
proach in addition to Russia were Brazil, China, Egypt, India, Mexico, South Africa, and Ukraine.""

International Investment Policy

Anincreasingly important area of policymaking relevant to the private finance of environmentally sustain-
able development is the establishment of rules governing international investment. Many public interest
advocates fear that bilateral or multilateral investment agreements may undermine the ability of host coun-
tries to pursue environmental and social objectives through domestic regulation."* This concern moti-
vated much of the opposition to the proposed Multilateral Agreement on Investment (MAI) that was nego-
tiated under OECD auspices from 1995 to 1998. The MAI was designed to provide a standard framework
for the treatment and protection of foreign investment. For example, its draft provisions included limita-
tions on how governments could constrain investor behavior through such mechanisms as performance re-
quirements, limitations on foreign ownership of certain types of assets, and capital controls. The proposed
agreement drew strong criticism from environmentalists and others who feared that it granted investors ex-
traordinary rights at the expense of the public interest.'”

The MAI negotiations also raised questions about the degree to which the process itself was consistent
with integration and public participation principles. For example, within the U.S. government, the USTR
took the lead on the negotiations and failed to share information or even consult with other federal agencies
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such as USAID and EPA with relevant mandates and expertise until very late in the process. The Interna-
tional Task Force of the President’s Council on Sustainable Development convened a forum on the MAI in
February 1998, and concluded that “all sides were negligent in not opening a dialogue at an earlier stage.”'**

During the same time period, the investment rules contained in Chapter 11 of NAFTA became a cause
for serious concern.'”> The NAFTA investment rules had attracted little attention from public interest
groups during the negotiations over the treaty; instead, the focus was on securing environmental and labor
side agreements."*® However, when private investors started using Chapter 11 to overturn environmental
regulations and collect financial compensation for lost profits, both government and NGOs were
alarmed."”” NAFTA’s Chapter 11 contains many of the provisions that were controversial in the failed
MAL It granted private investors extraordinarily broad rights, barring discrimination, expropriation of as-
sets, and the imposition of “performance requirements” by host country governments in the broadest of
terms."”® It established a private dispute resolution process outside of established judicial systems and
away from the public eye where legal decisions with broad implications for public policy and finance were
decided in private.'”

A majority of cases brought under Chapter 11 have challenged environmental policies; of those that are
now resolved, the majority have been decided in favor of the investor.'® Some observers fear that govern-
ments in the NAFTA countries, facing uncharted legal territory and the possibility of major compensatory
claims, will avoid passing any new laws that might trigger Chapter 11 lawsuits. The resulting “chill ef-
fect”—combined with the overturning of laws by Chapter 11 lawsuits—could have serious implications
for environmental policy in all three countries.'®' Efforts to revise Chapter 11 have stalled due in part to
lack of U.S. enthusiasm. Instead, many of Chapter 11’s provisions are being incorporated into the draft
Free Trade Area of the Americas where they may do even broader damage.'®

In addition to its impacts on environmental regulation, negotiation of investment rules in the absence of
coordination with international environmental treaties risks undermining prospective environmental fi-
nance mechanisms. For example, an analysis by researchers Kevin A. Baumert, Navroz K. Dubash, and Ja-
cob Werksman suggests that investment rules similar to those proposed under the MAI would prohibit the
conditioninl%SOf investment envisioned under the Clean Development Mechanism of the Kyoto Protocol of
the FCCC.

Climate Protection Policy

Climate protection is another policy arena relevant to private development finance. Specifically, the Clean
Development Mechanism (CDM) could potentially prove a significant lever on North-South financial
flows toward investments that promote progress toward more sustainable development paths. The CDM is
designed to simultaneously lower the cost of reducing greenhouse gas emissions and promote sustainable
development in developing countries. The CDM would allow industrialized countries to receive credit for
financing greenhouse gas reduction opportunities in developing countries. In 1999, the World Resources
Institute estimated that the value of these credits to industrialized countries could be between $25 billion
and $85 billion and concluded that potential CDM projects could offer “a wide range of sustainable devel-
opment benefits.”'**

During the Clinton Administration, the U.S. government was a consistent proponent of the CDM as an
instrument to attract investment to clean energy and carbon sequestration projects. The United States also
promoted principles of good governance in CDM implementation.'®® The International Task Force of the
President’s Council on Sustainable Development convened a forum on the CDM in July 1998, at which a
representative of the White House Council on Environmental Quality spoke of the potential of CDM to
promote both sustainable development and U.S. business opportunities abroad.'®® With the March 2001,
announcement of its withdrawal from Kyoto Protocol negotiations, however, the Bush Administration sur-
rendered the U.S. seat at the table in designing the CDM.
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Regulation of Capital Markets

EPA has focused attention on the connection between finance and the environment in the context of U.S.
capital markets, through which a significant portion of global capital flows. In the late 1990s, EPA estab-
lished an ad hoc Environmental Capital Markets Committee under the National Advisory Council for En-
vironmental Policy and Technology. In 2000, the committee published a report summarizing research on
the relationship between a firm’s environmental and financial performance.'®’ The report outlined barriers
to integrating environmental factors into mainstream financial analysis and proposed 11 recommendations
to overcome those barriers.'®

One of the committee’s recommendations related to EPA collaboration with the Securities and Ex-
change Commission (SEC) to improve corporate disclosure of information pertaining to environmental
performance.'® In early 2001, EPA enlisted its enforcement personnel to notify corporations registered
with the SEC to disclose information regarding environmental legal proceedings that are pending or
known to be contemplated by government authorities.'”’ Such disclosure has long been required under
SEC regulations,'”" although enforcement has been minimal.'” While this regulation could plausibly ap-
ply to environmental legal proceedings pending against the international operations of a U.S. or non-U.S.
firm registered with the SEC, the SEC apparently has seldom if ever initiated action against a company to
enforce such an interpretation.'”

More broadly, current capital market regulation related to environmental disclosure fails to capture the
prospective risks that companies may face in the future as a result of changes in regulations, taxes, or subsi-
dies. For example, multinational corporations could face quite different financial risks stemming from pro-
spective climate policies under the Kyoto Protocol, but they are not currently required to disclose them.'”
And without such disclosure, individual and institutional shareholders are not in a position to selectively
reward more forward-looking companies with their investment dollars.

Recommendations

The following section suggests actions that the United States could take in order to leverage private inter-
national financial flows toward sustainable development.

Bilateral Export and Investment Promotion Agencies

First, the United States should continue to lead by example by maintaining high environmental and disclo-
sure standards for OPIC and the Ex-Im Bank. Despite the slow progress of reform at non-U.S. agencies,
OPIC and the Ex-Im Bank should maintain their current substantive and procedural reforms and work to
further improve environmental assessment and information disclosure practices. While the U.S. corporate
community and its champions in Congress will likely continue to chafe at being held to a higher standard
than their European and Japanese competitors, maintaining U.S. standards is essential to the prospects of
upward harmonization of standards internationally.

Second, the United States should maintain its leadership in the G-8 and the OECD policy arenas to
promote upward harmonization of sustainable development policies and procedures for ECAs. The pri-
mary obstacle at present is the reluctance of several European governments to agree to binding common
standards.

Third, OPIC and the Ex-Im Bank should go beyond mere compliance with environmental safeguards
and disclosure requirements and shift their portfolios toward investments in sustainability. This will re-
quire the agencies themselves to be more assertive in shaping their portfolios and may also require innovat-
ing financing mechanisms more appropriate to smaller projects with longer term payback periods such as
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those typical of renewable energy.'”” Implementing such changes may depend on a revision in the man-
dates of these agencies, which would require congressional action.

Finally, Congress should request independent assessments of the environmental performance of OPIC and
the Ex-Im Bank. Such assessments could have two purposes. First, there is a need to assess the degree to
which OPIC and the Ex-Im Bank are in compliance with announced policies. In addition, there is a need to
analyze the degree to which the current practices of the two agencies are consistent with sustainable develop-
ment and to identify what changes in their mandates might be necessary to close the gap between the two.

Maurer and Bhandari proposed a set of reform recommendations targeted specifically to aligning bilat-
eral agency finance with the climate commitments of both developed and developing countries under the
FCCC, including technology transfer.'”® In addition to some of the recommendations already mentioned
above, they also suggest that ECAs be required to estimate and report on the annual and cumulative green-
house gas emissions associated with projects and exports that receive ECA finance; that ECA environmen-
tal assessment procedures evaluate potential climate impacts; and that ECAs engage in dialogue with de-
veloping country governments to ensure that ECA finance supports sustainable development objectives.'”’

MDBs

First, United States needs to push harder for integration of sustainability objectives into the private sector
development activities of MDBs. Specifically, the Treasury Department and U.S. executive directors
(through voice and vote) should ensure that MDB policy and strategy documents related to the environ-
ment explicitly address private sector-oriented activities. At the same time, policies and strategies related
to private sector development should explicitly address environmental sustainability.

Second, the Treasury Department and U.S. executive directors should proactively monitor the perfor-
mance of MDBs in complying with agreed policies and strategies. However, this compliance monitoring
should focus more on the “mainstreaming” agenda rather than the “do no harm” agenda, and should move
“upstream” from the project level to focus on sectoral and countrywide policy instruments.'”® In particular,
such mainstream policy vehicles as Country Assistance Strategies, Poverty Reduction Strategy Papers,
and structural adjustment loans should be scrutinized to ensure that environmental sustainability concerns
have been adequately addressed. Monitoring implementation of the World Bank’s recently approved envi-
ronment strategy would be a good place to start. Such monitoring will require sufficient allocation of re-
sources to adequately staff this function. According to a former U.S. executive director at the World Bank,
adequate staffing is an important determinant of the effectiveness of U.S. advocacy of sustainability.'”

Third, the Treasury Department and U.S. executive directors should promote upward harmonization of
the safeguard and disclosure policies that apply to the private sector arms of the MDBs. Further, as with
ECAs, those private sector arms should go beyond mere compliance with environmental safeguards and
disclosure requirements to shift their portfolios toward investments in sustainability. An important oppor-
tunity in this regard is the IFC’s “Sustainability Initiative,” launched in 2001. Through the Sustainability
Initiative, the IFC has committed to moving beyond compliance with regulatory safeguards toward help-
ing corporate clients create financial value through improved environmental or social performance or im-
provements in corporate governance.'™

Friends of the Earth provided specific recommendations to improve the IFC’s development impact.'®'

Among others, these recommendations suggested that the IFC adopt a positive development “screen” to
identify investment opportunities with clear development benefits, expand its exclusionary lending list to
screen out projects with significant adverse environmental and social impacts, and adopt a corporate
screen to exclude companies with poor performance records. The report also suggested that the IFC sys-
tematically assess the “development risk”—such as risks of human rights violations and corruption—as
well as the financial risks being considered for financing.'®

192



PRIVATE FINANCE

Bilateral Development Assistance Policy

USAID must maintain its positive record of providing support to civil society organizations in developing
and transition countries. These organizations provide an important mechanism by which to hold govern-
ments and private actors accountable for their performance on sustainable development objectives. In-
deed, USAID’s independence in providing such support should be strengthened and the agency must be in-
sulated from having to respond to the narrow commercial interests of U.S. corporations. Furthermore,
USAID should more proactively cultivate linkages among programs focused on private sector develop-
ment, environmental protection, and good governance. USAID has an important role to play in advocating
as well as financing the governance infrastructure that is necessary to ensure that private finance is directed
toward sustainability. For example, support for the development of independent regulators, as well as
mechanisms for the public to hold them accountable, is an important priority for development assistance.

International Investment Policy

Overall, the United States should elevate sustainable development concerns in the negotiations process
over multilateral investment agreements. In the short term, the United States should demonstrate leader-
ship in initiating reform of the most damaging aspects of NAFTA’s Chapter 11. These include clarifying
Chapter 11°’s provision regarding expropriation of assets, so that it can no longer be interpreted to apply to
the future profits of a firm, and adding transparency provisions and an appeals process to the dispute reso-
lution procedures. In addition, the United States should apply its experience with NAFTA’s Chapter 11 to
negotiations for a Free Trade Agreement of the Americas, thereby ensuring that similarly damaging provi-
sions are not included in that agreement.

In addition, the United States should ensure that international investment rules are compatible with in-
ternational environmental agreements. For example, Werksman, Baumert, and Dubash provide sugges-
tions for aligning investment rules with climate protection agreements.'® They include the following rec-
ommendations regarding international investment agreements: eliminating investor-to-state dispute reso-
lution provisions; prohibiting indirect expropriation claims that are directed against broadly applicable
laws and regulations; and exempting CDM-related investment activities from such agreements when they
are determined to be vital to achieving the goals of the mechanism.

Finally, the United States should ensure that both the negotiation of international investment agreements
themselves and any new institutions created by those agreements are subject to a transparent and participa-
tory decisionmaking process.

Climate Protection Policy

The United States should re-engage in international climate protection negotiations and should continue to pro-
mote financing mechanisms such as the CDM to harness private development finance toward climate protec-
tion goals. Werksman, Baumert, and Dubash make several recommendations for the design of CDM rules to re-
duce the possibility of the mechanism being undermined by investment rules. These include the standardization
of CDM rules and procedures, the establishment of the Kyoto Protocol as the applicable law for conflict resolu-
tion, and the creation of provisions for legal assistance in the structuring of project agreements.'

World Resources Institute researchers Baumert and Elena Petkova provide specific recommendations
regarding how public participation mechanisms should be build into the CDM.'® These include ensuring
that CDM policy development is shaped by public participation, creating a review panel for public appeal
and redress, and crafting new institutions that reflect state-of-the-art thinking about transparency and pub-
lic engagement.
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Capital Markets Regulation

The United States must exercise leadership in leveraging private capital markets toward sustainable devel-
opment. Researchers Robert Repetto and Duncan Austin provide specific recommendations on environ-
mental aspects of capital markets regulation and corporate disclosure in the United States.'* They recom-
mend that the SEC reinforce and clarify existing rules regarding disclosure of environmental information,
allocate more resources to enforcement, and alert companies that these rules will be enforced. In addition,
they suggest that the SEC cooperate more closely with EPA to share information regarding pending
changes in law, regulation, and policy. Finally, they recommend that publicly registered companies should
voluntarily disclose their environmental risks more fully.

In order to influence the sustainable development character of international financial flows, current cap-
ital market regulation should be strengthened and should be applied not only to the domestic operations of
U.S. firms, but also to their international operations as well as to the operations of foreign corporations
publicly listed in the United States. Disclosure of environmental risks and liabilities worldwide would em-
power shareholder activists to promote corporate responsibility of individual companies in the short run
and would harness market mechanisms to reward companies that minimized environmental risks in the
long run.

In addition to creating incentives for operating companies to promote sustainable development, there
are also opportunities to align the incentives of the private financial industry in that direction as well. A re-
port by researcher John Ganzi provides an inventory of opportunities for the public interest community to
influence the private financial services industry toward sustainable development.'®’” For example, the
United States ought to follow the lead of the Netherlands in providing tax incentives for green investment.
In 1995, the Dutch Ministry of Finance declared interest and dividends from certain green investment
funds to be tax free.'™

Interagency Cooperation

A cross-cutting theme that emerges in this Chapter is the importance of interagency cooperation within the
U.S. government as a critical element of any strategy to align private international financial flows with sus-
tainable development objectives. Interagency collaboration has proven effective in instances ranging from
consideration of the Ex-Im Bank finance for the Three Gorges Dam project to monitoring the performance
of MDBs. Inadequate interagency collaboration has led to omissions such as the lack of sustainable devel-
opment advocates in the formulation of the U.S. position on the MALI, conflicts such as the pressure put on
USAID to condition support to civil society on commercial interests, and lost opportunities such as the
weak enforcement of capital markets regulation related to environmental disclosure. Clearly, an overarch-
ing recommendation is the need for increased interagency cooperation to develop and execute a coherent
strategy to direct private financial flows toward sustainable development.

Conclusion

The performance of the United States in pursuing the integration and public participation principles in the
context of private North-South financial flows has been mixed. In the realm of ECAs, public interest advo-
cates, Congress, and the White House have leveraged significant commitments to substantive and proce-
dural reforms at OPIC and the Ex-Im Bank. However, the practical impact of those reforms on both indi-
vidual projects and the portfolios of these institutions has been marginal rather than transformative and has
thus far been unsatisfactory to significant elements of the public interest community. At the same time, the
standards of U.S. bilateral agencies related to environmental assessment and information disclosure far
outstrip those of similar agencies in other countries. And significantly, the United States has been willing to
stand alone among OECD governments in insisting on the upward harmonization of these standards.
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In the realm of MDBs, the United States can justly claim credit for leading the first generation of sub-
stantive and procedural reforms in the late 1980s and early 1990s. However, the reform agenda has not yet
been pursued with sufficient vigor to ensure that the private sector-oriented activities of the MDBs are
aligned with sustainable development objectives. A significant task remains ahead to ensure that the activ-
ities of the private sector arms of the MDBs, as well as the indirect influence of MDB policy advice and
lending, promote sustainable development.

There are many other prospective avenues for the United States to leverage private financial flows to-
ward sustainable development. Some, such as USAID’s support for public participation in developing
countries, are already making a significant contribution in the right direction. Others, such as the integra-
tion of sustainability and public participation into international investment rules negotiations and capital
markets regulation, remain opportunities yet to be fully developed. The agenda of aligning private interna-
tional flows with sustainable development objectives remains unfinished.
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