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Abstract

SEA can be a powerful tool to improve decision-making for plans, policies and programmes, but it can
also be a useful for banks. SEA can help lenders address the reputational risks they are exposed to
through financing projects that may have a negative impact on the environment and it can also help
with identifying the financial incentives that ‘green’ projects attract. Although bank lending decisions
apply to projects, examination of the lending practices of an Australian and a Hungarian bank have
shown that decisions about the type of projects to target or avoid are also made at strategic level, such
as in the credit policies. It was also found that in some cases lenders become involved in project
planning at a very early stage, when projects are conceptualized, and certainly before formal approval
is sought from relevant authorities and an EIA is conducted. This suggests that SEA can be a useful
tool to inform bank lending decisions.

Introduction

Strategic environmental assessment (SEA) is a relatively new environmental assessment tool aimed at
assisting decision-makers with achieving better developmental outcomes; in other words it is meant to
facilitate the transition to a green economy. SEA applies to developments at the level of plans, policies
and programmes and is viewed mainly as a tool for policy-makers, land-use planners, and other
strategic-level decision-makers in government. However, we believe that SEA could also benefit
lenders when they make decisions about which projects to finance. We propose that SEA can be a
valuable tool for lenders because it can alert them to the potential risks associated with financing
projects and inform them about the nature of those risks. In addition, we suggest that SEA can also
help lenders identifying the business opportunities represented by ‘sustainable’ or ‘green’ projects as
these often attract financial incentives and which can enhance the lenders’ reputation.

Rationale and methodology

The idea that SEA could provide useful information to lenders arose from an in-depth qualitative study
exploring the lending practices of a European and an Australian mid-size commercial bank, to
determine whether the environmental impacts of project influenced lending decisions. This study
involved semi-structured interviews with twenty-two individuals, all of whom were directly involved
in the project lending practices. Participants represented staff with decision-making capacity over the
majority of the projects the banks financed. In addition, a host of documents, including policies and
guidelines that governed lending practices, and various forms and reports that bankers used or
produced during the lending process were reviewed. This data was collected in 2006 from the
European bank and 2007 from the Australian bank.

Information about the type of projects the two banks financed was collected and it was determined that
they financed a wide range of activities including those would likely have impacts on the environment
and would likely require approval from relevant development and/or environmental authorities. Both
banks’ portfolio included projects in the energy sector (such as the construction and upgrade of gas-
and coal-fired power plants, the construction of wind farms), large-scale commercial and residential
real estate developments (such as the construction of shopping centers, estates, apartment complexes
and land subdivisions) as well as transport and social infrastructure (construction of motorways, ports
and tunnels, sewerage treatment plants, hospitals and landfills).



Part of this study involved investigating the operative processes of lending to find out when and how
lenders became involved with projects, in other words when do proponents approach the banks
seeking financing and the extent to which banks become engaged in project planning. The results
indicated that in some cases, bankers become involved in projects in the very early planning phase,
even before an EIA is conducted ((Banhalmi-Zakar 2011). This suggested that SEA may be better
timed then EIA to provide information about environmental and social impacts to lenders.

The results of the study also revealed that lenders were interested in the environment in terms of the
financial risks and opportunities that it represented (to the banks) through lending (Banhalmi-Zakar
2011). In fact, for the most part, bankers did not talk or think about the environment in terms of
project-related environmental impacts, but “environmental risks” and “opportunities” (Banhalmi-
Zakar 2011). The results of this study also revealed that the majority of bankers have never read an
EIA; few had seen one, although more than half of the informants indicated that they were aware that
these “environmental reports” or “impact studies” were linked to the project approval process. This
prompted us to look at whether SEA can provide the type of information that lenders can use to
identify and assess the risks and opportunities presented by the environment.

Potential links between lenders’ information needs about the financial risks and opportunities of the
environment and SEA were explored using desktop research on SEA practice, including illustrative
examples from a Danish context. Apart from the examples the desktop research has focussed on a
generic framework for SEA rather than any specific system or legislation.

SEA: Purpose and process

SEA is a tool to integrate environmental issues into decision-making as a part the overall pursuit of
sustainable development. SEA contributes to this through assessment of potential environmental
impacts of proposed policies, plans and programmes (PPPs) and using this to continuously make PPPs
more sustainable. (Therivel 2004; Kgrngv and Christensen 2007) An important element in this regard
is the intention that SEA should ‘get in early’. That is early in the planning process and before the
project level where environmental impact assessment (EIA) is used. This intention is based on the fact
that earlier in the planning process, overall and important decisions are open and thus can be
influenced by an assessment. (Therivel 2004, 14-8; Kgrngv and Christensen 2007) For example an
SEA of a national energy plan may influence the choice of energy source, for instance coal or
biomass, while an EIA will come in at the project level where this decision has been made, and focus
is on environmental optimisation of for example a coal-fired
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Figure 1: Generic SEA process. Based on SEA follows a process as illustrated in figure 1. The process

(Kgrngv and Christensen 2007) described in figure 1 is generic and streamlined. The actual



process can look different within different contexts and based on different legislation (Kgrngv and
Christensen 2007).

Another aspect of relevance for this paper is that SEA is inherently about the future, since it attempts
to predict and evaluate future impacts of PPPs. Thus although SEA does not have an explicit
traditional risk framework, it can be viewed as an assessment of environmental risk.

The suitable timing of SEA

The investigation into banks’ internal lending operations revealed when and how lenders become
involved with projects. It was found that there two types of approaches to processing applications for
project loans. One approach was processing incoming loan applications that were submitted by the
clients, which were usually prepared according to the banks’ expectations (Banhalmi-Zakar 2011).
The bankers explained that this approach did not leave much chance for the bank to provide input into
the planning, approval or feasibility assessment processes (Banhalmi-Zakar 2011). They described this
as being “handed” an application document for a concrete, planned project, which was then assessed
and decided upon (Banhalmi-Zakar 2011). If a project was subject to an EIA this was often conducted
prior to the client approaching the bank and would be attached to the application (Banhalmi-Zakar
2011).

The other approach of processing loan applications was much more involved on the lenders’ part. In
this case, the lenders actively sought out proposed projects that could potentially be lucrative to
finance early on, then work the feasibility and financing options through with the client (Banhalmi-
Zakar 2011). This occurred at the very early project planning phase and the bankers described their
involvement in such projects as “extensive” and indicated that “setting up” such loans would take
“several months to years”. This is where we believe SEA could be a useful resource for lenders as
SEA is available early on in the conceptualization phase of projects and has prompted us to look at
whether SEA can provide the type of information that can be useful for banks.

The risks and opportunities represented by the environment

A substantial body of work has been published on the nature of the risks that the environment
represents in lending, since the 1990s. Today, ‘environmental risk’, as it is often referred to by
bankers, sector it generally seen as representing three distinct type of risks, as advocated by
Thompson (1998a,b) and Case (1999): direct, indirect and reputational risks. Direct risks refer to
direct liability of banks as a result of environmental damage to a site a bank takes control over, in the
event that of loan default (Case 1999; Cowton and Thompson 2000; Jeucken 2001). Indirect risks arise
when a borrower's ability to repay a loan is hindered as a result of environmental issues and can also
arise from the contamination of a property held as collateral (Thompson 1998; Case 1999; Jeucken
2001; Thompson and Cowton 2004). According to Case (1999), this form of risk was responsible for
the severe financial losses that banks incurred, giving rise to due diligence and valuation practices.

In fact several authors have attributed greater significance to the environmental affect of the indirect
impacts of PFSs (Barannik 2001).

The third type of of risk is reputational risk. Authors agree that among the three types of risks, the
financial implication of reputational risk is the most difficult to quantify (Thompson 1998; Case 1999;
Cowton and Thompson 2000). It is of particular concern when a lender is looking to finance large-
scale projects, as these attract more public attention and banks are keen to protect their reputation
(Case 1999). It has been pointed out, that unlike direct and indirect risks, reputational risk does not



necessarily depend on compliance with environmental regulation of the owners of operators of project
and can impact lenders even if their involvement in a project is minimal (Thompson 1998a; Case
1999: Jeucken 2001). Even an advisory role can damage a lender’s reputation through “guilt by
association” (Case 1999). Reputational risk is also cumulative in nature, meaning that while a banks’
involvement in one ‘bad project’ may be forgiven, a series of bad decisions can have a detrimental
effect on a its reputation (Case 1999 p148).

The perceived nature and potentially major effects of reputational risk all add to the difficulty in
assessing reputational risk. And the study of the two banks’ lending practices also revealed that
reputational risk was a serious concern. For example, a number of bankers from the Australian bank,
particularly those involved with financing large-scale projects, flagged reputational risks, as the
environmental risk that they would be most concerned about. Direct and indirect risks were more
“manageable” through their standard risk management processes, they could be handled by including
environmental impact management or environmental fines in the projects’ cashflow. But reputational
risk was impossible to cost and manage. Consequently, when presented with reputational risks that
were too high, the banks “stepped away” from financing the project. In one example, the Australian
bank eventually refused to finance the construction of a shopping centre because of public discontent
over environmental issues.

However, lenders’ reputation has two sides and on the brighter side, banks know that financing ‘green
projects’ is good for their image. ‘Green projects’ were projects which the bankers considered to
benefit the environment. They included the construction of wind farms, sewage networks treatment
plants, power plant upgrades and retrofitting apartment buildings to make them more energy efficient.
Both banks included a description of the ‘green projects’ they financed (although these were relatively
few in comparison to their entire project lending portfolios), highlighting their benefit to the
environment in the ‘environment’ section of the Annual Reports and Corporate Social Responsibility
Reports. Somewhat surprisingly however, the majority of the bankers that were interviewed were
unaware of their banks’ green’ endeavours’, suggesting that this information is meant to improve the
banks’ image externally and has no real drive within the organisation.

The interesting result about the ‘green’ projects, that both banks financed, was they all attracted some
form of financial incentive and it was these financial incentives that the bankers capitalised on.
Usually these bankers were at the senior level, who, after a few successful projects, sought to create a
niche for the bank for these projects. This was seen in both banks; the Australian bank had a real
‘appetite’ for projects in the energy sector and financed a number of gas-fired power plants, wind
farms and other alternative energy generators. The European bank financed a high volume of
wastewater treatment projects and apartment retrofits, creating for the latter “a portfolio-based
financing scheme” to be able to keep up with the great number of small scale loans. Obviously the
realisation of these projects depended on the banks taking advantage of the business opportunities
presented by the financial incentives, some of which served to decrease market risk and others, to
provide security for the bank against borrower default. Recognition of the business opportunities
associated with these projects is another area where SEA can possible help.

Drawing a parallel between the SEA content and lenders’ information needs

Overall it appears that SEA holds two types of information which can be of relevance to lenders, in
accordance with their needs.

L Facts about possible environmental risks



1L Facts about possible controversy (related to environmental risks)
These will be elaborated on in the following paragraphs.

Facts bout possible environmental risks

SEA in establishing possible and significant environmental impacts likely to result from a PPP, can
provide facts about the environmental risks connected to it. SEA can cover different types of PPPs, for
example: sectoral ppp’s, ppp’s for managing a resource, development plans, land use plans and
conservation plans (Therivel 2004, 9). The PPPs can also cover a range of sectors, for example
industry, transport, waste, water management and energy (Therivel 2004, 9, Kgrngv and Christensen
2007). The diversity in what SEA covers, means that it can be a tool for lenders to assess
environmental risk at different levels. For example:

A. In 2007 the Danish Energy Agency published an SEA of a programme for future off-
shore wind turbines in Denmark (Danish Energy Agency 2007). The SEA provides insights into
the environmental risks for the sector as such and also for specific geographical placements and
thus future projects.

B. 1In 2011 the Municipality of Copenhagen published a draft SEA of a plan for urban
development in an area, Nordhavn, located on the harbour front (Municipality of Copenhagen
2011). The SEA provides insight into the environmental risk connected to the specific projects that
will result from the implementation of the plan, for example building a new metro line, office and
residential buildings.

Regarding example A, it is interesting that this is an SEA related to what could be defined as ‘green’
projects; installation of wind turbines. However, an SEA of such projects can help shed light on
environmental risks in a broader and more holistic concept of the environment. For instance wind
turbines have positive impacts on CO,-emissions, but may be problematic for marine life. So also for
these projects there are possible risks that should be considered and can be pointed out early on by an
SEA.

Facts about possible controversy

Through the different instruments mentioned above; dosumentation, communication and participation,
SEA can provide insight into whether the PPP covers content that is environmentally controversial.
Even if PPPs appear not to have significant environmental risks, in terms of ‘objective’ environmental
impacts, they may still not be acceptable to the public. For example:

C. In 2009 the Danish Government decided to start working on planning for a national
test center for large wind turbines to be placed in Northern Jutland (Danish Nature Agency).
However, the project has been met with widespread protests (see for example National
Association for Better Environment). An SEA prepared in connection to choosing the site between
other alternatives could have revealed this risk.

Depending on the specific SEA system, many different actors can participate. If involved public
authorities take part in a form of hearing this can provide preliminary insight into whether future
permissions are likely to be given by these authorities later on in the implementation process.

To sum up, the different parts of the SEA process can contribute with different information as
illustrated in figure 2.
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SEA exhibits many similarities to EIA in terms of its process and the issues it aims to address, but it
differs in terms of its scope, timing and some of the challenges it faces with implementation.
Compared to environmental impact assessment (EIA), SEA operates at a different level; it applies to
plans, policies and programs, while EIA is conducted at the project-level.

Conclusion

Based on an understanding of the processes behind bank lending decisions in two commercial banks,
it was proposed that SEA could be an effective tool for lenders. We have shown that SEA documents
become available to stakeholders and the wider public at a time when lenders contemplate whether to
finance large-scale projects where environmental and social impacts inherently arise. We have shown
how SEA can provide information about how the public would react to certain types of developments
and which we believe, lenders could use to address the reputational risks they would be exposed to if
they decided to finance them. This is especially important considering that reputational risk are the
most difficult to manage for lenders. We have shown how SEA can provide information to banks
about project approvals, thus help forecast any regulatory issues. And overall SEA we suggest that
SEA can be of assistance for banks when making strategic decisions about which sectors they wish to
target or avoid, and help them identify the risks and opportunities represented by the environment.



References

Banhalmi-Zakar, Z. (2011). Understandin the role of environment in project lending: taking steps
towards integrating the environment into a key bank activity. Griffith School of Environment.
Nathan, QId, Australia, Griffith University. PhD.

Barannik, A. D. (2001). Providers of Financial Services and Environmental Risk Management Current
Experience. Sustainable banking The greening of finance. J. J. Bouma, M. Jeucken and L.
Klinkers. Sheffield, UK, Greenleaf Publishing Ltd. in association with Deloitte&Touche: 247-
265.

Case, P. (1999). Environmental Risk Management and Corporate Lending - A Global Perspective.
Cambridge, Woodhead Publishing Ltd and CRC Press LLC.

Cowton, C. J. and P. Thompson (2000). "Do Codes Make a Difference? The Case of Bank Lending
and the Environment." Journal of Business Ethics 24: 165-178.

Forge Group (2000). Guidelines on Environmental Management and Reporting for the Financial
Services Sector: 90.

Danish Energy Agency (Energistyrelsen). 2007. Miljgvurdering af Fremtidens havmglleplaceringer
2025 — Miljgvurderingsrapport. Copenhagen.

Danish Nature Agency.
www.naturstyrelsen.dk/Planlaegning/Planlaegning_i_det_aabne_land/Testcenter/Projektet_i
ndtil_nu/

Jeucken, M. (2001). Sustainable Finance and Banking. London, UK, Earthscan Publications Ltd.

Kgrngv L and P Christensen. 2007. Strategic Environmental Assessment. In: Kgrngv L, M Thrane, A
Remmen and H Lund (eds.). Tools for Sustainable Development. Aalborg: Aalborg
Universitetsforlag.

Municipality of Copenhagen (Kgbenhavns Kommune). 2011. Miljgvurdering — Miljgvurdering af
lokalplan for Arhusgadekvarteret i Nordhavn og kommuneplantilleg for Indre Nordhavn.
Copenhagen.

National Association for Better Environment. www.nationalttestcenter.dk/nyheder/english

Therivel, R. 2004. Strategic Environmental Assessment in Action. London: Earthscan.

Thompson, P. (1998a). "Assessing the environmental risk exposure of UK banks." The International
Journal of Bank Marketing 16(3): 129-136.

Thompson, P. (1998b). "Bank lending and the environment: policies and opportunities." The
International Journal of Bank Marketing 16(6): 243-251.

Thompson, P. and C. J. Cowton (2004). "Bringing the environment into bank lending: implications
for environmental reporting." The British Accounting Review 36: 197-218.

Willows R and R Connell (eds.). 2003. Climate adaptation: Risk, uncertainty and decision-making.
UKCIP Technical Report. Oxford: UKCIP




