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Executive summary

There is no IPCC pathway to 1.5°C without immediate action taken to halt deforestation.' Tropical regions
are of highest priority for halting and reversing deforestation and conversion of native habitats due to
their vital role in climate regulation, food security, and as hosts of vast biodiversity. Yet, in 2021 alone, the
tropics lost 3.75 million hectares of primary forest, which is equivalent to roughly the same annual fossil
fuel emissions of India.?

The world is currently on track for a rise of at least 2.5°C, and climate change impacts are no longer
a future threat - they are happening now. With every increment of warming, food production systems

will become more susceptible to climate-related extremes, with implications for global food security,
nutrition, and livelihoods.? Continued deforestation and land conversion escalates worst-case scenarios
and risks threatening not only the stability of commodity supply chains, but also connected livelihoods
and communities that are on the frontlines of food production and climate risks.
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90% of tropical deforestation is caused by agricultural expansion including commodity-driven
deforestation and shifting agriculture.* Most of this clearing is to produce seven main commodities:
palm oil, soy, cattle, wood fibre, cocoq, coffee, and rubber.® Deforestation-related carbon emissions are
embodied in the international trade of agricultural commodities destined for major international markets,
including the Group of 7 (G7) nations.

New analysis from Food and Land Use Coalition (FOLU) estimates that between 2005 and 2017, G7
members (including the EU) were responsible for 30% of tropical deforestation linked to imports of
agricultural commodities. This contributed over 2.7 billion tCO,. Within the G7's footprint, imports of beef
and palm oil accounted for the largest share of associated deforestation between 2005 and 2017. EU
member states and the United Kingdom have showed a downward trend of imported commodities linked
to tropical deforestation. Meanwhile, the US and Japan have continued to increase imports of tropical
deforestation-linked agricultural commodities. Canada's exposure has remained consistently low over the
same period.

There is no shortage of commitments from business and governments to end commodity driven
deforestation. While voluntary and non-binding approaches have provided important frameworks,
they have not reached the scale needed to effect systematic change at a global level. There is growing
momentum for national action to produce binding, legislative measures on environmental and social
aspects in supply chains. Several G7 members are developing legislative proposals on environmental
aspects of supply chains, including deforestation, that specifically refer to due diligence requirements. At
the time of writing, the EU and UK are leading with regulatory measures introduced, the US is at an earlier
stage of proposal development, while Canada and Japan do not have published plans to regulate. Annex
1 offers a comparative table outlining the respective legislative plans from the EU, UK and US.

Demand-side regulation is one measure that G7 members can employ to help support their shared
commitment for a world free of deforestation by 2030. There is a need for legislative coverage across
all G7 members to avoid market leakage, with alignment required on key criteria including commodity
coverage, approach, cut-off dates and timeframes. The G7 must engage other emerging consumer markets
on these measures to avoid further leakage. For demand-side measures to be truly effective, G7 members
must pair regulations with support and measures that help to improve enabling environments on the
ground in tropical forest countries. This includes forming genuine partnerships with producer countries
that in particular recognize the importance of smallholders who are estimated to produce a third of our
food globally.

This report examines the G7's responsibility for tropical deforestation related to internationally traded
agricultural commodities, what measures are being proposed to address this and specific actions G7
members should consider. Section 2 presents the G7's deforestation footprint and the key commodities
driving this, as well as observed trends. Drawing on expert interviews and literature, Section 3 examines the
measures proposed or adopted by G7 members, with a particular focus on emerging legislative proposals
that seek to prohibit commodities that have been produced unsustainably or illegally. With different
legislative proposals emerging across major consumer markets, Section 4 discusses what different
approaches could mean for various stakeholders, including businesses and producers. The fifth section
lays out a series of recommendations for G7 members to take forward.
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At COP26 in Glasgow, leaders from 141 countries stood together, committing to ‘halt and reverse forest
loss and land degradation by 2030'.¢ Governments are recognizing the important role that forests play
in global food security and climate change mitigation. Forests store carbon above and below ground,
regulate weather patterns, secure soil and water supplies, and host a vast variety of biodiverse plants
and animals.” In tropical regions, forests are home to 50% of global biodiversity and provide the highest
carbon sequestration rate per hectare.®® Yet, evidence shows the world is falling short in protecting these
vital assets. In 2021 alone, the tropics lost 3.75 million hectares of primary forest’, which is equivalent to
the loss of 10 football pitches per minute.”® There is no IPCC pathway to 1.5°C without immediate action
taken to halt deforestation.”

Without aserious course correction, continued deforestation and subsequent worsening of climate change
will make catastrophes, such as crop failures in several of the world's main food producing regions or
pandemics, increasingly more likely."? Exhibit 1illustrates the trend of consolidating food production of key
food staples to just a few regions, which ultimately leaves food production more vulnerable to disruption.
The Russian war of aggression against Ukraine gives a tragic insight into what happens when a major
breadbasket region is no longer able to produce. Implications include record-breaking food prices, supply
chain disruptions, export bans and tense trade relations. Even prior to the conflict, droughts were recorded
on all inhabited continents in 2021 - leading to a spike in food prices that was further exacerbated by the
conflict.* With every increment of warming, food production systems will become more susceptible to
climate-related extremes, with global food security, nutrition, and livelihoods impacted. These impacts
will be especially felt across sub-Saharan Africa, Asia, Small Island States, Central and South America,
as well as by small-scale food producers across the world."

Exhibit 1: Production of the world’'s major food staples (corn, rice, soy,
wheat) is highly concentrated in a few major ‘breadbasket’ regions.
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Source: McKinsey (2020)

" Primary forests are natural forests that possess many or most of the characteristics of a forest native to the given site, including species
composition, structure, and ecological function. Primary forests have not been subject to major human impacts in recent history.
Source: Accountability Framework definitions, available from: https:/accountability-framework.org/the-framework/contents/definitions/

Assessing the G7's international deforestation footprint and measures to tackle it 7
2022



To date, voluntary and non-binding commitments to halt agriculture-driven deforestation have not
yet delivered the systemic changes needed. While the private sector clearly has an important role in
implementing measures to ensure sustainability in supply chains, regulatory measures are critical to
levelling the playing field and sending a clear market signal. Proposals for demand-side restrictions on
high deforestation commodities are gaining increasing prominence as one part of the policy mix for
ending deforestation. Addressing deforestation and forest loss in supply chains feature on the agenda of
several intergovernmental fora in 2022. This includes the Group of Seven (G7) Environment Ministerial -
Canada, France, Germany, Japan, Italy, United Kingdom and the United States.

G7 members play a unique leadership role in the international system with the potential to send a strong
demand signal and set the direction of travel for other emerging consumer markets. A significant volume
of deforestation-linked commodities are destined for high-income markets, including G7 members. In
response, several G7 members have proposed new legislative schemes that seek to address the entry of
deforestation-linked products into markets and oblige or encourage companies to examine their supply
chains for environmental harm. G7 leaders met in June 2022 and affirmed their commitment to halt
and reverse land degradation and forest loss by 2030, to share best practices and to foster dialogue
with stakeholders to reach solutions along whole supply chains.’® G7 Climate, Energy and Environment
ministers further agreed to develop regulatory frameworks or policies where appropriate and review
collective progress by the end of 2023."

In light of the G7's latest round of commitments, this report examines the G7's responsibility for tropical
deforestation related to internationally traded agricultural commodities and some of the demand-side
measures being implemented or proposed to address this. It also makes specific recommendations
to the G7 to consider in developing new policy measures. Section 2 presents the G7's deforestation
footprint and the key commodities driving this, as well as observed trends. Drawing on expert interviews
and literature, Section 3 examines the measures proposed or adopted by G7 members, with a particular
focus on emerging legislative proposals that seek to prohibit commodities that have been produced
unsustainably or illegally. With different legislative proposals emerging across major consumer markets,
Section 4 discusses what different approaches could mean for various stakeholders, including businesses
and producers. The fifth and final section lays out a series of recommendations for G7 members to take
forward domestically and collectively on the topic of addressing deforestation in supply chains.
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2. The G7's international
deforestation footprint ~ ~

Using satellite data to assess global forest loss, Global Forest Watch shows that the majority of permanent
tree cover loss occurs in the tropics™® - of which nearly 90% is due to agricultural expansion including
commodity-driven deforestation and shifting agriculture.i’® See Exhibit 2. Much of this clearing is for
the production of seven main commodities: palm oil, soy, cattle, wood fibre, cocoq, coffee, and rubber.?°

Agricultural commodities are then traded internationally, which distributes the responsibility of
deforestation globally. An estimated 29-39% of deforestation-related carbon emissions are embodied
in international trade destined for markets, particularly in Europe and China.”
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Exhibit 2: The majority of permanent tree cover loss occurs in the
tropics — of which 89% occurred due to agricultural expansion.
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Pendrill et al. (2020) estimate that roughly 17 million hectares of tropical forests were depleted to produce
agricultural commodities that were later traded internationally between 2005 and 2017.2 This is equivalent
to nearly all the available arable land in France, estimated at 18 million hectares. Pendrill et al. draw from
the latest data available on tropical deforestation embodied in the production, exports, imports and
consumption of agricultural and forestry commodities by country, year and commodity.i

it Pendrill et al (2020) use a land-balance model to attribute deforestation across 135 countries in the tropics to expansion of
cropland, pastures and forest plantation and the commodities produced on this land and tracing these commodities to consumption
using a physical trade model. The bilateral trade data was drawn from FAOSTAT. The dataset includes over 400 primary and
processed agricultural and forestry products, as well as production data for 130 crop commodities, seven primary livestock products
and industrial roundwood. Forest loss (or deforestation) is defined as the complete loss of both natural forests and the harvesting of
planted forests observed at the pixel scale.
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As major consumer markets for agricultural products linked to tropical deforestation, the G7 plays a
critical role in tackling this issue. Between 2005 and 2017, FOLU estimates that G7 members (including
the EU) were responsible for 30% of tropical deforestation linked to imports of agricultural commodities,
contributing over 2.7 billion tCO,. This is equivalent to the annual emissions of India? and roughly the
same land area of Costa Rica (51,214 km?).2*

Exhibit 3: G7 and EU global share of international imports of
agricultural commodities linked to tropical deforestation between
2005 and 2017.

Driven by consumption

17M ha** N e
~ 7M ha 5M ha B of 7 major commodities
Beef and
buffalo meat

1,733,000 Remaining EU(24) 10%
Remaining
Global: 70% @ Soybeans /?jf Palm Oil

882,000 United States 5%

Japan 4% Wood
00 >
&) Cocoa beans
EU*+G7 567,000 Germany 3% éZ}K products
390,000 United Kingdom 2% ) Coffee ‘ Rubber
-
2005-2017 77,000 Canada <1%

*EU27
**Total global hectares of tropical forest loss linked to production of agricultural commodities from 2005-2017.
Sources: Pendrill (2020). Analysis by the Food and Land Use Coalition

The EU has been included in this assessment as the European Commission is a ‘non-enumerated’ member
of the G7. The combined G7 and EU picture gives an illustration of the impact major consumer markets
have on driving agricultural production and pressuring forests and other ecosystems through trade.

A maijor driver of deforestation globally is agricultural expansion and subsequent trade and consumption of
the seven major commodities linked to deforestation: palm oil, soy, cattle, coffee, cocoq, rubber, and wood
products, driven by key consumer markets.?> Within the G7 footprint, imports of beef and palm oil accounted
for the largest share of associated deforestation between 2005 and 2017. However, as Exhibit 4 illustrates,
each G7 member footprint is constituted of different deforestation-linked commodities. This is due in large
part to differences in domestic production capabilities, cultural food preferences, and trade relations.
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Exhibit 4: Deforestation footprint associated with commodities by
country between 2005 and 2017.
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As illustrated in Exhibit 5, between 2005 and 2017, EU member states and the United Kingdom have
showed a downward trend of imported commodities linked to tropical deforestation. Meanwhile, the US
has continued to increase its imports of tropical deforestation-linked agricultural commodities. Notably, in
2017 the US banned beef imports from Brazil due to concerns over product safety, but in 2020 reversed this
measure.?® This fluctuation is not reflected in this data set, which ends in 2017, but should be considered by
future studies. Japan also has a rising trend of deforestation linked imported commodities as one of the
largest net-importers of food due to dietary preferences, population size, and geographical constraints.?’
Canada's deforestation-linked imports has remained consistently low over the 2005-2017 period as more
than 60% of its agricultural products imported are from the US and Mexico, facilitated by the USMCA
Free Trade Agreement.?®

Exhibit 5: G7 country deforestation footprint related to international
trade of agricultural commodities, trends between 2005 and 2017.
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13 Assessing the G7's international deforestation footprint and measures to tackle it
2022



Key takeaways

Between 2005 and 2017, G7 members (including the EU) were responsible for 30% of tropical
deforestation linked to imports of agricultural commodities. This contributed over 2.7 billion tCO2 -
equivalent to the annual emissions of India.

Within the G7's footprint, imports of beef and palm oil accounted for the largest share of associated
deforestation between 2005 and 2017. EU member states and the United Kingdom have showed a
downward trend of imported commodities linked to tropical deforestation. Meanwhile, the US and
Japan have continued to increase imports of tropical deforestation-linked agricultural commodities.
Canada's exposure has remained consistently low over the same period.
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3 How are G7 members
tackllng th@;r mternatlonal

There is no shortage of commitments to end deforestation, with the most recent Glasgow Leaders’
Declaration on Forest and Land Use signed at COP26, urging governments to 'halt and reverse forest
loss and land degradation by 2030 while delivering sustainable development and promoting an inclusive
rural transformation’.?® This section of the report examines the voluntary commitments and regulatory
developments G7 members are involved in to help address their international deforestation footprints.
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Tropical deforestation rates continue to climb, demonstrating that the existing voluntary measures
have not been sufficient to deliver results at the pace needed to achieve progress in line with the Paris
Agreement's 1.5°C goal. With new legislative proposals emerging across some G7 members, this section
discusses what new demand-side approaches could mean for issues such as leakage — where a policy
designed to protect forests leads to deforestation in another area.

3.1 Voluntary commitments

All G7 countries have committed to a range of voluntary and legally non-binding political targets
since 2014, yet the rate of primary tropical forest loss during this period has been stubbornly high and
consistent.?® Table 1 summarises the major high-level commitments, their membership, goals and
progress to date.

Table 1: Summary of international commitments targeting
deforestation.

Name of \ . o /
Commitment Year ™, Signatories @ Godl ; ; Progress
New York 2014 ' 40 Governments - ' Halve the loss of natural ' NYDF goals mostly unmet to
Decl ti . including all G7 . forests by 2020 and . date, with Goal 2 (to eliminate
eclaration © Members i striving to end it by 2030. i  deforestation from the production
on Forests i of agricultural commodities by
: : i 2020) not met.
Amsterdam 2015 ' 9 Governments - ' The overall goal of these ' In January 2021, ADP released an
Decl = including France, Germany, Declarations is to lend Ambition Statement for 2025. It
eclarations . ltaly and the UK ! public sector support tothe | renewed partners' commitment to
Partnership i implementation of existing ! promote sustainability in
i private and public sector i agriculture by eliminating
i commitments to achieve i deforestation in relation to
| i fully sustainable and . agricultural commodities, and by
: . deforestation-free : working in partnership with
: i agro-commodity supply i consumer and producer countries
i chains in Europe by 2020. i and all other supply chain actors.
: : : ADP welcomed two new
. . . members: Belgium and Spain.
Sustainable 2016 196 Governments - Goal 15: Protect, restore and Target 15.2 (by 2020 promote the
1 including all G7 members i promote sustainable use of | implementation of sustainable
DeveloPment . . terrestrial ecosystems, : management of all types of
Goals sustainably manage forests, i forests, halt deforestation, restore
. combat desertification, and i  degraded forests and
: i halt and reverse land i substantially increase
i degradation and halt i afforestation and reforestation
! . biodiversity loss. . globally) missed.
qusgow Leaders’ 2021 141 Governments - Halt and reverse forest loss Discussions on commitments and
Declaration on : including all G7 Members : and land degradation by : implementation continued in
i » 2030. v 2022,
Forests and Land ' ' '
Use : : :
Forest Agriculture 2021 : 28 Governments - : Promote sustainable : A Roadmap of Action was
are . including all G7 Members development and trade . endorsed by 28 members at
and Commodities : Loof agricultural | COP26. Dialogue continues
Trade (FACT) i commodities while i around the four key themes of the
Dialogue : : proteFting and managing : Roadmap: trade and r'.n'orket
: i sustainably forests and i development; traceability and
H . other critical ecosystems. . transparency; smallholder
. . ! support; and research,
: : i development and innovation.
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The New York Declaration on Forests (NYDF) launched in 2014, was the first major voluntary and non-legally
binding international declaration calling for action to halt global forest loss. All G7 members endorsed the
Declaration. The majority of the NYDF goals have not been met, with Goal 2, which aimed to eliminate
deforestation from agricultural commodities, missing its 2020 deadline. Whilst there are signs of progress,
the rate of deforestation from commercial agriculture has declined since its 2016 peak, in 2020 rates were
similar to the decade preceding the adoption of the NYDF.3 NYDF Assessment Partners find there is still
a long way to go to achieving the NYDF's overarching goal of ending natural forest loss and restoring 30
million hectares of degraded landscapes by 2030. On commodity-driven deforestation, commitments lag
across all commodities and geographies, there is limited uptake of certification schemes, and financial
institutions exposed to deforestation risk lack comprehensive policies.*?

The Amsterdam Declarations Partnership (ADP) was launched in 2015 to cooperate with the private sector
and producer countries to promote sustainability and deforestation in commodity supply chains. ADP
aims to build on the NYDF and has a specific focus on cocoa, palm oil and soy and a smaller membership
focusing on nine governments (accounting for 80% of Europe's forest-risk commodity consumption)
including France, Italy, Germany and the UK. The partnership has influenced national demand-side
policies, bolstering political interest in tackling deforestation in consumer markets and is helping to
strengthen alignment with other initiatives.>®* However, in its 2020 status report, the ADP acknowledged
that these are 'relatively small steps on the path to reducing commodity-driven deforestation* and that
private sector commitments regarding fully deforestation-free supply chains by 2020 have not been met.®

Developed and launched around the same time as NYDF and ADP, the Sustainable Development Goals
include Goal 15.2 which targets the year 2020 to ‘promote the implementation of sustainable management
of all types of forests, halt deforestation, restore degraded forests and substantially increase afforestation
and reforestation globally’. The FAQ's 2020 impact assessment shows that while there has been significant
progress towards sustainable forest management, forest loss remained consistently high.%®

Due to the slow pace of progress, a NYDF refresh process was launched in 2021¥ with the Glasgow Leaders'
Declaration on Forests and Land Use (GLD) announced at COP26. The GLD is another non-binding high-
level political commitment featuring all G7 members, however comprising a larger membership of 141
governments and a later deadline of 2030. The Forest, Agriculture and Commodity Trade (FACT) Dialogue
was also launched at COP26 and includes a roadmap endorsed by 28 countries, including all G7 members,
who committed to working together to protect the world's forests while also promoting sustainable
trade.®® While it is too early to reflect on the progress of these latest commitments, it is clear from previous
initiatives that voluntary and non-binding approaches have their limitations.

Regulatory measures and existing voluntary commitments can be complementary and self-reinforcing.
Success in achieving the goals of political commitments is linked to progress amongst supply chain
actors. Ambitious voluntary approaches set by companies can serve as proof points to demonstrate that
legislation is operational. Regulatory measures can then help to standardize competitive spaces where
sustainability efforts may otherwise be undercut by late movers. For example, sectoral platforms like
the Soft Commodities Forum bring together major agribusiness players to advance collective action on
conversion-free soy supply chains.®® The idea of harmonizing a select group of large players could then be
supported and enhanced with regulatory measures to level the playing field across all firms in the sector.

Despite progress amongst the private sector, a recent assessment of the most influential companies and
financial institutions linked to deforestation in their supply chains and investments found that 72% still
do not have a deforestation commitment for all of the forest-risk commodities in their supply chains and
one third of companies have no deforestation commitments at all.*° Some of the reasons for this have
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been business concern about the cost and complexity of implementing deforestation-free commitments,
lack of incentives, lack of tools to ensure full traceability of commodities, as well as a concern about
competitiveness in the absence of an international standard or regulation - all of which could be supported
with public-private partnerships on data transparency, traceability systems, and standardization.

A range of tools and guidelines exist or are being developed to support corporate action on deforestation
and improve corporate governance. For instance, the Organization for Economic Cooperation and
Development (OECD) has produced Due Diligence Guidance for Responsible Business Conduct and OECD-
FAO are developing a Handbook on Deforestation, Forest Degradation and Due Diligence in Agricultural Supply
Chains, which promote a common understanding of what responsible businesses look like and outlines
how companies can implement due diligence.**? Similarly, in 2022 the Science Based Targets initiative
(SBTi) will publish methodologies for forest, land and agriculture (FLAG) sectors to align with a 1.5°C
pathway, requiring companies to halt deforestation across their operations and supply chains. With
over 3000 companies working with the SBTi, this could help to accelerate corporate voluntary action on
deforestation. Similarly, advancements in Geographical Information Systems and traceability technologies
are supporting greater adoption of deforestation risk assessments and traceability systems.*

Key takeaways

+  While voluntary and non-binding approaches have provided important frameworks and proof
points, they have not reached the scale needed to effect systematic change at a global level.*
Complementing existing voluntary efforts with regulatory measures and reporting can help to
level the playing field, spur companies into taking the actions needed and drive change at the
scale and pace required.

+ G7 countries share membership of a range of voluntary and legally non-binding political
commitments, but many of the targets have been missed while the rate of primary tropical forest
loss has remained consistently high over the past decade.

+  The introduction of regulatory measures alongside existing voluntary commitments can be
complementary and self-reinforcing: regulation helps to level the playing field and spur business
into action to reach goals. Voluntary initiatives that bring together key supply chain actors to
harmonize standards and disclose performance can help to support policy objectives.
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3.2 Demand-side regulatory measures

Driven by the limitations of voluntary measures, there is growing momentum for national and international
action to produce binding, legislative measures on environmental and social aspects of supply chains. There
is a growing trend for legislation on environmental related aspects that specifically refer to due diligence.*®

Due diligence - originally a legal concept applied to individuals where reasonable steps are taken by
a person to avoid committing an offence - is increasingly being applied to businesses, particularly
with regards to the impact or potential impact of companies’ operations and supply chains on the
environment, human rights and labour rights.*¢ There is increased interest in due diligence approaches
specifically in light of new EU and UK legislation that will require companies to conduct due diligence on
supply chains to reduce their impact on deforestation and forest degradation. Regulations to establish
due diligence systems have taken two forms, which are often conflated:

1. General corporate obligation of due diligence, which applies to an enterprise's entire operations
and supply chains usually relating to human rights and environmental criteria (which could include
deforestation), but is not specific to a sector or product, and importantly, not a requirement for placing
products on the market.

2. 'Market-related obligation of due diligence’, where due diligence is required to be undertaken before certain
products can be placed on the market, imported or exported, and is often combined with a prohibition.%

Both types of due diligence increase awareness of the actions companies are taking to tackle environmental
issues such as deforestation in their supply chains. In the first category of general due diligence obligations,
France and Germany have existing legislation, and the EU is also proposing legislation that covers a
range of social and environmental criteria. This concept of due diligence derives from the UN Guiding
Principles on Business and Human Rights which clarified the basic obligations and responsibilities of
states and companies regarding human rights.*® Business enterprises should carry out 'human rights due
diligence' to ‘identify, prevent, mitigate and account for actual or potential adverse human rights impacts
a company may be involved in through its own activities or business relationships'. Brack and Ozinga
(2020) classify this approach as a ‘continuous process of improvement’, where due diligence is a dynamic,
ongoing process where companies are not expected to be able to solve all problems immediately.*®

The 2017 French Corporate Duty of Vigilance Law requires companies within its scope to prepare a
'vigilance plan’ that contains measures to identify risks and prevent severe impacts on human rights
and fundamental freedoms on the health and safety of people and the environment.>® The subsequent
2021 Climate and Resilience law, further clarifies that large companies must include vigilance measures
to identify and mitigate risks of deforestation associated with imported goods and services."52
Similarly, Germany's 2020 Supply Chain Due Diligence Law obliges companies to fulfil due diligence
obligations in their supply chains with regard to human rights and environmental protection by 2023.53
The EU's proposed Directive on Corporate Sustainability Due Diligence would place an obligation
of due diligence on large companies registered or operating in the EU with regard to human rights
abuses (deforestation is explicitly included as a human rights abuse), as well as environmental harms
in their operations, subsidiaries and entities with which the company has an ‘established business
relationship’.>* These three pieces of legislation include due diligence requirements that apply to all
companies and do not relate specifically to deforestation.

Examples of market-related obligations of due diligence introduced by G7 members include a range of
timber-related legislation (notably the EU Timber Regulation). More recently, the UK and EU have moved
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forward with regulatory proposals to cover a wider range of commodities. Schedule 17 of the UK's 2021
Environment Act includes provisions prohibiting large businesses operating in the UK from using regulated
'forest risk' commodities that were produced on land illegally occupied or used.>® The European Commission
has proposed regulation that means relevant commodities may be placed or made available on the EU market,
or exported from the EU, only if: 1) they are deforestation- and forest degradation-free; 2) they have been
produced in accordance with the relevant legislation of the country of production; and 3) they are covered
by a due diligence statement.*® The UK and EU will refine and clarify their regulations over the coming year.

The US is at an earlier stage of developing regulatory measures at the Federal level. The US Fostering
Overseas Rule of Law and Environmentally Sound Trade (FOREST) Act proposal adopts a commodity-
based approach and focuses on prohibiting products on the US market that originate from land that
is subject to illegal deforestation.’” The passage of the US bill is more uncertain, particularly without
bipartisan sponsorship and timing challenges related to the upcoming mid-term elections. US Federal
engagement on this topic received a boost from President Biden's recent forest-focused Executive
Order, which amongst other domestic action areas calls for a cross-departmental assessment of
‘foreign assistance, trade tools, finance, and international partnerships [that can be utilized] to combat
deforestation and support sustainable forest management around the world'.%® The table at Annex 1
highlights some of the key features of proposed EU, UK and US regulations - while there are some
similarities between proposed regulations, there are important differences.

Japan and Canada do not have published plans to introduce regulatory measures on international
commodity-driven deforestation. In the case of Japan, there is existing legislation relating to timber.
Japan's 2017 Act on the promotion of use and distribution of legally harvested wood and wood products
(the 'Clean Wood Act’), considers legal timber as wood from trees harvested in compliance with the
laws of Japan or the country of origin.*® This law states that business entities 'must endeavour’ to use
legally harvested wood and wood products, and there is no prohibition for trading in illegal timber
or penalties for not registering as a legal timber supplier.®® This Act could provide lessons learned for
future development of regulatory approaches; however, the Government of Japan has no published
plans to introduce regulation that covers a wider range of commodities.

In the case of Canada, existing regulation covers illegally sourced forest products through the Wild
Animal and Plant Protection and Regulation of International and Interprovincial Trade Act (WAPPRIITA).
The WAPPRIITA prohibits the importation into Canada of species whose capture, possession, and
export are prohibited or regulated by laws in their country of origin.®” An expert interviewee suggested
that Canadian consumers are increasingly interested in learning more about the sustainability of
the products they consume and the Government is committed to supporting industry-led efforts to
develop sustainability assurance systems, standards and tools, through engagement, financial support
and the provision of data, metrics and scientific expertise. Canada has no published plans to introduce
regulation that covers imports of deforestation-linked agricultural commodities.®?

Recent regulatory developments emphasise ‘products’ - specific commodities and supply chain
activities — but there is increased international focus on the financial institutions investing in those
companies associated with forest-risk commodities. COP26 saw 30 financial institutions, managing over
USD 8.7 trillion of global assets, committed to act on commodity-driven deforestation®® and leaders
committing to ‘facilitate the alignment of financial flows with international goals to reverse forest loss
and degradation’.®* However, the sector has work to do. According to Forest 500's 2021 Report, two
thirds (93) of the 150 financial institutions providing USD 2.6 trillion in finance to the companies with
the highest exposure to deforestation risk did not have deforestation policies.®®* Only 40% of those with
a deforestation policy report on progress towards implementation.%®
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The EU is addressing the financing issue through its corporate sustainability due diligence directive
which will require companies (including financial institutions) to integrate due diligence into policies
and identify, prevent and mitigate actual or potential human rights and environmental impacts.’
In the UK, mandatory climate disclosure from April 2022 means that companies are required to
disclose climate-related financial information, ensuring they consider the risks and opportunities they
face as a result of climate change in line with Taskforce on Climate-related Financial Disclosures
(TCFD) recommendations.®® The US Securities and Exchange Commission is proposing rule changes
that would require disclosure similar to TCFD recommendations.®® However, there are concerns that
disclosure approaches are insufficient to tackle the unique challenges of deforestation.’”® The Global
Resource Initiative concludes that the TCFD approach focuses on measurable emissions and risks;
however, emissions from forest loss or land use change are embedded in scope 3 emissions and TCFD
does not require companies or financial institutions to address these emissions within their supply
chain.” Furthermore, disclosure frameworks are not designed to provide an accountability framework
for illegal activities that have driven a significant amount of deforestation.”? As major financial hubs,
G7 members have the potential to play a significant role in promoting deforestation-free finance.

Key takeaways

+  There is growing momentum for national and international action to produce binding, legislative
measures on environmental and social aspects of supply chains including deforestation, with a
growing trend for due diligence approaches.

+ Regulations to establish due diligence systems have taken two forms: a ‘general corporate obligation
of due diligence’ and a 'market-related obligation of due diligence’. There are examples of both
forms currently in place and coming into force across G7 members. The EU and UK are leading with
regulations and there is an interesting proposal in the US at the Federal level, while Canada and
Japan do not have published plans to regulate.

« The EU, UK and US have adopted or proposed measures that would prohibit products that do
not meet certain criteria from entering their markets. While there are some similarities, there are
important differences including in approach, commodity coverage, prohibitions and timeframes for
implementation (Annex 1 provides more details).

+  The link between deforestation and worsening climate change is an issue that G7 members have
jointly committed to tackle. The lack of regulatory coverage across the G7 membership is problematic
from a leakage perspective. All G7 members should seek to introduce measures that cover imports of
deforestation-risk commodities as one part of a strategy to end deforestation.

+  There is increasing attention on the financial institutions that bank with companies linked to
deforestation. Financial institutions fall within the scope of the EU's corporate sustainability due
diligence directive, however deforestation-linked finance is not directly addressed in other existing or
proposed regulatory measures across other G7 members. As key financial hubs, G7 members could
play a significant role in promoting deforestation-free finance.
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3.3 Legality and deforestation-free regulatory measures

While some G7 members are introducing legislative measures to combat deforestation linked to imports
of agricultural commodities (detailed in Annex 1), approaches vary, which raises questions about the
overall impact of legislation and the difficulties this could pose for producer countries seeking to
comply. The two approaches being adopted are ‘legality’ and 'deforestation-free’. The first requires
that commodity production, sourcing, and imports are not the product of illegal deforestation or
illegal conversion. This approach refers to the country of origin's national legislative frameworks
(laws, regulations, instructions, and any other legal instrument that penalizes non-compliance) at the
time the deforestation took place.” The UK's Environment Act and proposed US FOREST Act fall into
this category. The second, captured in the EU regulation, requires that in addition to legality, relevant
commodities and products, including those used for or contained in relevant products, were produced
on land that has not been subject to deforestation, and that wood harvested from forests is done so
without causing forest degradation - both after December 31, 2020.

Legality-based approaches are considered to support partnership with producer countries, as legality
is defined by the local laws in which production is taking place. Forest Trends estimates that nearly
70% of agro-conversion that occurred between 2013 and 2019 was in violation of national laws and
regulations.” Proponents of legality approaches argue that demand-side measures that enforce the
weight of local laws and regulations can help to support governance systems in producer countries.
The EU Timber Regulation and Voluntary Partnership Agreements (VPAs), part of the wider FLEGT
initiative,” are examples of regulatory approaches that aim to improve forest governance and law
enforcement and ensure that all timber exports to the EU (and potentially other markets) are legally
sourced.”” Evidence gathered by Fern on countriesinvolvedin VPAs demonstrate several instances where
local governance was enhanced, including in cases where projects worked with forest communities
and Indigenous Peoples to combat illegal mining in the Republic of the Congo and an example of
strengthened tree tenure policies in Ghana.”® A legality-based approach is seen as cooperative since
according to Wolosin (2022), there is not enough political consensus around the term ‘deforestation-
free' across producer countries, and therefore avoids the need to impose ‘extraterritorial criteria’ to
tropical forest trading partners.”

The EU's proposed regulation opts for a deforestation-free approach, noting that a sole focus on legality
would still allow large-scale deforestation and land conversion. For example, an assessment of forest
laws in Argentina, Paraguay and Brazil finds that 7 million hectares of land in Paraguay, 10.5 million
hectares in Argentina and 88 million hectares in Brazil could still be legally deforested.”

In a worst-case scenario, limiting the scope to legality could incentivize producer countries to lower
the bar on environmental governance systems altogether.” For instance, Indonesia’s 2020 Omnibus law,
which included a repeal on requirements for at least 30% of forest area conservation land to be maintained
per watershed area or island, was an example of lowered environmental governance polices introduced to
bolster the national economy.®’ The UK, which plans to use legality criteriq, is understood to be considering
steps to re-evaluate the scope of regulation if producer countries backtrack on environmental protections
and governance systems in response to demand-side measures.®'

v Forest Law Enforcement, Governance and Trade (FLEGT) is the EU's Action Plan to eradicate illegal logging and subsequent trade
in tropical countries.
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Significant energy is being dedicated to debating the pros and cons of legality and deforestation-free
approaches, but commentators argue this is a ‘false dichotomy'.®2 Demand-side measures that focus
on legality could offer a pathway for tropical forest countries to achieve deforestation-free goals.
Adopting a legality approach, as a minimum qualification for market access, could help to promote
cooperation between producer and consumer countries as it recognizes local laws at the source of
production. Furthermore, this approach may appeal to other emerging consumer markets currently
considering whether to implement demand-side measures. However, going above legality with the
goal of eliminating all deforestation sends a clear market signal that deforestation-linked products
are unattractive in the international marketplace. The priority for G7 members should therefore be to:

1. Align on a legality approach as a minimum but also consider the benefits of a higher bar deforestation-
free approach;

2. Align on key aspects of legislative cover including the same list of deforestation-risk commodities, cut-off
dates”, and commitment to near-term implementation to send a strong demand signal across markets.

Key takeaways

+  The two main approaches in approved and proposed regulations are ‘legality’ and 'deforestation-
free'. A legality approach requires that commodity production, sourcing, and imports are not the
product of illegal deforestation or illegal conversion, whereas 'deforestation-free’ requires that relevant
commodities and products, including those used for or contained in relevant products, were produced
on land that has not been subject to any deforestation.

+ There are pros and cons to each approach. Adopting a legality approach is considered to support
partnership with producer countries, as legality is defined by the local laws in which production is
taking place, however there are concerns that this would still enable large scale deforestation and
conversion.

« Aligning on a legality approach as a minimum offers a pathway to achieving deforestation-free goals.
The priority for G7 members should therefore be to: 1) as a minimum, adopt a legality approach but
consider the benefits of deforestation-free criteria; 2) align on key aspects of legislative cover such
as coverage across the same list of deforestation-risk commodities, cut-off dates, and committing to
near-term timelines for implementation in order to send a strong demand signal across markets.

“ The date after which deforestation or conversion renders a given area or production unit non-compliant with no-deforestation or
no-conversion commitments, respectively.
Source: https:/accountability-framework.org/the-framework/contents/definitions/
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3.4 Market Leakage

Regulatory proposals coming into force across some G7 countries present a risk that commodities linked
with tropical deforestation could be displaced to other markets. This is known as ‘market leakage’, which
can take several forms depending on the supply chain section and scope.

On the supply side, leakage can occur when a policy prohibits unsustainable production, but rather than
eliminate the undesired methods, production shifts from one region or geographical market to another
outside of the regulatory scope. A good example of this is the establishment of the Brazilian Amazon
Soy Moratorium, which helped to decrease deforestation in the Amazon by 84% from 2004 to 2012, but
simultaneously displaced soy expansion into the neighbouring Cerrado's biodiversity-rich region.®

Similar displacement may take place on the buyers' side, where policy approaches that prohibit the entry
of goods linked to deforestation or produced contrary to national laws may shift goods to markets without
comparable regulation. A recent study modelled the impact that a hypothetical European ban on high-
deforestation palm oil would have had between 2000 and 2015.%° The study estimated that the measure
would have resulted in only 1.6% less deforestation in Indonesia than actually occurred during that period.®®
The measure would therefore have had only a marginal effect, given that 10% of Indonesia’'s palm oil is
consumed in European markets. The study also concluded that 52% of deforestation-linked palm oil
in Indonesia would have been absorbed by increased consumption in countries without prohibitions,
including domestic consumption.

The risk of leakage is considered in the EU's proposed regulation, with its impact assessment noting the
need for cooperation with producing and consumer countries, as well as with international organizations,
to avoid leakage and to achieve the goal of halting global deforestation.?” The EU Timber Regulation is
cited as a successful example of cooperation, where other major consumer countries adopted similar
legislative approaches.8®

On the consumer side, this means G7 members should share experiences on demand-side regulatory
approaches and consider how to ensure coverage across the membership. For example, Canada and
Japan are not currently considering demand-side regulation on deforestation linked commodities
which increases the likelihood of leakage within the G7. Japan is a net-importer of food products®® and
an increase in deforestation-linked commodity imports is observed over the period of data available
(see Exhibit 3).°° While Canada's global share of imported agricultural commodities linked to tropical
deforestation is relatively small (<19%), regulatory measures aligned with G7 could help to strengthen the
market signal for more sustainable supply chains. In the recent G7 Climate, Energy and Environment
ministers' communique, there was a commitment amongst G7 members to, where appropriate, develop
regulatory frameworks or policies (potentially including the introduction of due diligence requirements) for
commodities associated with the risk of deforestation and forest degradation, and review progress by the
end of 2023.°' This offers an opportunity for G7 members to consider and review their collective ambition
on policy measures.

Bringing other major consumer markets along with the G7 will also be critical for avoiding market
leakage. Recent years show a trend of reduced economic relevance of traditional consumer markets such
as the EU. G7 members therefore need to engage emerging consumer markets like China. For example,
China's food demand is projected to keep increasing in the coming decades with demographic and
dietary shifts,®**®* and increased reliance on food and feed imports.® It is estimated that meeting this
demand would increase reliance on agricultural imports, particularly for livestock, dairy, and animal feed
products, which could require up to 175 million hectares of pasture by 2050.%
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Engagement and partnership with key producer-consumer countries like Brazil and Indonesia are
critical. Brazil and Indonesia consumed products domestically with a deforestation footprint more
than four times that of the G7. The data presented in this study considers the agricultural commodities
traded across international borders. However, if the deforestation associated with commodities that
are both produced and then consumed within the borders of tropical forest countries (i.e., not traded
internationally) is factored in, it changes the global rankings of deforestation footprints dramatically (see
Exhibit 6). Trends indicate that China and India’s imports, combined with Brazil and Indonesia’'s domestic
consumption of deforestation-related commodities, could rise by 43% to 264 million metric tonnes
by 2025.%¢ In this scenario, the likelihood for segmented markets increases. Some producer countries
export deforestation-free commodities but commodities on recently cleared forest are either consumed
domestically or exported to countries with no sustainability requirements.”” Solutions to this issue depend
on cooperation and partnership not only with other consumer countries, but also with major producing
nations to ensure alignment of sustainable production and domestic consumption patterns. Without this,
there is a limitation to what demand-side policies from a relatively limited market share can achieve in
reducing global deforestation and forest degradation.

Exhibit 6: Highest ranking countries (and share of global total, %)
of tropical forest loss associated with deforestation-linked
agricultural commodities, consumed domestically and traded
internationally (2017).
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Key takeaways

Market leakage can occur at both ends of the supply chain risking progress on eliminating
deforestation. On the production side, leakage occurs when a policy prohibits unsustainable
production, but rather than eliminate the undesired methods, production shifts from one region or
geographical market to another outside of regulatory scope. On the demand-side, policy approaches
that prohibit the entry of goods linked to deforestation or produced contrary to national laws may
shift goods to markets without comparable regulation.

The G7 must act together by introducing measures that help to limit exposure to deforestation-risk
commodities, but also engage with other major consumer markets, like China and India, to achieve
greater market share and send a clear demand-signal.

Countries like Brazil and Indonesia are both producing and consuming commodities domestically
that are associated with deforestation. Engagement and partnership with producer countries to
support the transition to more sustainable production methods is essential to tackling the root
causes of deforestation.
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4.1 Implications for smallholders

Smallholders'' play critical roles in global value chains and in implementing activities to tackle
deforestation. Smallholders make up the majority of the estimated 570 million agricultural farms globally.*®
Of these, 84% are small farms on less than two hectares, which together produce an estimated one third
of global food.*®

Value created in agricultural supply chains is unevenly distributed and smallholders risk exclusion from
markets that are becoming more concentrated. Despite the significant role of smallholders in global
value chains, two-thirds of the 740 million people living in extreme poverty'i are agricultural workers
and their dependents.’®® For example, cocoa farmers in Céte d'lvoire and Ghana earn between USD 0.50
and USD 0.84 a day despite together producing 60% of cocoa for the USD 50 billion-a-year chocolate
industry upstream.’! Inability to access credit, insecure land titles, lack of access to extension services
and limited bargaining power mean smallholders already face many barriers to full integration into global
supply chains.

The impact of legislation on producers and smallholders is considered in the impact assessments of
EU and UK due diligence regulations. For instance, in the EU regulation, the 31 December 2020 cut-
off date is considered preferable because it would ‘mitigate potentially negative social and economic
impacts in partner countries, limiting the amount of smallholders that would be caught working on land
whose products cannot be sold to the EU, and ensuring that nearly all current commodity production
from producing countries can still make the cut."°? The UK impact assessment notes that the UK will
work in partnership with producer countries to reinforce their domestic governance and forge effective
partnerships with key stakeholders, but it does not outline how that will be achieved.® Commentators
argue there is evidence of limited engagement by those developing demand-side regulation with producer
countries and a lack of specified pathways for transitioning smallholders in particular to more sustainable
practices.™ For example, one risk highlighted in the EU's deforestation regulation is that rather than
engaging with areas to reduce deforestation, companies could switch to sourcing only from areas deemed
as low deforestation risk."%

Proposed and existing legislation seeking to prohibit the entry of commodities associated with
deforestation or illegality into G7 member markets must consider support for producers, with a particular
emphasis on smallholders to support a just transition. Regulations that are uncoordinated and require
producers to comply with multiple sets of requirements may exclude some of the most vulnerable from
participating in global markets and negatively impact livelihoods. Regulations are still being developed
meaning there are opportunities to fully consider impacts on smallholders. This has been acknowledged
by the European Economic and Social Committee which warns against transferring the costs of EU
regulations onto smallholders and asks for assessing ex-ante the impact on smallholders and communities
before the regulation comes into force'. G7 members should consider complementary measures that
support smallholders in changing their practices and in complying with legal requirements.

Vi The FAO defines smallholders as 'small-scale farmers, pastoralists, forest keepers, fishers who manage areas varying from less than
one hectare to 10 hectares. Smallholders are characterized by family-focused motives such as favouring the stability of the farm
household system, using mainly family labour for production and using part of the produce for family consumption'.

Source: https ://www.fao.org/family-farming/detail/en/c/273864/

Vi Defined as less than USD 1.90 a day purchasing power parity (PPP) 2011

Vi Towards deforestation-free commodities and products in the EU (europa.eu)
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Partnership agreements to prevent illegal timber from entering markets have demonstrated effective
frameworks for collaboration between producer and consumer countries. The Voluntary Partnership
Agreements (VPAs) established under the Forest Law Enforcement, Governance and Trade (FLEGT)
Action Plan were introduced as mechanisms to combat illegal timber from entering EU markets. While
VPAs have been slow to implement across producer countries, analysis shows that VPAs can be credited
with improving forest governance, improving stakeholder dialogue, and strengthening local legal and
institutional frameworks.'®® The International Cocoa Initiative proposes the key elements of a ‘model’
time-bound partnership agreement between the EU and cocoa-producing countries — which could also
be applied to other commodities and regions.” This involves establishing producer country national
deliberative processes (modelled on the FLEGT VPAs), which are inclusive and determine the conditions
needed to ensure sustainable production as well as the necessary reforms to policies, laws and institutions.

The proposal emphasizes the importance of the deliberative process not being merely about consultation

but embodying a coordinated effort to open up decision-making in the cocoa sector, involving farmers
and cooperatives, local communities, including women, and civil society, and the private sector, alongside
government, in a framework in which all stakeholders respect, argue, build trust, decide and collaborate
on an equal level.®® A 'model’ partnership agreement would further include incentives (including financial,
technical and capacity building support as well as rewards such as favourable trade and market access),
as well as practical and independent joint monitoring and enforcement mechanisms to support effective
implementation of partnership agreements.”” Governments introducing new demand-side measures
should consider lessons learned from the VPA process to strengthen partnership approaches.
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4.2 Implications for multinationals

Legislative approaches that level the playing field across industry are generally welcome, yet the
business responses to proposed due diligence legislation has been mixed. For example, some European
trade associations and enterprises have argued to reduce the scope of the EU legislation or delay it
altogether, citing among other reasons the Russian war of aggression against Ukraine and its implications
for global food prices. Others have supported legislation, arguing that it makes voluntary commitments
by frontrunner companies mandatory and thereby creates the conditions for fair competition. The Food
Policy Alliance™ released a statement in response to proposed US legislation noting that they ‘agree that
a legislative approach that ensures a pathway to no more than 1.5°C global warming and strengthens
worldwide supply chains is necessary to complement voluntary efforts to address deforestation. In the
UK, McDonald's Corp., Tesco Plc and Nestle SA were among 21 companies urging officials to strengthen
legislative plans beyond local laws in order to establish a true level playing field.™

Estimating the cost implications of due diligence systems is a complex exercise, particularly given that
the regulations in question are not yet implemented. However, preliminary data suggests costs will be
manageable for large corporations. The European Commission's Impact Assessment, which was used to
inform the development of the draft deforestation regulation, estimates that overall costs of due diligence
could total between EUR 1.58 million and EUR 2.4 million a year based on information that compliance
costs for the EUTR range from 0.29% to 4.3% of the value of the imports in the EU internal market."? An
initial set up of the due diligence system would involve one-off payments of between EUR 5,000 and EUR
90,000, depending on various factors such as the complexity of the supply chain, including the number
of suppliers.™

The greatest indicator of costs relates to the complexity of the supply chain, which is influenced by
the same factors that determine transparency and accountability. Austin et al. (2021) estimate that the
following factors have the greatest influence on operator costs:™

. Number of products . Length of each supply chain (value chain complexity)
. Number of suppliers . Country of production
. Size of the operator . Availability of existing supplier information systems

Major commodity companies have been making voluntary commitments to combat deforestation
for nearly a decade, yet clear accountability mechanisms to ensure progress against achieving those
targets has been missing. Considering that two-thirds of the 350 most influential global companies
currently have some form of deforestation commitment,"™ progress on building the systems needed to
achieve commitments should already be underway. Regulatory intervention can help to fill the gap on
accountability and level the playing field across industries. Voluntary approaches that have demonstrated
success can be scaled and supported through public-private partnerships to drive standardization, invest
in high-risk areas, and serve as proof points that legislation is operational.

As global operators, those companies impacted by legislation from multiple G7 members will likely
develop a cost-effective way to comply with different legislative requirements, instead of developing
multiple systems. This does not mean that regulatory criteria will be applied across the entirety of their
operations, particularly if they have major export destinations not covered by any legislation (i.e., leakage
markets). However, demand-side regulation from G7 members can help create incentives for alignment
across industry, assisting companies and national governments to meet their own stated climate targets.

* Food Policy Alliance members include Danone North America, Mars, Incorporated, Nestlé USA, and Unilever United States
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4.3 Implications for Small and Medium Enterprises (SMEs)

The impact of regulation on Small and Medium sized enterprises (SMEs) has been raised as a significant
concern during regulatory development processes. For example, one of the proposed state-level bills in
the US - the California Deforestation Free Procurement Act (AB-416) - requires state contracts (i.e., public
procurement) to ensure that the purchase of forest-risk agricultural commodities is not linked to tropical
deforestation. While the bill passed through California’s state legislature, it was ultimately vetoed by
Governor Newsom in October 2021 Newsom's main concern was the burden the bill would place on
businesses, particularly SMEs trying to participate in state bids. The California legislature plans to revise
and resubmit AB-416 for consideration after addressing these concerns.

The EU's impact assessment takes a different position on this issue. While the impact assessment notes
that setting up and operating a due diligence system can be more difficult for SMEs, evidence from the EU
Timber Regulation shows that the main cost driver of due diligence obligations is the number and complexity
of supply chains and the risks associated with the sourcing country, rather than the size of the company
or volumes traded.™ It also notes that SMEs may already have considerable knowledge of their supply
chains and sourcing footprints through direct relationships with producers; the impact assessment cites the
example of the EU's artisanal chocolate market, where SME chocolate makers ensure high quality products
through engaging directly with producers of speciality cocoa beans. Simpler supply chains with more direct
supplier relationships mean there may be low additional costs to comply with legislative requirements. As
such, the EU deforestation regulation requires that all operators first placing products on the EU market (or
exporting from it) are within scope, although some exemptions are made for SME traders.™ As regulatory
measures have not yet been implemented, it is difficult to anticipate the challenges and costs SMEs may
face. Regulations should not remove SMEs from scope but should be closely monitored to ensure smaller
businesses are not disproportionately impacted by higher costs of compliance.

"
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Key takeaways

«  Proposed and existing legislation seeking to prohibit the entry of commodities associated with
deforestation into G7 member markets will impact a variety of stakeholders: smallholders, large and
small and medium enterprises (SMEs) among others.

«  Smallholders play a crucial role in the global food system, producing an estimated one third of global
food; however, they risk exclusion without adequate support to transition to sustainable practices.
Financial and technical support should be provided to smallholders to support this.

Government-to-government partnership models, like Voluntary Partnership Agreements (VPAs) offer
important lessons on enhancing forest governance, improving stakeholder dialogue, and strengthening
local institutions. Partnership agreements should be considered by G7 members when designing and
implementing new demand-side measures.

«  For corporates, the cost of compliance with due diligence regulations is influenced by the same factors
that determine the complexity of the supply chains, such as number of suppliers, size of operation,
and country of production. There will be higher costs of compliance for those companies with more
indirect suppliers and complex supply chains.

« As global operators, companies impacted by legislation from multiple G7 members will likely develop
a cost-effective way to comply with different legislative requirements, instead of developing multiple
systems. However, this excludes markets that have no legislation — which in the absence of expanded
demand-side measures will likely capture leakage products.

Regulations should include SMEs and should be closely monitored to ensure that smaller businesses
are not disproportionately impacted.
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This study estimates that between 2005 and 2017, G7 members (including the EU) were responsible for
30% of tropical deforestation linked to imports of agricultural commodities, contributing over 2.7 billion

tCO,. To date, the voluntary, non-binding approaches to tackling deforestation have not delivered the

significant reductions in deforestation needed to ensure a 1.5°C world. As major consumer markets, G7
members have the potential to send a significant market signal about the types of products they want in
their markets. There is increasing momentum for approaches that seek to limit demand for deforestation-
risk commodities, including due diligence approaches in the UK and EU, there are interesting proposals
in the US (at federal and subnational levels), while other G7 members currently have no published plans
to introduce measures. The absence of regulatory coverage is especially problematic in the case of G7
members where trends indicate an increase in the volumes of imported deforestation-linked agricultural
commodities. Where there are gaps in legislative coverage, there is a risk of market leakage within the G7.
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Recognizing that demand-side measures are one part of the theory of change for tackling deforestation,
other measures are also critical for G7 members to support, such as the need to shift consumption patterns
to more sustainable and nutritious diets, the impact of trade on other landscapes beyond tropical forests,
and the power imbalances within our food systems. This means thinking about the whole food value
chain and advocating for an inclusive, just, and affordable transition to a sustainable food system that
places producers at the heart of decision-making, empowers the most vulnerable and seeks long-term
solutions to ongoing crises: the dual nature and climate crisis, the global food price crisis, and Covid-19
recovery and conflict. G7 members must take on a critical leadership role at driving system-wide change
throughout the food system. The following recommendations focus on issues that G7 members should
consider when designing approaches to restrict demand for deforestation-risk commodities.

Recommendation 1: Aim for policy alignment across G7 members on criteria including
commodity coverage, timelines, approaches and cut-off dates.

While each G7 member has its own legislative processes and timelines, there is alignment on policy
outcomes: all members are committed to and have signed up to key international goals that target a world
free of deforestation by 2030. As a first step, all G7 members should introduce demand side measures
that are aligned on key minimum criteria to avoid leakage. For example, evidence shows that seven
major commodities — oil palm, soy, cattle, wood fibre, cocoa, coffee and rubber - share responsibility
for the bulk of deforestation attributed to agricultural expansion.””® At a minimum, G7 members should
consider the same list of commodities and their derivatives. Alignment on the commodities in scope
of legislation could help to send a clear signal to industry. A phased approach covering only a few
commodities at a time, as is considered by the UK's proposal for example, is insufficient. Analysis in this
paper shows that regulatory proposals adopt different legality and deforestation-free approaches. As a
minimum, G7 members should adopt a legality approach but consider the benefits of deforestation-free
criteria. There are also differing timelines in terms of implementation: proposals must be implemented
on an accelerated timeline. G7 members should also align on cut-off dates to avoid leakage. G7
Climate, Energy and Environment ministers in May 2022 committed (where appropriate) to ‘develop
regulatory frameworks or policies, which may include the introduction of due diligence requirements for
commodities associated with the risk of deforestation and forest degradation, and review our progress
by the end of 2023"'*" Japan's G7 Presidency offers an opportunity for G7 members to continue dialogue
on this matter, align on minimum criteria for domestic policies and measures and demonstrate progress
in implementing them.

Recommendation 2: Consider measures for financial institutions to prohibit lending and
investment in illegally produced forest risk commodities.

All G7 members joined the Glasgow Leaders' Declaration on Forests and Land Use, which committed
signatories to facilitate the alignment of financial flows with international goals to reverse forest loss and
degradation’. The EU's Directive on Corporate Sustainability Due Diligence covers financial institutions,
and EU and UK due diligence regulations will highlight the extent to which companies being financed by
financial institutions are taking steps to avoid illegally or unsustainably produced commodities. While
there are there are encouraging signs from the sector with 30 financial institutions voluntarily committing
to deforestation-free finance, measures are needed to bring this shift sector wide. The G7 played an
important role in developing the Task Force on Climate-Related Financial Disclosures (TCFD) framework,
which is now mandatory in the UK. As major financial hubs, G7 members could play a significant role
in promoting deforestation-free finance, potentially through regulatory measures. G7 members should
consider how to include the financial sector in new policies and measures and collectively engage with the
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Taskforce on Nature-related Financial Disclosures (TNFD), which is intended to provide a risk management
and disclosure framework for nature-related risks.”® If following the path of the TCFD, the TNFD could
provide a foundation for mandatory reporting on nature-related risks in the future.'*

Recommendation 3: Form genuine partnerships with producer countries that advance the
transition to more sustainable production methods and facilitate continued participation in
global markets.

The G7 must form partnerships with producer countries and provide clear pathways for compliance. There
are limitations to due diligence legislation and other measures that restrict market access for deforestation-
risk commodities unless they are coupled with the creation of enabling environments that help to make
progress on sustainable agricultural production within producer countries. Demand-side legislation must
therefore be paired with financial and technical support for producers and develop partnership approaches
that recognize the importance of smallholders who produce a third of our food globally. This is especially
the case if regulators are requiring countries to go beyond legality approaches, as incentives are needed
to go above the governing laws within producer countries. G7 members should draw lessons from the EU's
Voluntary Partnership Agreements (VPAs), which were successful in strengthening governance in some
partner producer countries in the timber sector. Partnership agreements go beyond classic development
aid and include time-bound targets for producers to meet throughout the implementation period, offering
meaningful stakeholder engagement as well as incentives including financial and technical assistance or
favourable market access. Partnerships that tackle the root causes of deforestation and link to poverty
alleviation and rural livelihoods will be critical for meeting international goals for ending deforestation.

Recommendation 4: Engage with other major consumer markets to share lessons learned on
demand-side regulation

As discussed in Section 2, G7 members represent a declining global share of deforestation linked to the
international trade of agricultural commodities. Evidence on anticipated demographic and dietary shifts
in key markets such as China and India indicate that their share of tropical deforestation associated with
imports of deforestation-linked commodities is expected to grow significantly. The G7 must therefore
enter into dialogue with other major consumer markets to avoid leakage outside of the G7. Similarly,
producer countries are also consuming large volumes of deforestation-linked commodities within their
own borders. G7 members must engage with other major consumers in intergovernmental fora such as
the G20 or the Forest, Agriculture and Commodity Trade (FACT) Dialogue to share lessons and align on
best practice.
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Annex 1: Comparison of proposed EU, UK and US regulations

EU Deforestation
Regulation

US FOREST Act

UK
Environment Act

©)

Prohibit designated products from being
placed on the EU market unless they are
deforestation- and forest degradation-free
(after 31 December 2020), legal, and

Restrict products from illegally
deforested land from entering US
markets, after the date of
enactment.

Make it illegal for larger businesses
operating in the UK to use key
forest-risk commaodities produced on
land illegally occupied or used. No

Annex | of the EU proposal which lists HS
codes of relevant products.

Overview require companies placing them on the specific cut-off dates currently
market to conduct due diligence to defined.
minimize the risk of handling prohibited
products.
“Relevant commodities”: palm oil, soy, "Covered commodities”: palm oil, "“Forest risk commodities": current
cocogq, cattle, coffee and wood products soy, cocoq, cattle, rubber, and consultation proposes cattle, cocoa,
covered under the EU Timber Regulation. wood pulp. coffee, maize, palm oil, rubber, and
soy, but they will be phased in over
Commodities “Relevant products”: specific products "“Covered products": products time. UK government will decide
. that contain, have been fed with or made made wholly or in part of a which commaodities to include first,
In scope with relevant commodities, as outlined in covered commodity. based on the commodity's impact

on global deforestation, the UK's role
in this deforestation and the ability
to deliver effective regulation.

Prohibition

No relevant commodities and products
can be placed, made available on or be
exported from the EU, unless they are:
deforestation- and forest
degradation-free after 31 December 2020;
produced in accordance with relevant
legislation of the country of production;

and covered by a due diligence statement.

Import declaration required for all
covered products, with simplified
requirements for default risk
countries.

No use of forest-risk commodities or
products derived from that
commodity in UK commercial
activities unless ‘local laws were
complied with in relation to that
commodity’ in the country of
production. Local laws in relation to
a forest risk commodity means local
laws which relate to the ownership
and uses of the land on which the
commodity was produced.

N

S

Business in scope

Applies to operators (actors that first place
on the market a commodity) and traders
(actors using commodities in their
commercial activities) that are not small
and medium enterprises (SMEs).

All businesses.

All large businesses that exceed a
specified turnover threshold with
potential exemptions (to be
determined through secondary
legislation).

it

Due diligence
system

Covered businesses need to gather
information about the sources and
suppliers of commodities, provide a risk
assessment and risk mitigation plan.
Information gathered should include
geographic data of all the plots of land
where the relevant commodities and
products were produced to show that
deforestation and forest degradation did
not occur after the cut-off date. Based on
this information, businesses need to
assess the risk of possible non-compliance,
and where necessary, mitigate such risks
to a negligible level. A due diligence
statement must then be submitted.

Importers of any of the ‘covered
commodities’ or derivative products
must file a declaration upon entry
reasonable care was exercised to
assess and mitigate the risk that
covered commodities products did
not originate from illegally
deforested lands.

The due diligence system must
include a system for identifying and
obtaining information about the
forest-risk commodity. It must also
include a risk assessment of whether
local laws were not complied with in
relation to the forest-risk commodity;
and a plan for mitigating that risk.

O]

Country risk

Benchmarking system that classifies
countries (or sub-regions) as low,
standard, or high risk based on
assessment criteria. Lower due
diligence requirements would apply for
low-risk sources.

Classifies countries as 'high risk' or
‘not high risk’ and applies
additional due diligence measures
to high-risk countries. For countries
identified as high risk, US Trade
Representative develops action

Businesses to determine whether
there is a low, medium, or high risk
of illegal land use in a source
country and plan its mitigation
according to that level of risk.

assessment plans with measurable goals.
Target to have the regulation adopted Passage and timing are Primary legislation enacted in
coooo by 2022 with a 12-month uncertain. November 2021. Secondary
-1-1-1-] . . . . . . .
ooo @ implementation period thereafter. legislation is needed to implement
provisions, and consultation on the
Timeframe design of legislation and

accompanying guidance closed in
March 2022.
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