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1. Introduction

Violent conflict presents a serious challenge for businesses operating abroad. A large body of
evidence shows that investments in conflict-prone countries, and the interaction with the
dynamics of violent conflict at local and national levels that frequently follows, often lead to
operational, reputational and even legal costs.!

Political risk analysis and environmental and social impact (ESIA) standards as well as other
approaches to managing risk have been evolving since the 1980s, complemented by increasingly
sophisticated understandings of the appropriate relationship between business and host societies,
and of ‘corporate social responsibility’ (CSR). Despite this, understanding of the interrelationship
between particular investments and violent conflict has been limited.

Annex 1 provides a fuller discussion of the limitations inherent in current practice. Major gaps
exist in:

e Capacity to understand accurately any existing or potential conflict in a country, its actors and
their perspectives, and its causes and consequences.

e Ability to appreciate the spectrum of influence that an investment can have on such conflict,
directly, indirectly and at varying levels.

Conlflict risk — defined as the risk that a project’s development, construction or operations may
impact negatively on and be negatively impacted by violent conflict — poses a major threat to an
investment’s creditworthiness and viability. Demonstrations and blockades by local communities;
sabotage of project installations or facilities; kidnapping or assault of staff; outbreak of violent
clashes between armed groups; demands of payments by armed groups to project sponsors — all
of these can impose direct costs on an investment.

At the same time, no project located in a conflict-prone area will be neutral in terms of its
own impact on conflict. The interaction between a company investment and conflict is best
understood as a two-way process: just as a project may be adversely affected by violent
conflict at local or national levels, the project itself will have an impact on the conflict context
within which it is located. Even where conflict appears to be geographically far from a
project, the investment may become part of the conflict dynamic. If a government is party to
a conflict, for instance, then payment of taxes, royalties, or profit-sharing with the
government (if it is a partner) can be seen to support the state by boosting its access to
resources to continue the conflict. The business’s mere presence can attract attention of
warring parties, representing an influx of resources to an otherwise isolated region, stirring
ambitions for autonomy or independence. And the business may become a source of
heightened competition locally.?

Decisions that project sponsors take regarding project location, design and management have
the potential to impact and affect the severity and dynamic of the conflict. The way the
company operates — in recruiting staff and distributing employment opportunities and
community benefits, arranging security, interacting with political actors — has an impact. Each
of these actions can, and often have, provided the trigger which may spark violence, due to pre-
existing structural causes and proximate conflict factors. Understanding pre-existing tensions,
and how a project may impact upon them, is thus central and fundamental to improved
management of conflict risk. Yet while companies are increasingly aware of the conflict-related
costs that can accrue to them, the impact of project activities themselves on conflict dynamics
remains only partially understood.

3
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Direct costs clearly affect the project’s viability; indirect costs also have an impact, and banks
supporting controversial projects may themselves face reputational risks.?

Box 1: Costs of conflict

Direct costs

Security Higher payments to state/private security firms; staff/contractor time
spent on security management

Risk management  Insurance, loss of coverage, reduced mobility and higher transport costs

Material Destruction of property or infrastructure

Opportunity Disruption of production, delays on imports

Personnel Kidnapping, killing and injury; recruitment difficulties; higher wages to
offset risk

Reputation Consumer campaigns, risk-rating, share-price, competitive loss

Litigation Expensive and damaging law suits

Indirect costs

Human Loss of life, health, intellectual and physical capacity

Social Weakening of social, political and economic capital

Economic Damage to financial and physical infrastructure, loss of markets
Environment Pollution, degradation, resource depletion

Political Weakening of institutions, rule of law, governance

Some companies have actively engaged in the debate on business and conflict, which has climbed
international policy agendas over the past decade. This is particularly true of companies in the
extractive industries, who have participated in multi-stakeholder processes such as the Kimberley
Process Certification Scheme®, the Extractive Industry Transparency Initiative (EITI)® and the
Voluntary Principles on Security and Human Rights (VPs)® in order to seek out shared solutions
to problems. To date, the financial sector has had limited involvement in these discussions and
processes, although several leading banks have adopted the Equator Principles,” and the UN
Global Compact has had a special focus on finance.®

Large-scale investment to build infrastructure, construct dams, or prospect for oil, gas of mineral
resources is made possible because lenders, insurers and promoters come together and pool risks.
The field of project finance is therefore well-placed to develop new and innovative approaches to
assessing and managing risks associated with major investments in conflict-prone countries.

This briefing paper proposes better lending practice in conflict-prone states — defined as ‘conflict-
sensitive’ project finance — is in the interests of all stakeholders. Such an approach would enable
financial institutions to:

e Understand the conflict context in which a project is developed

e Recognise the two-way process that characterises the interaction between investments and
conflict and assess the impact between the project activities and the conflict context

e Mitigate negative impacts that may result from such an interaction

e Harness opportunities to encourage project sponsors to contribute to a more secure operating
environment

A conflict-sensitive approach to lending and insuring can provide project sponsors and investors
with increased confidence that cash flow, reputation and relations with host countries and other
actors will not be negatively affected by violent conflict. In turn, this approach may also assist
multilateral development banks (MDBs) and others to improve their track record of supporting
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those projects that further developmental goals, as well as projects which ‘do no harm’ and
contribute to the building of peace.

2. Understanding conflict

Conflict occurs when two or more parties believe their interests to be incompatible, express hostile
attitudes, or take actions that damage the other’s ability to pursue its interest. Non-violent conflict is
essential to social change and development, and a necessary component of human interaction.
Conlflict becomes violent when parties no longer seek to attain their goals peacefully, but instead
resort to violent means. That signifies a profound breakdown in social relationships with destructive,
long-term and far-reaching effects.

Since the end of the Cold War, civil conflict has been a persistent feature of the international
political landscape. From 1990 to 1992, the number of armed conflicts rose from 56 to 68.
From 1990 to 1999 there were 118 armed conflicts, 100 of which were largely, primarily or
exclusively internal conflicts.” Some conflicts have ostensibly ‘ended’ with peace agreements, but
the incidence of intrastate violent conflict overall has continued to increase.' Indeed, half of all
countries coming out of violent conflict revert to war within five years; peace agreements do not
necessarily alter the factors that led to conflict in the first place." Since 2001 the situation has
become more complicated because of the security threat posed by terrorism and the
international response to acts of terror, such as the US-led military campaigns in Afghanistan
and Iraq and the internationalised hardening of approaches to security. Violent conflict is more
common in societies with weak institutions and chronic poverty. Of the 32 countries in the low
human development section of the United Nations Development Programme Human
Development Index table, 22 have experienced conflict at some point since 1990 and five of
these experienced human development reversals over the decade.' Furthermore, conflict gives
rise to chain reactions: a slowing economy, weak rule of law, corruption and an uncertain
security setting represent powerful disincentives for investment.” Conflict can take place at the
macro-level, for instance violence between two warring parties contesting the political status
quo; or at more localised levels.

Box 2: Key terms

Actors are individuals, groups or institutions who contribute to conflict; and/or are affected by
conflict (in a positive or negative manner); and/or are engaged in dealing with conflict.

Conlflict-sensitivity refers to the ability of any organisation to: understand the context in which
it operates; understand the interaction between its own activities and the context; and act upon
the understanding of this interaction, in order to avoid negative and maximise positive impacts.

Context refers to the political, economic and social operating environment, which ranges from
the project level to the macro level (e.g. community, district/province, region(s), country and
neighbouring countries).

Development refers to long-term efforts aimed at bringing improvements in the economic, political
and social status, environmental stability and the quality of life of all segments of the population.

Impacts (positive or negative) describe an interaction in terms of its contribution to
exacerbating or mitigating violence or the potential for violence.

5
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2.1 Causes and triggers

Companies often view conflict as an issue that can be addressed in isolation from other issues
such as human rights, the environment or sustainable development. However, conflict is a cross-
cutting context — it is a violent manifestation of tensions that may have arisen for a variety of
reasons (e.g. human rights abuses, environmental scarcity or degradation, unjust governance,
economic insecurity).

Research institutions, international organisations and others have made attempts at modelling
individual risk factors that lead to the outbreak of violent conflict. To understand conflict and
how a project might interact with conflict, analysis can focus on:

1. Structural causes
2. Proximate causes
3. Triggers

Box 3: Causes of conflict
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e Objectives of political actors:
armed groups and others may
seek violent solutions to long-
term historical grievances

Elections

Increased food scarcity
Environmental disasters
Security arrangements of
companies

® Project resettlement and
compensation policies

Triggers Single acts, events or their
anticipation that may set off
or escalate violent conflict

The presence of these correlates in a particular country does not mean violent conflict is
inevitable. Likewise, violent conflict may break out when these illustrative correlates are not
present. However, a sound overview of a country’s conflict correlates (and conflict context) can
assist in understanding the overall level of conflict risk.

3. Project finance and conflict

Different financial services can interact with conflict in different ways — including through
facilitating the enrichment of corrupt and repressive regimes; providing financial facilities for
trade in weapons; and trading in ‘conflict commodities’. These are discussed in further detail in
Annex 2. While these linkages suggest a comprehensive effort to address conflict across the
financial services sector may be required, this briefing paper is directed specifically at the project
finance industry for the following reasons:

The activities typically supported by project finance — natural resource extraction, construction
of power plants, hydroelectric dams and other large-scale infrastructure projects — are often
linked to violent conflict due to their strategic significance. Unless properly managed, revenues
from natural resource extraction create adverse consequences for societies, according to the
phenomenon known as the ‘resource curse’, which has often hastened underdevelopment or
conflict." Large projects may require resettlement of communities, or otherwise affect groups
who feel neglected by their government or the project. The environmental, social and revenue
‘footprint’ is large and projects often need to protect their assets with security forces.

While the project sponsor bears the direct risks of operating in a conflict-prone region, its
financiers are also exposed, given that finance is paid back based on revenue from the project,
and not from the assets of its principals. Furthermore, the financier’s risk increases because the
loan it provides is specifically meant for the project. This means the bank can be held accountable
for supporting a project that has become controversial or led to conflict. Activists and NGOs
have targeted leading banks, private and public, calling on them to withdraw from financing
projects they oppose, such as the Narmada dams in India, the Ilisu dam in Turkey, the Three
Gorges dam in China, and the human resettlement programme in Qinghai.” Some banks have
also been sued under the Alien Tort Claims Act of the US.'

Many infrastructure projects in risky environments proceed due to the diffusion of risks made
possible through project finance deals, and associated aggregation of resources which helps
discourage default on loans."” Often these syndicates include international lending organisations
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such as IFC and EBRD or export credit agencies which provide political cover to protect the
project’s viability. Two major recent pipeline projects — the Baku-Tbilisi-Ceyhan pipeline and
the Chad-Cameroon pipeline — were made possible because multilateral development finance
institutions played an active role in providing support and seed finance. Developing country
governments may also like project finance deals because they facilitate the entry of big foreign
investors, delivering large-scale projects without increasing public debt.'

However, public sector lenders such as IFC or export credit agencies have the added
consideration of needing to operate consistently with the wider international objectives and
mandate of their institution. As they report to their board and members, which include sovereign
governments, they are expected to operate within the framework of the international obligations
of the member-states or wider government. They are especially likely to come under criticism
where projects get caught up in conflict dynamics precisely because large projects are seen by
critics to undermine the development, poverty reduction and global security concerns of many
taxpayers, reflected in government policy."”

Box 4: Conflict risk in Guatemala - the Marlin gold project
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Conlflict-related risk requires special attention from the project finance industry. At the same
time, the sector is well-placed to take steps both to protect its own investments and ensure that
business is not impacting negatively on those affected by violent conflict or the wider objectives
of its own institutions, as will be discussed in further detail.

4. Conflict-sensitive project finance

As discussed above, investors have a two-way relationship with conflict. They have attempted
to address conflict’s impact on their own operations by developing risk analysis and mitigation
processes. These however, are inadequate, as ongoing clashes between investments and violence
testify, and as discussed in Annex 1. This calls for a conflict-sensitive approach to project
finance that is based on recognition of the two-way process that characterises the interaction
between investments and conflict dynamics, enabling investors to ‘do no harm’ and at the same
time contribute to more secure operating environments.

This briefing paper recommends five steps toward conflict-sensitive project finance:
. Conflict risk and impact assessment

. ‘No-go’ criteria

. Improved conflict risk management by sponsors

. Policy coherence

. Strengthened regulatory framework

L AW -

4.1 Conflict risk and impact assessment

The absence of violence in a project area is no guarantee for the future. Few major greenfield
projects are developed in areas of actual violent conflict, precisely because of the risks entailed.
More commonly, violence at the local level will follow the start of operations; or violence at the
national level will soon turn to draw the project in. As major investments inevitably alter local
contexts, even in relatively peaceful environments tensions may increase, leading to violence.

Project financiers should include conflict risk and impact assessment (CRIA) as part of their
standard due diligence procedures. By assessing the two-way dynamics between a project and the
context in which it is developed, project financiers will be in a better position to understand the
nature of conflict risk that may affect a project, with far greater sophistication than is currently
standard practice. Conflict risk analysis from this perspective will also enable financiers to
identify particular weaknesses and strengths in a project’s design and management strategy,
which in turn will allow for more informed risk mitigation strategy dialogue with a project
Sponsor.

Enhanced due diligence that emphasises CRIA is a relatively new concept. One set of tools has
been developed by International Alert and is currently being tested by leading oil, gas and mining

companies — in Colombia, Nigeria and elsewhere. This methodology proposes a three-tier process
of CRIA: initial screening, macro-level (M-CRIA), and project-level (P-CRIA).*

9
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Figure 1: Conflict-risk analysis mitigation strategy
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The CRIA process will identify conflict issues and promote understanding of the two-way
interaction between these and the project, as well as appropriate mitigation strategies. The
methodology is designed to accompany the entire life-cycle of a project, which means it should
be constantly updated to reflect the changing dynamic in the external context and as the project
develops. At its core, the Alert tool involves participatory analysis to draw on the perspectives of
those living in affected areas, so that the analysis of the context is enriched. Alert’s methodology
seeks to overcome some of the shortfalls in approach and implementation of standard ESIA
methodologies, and integrates a more thorough understanding of the nature of violent conflict.

The key principles guiding the approach are:

® Participatory analysis

e Enhanced communication
e Strong local relationships
e Shared decision-making

Shared decision-making processes themselves enhance transparency and act as a conflict-risk
mitigation strategy, as trust will be built, fostering legitimacy and relieving tensions.

While project financiers may find the in-depth and dynamic CRIA approach not suited in every
situation, aspects can be built into existing due diligence procedures in order to give a fuller and
richer picture of the risk context. Lenders and insurers should conduct an initial conflict risk
screening process at an early stage that can help identify key conflict risk issues facing a particular
project. Sample screening questions can focus on identifying any potential correlates of conflict
that exist at the local, national or regional levels.

An important aspect of enhanced due diligence by lenders would include consideration of the
project sponsor’s track record in addressing and managing conflict risk. This would require
exploring the sponsor’s past performance on social and environmental issues, particularly if the
sponsor has operated in a conflict zone, and how it has dealt with security and human rights
issues. A financial institution may also enquire into the project sponsors’ policies on corruption,
business ethics, environmental issues, and project security.”
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4.2 ‘No-go’ criteria

In some countries, the probability of conflict affecting a particular project may be so high that
from the conflict-sensitive perspective it would be unwise for an investment to proceed. If
properly conducted, the enhanced due diligence screening should alert project financiers and
insurers to this possibility. Where a project is located in an area where egregious human rights
abuses are widespread, or have been committed in the recent past, financiers should think very
carefully and seriously before proceeding with the investment. This is because experience shows
that a large-scale investment occurring in a context where such abuses are being committed is
unlikely to escape involvement in the local power struggle around which abuses are occurring,
whether through security forces, payment to armed groups, or use of company infrastructure and
hardware for political ends on the part of conflict actors.

Proximity to egregious human rights abuses has associated legal risks that should inform no-go
criteria. International humanitarian law applies to all actors, and international criminal law
requires companies to comply. Non-compliance can lead not only to adverse publicity and
potentially costly civil litigation, but also in some cases criminal prosecution against company
executives. Indeed, a number of national jurisdictions permit criminal or civil prosecutions of
business entities on certain grave breaches of international law.

Box 5: Legal risk to companies in conflict-prone states

In conflict-prone states, the line between the state and a private investing company can become
blurred. Project sponsors often end up, or are expected to, deliver services or create
infrastructure that traditionally the government is meant to build or provide. The state and
companies under its control are often partners of the sponsor. And companies may enter into
contractual or other business relationships with state security forces.

This exposes companies operating in conflict zones to the risk of being implicated in acts state
bodies commit in the conflict. In several recent instances, companies have provided practical
assistance to state security forces which have then committed human rights abuses or violated
international humanitarian law.? While many of the cases have involved the project’s
sponsors, in some cases, the financiers have also been implicated.”” Some companies have
provided money or resources and others have built infrastructure which the combating parties
have used to commit abuses.”® The relationship between the company and the state, or an
armed group, cannot be considered as neutral and strictly contractual or commercial.

Even if the company has not directly committed an illegal act, and even if it has not intended
for such an act to be committed, if it can be established that the company has aided, abetted,
assisted, facilitated, contributed, encouraged, or provided support to such acts, then the
company’s officials run the risk of prosecution under international criminal law and the
company may be accused of being complicit in human rights abuses if such abuses follow.”
And even if the state does not prosecute the company, individual litigants can, and have, sued
companies for violating their rights, particularly under tort laws such as the Alien Tort Claims
Act in the US. While no company has lost a case so far, there have been 36 such cases filed
against companies. These cases have adversely affected companies by generating negative
publicity, imposing financial and legal costs, and making demands on management time.

As noted earlier, the chain linking a project to banks in non-recourse financed projects (such as
many cases of project finance) is often direct, raising the risks significantly for the financial
institution to be held accountable for the conduct of the project sponsor, if that conduct has
broken the law.

1
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International law on complicity is still evolving. Being aware of abuses taking place and doing
nothing about it can also raise legal complications for a company, particularly if the abuse is a
grave war crime.” Financial institutions which have extended finance to project sponsors with
insufficient due diligence, or inadequate analysis of the conflict context, may be at risk. They are
often at least one step removed from the risk of direct exposure, and most of the relevant cases
deal with project sponsors, such as oil or mining companies. But in some cases, banks and other
lending institutions have faced associated campaigns targeting them and there is nothing in the
jurisprudence that would prevent a particularly egregious case coming to court. Developing no-go
criteria that draw on these emerging legal norms is a key element of a conflict-sensitive approach.

4.3 Improved conflict risk management by project sponsors

If conflict risks and potential impacts are comprehensively assessed by financiers during due
diligence, the logical next step is to identify and implement conflict risk mitigation measures
appropriate for the sponsor, or to encourage them to do so. One option is for lenders to work
with sponsors to ensure projects are developed and operated in a conflict-sensitive manner. This
may lead to the incorporation of warranties and covenants in loan agreements such as requiring
that the project sponsor has conducted a project-level risk assessment, and that the sponsor will
comply with conflict-sensitive business practices (for instance, by demonstrating adherence to the
Voluntary Principles on Human Rights and Security and/or by using conflict assessment tools
such as those discussed above or equivalent). However, covenants and warranties are meaningful
only if the lenders can monitor and assess compliance.

Lenders have leverage during the financing phase; political risk insurers have leverage while
negotiating terms and while paying out claims. It is in the interest of insurers to work with
sponsors to increase awareness of the two-way relationship between the project and the conflict
context. In order to improve compliance, insurers could include carve-out clauses in contracts,
specifying circumstances under which the provider will not pay out a claim after the outbreak of
violent conflict, where the sponsor may have been responsible for escalating tensions or failing
to adopt conflict risk management strategies. This would encourage sponsors to take steps to
avoid conflict risk rather than potentially exacerbating conflict, and to contribute to a more
stable operating environment based on an integrated analysis and mitigation framework such as
that described above.

4.4 Policy coherence

Multilateral and regional development banks are in many cases active in conflict prevention,
peacebuilding and post-conflict reconstruction. New analytical tools for designing development
projects are also gaining currency, which encourages planners to address root causes of conflict.
Increasingly private sector investment is being linked to development — yet policy coherence
between the goals of investment promotion and conflict prevention remain ill-defined.*!

The World Bank Group has come under particular scrutiny for the role IFC and MIGA have
played in the support of extractive industry and other projects linked with social disruption,
increased vulnerabilities, social hostility and conflict. The Extractive Industries Review (EIR)
commissioned by the World Bank in 2003 recommended that the Groups’ institutions
mainstream human rights and support project sponsors to adopt human rights policies.*> The EIR
also recommended an end to bank support for extractive industry investments in countries prone
to or affected by violent conflict, precisely because the developmental benefits of such
investments in such conditions are so unclear. While the bank’s management did not accept this
recommendation, the need to tighten policy coherence across all areas of bank activity has been
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highlighted by the process. Adopting conflict-sensitive lending practices could be a step in this
direction.*

Export credit agencies (ECAs) also have similar responsibilities, since they are government
institutions which are, as part of their overseas development assistance, often committed to
peacebuilding.’* Governments need to ensure that the national policy on investment promotion
and trade policy are in line with the stated development and foreign policy goals of the
government. At present however these arms of government tend to sit far from one another
culturally and functionally, resulting in agencies such as ECAs having little linkage with wider
international policy goals. The fact that some foreign ministries have begun to share country
analyses with ECAs as an input to risk analysis is a small but important step in the right
direction, on which adopting conflict-sensitive lending practices could build.*

4.5 Strengthened regulatory environment

There is no internationally agreed overarching, legal or voluntary instrument on how to conduct
business in unstable states in a way that minimises conflict risk. That being so, there are several
initiatives underway to close the gap in international frameworks for addressing corporate
operations in conflict zones. In relation to the activities of extractive industry actors, instances
include the Voluntary Principles on Security and Human Rights, and the Extractive Industry
Transparency Initiative. More broadly, the work of the Special Representative to the UN
Secretary General on Business and Human Rights over the next two years will focus on conflict
and weak governance zones and could lead to useful further guidance and norm-setting. MDBs,
ECAs and banks alike could do more to ensure that they actively promote meaningful adherence
to these standards by clients, as well as existing standards such as the OECD Guidelines for
Multinational Enterprises, including through monitoring implementation as part of the financial
relationship.” Banks are aware of their increasing responsibilities and the Equator Principles have
emerged as an important international benchmark, now adopted by 40 financial institutions, to
promote higher standards in lending, bearing in mind social and environmental risks.”” The
principles have been revised recently to underscore best practices. In April 2006 the IFC released
its policy on social and environmental sustainability, comprising eight performance standards
which include key concerns on conflict and the extractive sector.*

Taken together with the increase in legal cases filed against companies discussed above, these
policy developments indicate a gradual move on the part of governments, financial institutions,
and civil society to create a level playing field so that there are clear benchmarks in place to guide
investment decisions in conflict-prone regions. Taking a clear lead in implementing and
advancing relevant standards will place project financiers in good stead for managing conflict
risk in the longer term.

13
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Annex 1 - Limitations in current risk assessment and
management practice

Financial institutions have developed advanced risk management processes to determine the
risk/reward trade-off for a range of commercial and non-commercial risks. In addressing conflict,
banks, ECAs and MDBs use a variety of existing techniques. For qualitative assessment of
conflict risks, the preferred model is a combination of environmental and social impact
assessments (ESIA), country-level risk indices and political risk analysis. While these assessments
draw attention to some aspects of conflict, they fall far short of the systematic two-way conflict
risk and impact assessment (CRIA) processes required.

1. Environmental and Social Impact Assessments (ESIAs)

Host governments and commercial and multilateral financial institutions increasingly require
Environmental Impact Assessments (EIAs) before the project can go ahead. Lenders also require
Social Impact Assessments (SIAs) in many cases to identify potential social risks and opportunities.

As the United Nations Environment Programme (UNEP) has observed, it is the intention of the
EIA to maximise the positive impact of the project, but in reality, its practical implication is
limited to preventing or minimising adverse effects.”” EIA methodologies are well developed,
particularly in comparison with nascent SIA techniques, but they are widely criticised. Common
concerns include:

* Flawed stakeholder engagement process due to unequal power, expertise and resources

e Inadequate consideration of cumulative effects and social and health impacts and risks

e Failure to consider indirect effects on systems and communities outside of project ‘space
frame™*

SIAs combine scoping studies, evaluation of significant issues, and baseline data generation, after
which they attempt to predict the impact, and recommend mitigation strategies. The approaches
are neither uniform, nor developed empirically. As with EIAs, SIAs’ effectiveness depends on
whether the assessment is mandatory and whether the top management is committed. While
SIAS’ results could guide resettlement and compensation, they are unlikely to have a wider
influence in deciding whether the project should go ahead in the first place.

EIAs and SIAs depend on simple models of ‘cause and effect’ and ‘impact and mitigation” which,
experience has shown, are frequently inadequate to deal with the complexities of project-induced
social change, particularly in conflict-prone areas. Understanding conflict requires meaningful
stakeholder consultation and mapping, which are often absent. As ESIAs are public documents,
they are less likely to contain conflict-risk related data (such as the human rights records of state
security forces) that may put sponsors at risk of political recriminations.

2. Country risk ratings

Country risk ratings, such as those provided by Fitch, the Economist Intelligence Unit*, the
Business Environment Risk Intelligence (Beri), Institutional Investor, or Moody’s Investor
Services, are what banks rely on to examine economic, political, financial and social factors, but
at a fairly broad level. Risk ratings are useful to gauge levels of market risk, but they are not
specific about the nature of political risks particular investment or projects may face.*
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2.1 Political risk analysis

Project sponsors in emerging markets frequently commission political risk analysis to pin-point
likely threats to develop risk management strategies. These risks tend to include cronyism,
organised crime and fraud, unfair competition, corruption, safety of capital employed, and poor
legal standards. One major problem with traditional quantitative political risk methodologies is
over-reliance on retrospective data which may not account for new dimensions. Social
relationships are complex and cannot necessarily be modelled in the same way as more technical
considerations.” Despite advances made by some specialist political risk consultancies, including
in ability to highlight conflict risk issues facing a particular project, the approach has limitations:

e PRA reports tend not to be linked to project cash flows, and are viewed as a separate
activity and not integrated in the wider risk assessment process

e The results of PRA are not linked with the prevention/mitigation strategies in the SIA

* Conflict-prone environments can change rapidly, while PRAs are static, conducted at a
particular moment, and may not build in continual monitoring and revision throughout the
project cycle

e PRA is used to determine risk, and not to reduce risk

e Stakeholder perceptions of risk may differ significantly from those gleaned from official
sources and yet, in their desire to be ‘objective’, PRAs do not pay adequate attention to
perceptions which cannot be proven

2.2 Political Risk Insurance (PRI)

Sponsors and lenders will frequently transfer political risk to insurers. This is often a pre-requisite
for lending and the provision of credit guarantees. Political risk insurance traditionally provides
cover for expropriation, currency inconvertibility, repatriation problems, and political violence
(including physical damage due to politically motivated strikes, riots, civil commotion, terrorism,
sabotage, war, and/or civil war). Additional coverage is also available for net profit lost, and
compensates for defaults caused by political violence.*

However:

® The extent of PRI coverage is limited. PRI premiums are high, coverage capacity in the
insurance market is limited, and there are restrictive terms and conditions*

e Those who offer PRI do not offer a comprehensive coverage. As seen earlier, conflict often
cannot be foreseen

e PRI rarely reaches beyond the replacement value of assets to encompass cash flows*

e PRI often does not cover risks at local levels

e PRI creates a moral hazard by providing an incentive for sponsors to invest where they would
not otherwise invest. In certain situations, that can accelerate conflict, if not exacerbate it. For
this reason, PRI provider Multilateral Investment Guarantee Agency (MIGA) which is part of
the World Bank Group has been criticised for failing to consider the interconnections between
different components of political risk and assessing whether a client’s business activities will
aggravate these risks*

e NGOs criticise PRI because it benefits companies which suffer losses due to conflict, but not
communities

3. Covenants and warranties

A lender may attempt mitigating the non-commercial risks by requiring covenants and warranties
so that the sponsor has an environmental management plan and community support mechanisms
in place. Since covenants and warranties are confidential and deal-specific, it is difficult to draw
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conclusions about their effectiveness regarding management of conflict risk. In any case, as noted
earlier, compliance with best practices, while necessary, may not be sufficient to ensure that
conflict risk is mitigated. Such covenants are meaningful if the compliance is monitored
throughout the life-cycle of the project, but that is often not the case. And lenders lack the
capacity to monitor progress themselves. The Environmental and Social Review Procedures
followed by MIGA require the institution’s clients to provide warranties and assurances that
environmental and social issues will be managed effectively. However, as pointed out by the
CAO’s 2002 report Insuring Responsible Investments, MIGA does not systematically assess
client capacity to adhere to such warranties.*
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Annex 2 - Financial services and conflict

Different financial services can interact with conflict in different ways. While this paper has
focused on project finance, attention to the following is also required:

1. Facilitating the enrichment of corrupt and repressive regimes

® Capital flight and money laundering: Corrupt dictators have been able to transfer their wealth
offshore only because some financial institutions or private banks facilitated the process. In
2005 US-based Riggs bank was fined US$41 million for its failure to scrutinise suspicious
transactions by former dictator Augusto Pinochet of Chile and President Obiang of Equatorial
Guinea.” Such grand-scale corruption is often a correlate with human rights abuses and

violent conflict.

* Financial advice: Banks offer financial advice to sovereign governments, but sometimes this
advice is employed for dubious ends. In 1997 a Jardine Fleming banker was sacked for
providing financial advisory services to the Papua New Guinea government after it was
revealed that the government had sought assistance to source and finance mercenaries in an
attempt to suppress a separatist uprising and stop protests against the Bougainville copper

mine, operated by Rio Tinto.*

* Sovereign loans: Financiers provide loans to sovereign governments that may engage in
human rights abuses or act aggressively in the conflict context. The best known case involves
banks active in apartheid South Africa. The UK-based Barclays Bank reportedly made loans
worth US$725.4 million to the apartheid regime at a time when making such loans was legal.”!

e Sovereign bonds: Repressive governments offer bonds to raise capital. At a time when the
government of Guatemala was accused of human rights abuses and political repression, Morgan
Stanley led a sovereign bond offering by the government in November 2001. Citigroup served as

the bookrunner for Guatemala’s US$330 million 30-year sovereign bond issue in 2004.%

e Financing state-owned enterprises: In countries where revenues from natural resource
extraction provide financial support to a state which is accused of repression or engaged in
civil war, state-owned companies can play a key link between the financial sector and violent
conflict. For example, in 1996 the Angolan state-owned oil company, Sonangol, borrowed
US$310 million from a sixteen—-member international bank syndicate led by UBS. The next
year UBS arranged another US$400 million syndicated bank loan for the company. In 1997
and 1998 the Swiss company Glencore, which traded in Angolan oil, arranged a series of oil-
backed loans worth US$900m from institutions like Banque Paribas. The NGO Global
Witness claims that ‘much of the money from these [Glencore-arranged] loans was used to

purchase weapons’.*

2. Providing financial facilities for the trade in weapons

e Trade facilities: Merchant banks provide trade finance that enables governments to import
weapons, communications equipment, and other products which offer logistical support for a
war. On the other side of the transaction, financiers may also support the manufacture of
these items. For instance, AXA, Dexia, Fortis, ING and KBC have been linked to the financing

of cluster bombs, landmines, nuclear weapons and depleted uranium weapons.**

e Export credits and support of arms sales: A significant proportion of European ECAs support
the defence industry. While officials claim that export controls ensure that weapons are only
sold to recognised sovereign governments and in line with international regulation, experience

has shown that this is not always the case.*
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3. Trading in ‘conflict commodities’

® Natural resources: Timber, cobalt, tin, diamonds, gold and oil may generate hard currency for
tyrannical regimes, civil war or violent conflict, as has been the case in countries such as Liberia
and Angola. Links between international financial markets and conflict commodities are well
documented, including some cases where the commodities themselves are used as a form of
payment. For instance, ING, UBS and HSBC have all extended loans or revolving cash facilities
to the Angolan government that were repaid in crude oil cargoes, rather than cash.’® During the
Sierra Leone crisis in 1999-2000, international human rights campaigners targeted ING Bank,
ABN Amro Bank, and the diamond-finance banks in Antwerp, Belgium, to highlight the link
between the trade in rough diamonds from parts of Africa with conflict.
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