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Environmental Governance in International Banking:
Exploring the Emergence of the Equator Principles

Abstract

Voluntary business regulation at the transnational level is becoming a significant
feature of global environmental governance. The thesis considers the origins of the
Equator Principles, a voluntary code of conduct created by commercial banks to
manage environmental and social risks associated with project financing in
developing countries. Based on the operational policies of the International Finance
Corporation (IFC), the framework has thus far been adopted by over 60 commercial
banks since its launch in June 2003, representing over 85 percent of the global project
finance market.

The thesis argues that the rise of private environmental governance in the commercial
project finance market is closely linked to the emergence and diffusion of
environment and social norms in the international system. It traces the normative
origins of the Equator Principles to the theory and practice of environmental project
review first institutionalized at the World Bank in the early 1970s, then later
expanded and applied to the IFC’s private sector projects as well. The thesis argues
that the rise of a corporate accountability movement in the financial sector was the
principal reason why commercial banks decided to collaborate and create a common
industry standard based on environmental and social norms institutionalized in
multilateral institutions.

It makes three main contributions to our understanding of private environmental
governance formation. First, the power of transnational advocacy groups to influence
corporate behavior is determined by the legitimacy of the norms they promote as well
as political opportunities presented by market structures. Secondly, international
organizations are increasingly facilitating and legitimizing voluntary business
regulation as the most effective institutional form of governance for integrating
public interest concerns into transnational markets. And third, voluntary business
regulation, such as the Equator Principles, is positioning private actors and forms of
authority at the center of transnational rule-making processes, producing systems of
rules that both challenge and reinforce international law, regimes and institutions.
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1. Introduction: The Greening of Global Project Finance

Introduction

Capital is crossing national boundaries like never before. The increasingly permissive
environment for global capital has enabled a dramatic growth in the scale and pace of
financial market transactions, resulting in unprecedented profits for transnational
investors. While recent events have also illustrated the risk that banks are exposed to
in this integrated market environment, their revenue potential has increased
remarkably during the past two decades. Alongside the deregulation of banking in
OECD countries, financial globalization has produced a new tier of global banks that
are increasingly influencing the distribution of long-term capital across countries and
industry sectors. Whether providing financing in support of commercial logging in
Indonesia, oil and gas production in Central Asia or telecommunications
infrastructure in Nigeria, the growth of commercial financing directly to development
projects have made global banks central to the national economic development
aspirations of many countries.

While such projects often stimulate economic growth by expanding exports, they may
also generate significant adverse impacts on the environment and local communities.
As a result, transnational corporations (TNCs) operating in developing countries (and
the commercial banks that finance their expansion) are increasingly facing public
demands for greater corporate accountability and transparency, as host country laws
and regulations are often deemed inadequate or poorly enforced. In the 1990s, the
commercial project finance industry became the source of much criticism from
environmental activists because of the ecological and social harms associated with
large, capital-intensive projects, such as power plants, open-pit mines, pipelines, and
ports. It manifested itself in public campaigns against several commercial banks with
a long-standing presence in the project finance market being accused of encouraging
deforestation in Indonesia, undermining the human rights of indigenous people in
Ecuador, or fueling corruption in Chad.

In June 2003, ten large commercial banks announced their joint intention to
voluntarily apply the World Bank’s environmental and social standards and project
review procedures to their project financing worldwide. By adopting the Equator
Principles, they publicly declared a commitment to screen all project proposals for
adverse environmental and social impacts. Under the framework, they must require
borrowers of funds for large projects to commission environmental impact
assessments (EIAs), conduct consultations with project-affected communities, and
develop an environmental action plan that identifies mitigation measures and
benchmarks. In turn, compliance with the action plan would be integrated into the
loan agreement between the commercial bank and the borrower, and a violation of it
could in principle be used by the commercial bank as a legal justification to withhold
loan disbursements.
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Hailed as a milestone in the evolution of responsible lending practices, the Equator
Principles have become the most well-known and far-reaching voluntary initiative in
the financial sector. ' It emerged out of policy discussions between leading
commercial banks, in consultation with the International Finance Corporation (IFC),
the private sector lending arm of the World Bank Group. To date, more than 60
financial institutions - including Barclays, HSBC, Citigroup and ABN Amro - have
publicly declared a commitment to apply the framework to their project financing,
representing over four-fifths of the global project finance market. This remarkable
support for the policy framework within the commercial banking industry stands in
sharp contrast to the situation less than a decade ago, when commercial lenders
commonly argued that applying the World Bank’s standards to their project finance
investments was not within their commercial mandates to maximize shareholder
value. More broadly, this attitude reflected the long-standing view that a private
financial institution could not and should not restrict the decision-making autonomy
of borrowers on matters not directly relevant to the financial risk of the project loan.

Against this backdrop, the primary objective of this thesis is to explain why the
Equator Principles emerged and subsequently gained widespread approval among
commercial banks operating in the global project finance market. More specifically,
why would commercial banks voluntarily subject their project financing activities to
a set of public standards at a time when their financial power in the global economy
was unprecedented and growing? On the back of extraordinary profits, it seems
counterintuitive that they would publicly announce their commitment to apply a due
diligence framework that curtails their decision-making autonomy when making
financing decisions about large projects, and requires borrowers to undertake impact
mitigation measures that may add both time and cost to project preparation. In an
increasingly competitive marketplace, financial institutions that apply such practices
could very well lose business in cases where potential borrowers do not see the
commercial value in abiding by them and have access to alternative sources of project
financing with no such strings attached.

The emergence of the Equator Principles reflects a broader trend in global
governance towards the greater inclusion and influence of private actors in
transnational rule-making. The recent decade has seen a proliferation of new forms of
private governance that organize TNCs around sets of voluntary commitments to
responsible corporate conduct. In many cases, they aim to capture the efficiency gains
that stem from harmonizing business norms and practices across national
jurisdictions. These initiatives often take the form of voluntary codes of conduct,
industry standards and guidelines that define norms for corporate behavior in relation
to a wide variety of public interest concemns, such as human and civil rights,
environmental issues, corruption, and labor.” For example, the Coalition for

' The document that describes the Equator Principles, as well as press releases from all the financial
institutions that have adopted them, can be found at www.equator-principles.com. (See Appendix 1)
? For brief overviews, see Bendell (2004), pp.25-28, Lipchutz and Fogel (2002), pp. 125-129, Newell
(2001) pp.91-95, and Utting (2005), pp.2-3.
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Environmentally Responsible Economies (CERES) emerged out of discussions
between companies, environmentalists and churches, calling on the private sector to
reduce pollution, conserve non-renewable resources, and use sustainable energy as
evaluation criteria for selecting Board members. Similar voluntary regulation is
facilitated by the World Business Council on Sustainable Development (WBCSD),
the International Chamber of Commerce (ICC), and the U.S Climate Action
Partnership (USCAP).

Therefore, the Equator Principles is a useful case study for studying broader
institutional transformations in global environmental politics, particularly the growth
of private rule-making processes at the transnational level. The next section will
briefly present the theoretical approach that will be employed.

1.1 The Equator Principles and International Norms

In advancing our understanding of why private governance emerges, it will argue that
an analysis of the timing, content, and institutional design of institutional
arrangements hold many clues as to why private actors are able and willing to
collectively organize themselves behind a common framework.* In explaining the
timing of the Equator Principles, the analysis finds that the growing interest in
environmental and social lending policies among commercial banks was intimately
tied to the emergence of a broader corporate accountability movement in Western
Europe and North America in the late 1990s. * This broader movement was
comprised of a loosely connected network of non-governmental organizations
(NGOs), which included environmental and human rights activists, and religious and
consumer groups, and converged around a perceived need to set and enforce
standards for responsible business practice and hold TNCs accountable for their
impacts on the environment and local communities.’

In the financial sector, this movement consisted primarily of ‘transnational advocacy
groups’, or NGOs organized in transnational networks that mobilize domestic

? In this context, ‘governance’ can be defined as ‘the creation and implementation of rule systems that
facilitate the coordination and cooperation of social actors and determine the distribution of costs and
benefits of collective action.” (Koenig-Archibugi 2006, p.3)

* For a discussion of TNCs and public accountability, see Koenig-Archibugi (2004). For an overview
of the emergence of a ‘corporate accountability movement’ in the United States and Europe in
response to globalisation, see Bendell (2004). For further examples of environmental NGO campaigns
against the corporate sector, see DeWinter (2003), Keay (2002) and Wapner (2002), pp. 43-46. For
examples of campaigns against private financial institutions, see Emel (2002).

5 DeWinter (2003), p.141. In general terms, an NGO is taken here as being an organization that is both
‘non-profit’ and ‘non-governmental’ (Bendell 2004, pp.12-13) But in more specific terms, the
ECOSOC statute of the U.N states an NGO cannot 1) be a profit-making body; 2) should support the
aims and work of the U.N., 3) should repudiate violence; 4) should be a representative body with an
identifiable headquarters, and officers, democratically accountable to a policy-making conference; 5)
should respect the norm of ‘non-interference in the internal affairs of states’, barring it from being a
political party, and 6) cannot be established by an inter-government agreement. (adapted from Willets
2005, pp. 436-37)
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pressure against TNCs that operate in developing countries.® Their growing influence
manifested itself in a series of public campaigns against leading commercial banks
involved in controversial development projects that were associated with widespread
environmental damages.” In response to this development, commercial banks, and
TNCs more generally, felt pressured to justify their pursuit of profit by demonstrating
how their corporate activities benefited a wide variety of public policy objectives.® As
such, commercial banks were initially forced to engage with environmental NGOs
through the media and defend their practices. During this process, many admitted
negligence or ignorance and introduced corporate environmental policies in an
attempt to prevent future controversies and protect their reputation in the retail
banking market.

In terms of its content,ithe Equator Principles are directly based on the environmental
and social review procedures of the IFC, as well as the World Bank’s environmental
standards. As the foremost public financier of private infrastructure in developing
countries, the IFC was influential in developing standards for commercial project
financing, and aiding commercial banks reach an agreement. From the commercial
banks’ point of view, choosing to based the Equator Principles on the IFC’s standards
~ was driven by two objectives; to reduce the likelihood of public confrontations in the
media with advocacy groups over the adverse impacts of large projects in developing
countries, and to facilitate the harmonization of standards among both public and
private financial institutions in order to increase efficiencies and prevent a ‘race to the
bottom’ in environmental and social risk management practices. Achieving both of
these objectives depended on negotiating a delicate balance between making public
commitments to ethical financing while maintaining market competitiveness by
keeping the cost of capital down.

Yet, the reputational damages caused by media controversies over particular projects
meant commercial banks felt compelled to reassure the public that adverse
environmental and social impacts would be identified and mitigated in order to
restore the public legitimacy of commercial project financing. More specifically, it
was no longer publicly acceptable for commercial banks to consider project financing
purely as a financial transaction without recognizing and managing the broader
development impacts of projects. In this respect, policy development was primarily
driven by a need to meet broader standards of appropriateness defined by changing
public expectations of corporate behavior, while ensuring that the cost of
implementing the standards in their internal financing operations would not be
prohibitive.

¢ Keck and Sikkink (1998)

7 See Missbach (2004) for a NGO perspective on the lack of environmental and social governance in
commercial project financing.

¥ This dynamic between advocacy groups and TNCs is common across industries, see Jenkins (2001)
and Newell (2001). In recent years, socially responsible investment funds (SRI funds) have
increasingly put pressure on industry to align their practices with international environmental and
social norms. (Graham and Woods 2006) This can be manifested in two ways; screening of
investments against a defined set of ethical criteria, and stakeholder advocacy, in which SRI funds
used their voting rights as shareholders to improve corporate regulatory policy. (see ISIS 2002)
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Whereas the timing and content of the framework suggests that both transnational
advocacy groups and international organizations significantly influenced private
governance formation, the institutional design of the Equator Principles reflected the
corporate power that commercial banks exercised in transnational rule-making
processes. Specifically, whereas the Equator Principles do affirm the legitimacy of
well-recognized international norms that are often the cornerstone of transnational
advocacy campaigns, the framework does not create any rights or liabilities to
anyone. In turn, this means the standards and procedures developed by the World
Bank and the IFC as mandatory requirements that could be enforced through various
accountability mechanisms in their public financing operations, are in fact entirely
voluntary for the commercial banks that have adopted the Equator Principles.
Furthermore, the commercial banks did not to adopt the IFC’s disclosure policies that
identify how and when project-level information is shared. Nor did they sign on to its
exclusion list that identifies certain economic activities ineligible for financing.
During the drafting process, this decision was not and could not be successfully
challenged by any actor, including the IFC itself. Therefore, the freedom to pick and
choose which standards and procedures to adopt, and how to integrate them into
commercial project lending practices, represents an important source of power for
commercial banks.

More broadly, the thesis argues that the emergence and diffusion of international
norms stand at the center of this development, as they determine the social context
within which banks define their interests and choose particular courses of action.” As
norms refer to standards of behavior that define for actors what constitutes legitimate
forms of behavior, understanding how they emerge, diffuse and become prominent
within given issue areas may reveal the social constraints and opportunities that shape
the rational choices of actors.!” In this context, the causal and normative beliefs that
actors hold, or that govern a particular issue area, determine whether consensual
knowledge of the policy problem emerges, what meanings are attributed to different
behavioral choices, and ultimately, how actors pursue their interests.'' Understanding
environmental and social standards and review procedures as sets of norms implies
that they should not simply be viewed as informational devices that guide decision-
making, and in aggregate, increase the efficiency and effectiveness of social relations.
Instead, they are deeply contested precisely because they assign rights and
responsibilities to different actors, and create distinctions between legitimate and
illegitimate lending practices. As a result, their value is not only for markets to
decide, but are also determined by the evolution of public expectations about what
constitutes legitimate corporate behavior.

® For a thorough review of norms literature, and a theoretical framework for analyzing and
understanding international norm dynamics, see Finnemore and Sikkink (1998)

' For definitions of norms, see for example Axelrod (1986), p.1096-1097, Finnemore and Sikkink
(1998), pp.891-893, and Klotz (1995), pp.13-16.

"' Haas (1990), p.2. In this context, interests are not perceived as the opposite of ideals or values, but
rather, ‘interests cannot be articulated without values’ and ‘the interests to be realized by collaborative
action are an expression of the actors’ values.’

Christopher Wright 13



Whereas there is a general consensus across rational and constructivist approaches
that norms matter in international relations, there is great disagreement about why
actors follow them. As Nadelmann (1990) notes:

‘It is difficult and often impossible to determine whether those who conform to a particular
norm do so because they believe the norm is just and should be followed, or because
adherence to the norm coincides with their principal interests, or because they fear the
consequences that flow from defying the norm, or simply because conforming to the norm
has become a habit or custom.” '?

The analysis attributes the emergence and widespread endorsement of the Equator
Principles to a diffusion of norms, or standards that differentiate between legitimate
and illegitimate forms of behavior for particular actors. As they give meaning to
certain acts and forms of behavior, norms are central to understanding why some
forms of corporate conduct are at one time acceptable, while later derided as
irresponsible and illegitimate. The emergence of the Equator Principles reflects how
the substantive and procedural norms that have come to define responsible project
lending in multilateral financing have by virtue of their legitimacy and actions of
norm entrepreneurs over time diffused across public to the private financial
institutions. Understanding the economic, social and political developments that
precipitated and perpetuated the expanding legitimacy of these norms and their
integration into the profit narratives of commercial banks is therefore a critical
objective.

In this context, the dramatic transformation in the policy positions of commercial
banks cannot be disassociated from the long-term resilience and widening legitimacy
of the World Bank’s environmental standards for project financing. Since the early
1970s, the concept of environmental review has been considered the institutional
mechanism of choice for ensuring that project lending promotes sustainable
development. First introduced at the World Bank by President McNamara in 1971, it
rests on the assumption that the environmental and social costs of projects can be
adequately mitigated by reviewing project proposals prepared by banking staff in
collaboration with borrowers. In 1987, following a period of intense conflict between
environmental NGOs and several allied governments, and the World Bank’s senior
management defending its banking staff, environmental review became formalized,
mandatory, systematic and fully funded, and subsequently, gradually adopted by
other multilateral development banks as well."> And with the Equator Principles, a
significant share of the commercial banking industry has pledged to adhere to the
same substantive and procedural norms aimed at protecting the environment and
extending certain rights to project-affected communities.

'2 Nadelmann (1990), p.480.

" In 1996, the EBRD adopted its Environmental Policy, and two years later, the IFC formally adopted
the World Bank’s framework, thereby extending the practice of environmental and social review to
private sector projects. Subsequently, export credit agencies (ECAs) pledged their commitment to
these norms in 2001 under the auspices of the OECD’s Common Approaches on Environment and
Officially Supported Export Credit.
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By placing an analytical focus on norms, the thesis provides a framework for
understanding time-specific institutional developments, such as the emergence of the
Equator Principles, within broader long-term transformations in the global political
economy. Three parallel processes are of significance here. First, TNCs are
increasingly defining their role in society in the context of the gradually emerging
‘corporate social responsibility’ paradigm, often in response to an increasingly
vociferous corporate accountability movement that is demanding regulatory
constraints on transnational business.'* Secondly, international organizations are
increasingly establishing institutional relationships with the private sector in order to
induce private actors to voluntarily integrate a wide variety of public policy
objectives into their business practices. In this context, state-based authority is
increasingly being used to promote and legitimize voluntary business regulation at
the transnational level. And third, forms of voluntary governance that depend on
market-based mechanisms for their effectiveness are increasingly being challenged
by a transnational movement for corporate accountability, which promotes well-
recognized norms in areas such as environment, human rights and labor in an attempt
to improve the public regulation of transnational business.

The transnational perspective on norms breaks with the common tendency to place
states, state power and state interests at the center of institutionalization processes at
the global level. Yet, it is still instructive to review alternative explanations of
governance formation. The next section outlines the main approach taken in the
thesis, and subsequently considers how the most common theoretical perspectives on
international relations would explain the growth of private governance in world
politics, and evaluates their usefulness in relation to this study.

1.2 Explaining the Emergence of Private Governance

With globalization, the rise of non-state actors and private governance at the
transnational level has become an important feature of world politics. '* Change-
inducing decision-making, it is argued, increasingly takes place ‘transnationally’, by
a variety of public and private actors operating at different scales across
interdependent issue areas, guided by competing and conflicting interests and
motivations.'® In the field of environment in particular, much attention has been given

'* See for example Bendell (2004, pp.12-16), DeWinter (2003), Keck and Sikkink (1998) and Newell
(2001) on the role of civil society in confronting transnational business, and Jenkins (2001), Sethi
(2002) and Utting (2005) on corporate institutional responses to such pressures.
'* This thesis identifies with the definition of globalization used by Gilpin (2001), using it as shorthand
for the integration of the world economy. In more detail, the definition by Scholte (2005) of economic
globalization covers the intended use of the term in full. He refers to three overlapping processes. First,
increased cross-border movements between countries of people, goods, money, investment and ideas.
Secondly, the growth in open-border transactions, in which the mobility of companies, trade, money,
and finance is global rather than simply international. And third, increased trans-border transactions,
whereby ‘social relations acquire relatively distanceless and borderless qualities’. (Scholte 2005,

.605)
£ Transnational relations is defined here as ‘regular interactions across national boundaries when at
least one actor is a non-state agent or does not operate on behalf of a national government or an inter-
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to the proliferation of transnational networks and partnerships between and among
civil society groups, inter-governmental organizations, business associations and
TNCs existing largely independently of the formal treaties, conventions and
agreements that are typically associated with inter-state relations. This trend is best
captured by the phrase ‘governance without government’, which refers to the role that
social institutions, rather than organizations or material entities, play in solving
collective-action Problems that pervade social relations under conditions of
interdependence.'’ Examples may include voluntary codes of conduct, industry
standards and guidelines that define norms and standards for corporate behavior in
relation to a wide variety of public interest concerns, such as human and civil rights,
environmental issues, corruption, and labor.'®

As most of these new forms of private governance are not rooted in a formal or legal
authority with sanctioning power, there is much uncertainty as to how and why they
emerge. In the study of global environmental politics in particular, but also
international relations more broadly, the growing role and influence of private
governance is becoming an important aspect of the evolution of international
organization and institutions.'? In this context, TNCs are the most important private
actors, as the central organizing entities of global business and the main agents of the
transformation of the world economy, and to a certain extent, the state itself.?’ In
many areas of environmental governance, TNCs no longer hold subordinate positions
to states in the drafting of standards, but exert authority by virtue of their financial
resources and technical knowledge. With their growing influence, the profit motive
has become increasingly accepted as a legitimate, and in some cases, vital aspect of
environmental governance, leading to institutional arrangements centered on
addressing the environmental and social cost of business within the parameters set by
the commercial interests of private enterprise.

governmental organization.” (Risse 1995, p.3). This was the central thesis in the literature on
‘transnational relations’ that emerged in the 1970s (Keohane and Nye 1974; Kaiser 1971), and has in
recent years been central to discussions regarding the elevated authority and influence of non-state
actors in the context of ‘governance’ (Arts and Verschuren 1999; Cutler et.al 1999; Haufler 2000; Hall
and Biersteker 2002; Hewson and Sinclair 1999; Rosenau and Cziempel 1992)

17 Young (1994), p.16. The central point of emerging literature on ‘governance’ is that the absence of
world government does not mean that governance is impossible beyond the level of individual states.
(Koenig-Archibugi 2006, p. 4)

'8 For brief overviews, see Jenkins (2001), Lipchutz and Fogel (2002), pp. 125-129, Sethi (2002) and
Utting (2005), pp-2-3.

1% As per Falkner (2003), private governance ‘emerges at the global level where the interactions among
private actors, or between private actors on the one hand and civil society and state actors on the other,
give rise to institutional arrangements that structure and direct actors’ behavior in an issue-specific
area.” (p.72)

%% See Michelat (1994) on how TNCs are shaping government policy. In general terms, a TNC, or
company, is one that is ‘based in one country that has affiliates in at least one foreign country, which
may be branches of a parent company, separately incorporated subsidiaries or associates, with large
minority shareholdings. (Willets 2005, p.362) Drawing on Gilpin (2001), they expand overseas
primarily through foreign direct investment (FDI), whose purpose is to achieve partial or complete
control over marketing, production, or other facilities in another economy; such investments may be in
services, manufacturing or commodities. (p.278)
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By exploring the empirical case of the Equator Principles, the thesis aims to advance
our understanding of how and why systems of private governance are increasingly
emerging at the global level, and what they tell us about the changing nature of power
and authority in the international system? ' In relation to this particular case, the
thesis finds that external pressures for accountability and transparency played an
important role in inducing the commercial banking industry to develop a common
industry framework for managing environmental and social issues in project
investments. But more importantly, the pre-existence of a set of norms and rules in
the multilateral system that defined why and how financial institutions could lend
profitably and responsibly essentially constituted cooperation among commercial
banks, by not only defining the problem they were facing, but providing the solutions
for it.

Given the significance of public sector norms and the dual role of multilateral
development banks and environmental NGOs in establishing and diffusing the norm,
it is too simplistic to characterize the emergence of the Equator Principles as example
of the ‘privatization’ of global governance.”? Instead, the case reveals how
globalization has enabled and induced different categories of public and private
transnational actors to collaborate in new, innovative ways to facilitate the integration
of environmental and social concerns into transnational business. In particular, new
forms of relationships between states, international organizations, NGOs and TNCs
are giving rise to a new form of transnational rule-making that is de-territorialized,
decentralized and often constituted by a combination of public and private norms,
producing rules that can conform to the commercial imperatives of transnational
business while giving recognition to long-standing environmental and social norms in
the international system.

The analysis is focused on advancing our understanding of private governance
formation in issue areas with ‘high value content and informational uncertainty’,
commonly attributed to environmental protection and labor standards, and human
rights.23 While perhaps a marginal aspect of the totality of world politics, these
institutional processes are nevertheless redefining the purpose, content and design of
a sub-set of global business regulation, potentially reshaping our understanding of the
relationship between private sector development, environmental degradation and
poverty. In these issue areas, transnational politics are characterized by conflicts
between actors over the relevance and applicability of so-called prohibition norms, or
norms that circumscribe the conditions under which actors can participate in and
authorize activities.”* Applied to transnational business, it entails the setting of
standards that bar certain types of economic and financial practices for mostly moral
and ethical reasons that have in the past been deemed both profitable and legitimate.

2! For a broader discussion of political institutions, see March and Olsen (1989), pp.1-21. Applied
specifically to the study of international relations, see Ruggie (1998), pp.45-62.

%2 See Clapp (2005) for this argument.

2 Keck and Sikkink (1998), p.2.

24 As per Nadelmann (1990), ‘prohibition norms’ are absolute restrictions on certain types of activities,
such as the condemnation of killing whales, elephants or other endangered species. (p.479)
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Moreover, these restrictions often serve to give laws and norms institutionalized in
Western democracies extra-territorial jurisdiction, by forcing private transnational
actors to comply with them when they are doing business in developing countries,
regardless of whether it is required by national laws and regulations.

In most cases, private governance concerning environmental and social issues emerge
from deliberative processes involving both public and private actors in which
different sources of legal, technical and moral authority are combined to integrate
well-recognized international norms with existing transnational business practices.

A theory purporting to understand why private actors are increasingly engaging in
institutionalized cooperation over environmental and social matters needs to be able
to explain these broader transformations that are reshaping the process, social purpose
and impact of rule-making in world politics. What is clear is that compared to the
most common manifestations of international cooperation, such as multilateral
diplomacy, treaties and agreements, private governance does not easily fit with the
prevailing assumptions about institutionalization in international relations, because of
its decentralized institutional design, the absence of formal enforcement powers and
the diversity of actors involved. In particular, the marginalization of states and
nationally-bound actors within these rule-making processes seems to undermine the
commonly held view that states are the primary actors in global governance.

1.3 Theoretical Perspectives

Notwithstanding the limitations of state-centric approaches, it is still instructive to
briefly survey the most common theoretical perspectives on governance formation,
and consider how they may explain these developments. In the study of international
relations, governance formation has been traditionally studied within one of three
analytical concepts; power, interests and knowledge. In a power-based theory,
governance formation manifests the power and authority of dominant states, and is a
function of their material resources and capabilities. For realists, the chief proponents
of this view, the basic assumption that governs their understanding of governance is
that the nature of relations between actors, whether cooperation or conflict, depends
upon the structure of the international political system.” In this context, governance
is supplied by powerful states in their effort to ensure stability and order in world
politics. In turn, they assume that dominant states provide the conditions for
processes of institutionalization to emerge and evolve, and also possess the capability
to bring them to an end.*

In contrast, interest-based theories point us to the positive and negative incentives
that actors (notably states) face in cooperating with each other, and the institutional

%3 For example, Carr (2001), Gilpin (1971), and Krasner (1995).

%8 See for example Gilpin (1971) and Lipson (1984). As Haufler (1999) has noted, the literature
attributing regime emergence and persistence to hegemonic power integrated hegemonic stability
theory to the study of international institutions, and embedded it within a liberal concern for
institutional cooperation.
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conditions that encourage cooperation. For neo-liberal institutionalists, governance
formation is a product of rational bargaining processes between actors in which the
outcome is the most efficient solution to solving coordination problems or increasing
the efficiency of interactions. In this context, governance is not necessarily an
expression of state power, but triggered by the emergence of favorable institutional
conditions which cause a demand for governance by inducing self-interest driven
actors to favor cooperation over unilateral behavior. >’

In contrast to the rational ontology of these perspectives, constructivist approaches
assume the identities and interests of actors are not fixed, but are constituted by
norms that define standards of behavior an particular ideas about the material world.
BIn turn, international institutions are seen as social constructions that attribute
meaning and social purpose to different forms of behavior. By virtue of their
constitutive role, institutions have significant distributional consequences by
attributing legitimacy to different actors, forms of behavior and interests, at the
detriment of others. In this view, power is inherently socialized, and is produced and
exercised in social relations which define ‘who are the actors and what are the
capacities and practices they are socially empower to undertake.” > As power is
embedded in social structures, institutional development and the emergence of
institutionalized behavior among actors is tied to the diffusion of norms and rules.
Thus, rather than reflecting shifts in material capabilities or incentives, this
perspective attributes governance formation to a shift in norms. As a result,
understanding why and how norms emerge and diffuse in the international system
becomes an important imperative to understanding processes of international
institutionalization.

Based on the characteristics of transnational governance, conventional state-based
approaches to understanding processes of institutionalization in world politics do not
adequately account for how and why non-state actors engage in transnational rule-
making processes.*® As non-state actors are not vested with the same legal and formal
authority as states, their sources of power are inherently different and more diffuse,
yet may in some circumstances be equal or even superior to them. For example, norm
entrepreneurs, such as environmental and labor groups, may exert social pressure on
both governments and TNCs by advocating certain normative beliefs and moral

%7 For example, global economic integration has increased interactions between states and
interdependencies between them. To illuminate the distinction between institutionalist and structural
realist accounts of international relations, using the analogy of a poker game, Kehoane and Nye (1989)
argue that ‘at the process level, analysts are interested in how the players play the hands they have
been dealt. At the structural level, they are interested in how the cards and chips were distributed as the
game started.” (p.21)

?® For brief overviews of constructivism in international relations, see for example Wendt (1995),
Checkel (2001) and Finnemore (1996).

 Barnett and Duvall (2005), p.10. ,

% For the purpose of analysis, Josselin and Wallace (2001) offer a useful definition of non-state actors,
namely actors which are “at least in principle autonomous from the structure and machinery of the
state, and of the governmental and intergovernmental bodies below and above the formally-sovereign
state: transnational, rather than transgovernmental.’ (pp.3-4)
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claims that de-legitimize existing state or corporate practices.’’ Business may use
their financial resources, technical expertise and market power to exert influence over
governments and engage in both international and transnational rule-making
processes.’? And both sets of actors are frequently involved in the creation and
implementation of private forms of voluntary regulation at the transnational level.

As private governance is more informal, fragmented and voluntary-based than
conventional international agreements, treaties and conventions, an approach which
regards institutions as formal structures is ill-suited to understand how and why they
emerge, and what determines their institutional design and social purpose. In
addition, apart from being unable to capture the influential role of non-state actors in
private governance, state-centric approaches also tend to bypass what seem to be the
most interesting questions. For example, whereas establishing the significance of
private governance requires an assessment of how states impact, or are impacted by,
institutional processes at the transnational level, the arguably more interesting
question is how and why non-state actors are able to legitimately project authority in
ways that are commonly assumed to be limited to states. As such, this requires a
theoretical perspective that does not take state power, interests or inter-state relations
as a starting point. Similarly, a contrarian’s view that elevates the role and influence
of non-state actors over states can be equally inappropriate, and be vulnerable to the
same kinds of criticisms.

Before discussing this theoretical approach more in detail, the next section will
explain why the framework will be influential in the global project finance market,
and more broadly, in shaping environmental and social governance in global finance.

1.4 Why the Equator Principles Matter

The analysis suggests that an in-depth study of the Equator Principles can provide
many clues as to why private governance emerges and gives rise to institutionalized
behavior in the private sector. The adoption of the Equator Principles is not legally
binding, and compliance with them is not formally monitored or enforced. By
implication, they could be easily dismissed as yet another code of conduct that does
not impact core business practices in any significant way. Yet, notwithstanding their
voluntary nature, corporate codes of conduct have the effect of forcing TNCs to
consider the environmental and social impacts of their business practices and publicly
justify their actions (and inactions) to broader constituencies, including shareholders,
consumers and civil society more broadly. ** As such, private governance gives birth
to new forms of dialogue and authority, mobilizing intellectual energy towards
reconciling commercial interests with a wide variety of public concerns. In addition,

*! On the role of norm entrepeneurs in institutional processes at the global level, see for example
Finnemore and Sikkink (1998), pp.896-902, Keck and Sikkink (1998), Nadelmann (1990), and
Wapner (1995).

32 See Levy and Newell (2005), pp. 1-21, and Strange (1996).

3 Newell (2001a), p.89.
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