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Demand and
Complexiy

In light of the severe and widespread supply chain

disruptions caused by COVID-19, many companies are
' reassessing their supply chain strategies, identifying

supply chain risks and vulnerabilities, and designing and
implementing plans to improve supply chain resilience
and sustainability. Indeed, the Russia-Ukraine war will
no doubt exacerbate supply chain pressures for many
companies, depending on their sector and global reach.
And while this paper was written prior to the invasion,
its insights and board oversight considerations still
hold true.

“Whether it's relying on suppliers in countries with
political instability or sanctions; grappling with pandemic-
disrupted logistics; ensuring that downstream suppliers
are not creating environmental, social, and governance
(ESQ) risk to the organization; or addressing risk arising
from new regulations impacting third-party data security,
an organization’s supply chain is subject to, and creating
risk...more than ever.”" Not surprisingly, two thirds of
global chief executives responding to KPMG's recent
CEO Outlook Survey said they are rethinking their supply
chain strategy in the wake of COVID-19, with a particular
focus on supply chain risk and resilience.

Oversight of the company’s supply chain risks and
sustainability efforts presents boards (and board
committees) with a challenging and complex set
of issues both near- and longerterm, with major
implications for risk and reputation.

To help boards in their oversight efforts, this paper

from the KPMG Board Leadership Center and Eurasia
Group offers insights on the systemic and geopolitical
factors shaping the global supply chain environment,

as well as the actions and expectations—by investors,
regulators, and other stakeholders—driving companies
to accelerate their progress toward clean and sustainable
supply chains.

" Building a Bridge Between Compliance and Supply Chain Management,
Navex Global’s 2021 Top Ten Risk & Compliance Trends, May 4, 2021.
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SUpplY chain outiook: Constraints and

nilationary

Despite continued policy efforts to alleviate logistics
bottlenecks, challenges will persist through 2022.

Supply chains currently face multiple, mutually reinforcing
constraints, making attempts to address backlogs difficult.
Even if policy mechanisms successfully resolve one or a
handful of these compounding issues, that would have
only a marginal impact on overall supply chain throughput.
Until there is change in the underlying drivers of the current
supply and demand pressures, associated costs will remain
above prepandemic levels.

Drivers of current supply chain conditions remain
When the worst initial economic impacts of the COVID-19
pandemic began to pass, the demand for goods rebounded
asymmetrically, with a pronounced increase in the U.S.
Looser fiscal and monetary policies, historically high
household savings rates, and the effective shutdown

of large swaths of the services economy left cash-rich
consumers with no spending options other than online
product purchases. This rapid recovery in demand for goods
mostly imported from Asia-Pacific put tremendous strain
on existing supply chains and commercial flows already
facing pandemic-related disruptions.

Compounding this situation, sporadic shutdowns of parts of
the supply chain, from manufacturing to ports infrastructure
and border crossings, created new bottlenecks. These
effects were felt most acutely in East and Southeast Asia,
where zero-COVID tolerance containment policies led to
the closure of factories in Vietnam and Thailand, as well

as maritime ports in China. Most recently, the high rate of
transmissibility of the Omicron variant has begun to test
these zero-Covid policies again notably in China where the
impact of lockdowns will likely have both a supply- and
demand-side impact on a population with lower vaccination
efficacy and low rates of natural immunity from prior
infection. These dual supply and demand pressures on
supply chains have had further, downstream effects in

the form of shipping container displacements and labor
shortages that continue to plague global logistics.

DIESSUES Wi PErSIS

Policy interventions alone will have small impact
National governments have begun to recognize both the
economic and political sensitivities to the considerable
inflationary pressures that have emerged. In the U.S,,
President Joe Biden's administration has worked to
address the myriad problems facing supply chains.
Ultimately, there are two issues preventing a more potent
policy intervention in the area:

Bottlenecks are compounding and mutually
reinforcing, meaning there is no single issue
for policy solutions to tackle.

Supply-chain bottlenecks are not confined to
any one country, limiting the impact of any
one country’s policy efforts.

A few recent examples of the administration’s efforts

to address these bottlenecks include the October
announcement to keep the ports of Los Angeles and Long
Beach open around the clock to double throughput and
ensure goods deliveries ahead of the end-of-year shopping
season. Although this move did increase the rate of
container loading and unloading, addressing this problem
created another as container yards at ports became more
congested. This example illustrates the self-reinforcing
nature of the current difficulties. In another attempt to
unblock port traffic, the administration increased dwell fees
to speed up the removal of stranded containers to off-site
warehousing facilities or reloading onto outbound vessels.
This initiative, however, has been delayed and reimagined
repeatedly now pushing any implementation to later in the
first quarter 2022.

These problems have prompted international discussions
about measures to ease supply-chain bottlenecks, including
talks led by the G7, the G20, ASEAN, and the Quadrilateral
Security Dialogue (a grouping that includes the U.S.,

Supply chain strains 3
and strategy



Japan, India, and Australia). Biden hosted a multilateral
supply-chain summit in October 2021. Still, the discussions
have yielded few concrete measures to address the
problem at a macro level outside of the sharing of best
practices on trade facilitation and customs to improve the
regulatory environment on cross-border goods flow. U.S.
domestic and international efforts to invest in new and
improved supply-chain infrastructure may have an impact in
the longerterm.

Risks of continued supply chain disruption to
continue in near-to-medium term

While factors were looking favorable for some easing of
logistics bottlenecks in early 2022, the rise of the Omicron
variant and the threat of impact to both supply and demand
drivers will continue to weigh on supply chains.

On the demand side, one of the reasons supply-chain
problems in the U.S. have been so acute is the annual,
cyclical import demand spike resulting from the holiday
buying season. Typically lasting from the end of summer
through October, significantly lengthened lead times
stretched the 2021 holiday import and shipping season well
into November, prolonging and exacerbating demand amid
an already stretched transpacific supply-chain capacity.
Nonetheless, this season has come to a close, and the rate
of inbound cargo ships arriving off U.S. West Coast ports
has already slowed year-on-year. This slowdown, however,
is in part attributable to new transit measures implemented
for transpacific crossings in which freight shipping is
slowing transit times to arrive at U.S. West Coast ports at
an anticipated time when berths may be available.

In the United States, recent pronouncements from the
Federal Reserve signaling monetary liquidity tightening
coupled with a normalization of average personal savings
rates will also likely put downward pressure on spending
through 2022 potentially softening demand as rates rise.?

Despite the softening of nearterm demand drivers in
the U.S. coupled with policy efforts to address domestic
logistics bottlenecks, the Omicron variant will continue
to be a source of considerable nearto-medium term risk

to supply and demand drivers, particularly in countries
maintaining a zero-Covid policy environment.

This risk is particularly pronounced in China given the
combination of its strict zero-Covid tolerance policies

and its centrality to global supply chains. China’s refusal
to administer foreign mMRNA vaccines domestically with
higher efficacy coupled with lower historical rates of
natural immunity from prior infection has left much of the
population vulnerable to this particularly transmissible
strain of the virus. This dynamic will likely test a zero-
Covid policy, which may not loosen until at least following
China’s 20th Party Congress later this year. Thus far,
isolated manufacturing centers have been impacted at
the provincial level and maritime ports have yet to face
widespread shutdown instead facing some slowdowns
from labor testing protocols and transmodal access.

Omicron's risk to international commercial air travel may
prove another supply-side constraint to logistics in the
near-term. What was previously a bright spot in the supply
chain narrative following the post-Delta variant easing of
commercial air travel limitations, Omicron will once again
pose downside risk to the commercial air travel industry,
which carries approximately 50 percent of all air freight
capacity in the bellies of passenger aircraft.

While uncertainties around the impacts of the Omicron
variant will dominate downside risk to supply chain logistics
in the near term, other challenges remain on the horizon.
Unionized labor agreements at U.S. West Coast ports

will come up for renewal in the early summer months of
2022, and labor historically has used its leverage over port
throughput and processing speeds in contract negotiations.
In 2022, labor at unionized ports will have greater leverage
than usual, with implications for ongoing constraints at U.S.
maritime ports.

Following the process of ports’ union contract renegotiations,
the annual holiday shopping season will begin again,
reimposing demand strains on still-ailing transpacific supply
lines. While it remains to be seen if consumer demand will
remain historically high through 2022 given U.S. monetary
tightening and a normalization of household savings rates,
the return of the annual import season could exacerbate
outstanding supply chain bottlenecks.

2 Greg Ip, "Prepare for an Unsettling Monetary Tightening Cycle,” Wall Street Journal, January 27, 2022.
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F0rCes drving clean supply chains

Climate and environment

Clean supply chains—arrangements for the sourcing,
manufacturing, and transportation of business goods that
seek to mitigate and prevent environmental and social
problems—are increasingly on stakeholders’ radars.

While companies have historically viewed environmental
performance as a legal or reputational requirement,
environmental factors are increasingly seen as underlying
financial risks, driving the trend toward decarbonizing and
creating climate resiliency throughout the supply chain.
Climate-related financial considerations were the first to be
treated this way, but other environmental considerations
are now coming into focus, particularly biodiversity and
water. As demands for a more sustainable supply chain
increase—both from investors and consumers—disclosure
requirements will become more onerous and standardized,
and a premium will be put on the ability to track the
relevant data.

On the environmental side, there are four key trends to
track: Finance, data availability, net zero commitments,
and trade:

Finance. As environmental risks to companies converge
with financial risks, investors have become more focused
on environmental performance. They are looking beyond
companies’ emissions to those produced throughout their
supply chains—so-called Scope 3 emissions. The financial
implications of climate were highlighted in 2015 when the
Financial Stability Board identified climate as a key risk to
the global financial system and launched the Task Force for
Climate-related Financial Disclosures (TCFD).

The trend toward sustainable investing will continue

as institutional investors, asset managers, banks, and
regulators remain focused on limiting exposure to carbon-
intensive companies and investments. At the latest UN
climate conference (COP26), 450 firms from 45 countries
signed onto the Glasgow Financial Alliance for Net Zero,
which commits members to reduce emissions in their
operations and investments.

To address investor demand, companies will increasingly
need to disclose emissions from suppliers to the extent
possible. Moreover, while disclosure has been voluntary
and flexible until now, there is movement toward more
standardized and regulated disclosure of climate impacts.
Just before COP26, the UK announced that large UK
companies will need to comply with mandatory TCFD-
aligned disclosure standards for climate-related risks
beginning in April 2022. Central banks in the UK and

the EU wiill begin performing regular climate stress
testing of the financial system, while the U.S. Securities
and Exchange Commission has also been considering
mandatory disclosure requirements. In addition, the newly
launched International Sustainability Standards Board
(ISSB) is expected to issue in mid-2022 baseline global
standards that can be adopted by countries. The embrace
of mandatory disclosures increases the pressure to
understand and to move toward more sustainable supply
chains, but it will also make it easier for financial institutions
to standardize their climate commitments.

Data availability. Increased data availability will allow
brands to track and evaluate supply chain emissions
more easily. Open-source data collaborations launched
at COP26—including some backed by big tech—seek to
support sustainable operations and investments. Several
platforms use satellite data to identify emissions from
land-use changes and industrial sources.

One area where increased data availability has had a big
impact is on satellite monitoring of deforestation rates in
the Amazon region and relatively low-cost monitoring of
methane emissions from oil and gas facilities. The spread
of satellite and other advanced technologies facilitates the
onerous and costly task of gathering and verifying data
associated with supply chain emissions and enhances the
legitimacy of emissions reporting. The wider uptake of
corporate climate disclosures globally will provide more
impetus for data transparency initiatives and technologies.

Supply chain strains 5
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Net zero commitments. Continued pressure from
investors and consumers will drive additional and more
comprehensive net zero commitments. As of March 2021,
about one fifth of the world's largest companies had
committed to net zero targets. While these targets can

be applied to any geography or part of a company’s
operations and suppliers, about 27 percent included their
supply chains?,

While few rules have been set for net zero claims, there
is a move toward standardization and accountability.

The Science Based Targets initiative recently launched

the Net-Zero Standard, a certification for net-zero targets.
Climate Action 100+ is another corporate framework that
encourages regular reporting from major emitters on their
progress in areas such as carbon emissions, governance
standards, and quality of disclosures. The formalization of
TCFD-aligned disclosures in multiple jurisdictions and the
impending publication of ISSB standards later this year will
add further clarity to reporting expectations and make it
more difficult for companies to claim an inability to report
on sustainability metrics.

Trade. Environment, particularly climate concerns,

will continue to find its way into trade talks. One of

the clearest examples of the new importance of this
issue is the continued hold-up of the EU-Mercosur free
trade agreement. While the agreement was finalized in
principle in 2019, it remains on hold indefinitely as the

EU insists that Brazil strengthen its antideforestation
efforts in the Amazon. Similarly, the U.S!s decision to lift
Section 232 steel and aluminum tariffs on EU producers
was framed primarily in climate terms. In exchange for
allowing more European steel and aluminum into the U.S.
market, the U.S. and EU agreed to promote low-carbon
steel produced in the U.S. and EU and search for ways

to discourage carbon-intensive steel production going
forward, particularly from China. Similar climate concerns,
particularly in carbon-intense sectors such as industrial
goods, will continue taking on a higherprofile role in future
trade talks.

Perhaps the most high-profile and potentially farreaching
trade initiative under consideration is the EU’s Carbon Border
Adjustment Mechanism (CBAM), which would extend the
EU’s climate policies beyond its own borders. By adjusting
the price of imports to align with the price of the goods
produced under the EU’s carbon pricing rules, the CBAM
would have an impact up and down supply chains,
particularly those in the areas the CBAM intends to cover,
including aluminum, cement, fertilizers, iron, and steel.

Beyond climate

While climate has been at the forefront of environmental
financial risk, biodiversity and water will start attracting
more attention also. A joint analysis by the World Economic
Forum and PwC found that $44 trillion of economic

value (over half of global GDP) is dependent on nature,
which creates risk for products and supply chains as the
extinction rates of plants and animals increase. The newly
launched Taskforce on Nature-related Financial Disclosures
has announced a membership that will include major banks
and corporations and will devise disclosure guidelines
similar to those of the TCFD.

Water supply will increasingly become a key factor in
supply-chain security because of concerns about drought
and flooding, as well as energy access for hydro-dependent
electricity grids. Companies that provide climate impact
forecast data, such as Four Twenty Seven (acquired by
Moody’s) and Jupiter Intelligence, are being used by firms
to identify the risks climate change poses for company
operations and their supply chains. As water patterns
change, the geopolitics of this resource will become
increasingly important, adding another layer of complexity
to understanding supply chain resilience.

Human rights

Human rights and labor issues have achieved prominence
recently through multilateral actions such as the
International Labor Organization’s (ILO) Declaration on
Fundamental Principles and Right at Work in 1998 and
the UN Human Rights Council’s endorsement of the UN
Guiding Principles on Business and Human Rights in
2011. Nevertheless, critics argue that the mostly voluntary
approaches to these issues have proven ineffective,
prompting a new push to deal with them. (See Appendix,
“Forces driving human rights in the supply chain:
Regulatory, geopolitical, reputational.”)

3 Richard Black et al., Taking Stock: A global assessment of net zero targets, The Energy & Climate Intelligence Unit

and Oxford Net Zero, March 2021.
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B0Ardro0m Iens on supply chain
ISk and reslience

For the past 18 months, companies have been navigating
unprecedented supply chain stresses and strains with

the ultimate goal of assuring supply—and survival. At the
same time, scarcity and unpredictability of raw materials
and manufacturing inputs have introduced a hoarding
phenomenon, as many companies are overbuying capacity-
constrained items. This behavior has exacerbated the
supply/demand imbalance.

Some companies are not yet addressing the underlying
supply chain structural issues, and the problem is being
pushed down the road. Other companies, however,

are undertaking major projects to address supply chain
vulnerabilities and improve resilience and sustainability.

In the nearterm, a key role for the board will be to help
ensure that significant projects being undertaken by
management to rethink, rework, or restore critical supply
chains are carried out effectively, such as:

Updating supply chain risk and vulnerability
assessments

Diversifying the supplier base

Reexamining supply chain structure
and footprint

Reducing dependency on China and
developing more local and regional
supply chains

Deploying technology to improve supply
chain visibility and risk management

Improving supply chain cybersecurity
to reduce the risk of data breaches and
high-profile ransomware attacks

Developing plans to address future supply
chain disruptions.




Importantly, are the company'’s various supply chain
projects being driven by an overarching vision and strategy?
Who is leading the effort, connecting critical dots, and
providing accountability?

At the same time, boards will need to sharpen their focus
on the company's efforts to manage a broad range of ESG
risks in its supply chain. Such risks—particularly climate
change and other environmental risks, and important “S”
risks such as human rights, forced labor, child labor, worker
health and safety, as well as diversity, equity, and inclusion
(DEI) in the supply chain—pose significant regulatory and
compliance risks as well as critical reputation risks for the
company.

Indeed, the pressure on companies to manage these
risks and adopt sustainability practices is intense and
comes from many sources, including investors, research
and ratings firms, employees, customers, governments,
and regulators globally, as well as the media and local
communities.

Below we have identified a number of considerations
for boards in their oversight of ESG risks in the supply
chain, and management’s efforts to build and maintain
a sustainable supply chain.

+ How robust is management's process to
4, . identify the broad range of ESG risks and
Q +vulnerabilities across the supply chain?
Does management have a clear view of the
end-to-end supply chain, including the various
tiers and subtiers?

How effective is the company's supply chain
risk management framework and processes?
Do we have the right level of coordination
between the company’s compliance, risk,

and cybersecurity professionals and its supply
chain professionals? Are there mitigation plans
in place for potential disruptions?

What supplier development protocols do

@@@ we have in place—e.g., supplier codes of
xix 1 conduct, supplier training, supplier audits,
‘n + third-party verification, supplier benchmarking,

and collaboration?4

How is management monitoring the supply
chain, including mapping, visibility, and
traceability?

What steps is the company taking to reduce
the environmental impacts of its supply

i chain—e.g., carbon offsets, environmental

. technologies, sustainability standards and

i certifications, third-party collaboration?®

How robust are the supply chain-related
disclosures that are included in the company'’s
ESG disclosures and sustainability reports?
How do these disclosures compare to peers?
i Are external stakeholders satisfied with the
level of transparency?

"As supply chain issues continue to draw the scrutiny of
investors, regulators and consumers, and implicate a range
of ESG issues, it will become increasingly important for
boards to familiarize themselves with how their companies
are managing their supply chains across first-tier and lower
tier participants, including overseeing how supply chain
considerations are integrated into operational, strategic and
risk management processes.”® How the board, through its
committee structure, provides effective oversight of supply
chain risk, resilience, and reputational issues should be
front and center for the business—as it is for investors,
customers, regulators, and other stakeholders.

4 "State of Supply Chain Sustainability 2021," the MIT Center for Transportation & Logistics and the Council of

Supply Chain Management Professionals.

® Ibid.

8 David M. Silk, Sebastian V. Niles, and Carmen X. Lu, “The Other 'S" in ESG: Building a Sustainable and Resilient
Supply Chain,” Harvard Law School Forum on Corporate Governance, August 14, 2020.
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Chain: Reguiatory, geopo
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Three primary factors have led to an uptick in due diligence and corporate accountability legislation
related to human rights: U.S.—China tensions, EU regulatory leadership, and COVID-19.

U.S.-China tensions

The U.S.—China relationship is becoming increasingly
competitive, with potential areas for cooperation crowded
out by broader tensions. Amid these stresses, the U.S.
has pushed China to respect human rights in the Xinjiang
Uyghur Autonomous Region (XUAR). These concerns
have led to customs and import restrictions, sanctions
on some products from XUAR, and the announcement
of a diplomatic boycott of the Winter Olympics in Beijing
that prohibits U.S. government officials from attending.
Washington has remained primarily focused on Xinjiang-
related issues rather than those related to Hong Kong,
Tibet, and Taiwan.

Human rights is also an area in which the U.S. and China
are pressing their political and economic partners to
“choose sides.” Consequently, individual countries’ stances
during discussions and votes in UN Human Rights Council
sessions about China's Xinjiang policies largely reflect
geopolitical positioning, and policies toward Xinjiang are
often backed by countries that are already geopolitically
aligned.

EU leadership

After EU sanctions on Chinese officials and an entity over
human rights abuses in Xinjiang prompted aggressive
countersanctions by Beijing and delayed a bilateral
investment deal, pressure has mounted on European
policymakers to maintain a firm stance. Also, given the
EU’s hesitancy to criticize China over its Hong Kong
crackdown, Brussels may use trade issues to indirectly
punish Beijing.

The EU has begun work on a supply chain due diligence
proposal (please see below) as authorities around the world
push companies to uphold higher labor, human rights,
environmental, and climate standards. In the EU, activists
and politicians led by the Greens are demanding stronger
corporate governance. Meanwhile, the bloc is looking to
bolster its arsenal against China’s market-distorting trade
practices. It also wants to cooperate with the U.S. on global
challenges, particularly in areas where transatlantic values
align such as human rights, democracy, the rule of law, and
broader economic and political freedom. Finally, the EU

is eyeing improved supply-chain security as a solution to
pandemic-induced disruptions.

The role of COVID-19

The pandemic continues to highlight the vulnerability of
workers and exacerbate concerns related to forced labor,
child labor, and workplace health and safety standards.
This has especially been the case in sectors such as the
garment industry, which was affected when clothing
brands either canceled existing orders or stopped placing
new ones when lockdowns forced the closure of retail
stores in the West. Now, as demand picks up again, the
same factories are facing health and safety issues because
of a lack of vaccine availability, government lockdown
strategies that force workers to live in the factories, and
the attempts of factory owners to prevent workers from
returning to their villages.

Media coverage of these issues has heightened pressure
on governments, intergovernmental agencies, and
investors and companies sourcing from emerging markets
to accelerate efforts to eliminate worker fees from their
supply chains.

7 Allie Malloy and Kate Sullivan, “White House announces US diplomatic boycott of 2022 Winter Olympics in

Beijing,” CNN, December 6, 2021.
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Appendix

Current actions

Increased awareness of these issues has resulted in several types of action: unilateral action by governments,
domestic legislation, voluntary frameworks, and trade negotiations.

Unilateral action against countries with human
rights issues

U.S.-China

Currently, U.S. policy is targeting forced labor practices in
the XUAR through several mechanisms, including: Withhold
and Release Orders (WROs) against products such as
cotton, tomatoes, and certain polysilicon inputs, prohibition
of the use of authorized funds for the procurement of
good produced with labor from the region, as outlined in
the 2022 National Defense Authorization Act (NDAA), and
the use of sanctions to cover foreign persons deemed
responsible for forced labor human rights abuses, also
outlined in the NDAA. The recently passed Uyghur Forced
Labor Prevention Act (UFLPA) is the latest bipartisan action
that officiates the presumption of guilt that all goods, even
partly, manufacturing in the XUAR are made with forced
labor and subject to WROs upon entry through U.S. ports.
The U.S. is committed to this approach, especially given
that it has bipartisan support in Congress. Consequently,
sanctions and entity list designations are also likely to
expand beyond the issue of forced labor to others such as
intrusive surveillance practices. A key consideration for the
Biden administration is whether these restrictions will hurt
broader strategic goals in areas such as climate and energy.

EU-China

Under the EU Global Human Rights Sanctions Regime
established in December 2020, Brussels has imposed
sanctions for serious violations of human rights abuses.
This year, the EU has applied these restrictions to not only
four individuals and one entity related to Xinjiang, but it has
also targeted individuals implicated in repression in North
Korea, extrajudicial killings and disappearances in Libya,
torture and repression against the LGBTQ community in
Russia, and extrajudicial killings and torture in South Sudan
and Eritrea.

© 2022 KPMG LLP, a Delaware limited liability partne
th KPMG International Limited, a
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Domestic legislation

uU.s.

Uyghur Forced Labor Prevention Act. Restrictions on
products from Xinjiang will intensify under the Uyghur
Forced Labor Prevention Act, which presumes forced labor
is used in all products made in Xinjiang unless importers
prove otherwise.

California Supply Chains Transparency Act (2015).

The act requires that retailers and manufacturers doing
business in California provide consumers with information
regarding their efforts to eradicate slavery and human
trafficking from their supply chains.

EU

Concerns about China's trade practices, coupled with
moves by some EU member states, underpin the European
Commission’s work on new regulations. Concerned over a
patchwork of rules following measures adopted by France
(2017), the Netherlands (2019), and Germany (2021), the
commission has begun work on a proposal of its own.
European Commission President Ursula von der Leyen's
2021 State of the Union address indicates that there

may be additional legislation that places an import ban

on goods produced by prisoners and camp inmates; it
signals a potential shift in responsibility from companies to
governments.

European Conflict Minerals Act. The law took effect
on January 1 and requires importers to follow OECD
guidance. The EU’s law includes different requirements
for companies involved in the upstream and downstream
segments of the supply chain. Upstream companies are
those involved in extraction, processing, and refinement
activities. These include miners, raw material traders,
smelters, and refiners. Downstream companies are
involved in transforming the raw materials into finished
products and include traders, component producers,
contract manufacturers, and retailers.

Supply chain strains 10
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Appendiix

Upstream companies must comply with mandatory rules
on due diligence when they import goods into the EU.
Downstream companies are divided into two categories
with different requirements: those importing metal-stage
products must also meet the mandatory due diligence
rules, while those operating beyond the metal stage do
not have obligations under the regulation. The latter are
expected to use reporting and other tools to make their
due diligence more transparent. Enforcement of this
regulation is left to individual member states, which will

examine documents and audit reports to verify compliance.

A roadmap for the EU

The European Commission’s supply-chain due diligence proposal initially planned for the

first quarter of 2021 has been delayed to the fall. While Brussels closely guards the draft, EU
heavyweights France and Germany's due-diligence laws provide some guidance for an eventual

bloc-wide regulation.
- Lieferkettengesetz

I I Loi de Vigilance

Timeline * Adoption: 2017 * Adoption: 2021
* Implementation: 2019 * Implementation:
* 2023 (large firms)
* 2024 (smaller firms)
Scope * Health & safety, human rights, * Human rights, environment

environment —
* Law covers direct suppliers; indirect

suppliers only affected if contracting
company is aware of violation

+ Law covers directly & indirectly
controlled subsidiaries, subcontractors,
some suppliers

.

Companies registered or headquartered
in Germany that, from 2023, have
3,000+ employees and, from 2024,
1,000+ employees

* Companies headquartered in France
with 5,000+ employees domestically or
10,000+ worldwide

.

Compliance * Vigilance plan must be published in
annual management report; it has to
identify, analyze and map risks, and

include mitigating measures

Annual report must be published online,
analyze risks, and include preventive
and corrective measures; company also
has to adopt a human rights strategy

.

+ Duty of care rests with companies;
parties affected by shortcomings can
demand compliance

Duty of care rests with companies;
parties affected by shortcomings can
demand compliance

Enforcement  + Courts responsible for enforcement + Economic Affairs Ministry and its
+ Liability rule in the French commercial agencies responsible for enforcement
code and compensation of damages * No civil liability rule and no
* No remedial measures compensation for damages
b s . ial i
+ Fines: up to €10 million in case of no Remedial measures possible
damage; up to €30 million in case of * Fines: up to 2% of annual turnover
damage for companies with average annual
revenues of €400 million; maximum fine
of €800,000 for smaller firms
Canada

U.S.-Mexico-Canada-Trade Agreement (USMICA).
Canada has introduced new measures focused on
addressing the risk that goods entering the Canadian
supply chain are produced with forced labor. As part of the
USMCA, the Customs Tariff was amended in 2020 that
prohibits the import of goods from any country “produced
wholly or in part by forced labor.” In support of the

KkPMG
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Customs Tariff, the Customs Act enforces those goods that
are in violation of the Customs Tariff face significant fines,
reporting requirements and prohibitions.

New Modern Slavery Act. Still in the Canadian senate,
this bill requires public reporting on measures taken to
prevent and reduce the risk that forced or child labor is
used in the production of goods imported by Canada.

Xinjiang measures. Canadian companies sourcing directly
or indirectly from Xinjiang or related entities are required to
sign a declaration with the Trade Commissioner Service on
the risks of doing business in Xinjiang.

UK

The UK also announced new measures this year to ensure
that UK companies are not complicit in alleged human
rights violations in Xinjiang. These included a strengthening
of the UK Modern Slavery Act 2015, which requires that
businesses making more than £36 million publish modern
slavery statements and plans. More legislation is expected
that would punish firms for noncompliance and require
additional transparency.

Mexico

Under the USMCA, Mexico (like Canada) is subject to the
ILO’s Declaration on Fundamental Principles and Rights

at Work. This requires that members adopt measures
prohibiting imports of goods made with forced labor.
Offenders are subject to the suspension of tariff benefits or
targeted import blocking.

Brazil

In accordance with ILO conventions, some countries have
adopted various National Action Plans related to labor
rights. So far most of the policies have focused on child
labor, and other policies have not been fully enforced. In
Brazil, the Lista Suja (“dirty list”) names companies and
individuals found by labor inspectors to have engaged in
slave labor. The list can be used to bar access to state
loans, to assess credit risk, and to screen suppliers.

Voluntary frameworks

There is growing pressure for corporates to bridge the
gap between regulatory requirements and consumer
demands for corporate action on issues related to forced
and child labor in supply chains, equitable sourcing, and
transparency. In some cases, companies are taking it
upon themselves to adopt new standards. In other cases,

Supply chain strains 11
and strategy



Appendiix

companies are banding together under different alliances
and initiatives to help drive more responsible behavior
among their competitors. A key example is the Global
Battery Alliance.

Global Battery Alliance (GBA)

The alliance was founded in 2017 as a public-private
partnership to create a socially and environmentally
responsible battery value chain. Members have adopted
ten principles that include safeguarding human rights and
economic development consistent with the UN Sustainable
Development Goals. The GBA is developing a “Battery
Passport” it expects to launch by the end of this year with
information on the environmental, social, governance,

and lifecycle requirements of a sustainable battery. This
initiative will help validate and track progress toward
sustainable, responsible, and resource-efficient batteries.

Trade negotiations

Bilateral and multilateral agreements struck by the U.S.
and Europe include clauses to enforce labor laws and
protect the rights of workers, make investments in legal
and regulatory frameworks, and align age requirements to
prevent child labor. More ambitious agreements require
compliance with a list of core ILO labor conventions.

New trade policy agendas include commitments to the
“comprehensive enforcement of labor and environmental
standards of existing trade agreements.” Specifically, the
USMCA maintains significant labor provisions incorporated
into the main text of the agreement and subject to
enforcement under the dispute settlement mechanism.
Similar labor provisions will be included in new trade
agreements and updates to older ones.

Future trends

There is a strong likelihood that U.S. and EU policymakers
will face pressure to apply similar government-to-
government mechanisms to other products allegedly
linked to forced labor. One that is attracting increased
attention is cobalt. World demand for the mineral is
expected to increase fourfold by 2030 given its use in
EV manufacturing, while 70 percent of the world’s cobalt
production is concentrated in the Democratic Republic of
the Congo. Human rights risks in the country’s artisanal
mines are especially high because of violent ethnic
conflicts, Ebola outbreaks, and high levels of corruption.
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Similarly, authorities are being urged to make mica and
cobalt subject to conflict minerals legislation in the future
given their association with labor exploitation and more
specifically child labor.

Pressures will mount

Consumers and employees will put new demands on
multinational companies and the governments that regulate
them. The political and sporting calendar this year means
activists have ready-made flashpoints to highlight divisive
issues: the Beijing Winter Olympics (forced labor, human
rights), the FIFA World Cup in Qatar (ditto), and the midterm
elections in the U.S. Policymakers will often advance
regulation that encourages relocation of supply chains
away from markets associated with human rights abuses
using tools such as restrictions targeted at entities and
individuals in violation. At the same time, policymakers will
come under increasing pressure to ensure that the labor
component of trade deals meets higher new standards.

Supply chain diversification trends will continue
Companies have explored opportunities or implemented
strategies to diversify supply chains since prior to both
COQVID-related disruptions and the enforcement of

Trump administration’s tariff regime. Much of this early
diversification was driven by economic considerations,
primarily the squeezing of margins as Chinese labor rates
rose from the maturing of the economy. This trend is most
clearly seen with the migration of manufacturing, especially
apparel and footwear, from China to Southeast Asia.

COVID-related risk and policies driving Sino-U.S. decoupling
have only exacerbated the costs of single source supply
chain dependence, whether at the manufacturing or
raw materials sourcing level. With COVID-related supply
chain disruptions specifically, geographic concentration
of manufacturing or sourcing fell victim to pandemic
containment policies forcing shutdowns with outsized
impact to those companies without redundant sourcing
or production options. Despite the eventual transition
from pandemic to endemic and the corresponding risk
reduction from strict containment policies, companies
will increasingly look to diversify or regionalize supply
chains to mitigate risk from policy, transmodal logistics,
and demand fluctuations.
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