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EXECUTIVE SUMMARY

Designing and building a sustainable financial system requires a broad focus on what sustainability
requires in all its aspects and how finance can help deliver on that important objective. This task includes
not only delivering financing for sustainable environmental outcomes and addressing climate change,
but it also includes attention to the needs of a sustainable society. Societies in which segments of the
population suffer extreme poverty, marginalization and discrimination, lack access to basic health care
and education, or lack the rule of law or freedom of speech, or must cope with dysfunctional, corrupt or
unaccountable public institutions, create social pressures which, in turn, strain environmental and
economic resources. It is difficult if not impossible to address the needs of a sustainable planet without
taking into account the critical role that a sustainable society plays. It follows that a sustainable future for
all requires a coherent vision of how the layers of society, economy, environment, and finance interact,
and the role of the financial system in facilitating sustainable livelihoods and societies.

This joint paper (the Paper) between the UNEP Inquiry on the Design of a Sustainable Financial System
and the Institute for Human Rights and Business,” together with Mary Dowell-Jones, aims to contribute
to this debate through considering the role of human rights in delivering a sustainable finance system.
Human rights set out a vision of the key values and fundamental social goods that are essential to stable
societies and sustainable economies. These include the rule of law, democratic accountability, rights to
life, liberty, security of person, and freedom of speech, and broader economic rights such as the right to
work, the right to social security, and the rights to education and health care, among others. As well as
being human rights, these are also recognized as key economic goods which help to underpin
development, growth and stable societies through providing accountable institutions, healthy, educated
and skilled workers, security in old age, and a safety net in times of economic disruption or transition.

The International Bill of Human Rights® and the newer 2011 United Nations Guiding Principles (UNGPs) on
Business and Human Rights* remind states of their obligations to protect these human rights, including
by appropriately regulating businesses, including financial institutions, to ensure that they respect
human rights. The UNGPs framework set an expected global standard of conduct for all businesses,
including financial institutions, that they respect human rights. While this is a soft law standard, it is an
authoritative global standard® and one that is moving from soft law to hard law as it is incorporated by
reference into other international standards,® domestic law, and contracts. As human rights become
increasingly coded into other areas of international law, including international commercial law, they
offer the only shared framework of basic values and critical social goods which can be used as a
reference point for a code of ethics and standards of expected conduct in the financial sector.

A premise of the UNEP Inquiry on the Design of a Sustainable Financial System is that a bold new vision is
needed to put the world on a sustainable path. The financial system is the lifeblood of the economy at
the local, national, and global level. As such, it has an important positive role to play in supporting
poverty alleviation efforts and the realization of human rights. The opportunity that lies ahead is the
evolution of a sustainable financial system that is more closely aligned with that vision of social
sustainability, as signalled by the international human rights framework.” This is the optimistic message
from this Paper based on changes in the sector already underway. But the other message from the Paper
is that there is still a long way to go. The Paper provides an overview of several key areas where human
rights are currently applied in the financial system, highlights the need for further expansion of the
application of human rights to the sector and for further research. The increasing attention given to
these issues by international organizations, and the research cited throughout the Paper point to a
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growing interest and appetite across the financial sector and human rights sector to engage in these
important discussions.

The Paper analyses three levels of interaction between the financial system and human rights: (i) the
systemic level, that looks at regulatory actors and key regulatory leverage points for (further)
incorporating human rights into regulatory approaches, as well as considering the more diffuse impacts
on human rights of the operation of the financial markets; (ii) the client level, which looks mainly at how
financial institutions in certain segments of the market (banking, investment and insurance) address the
identifiable human rights impacts of their sovereign and corporate clients’ activities while also
highlighting that further work is needed to identify and explore ways to manage the human rights
impacts of more complex products and services; and (iii) the consumer level, which looks mainly at how
financial institutions in certain segments of the market (banking, investment and insurance) address the
human rights impacts of their products and services directly on consumers and promote human rights
enjoyment through new products and services.

By looking at these three levels, the Paper seeks to highlight the multi-faceted roles and contribution
that human rights can make to a more sustainable and more ethical financial system. At the systemic
level, human rights are an ideal and an inspiration for a vision of a better society, an expression of ethics
grounded in the belief of the inherent dignity and equal and inalienable rights of all members of the
human family that is an important foundation not only for ethical approaches to the financial sector’s
business, but also a benchmark against which to measure its consequences. They expose the technical
agnosticism of the modern financial system, based around abstract mathematical formulas and
quantitative models. At the client level, they are an expression of the social externalities that
governments and businesses are expected to internalize, if the world is to move in a more sustainable
direction. They are considerations for risk management to help financial institutions assess the conduct
of corporate and sovereign clients to ensure that they are not linked to human rights abuses. They also
help financial institutions determine how to fund economic activity in a way that does not further
contribute to human rights abuses and expose themselves to risk but instead contributes to the
enjoyment of human rights. At the consumer level they are an expected standard of conduct for financial
institutions, and provide a benchmark for respecting and treating the interests of consumers fairly and
without discrimination. They underpin legal frameworks to be deployed to protect people from harm and
defend against injustice. In other words, there is more than one concept of human rights that is useful to
improving the sustainability and inclusiveness of our complex financial system.

At the systemic level, the Paper highlights that a key challenge in moving from modern finance to
sustainable finance is the methodological disconnect between the capabilities of mathematical finance
and ethics. Financial markets have a long history as part of human society, and for much of that time they
have been reasonably straightforward support services for facilitating economic activity where the
economy and finance were seen as part of the social fabric, rather than as a separate, self-governing
system.® Over the last twenty years, as the financial system has changed beyond recognition, this implicit
relationship between financial markets and a context of unspoken, broadly accepted social values has
broken down. Not only is there a need to improve the data and the assumptions that go into the
mathematical formulas and quantitative models so that they better reflect the social complexity in which
financial products are used, but significantly, there is also a need for regulatory checks on what can in
practice be widespread negative and unsustainable social, economic, and financial consequences. In
order to build a more sustainable and resilient financial system for the future, it is essential that the
broad range of social impacts of financial activity are included in the debate on the management and
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regulation of the financial system. A human rights lens can help to integrate these social impacts more
deeply into the financial architecture.

Also at the systemic level, with respect to financial regulation, the role of central banks vis-a-vis human
rights has been little discussed to date, yet major central banks have recently expressed concern over the
impact of extraordinary monetary policy measures in stoking global inequality, which is also a key issue
for the human rights community. There is scope and arguably a need for human rights considerations to
play a role in central bank economic research and monetary policy deliberations, so that the range of
social impacts of monetary policy decisions on different groups - including the marginalized - are
included in debate. Central banks also have controlling systemic risk as a core mandate. Some central
banks are beginning to recognize that human rights abuses leading to social instability can create
systemic risks for the financial system and, as such, are an appropriate consideration in financial sector
supervision. The financial system can also create systemic risks for human rights, as the recent financial
crisis demonstrated. It is this potential threat to macro-level stability over a longer time horizon arising
from micro-level risks to human rights that needs to be conveyed to capture the attention of further
financial system regulators. The Paper also examines nascent steps of regulators of other selected
segments of the financial market — banking, investment and insurance - in beginning to address social
issues, much less human rights issues, as part of their mandates, and finds that there is in most cases a
very long way to go for most regulatory frameworks.

At the client level, individual financial institutions have made progress over the last decade or so,
building on the experience of environmental due diligence by some banks and insurance companies, in
defining what steps they should take in respecting human rights in their business relationships with their
sovereign or corporate clients. Financial institutions are seeing human rights as a new dimension of risk
in their risk management, particularly in connection with long-term finance and equity investments,
usually as part of the “S” in considering environmental, social and governance (ESG) issues. Indeed, a
human rights lens ensures that “S” issues are consistently and comprehensively organized and
addressed. And yet human rights also address “E” (for environment) and “G” (for governance) in the
ESG triumvirate — environmental degradation directly affects human rights, and corporate governance
rules require that stakeholders’ interests are taken into account. At the same time the “S” dimension of
due diligence is often the weakest and least explored part of the ESG triumvirate.

At the consumer level is where the positive opportunities have been seized most visibly, where financial
inclusion, impact investing, and impact insurance are starting to take off, having a direct impact on
poverty reduction, and is also making fulfilment of certain human rights a reality. The financial system
has helped to spur the innovation in technology and services that have allowed millions of previously
excluded people to access financial services, such as mobile banking. Insurance products, such as
microinsurance and weather insurance, help protect individuals and livelihoods, however small. At the
same time, the continued cases of predatory lending, miss-selling and other financial misconduct
involving consumers indicate that there is a clear need for re-emphasizing a top-down and bottom-up
ethical approach for the sector while improving access to remedy and ensuring protection for
consumers, even in the financial inclusion agenda.

The Paper also addresses the core human rights principles of participation and engagement,
transparency, and accountability and the role they can play in strengthening the governance structure
and accountability in the sector. Broadening and strengthening the voice and participation of
stakeholders in international economic decision-making and standard setting will enhance global
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economic governance, and is a first step toward a governance structure that is consonant with human
rights. At a time when the UNGPs are pushing for accountability and remedy to individuals harmed, the
financialization of so many products and services is pushing in the opposite direction, making it
increasingly difficult to hold any financial institutions to account to individuals, due to complex
structuring and attenuated chains of responsibility. Building further accountability and remedy into the
system will be a crucial test of building a sustainable financial system.
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CONCLUSIONS AND RECOMMENDATIONS

e The international human rights framework is an integral part of defining the purpose of the financial
system in serving society. The framework calls for the financial system at systemic, client, and
consumer levels to avoid harming people’s rights, make finance accessible to all, and create
innovative financial policies, regulations, products, and services to help build a resilient economy and
society. Resilient societies supported by such a framework in turn promote a resilient financial
system.

e There is significant room to embed human rights across all levels and all institutions of the global
financial system, with many benefits of doing so. The internationally agreed human rights framework
provides the only universally agreed ethical framework that can be applied to the financial system
immediately. The human rights framework also provides a comprehensive reference point for risk
management and due diligence for individual financial institutions, whether dealing with their
corporate clients or individual consumers. For institutions providing financial products and services, a
human rights orientation can provide a road map to the kinds of positive outcomes society expects.

e As a matter of policy coherence, the UNGPs Guiding Principles on Business and Human Rights
provide a relevant framework for this embedding process and should be promoted. They remind
states of their obligation to protect human rights through their regulatory requirements and their
regulatory authorities, including financial regulators and financial regulation. They also set out the
global expectation that individual businesses, including financial institutions, should respect human
rights. And they highlight the importance of accountability and remedy — an important current theme
in rebuilding trust in the financial sector. The OECD Guidelines on Multinational Enterprises (MNE)
and the forthcoming work by the OECD’s Proactive Agenda Project on Responsible Business Conduct
in the Financial Sector may provide concrete, useful guidance on how the financial sector can apply
the OECD Guidelines, particularly the human rights provisions, to its work.

e Thereis far greater scope for directing finance through policy and regulatory interventions to avoid
harm to human rights at a minimum, and to maximize the potential in fulfilling human rights. The
Paper identifies a number of opportunities to build on. Perhaps the most important starting point is
sparking an interest with regulators to even consider the topic of human rights. There are a few
nascent signs: the impact of the financial crisis and growing inequality has sparked, if not ignited, an
interest among some regulators in considering the need for inclusive capitalism where human rights
can play an important role in framing considerations around inequality. The growing attention to
unwanted environmental and social externalities of current modes of production and the social
tensions this can cause is beginning to register with financial supervision authorities. Regulators are
worried about the identified need to rebuild trust in the sector, where financial leaders take values as
seriously as valuation. In other words, the conversation has begun but further work is needed:

o There should be a more explicit focus on and inclusion of human rights terminology in
policymaking and regulation design for the financial sector. The nascent discussions suggest
that policymakers and regulators are starting to reflect on these issues. A more explicit
approach would provide a clearer mandate to policymakers and would also prompt more
open engagement with a far wider set of stakeholders on the purpose and functioning of the
financial system.
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o Regulators should identify where policies and regulations act as obstacles to financial
institutions integrating human rights considerations in their lending, investment, and
underwriting practices, and remove those obstacles. The Inquiry has focused on identifying
barriers to environmentally responsible financing. These can be often extended to human
rights considerations but are not entirely transferable and do not fully cover the wide scope
of human rights impacts, so further research is needed to identify human rights-specific
barriers (such as discrimination, violation of privacy, and lack of access to information).

o As part of their state duty to protect human rights, regulators should adopt specific
requirements for financial institutions on the corporate responsibility to respect human
rights. Attention to human rights is moving along the same trajectory as other sustainability
evolutions, moving from voluntary corporate social responsibility by leading companies to
public-private, co-created soft law, and in some cases, to hard law approaches. However,
human rights might not be material for many financial institutions as yet, hence relying on the
‘business case’ can lead to omissions in identifying or addressing impacts. These trends of
increasing hard and soft liability will accelerate the prompt to businesses and financial
institutions to internalize the costs necessary to respect human rights, rather than imposing
them as social costs on individuals and society more generally. These policy interventions are
therefore important in moving the financial system along the path towards sustainability,
including social sustainability.

o Further work on strengthening accountability and the provision of remedy for those harmed
by financial transactions is required. Those who have suffered harm as a result of financial
transactions have few opportunities to seek remedy, beyond the important but limited
opportunities for consumers through domestic mechanisms. The OECD MNE Guidelines
National Contact Points mechanism is one of the very few available, especially for cross-
border claims.® Litigation is increasing around corporate accountability for human rights
abuses more generally’ and a process was recently launched to develop a business and
human treaty at the UN." While there is only very limited jurisprudence to date involving
liability of financial institutions for human rights impacts, the evolving clarity around human
rights responsibilities of financial institutions may change these dynamics. Further guidance
from states would provide clarity to financial institutions and victims.

o There has been a reluctance to address the issue of grievance mechanisms in the financial
sector more generally. More broadly, the financial crisis brought into sharp relief the broad
social cost of private misbehaviour and the failure of systems in place to prevent the crisis or
malpractice within financial institutions. The crisis also highlighted the failure of
accountability mechanisms to hold those responsible to account, at the corporate level or
through judicial systems. Achieving remedy at this level will take much further research and
discussion to come up with appropriate solutions.

e Measures that will enhance market practice around risk analysis and management and disclosure of
human rights risks are already starting to appear but need a more explicit push.

o The UNGPs approach prompts financial institutions to carry out human rights due diligence.
This due diligence approach resonates with banks, investors and insurers, providing clear
synergies to build on. Banks, insurers, and investors have a built-in capacity for due diligence
that can potentially serve a dual purpose of helping them address human rights risks to
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themselves, and importantly, risks to rights holders. Regulators should encourage such due
diligence; meanwhile the human rights community needs to be far more articulate and
specific about the benefits and processes for making human rights a core part of and
organizing framework for the “S” agenda in risk management and due diligence, and to
articulating the relevance to the “E” and “G”. Simultaneously, there is a need to explore
innovative and effective methods of due diligence on more diverse and complex financial
products and services, such as derivatives and swaps, beyond the more limited areas such as
project finance, direct equity investments and corporate insurance where human rights due
diligence approaches are currently being tested.

o The UNGPs expect businesses to both “know and show” that they have done their due
diligence and addressed human rights risks and impacts. Further discussion is needed on the
appropriate boundaries around disclosure between financial institutions and their clients for
specific transactions, particularly around confidential information, but that should not
foreclose meaningful disclosure by financial institutions on their human rights due diligence
systems and impacts. Disclosures on human rights by financial institutions required under the
EU Non-Financial Disclosure Directive™ will open new ground and should be encouraged in
other jurisdictions. Information is the lifeblood of the market and is crucial to the exercise of
many human rights. It is an area where financial regulators and the human rights community
have a common interest in improving the transparency of the sector as access to information
is important in empowering stakeholders.

e The positive messages on the role of the financial sector coming out of the Financing for
Development and Sustainable Development Goals discussions are putting social and indeed, human
rights issues, far more squarely on the table as an important condition to take into account in
financing discussions, particularly when harnessing the public balance sheet.” The ramping up of
financial inclusion programmes to a wider range of audiences and products and services, and other
innovative approaches to addressing social needs, such as social performance bonds, provide specific
opportunities to contribute to the fulfilment of human rights, particularly for the most vulnerable
and marginalized. But even these socially beneficial programmes require appropriate safeguards.

e However the move towards a more sustainable finance system must be about taking a more
integrated and holistic approach. Green and climate finance is not equivalent to sustainable finance;
too little attention has been paid to the social and human rights dimensions of these transactions.
Equally, creating positive environmental or social impacts through a specific project, asset class or
funding vehicles does not make a financial institution sustainable. The UNGPs are very clear that
positive human rights impacts in one area of the business do not offset negative human rights
impacts from another area of a financial institution’s business. Carbon offsetting may work for
climate change impacts but there is no such concept of human rights offsetting.

e Human rights should be part of the cultural transformation of the sector that needs to put integrity,
respect for customers, and accountability at the heart of its agenda. The financial system has been
rocked by the financial crisis and the steady stream of scandals which have emerged from the sector,
engendering a profound lack of trust. Refocusing the financial system on promoting general
economic and social welfare, on acting in the best interests of clients and stakeholders, and on
embedding a culture of ethics and accountability throughout the sector could assist regulators and
the sector in regaining trust and stability. Transparently building adherence to human rights norms
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into the regulatory structure (and enforcement) would provide a tangible indication to stakeholders
that a realignment of the system to serve the needs of society is underway.

e Broadening and strengthening the voice and participation of stakeholders in international economic
decision-making and standard setting will enhance global economic governance, and is a first step
toward a governance structure that is consonant with the human rights of: participation and
engagement; transparency; accountability and rule of law. In terms of governance structures of key
macro-institutions that govern the global financial system, inclusiveness is an important concept that
is not consistently implemented in practice. Existing governance structures either exclude certain
states altogether or do not give sufficient voice or vote in their decision-making process. Given the
experiments and innovation under way in some emerging economies, where central banks and
banking regulators are starting to provide guidance to banks on environmental, social, and human
rights risk management, a more inclusive governance structure of institutions should be explored to
ensure that innovations can be shared with all countries. For the micro-level financial institutions, the
closer alignment between corporate governance and human rights, as seen in the recent G20/OECD
Principles for Corporate Governance, could help shape the governance agenda of financial
institutions in the near future in tangible ways. This alignment could send a strong signal to corporate
boards about their responsibility toward stakeholders and the need for internal controls to manage
human rights impacts, and to investors about the importance of taking human rights into account in
their investment and engagement strategies.
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1 SETTING THE SCENE

1.1 About this Paper

In November 2014, the UNEP Inquiry on the Design of a Sustainable Financial System asked the Institute
for Human Rights and Business (IHRB) to co-produce a paper on the relationship between a sustainable
financial system and human rights (the Paper). This Paper is intended to inform the work of the Inquiry
generally by: (i) observing the state of play with respect to consideration of human rights by key actors in
the global financial system; (ii) exploring the deeper linkages between finance and human rights in some
areas of the financial system that have not been explored; (iii) making policy recommendations where
possible; and (iv) pointing to areas for future research. The Paper aims to inform the “inclusive” side of
the “green and inclusive” discourse, and contribute toward the policy and regulatory recommendations
made by the Inquiry in its October 2015 Global Report.

Building on the Inquiry’s Framing of a Sustainable Financial System: Building a Green and Inclusive
Discourse

From the 1970s onward, national and international environmental protection movements gradually
gained footing in areas such as pollution prevention and biodiversity and ecosystem protection, and
made progress with advocacy, the creation of international and domestic legal frameworks, impact
assessment, mitigation and management systems, and financing mechanisms. On to this
environmental agenda, social issues were added, initially as a manifestation of physical
environmental impacts, and eventually as a full agenda to be addressed in its own right. Today’s
environmental and social impact assessments (ESIAs), for example, cover a fuller scope of social
issues, from labour, to community impacts (livelihoods, resettlement, health, etc.), to impacts on
vulnerable groups, such as indigenous peoples. Notwithstanding this state of practice,
environmental experts and anthropologists struggle to fully grasp the breadth and depth of human
rights, and how a human rights lens can expand the stakeholder group approach to social issues
used in ESIAs.

The investment community equally struggles with the “S” or “social” dimension of “ESG” or
environmental, social and governance dimensions of investee company performance. There is a
broad recognition that the “E” is the most advanced, “G” trailing in second place, with the most
work to be done in the “S” dimension. Even though some boutique investment advisors explicitly
review investee performance in human rights, usually the depth of analysis is lacking and the
definition of the human rights dimensions has serious inconsistencies.

The 2008-9 financial crisis coincided with several concurrent crises of food, water, energy, and in
fact, of sustainability. This presented an opportune moment for the “environmental crowd” and the
“human rights crowd” to tear down the silos that separate them. About the same time, the UN
climate change and human rights communities began to make efforts to come together (see Box
16:). Notwithstanding these opportunities, the silos that separate the different disciplines continue
to present barriers to genuine collaboration.

That silo mentality is evident in many of the green finance products on the market. Environmental or
green finance is a type of debt or equity financing that is generally intended to benefit the
environment, and more recently the climate. The early experiments encouraged financing for
environmentally beneficial projects to support certain multilateral environmental agreements, such
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as the Convention on Biological Diversity, under special financial mechanisms, such as the Global
Environment Fund (GEF). The World Bank'* and other multilateral development banks (MDBs) also
provided financing with innovative structures to promote energy efficiency” and renewable energy
projects while some private sector boutique firms were set up to target investments in these areas
for profit. More recently the focus of such financing has been to blend public and private financing
in order to better mobilize, sequence and target financial interventions to combat climate change.

Although these projects are intended to be environmentally beneficial, they are not devoid of
negative environmental impacts. For example, siting a wind turbine project in a migratory path for
birds, or building a large storage dam on an ecologically sensitive watercourse will likely create
negative environmental impacts. Nor are they necessarily devoid of social impacts. Social impacts in
environmentally beneficial projects can often be detrimental but are frequently forgotten. The
objections of indigenous peoples, local communities, and workers in environmental projects are well
documented.”

The MDBs and some bilateral financial institutions generally apply their own environmental and
social safeguard, sustainability, or equivalent policies to environmentally beneficial financing
(including projects they implement on behalf of others, such as the GEF). As the safeguard policies
are updated to include social issues, the MDBs generally apply these updated safeguards to
environmentally beneficial projects. New climate financing mechanisms, such as the Adaptation
Fund, declared in 2013 that their projects shall respect and promote international human rights, and
the Green Climate Fund has its own sustainability standards."” But generally the level of awareness is
lower for the negative environmental as well as social and human rights impacts of green financing
among private sector investment vehicles. In addition, the accelerated pace of infrastructure
financing, including crucial energy infrastructure and urban transport projects that create climate
benefits, also has many concerned that they do not adequately incorporate environmental and
social risks,”® and even if they did, the MDB safeguards apply too far downstream in the investment
process in order to be meaningful. Beyond these observations, the stark reality is that there is no
equivalent of the GEF that is dedicated to supporting specific international human rights
instruments.

Public and private sector green and climate investments are expected to explode following the
September 2015 announcement of the 2030 Agenda for Sustainable Development and the
December 2015 Paris climate treaty. It is important that financing mechanisms intended to benefit
the climate and the environment keep in mind both the negative environmental and social impacts
and externalities of green projects they finance, while aiming to create synergistic new
opportunities for positive externalities and impacts from green and inclusive finance.

This Paper addresses not only these opportunities around green and climate finance but also the
broader opportunity the Inquiry presents: to revisit and revise the core premise upon which the
financial system is constructed to ensure that finance positively supports rather than undermines
sustainable development. As the new Sustainable Development Goals (SDGs) underline, human
rights are a core foundation of sustainable development.”

1.2 Human Rights and the Purpose of the Financial System

The human rights set out in the International Bill of Human Rights — the Universal Declaration of Human
Rights, the International Covenant on Civil and Political Rights, and the International Covenant on
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Economic, Social and Cultural Rights — cover the fundamental social goods that are essential to stable
societies and sustainable economies. These include the rule of law, democratic accountability, rights to
life, liberty and freedom of speech, and broader economic rights such as the right to work, the right to
social security, and the rights to education and health care. As well as being human rights, these are also
recognized as key economic goods which help to underpin development, growth and stable societies
through providing accountable institutions, healthy, educated and skilled workers, security in old age,
and a safety net in times of economic disruption or transition. As such, the key goods embodied in
international human rights law overlap neatly with key features of healthy, stable economies. They are
therefore important elements in building a stable, sustainable global economy, and encapsulate key
goods that such an economy would need to deliver.

While human rights help define the important elements of a stable, sustainable global economy, they can
also signal key points of failure in the market system, where it is failing to address or negatively
impacting on the welfare of particular groups in society.”® This is becoming of increasing concern to
regulators and policymakers with the growth in global inequality and the serious impact of periodic
financial instability on global social welfare. A basic principle of modern financial theory is the idea that
liberalized financial markets will tend to produce optimal outcomes in terms of the allocation of the
world’s capital and other economic resources, as well as the management of risk. Aggregate
enhancements to human welfare are assumed to flow from the free functioning of global financial
markets. Despite the growth in global wealth over recent decades, developments in global inequality,
financial instability, financial misconduct and environmental degradation have led to concern over the
distribution of the welfare effects of globalized finance. Aggregate welfare gains from global financial
flows can mask unequal impacts on groups and individuals, and even co-exist with declines in the welfare
of certain groups. Human rights provide an important benchmark for addressing these effects which can
help to address the “social costs of systemic risk” and to protect “innocent bystanders within the wider
economy” from the impacts of global finance.”

The scale of the financial crisis of 2008-9 highlighted the potential of global financial markets to impact
on the realization of human rights, undermining access to food, shelter, water, housing, health care and
education, and other human rights, through its impacts on jobs, incomes and livelihoods, and its effects
on state finances. It pointed to the need for coherent responses to the human impacts of financial
disruption. Financial integration transmits financial, economic and social problems rapidly around the
globe, and has made it very difficult to build effective firewalls into the global system to protect
countries and their populations from the effects of crisis. The recent financial crisis (and those that
preceded it), and the austerity measures that followed it, highlighted the importance of an
accompanying basic floor of rights protections as part of the design of a sustainable financial system.*
Framing social impacts in terms of human rights signifies to global leaders the importance of addressing
these impacts alongside efforts to restore stability to international financial markets and institutions.
One of the striking features of the crisis was the disparity between the hundreds of billions of dollars
made available to recapitalize banks and the cuts to social and development budgets as bank losses were
nationalized and state finances came under severe, ongoing pressure. A human rights framework helps
to ensure consistency in responses to financial and social impacts in order to restore growth, stability and
equity to the world economy. It could also help spur attention to the need to put in place mechanisms to
deal with the often catastrophic social impacts of financial crisis, alongside efforts to put the financial
system on a more resilient footing.
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Growing global inequality is another problem which has come to the fore since the crisis and it also raises
systemic and sustainability issues. It impacts social stability, economic opportunity and mobility, poverty
reduction, and the sense of justice and fairness in a system which was premised on increasing
opportunity and living standards for all.”? The financial system has played a role in growing inequality:
large-scale purchases of assets and ultra-low interest rates have benefited borrowers at the expense of
savers,* and fuelled asset-price inflation, hurting rights such as the right to housing. Inequality raises
policy challenges for central banks because it may have a direct bearing on the fragility of the financial
system.”

Mark Carney, Governor of the Bank of England and Chairman of the Financial Stability Board (FSB), refers
to “inclusive capitalism ... delivering a basic social contract comprised of relative equality of outcomes,
equality of opportunity and fairness across generations”, reflecting the “trinity of distributive justice,
social equity and intergenerational equity.””® Those concepts need a framework: all are grounded in the
international human rights framework which provides the analytical framework, international legal
grounding, and the policy justification for driving these issues into the redesign of the global financial
system.

A premise of the Inquiry is that a bold new vision is needed to put the world on a sustainable path, and
human rights provide an important tool in mapping, understanding and guiding the distribution of
welfare impacts of globalized finance. The financial system is the lifeblood of the economy at the local,
national and global level. As such, it has an important positive role to play in supporting poverty
alleviation efforts and the realization of human rights. The opportunity that lies ahead is the evolution of
a sustainable financial system that is more closely aligned with that vision of what social sustainability
looks like — from policies to regulations to tools that are better tuned to supporting the kinds of changes
signalled by the human rights framework - such as where providing decent work rather than exploitative
labour becomes a key point of inquiry for financing; where access to services for all from public
infrastructure is built into the financing plan; where commodity trading is conducted in a way that
minimizes impacts on the poorest in society; where the fiduciary duties of investment managers clearly
define impacts on stakeholders as part of the core mandate; and where the deliberations of monetary
policy committees consider impacts on the most vulnerable.”” These opportunities have been seized
most visibly at the consumer level, where financial inclusion, impact investing, and impact insurance are
starting to take off, having a direct impact on poverty reduction, and is also a making fulfilment of certain
human rights a reality. This is the optimistic message from this Paper. But the other message from the
Paper is that there is still a long way to go.

1.3 Human Rights and the Operation of the Modern Financial System

Financial markets have a long history as part of human society, and for much of that time they have been
reasonably straightforward support services for facilitating economic activity and mercantile exchange.
In the main, however, the financial system has played a largely secondary role in economic exchange
through supporting commercial activity with loans, bonds and share issues.

Adam Smith’s Wealth of Nations, which was a companion volume to his Theory of Moral Sentiments,
highlights that moral values of conduct were taken as a given context in understanding the rules of
economic and financial exchange, because the economy and finance were seen as part of the social
fabric, rather than as a separate, self-governing system.’®
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Over the last twenty years, as the financial system has changed beyond recognition, this implicit
relationship between financial markets and a context of unspoken, broadly accepted social values has
broken down. The exponential growth in the size of financial markets and the simultaneous increase in
complexity have led to a system that is at its core remote from any inherent code of shared social values.
The system now reaches far more deeply and profoundly into economic and social processes around the
world than ever before, and can have transformative effects on societies. The scale and reach of finance
means that it interacts inexorably with situations of entrenched social injustice and human rights
violations — extreme poverty, corruption, lack of access to justice, lack of health care, education, water,
decent housing, and lack of the rule of law. Yet the system is not designed to deal with such complexities
because in many ways these are seen as externalities to finance - locally-specific issues to be dealt with
by local institutions or international agencies.

One of the key challenges in moving from modern finance to sustainable finance is the methodological
disconnect between the capabilities of mathematical finance and ethics. Modern finance is built heavily
on theories of physics, mathematics and statistics, and belief in finance as a separate scientific discipline.
The methodology of finance became self-referential within this scientific discipline: the prevailing
quantitative methodology dominates the search for solutions, and has become the reference point for
the definition of new problems in international finance. These do not immediately mesh with any code of
ethics — or even on a more basic level with the social complexities within which the financial system
operates. A quantitative approach to a problem such as risk is more concerned with finding the right
algorithm to capture the problem, rather than testing the validity of theories against lived social
experience or ethical expectations and weighing the outcome against a set of values. Modern finance
has thus become arguably one step removed from the broader societal context in which the finance
sector operates because of the heavy focus on data and statistical method.

A complex, highly quantitative framework of modern financial theory has provided the technical means
for much of the enormous expansion of globalized financial markets over the last few decades,
particularly in the field of derivatives, many of which were unknown a few decades ago. Theories of
mathematical finance and risk, for example, provided the backdrop for the massive explosion in credit
default swaps (CDS), which were a key feature of the crisis. In just six years, CDS outstanding grew from
US$600 billion to US$62 trillion — an amount equivalent to the value of world GDP. Since the advent of
modern portfolio theory and the developments in information technology that have allowed the capture
and processing of ever-larger quantities of data, finance has become seen as a science with a focus on
frictionless markets, rational behaviour, market equilibrium and a belief in the financial markets as a key
engine for the transfer and transformation of society’s risks.

As a result, one of the key weaknesses of models-based finance is that it is heavily reliant upon the type
of information which can be coded into an algorithm, which pre-disposes it to heavily focus on numbers
and data that can be calculated rather than data drawn from the lived experience of individuals and
communities with financial transactions (recognizing that while both types of data often exist at least in
developed countries, they do not in developing countries, and there has been little attempt to
“translate” the latter into the former). Quantitative models do not harmonize easily with an overlay of
qualitative criteria such as human rights or social values, which cannot readily be transformed into
quantitative variables. That is, the direct social impacts of financial processes are not captured directly
within the underlying models or technical rules.

UNEP Inquiry/Institute for Human Rights and Business 18 Human Rights and Sustainable Finance



In addition, these models are heavily dependent upon the assumptions around how society or a given
market works that are used to build the model. As a result, they can be highly sophisticated and their
outcomes can be immediately plausible, but they lack a reference point in lived social experience which
can cause the models to break down. In other words, their sophistication does not mean they are
correct, as was dramatically demonstrated in the latest financial crisis. For example, the models and
algorithms which underpinned subprime credit derivatives failed in part because the sophistication of the
mathematics became the prime focus. After the fact, commentators and regulators pointed to the fact
that due diligence on the underlying credit quality, i.e., the effect of the subprime mortgage mis-selling
and easy credit on ordinary borrowers, should have been essential, but this was largely discounted by
financial institutions as “noise”; they relied instead on mathematical risk models and ratings. During the
boom years of the financial crisis, there was little sense that financial institutions involved in the chain of
mortgage origination or structuring had any form of ethical responsibility towards their mortgage
customers.”

In this sense, finance became dangerously disconnected from its roots in broader social processes, with
devastating consequences for the global economy, and society. The crisis illustrated the broad, systemic
level impacts of the financial system on human rights: aggregate welfare gains can be wiped away by
financial instability and the ensuing aftermath of austerity. In the United States, foreclosures and
evictions from homes purchased with subprime mortgages have affected many people and led to one of
the largest legal settlements in US financial history. Across the lower income countries, impacts of the
financial crisis included: increases in poverty, decreases in nutrition and school enrolments, decreases in
health care use, a rise in infant mortality, and reductions in food consumption for children between birth
and age two which can have lasting deleterious effects on cognitive and physical development. This
implies the potential for negative intergenerational impacts from financial crisis.

The key question, therefore, is whether the functional, technical agnosticism of the modern financial
system, based around abstract mathematical formulas and quantitative models, needs a rethink. Not
only is there a need to improve the data and the assumptions that go into the models so that they better
reflect the social complexity in which financial products are used, but significantly, there is a need for
regulatory checks on what is coming out of the models. Technical processes and products built on
quantitative models which can in practice have widespread negative and unsustainable social, economic
and financial outcomes need to be grounded in a more complex and realistic view of the consequences.

In response to the financial crisis, global financial regulators are busy strengthening the resilience of the
global financial system. As they do so, they need to confront the issue of how the modern financial
system operates but also, as noted above, the complexity of the context in which it operates in order to
better understand and control its impacts. The focus to date has been on the internal resilience of
financial institutions and the financial system but the lesson learned from the financial crisis is the
importance of understanding and addressing a broader array of system interactions.

Studies in ecological resilience have emphasized the mutual dependence of systems — the resilience of an
ecosystem is intimately linked to the resilience of the communities and societies which draw from it and
which depend upon it.° Stability in one system such as finance depends upon and draws upon the
stability and resilience of other interlinked systems — economic, legal, political, cultural, ecological and
social. Sustainable finance is therefore a collective concept that encompasses how the system interacts
with and impacts upon societies, communities, and ecologies. It is a dynamic process that simultaneously
draws from the top-down (finance-economy-society-community-ecology) and bottom-up (ecology-

UNEP Inquiry/Institute for Human Rights and Business 19 Human Rights and Sustainable Finance



community-society-economy-finance) through various interlinked systems -- it is a dynamic feedback
process rather than a one-way flow. That is, the resilience and sustainability of the financial system
cannot be determined purely on the basis of the financial system’s own metrics - it requires a far broader
perspective than simply assuring the stability of a given financial institution. It also requires an analysis of
how the financial system is interacting with and affecting other inter-linked systems.

Nassim Taleb, a leading commentator on financial risk, has emphasized how artificially suppressing
volatility in a system can lead to disruptive black swan events which spill over to other systems. The
financial crisis and the political crisis across the Arab world stem, in his view, from “the rise of
complexity, interdependence, and unpredictability’” and that in this complex world, “to make systems
robust, all risks must be visible and out in the open”.’" In other words, making the full range of risks
visible — risks to financial institutions, to other systems, to societies and to individuals is crucial to
understanding how risks interact. For example, development economists are increasingly stressing the
importance of robust institutions in a nation’s development. They emphasize the key role that successful
transformation of a country’s institutions plays in underpinning a sustained shift to a higher level of
growth, and that better run, more accountable institutions are essential to development.®* As the scale
of the financial system continues to expand, it plays an important role through financing relationships in
shaping such institutional transformation and developmental trajectories. Where national institutions are
not performing well, or are affected by corruption or mismanagement, human rights impacts often
attest to the institutional failings or areas where national institutions need to be strengthened. Adding a
human rights lens to a broader focus on financial and global resilience can therefore help bring more of
these critical interdependencies and risk to the fore, which can in turn help strengthen the financial
system through identifying a wider range of vulnerabilities.

As another example, if financial institutions provide financing for extractive operations which displace
local people and disrupt livelihoods and the availability of basic goods, this can strain ecological
resources in another location as communities are moved, strain the social resources of the community to
cope, or the resources of the state to provide for displaced people. Where this leads to protest, it can
disrupt societies and the investment, and directly impact the financial institutions involved. Several
central banks have begun to understand these interconnected, dynamic relationships between the
finance system and environmental and social systems in which they operate, and that social instability
can endanger the financial system and the financial system can be fuelling that instability through its
finance. As a result, several central banks have begun to impose new requirements, including around
human rights, as part of their supervisory mandates. This signals a nascent trend in exploring and
regulating complex system interactions, even if this is currently only at the national level. (See Box 5:).

1.4 A Short Explanation of Human Rights

International human rights are comprised of a series of international human rights treaties and other
instruments adopted since 1945 which confer legal form on inherent human rights. Other instruments
have been adopted at the regional level reflecting the particular human rights concerns of the region and
providing for specific mechanisms of protection. Most states have also adopted constitutions and
specific laws that formally protect basic human rights.

Although there is a predictable patchwork of signature, ratification and exceptions across states and
across the international human rights conventions, the two core covenants of the International Bill of
Rights (see Box 1:) have been ratified by the vast majority of states® and all member states of the ILO are
committed to respecting and promoting the ILO core labour standards.** These apply to everyone on the
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territory of states which have agreed to be bound by them, in addition to applying them in some
circumstances extra-territorially.

At a basic level, the range of human rights express basic moral aspirations of a good society - rights to
life, liberty, security, an adequate standard of living, etc. However, through their codification in
international, regional and national laws, they have stronger force: states have a legal obligation to
implement and enforce the international human rights treaties they adopt. That means that states have
duties to: (i) respect people’s human rights - this is essentially a do no harm/do not deprive standard; (ii)
protect people’s rights — take action to make sure that others, such as business, do not deprive people of
their rights, such as by adopting legislation to regulate business activities; and (iii) fulfil people’s human
rights — establish political, economic and social systems that provide access to rights, like health care
systems, education systems, and justice systems. Where people are unable to provide for themselves,
states must provide food distribution or free health clinics. States are held to account for their actions to
uphold these rights through various mechanisms, such as international reporting procedures under UN
human rights treaties. Individuals also have capacity under various instruments to lodge formal
complaints against their governments where they feel their rights have not been upheld, or have been
infringed by state activity. Many states have incorporated a wide range of these rights into the domestic
legal frameworks, with accompanying domestic accountability mechanisms.

At the heart of the concept of human rights is the notion that each and every individual around the world
is born with these rights and should be able to claim them — not because they are “nice to have” or a
basic “need” but because they are a right that is owed to them. This is a crucial distinction — whereas an
unfulfilled need leads to dissatisfaction, a right that is not respected leads to a violation. The person
whose right has been violated has a legitimate and potentially legal claim to a remedy for what was
violated - for a government to make health services available, for it to lift censorship bans, to provide
police protection and shelters for women sexually abused, for businesses to pay back wages, to change
discriminatory selling practices, or protect personal data. All of those claims are more powerful because
they are made from a position of defending a human right.

Box 1: International Human Rights Instruments

International human rights law has evolved into a large body of binding treaties covering a wide
range of issues including:

e The International Bill of Human Rights, consisting of the Universal Declaration of Human
Rights (UDHR), and the two binding international conventions based the UDHR: the
International Covenant on Civil and Political Rights (ICCPR), and the International Covenant
on Economic, Social and Cultural Rights (ICESCR);

e Seven further conventions specify core human rights related to the elimination of all forms
of racial discrimination; the elimination of all forms of discrimination against women; the
prohibition of torture and other cruel and inhuman or degrading treatment and
punishment; the rights of the child; protection of the rights of migrant workers and their
families; protection from enforced disappearance; and the rights of persons with
disabilities.”

e The International Labour Organization (ILO) has developed a wide range of labour rights
standards that states are expected to abide by, four of which have been designated core
labour standards.*® These core labour standards and many other international human rights
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are reflected in most countries’ national laws, though with notable exceptions.

There are numerous other human rights instruments covering a wide range of topics, some of which
are binding and others non-binding guidance,” and regional human rights instruments such as the
European Convention on Human Rights, the Inter-American Convention on Human Rights, and the
African Charter on Human and Peoples’ Rights.>®

In 2011, the United Nations Human Rights Council unanimously endorsed the UNGPs. These emerged out
of a five-year process of global consultation and enquiry into the growing importance of business in
impacting the enjoyment of human rights around the world. They are the most authoritative UN text on
the conduct of business and human rights, and although not a binding document, they set out clear,
globally accepted expectations of business, which are backed up by a wide range of laws. Today, the
UNGPs enjoy strong support by governments and businesses.*

Box 2: The UN “Protect, Respect, Remedy Framework” and the UN Guiding Principles on Business
and Human Rights

The UNGPs have a three-pillar structure (built on the UN “Protect, Respect, and Remedy
Framework”) which focus respectively on states, businesses and victims of corporate human rights
abuses:

(i) States have a duty to protect against human rights abuse by third parties, including
business enterprises,

(i) Businesses have a corporate responsibility to respect human rights, and

(i)  Victims of human rights violations and abuse should have remedies through judicial and
non-judicial mechanisms.

In the business context, the corporate responsibility to respect human rights applies to all businesses,
including the financial sector, and encompasses all internationally recognized human rights. This
includes, at a minimum, the International Bill of Human rights and the principles concerning fundamental
rights set out in the International Labour Organization’s (ILO) Declaration on the Fundamental Principles
and Rights at Work.*® The UNGPs also specify that depending on circumstances, additional standards on
specific groups should be considered by businesses. These include: the rights of indigenous peoples;
women, national or ethnic, religious or linguistic minorities; children; persons with disabilities; and
migrant workers and their families. Moreover, in situations of armed conflict, enterprises should respect
the standards of international humanitarian law.* Companies are expected to carry out human rights due
diligence to “know and show” to stakeholders that they have identified and managed their human rights
risks in their own operations and with their business relationships.

The state duty to protect human rights under the UNGPs includes the duty to regulate businesses
through effective policies, legislation, regulations, and the provision of adjudication mechanisms to
resolve grievances. They should also ensure policy coherence across government departments, agencies
and other state-based institutions that shape business practices so that they are aware of and observe
the state’s human rights obligations when fulfilling their respective mandates.* This is particularly
relevant for the discussion that follows on financial regulation.
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1.5  Analysis Framework for the Paper

This Paper explores the linkages between finance and human rights. It does so through a two-way lens

on the interaction between finance and human rights at three levels:

Impacts of Finance on Human Rights
Positive and negative impacts

Impacts of Human Rights on Finance
Can human rights drive policy change in
the national, regional and global
financial systems, and if so how?

Chapter 4: Systemic human rights impacts on Human rights as framework of core
Systemic Level society ethical standards for the financial
system
Chapter 5: Human rights impacts on affected Human rights as a dimension of risk
Client Level stakeholders through actions of management and benefits
corporate and sovereign clients enhancement
Chapter 6: Direct human rights impacts on Human rights as a source of

Consumer Level consumers and users of financial protection against harm and enabler

products and services to realize rights

The financial sector can play an even more effective role when human rights become a more explicit
dimension of the design of a sustainable financial system at all levels of the system. Each level is intended
to address a different dimension of the financial system:

e The systemic level looks at the wider, systemic human rights impacts of the financial markets on
society and in particular regulatory players and approaches in addressing human rights — or not.

e The client level looks mainly at how financial institutions in certain segments of the market
(banking, investment and insurance) address the identifiable human rights impacts of their
sovereign and corporate clients while also highlighting that further work is needed to identify
and explore ways to manage the human rights impacts of more complex products and services.

e The consumer level looks mainly at how financial institutions in certain segments of the market
(banking, investment and insurance) address the human rights impacts of their products and
services directly on consumers.

While each of the levels is dealt with separately, it is recognized that the analysis could be structured in
many different ways, with inevitable trade-offs in any approach to trying to address such a complex
system (see Section 1.6). The interlinkages between the levels provide additional complexity that must
be untangled.

1.6 Issues Not Addressed in the Paper

This Paper does not systematically investigate all three levels of impacts created by the activities of
existing global and national financial systems. Instead, it aims to illustrate the linkages between human
rights and finance by focusing on three important segments of the global financial system: banking,
investment, and insurance. Banking is responsible not only for the extension of credit and other basic
banking services; it also operates our payment system, without which neither consumers, corporations,
nor governments can function. Investments in debt and equity instruments provide needed capital for
corporate activities, but they are also increasingly regulated through exchanges, which are becoming
important centres of regulation of the ESG and human rights dimensions of corporate activities. Finally,
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insurance is a sector that potentially holds much promise to adapt its products to protect human rights.
Consumers, corporations, and the state actively participate in all of the three segments, hence they work
well with the analysis frame presented above.

The framework is intended to separate the complex and overlapping layers of activities within our
financial system to help illustrate the typical human rights considerations associated with banking,
investment, and insurance. In the process, the framework inevitably created boundaries that appear
arbitrary in places. For example, to the extent that banks are involved in trading of shares or
commodities, they are subject to exchange regulations in addition to banking regulations; however, the
analysis of banking in this paper does not extend to banks’ role as investors. Impact investment typically
does not involve investments in corporations, so the topic is treated under the consumer level, even
though these investments are not made by individuals or impact individuals directly.

Furthermore, the analysis framework had to exclude other activities and institutions that could also
contribute to the sustainability of the financial system, such as rating agencies, and shareholders and
investors of financial institutions. The relationship between these entities and human rights merit
separate dedicated research in the future. These are the unsatisfactory consequences of attempting to
impose an analysis framework on the huge, messy, and sprawling phenomenon of a global financial
system. Due to the complexity of the system and the already lengthy discussion, the interactions
between the different levels have not been explored sufficiently but should be in future research.

In addition, it is important to point out that the Paper does not specifically address the role of public
financial institutions such as multilateral development banks (MDBs) and export credit agencies. These
were left out of the analysis because any analysis of finance and human rights until very recently largely
focused on the public sector financial institutions and their important role in financing development that
is intended to be aligned with sustainable development objectives, although that is at times contested. In
particular, there have been ongoing debates about the absence of human rights considerations in the
recent proposed revision of the World Bank safeguard policies.” General concerns about the direction of
the two newest MDBs - Asian Infrastructure and Investment Bank and the New Development Bank by
the BRICS countries — are also beginning to surface.** Given the significant role that such public financial
institutions are expected to play in the financing of the SDGs,* it is crucial that they align their safeguard
approaches with the underlying values of the SDGs, including human rights.*®

The next chapter begins to review the role that human rights can play at each of the three levels of
analysis under this framework - systemic, client, and consumer levels - and to examine the value that
human rights can add in the creation of a sustainable financial system.
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2 THE POSITIVE ROLE THAT HUMAN RIGHTS PLAY IN THE DESIGN OF A
SUSTAINABLE FINANCIAL SYSTEM

The analysis below demonstrates the multifaceted nature of human rights. They are at the same time an
ideal and an inspiration for a vision of a better society, an expression of ethics grounded in the belief of
the inherent dignity and equal and inalienable rights of all members of the human family, an expression
of the social externalities that governments and businesses are expected to internalize if the world is to
move in a more sustainable direction, and a legal framework to be deployed to protect people from harm
and defend against injustice. In other words, there is more than one concept of human rights that is
useful to improving the sustainability and inclusiveness of our complex financial system. The analysis
below unpacks these different roles that human rights can play at three different levels of the financial
system. This illustrates the value they can add to any analysis of how the system can be better designed
to serve the needs of a sustainable society.

2.1 Systemic Level: Human Rights as an Ethical Framework for the Financial Sector

Human rights, embedded in international law and widely endorsed by states, companies and financial
institutions, can provide that anchoring, overarching code of ethics. As a nearly universal set of legal
norms, set out in the global legal architecture, national constitutions and national laws, their strength is
in their framing as a set of moral and legal claims that should be included as a core consideration in
developing a coherent perspective on managing globalized finance and the broad social impacts of
finance. Policy coherence requires that human rights become a consideration across financial sector
policies, regulations, and business models.

Human rights provide a benchmark around which the core values of the financial system can be
structured and articulated. The financial system’s sustainability will be defined by reference to the
outcomes it produces for people, communities, economies and nations, and not solely on the basis of the
internal stability of the system itself. A system where participants behave in clearly unethical ways,
where gains are captured by the elite or system insiders, or one that produces social impacts which are
unethical, unjust or unconscionable and creates social tensions, is inherently unsustainable. Human rights
are therefore core to thinking about the fundamental question: who is the financial system designed for?

The financial system has been rocked over the last eight years by the financial crisis and the steady
stream of scandals which have emerged from the sector. This has engendered a profound lack of trust in
the regulatory framework, regulators, financial institutions and markets themselves. Refocusing the
financial system on promoting general economic and social welfare, on acting in the best interests of
clients and stakeholders, and on embedding a culture of ethics throughout the sector, rather than a
narrow focus on profits and individual rewards, could assist regulators and the sector in regaining trust
and stability. Mark Carney has noted that “the scale of misconduct in some financial institutions has risen
to a level that has the potential to create systemic risks”, and the Financial Stability Forum has
established a working group on the issue.*” The UK’s Parliamentary Commission on Banking Standards
characterized the crisis as a “crisis in banking standards” and noted that “measures aimed at improving

financial stability will not remedy other underlying causes of poor standards and culture.”*®

Recent scandals and the financial crisis have led to calls for a new approach to overhaul the values
underpinning the sector, for an overarching code of ethical practice which sets clear standards for the
way the financial system interacts with other systems, with its customers, stakeholders and broader
society. Many initiatives in the last decade developed and implemented codes of ethics for particular
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areas of the financial market. The difficulty with this approach is that a tailored code of ethical standards
for one product or process can be easily circumvented by channelling financial activity through other
products, markets or financial institutions.*® As Christine Lagarde recently noted, “[m]ost importantly of
all, it requires investors and financial leaders taking values as seriously as valuation, culture as seriously as
capital.””® But “values” need definition, a reference that is globally acceptable. Human rights can provide
that global reference point - they are the barometer of universal standards of conduct, grounded as they
are in a fundamental concept of integrity and fairness that is embedded in international law and that has
been widely endorsed by states and corporations. They therefore offer a starting point for building a
moral code for the global financial system by setting out a shared platform of core values, anchored in
basic respect for the dignity of the human person.

However, integrity and codes of ethics must be backed up with accountability if they are to be credible.
The financial crisis brought into sharp relief the broad social cost of private misbehaviour and the failure
of systems in place to prevent the crisis or malpractice within financial institutions. The crisis also
highlighted the failure of accountability mechanisms to hold those responsible to account, at the
corporate level or through judicial systems in various countries; only a small number of people were
penalized for harms caused. There is a clear emphasis in the human rights approach on accountability in
all its forms — responsibility, accountability and remedy - and they can therefore help underpin the
development of more robust scrutiny and accountability processes within financial institutions and at the
sectoral level. Human rights provide a framework for regulators, managers and those charged with
governance at financial institutions for improving conduct.

Human rights are also relevant to the notion of “fair markets” and “efficient financial markets” which are
long-standing tenets for financial system regulators. What sort of economic and social outputs should it
aim to facilitate? Has the link between market efficiency and maximizing social welfare become so
attenuated and complex in light of the dramatic changes in the financial system in the last twenty years
that it calls for renewed scrutiny? How do we begin to redefine the link between finance and the
sustainable economy? The renewed global focus on sustainable development and on addressing growing
inequality as an important part of social sustainability is prompting a broader lens on the discussion
around these concepts. The SDGs reinforce the human rights vision of social sustainability — a world
where poverty, inequality, and injustice are eliminated. Judged on that basis, the markets are clearly
“fair” to far too few and operate in ways that are deepening exclusion along a series of often
overlapping deprivations. (See Section 1.2 for further discussions on this point).

The role of policy making and regulation in the financial sector in addressing these points is further
elaborated in Chapter 3.

2.2 Client Level: Human Rights as a Dimension of Risk Management and Opportunities

The human rights framework is starting to be used as a reference point to improve risk management of
financial institutions. When financing corporate or sovereign clients, the human rights framework
provides an analytical framework for capturing and assessing social externalities associated with the
corporate or sovereign activities financed, and to identify ways to turn these externalities into
opportunities.”’

The adoption of the UNGPs was the culmination of a long-term movement to put human rights on the
business agenda. The increasing uptake of the UNGPs by a wide range of other organizations such as the
OECD* and the active focus on them by businesses, civil society and governments? attest to the growing
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interest of stakeholders in human rights as an expression of social externalities and good business
practice. While it may save the business money to conduct its operations in a way that undermines
human rights, the UNGPs recognize that in reality such impacts should be internalized.>* The UNGPs
expect financial institutions, as well as other businesses, to identify and manage these potential impacts
by carrying out human rights due diligence as part of their risk management systems and to remedy
harms where the business/financial institution has caused or contributed to harms. Applying a human
rights lens to such due diligence can produce a sharper focus on the impacts on people and society that
are not always considered or captured in the at times haphazard list of issues that are classified as social
issues as part of the environmental, social, governance or environmental and social agenda.

Some financial institutions have developed bespoke environmental and social risk management systems
(or environmental, social and governance risk management systems) to respond to the environmental
and social risks their clients generate or face. These often go well beyond regulatory requirements,
especially in emerging markets where the rule of law may not be sufficiently well established to regulate
the impacts of corporate conduct on stakeholders and the environment. In these environments, human
rights can be an important part of risk management for the financial institution itself, in addition to
protecting rights holders, by signalling areas where the financing of corporate operations may come into
contact with situations of human rights denial, extreme poverty, abuse of power and institutional failure.
The range of risks faced by a company in these circumstances, and the range of risks that a corporate
client can generate for a financial institution, goes well beyond legal compliance, and human rights
provide an important framework within which to identify, manage and mitigate these risks.

What is picked up in environmental and social risk management systems has evolved over time and
continues to expand, driven by a combination of advocacy, research and catastrophic events that
galvanizes public opinion and puts new risks on the corporate agenda, such as the BP Deepwater Horizon
oil spill in 2010, or the Rana Plaza factory collapse in Bangladesh in 2013.>> Environmental issues have
moved from fringe to mainstream and a highly regulated topic in a relatively short period of time,
followed by corruption. Financial integrity issues, such as a review of corporate tax evasion and
avoidance, and beneficial interest ownership, are now coming under increased global scrutiny, and are
part of broader enterprise risk management, alongside environmental and social risk management.

Regulated risks should (in theory) be built into compliance costs around transactions and thus move
from externalized costs to internalized costs. Risks covered by voluntary environmental and social risk
management systems should move along that same continuum. But even where environmental and
social risk management systems are in place, they may work well to reduce risk to the financial
institution, should work well to reduce risks to stakeholders, but often fail when it comes to redressing
impacts. This means that, while some externalized costs of corporate activity are increasingly being
internalized, those related to prevention and mitigation are not. Where harm is happening, those costs
often remain with those harmed, especially in countries with weak legal regimes. Part of the value that
the human rights framework brings is focusing on the full scope of impacts and seeking to ensure that
the cost of repairing harm is a core part of a more sustainable approach to doing business.

This can help drive financial institutions to create new and innovative financial mechanisms and products
that can protect stakeholders from harm by corporate actors. For example, even when corporations act
consistently with the UNGPs and promise stakeholders measures to mitigate adverse social impacts, they
may fail to or be prevented from implementing them, become bankrupt or close the business and have
no provisioning for compensation. Financial mechanisms, such as human rights performance bonds, mine
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closure funds, legal aid and compensation funds that can exist independently of corporate operations,
can greatly benefit affected communities, and also provide additional assurance to financial institutions
backing the business.

These issues are further elaborated in Chapter 4.

2.3 Consumer Level: Human Rights as a Source of Protection against Harm and Enabler of Rights
Realization

Consumer financial protection regulations are increasingly aligned with human rights concepts as both
seek to protect individuals from harm or provide redress when they have been harmed by mis-selling or
other poor practices. Recent trends include consumer protection in regional human rights instruments,*
or national constitutions.”” Human rights concepts spurred anti-discrimination and other litigation by
consumers of financial products and services after the 2008 financial crisis, and are likely to provide the
legal basis for more lawsuits in the future.

The human rights framework is also about identifying opportunities to enhance human rights. Increasing
attention to financial inclusion and access to finance®® through targeted financial products and services
like mobile banking, the rise of impact investing, and the insurance sector’s focus on providing an ever-
wider range of microinsurance products are all about servicing formerly underserved populations,
especially the poor, disadvantaged, or marginalized. This aligns closely with the human rights principle of
focusing on the most vulnerable.

What has not yet emerged is an articulated vision of what “respect your customer” would look like at the
consumer level. While financial institutions are familiar with the narrow concept of “know your
customer”, through the stress placed on anti-money laundering and corruption prevention, an
articulated vision of a broader “respect your customer” concept could act as an overarching principle of
good business conduct. Such a concept dovetails with codes of conduct within financial services, and the
expectation that financial institutions will act in the best interests of their clients. Such a concept could
link into post-crisis calls to re-embed ethics within the sector.

These issues are further elaborated in Chapter 5.

Box 3: Signals from the Addis Ababa International Conference on Financing for Development

In July 2015, Addis Ababa hosted the International Conference on Finance for Development.>® This is
the third conference of its kind - the initial gathering took place in Monterrey in 2002, followed by
the 2008 meeting in Doha. The third conference took stock of progress since Doha, assessed
emerging issues, and discussed ways to create global partnerships as a vehicle for strengthening
international cooperation for implementation of the post-2015 development agenda. The outcome
document® released following the conference contains a lengthy list of action areas.

Notable among the action areas is a clear commitment for a social compact, affirming the right to
basic social services, such as free health care, education, and a basic income. Countries must
establish national spending targets in essential public services in order to implement this
commitment. This is an important statement that is strongly supportive of human rights, consistent
with the input from the United Nations Office of the High Commissioner for Human Rights in
advance of the conference.®

Provision of social services will be dependent on strengthened mobilization and effective use of
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domestic public resources. As a result, the outcome document identifies good governance and
better tax systems as key ingredients that would help secure and allocate government funds for
social services. To this end, the document lists key financial integrity challenges to be overcome,
such as transparency in financial transactions between governments and companies to tax
authorities, control of illicit flows, the fight against corruption, combating money-laundering and
financing of terrorism, transparency of extractive industries, international tax cooperation,
strengthening of national control or audit mechanisms, transparency in the national budgeting
process, and so on. Tackling these issues would mean that public funds are collected, secured, and
allocated toward essential social services for people to realize their social and economic rights, but it
would also mean enforcement efforts target those who commit financial crimes, many of whom are
also involved in human rights violations, such as human trafficking, forced or slave labour, and

pillage.

Although the outcome document does mention human right in several places, including an explicit
reference to the UNGPs, as well as the three dimensions of sustainable development (economics,
environmental and social), important parts of the discourse on finance, particularly the macro level
issues, do not integrate human rights considerations in any meaningful way. For example, under the
heading of “Addressing Systemic Issues” (paragraphs 103 to 113), the outcome document takes
stock of global economic governance improvements since the 2008 crisis, and lists outstanding
challenges. The section does not mention the impacts of the financial crisis on people and society, or
a more holistic view of systemic risks and a readiness to explore these issues in the coming years.
These are missed opportunities in an otherwise useful document with some notable references to
development finance and human rights.
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3 SYSTEMIC LEVEL: HUMAN RIGHTS AND FINANCIAL POLICY AND REGULATION

3.1  Introduction

This Chapter reviews the extent to which financial policy makers and regulators have and can integrate a
human rights orientation into their evolving policy or regulatory regimes. It covers central banks (both
their monetary and supervisory roles), banking, investment and insurance policy, regulations and
regulators.

Financial policy goes beyond regulation; its task may include creating incentives or institutions that
address a social need. According to the 2009 Report of the Commission of Experts of the President of the
United Nations General Assembly on Reforms of the International Monetary and Financial System,
financial policy should include “providing incentives for catalysing the creation of financial institutions or
instruments that help meet social needs — mortgages that help individuals manage the risks of home
ownership better, student loans with lower transaction costs, banking the un-banked, or insuring the

uninsured. In short, it entails ... better alignment of social and private benefits.”®

Financial market regulation has several important forms according to the same report:

1. protecting consumers and investors (rules against fraud, market manipulation,
misrepresentation of products, and laws promoting competition);

2. ensuring the safety and soundness of individual institutions;

3. ensuring competition;

4. ensuring systemic stability;

5. promoting deep financial development, particularly long-term finance; and
6. ensuring access to finance.”

These building blocks of financial policy and regulation as defined by the 2009 Report of the Commission
of Experts have deep resonance with human rights. In fact, policymakers and regulators are taking
initiatives to address the social and human rights dimensions in their work, and this Paper provides brief
snapshots of such initiatives, and identifies possibilities for further integration and research.

As noted under Section 4.1, for financial sector regulators, the UNGPs and the work under the OECD MNE
Guidelines are important reference points for policy setting, regulating or providing guidance to financial
institutions on their responsibility to respect human rights.

3.2  Policy Setting and the Regulatory Role of Central Banks

3.2.1  Central Bank Mandates

Central banks are governed by their mandates that set out in law the scope of their activities and
objectives, and these differ from country to country. Mandates generally include fighting inflation, price
stability and responsibility for monetary policy; they can also include in some cases promoting full
employment, financial sector supervision, oversight of financial stability, and increasingly in developing
countries, promoting financial inclusion. Central banks have a broad focus on the social welfare impacts
of monetary policy, and the dynamic interaction of monetary policy with labour markets and wages has
long been a core concern of central banks.®* Although central bank mandates have not so far been
directly linked to international human rights norms, they have a direct bearing on many human rights.
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Legal rules function in monetary policy to define “broad goals of aspiration”, setting the context for the
exercise of policy discretion that is based largely on economic analysis and modelling.®® The ‘science’ of
central banking, which focuses on econometric models and highly technical rules of financial regulation,
is not at first glance easy to reconcile with basic human rights protections because it is not directly
concerned with human rights issues. Most central bank analysis is focused at the aggregate
macroeconomic level and on statistical economic indicators, whereas human rights advocates have
tended to focus on impacts on individual or community rights-holders, defined often in qualitative, rather
than quantitative terms. However, central banks play a key role in impacting peoples’ human rights and
living standards, and this opens up potential for alignment.

Central banks can play an important role in generating the economic conditions that are conducive to
economic stability, mobility, rising standards of living and job creation. But policy missteps or mistakes by
central banks can destroy wealth and contribute to creating financial and economic crises, which lead to
job losses, inflation and adverse impacts on people’s basic standard of living and access to basic goods.*’

As central banks are public institutions created by law, they are subject to the rule of law, as with any
other public institution.®® As organs of the state, they are bound by the state’s international treaty
obligations and it behoves them not to act in a manner which would bring the state into contravention of
its international obligations. Where human rights protections have been enacted into domestic law, such
as through a statute as in the case of the UK’s Human Rights Act, or embedded in the national
constitution, the central bank will also as a principle of law be bound by those provisions. In principle,
therefore, central banks are subject to the state’s international human rights obligations as are all other
organs of the state. Defining and clarifying what this means in practice for the conduct of their
operations may require targeted policy guidance from the government and/or the development of policy
statements and procedures from central banks themselves on how they will take human rights into
account in their operations. In order to underpin transparency, these should be in the public domain and
subject to public discussion.

At a broad level, this indicates that central banks should include in their policy deliberations an analysis of
the impact of their policy decisions on the rights of all groups in society and an assessment of whether
possible negative impacts on particular vulnerable groups could be mitigated. For example, monetary
policy committees could publish information on how they weighted the likely impacts of an interest rate
rise on pensioners, mortgage holders, those with business and consumer debt and savers, and how they
weighted these differential impacts in making their decision. Certain central banks such as the Bank of
England already publish this type of analysis, although it is heavily couched in economic terms and the
rights dimensions could be made more explicit. This could help to signal to other organs of government
any anticipated impacts of rate changes which they should be aware of. For example, a rate rise which a
central bank deems necessary to tackle inflation may risk pushing households into financial difficulty
where there are high levels of consumer debt in the economy. This may result in a rise in the number of
households needing social assistance.

The objectives of central bank mandates are not set in stone - they evolve over time to reflect advances
in economic thinking and economic conditions as well as policy priorities.®® The move to a focus on
sustainability in international affairs could therefore affect the priorities of central bank policy making,
and it opens the way for human rights to be incorporated more explicitly in their processes. The active
role that central banks in several developing countries have taken in building financial inclusion highlights
this potential, and points to scope for central banks to pay increased attention to human rights within
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the framework of their existing mandates. However, there is currently a large gap in understanding how
and where human rights obligations apply to core central bank functions, and there is still a long way to
go in fully understanding the economic dimensions of social and cultural rights, such as the right to work,
right to social security, right to housing, etc. that are in most cases more directly applicable to central
banks’ monetary policy operations than civil and political rights, such as the right to freedom of
expression.

Box 4: Central Bank Resolution and Human Rights

The Bank of England’s new resolution regime provides an example of the application of human
rights in practice. In the aftermath of the 2008-9 financial crisis and the heavy costs that the failures
of many major financial institutions imposed on the public purse, concerted efforts have been made
by international regulators to devise a means of safely ‘resolving’ a failing bank, i.e. preventing its
disorderly failure and market disruption. One of the tools for doing this is for the relevant resolution
authority to transfer a failed bank’s business into public ownership and to obtain the bank’s shares
without the need for consent from shareholders, or bail-in creditors. This ensures that bondholders,
or creditors, suffer their share of the losses. The Bank of England has stressed that such resolution
activity must be conducted in a manner compliant with the rights protected under the European
Convention on Human Rights, enacted into UK law in the Human Rights Act 1998 that addresses
expropriation or interference with property rights. “Care was therefore taken when developing the
United Kingdom’s SRR (Special Resolution Regime) to impose certain of the public interest

objectives as pre-conditions to the use of the [SRR] powers”.”

3.2.2  Monetary Policy Role

“All public policy is re-distributional and monetary policy is no exception.””" This ties central bank activity
directly to international human rights law which is designed to ensure a certain floor of protections for
basic living standards of all people. The setting of interest rates and money supply conditions directly
affect people’s enjoyment of their human rights through affecting the distribution of wealth in society,
prices, standards of living, access to basic goods, economic growth and stability, availability of
employment, credit conditions and financial stability. Higher interest rates will benefit savers such as
older people living off pensions and lifetime savings, while disadvantaging borrowers including
homeowners with mortgages and first-time homebuyers. Low interest rates, on the other hand, benefit
borrowers while disadvantaging savers. Financial market rises fuelled by low interest rates and cheap
credit can benefit standards of living, availability of employment and productive investments in societies.
However, this can lead to asset bubbles and financial crises that are devastating globally for human
rights, particularly for the poorest and most vulnerable who tend to be the hardest hit as they have the
least social and economic protection.”

Central banks face a difficult task in managing monetary policy so that it is optimal for all segments of
society, and trade-offs will normally have to be made between the impacts of different rate decisions on
different groups within the overarching framework of their mandate. An important question is how
human rights could help central banks in navigating these trade-offs to produce more sustainable
outcomes. Mark Carney has called on central bankers to play a role in supporting inclusive capitalism:
“[t]he Bank of England’s mission ‘to promote the good of the people of the UK by maintaining monetary
and financial stability’ suggests that central banks have an important role to play in supporting social
welfare.””? A human rights dimension to monetary policy deliberations could include an assessment of
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likely impacts of different rate decisions on different groups in society, and also an assessment of how
different groups were faring under prevailing economic conditions, rather than a focus on aggregate
statistics.

The monetary policy response to the financial crisis has highlighted the importance of this challenge
because of the enormous impact of central bank policy on rights and economic stability, and its
differential impact across society. The financial crisis has led to the most prolonged period of ultra-low
interest rates in history in the major economies, coupled with quantitative easing which has massively
expanded central bank balance sheets and pumped huge amounts of liquidity into the global financial
system.

One of the consequences of these trends is growing global inequality, which has led to central banks
engaging with social welfare issues.”* Although this trend has several underlying drivers, ultra-low
interest rates, easy funding conditions and high returns to financial activity have all played a key part by
increasing wealth among the top quartile of society. This has far outstripped wealth among the lowest
quartile as lower skilled wages have been suppressed by global integration and the move to a high
technology economy. As Andrew Haldane, Executive Director of Financial Stability at the Bank of England
has commented, inequality “is not the business of a central banker. ... Yet inequality has appeared on
central banks’ radar during the crisis, sometimes flashing red. That is because, at least over the shorter-
term, central bank policies can and probably have reshaped patterns of inequality. Some have gone
further, arguing that central bank policies of extra-ordinary monetary accommodation have, by boosting
asset prices and wealth, exacerbated inequalities.””

This could be part of the reason for increasing attention by central bankers to the distributional impacts
of central bank activity, despite a narrow mandate of price stability. Yves Mersch, a member of the
Executive Board of the European Central Bank, has noted that “until relatively recently, such
consequences [the distributional impacts of policy] have been largely ignored in the theory and practice
of monetary policy. ... Central banks are not charged with the task of addressing inequalities in the
distribution of wealth, income or consumption — nor are they dealing with the broader challenge of
promoting economic justice for society as a whole. ... But particularly at a time of exceptionally low
interest rates and non-standard monetary policy measures, it is essential for us to be aware of all
collateral effects - including the distributional ones, i.e. the potential economic damage to some parts of
society.””® A fellow member of the Executive Board of the ECB has stressed “[i]nequality is a cause for
concern for all European institutions, since social cohesion is one of the statutory objectives of the EU.””

The willingness of central banks in large economies to consider the distributional implications of
unconventional monetary policy hints that there is scope for human rights principles to play a role in their
discussions. An increasingly unequal society is unlikely to be a sustainable one, and therefore a focus on
the distributional impacts of policy through an inclusion of a human rights lens in monetary policy
research and analysis could help in this endeavour. Janet Yellen, Chair of the Board of Governors of the
Federal Reserve, has emphasized that central banks are important economic research institutions, and
that considerations of distributional and economic inequality issues can support their work in
understanding the economy.”® This signals that central banking authorities may be prepared to broaden
the research agenda to include the social welfare and distributional impacts of monetary policy, and the
challenge of addressing the “how’” around taking inequality impacts into account in monetary policy
deliberations.
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As a sustainable financial system needs to respond to the needs of all segments of society, a human
rights focus could provide an important complement to technical monetary policy models. As monetary
policy models do not tend to differentiate between developed and developing countries — despite the
differences in economic conditions and institutional quality’® — a human rights focus could also arguably
enrich monetary policymaking in emerging economies where struggles to access basic rights are acute,
and sensitivity to small price changes in access to basic goods like food, water, housing, education and
medicine is very high. An awareness of the impacts of economic conditions, monetary policy and credit
conditions on basic rights could provide central banks with a fuller understanding of the economic
situation and help them respond more fully to the broad range of social impacts of their policy decisions.
In a world of fungible money and rapid transmission of monetary policy decisions at a global level, it
could also help to embed greater coherence in central bank activity at the national and international level
towards building a sustainable financial system and addressing systemic risk.

Box 5: Human Rights and Austerity: Example of the European Central Bank and Eurozone Debt
Crisis

The role of the European Central Bank (ECB) in the succession of Eurozone debt crises raises a
further angle in which human rights apply to central bank mandates: the negotiation of austerity
measures as part of bail-out deals for effected countries.*® The Eurozone sovereign debt crisis
mirrors earlier crises and bailouts by the IMF. However, the ECB, as a reasonably new institution, has
not been the focus of human rights advocacy. Its role in the Eurozone debt crisis, particularly in
Greece, highlights the important role that human rights should play in designing austerity packages
in order to ensure their legitimacy and sustainability.

As an organ of the European Union (EU), the EU’s human rights treaties are binding on the ECB; they
are also binding on the member states with which the ECB is negotiating. They therefore form part
of the legal framework within which negotiations should take place. These include the European
Convention on Human Rights (ECHR), the Charter of Fundamental Rights (CFR) and the European
Social Charter (ESC). The ECB has referenced the ECHR and the CFR in technical papers.”'

A range of economic and social rights, including the minimum wage, pensions, education and health
care, labour rights, basic income and an adequate standard of living, and access to basic goods like
food, and social security schemes, are directly impacted by the austerity packages that the ECB
negotiates with European countries like Greece. From available information, it does not appear that
the ECB was guided by its obligations under the European human rights framework in its
negotiations of bail-out conditionality for Greece, nor that it took their provisions into
consideration.®” The reports of the task force overseeing the bailout loans and adjustment measures
in the Greek economy also do not refer to the EU’s human rights framework.*> The Memoranda of
Understanding have been described as in breach of the EU’s human rights obligations,* and
austerity policies have created adverse human rights impacts in Greece and exacerbated the crisis.

The austerity measures have been subject to complaints lodged under the collective complaints
mechanism of the European Social Charter, particularly in regard to the cuts to pensions. Several of
these complaints have been upheld by the European Committee of Social Rights on the basis that
restrictions to pensions violated the right to social security under the European Social Charter.*
While the situation in Greece is extremely complicated, and the ECB also had responsibilities to
other European taxpayers in agreeing to extend financing to Greece in exchange for austerity
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measures, a case can be made that the EU’s human rights framework should have been taken into
consideration in formulating austerity packages. Given that fundamental rights are part of the legal
architecture of the EU, a basic floor of protections for fundamental rights could have been included
within creditor agreements. Indeed the question arises whether the ECB and EU breached the
fundamental rights protections of the EU charter by not including a consideration of these
provisions in the bail-out conditionality and austerity measures, and whether this would have
contributed to a more stable, sustainable outcome.

3.2.3  Financial Sector Supervision Role

States are also required to protect against human rights abuse by third parties, including business
enterprises. This is a “standard of conduct” which is particularly relevant to central banks whose
mandates include financial stability and financial sector regulation and supervision. Under the UNGPs,
they have a duty to ensure that financial institutions under their supervisory authority respect human
rights throughout their operations. This would also apply to the structures of global governance of the
financial system of which central banks and regulators are a part, such as the FSB and the Basel
Committee on Banking Supervision (BCBS).

Depending on their mandate, some central banks have responsibility for financial sector supervision and
regulation, while others have a general responsibility for financial system stability. Human rights have not
traditionally been applied by central banks in the conduct of either role, although the financial crisis
highlighted the correlation between failings in financial sector oversight and negative impacts on basic
rights around the world. These impacts can persist long after the financial sector has recovered and can
influence the economy’s return to growth (thereby interacting with monetary policy). Therefore there is
scope to consider whether the addition of a rights-based lens to these roles could assist in building a
more sustainable financial system.

As with monetary policy, a human rights lens could add valuable insights to financial sector oversight
alongside technical rules and models by focusing on the actual impacts of financial sector practices and
dynamics on individuals, to complement the existing focus on financial institutions. For example, the
abuse of individual rights by mortgage fraud, particularly in the subprime market, was widespread during
the financial boom and could have indicated to regulators the existence of growing problems. Some
government agencies in the US tried to raise these issues as early as 2004,*® although this was largely
dismissed by financial sector regulators such as the Federal Reserve who were focused on aggregate
metrics and the persuasive sophistication of new credit risk models. In reality these masked the
underlying problems which a more detailed focus on individual experience of the mortgage market could
have afforded to those tasked with financial system oversight.”’ An awareness of how financial
institutions’ practices are playing out with respect to their impact ultimately on their customer’s and
their individual rights such as through financial (mis)conduct, mis-selling scandals or failures to act in the
best interests of customers or by broad market dynamics, could help in alerting regulators to emerging
issues before they become systemic. A central bank’s role in financial sector supervision and financial
stability could therefore benefit from the inclusion of consideration of the impacts of financial dynamics
on basic human rights as an additional indicator of imbalances, emerging risks and unsustainable financial
practices, alongside existing indicators of risk and system stability.

Central Banks in emerging economies have begun to recognize more explicitly the relevance of
considering human rights risks specifically and social risks more broadly as an essential aspect of
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supervision in maintaining the overall stability of the banking system. This has been sparked in part by
growing social conflict around major projects, such as extractive and infrastructure projects. In the case
of China, the China Banking Regulatory Commission stepped forward in 2007 with its Green Credit
Policy,?® and set a solid example for IFC’s Sustainable Banking Network® which in turn initiated the
current trend of central banks and banking regulators in emerging markets providing guidance for
environmental and social risk management at regulated banks.*® China’s drive for this initiative was in
part due to the significant level of environmental pollution, as well as fear of social conflict stemming
from pollution as well as the rapid rate of national economic development generally.

The commodities boom of the late 2000s brought a huge inflow of investments into mining and oil and
gas projects in emerging markets, which has caused critical social conflicts with affected communities in
many areas. These have had a direct impact on the human rights of affected communities, leading to
increasing social instability, which in turn has threatened the financial viability of major projects,
increased credit risk to banks financing the projects and wider potential financial instability. This cascade
of events has now begun to capture the attention of a number of emerging market central banks which
have put in place specific environmental and social management requirements — and in two cases
specific human rights requirements - for banks under their supervision.

Box 6: Examples of Central Banks Addressing Human Rights and Social Risks in their Supervisory
Role

Brazil: The Central Bank of Brazil adopted a mandatory Environmental and Social Responsibility
Resolution in 2014 that requires financial institutions and other entities authorized to operate by the
Central Bank to adopt a social and environmental responsibility policy.’’ The Central Bank Resolution
addresses what it considers a market failure and a failure of voluntary actions to cover risks
adequately based on identified deficiencies in current practice among Brazilian financial institutions
that can lead to risks for the whole financial sector. It therefore decided to adopt a regulation to
level the playing field and ensure that Brazilian financial institutions adopt minimum standards on
environmental and social responsibility to ensure efficient governance and risk mitigation. The
Central Bank will evaluate the policies and management systems the banks put in place, including
the environmental and social risks considered. In doing so, the Central Bank has stated that it will
consider international norms, such as the OECD MNE Guidelines that provide important guidance on
identifying and managing risks.”” As noted elsewhere in this report, the OECD Guidelines also include
a chapter on identifying and managing human rights risks. In addition, the Brazilian Central Bank
regulations of 2010 cover a very specific human rights issue: slave labour.*

Mongolia: The Mongolian Sustainable Finance Principles, developed by the Mongolian Central Bank
together with the Financial Regulatory Commission, the Mongolian Bankers Association and several
other actors, are to be implemented by all Mongolian banks from 2015. Like the Nigerian Principles,
the Mongolian Sustainable Finance Principles include a specific principle on human rights: “Principle
2: Protect People and the Communities. We will respect and uphold human rights and labour standards;
and protect the health and safety of people and local communities.” The Principles also reflect the
wider concepts of human rights identified throughout this report, committing banks to upholding
ethical principles and strengthened corporate governance and to accountability and transparency,
and promoting financial inclusion.>*

Nigeria: the Nigerian Central Bank is an early leader in the field with the development of the
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Nigerian Sustainable Banking Principles in 2012%° in furtherance of a “commitment to delivering
positive development impacts to society while protecting the communities and environment in
which financial institutions and their clients operate.” They include a specific principle on human
rights: “Principle 3 | Human Rights - We will respect human rights in our Business Operations and
Business Activities” in addition to other related principles on women’s empowerment and financial
inclusion. The Central Bank has required implementation by all banks, discount houses and
development finance institutions by developing systems to manage environmental, social and
human rights risks. Supervision is based in part on regular mandatory reporting on implementation.

Peru: Peru has adopted new laws and regulatory guidance® which effectively mirror the Equator
Principles by requiring banks to oversee the environmental and social rights risks of projects they
fund through requiring companies operating the project to engage in consultation with affected
stakeholders, to operate grievance mechanisms, and to manage identified risks. The new
regulations specifically refer to the UNGP and the OECD MNE Guidelines as international standards
relevant for consideration in Peru.?’

Vietnam: The State Bank of Vietnam issued the Directive on Promoting Green Credit and Managing
Environmental and Social Risks in lending activities in March 2015.°° The Directive requests all
financial institutions operating in Vietnam to set up an environmental and social risk management
system as well as to develop innovative products to enable lending in environmental and social
friendly business activities. The Directive’s guidance to credit institutions addresses a number of
human rights issues: “threatening the safety, security and health of the community, labour
inequality and forced resettlement.”

3.2.4 Role as Employers and Procurers of Services

Human rights are also directly applicable to the operations of central banks through its relationships with
its employees and suppliers. At the outset of its functioning, the European Central Bank concluded an
agreement with representative trade unions to engage in social dialogue with employee
representatives.?® In the US, the Dodd-Frank Act established an Office of Minority and Women Inclusion
at various federal financial regulators and required them, among others, to develop standards to assess
the diversity policies and practices of entities that they regulate.”” The Reserve Bank of South Africa
includes ‘respect for human rights’ in its personnel security vetting process in its procurement activities:
“the employee’s right to privacy, religion, belief, opinion, freedom of expression, freedom of association,
freedom of movement and residence, and political rights will be duly respected by the bank.”™

3.3 Policy and Regulation in the Banking Sector

3.3.1  Preliminary Points on the Banking Sector and Human Rights

Banking is a heterogeneous industry with many different business models operating under the broad
ambit of ‘banking’. At one end of the scale, the Global Systemically Important Banks (G-SIBs)*** are
enormous institutions whose balance sheets can dwarf the GDP of their home countries and whose
failure can imperil the stability of the global financial system. These are the ‘too big to fail’ institutions
that came to the forefront of regulatory concern during the financial crisis. They can operate through
hundreds of subsidiaries and related legal vehicles, and their activities can span the whole range of
financial products and markets. At the other end of the scale are local cooperatives or savings banks that
can count a village, town, or local area as their client base. These types of institutions tend to be much
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closer to the traditional model of a simple banking business, with customers’ savings and deposits used
to fund mortgages and basic loan products.

There has been some movement in the banking sector on assessing the human rights impacts of their
operations in certain areas of its business. UNEP FI brings together a wide range of financial institutions
to discuss sustainability issues and since 2007 has had a work stream to better understand human rights
risks and responsibilities for the financial sector, in particular banks,'® and several large European banks
have come together in the “Thun Group” to discuss human rights issues in several areas of their business
(see Section 5.2). However, the business case for integrating human rights across other banking
operations has so far not encompassed much of the activity of the G-SIBs and other large banks whose
operations are highly technical and one step removed from immediate human rights harm. This
highlights areas where more research and scholarship is needed in the coming years to connect the
wider set of banking operations to human rights.

3.3.2 Human Rights and International Regulation of the Banking Sector - the Basel Framework

The Basel Framework is the core international regulatory framework for banks. It is negotiated by
banking supervisors from around the world and sets out the key requirements for national banking
regulation. It therefore provides an internationally agreed framework of rules which are incorporated
into national systems of banking sector regulation and oversight. It is overseen by the Basel Committee

on Banking Supervision (BCBS), hosted by the Bank for International Settlements (BIS) in Basel."**

The first Basel Accord was drafted in 1988; it was updated and expanded in 2004 (Basel Il); and then
updated and expanded again in 2013 in response to the financial crisis (Basel IlI). The Accords are
extensive and highly technical documents of banking regulation which focus heavily on ways in which
banks should capture, measure and manage the various risks they are exposed to, and how supervisory
authorities should oversee this. As technical documents, they have not yet considered broader risks such
as environmental, social, human rights or sustainability risks.

In 2014, UNEP Fl, in association with the Institute for Sustainability Leadership at the University of
Cambridge (CISL) published a report entitled: ‘Stability and Sustainability in Banking Reform: Are
Environmental Risks Missing in Basel 112 (UNEP Fl and CISL report).'® It argues:

“The role of the financial system in the economy and broader society is to provide the necessary
financing and liquidity for human and economic activity to thrive — not only today but also tomorrow. In
other words, its role is to fund a stable and sustainable economy. The role of financial regulators is to
ensure that excessive risks that would threaten the stability of the financial system - and hence imperil
the stability and sustainability of the economy - are not taken. ... The regulatory framework that governs
today’s banking system may not be being used to its full capacity ... Basel Il is arguably overlooking an
important source of risk to the financial system and broader economy.”

The UNEP FI and CISL report focuses on systemic environmental risks and their impact on banking sector
stability — which will become more pronounced and complex as humanity breaches more planetary
boundaries. It analyses Basel III’s three-pillar framework (Pillar 1 - Minimum Capital Requirements; Pillar 2
- Supervisory Review Process; and Pillar 3 - Market Discipline) and asks whether Basel Il addresses
systemic environmental risks. Its analysis could be extended to systemic social and human rights risks.

Even before Basel Ill, numerous environmental groups have argued that banks’ capital adequacy rules
under Basel Il should explicitly correlate to the magnitude of environmental risks they take, in order to
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disincentivize such risk-taking. They initially argued this point mainly from the perspective of
transactional risks that affect the borrowers’ ability to repay loans. The UNEP FI and CISL report
recognizes these transaction-specific risks in Basel Ill and acknowledges the concern that higher capital
charges on longer-term project finance loans might have had the unintended consequence of
undermining environmentally sustainable economic activities. It makes a more nuanced observation that
the relevance of capital requirements varies depending on the market context - the tenor and structure
of financing environmentally sustainable projects, rather than the magnitude of environmental risks
taken by banks, will determine capital charges — and as such Basel IlI’s Pillar 1 plays at most a marginal

role in influencing a bank’s decision to finance green projects.'®

The UNEP FI and CISL report highlights examples from emerging markets where market/regulatory
practices have gone beyond the existing Basel Il framework to encourage environmental risk
management, including “1) Greater interaction between the regulator and the bank in assessing wider
portfolio level financial, social and political risks [Pillar 2], and 2) Banks’ enhanced disclosure to the
market regarding their exposures to systemic environmental risks [Pillar 3]”.

Systemic environmental risks can profoundly affect human rights - from the right to food, shelter,
health, livelihoods, to the right to life itself. In this sense the UNEP FI and CISL report also tangentially
addresses many of today’s human rights issues which are connected with climate change, environmental
degradation, and resource depletion. The recommendations made on the power of the interaction
between the bank and banking supervisors, pursuant to Pillar 2, and the power of relevant disclosure of
information that would inform the market on the bank’s capital, risk exposures, risk management
processes, and hence the capital adequacy of the bank, pursuant to Pillar 3, are also directly relevant to
human rights risks and their relationship with Basel Ill. The report pinpoints a need to explore how the
Basel Il framework also relates to the global human rights situation. Could banking regulation be used to
better integrate social risk management and transparency around the human rights impacts of banking
into banking practice?

Integrating social and human rights risks into Basel Ill requires as a first step recognition of the potential
relationship between human rights risks and their effects on the bank’s portfolio/risk exposures, as well
as on macro-prudential risk. Although much attention is focused on the work spearheaded by the
Peruvian Banking Superintendent on human rights risks (see Box 6:), significant additional work is
needed to formulate policy recommendations for the BCBS and national banking regulatory authorities,
including research on:

e the scope of dialogue between a bank and its supervisor on both material financial risks and
salient non-financial risks, including human rights risks,

e the risk reporting framework for supervisory purposes, as well as the reporting framework to
investors and the public, covering material financial and salient non-financial risks, including
human rights risks (see Sections 3.4.3 and 6.2.2), and

e an appropriate social stress-test methodology.

3.4 Policy and Regulation in the Investment Sector

3.4.1  Preliminary Points on the Investment Sector and Human Rights

Like the banking sector, the investment industry ranges from very large scale institutional investors and
sovereign wealth funds down to boutique socially responsible investors (SRI) and the newer entrants in
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the sector — impact investors. Investors come together in the UN-supported Principles for Responsible
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Investment initiative'” (PRI) which recently released a report on the extractive sector and human
rights,"*® under the UNEP FI'® as well as in other networks such as the Sustainable Investment Forums
(SIFs)."™

Among financial actors, investors can have a direct relationship with the human rights impacts of
corporate operations because investments involve taking a direct ownership share in a company through
equity investments. Specific types of investors have gone one step beyond this in linking human rights to
their activity: (i) long-term investors who consider sustainable development issues and see human rights
as an important part of the sustainability equation in building more stable societies;™ (ii) investors with
specific norms-based mandates, or who use norms-based frameworks - including SRI, charity-based or
religious investors; and (iii) investors such as teacher’s pension funds where the fund’s beneficiaries and
human rights norms are aligned. Deeper integration of human rights into the investment sector is likely
to come from several angles: from regulators, from listing requirements at stock exchanges, from
practice among investors themselves and from the increasing evidence that companies with high
sustainability performance outperform the market." Human rights are also increasingly seen as an
important part of the both the “G”'” (governance) and the “S”"™ (social) agenda within the growing
attention of mainstream investors to environmental, social and governance (ESG) issues.

3.4.2 Human Rights and International Standard Setting for the Investment Sector - the International
Organization of Securities Commissions (10SCO) Principles

This section focuses on one area of investment regulation — securities. The International Organization of
Securities Commissions (I0SCO) is the international standard setting body for securities regulation. Its
membership covers over 120 countries and more that 95% of the world’s capital markets. The 10SCO
Principles are one of the 12 key standards and codes the FSB recognizes as key to sound financial
systems.'™

Following the financial crisis, IOSCO’s regulatory role has included a renewed focus on rebuilding trust in
the financial system’s safety and soundness, regaining the confidence of investors in the markets, and
pushing for stronger corporate governance, backed up by strong enforcement and sanctions. Its
principles are based on three core objectives: protecting investors; ensuring that markets are fair,
efficient and transparent; and reducing systemic risk."® In a presentation at OHCHR on the financial crisis,
the organization framed its contribution to human rights as one of “encourage[ing] capital formation

and economic development, and reduc[ing] incidence on the common man.”"”

Box 7: Suggestions on Building Human Rights into I0SCO’s Standard Setting

Beyond the organization’s overview of its contribution to human rights, additional possibilities also
exist for integrating human rights into 10SCO’s regulatory instruments that could be part of a
longer-term agenda:

e |OSCO could develop a new standard on sustainability reporting, building on the practices
of an increasing number of its members that already have mandatory reporting
requirements (see below).

e The I0SCO mission is focused on “fair’” markets. As with other areas of the financial sector,
the financial crisis has prompted further reflection on protecting those within their mandate
but not wider considerations of broader impacts on society. Fairness is defined with respect
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to investor protection: “[i]nvestors should be protected from misleading, manipulative or
fraudulent practices, including insider trading, front running or trading ahead of customers

and the misuse of client assets.”"®

Could fairness of markets be considered through a
broader lens to include impacts on the wider society?

e 10SCO carries out regulatory impact assessments™ as a precursor to standard setting. The
impact assessment process is grounded in a cost-benefit analysis looking at regulatory and
market failures and the options for addressing those failures. Could its guidance on cost-
benefit analysis be expanded to include broader costs and benefits to society - such as the

environmental and social costs that are a core part of the sustainability agenda?

I0SCO, in common with other financial regulators, focuses on risk. The business and human rights
approach is also based on identifying, managing and mitigating risk, although both communities are
using very different concepts of risk. Could the linkages or disjunctures between the human rights
concept of severe human rights risk and the financial sector concept of materiality be addressed so
that human rights risk becomes material to I0OSCO’s mandate?

3.4.3 Stock Exchanges and Other Exchanges

3.4.3.1  Listing/Participation Requirements

Stock exchange listing requirements provide an important route for addressing human rights issues in
corporate operations and reinforcing the importance of corporate respect for human rights as part of
their governance frameworks. Listing requirements can specify human rights criteria as part of the due
diligence process prior to listing, and also as part of ongoing membership of an exchange. Exchanges can
exclude companies that have been involved in serious human rights abuses and provide positive
incentives for companies to engage in better human rights performance. For example, in 2000, Oryx
Diamonds was prevented from joining the London Stock Exchange’s Alternative Investment Market
(AIM) because the UK regulatory authorities warned of the “utter unacceptability of a London listing for
a company involved with the Zimbabwean military in the exploitation of diamonds in a conflict zone”.™
The London Bullion Market Association’s Responsible Gold Guidance is mandatory for all gold refiners
wishing to sell into the London Bullion Market, and is intended to assure investors and consumers that all
London gold stocks are conflict-free and not contributing to human right abuses through compliance
with an audited, conflict-free process.™

3.4.3.2  Stock Exchange Reporting/Disclosure Requirements

The Sustainable Stock Exchange Initiative (SSE Initiative) is a peer-to-peer learning platform for exploring
how exchanges, in collaboration with investors, regulators, and companies, can enhance corporate
transparency - and ultimately performance - on ESG issues and encourage sustainable investment.™
Partner stock exchanges make a voluntary commitment to promoting improved ESG disclosure and
performance among listed companies. Of the 55 exchanges reviewed, seven require some environmental
and social reporting for all their listed companies,™ while an additional five exchanges require such

reporting for companies of a specific size or within a specific industry."*

The SSE Initiative is advocating mandatory sustainability reporting initiatives on a ‘comply or explain’
basis, to establish a clear set of disclosure expectations while allowing for flexibility. Some existing
mandatory human rights reporting requirements on companies that are modelled on a ‘comply or
explain’ approach are already important examples for regulators to build on.™ The SSE Initiative also
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highlights the option of basing sustainability reporting initiatives on an international reporting
framework. On the assumption that these frameworks are built on international sustainability norms, the
frameworks themselves are fruitful grounds for including human rights requirements grounded in
% In March 2014 the Investor Initiative for Sustainable Exchanges
submitted the Investor Listing Standards Proposal to the World Federation of Exchanges. This proposal

international human rights standards.

for a global standard in stock exchange listing requirements on sustainability reporting would include
mandatory reporting on human rights. Ceres identified human rights (alongside several other categories
of issues including employee relations and community relations) as capturing areas of opportunity, broad

systemic risk, and externalization of costs.”’

3.4.3.3 Stock Exchange Sustainability Indices and Other Human Rights Indices

As of 2014, sustainability indices remain the most popular type of sustainability initiative among stock
exchanges, with 23 of the 55 partner exchanges of SSE Initiative offering at least one index integrating
social and/or environmental issues."® 129
For example, the FTSE Johannesburg Stock Exchange Socially Responsible Index launched in May 2004

requires that in addition to running socially responsible businesses, companies in the index must meet
130

Some of those indexes have specific human rights requirements.

the basic selection criterion on respecting human rights.”” Other indexes and benchmarks are being
created that specifically focus on human rights performance generally or specific dimensions of human

rights,” targeted to investors.

Box 8: The Corporate Human Rights Benchmark™?

The Corporate Human Rights Benchmark (CHRB) will be the world’s first free and public
benchmarking of hundreds of companies’ human rights policy and performance around the world. It
will build on a competitive approach to incentivize better human rights performance by companies
through developing a transparent, publicly available and credible ranking of corporate human rights
policy and performance. There is already considerable evidence that public transparency combined
with public rankings of companies’ performance can help to drive a race to the top. A new survey by
the Economist Intelligence Unit on business and human rights has found that 39% of the CEO
respondents felt benchmarking companies on their human rights performance would make the
biggest difference on the issue.”™

3.4.3.4 Regulation at the Regional and National Level
e Regulation of Capital Markets - ESG Considerations

The PRI maintains the “Global ESG Regulatory Mapping” that, while not exhaustive, is a working
document of standards, codes and regulation that supports responsible investment.? The list covers a
wide range of countries and approaches from exclusion of certain products (such as cluster munitions),
to mandatory adoption of corporate social responsibility policies, to mandatory reporting, including on

human rights.””

Many of the measures include the ESG triumvirate, indicating that one of the clearest
ways that human rights will make their way into the regulatory agenda is as part of the ESG agenda.
However, legislators are responsive to the public’s concerns about specific human rights issues as recent

legislation on human trafficking or modern day slavery indicates."®

e Sustainability Reporting Requirements
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Of the 32 I0SCO board members, more than one third (12) belong to a securities regulatory agency that
has introduced a sustainability reporting instrument, either as a regulatory initiative or a best-practice
guideline. Only one of these policies is voluntary in nature, while the rest are either mandatory or include
a mandatory ‘comply or explain’ element. Securities regulators in almost half of the G20 membership
have already introduced regulation for disclosure of at least some social or environmental issues.
Combined, all but one member of the G20 require disclosures of at least some sustainability issues.™’
While the sustainability reporting requirements are often broadly worded, they provide an opening for
addressing human rights or building further more detailed requirements for human rights. More
importantly, these developments signal that securities regulators have already identified that
sustainability or ESG issues are material to investor decision-making, hence the particular focus on
mandatory reporting.

3.4.3.5 Fiduciary Duty, Materiality and Stewardship Codes

In 2005, the UNEP FI “Freshfields Report”*® paved the way for ongoing efforts to clarify the boundaries
of fiduciary duty and the legal scope for integrating ESG considerations into investment mandates and
decision-making. Given the significant level of uncertainty and lack of clarity around the boundaries of
the fiduciary duty of investors and its relation to responsible investment, the UNEP Inquiry, UNEP FI,
Global Compact and PRI have launched a multi-year project to end the debate about whether fiduciary
duty is a legitimate barrier to investors integrating environmental, social and governance (ESG) issues
into their investment processes.”® Drawing on research around recent developments such as the UK Law
Commission’s review of the fiduciary duties of investment intermediaries, the Japanese Stewardship
Code and the Code for Responsible Investing in South Africa, the report shows that under a
contemporary understanding of fiduciary duty, a failure to consider ESG issues as one driver of long-term
investment value is a failure to exercise fiduciary duty."*

The report goes on to highlight that materiality is a dynamic concept, and the materiality of ESG issues
evolves over time, driven by changes in legislation and policy, by changes in risk and the understanding
of risk, by changes in the social, environmental and economic impacts, and by changes in societal (and
beneficiary) expectations and norms.™'
the least researched and the least understood and therefore often the least likely to be considered

material, the “indicators” for the increasing materiality are progressively evident for human rights

While the report notes, once again, that the “S” issues are often

issues' - not least as a result of the recent EU Directive on Non-Financial Reporting that requires large
companies to report on human rights issues. Moving human rights along that trajectory from softer law
to harder law is one of the most obvious routes to clarifying the materiality of the issue. Recent work
dedicated to examining the materiality of human rights issues to investment processes and to fiduciary
duty has been broadly accepted particularly in relation to egregious human rights violations.'#

Civil society has now called on the US Securities and Exchange Commission (SEC) to issue interpretive
guidance to explain how material human rights information should be incorporated into existing
securities reporting in the US. They have also called for the SEC to promulgate a new rule specifically
requiring disclosures of human rights information, organized in a new reporting item for periodic reports
or proxy disclosures."*

The updating of Stewardship Codes'* around the world provides another opportunity to strengthen and
clarify investment mandates to take ESG considerations into account. To the extent these can become
more specific, human rights can and should be incorporated.
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3.5 Policy and Regulation in the Insurance Sector

3.5.1  Preliminary Points on the Insurance Sector and Human Rights'*

As with other parts of the financial sector, the insurance sector ranges from large-scale multinationals in
insurance and reinsurance, to small mutuals owned by policy holders. Mutuals and co-ops exist in other
areas of the financial sector as well (although perhaps not to the same extent as in insurance) and one
area for further research is whether the choice of business form, such as a mutual, would make it easier
for these types of organizations to incorporate human rights principles into their choice and delivery of
products and services.

Insurance has the potential for its business to align closely and intuitively with human rights for several
reasons. First, insurance is based on a protection mandate. The purpose of the sector is to identify risk,
and help prevent and respond to it to ensure that people (and businesses) are protected from harm. This
protection mandate resonates with the underlying principles of human rights — to protect people and
their human rights from harm so that life can be enjoyed to its fullest. The provision of insurance,
particularly to those in vulnerable or marginalized economic groups, can play an important role in
furthering their human rights enjoyment. In this respect, the insurance sector is in a position to go
beyond simply respecting human rights (a “do no harm” approach), helping to fulfil human rights directly
or in partnership with government as set out in the following examples." Insurance also plays a role in
remedy - it can be a source of ensuring that harm is compensated for and where it is available, provides a
mechanism by which people can pursue remedy.

The insurance sector often has an important role to play in providing a safety net at the individual or
household level, together or separately from government-provided social insurance schemes, in
fulfilment of the human right to social security. Social protection insurance can have additional, indirect
positive impacts on other rights as well, such as the rights of the child to education by protecting family
income and eliminating the need to take children out of school and put them to work to respond to
income shocks. Insurance can also provide a means through which people enjoy the human rights to an
adequate standard of living, health, food, and housing. At the enterprise level, insurance is part of the
package of actions to ensure that worker’s rights are respected. Insurance provides a source of
compensation for harm to workers that occurs in the course of their employment, but is also an incentive
for business owners to reduce risks in order to reduce premiums.

Recent discussions on the role of insurance in mitigating the impacts of natural disasters and climate
change have brought the potential for positive reinforcement of its protective mandate into sharper
focus. Insurance services that are immediately able to respond to natural disasters and provide support
can help fulfil the rights of life, livelihood and shelter."*®

Second, other principles that that are traditionally at the root of the insurance mechanism are aligned (or
can be better aligned) with the values of human rights - the idea of solidarity and the principle of
mutualization of risk. Insurance has an inherent connection to the concept of solidarity by sharing risks
out among a pool and using the resources of one member to protect another. How these principles can
be further strengthened in the design of new insurance products could be usefully integrated into the
sector’s reflections on its contribution to the SDGs, which are themselves built on human rights
principles.™®
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3.5.2 Human Rights and International Standard Setting for the Insurance Sector - the Insurance Core
Principles (ICP)

Numerous global financial institutions have some regulatory or supervisory oversight of insurance,” but
the International Association of Insurance Supervisors (IAIS) is the only global body focusing exclusively
on the regulatory and supervisory issues of the insurance sector. Its members, insurance industry
regulators and supervisors, as well as the IMF, the World Bank, the OECD and the European Commission,
cover approximately 97 per cent of the global insurance market.”

One of the major activities of the IAIS is the development and implementation of its Insurance Core
Principles (ICPs) which, though not legally binding, provide a globally accepted framework for the
regulation and supervision of insurance and reinsurance companies (whether private or government-
* In addition
to the almost universal uptake of the ICPs, their status as global minimum requirement for good practice
in the insurance area is reinforced by their designation by the Financial Stability Board (FSB) as the key

standard for insurance in its Compendium of Key Standards for Sound Financial Systems.™ The ICPs are

controlled) that foster convergence towards a globally consistent supervisory framework.

therefore the most obvious leverage point for introducing key principles and standards for the insurance
sector that will then be adopted by national regulators.

The ICP do not yet include any specific references to broader sustainable development risks either in the
aggregate or as separate environmental or social risks. The Insurance Core Principles Standards Guidance
and Assurance Methodology Standards™* set out key requirements that are fundamental to the
implementation of the ICP and are updated periodically to accommodate changing circumstances. The
IAIS also issues Guidance documents, for example on anti-money laundering/terrorism financing; it could
be encouraged to issue a guidance document on sustainable development issues including human rights.

Box 9: Building Human Rights Requirements into the Insurance Core Standards, Guidance and
Assessment Methodology

Key ‘hooks’ in the Insurance Core Standards, Guidance and Assessment Methodology (2011) could
serve as a basis for incorporating human rights principles and approaches in these areas in the next
round of the update of the Standards and Guidance. Those hooks include:

ICP 7 Corporate Governance: This includes a requirement to act in accordance with ethical values,
setting the ‘tone at the top’, including by setting the fundamental corporate values, directors duties
to exercise due care and diligence; acting in the best interests of the insurer and policyholders and
putting those interests ahead of his/her own interests; creating a culture of sound risk management,
compliance and fair treatment of customers.

ICP 8 Risk Management and Internal Controls: The insurer must have a system to identify, assess,
monitor, manage and report on its key risks in a timely way. Where a risk is not readily quantifiable,
for instance some operational risks or where there is an impact on the insurer’s reputation, an
insurer should make a qualitative assessment that is appropriate to that risk and sufficiently detailed

to be useful for risk management.™

ICP 9 Supervisory Review and Reporting: The supervisor must have a mechanism to check
periodically that its supervisory framework pays due attention to the evolving nature, scale and
complexity of risks which may be posed by insurers and of risks to which insurers may be exposed.

ICP 19 Conduct of Business: This includes requirements around the fair treatment of customers and
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encompasses concepts such as ethical behaviour, acting in good faith and the prohibition of abusive
practices. Insurers must take into account the nature of the customer and the type of insurance
provided, which provides an opening for considering the vulnerabilities of particular customers.

ICP 20 Public Disclosure: This includes appropriately detailed information about the company
profile, including the nature of its business, a general description of its key products, the external
environment in which it operates and information on the insurer’s objectives and the strategies in
place to achieve them.

ICP 10 Prevention and Corrective Measures, 11 Enforcement and 21 on Countering Fraud in
Insurance: Treating customers fairly; the need for supervisory powers that permit a supervisor to
detect vulnerability in the insurer’s ability to protect policyholders, and to intervene to order to take
preventive and corrective measures.
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4 CLIENT LEVEL: HUMAN RIGHTS IMPACTS THROUGH CORPORATE AND
SOVEREIGN CLIENTS

4.1 Introduction

This Chapter examines steps taken by private sector financial institutions to integrate a human rights
analysis into the products and services offered to corporate and sovereign clients, as it is through these
clients that individual financial institutions are likely to have the largest impact on human rights.

As an important example of the interplay between the three levels, a few selective financial institutions
are taking these actions for risk management purposes, not least, for reputation management, rather
than in response to any regulatory requirements. A broader uptake of the nascent regulatory changes
noted above and the trend of human rights shifting from a soft law approach to hard law through
national laws and binding international standards would move the consideration of these issues from a
voluntary, risk management approach among a few large players in the market to a much wider selection
of financial institutions. Interim approaches between voluntary and regulatory are also appearing: for
example the Dutch Government has required the financial sector (and twelve other high impact sectors)
to enter into “sector covenants” with trade unions and NGOs to address environment, labour and human
rights risks.®

4.1.4  Human Rights Due Diligence on Corporate and Sovereign Transactions

The UNGPs are applicable to all business sectors everywhere in the world, including the finance sector.
According to the UNGPs, businesses should adopt a human rights policy commitment, carry out “human
rights due diligence” and provide a remedy for harms caused or contributed to. “Human rights due
diligence” describes the process of assessing actual and potential human rights impacts, integrating and
acting upon the findings, tracking responses and communicating how impacts are addressed (Principle 17
of the UNGPs). This includes identifying and assessing potential adverse human rights impacts with
which they may be involved either through their own activities or as a result of their business
relationships. The findings should be integrated into the business’ internal functions and appropriate
action taken to prevent and mitigate risks. Appropriate action will vary according to whether the
business enterprise causes or contributes to an adverse impact, or whether it is involved solely because
the impact is directly linked to its operations, products or services by a business relationship."’

As financial institutions begin to consider how to incorporate due diligence around human rights risks
into their risk management systems, three potential areas for confusion require particular attention:

i.  The focus of the risk assessment for human rights risks is on humans, rather than on the
business. According to the UNGPs, “[h]uman rights due diligence can be included within broader
enterprise risk management systems, provided that it goes beyond simply identifying and
managing material risks to the company itself, to include risks to rights-holders.”"® This rights-
centric approach to human rights due diligence makes such diligence challenging for financial
institutions, as it means the due diligence must focus first on risks created by the financial
institution and its clients on people that the financial institution or client impact. Those impacts
may be material to its consideration of the financial transaction or important from a reputational
risk management point of view, but may not rise to the level of materiality in a financial sense and
therefore may be ignored under a traditional due diligence approach. Yet addressing impacts on
human rights is at the core of the human rights due diligence approach, starting with those that

UNEP Inquiry/Institute for Human Rights and Business 47 Human Rights and Sustainable Finance



have the most severe impact, and not limiting the exercise only to those financially material to
the financial institution. This has clear operational implications for the scope and design of the
due diligence that should be addressed early on.

As used in the UNGPs, the term “human rights due diligence” goes beyond the traditional use of
“due diligence” in transactions to include the identification of key risks and the management and

communication of those risks as well.™®

For financial institutions, most (but not all) of the human rights risks will be created by the clients
financed or in the course of using financial services or products. According to a report prepared
for the OECD, representatives of financial institutions initially understood impacts caused by their
clients to be “indirect impacts’” and thus potentially outside the scope of application of the OECD
Guidelines (and hence the UNGPs)."® The OECD rejected this interpretation, and its position was
reinforced by the Office of the High Commissioner for Human Rights in relation to the UN Guiding
Principles.” The UNGPs or the OECD Guidelines do not refer to “indirect impacts”; instead, both
refer only to ‘“directly linked” impacts in business relationships. Financial institutions can
contribute to or be directly linked to the impacts of their clients through their financial products
and services, which puts the impacts of client’s operations and their use of funds within the
scope of the application of the UNGPs and the OECD Guidelines and therefore within the scope
for human rights due diligence.

How financial institutions should deal with their responsibility to respect human rights, and how they
should separate their responsibilities from that of their corporate (and in some cases their sovereign)
clients that they finance is a challenging issue.'®

The current approach among the limited set of financial institutions addressing human rights can be

summarized as follows:

Explicit recognition that the financial sector and individual companies within it have a
responsibility to respect human rights.

Exposure to human rights risks, and the responsibility to deal with those risks, is as broad as the
range of different business sectors that the financial services industry provides financing to, and
therefore potentially broader than for most other sectors. In addition, the MNE Guidelines make
it clear that due diligence must extend to the supply chain of the corporate entity, as many
severe human rights impacts are often hidden in the supply chains.

Exposure to risk comes from both the transaction itself, through contributing to or being directly
linked to the human rights impacts of its clients’ behaviour; it also flows from the reputational
risks of being associated with a client that is abusing human rights.

Human rights due diligence must address and prioritize the risks to rights-holders, not just
material risks to the financial institution.

Carrying out such due diligence can strengthen the social responsiveness of the underlying
transaction and potentially identify areas where positive impacts on human rights can be
enhanced.

Acknowledging the positive relationship between respecting human rights and the quality of a

client/investee’s management system.'®?
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A 2013 report on behalf of the OECD explored the relationship between the MNE Guidelines and the
financial sector.” It found that awareness and implementation of the UNGPs are variable, with many
financial institutions at the early stages of understanding the implications for their institutions.
Furthermore, the report noted that few financial institutions are using the MNE Guidelines in their
implementation of environmental and social due diligence as they are seen as too “generic”. As a follow-
up, the OECD has launched a “proactive agenda” project on the financial sector to help clarify the
application of the OECD Guidelines chapter on human rights to the financial sector, in relation to a wide
range of investment products throughout 2015-2016, and has already issued a number of clarifications on
the application of the OECD Guidelines to the financial sector (see Section 6.1.2.2)."®> Due to this
development under the OECD MNE Guidelines, and for other reasons described below, there is growing
awareness among financial institutions of the human rights impacts that could result from business
relationships, and human rights due diligence and risk management methodologies are slowly becoming
more accepted.

However, the span of current practice is very concentrated in obvious areas, and limited in comparison to
the range of financial products and services offered, partly because appropriate due diligence models
have not been developed for the remaining vast range of financial products and services. Decades of
stakeholder pressure and leadership from socially responsible investors has concentrated mostly on MDB
and private sector long-term finance and responsible investment, missing other areas of operations. As a
result, there is a real and pressing need to either extend or adapt existing due diligence methods (other
than environmental and social due diligence) to human rights risks, or create new due diligence models
beyond those that focus on the specific use of proceeds of long-term financing and their physical
environmental and social impacts (as in the case of environmental and social due diligence in project
finance), and those that focus on corporate level ESG performance (as in the case of ESG due diligence
for investors). For banks, applying the Equator Principles-style due diligence to short-term finance or
conducting ESIAs for each commodity trade will be neither efficient nor effective. Derivatives and similar
products remain entirely outside the scope of current practice. In the investment arena, the focus on
corporate level ESG performance may be insufficient when distinct and significant operations in specific
geographic locations or around particular types of investments (such as real estate) create human rights
impacts.

4.1.2  Access to Remedy and Liability on Corporate and Sovereign Transactions

One of the three “pillars” of the UNGPs is dedicated to addressing access to remedy for victims of human
rights abuse by businesses, signalling the intention to improve access to remedy for victims.
Governments should have judicial and non-judicial mechanisms in place to hear complaints, and
businesses, including financial institutions, are expected to establish or participate in effective
operational-level grievance mechanisms for individuals and communities who may be adversely
impacted.’ Like other businesses, a financial institution would be expected as a general matter to have
in place or participate in an operational level grievance mechanism that is ready to address situations
where it has caused or contributed to adverse human rights impacts or it is alleged to have caused or
contributed to such impacts.'”

With respect to particular cases of adverse human rights impacts involving clients, there has been some
uncertainty about how these UNGP expectations should apply to the financial sector. Where a business
enterprise identifies that it has caused or contributed to adverse impacts in a particular situation, the
UNGPs require that it should provide for remediation, but this does not apply to situations where a
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business is directly linked to the impact of its clients."®

obliged to provide a remedy but may participate in doing s0.®® Even where it is clear that a financial

In this latter case, a financial institution is not

institution does not have an obligation to provide a remedy under the UNGPs in a particular case, it
would still be expected to exercise its leverage with its client to urge the client to remediate and take
steps to prevent further harm, including by establishing the kinds of operational-level grievance

170

mechanisms described in the UNGPs'’” or participate in other collaborative initiatives to provide remedy.

While the Equator Principles, through a reference to IFC Performance Standard 1, embed the
requirement for corporate clients to establish grievance mechanisms, there is no provision for a
grievance mechanism at the financier’s level, or at the level of the Equator Principles. The discussion on
grievance mechanisms is also notably absent from the Thun Group discussion paper,”' and indeed the
financial sector has been reluctant to address the issue of grievance mechanisms. In contrast, many of
the development banks have their own accountability mechanism that provide the opportunity for those

2

affected by the projects they finance to make claims,”” and some bilateral financial institutions are

following this trend.””

While judicial remedy against the company that is the source of harm or the financial institution funding
it should in theory remain an option for people whose rights have been impacted by a project financed,
in many jurisdictions, the option is illusory, given the many obstacles in the way of victims bringing claims

in national or international courts."”*

There is little jurisprudence globally on financial institution liability for involvement in human rights
abuses, apart from areas involving labour protection or non-discrimination. Nor would international or
national level jurisprudence establishing a financial institution’s liability and its obligation to provide
remedy for the activities of a client (private or sovereign) necessarily be based on the same distinctions
used in the UNGPs - cause, contribute, directly linked. Instead, it is likely that jurisprudence on the
liability of financial institutions for the action of the clients would develop from national jurisprudence
around aiding and abetting (a concept under criminal law) or other theories of liability, such as tort law.

One such area of jurisprudence that provides a precedent is lender liability for environmental damages.
In the US, federal law'"” provides a safe harbour or “secured creditor exemption” from owner or
operator liability for rehabilitating Superfund sites (a program established by the US federal government
to fund the clean-up of toxic sites). So long as the creditor avoided participation in the management of
the borrower prior to foreclosure or owning or operating the property after foreclosure, they could
avoid lender liability. This prompted bank regulators to advise banks to carry out environmental
assessments on borrower property to avoid Superfund liability.”® It is an interesting example of the
banking regulators stepping in to prompt the financial sector to take proactive action or face liability. The
practical outcome was to prompt banks to develop systems to carry out environmental due diligence.
Some of those systems have evolved into environmental and social due diligence systems used today.
Other jurisdictions, such as the UK"” and Brazil”® provide for lender liability for environmental harm.”?

On rare occasions, bank officers have faced criminal and civil liability for their alleged involvement in

international crimes.'®"®

Such cases have arisen in both international tribunals and domestic courts, and
typically allege that the officers were complicit in such crimes through the provision of goods and
services to the primary perpetrators, using concepts such as pillage. Overall, since Nuremberg, few cases
at international tribunals have alleged that corporate officials, or corporations themselves, were
complicit in international crimes. The International Criminal Tribunal for Rwanda explored whether the

head of a Rwandan parastatal company could be found guilty of involvement in genocide and other
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international crimes under the theory of superior responsibility.'®

Indeed, the trial chamber found him
guilty of genocide and crimes against humanity.”®> To date, corporations themselves have not faced
criminal prosecutions at international criminal tribunals because none of the tribunals explicitly provide
for jurisdiction over legal persons. However in October 2014, the appeals chamber of the Special Tribunal
for Lebanon interpreted its statute to permit jurisdiction over legal persons for certain proceedings,'®*
arguing that its position was consistent with a general movement in international human rights and
international criminal law. It is too soon to know whether other tribunals might adopt this reasoning. If

they were to do so, it would represent a significant shift in international criminal law.

This does not, however, imply that corporations have not faced claims that they assisted international
crimes in recent years. Rather, the vast majority of such claims have been brought in national courts
claiming that financial institutions aided and abetted international crimes by providing loans to
perpetrators, or by holding ill-gotten goods. However, the varying outcomes of these cases indicate a
significant lack of a common understanding of when financial institutions can be held legally responsible
for the provisions of products and services to human rights abusers.

Sanctions and anti-money laundering laws are potent tools driving financial institutions to identify the
risk that they will provide financial services to human rights abusers. Sanctions usually seek to cut off
funding to regimes associated with nuclear proliferation or aggression against neighbouring states, or
target drug smugglers and terrorists. Anti-money laundering laws seek to prevent organized crime, tax
evasion, or corruption and theft of state assets by blocking access to the financial system. Although not
primarily aimed at addressing human rights abuses, sanctions and anti-money laundering laws are
occasionally able to target entities and public officials (politically exposed persons) implicated in
international organized crime or corruption, which are also often linked to serious human rights abuses.

On the investment side, the possibility of a legal challenge to a pension fund alleging that it is breaching
its fiduciary duty by not considering the potential impacts of climate change on its investments could
signal new challenges around fiduciary duty involving a wider range of ESG issues.'®

Consistent jurisprudence that provides a clear understanding of the scope of legal liability for financial
institutions would help drive policy and practice. Better guidance from governments to the financial
sector regarding how they should seek to avoid providing services to individuals and entities involved in
human rights abuses and when the provision of financial services rises to the level of legal complicity
would be useful. This should include clearer guidance about the boundaries of responsibility between
financial institutions and their clients and how far financial institutions should go in intervening in the
affairs of their clients to avoid or mitigate adverse human rights impacts and whether the tolerance level
for intervention should vary where more severe impacts are anticipated. The law can establish the level
of legal liability for financial institutions’ actions or omissions that result in human rights impacts,
creating a safe harbour from civil liability for negative human rights impacts of their corporate or
sovereign clients when they can demonstrate appropriate and sufficient human rights due diligence.™®

4.1.3 Adding Value

Sections 4.1.1 and 4.1.2 focused on ways to manage human rights risks and negative impacts of corporate
and sovereign clients of financial institutions. Significant untapped opportunities also exist for financial
institutions to innovate on specific financial services and products for their client to manage the potential
human rights impacts they can create. These can be creative ways to provide long-term finance to small
and medium-sized enterprises, including local financial institutions that finance such enterprises that

UNEP Inquiry/Institute for Human Rights and Business 51 Human Rights and Sustainable Finance



supply goods and services to the corporate client, and trade finance. The most recent financial crisis
triggered in multiple sectors and regions massive redundancies in and bankruptcies of smaller firms,
starved of capital as financial institutions and multinational buyers or their brokers pulled away. The
example of the Asian garment industry, where tens of millions of young women were affected, is well
documented.”” Eventually, multilateral financial institutions stepped in to provide financial incentives for
local financial institutions and buyers. Such measures, while effective, are short-term and ad hoc in
nature. A more systematic and constant intervention by the financial sector is needed in order to ensure
adequate capitalization of the supply chains, as well as necessary employment for workers. Such SME
financing should come with some human rights screening with a view to preferring those enterprises
with a good track record of implementing labour and basic environmental standards, for example. In
addition, financial institutions can consider human rights performance bonds/insurance products to
guard against unfulfilled promises to mitigate human rights impacts, escrow or sinking funds, including
those used to compensate for the environmental and social consequences of closure of operations,
compensation funds for victims, and others. Many of these products can support the third pillar of the
UNGPs, the access to remedy pillar.

4.2 Banking

4.2.1  Project and Corporate Finance

Across the spectrum of banking activity, banks can interact with and impact the enjoyment of human
rights in a wide range of ways.”®® This is why some banks have for some time been carrying out
environmental and social risk management, mostly in connection with long-term finance, such as project
or corporate finance. This is done as part of the bank’s overall enterprise risk management, credit risk
management, or reputational risk management, though there is some diversity in the scope of issues
captured through such risk management.

UNEP Fl, the World Bank Group, regional development banks, bilateral financial institutions and some
national government agencies have been encouraging environmental and social due diligence by banks
for more than two decades. The World Bank’s environmental and social safeguard policies'®® were widely
referred to by both public and private financial institutions in their lending, and more recently, the IFC
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Performance Standards™" became the standard of choice for private sector cross-border financing. While

the World Bank safeguard policies are silent on human rights (other than those of Indigenous Peoples),"’
the 2012 version of the IFC Performance Standards contains provisions that are consistent with the
corporate responsibility to respect human rights under the UNGPs. The OECD Common Approaches,
used by the OECD export credit agencies,'* refer to the IFC Performance Standards in the case of private
sector projects, and the Equator Principles, an environmental and social risk management framework for
international banks, are based on the IFC Performance Standards. According to the Equator Principles
website, 80 banks in 35 countries have officially adopted the EPs, covering over 70 per cent of
international project finance debt in emerging markets.” First adopted in 2003 by ten international
banks engaged in project finance, the Equator Principles were updated for the third time in 2013 to align
with the 2012 IFC Performance Standards. The updated version of the Principles broadened their scope
from project finance alone to project advisory, project-related corporate loans, and bridge loans, and
specifically mentions human rights due diligence as part of Principle 2.%* Another initiative by the Thun
Group of banks (comprised of seven European banks), announced in October of 2013, has a specific focus
on implementation of Principles 16-21 of the UNGPs."
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As a result, international financial institutions are gradually moving toward some kind of human rights
due diligence in connection with their long-term lending, either in addition to or as an extension of their
environmental and social risk management. The business case for a risk management function covering
environmental and social issues has proven particularly persuasive to financial institutions. Some recent
precedents of bank defaults tied directly to mismanagement of environmental risks underscore the

importance of such due diligence from a financial risk management point of view."*®

However, it is not
yet clear whether banks frequently use human rights due diligence, as opposed to or in addition to
general environmental and social due diligence, since many banks are likely to be following the IFC
Performance Standard approach of reserving human rights due diligence for cases of high risk situations
only. Where that due diligence process includes ESIAs, some have begun to add a human rights lens to
the ESIAs to address additional human rights issues, or as noted, in some high risk circumstances, to carry

out bespoke human rights impact assessments (HRIAs)."’

HRIA are emerging as a new variation on
classic impact assessment processes that seeks to put impacts on human rights as the centre of focus.'®
It is also unclear if banks link human rights due diligence to financial risks and the stability of the bank

itself, or whether the main motivation is reputational risk management.

Beyond the Equator Principles, there is anecdotal evidence that banks do investigate the environmental
and social performance of their corporate clients, including research on the client’s adherence to
voluntary or multistakeholder initiatives that are relevant to the client’s sector, for example participation
in commodity roundtables™® in the case of financing clients in the agricultural sector. A number of these
roundtable initiatives reference human rights in their standards.

There is also anecdotal evidence that some banks use their existing non-environmental and social due
diligence mechanisms to ascertain human rights risks, such as know-your-customer and anti-money
laundering due diligence, and legal compliance checks. However, to the extent these types of due
diligence are used only to address risks to the bank, they do not serve the full purpose of human rights
due diligence as spelled out in the UNGPs. The processes could be improved to align with the UNGPs; for
example, banks could explore whether certain countries are the site of severe human rights abuses
carried out by the state or private actors, and identify whether those are already marked as high risk by
their existing systems. They can add certain human rights-related search words to their “Know Your
Customer” systems to flag actors involved in human rights abuses to which they will not provide
services, using reports by the UN and NGOs to identify actors that are allegedly involved in human rights
abuses, including pillage, as well as other war crimes and crimes against humanity.

4.2.2 Other Activities of Banks

While it is generally agreed that the lending institution should follow through the environmental and
social impacts of long-term money going into physical assets, the same consensus does not exist for
general corporate finance, where funds cannot be traced to specific assets. Short-term finance, trade
finance, SME finance, and on-lending to financial intermediaries do not point to any obvious human
rights due diligence methodology.
services to corporate clients by banks, including underwriting, investment banking, risk management

*%° Beyond these lending activities, many financial products and

services, and custodian services, are not covered by the Equator Principles, or any other attempt to
integrate environmental and social concerns into the bank’s existing risk management processes.
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4.3 Investment

4.3.1 Direct Equity Investments

Currently, where investors are specifically considering human rights in making investment decisions,
several approaches are being taken: (i) exclusions or screening out of particular countries (for example
South Africa, Myanmar and Sudan) or products (cluster bombs) for human rights reasons; (ii) issue- or
sector-specific screening or engagement on human rights issues — for example around child labour or
human rights and the extractive sector;** (iii) using research on compliance with human rights
conventions for screening and/or engagement — for example, some ESG service providers specifically
track companies involved in controversies around different human rights conventions; (iv) considering
human rights as one issue among many in a broader, more systemic approach to ESG issues in the various
products (as has been highlighted above).

As a result of the OECD National Contact Point (NCP) cases involving the Norwegian Sovereign Wealth
Fund,** and the Dutch pension fund ABP and its pension fund administrator APG*?, there is already a
higher level of clarity about what the responsibility to respect human rights looks like for investors.
Essentially, the expectation is the same as for other financial sector actors: investors have direct
responsibilities to their own employees and for the impact of their own actions on human rights. The
NCP case also made clear that investors should have in place a management system approach to human
rights so that the investor can more systematically address human rights issues in the companies in
which it invests. Recognizing that some investors have a vast range of holdings, the human rights due
diligence approach focuses resources on where human rights impacts are most likely to be severe within
their investment portfolios.”®* The NCP case and subsequent findings from the OECD have made clear
that the responsibility applies whatever the size of the investor’s holding, including minority
shareholdings, and whatever the structure of the transaction. What differs is whether investors have the
leverage to prompt a change. But as leverage is “not a mathematical equation,” the NCP final statement
highlights a number of ways investors, even minority investors, can exercise their leverage with their

investee companies to prompt them to address and remedy the harm they have caused.’®

As investors work to strengthen their ESG management systems, the human rights framework is
increasingly recognized to provide an important benchmark to consolidate and systemize an approach to
a wide range of social issues in ESG due diligence. But to date investors (and others) have used a broad
and not always consistent mix of issues under the ‘social’ dimension of ESG, such as labour, indigenous
peoples, resettlement, human capital, many of which are covered by international human rights
instruments. The international human rights framework offers specific standards and process
requirements that provide a structured benchmark for assessing company action in relation to “S”
issues, and in many cases, these are translated into legal requirements that reinforce the approach.’*®

4.3.2 Other Types of Investments

Just as in the banking sector where initial forays have been made to incorporate human rights due
diligence into more obvious transactions like project finance, but not so far into more complex products
like derivatives, it is not clear whether investors are addressing human rights issues beyond direct equity
investments. Investors manage assets through many different vehicles, and each presents its own type
of exposure to risk and its own leverage points for integrating human rights issues. However, it is unclear
whether or to what extent investors and their advisers are analysing how human rights requirements can
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be built into more complex investment structures, into manager mandates, or how human rights can be
applied to whole asset classes. For example:

e Real estate funds impact upon and may be affected by human rights issues related to land
acquisition, including displacement and relocation and the claims of vulnerable groups (such as
women, children, indigenous peoples and those who do not have formal legal rights to land or
assets, but who have a claim to land that is recognized or recognizable under national law).

e Investments in private equity infrastructure funds in emerging markets may have negative
impacts on a range of human rights including with respect to land, food, and water as well as on
vulnerable groups including migrant workers and children.

e Trading and investing in commodities, particularly agricultural commodities, can affect the rights
to food, water and health as well as land use. A number of investors have withdrawn from food
commodities under pressure from campaign organizations that have linked commodity trading

to food price spikes and impacts on the right to food.**’

e Widespread human rights abuses that create political risk, as well as non-achievement of
economic and social rights such as the right to education and the right to health can be relevant

to a sovereign’s credit rating and to its ability to raise sovereign debt.”*®

e Private equity deals that result in massive layoffs have come under the spotlight from labour
unions that are increasingly focused on addressing the responsibility of private equity funds as

employers in buyouts.**

4.3.3 Green Bonds

Currently, green bonds are a popular mechanism to raise funds for projects with intended environmental
or climate benefit. The European Investment Bank was the first to issue a “Climate Awareness Bond” in
2007,”"° followed by other multilateral development banks. The green bond market has since grown
exponentially. Today, municipalities and corporations are also tapping into this market, issuing bonds
that claim to raise funds for green buildings, energy efficiency and renewable energy projects, including
hydropower and geothermal, and urban transport and other infrastructure projects. Green bonds are
expected to raise more than US$100 billion in 2015.>"

Issuers of green bonds self-label bonds as green and inform investors on the green eligibility criteria for
use of proceeds. Typically, the multilateral green bonds come with environmental and social due
diligence, consistent with these banks’ own environmental and social standards,” and municipal green
bonds are also backed by some environmental due diligence, but corporate green bonds usually are not.
Issuers’ green assertions have no legal teeth — the bonds do not come with any covenants on eligibility
criteria or use of proceeds, or annual reporting. Part of the problem has to do with the conspicuous
absence of any universally agreed definition of green bonds.*”

More worrisome is the fact that there is no discernible initiative to have green bonds address the social
and human rights impacts of projects that are financed by these bonds. An urban green transport or a
largescale hydropower project will likely involve a large construction workforce with labour standards
and occupational health and safety issues, as well as resettlement of people and possible changes in their
livelihoods, access to services, and living standards. If these projects were to rely on project finance
funding, there is a good chance that they will be required to apply the IFC Performance Standards or the
Equator Principles, which mandate that all potential social and human rights issues be identified and
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managed. But if the funds are raised via green bonds, issuers undergo no impacts identification or
management process. While some expect that bond issuers will eventually back up their green claims out
of reputational concerns, China is exploring a green bond regulation.”*

4.3.4 Investments Involving Sovereigns

The UNGPs remind states that they have an obligation to not only respect human rights, but also to
protect human rights through their own actions, through their own agencies and when contracting.
States are expected to ‘“take additional steps to protect against human rights abuses by business
enterprises that are owned or controlled by the state or receive substantial support and services from
state agencies.””” These obligations apply to the state’s role in raising finance. Beyond this, there has
been as yet very limited exploration of the link between the State’s obligations to respect, protect and
fulfil human rights and its choices around what it finances and how or with respect to what role its own
human rights performance has in influencing its ability to raise financing at a reasonable rate.”"

4.3.4.1  Sovereign Bonds and Sovereign Debt

The sovereign bond market plays a key role in providing funding for public services which are closely
aligned with the state’s human rights obligations. Sovereign bonds can be issued to make up shortfalls in
tax revenue and ensure the continuing provision of public services where there are fiscal deficits.
Sovereign bonds also provide funding for large scale public projects like the building of schools or
hospitals. Sovereign bonds therefore play a positive role in supporting human rights realization. But
there has been little discussion of how human rights apply in the actual decisions around designing and
implementing what is financed; for example, how the right to education should shape the choices about
which type of schools to finance and where and whether the process to arrive at those decisions
respects human rights principles. And there has been even less discussion on a human rights lens on the
debt or bond process itself.

Sovereign bonds can also be linked to negative human rights impacts. The austerity crisis in Europe is a
clear example of human rights being negatively impacted as a consequence of overspending and
overborrowing by states in the bond markets. The Greek crisis has led to wide-scale negative impacts on
the social and economic human rights of the Greek people, although the IMF and European institutions
did not refer much to human rights obligations in European and international law while negotiating
austerity measures with Greece.

Moreover, the deep financial integration of global markets can transmit risks from sovereign
overborrowing rapidly to other financial markets, creating financial stability risks as well as broad human
rights risks. Previous sovereign debt crisis — whether bond or loan financed - have caused significant
negative human rights impacts, and there is a need to examine how human rights can be protected in
these situations. The UNCTAD Principles on Promoting Responsible Sovereign Lending and Borrowing do
not refer explicitly to human rights, but they remind lenders that the sovereign borrowers owe a
responsibility to the citizens on whose behalf they act, and that appropriate due diligence should be
carried out prior to lending decisions.*” Human rights could be included in such due diligence, particularly
when a country has a poor human rights record.”®

There are also moves towards the establishment of a multilateral framework for sovereign debt
restructuring and sovereign bankruptcy.” This aims to provide principles for an orderly workout of
sovereign overindebtedness which helps the country return to growth and avoids lengthy and costly
disputes with creditors. The UN General Assembly called attention to the serious social consequences of
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sovereign overindebtedness, and this mechanism will help to protect human rights by enabling states to
extricate themselves from overindebtedness, protecting public services, and by minimizing the risk of
financial disruption caused by disorderly sovereign defaults. Although the resolution itself does not refer
to human rights, the Greek situation indicates the need to include human rights assessments and
protections in this mechanism. Protection for human rights is particularly necessary where hold-out
creditors frustrate restructuring.”*

Another area where the links are clear between bond markets and/or sovereign lending, and human
rights is odious debt. In international law, this concept is that the debts of a regime that has engaged in
egregious violations of human rights, such as military dictatorships, are not legally the debts of the
nation, but personal debts of the regime. The state can, under this theory, repudiate the debt and refuse
to pay. But very few countries have done so. Most countries continue to pay such debt, or renegotiate
with creditors rather than repudiating it lest they alienate the bond market.”' For example, at the end of
apartheid, the new South African government decided to honour the apartheid regime’s debt. Given that
such debt can weigh heavily on state finances and affect the state’s fulfilment of its human rights
obligations, the human rights obligations of the sovereign borrower and responsibilities of creditors
need to be clarified in these cases.

4.3.4.2  Sovereign Wealth Funds

As representatives of the state, sovereign wealth funds carry the state’s duties to respect, protect and
fulfil human rights as a matter of policy coherence. As a state-owned enterprise, sovereign wealth funds
should be well placed to incorporate their government’s policy objectives. Yet to date, the Santiago
Principles, developed by the world’s sovereign wealth funds in 2008, do not incorporate any reflection of

human rights, much less broader sustainability goals.””

But that is changing as sovereign wealth funds
are increasingly under the spotlight from civil society for their role in large scale land grabbing, through
the high profile case before the Norwegian NCP on the Norwegian Sovereign Wealth Fund’s application
of the human rights chapter of the OECD Guidelines (see Box 10:), subsequent discussions in the OECD
Investment Committee on the application of the OECD Guidelines by sovereign wealth funds** and
further pressures to move from transparency to sustainability.”** The discussions on financing the SDGs,
as the world looks to large scale investors to align with new approaches in the Financing for

Development conclusions coming out of the Addis Abba meeting, will further drive this trend.

Box 10: Sovereign Wealth Funds and Human Rights: the Example of Norway

The Norwegian Sovereign Wealth Fund has been in the spotlight and at the forefront of human
rights issues among sovereign wealth funds for a number of reasons:

e Early on in the life of the Fund, the Norwegian Parliament set up an Ethical Council for the
Fund that screens out companies that may be involved in severe human rights violations.
The Ethical Council makes its assessments public (which are followed by some other
investors around the world) and has screened out investments on a number of human rights
grounds.

e The Fund was the first one to be involved in a case before the OECD National Contact Point.
It sparked off discussion and subsequent work in the OECD on the application of the
Guidelines chapter on human rights to the financial sector (see Section 6.1.2.2). The
Norwegian National Contact Point identified several dimensions of the responsibility to
respect human rights that provide important guidance to investors: the importance of
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setting up a system to identify and manage human rights risks in the portfolio and the need
to exercise what leverage it has over a portfolio company when it is involved in human rights
impacts to take actions to remedy abuses and prevent them reoccurring.””

e As aresult of this case, the OECD Investment Committee has confirmed that the OECD MNE
Guidelines apply to minority investors.”®

e The Norwegian Parliament has since asked the Government to request the Norwegian
Sovereign Wealth Fund to create an “expectations document” that sets out its expectations
on human rights from the companies it invests in. The Fund already has such a document on

expectations of its clients around children’s rights.*’

4.4 Insurance
4.4.1 Corporate Risk Insurance

4.4.1.1  Considering what is Included or Excluded from Insurance Coverage

As a preliminary matter, insurers need to consider how their products and services align with human
rights. Insuring activities that result in severe human rights violations or even international crimes by
providing political risk or other types of insurance for activities in high-risk countries creates moral
hazards on multiple levels.”® Insurers may also already have policy provisions in place that provide a basis
for excluding coverage in these instances, but are not recognizing the connection to abuse of human
rights, or not exercising their options to exclude coverage on this basis. For example, engaging in illegal
activities or “coercive practices” may invalidate certain types of insurance. The human rights community
has drawn attention to many instances of illegal use of force to evict residents — for example, land
grabbing involving “coercive practices” in infrastructure, agriculture and extractives projects that
typically have significant insurance coverage and may increasingly focus attention on highlighting the
role of insurance companies in situations of such human rights abuses, and the leverage they have to

prompt clients to address the situation by potentially triggering coercive practice clauses.**

4.4.1.2  Building on a Due Diligence Approach

Addressing human rights as part of the “S” in ESG appears to be the main avenue through which human

rights risks are beginning to be addressed in corporate risk insurance. The CRO Forum*?°

Report ‘Human
Rights and Corporate Insurance’ recognizes that “as risk managers and long-term investors, the
insurance industry supports all sectors of the economy and has a critical interest in countries’ stability
and sustainable development, at the core of which lies the protection of and respect for human
rights.”*" Significantly, the CRO Forum paper also explicitly recognizes that corporate risk insurance links
the insurance industry to many potential human rights violations through clients’ activities. While some
parts of the financial sector have been quite resistant to acknowledging that responsibility extends
beyond their own employees and operations, the CRO Forum paper specifically recognizes that the
extension of insurance directly links it to the wide range of human rights risks and impacts its clients may
create. These risks are both transactional and reputational and are transmitted through the provision of
insurance products and services to corporate customers and investments of group assets in corporate
bonds and equity. But significantly, the report also specifically acknowledges the often strong correlation
between respecting human rights and the quality of insured risks - highlighting the value in carrying out
the due diligence.
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To address these risks, the CRO Forum paper recommends a risk-based approach that enables the
highest-risk transactions and investments to be made a priority, in line with emerging ESG practice and
the approach suggested in the UNGPs. By focusing on the most severe adverse human rights impacts,
identified on an industry- and country-specific basis, the due diligence process is practical and feasible.?*

The UNEP FI “Principles for Sustainable Insurance” (PSI) do not explicitly address human rights.**
Instead, the Principles refer more generally to the management of ESG issues. As in many other areas of
finance, what is within the scope of the “S” in ESG is still being explored, and defined, and will continue
to evolve. Indeed, representatives of the PSI participated in the UNEP FI forum panel on human rights
issues at the last UNEP Global Roundtable to explain the steps being put in place by some members of
the group to address human rights risks.***
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5 CONSUMER LEVEL: HUMAN RIGHTS IMPACTS ON CONSUMERS

5.1  Introduction

This chapter addresses recent developments in the provision of financial services by financial institutions
to consumers. An increasing range of services are targeted towards particularly underserved
populations, which is aligned with the human rights principle of focusing on the most vulnerable, an
important trend. At the same time, in light of the financial crisis, some markets give enhanced attention
to consumer protection and remedy for financial services customers. What has not yet emerged is an
articulated vision of what an approach based on the notion of “respect your customer” rather than the
prevalent and legally required notion of “know your customer” would look like at the consumer level.

5.2 Banking

Financial Inclusion and Financial Literacy Banks and some non-bank financial institutions are actively
supporting the expansion of financial inclusion and access to financial services by the un-banked and
underbanked (typically, the poor, disadvantaged, or marginalized groups) through targeted financial
products and services. Some of these are aimed at the poor, such as microfinance, microcredit or
microsavings. Other programmes, such as community banking, or small business finance, are generally
mandated by national law and ensure access to finance by communities traditionally not served by banks
or small businesses in need of capital to grow. Mobile banking, which has experienced explosive success
in some countries such as Kenya, enables funds transfer and other financial activities via cell phones,
including remittances and government transfers. Today, about 70% of the Kenyan population uses the
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MPesa service. In other countries, such as Ecuador™’ and India, central banks have taken on an explicit

role to promote financial inclusion in order to promote economic growth and job creation.

Financial products and services extended to individuals, businesses and communities that are financially
excluded or underserved by the financial sector help people realize their human rights, such as the right
to food, housing, health, education, and jobs, through supporting their economic participation. While the
early innovators in financial inclusion and financial literacy activities were NGOs and small nonbank
financial institutions, mainstream commercial banks are increasingly engaged in this subsector. Given the
entrance of commercial, profit-seeking institutions into the field, building these networks poses some
new challenges, particularly at the regulatory level where frameworks for consumer protection and
regulatory oversight of these new products and customer groups are currently in their infancy. The risk
of predation is real where vulnerable groups are involved. Another concern has been the potential for
debt build up amongst those newly accessing financial products through microcredit or mobile banking,
creating new problems of indebtedness rather than contributing to financial solvency.

An accompanying programme of financial literacy or education programmes in addition to regulatory
protection and oversight are key to building financial participation, and have been championed by
various central banks as part of efforts to build mobile banking networks. They have also become
particularly popular following the 2008 financial crisis as regulators and consumer groups identified
financial illiteracy as one contributory factor in the mis-selling abuses that took place. They serve an
important purpose of ensuring that consumers of financial products and services understand them,
including the consequences of not following their terms, as well as how to manage money, create a
budget, and so on.”>®
educational programmes are an important element of consumer protection, with employers, schools,

Given the complicated array of financial products available to consumers, these

local, national and international agencies, and numerous websites providing them. Financial inclusion and
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education complement each other well in that better educated and protected consumers of financial
products and services tend to present smaller credit risks to the lender. As a result, there can be a win-
win relationship between the two. But the inherent conflicts of interest that can result from profit-
seeking financial institutions running financial inclusion need to be addressed through appropriate
safeguards.

Financial regulators sometimes do not consider the adverse consequences of their regulations or do not
pay attention to those consequences falling on the poorest and most vulnerable. The Know Your
Customer (KYC) criteria, developed to tackle anti-money laundering (AML), are one clear example as they
make it harder to implement financial inclusion strategies because the poor and marginalized often lack

sufficient identification documents normally required to satisfy the KYC/AML criteria.*’

Based on these developments, further integration of human rights into financial inclusion and education
programmes can be expected in the future, some of which will take the shape of new national laws and
regulations. The success of community banking in the United States is one example that other national
regulators can emulate, as well as the growth of financial inclusion in countries such as Ecuador and
India.

Box 11: Examples of Institutions that Promote Financial Inclusion/Financial Literacy

e Responsible Finance Forum (RFF), founded by the German Federal Ministry for Economic
Cooperation and Development (BMZ), the Consultative Group to Assist the Poor (CGAP), and
IFC, brings together multiple organizations in a Community of Practice for knowledge
exchange and consensus building on responsible finance.

e Alliance for Financial Inclusion (AFI) is a global network of financial policymakers from
developing and emerging countries working together to increase access to appropriate
financial services for the poor.

e Consultative Group to Assist the Poor (CGAP) — is a global partnership of 34 leading
organizations that seek to advance financial inclusion. It is housed at the World Bank.

e International Labour Organization (I1LO) has programmes for financial education.’®

5.2.1  Access to Remedy and Liability for Consumer Transactions

Financial institutions in some jurisdictions face additional expectations under domestic laws that help
protect human rights. Specifically, in recent decades, financial institutions have faced numerous lawsuits
for discrimination in the provision of products and services. The subprime mortgage crisis in the US, for

example, spurred a wave of such lawsuits.”®

The financial crisis resulted in tougher consumer financial protection laws and institutions in some
jurisdictions.**® The US established the Consumer Financial Protection Bureau, and the UK set up the
Financial Conduct Authority. Each country also offers consumers a complaints mechanism, a place to
seek redress from illegal or improper conduct of a financial institution (subprime mortgages, predatory
lending, withholding financial services for economically disadvantaged communities, businesses or
individuals; mis-selling pensions, etc.) such as the Financial Ombudsman Service in the UK.

Box 12: Aligning Consumer Rights in Finance with Human Rights

While the foregoing consumer protection initiatives do not make an explicit connection with human
rights and the financial inclusion movement has been making steady progress largely without
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referencing the human rights framework, several developments are noteworthy:

Under the European Charter of Fundamental Rights, which entered into force in 2009,
consumer protection is set out as a human right. This means that human rights principles,
such as non-discrimination, transparency, and access to information, are explicitly linked to
consumer protection.

A number of countries include consumer protection as a single protected value in their
constitutions (e.g. Brazil, Lithuania, Serbia, Thailand) and others recognize particular

consumer “rights” (e.g. Argentina, Portugal, Poland, Timor-Leste).**

The significance of
treating consumer protection rules as human or fundamental rights is debated,’* and yet
undoubtedly these constitutions can strengthen national law providing for the standard of
protection as well as the measure of remedies.

The US Consumer Financial Protection Bureau articulates economic rights, including
prohibition against discrimination in all manner of financial credit transactions, as enshrined
in the 40-year old Equal Credit Opportunity Act, as civil rights.

Financial inclusion practitioners are increasingly realizing that they need to take a client-
centric approach in financial inclusion and education, such as a closer focus on poor clients’
right to privacy in connection with group activities that are often used to make financial
inclusion and education more cost-effective. Some practitioners also use the human rights
framework to prioritize and target communities most in need, such as the disabled.

Provision of grievance mechanisms for consumers is consistent with the third pillar of
UNGPs, and is a general trend within the financial system even though there is still a
significant mismatch between the complaints and the mechanisms that can address them.

Financial institutions are increasingly asserting that financial inclusion in and of itself is a human

right.

5.3 Investment

5.3.1

Impact Investing

The Global Impact Investing Network defines impact investing as “investments made into companies,

organizations, and funds with the intention to generate social and environmental impact alongside a

financial return” thus making the intention to generate positive social and/or environmental impacts

through investments an essential component of impact investing.>® In this small but growing field, the
fiftth annual JP Morgan survey highlighted that most respondents seek to achieve impact by investing in
organizations that either sell products or services that benefit a target population or provide

employment to target populations.”** Impact investing is not necessarily driven by a human rights
ploy get pop p g y y g

mission as is evident from the standard set of indicators developed by the Global Impact Investing

Network which contain few human rights-specific indicators. However, impact investing provides an

important avenue to strengthen a human rights approach:

It has the potential to establish business models that may help deliver on human rights (see
examples below).

As the survey notes, it is often driven by a focus on a target population that may lend itself more
readily to a human rights approach to that group.
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It can prompt investors to acknowledge and consider the opportunities presented around improving
social impacts, and thereby lead to consideration of human rights.

Box 13: Examples of Social Impact Bonds Delivering on Human Rights

In one of the early examples of impact investment, Goldman Sachs launched a Pay for Success (PFS)
initiative to reduce recidivism and improve employment outcomes for young men at high risk of re-
offending in the Boston, Chelsea, and Springfield, Massachusetts areas. Under this initiative, a
service provider is only paid when a third-party evaluator determines that the initiative has achieved
specific outcomes that create benefits to society and generate savings for the government. The
social impact bond provides a unique model for incentivizing an alternative to incarceration and
prompting a second opportunity for juvenile offenders, which is very much in line with a rights-
based approach to juvenile justice.** However the programme was recently cut short because it did
not achieve the agreed reduction in recidivism rates.**°

In another example, an early childhood development social impact bond is expected to result in
children entering kindergarten better prepared, which in turn means fewer children will use special
education and remedial services in kindergarten through 12" grade.?” This results in cost savings for
school districts, the State of Utah and other government entities while at the same time helping to
fulfil the right to education for the children involved.

5.3.2 Access to Remedy and Liability for Consumer Transactions

Investor protection is a core principle of securities regulation. The financial crisis highlighted failures of
investor protection in areas of transactions in complex products, which is leading to reinforced
protections, particularly for retail investors. The strengthening of protections for individual retail
investors should benefit individual investors who are able to seek remedy and strengthen accountability
in the sector.

Since the crisis there has also been an increased focus on whistle-blower protections which help to
encourage individuals to raise concerns, increasing transparency, accountability and reducing a sense of

impunity.”*® While cases generally do not involve human rights concerns, they can help to set important
precedents around non-retaliation that may in the future be applied to other areas of the law, such as

those involving human rights abuses.

5.4 Insurance

5.4.1  Non-discrimination in the offering of insurance products

Several human rights principles have been woven into the core of the insurance approach in developed
markets, while other human rights that are equally relevant have received little attention. As a matter of
further research, it would be important to understand why some human rights have found purchase in
the insurance approach while others have not - is it because some human rights have been incorporated
into constitutions and so it is the constitutional values that are driving the integration, or is it that certain
types of human rights (civil and political rights) are traditionally more readily considered? There has been
and will continue to be extensive discussion and case law on the application of the human right to non-
discrimination to insurance products, for example, whether insurers can differentiate between male and
female applicants, whether people can be excluded from coverage on the basis of health status such as
HIV/AIDS or mental health, or disability. National jurisprudence can have significant impacts on a wide
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range of products and services and therefore should be considered as a legal risk in jurisdictions with
constitutional provisions on human rights or significant human rights legislation that applies to the
insurance sector.

Box 14: Developing a Set of Core Principles on Non-Discrimination and Insurance

Given the differences in national and regional approaches to non-discrimination, it is unlikely that
one unified interpretation of the application of non-discrimination principles to the insurance sector
could emerge. Instead, an institution like the IAIS could convene a multi-stakeholder group that
includes regulators, consumer organizations and human rights organizations to develop a set of
core, high level principles on non-discrimination that could be further integrated into the Insurance
Core Principle (ICP) around unfair practice and then applied in national regulatory requirements. A
brief review of jurisprudence in this area indicates that such a set of principles could include
provisions such as the insurance industry should:

Not continue indefinitely to use discriminatory criteria for rate setting.

e Strive to avoid setting premiums based on the grounds set out in international human rights
law as a prohibited basis of discrimination and include more updated concepts of non-
discrimination (such as sexual orientation).

e Not contravene those same non-discrimination grounds when proposing new risk
classification systems.

e Permit exceptions to the principle of non-discrimination only where there is an apparent
causal connection between the alleged discriminatory risk factor and the intended purpose
of the insurance.

e Encourage the establishment of a joint industry, consumer and government mechanism that
would promote dialogue on issues related to human rights in insurance on an ongoing basis.

e Develop approaches to protecting the most vulnerable.

5.4.2 Inclusive insurance

The inclusive insurance movement focuses on providing risk management services to millions of
previously excluded clients — both individuals/households and micro, small and medium-sized enterprises,
in the formal or informal sector.”* This is largely due to collaboration with national governments, but
also because of more active interest by commercial insurers. In 2011, 33 of the world’s 50 largest
insurance companies offered microinsurance.”® By being able to share out risks using community-based
mechanisms, the inclusive insurance movement seeks to reverse the familiar pattern in which low
income, vulnerable households have no insurance, suffer adverse events and are forced into costly
strategies to cope with the loss. This pattern typically exacerbates and prolongs poverty, sometimes
across generations. By counteracting shocks, inclusive insurance contributes to social and economic

development.

Microinsurance or inclusive insurance started as, and is generally characterized as, a poverty alleviation
measure, but it is also an opportunity for the insurance sector to respect and fulfil human rights. Inclusive
insurance seeks to provide tailored, accessible, affordable insurance to match particular vulnerabilities
and boost productivity. It is significant from a human rights point of view because it is increasingly
offered to provide access to an expanding range of human rights - the right to social security, to food,
health, and housing. Microinsurance therefore plays a role in fulfilling people’s rights. For example,
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insurance can increase health-seeking behaviour mainly by reducing the cost of care following a health
shock.”' It also “provides a critical safety net for households, preventing them from falling into poverty
by avoiding the damaging costs of emergencies and ... devastating risk coping measures such as putting
children to work, eating less food, or selling productive assets.” As noted in a recent report on natural
hazard risk, insurance systems (operating via public, private or mutual sectors) have contributed to
realizing the basic human rights to life, livelihood and shelter in the following ways: i) providing
policyholders (individuals, corporates and sovereigns) with financial protection against losses, ii)
influencing risk reduction and resilience through the conditions and incentives in insurance contracts and
i) enabling financial inclusion, access to credit and creating deeper reserves of capital at the individual

and collective level.?*

Microinsurance schemes tend to focus on those underserved by mainstream commercial and social
insurance schemes and on the most vulnerable; in that way they also align with human rights where the
approach is not only focusing on the most vulnerable, but doing so in a way that is tailored to their needs
to address their vulnerabilities.

While inclusive insurance can play an important role in helping to fulfil human rights, as with other
positive initiatives, it will be important to ensure that human rights are also respected in offering
inclusive insurance products — for example the right to privacy, right to non-discrimination, addressing
the most vulnerable and to be treated with dignity. Consumer protection against unfair dealings will also
be important given that the products are often offered to the most vulnerable in society. Brazil, India,
Mexico, Peru, the Philippines, and Chinese Taipei have already implemented some level of regulation,
both to support the adoption of microinsurance and to protect consumers by requiring that providers

use simple terminology in the descriptions of their plans.*?

5.4.3 Access to Remedy and Liability for Consumer Transactions

Accountability and access to remedy when abuses occur are core human rights principles that are already
reflected in general in the ICP. The Principles include provisions on the unfair treatment of customers and
already provide a significant basis for protecting consumers and for building on further human rights
protections. A human rights lens would be relevant as an analytical basis in:

e determining what is “unfair’’;

e considering whether there has been appropriate due process in addressing customer complaints;
and

e considering whether remedies offered meet relevant human rights requirements. This would be
relevant in considering both the government duty to provide judicial and non-judicial avenues of
remedy as well as in considering whether any grievance mechanisms, complaints handling or
mediation mechanisms offered by companies meet the “effectiveness criteria” established for
operational level grievance mechanisms under the UNGPs.

In addition to insurance commissioners or supervisors that can hear complaints involving insurance
issues, some countries also have National Human Rights Commissions/Institutions that can hear human
rights complaints. Some of these have heard insurance cases and issued specific human rights guidance
for the insurance industry. In addition, in OECD countries, the OECD National Contact Points which hear
cases on the OECD Guidelines on Multinational Enterprises, have begun to receive complaints on the
human rights aspects of insurance. In November 2013, the New Zealand NCP received a request for
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review from an NGO alleging that an insurance company had breached the human rights provisions of
the OECD Guidelines. The complaint alleged that people had suffered adverse impacts on their right to
health as a result of the way the company had dealt with their insurance claims after an earthquake in
the Canterbury region. The NCP undertook an initial assessment of the specific instance, in consultation
with the Australian NCP, and concluded that the issues raised warranted further examination. The NCP
has offered its good offices to help the parties resolve the issues.”*

Box 15: Upholding Consumer Rights - The Financial Ombudsman Service

As part of the regulatory framework for the protection of consumer rights, a Financial Ombudsman
Service (FOS) acts as an independent alternative dispute resolution mechanism for financial
products. It provides an independent means to resolve complaints that avoids the need to pursue a
claim through the courts, and is therefore a quicker, easier, cheaper and more accessible means for
consumers to uphold their rights. In the UK, the FOS covers all types of financial products including:
bank accounts; credit cards; insurance; mortgages and loans; investments, financial advice and
pensions; money transfer services; store cards and consumer finance such as car finance.

The service enables consumers who are unhappy about the way a financial services company has
dealt with their complaint to seek an independent review of the case by an Ombudsman. The
Ombudsman is empowered to make a determination on the circumstances which are legally binding
on the financial services firm, and to award a remedy which is designed to rectify the harm suffered
by the consumer. The remedy aims to put the consumer back into the position they would have
been in had the failure or misconduct at the financial services company not occurred. It is not a
punitive role — the award of damages, if any, is not designed to punish misconduct; it is designed to
rectify the harm suffered by the consumer.

The FOS in the UK has seen a growing number of complaints about financial products over the last
decade as the financial services industry has expanded and as consumer awareness about their
rights and ability to complain has increased. In 2005, the FOS received 110,000 cases, which rose to
over half a million in 2013-14, and 329,500 new cases in 2014-15. On average, over half of complaints
across all products were upheld in 2014-15, although in cases of systematic mis-selling such as
payment protection insurance, this can be as high as over 80%.
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6 GOVERNANCE AND HUMAN RIGHTS

Human rights provide important principles that should be included in financial sector policy, regulation
and governance. This Chapter addresses the benefits of human rights in helping to strengthen the
governance and accountability of both macro- and micro-level financial institutions, such as international
and national financial regulators and private sector financial institutions respectively. It then asks how
the governance structure of the key global financial institutions as well as private financial institutions
might change if they incorporated an explicit human rights orientation.

The approach builds on core human rights principles of: participation and engagement; transparency;
accountability and rule of law.*®

6.1  Participation and Engagement

6.1.1 By Global Financial Institutions with their Stakeholders

Global financial institutions that set policies and rules for the financial system have very little interaction
with a wider set of stakeholders. For example, central banks are meant to act independently of political
pressure. Such independence is valued because independent central banks are said to avoid the
¢ According to this school

of thought, central bank mandates should be narrowly set to preserve such independence, because
257

inflationary bias that occurs as a result of self-interested political intervention.

broad mandates could create opportunities for political influence.”” Research also shows that more
8 Although central banks often do engage
widely with the academic economic community, central bank independence does not necessarily

independent central banks tend to be more transparent.

enhance accountability to its population, and it could constrain the ability and willingness of central
banks to engage broadly with the public and stakeholder organizations.*®

The global financial institutions that consist of representatives of national financial institutions, such as
the Basel Committee on Banking Supervision (BCBS) which represents 60 central banks, or the Financial
Stability Board (FSB), established in 2009 and consisting of central bank governors and ministers of
finance, seem generally remote from stakeholder engagement. These institutions are independent self-
governing bodies with their own rules of procedure and are not directly accountable to the public.”®
However, the highly technical nature of their work can often preclude direct engagement with the
public.

In contrast, private sector financial institutions can be more open to engaging with civil society, although
they also tend to be reluctant to disclose information about their operations and human rights risks and
impacts. Many banks are legally required to file financial risk reporting but neither the bank nor banking
supervisors disclose such information, even though stability of banks is a matter of public concern (see
Section 6.2.2).

6.1.2 By Global Financial Institutions with Other International Organizations

The following examples highlight the types of engagement on the topic of finance and human rights that
is taking place within the UN family, OECD and IFls. It demonstrates that financial policy and rule-making
institutions are engaging with stakeholders, but this is generally sporadic and limited to select
stakeholders. However, given the magnitude of the challenges in the global financial system, opening
macro-level policy and regulatory institutions to deeper engagement with citizens, civil society,
academics, and other interested parties could help to build better understanding of the significant
linkages between the two communities identified throughout this paper. Organizations such as the
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Group of Thirty (Consultative Group on International Economic and Monetary Affairs),*®' which is made
up of current and previous top officials from important public and private financial institutions around
the world, could potentially facilitate a dialogue between the financial and the human rights community.

6.1.2.1  United Nations Family on Finance and Human Rights

The severe impacts of the financial crisis on human rights have spurred efforts to bridge the gap
between the human rights and financial organizations in the UN family. While the UN human rights
organizations often exhort the international financial institutions (such as the World Bank and IMF and
the governments that make up those institutions) to take account of human rights in their work the
discussions have become more specific only recently. Various UN bodies have begun to pay specific
attention to the issue of finance and human rights. For example:

e A series of workshops organized by the OHCHR examined the impact of the financial crisis and

austerity on human rights.*®

e UN Special Rapporteurs on Extreme Poverty have examined the effects of the financial crisis and
austerity programmes on human rights.**>

e A series of resolutions from the UN General Assembly and the UN Human Rights Council as well
as reports have been produced on the topic of vulture funds.”**

e The UN Independent Expert on Foreign Debt and Human Rights has visited Greece to examine
the austerity and debt crisis.>®

e The Guiding Principles on Foreign Debt and Human Rights have been endorsed by the Human
Rights Council.*®°

e Aglobal programme of engagement with business, including consultation meetings dedicated to
the finance sector by the Special Representative of the Secretary General on business and human
rights, lead to the endorsement of the UNGPs by the Human Rights Council in 2011.°%

e Special Procedures mandate holders sent a letter to the World Bank concerning the limited scope
of review of its environmental and social safeguard policies applicable to Bank lending, and
particularly its failure to address human rights sufficiently.”*®

e Interpretive opinions have been produced by the OHCHR on the application of the UNGPs to the
financial sector.”®®

e The OHCHR and other UN agencies have provided input on the human rights dimensions of the

third Finance for Development Conference (see Box 3:).”°

e UNEP FlI has a work stream on finance and human rights.””’
e The PRI, UNCTAD, UNEP FI and Global Compact fostered the Sustainable Stock Exchange
Initiative.””

e ILO has Social Finance*” and Impact Insurance** Programmes.

Box 16: Interaction between climate change and human rights

Since the United Nations Human Rights Council’s resolution on human rights and climate change in
2008, expressed concern that climate change “poses an immediate and far-reaching threat to
people and communities around the word,” the UN-based climate change and human rights
communities have come together regularly to discuss the human rights implications of climate
change. As the December 2015 Conference of the Parties to the United Nations Framework
Convention on Climate Change in Paris approaches, the pace of dialogue between the climate
change and human rights communities is accelerating, and new initiatives and coalitions are taking
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shape. For example, in February 2015, 18 states signed the Geneva Pledge for Human Rights in
Climate Action, through which the signatory countries voluntarily commit to facilitate the sharing of
best practices and information among human rights and climate experts at a national level. On the
occasion of World Environment Day, all the UN Special Procedures signed a joint statement on
climate change, drawing attention again to the grave harm climate change poses to the worldwide
enjoyment of human rights, and urging states to include language in the 2015 climate agreement
providing that the Parties shall respect, protect and fulfil human rights, in all of their climate change
related actions.””

6.1.2.2  Organisation for Economic Cooperation and Development (OECD) on Finance and Human Rights

The OECD has several work plans that involve intersections with finance and human rights, but it is
unclear if there is coordination across the streams of work listed below:

e Work of the Investment Division of the Directorate for Financial and Enterprise Affairs concerning
the application of the OECD Guidelines chapter on human rights to the financial sector, namely:

o Clarifying opinions on the application of the following aspects of the OECD Guidelines
chapter on human rights to the financial sector:*”°

» the scope and application of “business relationships” in the financial sector,
including minority shareholdings.””’

* the concept of “adverse impacts directly linked to financial sector operations,

products or services by a business relationship.”””®

o Forthcoming “proactive agenda” programme on the application of the human rights
chapter of the Guidelines to the financial sector that is expected to explore how human
rights due diligence can be carried out on a wider range of financial products.

e Work on revising the OECD Principles of Corporate Governance, which now includes repeated
references to human rights®® (see Section 6.4.2).

e Work of the Working Party on Export Credits and the Credit Guarantees Working Group to
coordinate the OECD export credit agencies’ application of the UN Guiding Principles on Business
and Human Rights to export credits through the Common Approaches for Officially Supported
Export Credits and Environmental and Social Due Diligence.”®

e Work on tax avoidance through the Base Erosion and Profit Shifting action.?®’

e Ongoing surveys of the quality of life in OECD member states with a view to understanding the
impacts of the financial crisis and subsequent austerity measures.*?

6.1.2.3  IFC, World Bank Group

IFC had a measure of success in engaging a number of central banks from developing countries in
discussions on the desirability of guiding banks in their environmental and social risk management. The
main objective of IFC’s Sustainable Banking Network programme is to facilitate the collective learning of
its members and to support them in policy development to create drivers for sustainable finance
practices.”®> While most of the discussions and guidance made available by central banks have focused
on the environment to date, there are also examples of social risk guidelines and guidance on human
rights which can be further strengthened and expanded (see Box 6:).
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6.2  Access to Information and Transparency

If information is the lifeblood of the market, access to information is crucial to the exercise of many
human rights. It is an area where the interests of financial regulators and the human rights community
clearly overlap. There are opportunities to promote standardized formats for reporting that includes the
disclosure of human rights risks, as well as opportunities to take advantage of improved third party risk
assessments, indicators, and scorecards that take into account human rights risk factors. Putting
information in the hands of stakeholders empowers them to make better informed decisions and
participate in policymaking.

6.2.1 Macro-Level: The Financial Sector Assessment Program (FSAP)***

Following the Asian financial crisis in the late 1990s, the IMF and the World Bank created the FSAP to
alert countries to likely financial sector vulnerabilities and to assist the World Bank, the IMF and the
international community in designing appropriate assistance in response to the assessments. The FSAP
has three main components: (1) an assessment of stability of the financial system, including
macroeconomic factors; (2) an assessment of the extent to which relevant financial sector standards,
codes, and good practices are observed - this signals to policymakers that they need to pay attention to
them beyond financial stability because they contribute to sound markets; and (3) an assessment of the
financial sector's reform and development needs.

Even though the FSAP programme failed to predict the 2008 financial crisis and was blamed for being too
soft on some countries, it presents an interesting opportunity to factor in additional considerations,
possibly under the heading of market integrity. These could include how well a national financial system
takes into account potential social issues that may contribute to instability of a financial institution and
possibly wider systemic instability. Once countries begin to incorporate the new OECD Corporate
Governance Principles that direct boards to take into account human rights issues where relevant, the
FSAP will be a way of linking up these agendas and may demonstrate a different type of systemic risks in
a country’s financial system.

6.2.2  Micro Level: Financial Institution’s Self-Reporting

Currently, US banks report their financial risks individually, each using its own format. Since internal risk
models are considered proprietary, risk methodologies are not disclosed to the public. The robustness
and reliability of risk models is uncertain, and it is also not clear whether a meaningful internal review of
such reports or validation by supervisors can be performed. There is an opportunity to standardize and
improve transparency and disclosure practices of these institutions, using an open platform, and
potentially with citizen input in the process, including input on human rights risks to the financial
institutions.”® Such reporting format should take care to handle the issue of materiality or salience of
human rights risks from a non-financial point of view. This is to ensure that the financial materiality lens
currently used in financial reporting does not exclude salient but financially non-material issues, such as
instances of human rights abuses (by the financial institutions or their clients) that are limited in scope
but severe in nature.

Large financial institutions in the European Union will soon have to report on their human rights impacts,

like other large companies. The EU Non-Financial Reporting Directive®®®

requires certain large companies
to disclose in their management report information on policies, risks and outcomes as regards
environmental matters, social and employee aspects, respect for human rights, anticorruption and

bribery issues, and diversity in their board of directors.
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6.3  Accountability, Remedy and Rule of Law

The concepts of accountability, remedy and the rule of law are at the heart of the human rights system.
Under these principles, states are answerable to their population for the observance of human rights.
Individuals, the media, civil society, and the international community play important roles in holding
governments accountable for their obligation to uphold human rights. As highlighted above, states must
also hold business to account for respecting human rights, and put in place effective judicial and non-
judicial remedies for those who have been harmed by businesses.

With respect to remedy at the systemic level, the financial crisis highlighted the difficulty of holding
financial institutions to account for their contribution to the systemic, diffuse and widespread impacts of
the crisis. Very few individuals or financial institutions were held accountable for the crisis - indicating the
difficulty of establishing clear causal links between one financial institution’s actions and human rights
harm when dealing with systemic risk. At a time when the UNGPs are pushing for accountability and
remedy to individuals harmed, the financialization of many products and services is pushing in the
opposite direction, making it increasingly difficult to hold any financial institutions to account to
individuals, due to complex structuring and attenuated chains of responsibility.”®’” This leaves individuals
with little recourse and regulators struggling to implement effective regulatory structures to manage this
complexity. Other, broader impacts, expressed as externalities around financing choices, go largely
unaccounted for,”®® even where there are tools such as cost-benefit analysis that could in theory capture
such externalities.”®

Box 17: Measuring how finance serves society - the Citizens’ Dashboard of Finance

The “Citizens’ Dashboard of Finance” is a civil society initiative led by Finance Watch*° that aims to
answer the question: is finance serving society? Its purpose is to fill a gap in the official response to
the financial and economic crises, by defining what civil society itself wants from the financial sector,
measuring how well those needs are being met, and proposing ways to improve them. It is based on
the “dreams and nightmares” of dozens of civil society representatives, who have worked together

for more than a year to develop the concept.”"

At the heart of the project is a “dashboard” of more than 20 official and other data sources that
measure the real impacts of finance on society, which are rarely found in the impact assessments
that accompany proposals for new financial regulation. These include the sector’s effectiveness in
allocating capital to productive activity, its stability, its political influence, its contributions to
tackling climate change, and its effect on social inclusion and equality, among other things.

Examples of indicators include the average holding periods for securities, lobbying expenditure,
funding for renewable energy, access to basic bank account and pay ratios. The data will be verified
by experts through the Dashboard’s scientific committee.

The project is open to new stakeholders (including academics, policymakers, sustainable businesses
and finance practitioners) who can help develop the vision, propose indicators and contribute
change proposals. The current list of indicators is the result of workshops and research involving
nearly 30 civil society organizations and other experts, including consumer groups, trade unions,
environmental and other NGOs such as ShareAction, Friends of the Earth Europe, Caritas, NFU, BEUC
and others. The project was initiated in 2014 by Finance Watch, a public interest advocacy set up to
act as a counter-weight to the financial industry lobby.
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The data raises fascinating and fundamental questions that go beyond the objectives of official
reform efforts. By using empirical data to pose questions about whether the financial system is
making society more or less sustainable, more or less fair, more or less productive, and more or less
democratic, the hope is that the Dashboard will provide a starting point for exciting new policy
directions in financial reform.

Box 18: Global Financial Governance and Impact Reports

The New Rules for Global Finance®? is a non-governmental organization, with the aim to promote
reforms in the rules and institutions governing international finance and resource mobilization, in
order to support just, inclusive and economically sustainable global development. One of its flagship
publications is the annual Governance and Impact Report, which provides critical assessment of the
major global institutions engaged in international financial rule-making: the FSB, G20, IMF, OECD,
World Bank, and tax rule-making bodies comprised of OECD, the IMF, and the UN Tax Committee.
Now in its second edition, the report measures governance impacts of these organizations using the
following four criteria: transparency, accountability, inclusiveness, and responsibility. The 2014
report is based on an improved methodology to assess the impact of these organizations, with the
aim to evaluate how these global financial institutions affect poverty and inequality. The 2014 report
observed that all institutions’ overall governance scores remain at moderate to poor levels.

At the corporate level, even where banks have been involved in serious, international crimes,
prosecutions are rare. Lender liability jurisprudence for human rights harms, even serious harms, is
nascent (see Section 4.1.2). The recent raft of cases involving banking misconduct in the US and UK are
based on fraud rather than human rights and in some cases do not compensate individuals for harm
suffered as a result of their activities — another clear gap from the human rights principle of
accountability to individuals harmed.

As specified under Pillar Il of the UNGPs, operational level grievance mechanisms created and managed
by companies offer a route for resolving grievances before they turn into major disruptions; they also
provide valuable information about the company’s operations and areas of improvement from a human
rights perspective. However, in the financial sector, these mechanisms are still a rarity, except among
development banks (see Section 4.1.2).

At the consumer level, as mentioned above, consumer financial protection legislation in numerous
jurisdictions provides ombudsman or complaints mechanisms so that consumers of financial products
and services can bring complaints against specific financial institution. It is expected that these
mechanisms will proliferate in the coming years. While such developments are helpful to individual
consumers, these grievance mechanisms may not be well suited to handling complaints on extremely
complicated financial products or products that are global in nature and create diffused local impacts.

6.4 Human Rights and the Governance Structure of Macro- and Micro-Level Institutions that Shape
the Global Financial System

Good governance is a key element in enhancing relationships with an organization’s stakeholders, as well
as promoting improvements in processes and accountability. Broadening and strengthening the voice
and participation of stakeholders in international economic decision-making and standard setting will
enhance global economic governance, and is a first step toward a governance structure that is
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consonant with human rights principles such as participation and engagement, transparency,
accountability and the rule of law. This section looks into some aspects of the governance structure of
macro- and micro-level financial institutions to see whether an explicit human rights orientation in these
organizations will require improvements in the governance structure.

6.4.1 Macro-Level Institutions

The global nature of the 2008 financial crisis highlighted the need for necessary reforms that are also
global in nature, rather than reforms initiated by a self-selected group, whether the G7, G8, G20, or
otherwise. A global and inclusive response means efforts for reforms must encompass representatives of
the entire planet, “the G-192”.*> Not only is this inclusive configuration consistent with the human rights
principles of participation and engagement, but it also enables a much needed interaction between
innovations occurring in the global south, particularly those taken up by central banks and banking
regulators in relation to human rights risks and their possible effects on stability and the resilience of
national financial systems.

In fact, the key macro-level financial institutions, such as the BCBS, FSB, IMF and the World Bank are
already under pressure to evolve their governance structures to ensure inclusiveness. For example, the
IMF instituted a process in 2010 to reform its Executive Board and the quota system,*** and the World
Bank also undertook a voice and participation reform process to ensure greater participation of
developing and transition countries.’® The Third Finance for Development Conference (see Box 3:) called
on the IMF and the World Bank to make further governance improvements to adapt to changes in the
global economy and invited the Basel Committee and other main international regulatory standard
setting bodies to continue efforts to increase the voice of developing countries in norm-setting
processes to ensure that their concerns are taken into consideration.”® While these are cautious
incremental changes in governance structures, and the changes do not relate to human rights in any
explicit ways, they will result in more inclusive governance structures.

Compared to the BCBS, IMF or the World Bank, the FSB is the newest global governance body and has an
explicit focus on the stability of the international financial system. Its membership extends well beyond
the G20 countries, though it is by no means universal — it is largely comprised of representatives of
financial institutions from the advanced economies. Despite its recent establishment, and because of its
important mandate, many observers have already called for improvements to the FSB’s governance
structure.

In 2011, the High-Level Panel on the Governance of the FSB, an independent initiative by the Brookings
Institution with several other institutions coordinated by the New Rules for Global Finance, issued a set
of twelve recommendations to improve the governance of the FSB.”” The recommendations are wide
ranging and cover substantive issues as well as recommendations around the FSB’s corporate form,
chair, staff, membership, and transparency. The following three recommendations are particularly worth
noting for the purposes of this paper:

e Recommendation 1. The mandate of the FSB should cover all systemically relevant issues,
including those originating from the interaction between the macroeconomy and the financial
system, whether or not the G20 articulates them specifically.

e Recommendation 4. The FSB should establish a working group to explore ways to simplify and
rationalize the existing institutional patchwork of SSBs and other similar groupings.
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e Recommendation 10. The membership of the FSB’s regional consultative groups should be
determined using a bottom-up approach through broad consultations with national authorities.

While the first recommendation is aimed at having the FSB investigate issues such as cross-border capital
flows, currently a gap area, a broader mandate would be welcome for a series of systemically relevant
issues, such as the relationship between financial institutions’ human rights risk management and

systemic risks to financial institutions.’*®

Recommendation 4 refers to SSB or Standard Setting Bodies,
which set out the relevant economic or financial standards listed in the Compendium of Standards.**® The
suggested Working Group could investigate the efficacy of including or at least linking up to standard
setting bodies that set human rights or social standards applicable in finance. Finally, while the High-Level
Panel clearly preferred universal membership, in the meantime, it recommended regional consultative
groups to carry out broad consultation with national authorities.>*® Such an approach could enable the
FSB to pay closer attention to innovations occurring in developing countries in environmental and social
risk management by banks, and its relationship to microprudential and macroprudential risks (see

Section 3.2.3).

6.4.2 Micro-Level Institutions

Commentators note that human rights are increasingly relevant to corporate governance.>* As a result,
corporate boards as well as investors are beginning to be exposed to the relevance of the UNGPs to their
responsibility, by way of corporate governance principles. This alignment could send a strong signal to
corporate boards about their responsibility toward stakeholders and the need for internal controls to
manage human rights impacts, and to investors about the importance of taking human rights into
account in their investment and engagement strategies.

This trend has been recently reinforced by the newly updated G20/OECD Principles of Corporate
Governance.>” As the FSB notes, increasingly, governments have recognized that corporate governance
is a key element in improving growth and ensuring market integrity and financial stability. These
Principles focus on publicly traded companies, and can be used by policymakers to develop the legal and
regulatory frameworks for corporate governance. They specify what is needed to ensure the strategic
guidance of the company by its board and the effective monitoring of management, explain the role of
stakeholders in corporate governance, and “outline in a principles-based manner what is needed to
ensure timely and accurate disclosure on all material matters regarding the corporation.”

The new Principles emphasize “active co-operation between corporations and stakeholders” — under the
Principles, stakeholders include employees, creditors, customers, suppliers and local communities®® -
and underline the importance of recognizing the rights of stakeholders established by law or through
mutual agreements. In addition, “many firms make additional commitments to stakeholders. ... For
multinational enterprises, this may in some jurisdictions be achieved by companies using the OECD
Guidelines for Multinational Enterprises for due diligence procedures that address the impacts of such
commitments.”*** As mentioned already, the MNE Guidelines include a chapter on human rights,
consistent with the UNGPs. Companies should (or in some countries are obliged to) disclose relevant
information to stakeholders, as part of the overall non-financial risk reporting on “ethics, the

environment, ... social issues, human rights and other public policy commitments.”>%

Consistent with the foregoing emphasis on stakeholders, the Principles make clear that the role of the

306

board includes taking into account the interests of stakeholders,”™” as part of their responsibility to apply

high ethical standards, and that companies could create codes of conduct, or create commitments in
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reference to the MNE Guidelines. In addition to promoting ethical commitments and behaviour, the
board must also ensure the effectiveness of internal controls that comply with applicable laws, including

“... those relating to taxation, human rights, the environment, fraud, and money laundering”.>*’

These new provisions in the Principles remove any doubts about whether human rights risks have a
proper place in the agendas of boards of directors’ meetings, and affirm the human rights underpinning
of the corporation’s approach to ethics, and the need to address human rights risks as part of the
corporation’s internal controls. This also implies that board sub-committees, such as the risk or audit
committee, should address any financial and non-financial risk implications arising from human rights
risks faced by companies, including financial institutions, prompting boards to ask whether they have
sufficient capacity to address the diverse mix of risks that should be addressed by boards and board
committees. Such an inquiry could result in a more diverse membership of boards and board committees
that reflect the diversity of corporate stakeholders, and can begin to address the rights and interests of
stakeholders. These developments at the board level should set the tone at the very top of the
corporation, and should influence the competency, behaviour and performance of management, and
could lead to changes in management structure, as well as incentives.

Thus, the new Principles could be one of the more significant business and human rights developments
since the UNGPs, influencing how companies and boards view human rights through the corporate
governance lens, and possibly shape future governance structures within micro-level financial
institutions.
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