‘ ClientEarth global witness @

STRENGTHENING
CORPORATE
RESPONSIBILITY

The case for mandatory due
diligence in the EU to protect
people and the planet

JULY 2019



LN OTUCTION ettt ieiteeeeeiite ettt eeette et e e rtteeessareeesssareessssaraeessssaeeessssssessssssaesssssssesssssssesssssssesssssresssssnrsesssns 3

Setting the scene: EU consumption and deforestation ..........ccceceeeeerenenenienienienieeneneneneeneeneenneneen 4
Corporate commitMeNts aNd FEPOITING ...cveveiririreriereriertet ettt sttt te s e sessesbessessensenees 5
Due diligence: the current state of play in the EU .......c.coeviirieiiiiieinireeneeectcteeeeseeeseseee e 5
POENtial LEZAl DASIS c..eeviviieieietete ettt ettt b et et 6
WHat iS AUE AIlIZENCET ...eeiiieieeeeteeeeeeeret ettt ettt b sttt e e e e e e e sbesbesbesbenseneen 7
DefiNiNg AUE dilIZENCE...cviiiiiieieeee ettt et ettt s s b s b sbesbenbenaens 7
Key steps of @ due diliZENCE PrOCESS ...c.evvevierieiiieieireriereteet ettt sttt sve s sressesaennens 9

1. Identify and assess risks and iIMPACES......ccccvireeieeiereeeeeeeetes et re e e e e raesaeenas 9

2. Take action on risks and impacts identified - by ceasing, preventing and mitigating......... 10

3. Monitoring and tracking responses as a check on effectiveness........cccocuvceeveeereneneniennennene 10

4. Stakeholders PartiCipation........cciviiieiieiieiecceecreere e s aesresressve s bassraessbesssesssaenns 10
Other aspects Of AU AilIZENCE...c.cviriiieiiieteee ettt sb et eaeaes 11
Policies embedded into Management SYSTEMS .....cc.evieriererienenirnienentetesieetesreeteseesseesessenne 11
ReMEdYiNg harms AONE ....co.iiiiiieieeteeteeteeet ettt ettt et s et e be et e et esbessestesbenns 11

Key issues for forthcoming legislation..........ccueveieirinineninieieiceeeeereseseste et 11
Defining risks — the need for clear Standards ........co.coevveieirinenineneneeeeeeeeese e 11
Legality and DEYONd .......cc.eviiiiieieetetete ettt sttt sttt et sb st beene 12
INtErNatioNal STANAAIAS.....couviviieieieeeteteeteteeet ettt ettt ettt esbe et esbe st esbessnensesaeens 13
CITIfICATION ceveeveeetetcteee ettt ettt ettt et e b s bbb e b et et e e sesbessebenbensensens 13
SCOPI cteeeectee ettt e ettt e e et e e e s st e e e et e e s e b r e e s e r b e e e e r b e e e e ra e e e e rat e s e e b e e e e ra e e e e nraee e nraaesesnnenees 13
PrOAUCE SCOPE c.uieieiecteeteteetctee ettt et et e s e et e e e s e sesse et e sessaessasseessessasssassansasssassessaessassesssensenns 13
SCOPE Of COMPANIES ...ttt ettt ettt b et bbbt enens 14
TransparenCy and rEPOTTING ...coveeverierieieieereerertertertestet ettt et s e sessessestesteseeseesessessessessessensensenes 14
ENTOICEMENT ..ttt sttt ettt ettt b s bbb et e b et e e eseebene 15
PENAILY FEEIME .. iiteeieeteteeecteeeetestee et e e e e e e e saeste s b e sse e s e besseessessassaessansesssessesssessesseessessenns 15
Enforcement authority and compliance Checks .......covevivieierienieciecececreee et 15

Role of third parties and complaint MechaniSMS .........ccveveeierireereneceeeeeeeeee e 16

The role of auditors, industry schemes and monitoring organisations .........ce.ceceevevvevveereeenene 16
RECOMMENAALIONS ..ttt ettt b et b et se bbb ne 17
CONCIUSION «.vitiiieiieicctcete ettt ettt ettt et ettt et e be b se bt enesnenens 18



INTRODUCTION

In a globalised world, consumption and
investment can drive and accelerate
environmental destruction in some of our
most precious and fragile landscapes,
sometimes thousands of miles away.

At times, the pursuit of profit has made
environmental and human rights concerns
peripheral to commercial interests. However,
itis no longer possible to ignore the urgency
of the current climate breakdown, the
destruction of biodiversity and vital
ecosystems, the harm caused to local
communities and indigenous peoples, and
the role of our consumption and financingin
this crisis.

Guidelines and voluntary approaches are
failing to prevent environmental destruction
at scale. The time has come for the EU to
establish mandatory due diligence for
companies that are EU-based or that provide
goods or services in the EU. These
companies, importantly, include financiers
and investors, who wield a huge amount of
power in facilitating projects that can have
large environmental and human rights
impacts.! Mandatory due diligence should be
used by these companies to identify, prevent
and mitigate their risks and impacts on the
environment, human rights and
governance.?

The long-awaited publication of the EU’s
communication on deforestation provides an
opportunity for the EU to show global
leadership by taking concrete action to
tackle deforestation, environmental harm
and human rights abuses through the
introduction of mandatory due diligence
across sectors, supply chains and
investments for EU based companies and

those providing goods and services in the
EU.?

The EU should also take measures to support
producers in developing countries to
improve their environmental standards and
human rights practices and to improve
livelihoods.

Effective due diligence is in the interest of
companies themselves as environmental and
human rights considerations can entail
significant material risks. These can include
operational blockages, as well as
reputational, financial and legal risks.*
Legislation requiring companies to identify,
prevent and mitigate environmental damage
and human rights abuses can help them
manage these risks and provide a level
playing field for companies.

It would also help investors fulfil their
obligations under the new EU Investor
Disclosure Regulation as they will need to
assess the relevant environmental, social
and governance information of the
companies they invest in. Mandatory due
diligence and associated disclosure
requirements for companies would create a
coherent and coordinated framework.

EU due diligence legislation would also
benefit the private sector operating in
more than one Member State by
providing a common set of criteria, and
help the EU to meet its international
commitments particularly concerning the
2030 Agenda for Sustainable
Development and the Paris Climate
Agreement.

This briefing sets out the key components of
due diligence legislation requiring



companies to conduct checks on their
investments and supply chains to identify,
prevent and mitigate environmental, social
and governance risks and impacts within and
outside the EU.

This briefing draws on lessons from Global
Witness and ClientEarth’s combined
experience of due diligence in operation
across a range of sectors. It aims to inform
discussions amongst policy makers, and
encourage a more rigorous and consistent
approach to checks on Europe’s business
practices, imports, production and
investments.

In this briefing, we are looking at the
particular case for due diligence in relation
to deforestation risks, but we believe that
due diligence should apply across all sectors,
supply and investment chains and
encompass environmental, human rights
and governance risks and impacts.

SETTING THE SCENE: EU
CONSUMPTION AND
DEFORESTATION

Across the globe, the rapid destruction of our
climate-critical tropical forests is reaching
crisis point. This damage is one of the
starkest examples of the impact of
consumption and investmentin the EU on
the environment and climate. Despite
widespread agreement on the crucial role of
forests for our climate and biodiversity,
deforestation continues apace. Not only is
our global environment being ravaged, but
the impact of deforestation, forest
degradation and grabbing of forested land
forindustrial agriculture and illegal logging is
devastating for the human rights of
communities that reside in and around the
forests and rely on them for their livelihoods.

Deforestation is the second largest source of
anthropogenic greenhouse gas emissions.® A
recent study showed that over a four-year
period (2010-2014) international trade drove
between 29% and 39% of deforestation-
related emissions.®

Globally, tree cover loss has been rising
steadily over the past 18 years, in fact, 2018
saw the disappearance of 3.6 million
hectares of primary rainforest, an area the
size of Belgium.” Just over a quarter of global
tropical forest loss is due to deforestation
through permanent land use change for the
production of commodities, including beef,
soy, palm oil and wood products, and this
can be as high as 78% in South East Asia and
56% in Latin America.®

The European Commission’s own study
found that EU imports were responsible for
over a third of all deforestation embodied in
crop and livestock products traded between
regions over the period 1990-2008.°
Numerous cases studies have also revealed
how products consumed in the EU and
investments made by EU-based financial
institutions are associated with
environmental harm and human rights
abuses.®

Recognising the need for action to tackle the
EU’s deforestation footprint, the European
Commission recently consulted on a
roadmap as well as an initiative on tackling
deforestation.! The subsequent publication
of acommunication on this issue presents an
opportunity for the EU to show global
leadership and take concrete action to tackle
its deforestation footprint.

Local communities on the frontline of efforts
to fight climate breakdown and preserve
ecosystems are under increasing attack from
some industries trying to meet this consumer



demand. In 2017, the worst year on record so
far, 201 land and environmental defenders
were killed and many more were attacked,
threated or criminalised for speaking out for
their communities, their way of life and the
environment.*? In 2017, commercial
agriculture became the sector most
associated with the killings of land and
environmental defenders. Forty defenders
were killed protesting against agribusiness
companies, including for palm oil, coffee,
tropical fruit, sugar cane and cattle
ranching.

CORPORATE COMMITMENTS
AND REPORTING

An increasing number of companies are
recognizing their responsibility for the role of
their operations, imports and investments in
deforestation and are adopting policies to
address this. However, these policies are not
mandatory and remain at the company’s
discretion - so there is no consistency
between the corporate commitments and
implementation. Finally, there is a lack of
transparency and accountability in their
implementation.

Not one of the 500 main companies and
financial institutions in forest-risk supply
chains is on track to eliminate commodity-
driven deforestation from their supply chains
and portfolios by 2020.** Yet, nearly half have
made commitments to do so by 2020 or
earlier.”® Most recently, one of the world’s
biggest agricultural commodity traders,
Cargill, admitted that the agricultural
commodities industry would fall short of
eliminating deforestation from their supply
chains by 2020.%

The EU Non-Financial Reporting Directive
adopted in 2014 requires large public

companies and financial corporations
operating in Europe to disclose information
on environmental, social, human rights and
anti-corruption matters in their annual
reports from 2018 onwards, but does not
require companies to undertake due
diligence.'” However, even this reporting
requirement falls short, as highlighted by a
recent report assessing the effectiveness of
this reporting requirement:

“The vast majority of companies
acknowledge in their reports the
importance of environmental and social
issues for their business. However, in
only 50% of cases for environmental
matters and less than 40% for social and
anti-corruption matters this information
is clear in terms of concrete issues,
targets and principal risks. The general
information that most companies
provide does not allow investors and
other actors to understand companies’
impacts and by extension their
development, performance and

position."*

DUE DILIGENCE: THE CURRENT
STATE OF PLAY IN THE EU

EU policies have repeatedly encouraged
companies to exercise due diligence
throughout their supply chains as well as
legislating for mandatory due diligence in a
number of sectors.” This is a core part of the
EU Timber Regulation, EU Minerals
Regulation as well as the recently adopted
EU Investor Disclosure Regulation.® The
table featured in this briefing sets out the key
characteristics of each regulation to enable a
comparative analysis of the relevant EU laws,



as well as the French law on the Corporate
Duty of Vigilance.

Whilst the EU Minerals Regulation and EU
Timber Regulation are welcome steps to
strengthen the responsibilities of businesses
to identify, prevent and mitigate abuses in
their supply chains, they only apply to
specific commodities. The recently agreed
EU Investor Disclosure Regulation has a
much wider remit, applying across all
investments and it will require investors to
assess the relevant environmental, social
and governance information of the
companies they invest in. This shows that
there is now a growing acceptance of the
need for due diligence to be undertaken
beyond a focus on specific, high-risk
sectors.”

Policy makers across Europe are introducing
new legislation to set standards and
promote consistency in due diligence. Some
countries have already adopted laws to
ensure better corporate responsibility to
avoid environmental harm and human rights
abuses e.g. the French law on the Corporate
Duty of Vigilance that entered into force in
March 2017 and the Child Labour Due
Diligence Bill adopted on the 14™ of May 2019
by the Dutch Lower House. Other laws are
also under consideration elsewhere in the
EU.22

Calls for the EU to specifically address
deforestation through mandatory due
diligence are mounting. In September 2018,
the European Parliament called for a new
framework to regulate European trade and
consumption of forest-risk commodities.” In
November 2018, France encouraged the
development of an ambitious EU Action Plan
on deforestation, including legislative
proposals for a mandatory due diligence for

commodities associated with
deforestation.?

Mandatory due diligence and associated
disclosure requirements for companies are
the missing piece in the corporate
responsibility and reporting landscape.
Legislation on corporate actors would create
a coherent and coordinated framework
across sectors and investors.

POTENTIAL LEGAL BASIS

In addition to the environmental and human
rights imperative for introducing a due
diligence requirement, the number of
different rules imposed by Member States
could potentially threaten the functioning of
the internal market. Some Member States
have already put in place national provisions
to ensure better protection of the
environment and better recognition of
human rights throughout global supply
chains. Other Member States have made
public commitments to adopt mandatory
human rights due diligence.” The EU
therefore has an important role to play in the
harmonisation of the conditions applicable
to companies selling goods on the internal
market, both to facilitate their operation and
to promote a high level of protection.

Article 114 of Treaty of the Functioning of the
European Union (TFEU) provides the EU with
the power to harmonise the rules applicable
to the sale of goods on the market while
seeking, as detailed in Article 114(3), a high
level of protection when the proposal
concerns health, safety, environmental
protection and consumer protection.?

New EU measures should build on and go
beyond the standards applicable in Member
States that have already adopted due
diligence requirements. Article 114 of TFEU



explicitly takes into account the situation
where provisions already exist, so that they
can be preserved. New EU regulations can
also contain an explicit provision to give
Member States the right to adopt standards
that go beyond the EU standards.

Given the scale of environmental damage
associated with illegal and unsustainable
products in the EU’s supply chain, article 114
could be combined with article 192 (1) which
references the EU’s objectives of preserving,
protecting and improving the quality of the
environment and promoting measures at
international level to deal with regional or
worldwide environmental problems, and in
particular combating climate change.

WHAT IS DUE DILIGENCE?

The effectiveness of a new due diligence
requirement will depend on how it is
designed. Drawing on lessons in the timber
and extractive sectors, and informed by the
Organisation for Economic Co-operation and
Development (OECD) Guidelines for
Multinational Enterprises (OECD Guidelines),
we have highlighted key elements (not an
exhaustive list) of effective due diligence
requirements. OECD Guidelines for
Multinational Enterprises

The current OECD Guidelines provide a
comprehensive set of principles and
standards for responsible business
conduct.’” They are a multilaterally agreed
code of responsible business conduct, which
nearly all EU governments have endorsed.?®
They include a comprehensive approach to
risk-based due diligence and responsible
supply chain management.

The OECD implementing guidance on due
diligence for responsible business conduct
also provides practical explanations of due

diligence to help companies avoid and
address adverse impacts, including those
related to the environment and human
rights. Similar implementing guidance has
been created for sector-specific due
diligence, including guidance for agricultural
supply chains and institutional investors.”

The OECD Guidelines and sector specific
guidance influenced the French law and
were used in the EU Minerals Regulation, and
the more recent EU Investor Disclosure
Regulation which introduces investor due
diligence.*® They could therefore also form a
useful basis for new legislative proposals on
corporate due diligence.**

DEFINING DUE DILIGENCE

As set out by the OECD and taken up by the
European Commission,

“the term 'due diligence' means acting
with reasonable care and investigating
an issue before making a decision. In
other words, it is an on-going, proactive
and reactive process through which
companies put in place systems and
processes to make sure they are able to
identify, manage and report on risks in
their supply chain."*?

The more recent 2018 OECD Due Diligence
Guidance for Responsible Business Conduct
-which is designed to provide practical
support to enterprises on the
implementation of the OECD Guidelines for
Multinational Enterprises - offers an even
more comprehensive definition, including
the prevention and mitigation of impacts:

“The concept of due diligence under
the OECD Guidelines for MNEs



involves a bundle of interrelated
processes to identify adverse impacts,
prevent and mitigate them, track
implementation and results and
communicate on how adverse impacts
are addressed with respect to the
enterprises' own operations, their
supply chains and other business

relationships.”*

Responsible business conduct due diligence
is different to standard corporate or
transactional due diligence. Responsible
business conduct due diligence is about the
risks and impacts of a business’ operations
and supply chains on people and the planet,
rather than the standard identification risks
to the business itself. However, the risks
identified through this due diligence could
also help companies identify potential legal,
financial or reputational vulnerabilities,
which could threaten their profitability and
commercial interests.

There are other business reasons why
companies carry out due diligence, including
improving stakeholder relations, protecting
their reputation and bringing positive
contributions to society. Undertaking due
diligence can often be referred to as building
the company’s “social license to operate” -
the legitimacy it has to operate by having the
approval of stakeholders affected by its
operations.*

For example, a company may have the
necessary business licenses to convert
forestland for agriculture purposes.
However, when it does not take into account
the needs and rights of local communities
living in the area, it risks rejection in the local
area where it operates. This in turn may
ultimately impact business, including
through the disruptions of operations,

environmental penalties and reputational
impacts, etc.

Based on the definitions above, companies
conducting due diligence must putin place
processes to (a) develop a thorough
understanding of the risks and impacts in
their own operations and in their entire
supply chain, (b) manage those risks and
impacts and; (c) communicate about them.

Due diligence processes should be
integrated into company management
systems so that environmental and
human rights considerations become an
integral part of business decision-
making, such as choosing where to
invest, which businesses to purchase
from and what businesses to partner
with.

Thus due diligence has an important
proactive, forward-looking function that
identifies potential risks and adverse
impacts on the environment and human
rights so that decisions can be made to avoid
these before entering into new business
activities. Due diligence is also a reactive
process, used to manage impacts that have
already occurred or as a tool to correct and
remedy ongoing impacts that the company is
made aware of. Consequently, it is an
iterative process rather than a one-off “box-
ticking” exercise.

As arisk-based approach, the extent of due
diligence investigations depends on the
nature of the company’s activities, the
number of suppliers it sources from, where
the productis sourced from and its business
partners, etc. As such, due diligence could be
less onerous on those with less complex



supply chains and potentially involving fewer
significant risks.

KEY STEPS OF A DUE DILIGENCE
PROCESS

In relation to deforestation, multiple
environmental, social and governance risks
and impacts can arise at different stages of
the agricultural supply chain.*> The section
below highlights in more detail the key steps
of due diligence and the risks and impacts
associated with deforestation. It is important
to note that “due diligence” is not one set
process - it is often a bundle of processes
carried out by businesses to identify, prevent
and manage adverse impacts.

1. Identify and assess risks and

impacts

The main purpose of identifying risks and
impacts is to pinpoint potential or actual
adverse impacts on people and the
environment that could result or have
resulted from a company’s operations and
its business relationships, within its supply
chain. Where a company is setting up new
operations or engaging new business
partners, this includes identifying the actors
involved in the new supply chain, such as
suppliers and contractors, and assessing
their policies and practices, as well as their
production and processing sites.

In the case of deforestation risk, land and
forest rights typically sit at the nexus of
environmental, social and governance
issues. The complexity of overlapping and
intersecting tenure regimes, regulations and
prevalence of natural resource-related
corruption or conflict make it particularly
important for companies to undertake
adequate due diligence and hold a social

license to operate. Companies operating
without the free, prior and informed consent
of local people, particularly indigenous
communities, risk the use of land triggering
local evictions, land-tenure disputes or
unlawful forest conversion. Companies
should therefore identify the location of the
site of production and its legitimacy to use
the land and associated forest resources.

For existing operations, due diligence should
identify and assess ongoing adverse impacts
and harms as well as potential risks. While it
can be challenging to identify relevant
information, especially throughout supply
chains, companies can share information,
including through multi-stakeholder
initiatives.*

Any upcoming new due diligence obligation
should describe risk assessment criteria, as is
the case in the EU Timber Regulation.’” We
further elaborate on the potential elements
of a risk assessment criteria later in this
briefing, but it could include the assurance of
compliance with applicable legislation, the
prevalence of a high rate of deforestation,
unsustainable forestry practices and/or land
grabbing in the country where the
commodity is from, and the complexity of
the supply chain.

Due diligence should also go beyond
deforestation risk and include a risk
assessment of broader environmental
impacts, for example in relation to the use of
pesticides, insecticides and biocides
unauthorised in the EU, as well as human
rights impacts.



2. Take action on risks and
impacts identified — by ceasing,

preventing and mitigating

The point of identifying risks and adverse
impacts is for companies to be better
prepared to avoid and reduce them through
changing their project design and taking the
necessary mitigation measures. This could
involve the company or its supply chain
partners ceasing operations (for example,
ceasing further clear-cutting operations) or
identifying the mitigation measures needed
to avoid further negative impacts.

Mitigation and preventative measures may
require a company to undertake a series of
actions - such as changing its purchasing
practices to change the types of forest
products purchased, amending contracts
with suppliers, providing support to
suppliers to change their practices,
monitoring whether targets are met,
including science-based targets for reducing
environmental impacts.

Mitigating actions under a due diligence
system should first seek to improve practices
throughout the supply chain. Where
improvements do not sufficiently reduce the
risks, changing purchasing and investment
decisions should be considered. Such
sequencing is important to avoid obligatory
due diligence resulting in immediate
divestment and reduction of trade with
developing countries. Due diligence should
rather be a tool to allow such investment and
trade in a responsible way.

Due diligence guidance recommends that
companies take an organised approach to
due diligence. This means incorporating
planned actions into their on-going company
management systems and procedures, and

potentially also into an action plan that sets
out a clear set of steps with timeline and
budget. With business relationships, this
could become a corrective action plan with
suppliers.

3. Monitoring and tracking
responses as a check on

effectiveness

As part of the due diligence process, a
company should check periodically to see if
its actions are actually reducing harm and if
not, to adjust them or develop other actions.
This is also a matter of good business sense
to ensure that a company and its business
partners are taking the most effective and
efficient steps in addressing key risks and
impacts, particularly whenever something
changes in a supply chain or new operations
are added.

4. Stakeholders participation

Involvement of stakeholders in the due
diligence process is a core part of due
diligence, as required by the OECD
Guidelines, the United Nations Guiding
Principles on Business and Human Rights
and the French law on the Corporate Duty of
Vigilance.*® Involving, for example, external
stakeholders that might be affected by a
company’s operations will help the company
understand the core concerns regarding a
project or ongoing activities, so that they
may be taken into account during due
diligence. A lack of consultation can mean
that companies may fail to understand and
take preventative action to avoid conflicts
over land rights including unfair and illegal
evictions.*



Reporting and disclosure are also key
elements of due diligence which we address

in the section on transparency and reporting.

OTHER ASPECTS OF DUE
DILIGENCE

Policies embedded into

management systems

Due diligence processes are likely to work
better if the company makes its objectives
clear to its staff, business partners and
customers. This is where corporate
commitments to people and the planet, such
as zero deforestation commitments, are
important.* However, those commitments
are meaningful only if made in conjunction
with effective due diligence systems, and if
embedded in the company’s management
systems: its enterprise risk systems,
purchasing system, contract management
system and staff performance incentives etc.
Aligning processes and procedures with a
company’s commitments to people and the
planet should promote internal coherence.
This helps to ensure that the whole
company’s operations and its relationship
with its suppliers are moving in the same
direction.

Remedying harms done

The due diligence process is geared towards
identifying and managing adverse impacts.
However, adverse impacts may still happen
and actions by the company may be needed
to remedy or address past harms (such as
forest replanting or compensating affected
communities).

The OECD Guidelines and the UN Guiding
Principles on Business and Human Rights
encourage companies to set up operational
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level grievance mechanisms to deal with
issues early before they escalate. We look at
different forms of complaint mechanisms
later on in this briefing.

Grievances or concerns from interested
parties informing the company about risks of
environmental or human rights harms
throughout the supply chain provide early
red flags to businesses where potential
adverse impacts can occur. The EU Mineral
Regulation defines this type of mechanism.
Where the issues cannot be dealt with at the
local level, businesses are expected to
provide for or co-operate with other remedy
mechanisms - which can include a
specialised environmental tribunal or
working with a labour inspectorate to
resolve worker disputes.

KEY ISSUES FOR
FORTHCOMING LEGISLATION

DEFINING RISKS - THE NEED FOR
CLEARSTANDARDS

The risks in relation to environmental harm,
human rights abuses and governance can be
open to interpretation. For example, the
companies’ first round of reporting under the
French law on the Corporate Duty of
Vigilance as well as reporting under the EU
Non-Finance Reporting Directive have been
criticised for failing to mention critical risks
of environmental harm and human rights
abuses.*

Due diligence legislation should therefore
establish clarity through a mandatory
framework with a set of standards for
assessing and dealing with risks and impacts
developed in consultation with stakeholders
including civil society representatives and
the private sector.” This would ensure a



clear and consistent understanding of the
concepts of environmental harm, human
rights abuses and governance risks. These
standards should be integrated into the
legislation and further elaborated in
delegated acts and guidelines.

Guidance or standards should include a list
of potential risks that companies should take
into account, including the risk of corruption,
deforestation, land tenure conflicts, child
and forced labour and other severe breaches
of labour rights and presence of armed
groups/conflict, etc.

The level of risk can vary within countries
and over time, so legislation and
accompanying guidance should not be too
prescriptive in this regard, and should avoid
identifying low/medium/high risk areas.
Companies should instead be encouraged to
carry out ongoing risk assessments in all
operations, undertaking research including
engaging with stakeholders and reviewing
reports from governments, international
organisations, NGOs, media, industry and
the UN, with particular attention to the
impacts of associated commercial activities
on conflict, human rights or the environment
in the country/region.

The proposed taxonomy in the European
Commission’s Action Plan on financing
sustainable growth (currently in
development) is intended to provide uniform
criteria for determining whether an
economic activity is environmentally
sustainable.® This could inform work on a
new due diligence obligation and the level of
due diligence required by both companies
and investors. However, its effectiveness will
depend on the robustness of its
environmental and social criteria, including
how it refers to deforestation.
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Legality and beyond

The legality of the product or the service in
question, and the extent of compliance with
national laws are crucial factors in due
diligence considerations. Legality is a
criterion in several EU legislations, such as
the Timber Regulation, the Unreported and
Unregulated Fishing Regulation and the
Minerals Regulation.

In relation to deforestation, a recent
assessment made by the New York
Declaration on Forests, highlighted that
much of the tropical deforestation is illegal.
It also found a high risk of violation among
forest laws where commercial agriculture is
driving significant forest loss. In all countries
that are the largest tropical producers of
palm oil, soy, and beef, there is a significant
risk that forest laws are being broken in the
production of these commodities.* It is
therefore crucial that companies involved in
these commodities are required to carry out
robust due diligence, with particular
attention to the risks of illegality in their
supply chains.

For agricultural products, due diligence must
also consider sustainability not just legality.
National legal frameworks may lack the
necessary provisions to protect forests and
the people depending on them for their
livelihoods. Laws governing other sectors
that affect forests may also contradict forest
laws, for example in relation to mining
activities creating legal confusion on
whether forestland may be converted for
other uses.* Therefore, in addition to the
legality criteria in national frameworks, the
set of standards must also include
sustainability criteria relating to human
rights and environmental protections.



International standards

The development of any standard or
guidance relating to risk of environmental
harm or human rights abuses should take
into account a number of key international
standards, binding conventions, and
declarations. This should include the
international legally binding treaties such as:
Convention on Biological Diversity (CBD)
1992 and the Indigenous and Tribal Peoples
Convention 1989; international human rights
instruments such as the UN Declaration on
the Rights of Indigenous Peoples 2007 as well
as non-legally binding guidelines like the
Voluntary Guidelines on the Responsible
Governance of Tenure of Land, Fisheries and
Forests 2012, and the United Nations Guiding
Principles on Business and Human Rights
2011. These instruments as well as principles
subscribed to by companies, such as the
United Nations Principles for Responsible
Investment, could also inform standards.

However, it should be noted that even if
forests are referenced in several
international treaties, there is not yet an
international binding treaty on forests that
specifically regulates or defines the activities
that can be undertaken in forests or sets
protections.

Certification

Some agricultural commodities certification
schemes exist, including the Roundtable on
Sustainable Palm Oil (RSPO) and the
Roundtable on Responsible Soy Association
(RTRS). However, these have their limitations
and are no substitute for rigorous due
diligence by companies on their supply
chains.* According to the EU Timber
Regulation, operators can use the
certification tool when assessing and
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mitigating the risk of timber being illegally
logged, but cannot use it on its own to
evidence compliance with the Timber
Regulation.*” We believe that a new due
diligence legislation should follow a similar
approach by not only relying on certification
or industry-led schemes and instead
requiring rigorous due diligence.

SCOPE
Product scope

Some due diligence obligations only apply to
companies placing certain products on the
EU market. This is currently the case for the
Timber Regulation which applies to those
placing timber and timber products on the
EU market, and the Mineral Regulation which
applies to 4 metals (see annex for a
comparative table).

To address deforestation and associated
human right abuses, a new due diligence
legislation could focus only on agricultural
products that are of higher risk of being
associated with deforestation. However,
given the wide range of products consumed
and purchased in the EU that can have an
impact on the environment and human
rights, there should be a generalised due
diligence obligation on all EU-based
companies, or companies providing goods or
services in the EU (including financial
activities).

This would apply to products produced in
the EU as well as those imported, to avoid
being at risk of breaching WTO rules by
ensuring that products of all origins are
treated similarly.*® This holistic approach
would prevent the fragmentation that we
currently see, and would provide all
operators a level playing field and
consistency.



The scope should extend to investments and
financing as they can be linked to, or
contribute to, adverse environmental and
human rights impacts through their
investments or business relationships.*

Scope of companies

Thresholds and phased approaches can help
lessen the burden on small and medium
sized enterprises.* However, these can
create loopholes and undermine legislation
as thresholds can be too high, or smaller
companies with riskier supply chains can fall
out of the remit where arbitrary thresholds
are set. If legislation intends to prevent
environmental harm and human rights
abuses, it should ultimately cover operators
of all sizes - this would also align with the
United Nations Guiding Principles on
Business and Human Rights, which
highlights that all businesses have a
responsibility to respect human rights.>

A proportionate approach to due diligence
would mean that companies based in the EU,
or providing goods or services in the EU -
where there may be limited risk of
environmental harm and human rights
abuses, and less complex supply chains -
wouldn’t need to do as extensive due
diligence as a company importing a product
associated with higher risks. This
proportionate approach should mean that
companies do not face unnecessary
additional burdens. It could also involve a
prioritisation of risk by starting to identify,
assess, prevent and mitigate the most
significant environmental, human rights and
governance risks and impacts, and once
those have been addressed, moving on to
the less significant impacts within a
reasonable timeframe.*
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Furthermore, it is essential that a due
diligence system covers the entire supply
chain - and that the company has its own
systems, while also putting in place
requirements on its suppliers to check and
report on compliance with supply chain due
diligence requirements. This should include
both “upstream” operations that relate to
the initial stages of production as well as
"downstream" operations that relate to
processing the materials into a finished
product.

Under the French Corporate Duty of Vigilance
law for example, it is essential that the
company carrying out due diligence is
obliged to do so throughout its own
activities, those of its subsidiaries, as well as
the activities of subcontractors or suppliers
with whom they have an established
commercial relationship. Companies can use
collaborative mechanisms to carry out such
due diligence, to build expertise, take
account of other stakeholders’ views and
approaches and to allocate responsibilities
across the supply chain.

TRANSPARENCY AND REPORTING

The OECD highlights the importance of
making timely and accurate information
available to local and wider stakeholders.>
Public disclosure of relevant and up to date
policies and plans for implementing due
diligence on a company’s website, along
with regular or annual reporting on
implementation of due diligence, can help
ensure accountability. It can also enable
third parties such as NGOs to test the
effectiveness of the due diligence when
issues arise in the supply chain. It allows
communities to better recognise a
company’s, including financiers, connection
to activities in their area. It can help



consumers make informed choices, which
could itself help drive up standards of
reporting and due diligence. It can also
provide investors with information to
conduct their own due diligence and fulfil
their new obligations under the EU Investor
Disclosure Regulation.

Public disclosure of due diligence also
reduces the reliance on enforcement
agencies, as experience has shown with the
EU Timber Regulation. Where there is limited
capacity for checks by national enforcement
agencies on due diligence, there is limited
pressure on companies to conduct due
diligence.

In order to be effective, future legislation
should require all companies to conduct and
report on their due diligence. Reporting
requirements should not include so-called
“comply or explain” mechanism as seenin
the Non-Financial Reporting Directive, which
allow companies to avoid reporting
requirements by simply explaining why they
are not reporting.>*

Legislation should specify in detail the
elements that should be included in a report,
including the format of the report and its
frequency, relevant policies, plans for
implementation of due diligence, risks
identified and measures taken to mitigate
the risks, as well as sanctions for failing to
publish reports. It should also record
information received in relation to risks and
action taken to follow this up. This should at
least include the list of subsidiaries.
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ENFORCEMENT
Penalty regime

Sanctions are essential to ensure that due
diligence requirements are respected. An
absence of penalties for non-compliance is a
factor in the weak application of the Non-
Financial Reporting Directive, with many
companies still failing to report at all, or to
include sufficient detail.>®

Penalties should apply to a failure to identify,
prevent or mitigate risk and impacts, provide
remediation to those affected as well as a
failure to fulfil reporting requirements.*® The
case law of the Court of Justice of the EU
(CJEU) has continuously indicated that
infringements of EU law must be penalised
by effective, proportionate and dissuasive
penalties.*” An effective penalty ensures that
the goal set by the legislator is reached, and
intends to prevent future harm from
happening. A penalty is dissuasive when
non-compliance becomes economically
unattractive. Finally, a penalty is
proportionate when it is appropriate to
attain the objectives set by the legislation in
question.®®

Enforcement authority and

compliance checks

According to the EU Timber Regulation and
the EU Mineral Regulation, national
governments have to designate a competent
authority responsible for the application of
the regulation.* In both cases, the
Regulation requires the national competent
authority to verify if the companies have
complied with the requirement to conduct
due diligence. To undertake the checks
needed to verify compliance, national
competent authorities should follow a risk-



based approach. Companies should offer all
assistance necessary to facilitate the
performance of the checks. Checks may be
conducted when a competent authority is in
possession of relevant information. This
information could include or be based on
substantiated concerns provided by third
parties on companies’ compliance with the
Regulation.

As has been found under the EU Timber
Regulation, the quality and quantity of
checks can vary substantially between
different national authorities. It is therefore
important to provide additional guidance for
authorities, either within the legislation, or
as part of separate guidance (as is the case
for the EU Mineral Regulation) detailing the
steps to be followed by Member State
competent authorities carrying out checks.®®
This should facilitate more even
enforcement and a level playing field for
companies across the EU.

Role of third parties and

complaint mechanisms

Complaint mechanisms, which enable third
parties to highlight concerns and seek
redress, can play an important role in
ensuring accountability and are also a crucial
part of operational level grievance
mechanisms as outlined in the OECD
Guidelines and the UN Guiding Principles on
Business and Human Rights. These can take
a number of forms, which should be included
in any new due diligence legislation:

© Early alert mechanism: companies
should provide a system that will give an
opportunity to workers and interested
parties to inform the company about any
risk of environmental harm and human
rights violations throughout the supply
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chain. The Minerals Regulation outlines
this type of mechanism.

© Substantiated concern: third parties
such as NGOs often have valuable
information about developments on the
ground with evidence of environmental
harm or human rights abuses associated
with company operations/supply chain.
Though the EU Timber Regulation has
accompanying guidance on dealing with
substantiated concerns, there is no
requirement for authorities to respond to
substantiated concerns. New due
diligence legislation could strengthen
this.

© Criminal or civil liability: this refers to
access to justice in case of breach of the
legislation. As an example, as part of the
French law, companies considered to be
breaching the law might face civil
liability action.®! It will be key in any
upcoming legislation to ensure that
victims, including those outside the EU,
are able to file a civil liability action.

The role of auditors, industry
schemes and monitoring

organisations

Under both the EU Minerals and Timber
Regulations there is a role for entities, such
as industry monitoring organisations or due
diligence schemes, to get recognition by the
European Commission to assist companies
by developing a due diligence system.®? Any
new due diligence legislation should
emphasise that European Commission
recognition and the formal role for these
entities should be made contingent on these
entities demonstrating they have sufficient
expertise and capacity to undertake this role
and do not have any conflict of interests.



In the Minerals Regulation, auditors have a
role to play in providing assurance on due
diligence systems. However, the OECD
alignment assessment and Global Witness
statements make clear that audits,
particularly in the current form used in the
minerals sector, are insufficient measures of
company due diligence efforts.®

Any new due diligence legislation should
avoid over-relying on auditors or industry-
led schemes. Where auditors or such
schemes are used, high standards should be
demanded and enforced - otherwise, this
could create loopholes that undermine the
effectiveness of legislation.

RECOMMENDATIONS

The long-awaited publication of the EU’s
communication on deforestation provides an
opportunity for the EU to show global
leadership by taking concrete action to
tackle deforestation. The EU should
introduce a new due diligence legislation
that requires companies based in the EU, or
providing goods or services in the EU, to
conduct due diligence to identify, prevent
and mitigate their risks and impacts on the
environment, human rights and governance.
This would help the EU meet its international
commitments and ensure the functioning of
the single market by harmonising conditions
placed on companies and investors. Learning
from the lessons of due diligence in place in
other sectors, due diligence legislation
should:

© Be based on the OECD Guidelines for
Multinational Enterprises
© Require companies to undertake full and
effective due diligence, which should
include:
o Fullinvestigation of an issue before
making a decision
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o On-going, proactive and reactive
processes
o Systems and processes to identify,
assess, prevent and mitigate, track
and report on risks
o Application across the whole of a
company’s supply chain
Include a framework and standards to
assess and deal with risks and impacts,
including legality, environmental harm
and human rights, referencing
international standards, and not only
relying on certification
Apply to all companies based in the EU,
or providing goods or services in the EU,
with an approach that is proportionate
to risk, to avoid unnecessary burdens on
businesses operating in lower risk supply
chains
Ensure standardised full disclosure and
transparency through regular public
reporting on supply chain due diligence
policies and practices available on
companies’ websites
Include an effective, proportionate and
dissuasive system of penalties to ensure
compliance
Designate an enforcement authority and
provide additional guidance to ensure
consistent enforcement across the EU
Avoid over-reliance on auditors and
industry-led schemes
Include complaint mechanisms for
interested third parties and affected
individuals, including those outside the
EU.



CONCLUSION

Climate breakdown and the destruction of
biodiversity have highlighted the urgent
need for companies to understand the
impact of their activities, supply chains and
investments on people and the planet. The
growing interest in creating binding
measures to address deforestation presents
an opportunity for policy makers to create a
level playing field for companies by requiring
them to identify and mitigate the risk of
environmental harm and human rights
abuses. The increasing number of initiatives
at Member State level requires the EU to take
action to ensure the effective functioning of
the single market by ensuring harmonisation
of standards.

Policy makers must ensure they learn
lessons from the existing patchwork of
regulation governing due diligence, to
develop effective rules. This should include a
comprehensive and rigorous process of due
diligence, comprehensive understanding of
risks, wide scope, full transparency and
strong enforcement. Only with strong and
effective legislation will the EU be able to
ensure that the products consumed in the EU
do not contribute to climate breakdown, the
biodiversity crisis and human rights abuses.
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Annex 1: Comparison of due diligence laws
in the European Union and Member States

EU Minerals Regulation: Regulation (EU)
2017/821 of the European Parliament and of the
Council of 17 May 2017 laying down supply chain
due diligence obligations for Union importers of
tin, tantalum and tungsten, their ores, and gold
originating from conflict-affected and high-risk
areas

EU Timber Regulation: Regulation (EU) No
995/2010 of the European Parliament and of the
Council of 20 October 2010 laying down the
obligations of operators who place timber and
timber products on the market

EU Sustainable Finance Disclosure Regulation:
Proposal for a Regulation of the European
Parliament and of the Council on disclosures
relating to sustainable investments and
sustainability risks and amending Directive (EU)
2016/2341 and Commission Implementing
Regulation (EU) no 607/2012 of 6 July 2012

French duty of vigilance law: Law No. 2017-399
of 27 March 2017 on the corporate duty of

vigilance for parent and instructing

companies




Annex 1: Comparison of due diligence laws in the European Union and Member States

EU Minerals Regulation

EU Timber Regulation

EU Disclosure
Regulation

French duty of vigilance
law

Applies from

Legal basis
(Treaty of the
functioning of
the EVU)

Meaning of
due diligence

Steps of due
diligence

1 January 2021

Article 207, common
commercial policy

Supply chain due diligence
is an ongoing, proactive and
reactive process through
which economic operators
monitor and administer
their purchases and sales
with a view to ensuring that
they do not contribute to
conflict or adverse impacts
(OECD referenced).

5 key steps:

- Establish company
managements systems

- Identify and asses risk of
adverse impacts in the
supply chain

- Design and implement a
strategy to respond to the
identified risks

- Carry out audits via an
independent third party

- Report on the company’s
supply chain due diligence.

3 March 2013

Article 192(1), objectives
of the EU policy on
environment

The due diligence system
includes three elements
inherent to risk
management: access to
information, risk
assessment and
mitigation of the risk
identified.

3 key steps:

- Information on the

timber’s supply chain (e.g.

country of harvest,
species, quantity,)

- Risk assessment:
evaluate the risk of
illegality (e.g. compliance
with national laws,
prevalence of illegal
harvesting of species)

Risk mitigation: measures
to minimise the risk (e.g.
fields visits, controls
verified by a third party).
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Provisional agreement
between European
Parliament and Council
- notyet fully adopted.
Itis anticipated it will
take effect from January
2021.

Article 114, functioning
of the internal market

Financial market
participants must base
their due diligence
policies on guidance for
responsible business
conduct developed by
the Organisation for
Economic Co-operation
and Development
(OECD). See endnote 21 for
further explanation of how
the regulation applies to
investors.

Steps should be in line
with the responsible
business conduct
developed by the
Organisation for
Economic Co-operation
and Development and
the United Nations-
supported Principles for
Responsible Investment.

Vigilance plan had to be
integrated into
companies’ ‘management
report’ from 2018.

This is under French law,
but coherent with EU legal
frameworks.

Vigilance plan will include
measures meant to
identify risks and prevent
severe impacts on human
rights and fundamental
freedoms, health and
safety of persons and on
the environment.

5 components of the
vigilance plan:

- Mapping to identify,
analyse and rank the risks

- In view of the mapping,
regular assessment of the
situation of subsidiaries,
subcontractors and
suppliers with whom the
company has an
established commercial
relationship,

- Tailored actions to
mitigate or prevent
serious harms,

- Alert mechanism to
indicate the existence of
risks,

- Monitoring system to
follow the measures
implemented.


http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32010R0995
http://www.rinya.maff.go.jp/j/riyou/goho/summary.html
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EU Minerals Regulation

EU Timber Regulation

EU Disclosure
Regulation

French duty of vigilance
law

What risks
and impacts

Scope of
companies

Product scope

Transparency/
Disclosure

Risks linked to conflict
affected and high risk areas
and impacts on human
rights in particular the rights
of women.

Directly apply to EU-based
importers of tin, tantalum,
tungsten and gold.

Minerals and metals of gold,
tin, tungsten, tantalum
(3TGs). To cover not less
than 95% of the annual
volume of EU imports of
each of the listed 3TGs.
Annex | to the Regulation
contains volume thresholds
for some of the listed
minerals and metals, others
will be set by 1 July 2020.

Importers shall, on an
annual basis, publicly report
as widely as possible on
their supply chain due
diligence policies and
practices for responsible
sourcing.

Risk of illegally harvested
timber or timber products
derived from such timber.

Apply to the entity first
placing timber on the EU
market: the ‘operator’.

Applies to a defined list of
timber and timber
products, set outin an
annex of the EU Timber
Regulation.

No reporting obligation
for operators. However,
operators shall have
adequate records of their
due diligence system,
which shall be stored for
five years and made
available for checks by the
competent authority.
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Sustainability risks and
impact (environmental,
social or governance
event or condition),
including the degree of
alignment with the long-
term global warming
targets of the Paris
Climate Agreement.

Mandatory application
for all large financial
market participants or
financial advisers, i.e.
those with over 500
employees 18 months
after application. A
review will determine if
it should be mandatory
for all financial market
participants or financial
advisors after 36
months.

Financial market
participants when they
are considering the
adverse sustainability
impacts in their
processes and the
provision of
sustainability-related
information on financial
products.

Financial market
participants shall
publish and maintain on
their website detailed
information on their due
diligence processes and
measures.

Risks and impacts on
human rights and
fundamental freedoms,
health and safety of
persons and on the
environment.

Any company that
employs at least (i) five
thousand employees itself
and in its direct or indirect
subsidiaries that is
registered in France (ii) ten
thousand employees itself
and in its direct or indirect
subsidiaries that is
registered in France or
worldwide.

No products scope
specified. The law covers
the activities of the
company that is within the
scope of the law and also
the activities of entities
related to the company in
question.

Vigilance plan and report
on its implementation are
made public.


http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32010R0995
http://www.rinya.maff.go.jp/j/riyou/goho/summary.html
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EU Minerals Regulation

. . EU Disclosure
EU Timber Regulation .
Regulation

French duty of vigilance
law

Enforcement
& Penalties

The Regulation is enforced
by ‘competent authorities’
in each of the EU member
states. The Regulation
provided that members
state shall lay down the
rules applicable to

The Regulation is
enforced by ‘competent
authorities’ in each of
the EU member states.

The Regulation is enforced
by ‘competent authorities’
in each of the EU member
states. The Regulation
provided that member
states shall lay down a
penalty regime.

Penalties vary across the

There is no specific
governmental agency
responsible to enforce the
law.

Two penalties are
possible: periodic penalty
payment and civil liability
action.

infringements of the
Regulation.

EU and include fines,
imprisonment, prohibition
to trade, seizure and

destruction of illegal

timber.

Third parties can share

information with competent
Role of third P

i authorities that could lead
parties

to checks undertaken by
competent authorities.
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