THE WORLD BANK/IFC/M.L.G.A.

OFFICE MEMORANDUM

DATE: January 31,2013
TO: Meg Taylor, Vice President, Compliance Advisory Ombudsman
FROM: Rashad Kal AVice President, Global Industries
EXTENSION: 36787
SUBJECT: Report on Audit of a Sample of IFC Investments in Third-Party Financial

Intermediaries

We welcome the report by the CAO on an Audit of a Sample of IFC Invesiments in Third-
Party Financial Intermediaries (hereafter “the report”). As the first sector review by the CAO, thisis a
precedent-setting report, and provides an independent and fresh perspective on our work, and an
opportunity for reflection on how to strengthen IFC’s operational support to IFC’s F inancial
Intermediary (FI) clients.

Overall, we believe we have the same objective as the CAO in ensuring the effective and
efficient management of the E&S risks of our FI business. With reference to the specific findings in
the report, other than a few points where we either agree or disagree, we essentially see the report
present perspectives on how IFC could work differently or better to meet the above shared objective.
Our detailed responses to the specific CAO findings and our proposed next steps are provided in the
attached Annex.

Fls are a key channel to expand IFC’s reach and development impact in our target markets.
Over the past several decades, IFC has worked with hundreds of Fls in over 120 developing countries,
delivering financial resources to millions of SMEs, microenterprises and individuals that it would
never be able to reach directly. This engagement has strengthened the capabilities of FIs to fund
activities in vital economic sectors such as agriculture, hiousing, manufacturing, infrastructure and
social services. Our work with these clients has supported an estimated 100 million jobs'.

Beyond working with client Fls as investment partners, IFC also plays a catalytic role in
scaling up the provision of sustainable financial services in developing countries—by improving
access to credit information and credit bureaus, promoting best practices in risk management and
corporate governance, and promoting environmental and social (E&S) best practice. We believe this
approach helps establish market benchmarks for good business practices and enables more systematic
solutions to development challenges in our client countries, including on E&S risk management.

While we are encouraged by these results, the development agenda remains daunting. There
are billions of people still living below the poverty line, and millions of enterprises without access to
financial services, and this hinders economic growth and job creation. This reality makes it essential
for us to continue to engage and expand our work with emerging market Fls, who share our
commitment to sustainable development, so that we can together address these development

! The report and summary are available on the IFC and Job Creation page at
http:fwww e org/wps/wenveonnect/ Topics Lixt_Content1FC_Txtemnal_Corporate_Site/1DG_| lomeJobCreation
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challenges. Within this larger context, the management of E&S risks and the resultant development
impact for the financial sector is important for IFC.

We therefore appreciate that the report recognizes the positive role that IFC plays in
strengthening E&S sustainability in the financial sector. We are also happy to note that the CAO report
finds a 90 percent compliance/success rate regarding the adoption of IFC’s policy requirements by
clients. We believe that the 2012 update of IFC’s Sustainability Framework has helped further
improve effective risk management and transparency and the steps we have taken to strengthen our
E&S capacity and focus on Fls since 2006 are paying off.

The report also points to areas for improvement. While this is covered in greater detail in the
Annex, it is important to recognize IFC’s objectives with regard to E&S and other best practice. As
reflected in IFC’s 2012 Sustainability framework with reference to FIs, IFC does not evaluate all
information at the sub-client level. We do not consider this necessary or efficient as our intent is to
have our partner FIs manage this through an Environmental and Social Management System (ESMS).
We do expect our FI partners to maintain all the requisite information about all their sub-clients,
including E&S information and this is evaluated by IFC as part of our on-going supervision process.
IFC’s approach is to differentiate between clients that are exposed to significant E&S risk and those
that are not; and (ii) sample sub-client investments during supervision visits to validate the
effectiveness and implementation of client ESMS. Implementing an ESMS requires significant
change management and is a journey of continual improvement that IFC and its partner FIs undertake.
We have also noted the perception about our corporate messaging and we will work to build greater
understanding of our work and impact with our stakeholders and partners.

Recognizing that there is always scope for improvement and there are areas we may not have
fully explored, IFC proposes to enhance its engagement with external experts, civil society and other
stakeholders on an ongoing basis to better understand concerns and suggestions and share IF C’s
approach to working with Fls. Based on these engagements, we propose to continually identify
actionable areas for improvement, and make the necessary course corrections.

We would like to thank the CAO once more for this report and the opportunity it presents IFC
to enhance the effectiveness of our mission. We look forward to working with the CAO and other

stakeholders to remain on a path of continual improvement.

cc: Messrs. Jin-Yong Cai, Henrik Linders, James Scriven, Willam Bulmer, Ajay Narayanan

Encl.
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4.3 IFC has three different
types of E&S objectives:
The CAO finds that there is
a lack of clarity about IFC's
actual E&S objectives. In
addition, there is not a
systematic approach to
assessing whether the two
broader objectives are
being achieved. The current
approach is focused on
confirming that clients have
implemented an ESMS.

We believe our E&S objective is clear—to ensure that our partner Fls have the necessary capacity and commitment, and
take the necessary steps to manage their E&S risks, in a manner commensurate with the level of risk.

The ESMS is the systematic means through which this objective can be accomplished. The new categorization process
for Fls (introduced 1/1/12) aims to bring more clarity regarding the E&S risks of our Fl investments, providing for the very
diverse range of businesses and E&S risks that Fls represent.

We will engage with the CAO and other stakeholders to try to build greater shared clarity on our objectives.

4 4 Despite interaction
between IFC and other
Development Finance
Institutions, differing
standards are a burden for
clients: The CAQ finds that
the differing E&S
requirements of the various
development finance
institutions places a burden
on IFC's clients and fails to
take advantage of potential
opportunities to increase
the efficiency and leverage
of the DFls, individually and
collectively, effectively
wasting development
resources).

We agree with the CAO that we should seek to minimize the burden to clients arising from the various DFI E&S
requirements. We believe that IFC has done a lot to enable harmonization of standards, while recognizing the different
policies and principles that various DFls subscribe to.

We agree that there are efficiencies to be gained by standardizing multiple-lender requirements for clients and that this

needs continued attention. This is an area of active engagement for IFC. Additionally, IFC’s legal department is working

on standardizing legal documentation. Since the IFC Performance Standards were adopted in 2006, IFC has engaged

with other DFls in supporting the harmonizing E&S assessment standards. This includes:

e Support for the Multilateral Financial Institution (MF1) Working Group on Environment (the bi-annual meeting of
environmental experts from MFls represented usually at the Director level).

e Support for E&S policy-update processes at DFIs through engagement and responding to requests for
comments/feedback/advice (e.g.: official consultations with EIB, ADB, AfDB).

+ Bilateral engagement with individual DFIs (IADB, EBRD) or DFIs groupings (European DFls).

¢ Close consultation with European DFIs on harmonizing procedural approaches, as part of IFC's revised 2012
Sustainability Framework.

This approach has led to the following outcomes:

¢ EBRD modeled its Policy and Performance Requirements of 2008 on IFC's Performance Standards (requirements
are almost completely compatible).

¢ EBRD and IFC have been using a joint Exclusion List for co-financed Fl projects since 2010.

e« European DFls in 2009 and 2011 in the "Rome Consensus" decided to use IFC's Performance Standards as the E&S
assessment standard. )

e The revised policies of EIB, ADB and IADB are much closer (e.g. scope of coverage) to IFC's Performance
Standards.

IFC has been engaged with other DFls on harmonizing procedural approaches such as reporting as well. Since 2011,
European DFls have very closely aligned their approaches related to categorization, E&S screening, and reporting with
those of IFC. IFC plans to continue this engagement to improve this harmonization further.
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4.6 IFC's focus on the
ESMS does not necessarily
achieve a broader
management and

cultural change
process; The CAO finds
that IFC'’s focus on
establishing a ESMS as a
legally required product—
instead of as part of a more
fundamental change
management process—
creates the risk of a
reporting and compliance
orientation on the part of the
client. This focus, in turn,
reduces the potential impact
of the E&S requirements
because the emphasis is on
the input (the ESMS) rather
than on the output (do no
harm). The ESMS can
become merely an end in
itself (a box-ticking
exercise), rather than a
means of enhancing E&S
performance outcomes on
the ground.

We agree with the CAO objective here that E&S risk management needs to be internalized by the Fl as a means to
achieving performance outcomes on the ground.

We believe the adoption of an effective management system is the foundation for E&S risk management in a financial
institution. The effectiveness of such systems varies from client to client and often depends on numerous factors—
including client capacity, availability of qualified consultants to support the Fl in its risk-management efforts, and market
and regulatory incentives for E&S risk management in general.

IFC is committed to helping our clients gain a better understanding of the benefits related to E&S risk management. But
not all IFC investments will lead to a broader cultural change process at the institutional level. Some institutions are not
exposed to sufficient E&S risks to warrant such a cultural change. As a result, the influence of the ESMS on broader
culture change will be commensurate with the FI's exposure to significant E&S risk.

IFC’s approach to ESMS validation through sub-client site visits was not assessed in the CAO audit, but constitutes an
important part of IFC’s supervision methodology. IFC believes that this supervision process provides a holistic view of the
effectiveness of implementation of a client's ESMS. Under the new 2012 revised Sustainability Framework, where the risk
so requires, such as with private equity funds, IFC directly reviews high-risk sub-projects and provides enhanced
reporting and disclosure.

Through our advisory services, we continue to focus on helping banks to build capacity and supporting banking regulators
to adopt E&S best practices. We would be interested in ideas from the CAO what more IFC can do in this regard.
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4.9 Standardized
implementation
requirements do not
accommodate different
levels of

E&S development: The
CAO finds that the current
approach to the application
of E&S issues to financial
markets transactions does
not adequately reflect the
significant differences in
client capacity and the
business, institutional, and
cultural setting in which they
operate. This can lead to
unrealistic expectations
about client implementation
of the E&S requirements,
and reduces IFC’s ability to
maximize the effective
allocation of its resources.

We agree with the CAO objective that implementation requirements need to be appropriate to the level of risk, the clients
capacity and market conditions, but do believe that our current policy finds a good balance between applying a standard

and being pragmatic. There is sufficient flexibility built into IFC's processes and procedures to accommodate country and
client circumstances without undermining client accountability and timely implementation of agreed actions.

IFC analyzes the level of E&S risk management at the institutional and national level as part of its appraisal process. As a
result, the E&S action plan developed at the time of investment and agreed to with the Fl client accommodates variations
in client capacity by adjusting implementation periods and incorporating oversight clauses (e.g. sub-project oversight,
more frequent action plan reporting, etc

IFC has also launched an advisory services product for E&S risk management under its Access to Finance business line
that focuses on enabling systemic change in key markets by helping banking regulators to adopt E&S best practices and
creating market capacity to support Fls.

We would be interested in ideas from the CAO on how we can improve our approach in this area.

4.10 The quality of E&S
assessment has improved:
The CAO finds that the
deployment of high quality
E&S staff to work on FM
investments in recent years
has had a material impact
on the quality of support
provided to clients. The
commitment of IFC's E&S
and GFM staff to working
with their clients on E&S
issues has improved
substantially. However, this
has yet to address the
underlying limitations of the
ESMS-based approach to
E&S management.

We agree with this finding.

IFC appreciates the finding that the quality of our E&S due diligence and client support has improved over the last five
years. We remain committed to strengthening and refining our approach to ensure that we manage the E&S risks of our

business in a manner that is appropriate to the nature and context of our clients’ businesses and the markets in which
they operate.




"suoneoo|e
20Jn0sal Jno aAoidwi 0) Uaye} aq Ued Jey) sdajs ale aiay) §l aiojdxa pue sbuipul Jiay} puejsispun Jajag 0} QYD

ay} yym abebus 0} esodoid am aiaym B3l UE SI SIY] "SAI0SLS-]S00 PUE Juaioiye ale Asy} ainsua o} AuejnBas sainpaoold
pUB s255900.4d IN0 MaIASI @M ‘Ssajaypanap 10aloid ay3 0} Ajwixoid Ul peyeoo) Jsije1oads e si aiayl asneosaq Ajdwis usyo
paysia Buiaq sysu mo| yiim s1osfold se yons sawoojno asiaalad o} pes| pjnoo yoeoidde paseqg-}sod Ajaind e aAslieq spA

‘'sieak om] Alana palIsSIA ale SjualD ySU-1amol ajlym ‘Ajjuanbaly aiow Jo Ajjenuue

palisIA ale sjuaio ysi-1aybly ||e ‘|esauab u) Joday 9ouBWIONS [BIJUSWUOJAUT [BNUUY Juadal Jsow ay} woly sbuipuy (v
pue ‘JisiA uoisiaiadns jsej ayj Jo Buiwg (g ‘sue|d SINST/UOROY 2y} jo uoneuawseldw) pue seonoeid Juswabeuew sjualo
ay} (z usunsaaul ayj 0} paubisse Alobaleo ysu 93 ay} (| :BuUSJID JNOJ JO UOBUIGUIOD B U0 pased aJe S)ISIA uoisiAladns
paau syo=foud yaiym Buipsebal sucisioeq "sjoefoid ojoguod sof patedsid ueld uoisiaiedns [enuue au; s sjdwexa Aoy

"SUOIJRISPISUOD SSBUBAI0SYS-1S00 sainjded os|e Yolym ‘paseq-ysil si uoisiaiadns o} yoeoidde ing

'S80In0sal §°93 Ino Buikojdep ul Jusiole g 0} Paau am Jey} Jusiul QYD 8y} aleys apn

‘Saljiaoe

S%%3 $,04| JO SSaULAORYe
pue Aousiolje au) ssasse

0} ajqissodw }I saxew
S80In0sal §%3 9)e00|e

0} yoeolidde paseqg-}soo e jo
30| au} jey) spuly OvO 8yl
'pasSeQ-1S09 J0U S| $82Jn0sal

S%3 jo uonedoje syl ||y







