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Summary of the Results

This short report critically examines the Supply CbaeDiligenceAct(LkSGin the followingn short:

Supply Chain Agtyvhichpassed the German BundestagJomell, 2021.Many of the observations are

also relevant for corresponding European initiatives. Overall, the report concludes that the Supply Chain
Act could have significant developmental side effects that dintlmsintended positive impacts on the
human rights and environmental situation in the countries concerned.

The ore problem of thelaw is thatadditional costs and risks are imposed on domestic companies if
they want to do business with suppliers in poor countries with weak institutions. These costs are largely
independent of the turnover with the suppliers in question and are incurred per esupglationship

(key account). It can therefore be assumed that German buyers will reduce the number of suppliers
from which they purchase primary products and withdraw completely from countries where conditions
are suspected to be particularly problematic

The lawcould hit small and mediwsized suppliers particularly hard, because too little turnover is made
with them for the establishment of audit and control mechanisms or the costs of reptoting
supervisory agencidge be worthwhile. In addition, G@man companies would withdraw from or adjust

their purchasing volume in precisely those countries that could particularly benefipfmicipation

in German industrialalueaddednetworks. In other contexts, the importance of fixed masaty

costs fo firms' export and import behavior énpiricallywell establishé (Melitz and Redding, 2014;
Bernard et al., 2018); therefore, the concerns expressed above are well founded. In terms of additional
costs, it is not only the direct accounting effort thsatalevant, but also the diffuse legal risk arising from

the supply chain law.

Equally well documented is the fact that exporters of industrial inputs, especially from poorer countries
tradingwith Germany or the EU, are positively selected firms fronfdhmal sector (Bernard et al.,
2018). In other wordssuchexporters payigherwages, are more productive and innovative, pay higher
taxes, and so on. While it is debatable how much of the positive eftetiualycaused by exporting

itself, it is undiputed that exportingpensopportunitiesof growthfor the more successful firm$he
growth of these firm&enefits larger shares of the populatigrarticularlyin poor countries.

Should German companies withdraw as buyers from poorer countries, vibidd weaken the
developmenipromoting integration of companies from poorer countries into internatiorzdiie
chains Researchugjgestghat this can be associated with a reduction in real per capita income in poor
countries (Ignatenko et al., 2019). Theretation of per capita income with many other development
policy goals such as moving away from child labor, a reduction in the informal sector, better
employment opportunities for women, higher wages very high. Similarly, these variables are strongly
positively correlated with indicators of dee openness of economies. Both are shown in this study. It
follows from the evidence that higher openness and higher per capita incomes are good preflictors
good living conditions in poorer countries. In contrast, the International Trade Union Confederation's
(ITUC) assessment of countries' working conditions correlates weakly or not at all with the outcome
variables.
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It follows from the analysis that godegislation on international supply chasi®uldnot increase the
effectivecosts of tradingvith poorer countries, because otherwise there is a risk of counterproductive
effects. The approach of a supply chain law, which is welcomefrathicalpoint of view, could thus
become a questionable undertaking from the point of view of responsibility. The G8upply Chain

Act and similar, even more faeaching initiatives at EU level must therefore be classified as
problematic.

This is not to be seersa rejection of an active human rights policy that uses economic relations
between European companies and suppliers from poorer countries as a lever for improving the situation
in the latter countrieslnstead this report argueshat anegative list apgrach is the better solutioms

it would be both cheaper and more effective in strengthening human rights. Such an approach should
therefore become the core @fEuropean regulation.
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1. Introduction and Motivation

In many countries, includinGermany,and also at EU level, salled supply chain laws are being
discussed thabbligecompanies to monitor their suppliers with regard to compliance with human rights
and environmental standard$his studyexamines the effects and side effects of such reguistand
makes proposals on hailve enforcement of international standards in supply chearsbe achieved
expediently while minimizing collateral damage. Tlecus of the analysis is on th&erman
governmen's draft law orcorporate due diligence in sugpchaingDrucksachd9/28649)of 19 April

2021 (GermanGovernment2021),whichwasadoptedby the GermanBundestagn 11 June2021in
anamendedversion(Drucksachd6/30505)(Bundestag021).

At the latest since the formulation of the United Nations Millennium Development Goals (MDGS) in
2000 and their supplementation by the Sustainable Development Goals (SDGs) fifteen years later, life
saving and lif@rotecting production methods as well &spect for fair working conditions and wages
have become the globally accepted benchmark for the sustainability of economic growth in general and
world trade inparticular. It ismow an accepted standard that this benchmark should apply to all actors

in al stages of the value chain around the globe, starting with the production of raw materials and
ending with consumption by consumers.

However, it is also clear that neither the UN Guiding Principles on Business and Human Rights (UNGPs)
(UN 2011), nor theOECD rules odue Diligence Guidance for Responsible Business CoGdECD(

2018a), nor the eight ILO core conventions on labor protection, @021 ILQ 2021b) have yet

become justiciable and sanctionable rules at the multilateral Iexetnationalorganizationgack the
instruments of law enforcement; they rely on member statesfdorcement If a UN member state

fails to implement theulesor implements themnadequately, theother contracting parties are left

with sanctions which relate to international trade in goods and services, capital movements or the
mobility of natural persons. However, such sanctions regularly have the mréide not only the
sanctionedstatebut also the sanctioning states suffer.

Early approaches, such as Art. XX in the GATT General Agreement on Tariffs and Trade, which laid down
the preconditions for the use of tradeestrictive measures for the protection of nature and life
(including the authorization of tragestrictive measures againgbods produced undearison labor),

have not been able to create a breakthrough towardtobalset of rules. The measures in this article

were too closely tied to requirements of necessity and proportionality, while the protection of non
discriminatory global trade was the primary concern. With only one instrument, the tariff, and several
objectives(freedom of trade, environment, life), the conflict of objectives and the inconsistency of
measures were preordained.

For this reason, many established indusiealicountries, also under pressdrem non-governmental
organkations, have taken two diffent approaches. THist approach makes use of the possibilities of
international lawand relies primarilyon trade sanctions, positive and negatiadike to convince
countries to comply witinternationalstandards the second approagton the other hand, starts with
domestic companies anobligesthem to monitorand, if necessarysanction their trading partners
under the threat of penalties.
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In accordance with the first approach, governments are attemptingeb binding targets for
sustainability and fair working conditions in trade and investment agreements with emerging and
developing countries, but also with other industzedi countries. More recently, and within the EU's
sphereof responsibility, the EU's trade agreements wihah, South Korea and the Latin American
Mercosur group have been the model for thisthe JapabEU Free Trade Agreement, for example, the
contracting parties are explicitly obliged to comply with the ILO conventions and, if necessary, as in the
case ofJapan, tgostpone theratification process of two conventions that have not yet been ratified
(European Commissip2017).In the field of investment, the BEGhina agreement, whiakasfinalized

at the end of 2020 and commits China to ratify two ILO conventions against forced labor, is likely to be
important for future bilateral agreements on investment protection. The first path thus obliges the
contracting states to observe sustainabilitylgoa

The second way is through the adoption of naticugdply chain lawer, as in the case of the EU, a
directive on due diligende supply chains that Ending on all EU members. These laws are intended
to oblige companies to make demonstrable amady documented efforts to encouragad monitor

their suppliers to comply with international agreements on the protection of people and nature, and to
disengage from them if they fail to do so.

Francewasthe first country to introduce a supply chaiwlé'Devoir de Vigilance") for large companies
(5,000 employees in Franck0,000 in France and abroad) in 2017 (République Francaise, Journal
Officiel 2017). The law obliges companies to draw up their own corspaagific list of possible risks
from busines operations ("risk mapping"”) that could lead to a violation of human rights and due
diligence obligations. In addition, mechanisms are to be outlined that are suitable for remedying
violations of due diligence obligations. The law covers all signifit@at and indirect supply
relationships and provides for a dispute resolution mechanismatbkatincludegpenalty payments
However, there is only an obligation to make effartg,anobligation to succeed.

Initial results show weaknesses from the perdive of norgovernmental institutiongConstitution

Blog 2020) Criticism isssentiallyignited by the fact that the methodology and criteria of the risk
assessment are in the discretion of the companies and are unclear. As2i20jdt was stilinclear

which companies were covered by the law. A quarter of companies had not yet submitted a risk
assessment plan (Businessd-HumanRights2019).

The United KingdorfUK) (as of August 2020) is following two paths. It is planning a supply chain law
which, however, is limited to the conformity of the use of renewable raw materials in the agricultural
sector with national laws. The aim is to prevent the illdgidrestationof rainforests for the cultivation

of plantation products such as rubber, palith @ocoa, coffee and soya (GOV, .2(K0).

Secondly, the UK enacted legislation in 2015 requiring any company with a domestic turnover of more
than £36 million to ban any form of slavemcludinghuman trafficking from its business (Modern
Slavery Act) (LEGISLATION.GQRQUIR). This Aavasstrengthened following a parliamentary review

in 2019 to extend reporting requirements and remedies. In addition, public bodies with a budget of
morethan £36 million arenow covered by the Act (Twobird&020).
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TheNetherlands iplanning a law specifically dedicated to the fight against child leetr Zorgplicht
Kinderarbeill It is expected to come into force in ARZBA22 (Allen and Overg020).

Italy bases itssupply chain law on 2001 legislative decree on corporate liability, which provides for
corporate liability in the event that human rights violations are committed by Italian companies
operating abroad. This liability applies in particular tocageere violations of human rights have also
been committed in Italy. To avoid liability, companies must prove that they have implemented programs
that address theespect for human rights (EC2019).

In Switzerlanda supply chain law that would have obliged companies in Switzerland to respect human
rights and environmental protection by amending the Swiss constitution failed in a referendum on 29
November 2020 due to the smlled Stdndemehr. The bill had alreqdgsed initial parliamentary
hurdles in 2019 and also achieved a narrow majority in the popular vote. Howevadditienally
required majority of the 23 cantons was missed (Brot fur die, BG20).

Atthe EU levelthe Council mandated the Commissionta &nd of 2020 to launch an EU action plan
focusing on the sustainable design of global supply chains and the promotion of human rights, social
and environmental due diligence standards and transparency. It also aims to present an EU legal
framework for satainable business management, including esessoral due diligence requirements

for companies along global supply chains. The European Parliament (EP) has already given its consent
in principle to this and in March 2021 adopted recommendations for gy of an EP and Council
directive on due diligence and corporate accountability (European Parliament, 2021a). As things stand,
the Commission intends to present a proposal for a direotiv8ustainable Corporate Governance" in
autumn 2021Followinghe EP'objectives the directive should cover both direct and indirect suppliers

and also apply to listed small and medisized enterprises as well as to companies operating iR high
risk sectors. These sectors are to be named later. Furthermore,itioadd due diligence obligations

for the protection of human rights, environmental protection goals and goalsoafgovernance are

to be includel.

Forthe metalstin, tantalum, tungsten, their ores and gadchew EU regulatiomn conflict minerals has
alreadycome into force on 1 January 2021, with-f@aching inspection and due diligence obligations
along the supply chain. It is intended poevent Europeancompaniesfrom participating in the
extraction and processing thfesemetalsif they originae from conflict regions in which human rights
and environmental protectioareviolated.

The regulation is similar to the Kimberley ("blood diamonds") regulation, which aims to prevent the
extraction of diamonds from conflict regions. has also materiaed in the US by Sec. 1502
Dodd-Franck Act of 2010, which requires American publicly traded companies to disclose their business
activities related to the extraction of certain minerals and metals from the East African conflict states
along the "Gredtakes", with a focus on the DR Cofngoeby exposing them to pubBcrutiny German
companies that would be suppliers to these companies could be affecteddsyldgal actionBGA

201Q European Parliameni2020a).

In a different direction, varioupproaches based on the US Magnitsky Act of 2012 impose sanctions
such as asset freezes on individuals and institutions (including companies) that violate human rights

Page9 of 71 Economidvaluation of @Due Diligencéaw



il

(DO$2020). The UK and Canada have followed this Act, as did the EU in December20#0swit
called European Magnitsky Act (European Parliara@g0h Atlantic Council2020.

For Germany, a draft bill of the Federal Ministry of Labor and Social Affairs on corporate due diligence
in supply chains has been available sR®Eebruary2021(BMAS2021a).After being revised several

times (BMAS, 2021hj),wasforwardedby the Federal Government to the Bundestag letter dated

19 April 2021 (Printed Paper 19/2864%r adoption German Governmenf021) anchdoptedby the
Bundestagin the versionamendedby the Committeeon Laborand SocialAffairs (Printed Paper
16/30505)on 11 June2021(Bundestag2021)

The adopted lawontains the following main points:

1 It affects companies with headquartensbranches ilcermany with initiallyffrom 2023)3000
employeesfrom 2024 the threshold is to be 1000 employees

9 It containsa list of 14 internationalstandardsfor the protection of human rights and the
environment withspecifications from the UN, OEQIDand the EU. This is supplementsda
long catalogue of protective rights,geon the minimum age of children in employment under
nationallaw or the ban on the export of hazardous waste.

1 The company's responsibililgcludes its own business undll direct suppliers asvell as
indirect suppliers ithe company has substantiated knowledge of an infringement by a supplier.

9 It obliges companies to develop a risk management system, to carry out risk analysis and to
draw up, implement and monitor preventive measures and take remediahact

1 In addition, a complaints procedure must be established and thesereporting and
documentation obligations

1 The law provides for a catalogue of sanctions and a supervisory authority; details are still to be
determined by ordinance.

The analysis girevious national proposals and laws on the due diligence obligations of contpanies
supervise their supply chainsshows the following results, which are of importance for the
recommendations foanyactiorns at company and government level.

1. So far, theritiative on corporate due diligence with regard to the protection of workers' rights
in supply chains has come from the European side. Neither thbPAsific industriated
countries nor the emerging and developing countries worldwide have followeditlzitve.

With the Magnitsky Act, the USA, in contrast to the more ethisaanitariaty rooted
European initiatives, is primarily pursuing stratggilitical and possibly economjmlitical

goals in the national interest, bgiventhe possibility otoncrete sanctions against individuals

and institutions (including companies) it is opening up options for alternatives to the European
approaches. This is important insofar as European companies must expect competitive
disadvantages in the short term cpared to companies based in countries that do not pursue
such initiativesSuch disadvantagean be derived from the operational and economic costs of
implementing due diligence obligations. L#egn advantages as a "first mover" in
sustainability goalare possible but uncertain.
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2. Within the European initiatives, there are considerable differences in the group of companies
affected, in the objectives and the scope of due diligence in the supply chains. Phased plans
initially focus on large companies, whiare later to be followed by smaller companies. The
distinction between workers' rights and environmepiatection is often just as vague as the
distinction between production methods, which companies are most likely to be able to
influence through theisuppliers, and wage issues, where this influence is weaker, especially in
developing countries with large informal labor markigtparticularall initiatives neglect labor
market conditions in developing countries. Regarding the scope of due diligesapply
chains,the German Supply Chakkct mainly obliges companies to monittirect suppliers,
while theEuropean Parliament's legislative initiative repeaints toextend this obligation to
the entire supply chain. In addition, good corporate go&ece is alsto be includedn the
catalogue of objectives, alongside the enforcement of environmental standards. These
differences in national initiatives could alter the conditions of competition between companies
from different EU countries, just asaict EU supply chain directive could worsen sterh
competitive conditions between EU companies and competfitons third countriesNone of
the legislative initiatives taketo account the specific conditions of companies in the C®id
pandemic.The EU Parliament's Trade Committee has clearly addressed these conditions in its
opinion on the proposed EU Directive in thtite"EU economy is facing the greatest global
economic crisis since the Great Depression of the 1930s and businesses acresaré&urop
particularly hard hit It "stresses that, in particular at this stage, no legislative initiatives of an
economically inhibiting or damaging nature should be launched, such as those that create a
greater administrativéurden or lead to legal uncemdy." (European Parliament 202189
0018,73)

3. The European initiatives do not distinguish between supply chain®pleaate within the
internal market, and are thus subject to the lahodproduct standards agreed at EU level and
thus give rise to a dytof care on the part of the EU institutions, and those diparatein trade
with companies outside the EU internal market. Such a distinction woutthpaseful and the
EU Conflict Minerals Regulation could serve as a model here

4. All the initiatives it their comments on costs to accounting costs, estimate them very low and
completely neglect economic costs. In particular, it is disconcerting that the initiatives envisage
ongoing dynanzation or updatingvithout taking into account that both technoicgl change
and changes in the trade policy framework and geostrategic challenges also require constant
change in the length and composition of supply chains. This change is likely to bring new
suppliersinto the market, whose verification by European ca@mies of compliance with labor
rights and environmental protection is likely to be considerably morertesisive than the
verification of longstanding suppliers.

5. Formulations on due diligence and liability eague in terms of their reach across thpgly
chain or only to direct suppliers, and open up consideradiential for legal conflict.

6. A study commissioned by tieU Commissioon variousoptions for the exercise of due
diligenceby companies from theoint of view omorethanthree hundreccompaniesurveyed
and almost three hundred busineassociations and negovernmentalorgankations of civil
society (NGOs)surveyedconfirms firstly, an increasing transposition of the international
guidelinedgnto national law in the EU member stgtescondlya quite discerniblavillingness
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on the part ofcompanies toenter into further obligations on thebasis of due diligence
obligations already entered into on their ovmitiative, primarily with theaim of gaining
reputationand marketshare, thidly, greater resistance on the part of business associations to
further legallyanchoreddue diligence obligations compared to tsatements of individual
company representativeand fourthly,a clear preference on the part of NGfos legally
anchored obligations on thgart of companies thatre asfar-reachingas possibléEuropean
Commission2020).

The abovementioned study of the EU Commisslamits its analyses to the question of the
obligations of companies and EU member statebdoes not take into account obligations of
countries outside the EU, althoutitose arethe countries that are responsible for the working

and environmental conditions of aimployees working itheir areas of applicatigrincluding
those working in infor@ labor marketsNor does itaddress how Ebased companiesan
remaincompetitive after due diligence is enforced against competitora countries that do
not have due diligence lawand therefore continue todo business withsuppliers that
demonstrablyignore human rights and environmental protection.

Conclusion©Overall the initiatives re@eal both a poor knowledge of the complexity of supply ch.
(actually, they are typically networks) and of the conditions on labor markets in poor countr
well as a lack of willingness to work together with the governments of the countries nfajri
suppliers, especially from developing countries, to develop and implement consensual mi
rules for workers' rights and environmental protection in global supply chains. Option
alternatives are only discussed within the narrow framework ebmaitsupply chain laws.

The secalled "economic impact" analysis in the legislative initiatives remains in the accountir
of the time spent on controls and ignores possible chaimgpsoduction technologies, the lengt
and diversity of supply chains and the spatial structure of trade flows. Economic losses in :
countries, which are quite possible, are obviously not the subject of the due diligence obligat
the governmets of the EU countries. The latter must therefore face the criticism that supply
laws are becoming an instrument to correct failures and abuses in developing cduontnidseir
point of view andthus also to relieve the governments of these coestrof some of the
responsibility for their own policies.
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2. International Division of Labor and Economic
Development

2.1 The Integration of Developing Countries into the International
Division of Labor: On Average a Success Story

The integration ofdeveloping countries into the international division of labor has not been an
uncontroversial development strategy in the postr period and to some extent even until very
recently. For a long time, the academic and political discussion was dominatecelporipessimistic

theses of the "dependencia" theory and the ldagn deterioration of the terms of trade to the
disadvantage of the commodiproducing developing countries. The academic discussion was shaped

by economists such as Hans Singer (1958)creator of the PrebiséiSinger thesis together with the

first SecretaryGeneral of the UN Conference on Trade Raul Prebisch (1950), and John Spraos (1980).
They were followed by social scientists such as André Gunder Frank, Samir Amin, Paul Baran, Pau
Sweezy, Giovanni Arrighi, Imnmanuel Wallerstein and Johan Galtung. Above all, however, the Nobel Prize
winner in economics, W. Arthur Lewis, dominated the economic debate for a long time.

In his Nobel Prize Lecture in 1980still saw the fate of thdeveloping countries as traditional suppliers

of raw materials tied to the declining growth of the industrialized countries as the only major
demanders, spoke of a decoupling of industrialized countries and called for morbS®auithtrade
protected fromthe competition of the industrialized countries (Led#80). He and others propagated

a strategy of import substitution (IS) for developing countries based on tidasitindustryargument.

On the political level, the academic demands for decoughidggendent of the special case of Cuba)
were essentiallytaken up and politically implemented by Latin American politicians such as former
presidents Juan Peron (Argentina) Henrique Cardoso (Brazil), Rafael Ecusstor),Evo Morales
(Bolivia), Alan Geia (Peru), Salvador Allende (Chile) and irSsiitaran Africa by Julius Nyerere, the
first president of Tanzania ("collective selfance"). Studies by the Club of Rome (1972) and the Brandt
Report (1980)NorthbSouth: A Programme for Surviviallowed the exporipessimistic view.

The instruments of import substitution included not only tariff barriers such as high nominal tariffs, but
also high saalled effective tariffs in favor of the final processing stages thanks to increasing nominal
tariffs with increasing degree of procegsiIf this was no longer sufficient to protect local production
from import competition, IS was pursued excessively. Quantitative import restrictions and even
temporary import bans were imposed, dithncial barriers to the import of competing goods .(thg
requirementto establishinterestfree advanceimport deposity or skewedexchange rates were
introduced to the detriment of imports and the advantage of exp@terall, mport protection ated

as an implicit tax on exports (Clemeansl Sjaastagd1984)

The effects of excessive import substitution were, in addition to the export weakness

1 High unemployment, because protection subsidized the less abundant factor of capital in
developing countries, thus favoring capitdensive modes of production
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1 Overcapacity, which became apparent more quickly in smaller economies with a weaker
domestic market than in larger economies watbsorptivedomestic markets, bubriginated
also in these markets lately

1 Balanceof-payments problems because weak exportsensccompanied by high demand for
labor-saving capital goods from industrialized countries

1 Divisions in society between a small, highly protected and thus privileged workforce in the
formal sector and the army of unprotected workers in the infoseator,

1 Lack of learning curves as a result of the disconnection from world markets and their know
how.

Mainly,the commaodityintensive developing countries of Africa and Latin America, plus India, adopted
this strategy, reinforced by occasional episodes of commodity lpkiesand their negative exchange

rate effects on the export competitiveness of the simditional industrial goods sector ("dutch
disease"). It is therefore no surprise that the aftermath of the oil price shocks of the 1970s and the
subsequent debt crises primarily affected countries based in Latin America. They remained exposed to
the socalledresource curse.

The East and Southeast Asian countries (initially Singapore, South Korea, Taiwan, Hong Kong, followed
by Malaysia, Thailand, Indonesia, the Philippines, and later Vietham, Cambodia and Laos) behaved quite
differently. Under the influencef anvestments from Japan, which wanted to open up world markets

from these countries with their own finished goedtated industrial production, they lowered their
nominal tariff barriers, equalized tariffs between processing stages, and thus reduatdiffettemce

between the higher effective tariffs and the lower nominal tariffs. They also introduced temporary
subsidies strictly linked to export performance and reducedtauffi barriers. The fact that they relied

heavily on the "learning on the job'ttar and thus on high employment effects of their industrial policy

as well as on high educational achievements boosted their chances on world industrial goods markets
beyond the effects of trade policy.

A muchcited study by World Bank economist Daviddeetz (1981) entitled "Why the Emperor's New
Clothes Are Not Made in Colombia: A Case Study in Latin American and East Asian Manufactured
Exports” summed up the difference in the industrialization strategies of the two major developing
regions. Culturalifferences such as higheranualdexterity in Asia (important in the garment industry),
higher work ethiand discipline ilsia, or different levels of investment propensity (shaped by different
domestic savings rates) complemented the different incenfigmals emanating from import
substitution and export diversification. Numerous country studies published by the World Bank in the
1980s under the leadership of the American economists Anne Krueger (1983), Jagdish Bhagwati (1991)
and Balasubramanyam andliSu (1991) (also with the participation of the Institute for the World
Economy) deepened Morawetz's findings.

In a comparison of tleetwo developing regions, the Middle East (West Asia) andbabbran Africa
remained in the traditional pattern of conudity suppliers and were closer to the Latin American than
the East Asian model in all key parameters such as savings and investment rates.
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However, the country studies also showed that many developing countries were able to learn from the
mistakes of exassive IS and reduce the negative incentives against export diversification with their own
trade liberalization. Turkey stands as an example of successful course changes. Often the linking of
countries to important markets in the industrialized countrieth wie help of free trade agreements

(such as Mexico to the USA, Turkey to the EU, the ASEAN countries to Japan) also help@dutBouth
agreements of their own, most of which exist on paper in&aitaran Africa, have never been able to
match the tradestimulating effects of SoutiNorth agreements. They also often remained stuck in the
announcement phase.

Between 1980 and 2019, the share of Latin American countries in world manufaotpeets fell from
7 %to 6 %, but that of Asian countries rose fro®@®o to 27%. Middle Eastern (West Asian) countries
remained in thésb6 %range, and susaharan African countries in thie21% range.

Figure2bl: Share oDevelopingregionsin World IndustrialGoodsExports1980.2018.
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Roughly speaking, African developing countries remained exporters of mineral raw materials, Latin
American developing countries exporters of mineral and agricultural products, the West Asian
developing countries exporters of energy raw materials, whilg @ Southeast and East Asian
developing countries made the leap into the category of industrial goods suppliers. It is undisputed that
China played a major role in this leap after its opening (after 1978). Among the South Asian countries,
only Bangladestmanaged to become a noteworthy supplier on world markets in the tartdelothing

sector. India remained a country divided in its external orientation. A small, highly competitive business
services sector contrasts with a manufacturing sector paralygdiigh market access barriers and a

lack of competitive pressure, along with an agricultural sector that is still barely competitive.

It fits into this picture that African countries (together with South Asian countdatihpue tohavethe
highest tarfif barriers and Asian countries the lowest, even after strong tariff reductions in 2017.
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Figure2b2: WeightedAverage MFNariff, 199%:2017.
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By income category, leimcome countriesind SoutBSouth trade had the highest tariff levels and high
income countries and NorNorth trade had the lowest levels (Espitia et 2018). This is true for
tariffs on an MFN basis as well as for tariffs taking into account trade agreements (jigdfneffs)

The evidence thus shows that three out of four major developing regions (Africa, Latin America and the
Middle East) remain trapped in the old division of labor as commodity producers or suppliers of
commodityrelated products, and only thedrth region (Southeast and East Asia) has advanced to
become an important supplier of industrial goods. Of course, the countries of the Middle East in
particular have been able to profit from their role as suppliers of erretgied products and, espetlia

the Gulf states, have thus acquired wealth. To the extent that dheypen toworkers from other
regions, these can also benefit from this prosperity through guest worker remittances.

However, sustainable prosperity for broad sections of the popul&ias only been achieved by those
countries that have integrated themselves into international supply chains with industrial goods, mostly
finished goods, for the production of which they import inputs from other countries. Countries that
allowed tariff scalation to shrink and thus did not excessively protect the last stages of the value chain
before the final product had advantages in this respect. The World Development Report 2020 (Figure
9.5) shows that while all countries had this escalation effetttaim tariffs, the level of tariffs on raw
materials, intermediate goods and final goods was by far the highest-indome countries.

This made it more difficult for these countries to participate in international supply chains and excluded
them from the growth of world trade in recent decades, as this growth was mainly based on
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intermediate goods trade rather than final goods tradeait be shown that the early growth of world
trade in final goods benefited greatly frdailing bordercosts These includethlling tariff and non

tariff barriers. It is estimated that since the 1970s these costs have fallen by alduper3year for
manufactured goods, but by or8yWboper year for intermediate goods. This difference can be explained
by the fact that finished goods trade bears the full cosaiff and nontariff barriers toinputs,while
intermediate goods trade, witfewer inputs, bears more the cost of coordinating the production
process. As trade policy barriers were dismantled, finished goods trade thus lost one of its main
stimulantsto intermediate goods trade (Fran&edoyaand Frohm, 2020).

Significant advances logistics technology, such as containerizatiod port expansion, as well as
falling information costs thanks to increasingly efficient information and communication technology
(ICT), have opened up opportunities for many developing coutdriiescone part of the supply chain.
Linkages with developed countries through bilateral free trade agreements have been another driving
force, especially when they have included other elements of economic and technological cooperation
and assistance in addition klmwering border crossing costs.

Baldwin (2016) calls this the second unbundling, after the first unbundling of production and
consumption. This progress was necessary but not sufficient. Without economic policy efforts of their
own, such as fiscal and metary discipline or the establishment of special economic zones and export
processing zones, whose preferential trade treatment was only successful if the distance to trade
polides relevanfor the rest of the country could beept as smakis possiblegven logistical progress
could have had little effect.

WTO research (Hollweg019) on the evolution of developing country participation in supply chains
from 2000 to 2017 distinguishes (a) by geographic region and (b) by supply chain direction (towards
final product: forward linkages, towards raw material (backward linkages) and (c) by level of complexity
(simple supply chain with single border crossing or complex supply chains with more than one border
crossing)

The regional breakdown shows the sigaifit growth of supply chains in the Asian region ("Factory
Asia") compared to the pifinancial crisis dominance of supply chains in Europe ("Factory Burope"
dominated by supply chains between Western and Central Europe and North America ("Factory North
America") dominated by the three NAFTA members Canada, Mexico and the USQIOT Qff.,
Figurelb10). This increase in the importance of supply chains in the Asian region is mainly due to the
growth of intraregional trade in Asia, rather than inrtegional growth, which has tended to benefit

the other two spaces in trade with Asia. In this contaxincrease in the importance of complex supply
chains can be observeA.characteristicfeature of trade in Asiain addition to the important intra
regional trade, is thiargerintegration of lower middiéncome countries.

Overall, it can be seen thdtd prosperity of smafioor countries in particular isery muchdependent

on their involvement in international trade. For example, in a study of 50 countries, Ossa (2015) shows
that median real per capita income is almos®&b®igher than in a world witlit trade. However, the

extent of trade gains varies widely across countries, as illustratéigure2b3 for selected poorer
countries.
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Figure2b3: PerCapitalncomeGains fromTrade, in %.
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There isalso a strongpositive correlation betweea country'snvolvement in global value chains and
per capita income, d&agure2b4 illustrates.ignatenko et al. (2019) shansignificant positiveorrelation
between a country's share of trade via global value chains, per capita income and investment.

Figure2b4: GlobalValueChains andPer Capitalncome
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Note: Global Value Chains (GVC) trade on-thésXper capita income (in purchasing power parity) on-&xésY
Sourcelgnatenko et al. (2019189 countries / 26ectors based on EORA.
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The level of per capita income in turn correlates strongly with other indicators thatlavant in

relation tohuman rights. For exampleigure2b5 shows a significant negative correlation between the

level of per capita income and the proportion of working children in the populatidéisidfyear olds

for 69 poorer countries. According to a simpiesar regression, a doubling of per capitecome is
associated with a decline of 8.78 percentage points in the share of child labor. While this simple analysis
does not prove a clear causal relationshiidoes make clear thahe overalllevel of prosperity of an
averagecountry is clearlyelated to thefight against child labo€loselintegration of poorer countries

into global value chains, which has been shown to promote this prosperity, should therefore definitely
continue to bepursued ifchild labor is reallio be combated.

A consideratin of the average per capita income of a country may neglect inequality. Another indicator
worth looking at in this context is therefore the poverty rate. It measures the proportion of people with
a labor income of less than USD 1.90 per day. As shoWwiglre2b6 there is a strong positive
relationship between poverty rate and child labor. Thus, a halving of the poverty rate is associated with
a decrease of 3.42 percage points in the share of child labor. It can therefore be concluded that a
sustainable fight against poverty, for example by increasing the involvement of the countries concerned
in international trade, should also go hand in hand with a reductiorilchlahor.

Figure2b5: ChildLabor andPer Capita Income
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Note:Proportion of working children in the populationief# year old¢Y-axis) as dunction of per capita
income(X-axis). 69 poorer countries for which data are available in the period>2D1®.

Source: World Development Indicators, World B20&1) own calculations and illustratians

Following the above line of reasoning, it is hardly surprising that bo#ntpand child labocorrelate
negatively with the openness of an economynassured by the KOF dee Globalization Index. Thus,

Pagel9of 71 Economid&valuation of eDue Diligenckaw



il

a 10point increase in openness is associated with a 9.2 percentage point decrease in a country's child
labor shareKigure2b7) or a 7.5 percentage point decreaséhia poverty rate Figure2- 8).!

The share of wonrein precarious employment also correlates negatively with the degree of openness
(Figure 2b9). Thesame applies to the share of employees outside trendl sectoy which also
correlates significantly negatively with the degree of openness of an ecokR@uyelb10). A higher
degree of openness @ésoassociatedvith better control of corruptiorfFigure2b11) and therule of law
(Figure2b12) among thepoorer countriesurveyed.

Figure2b6: ChildLabor andPoverty
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poorer countries for which data are available in 202019.

Source: World Developntdndicators, World Bank, own calculations and illustrations

1 Other measures of openness or other subcomponents of the KOF Index have quite similar effects. It is important,
however, that the value of international trade as a percentage of GDP is not used as a measure of openness; this
indicator is highly distortetly price effects, especially for developing countries; see Alcala and Ciccone (2004).
The KOF's de iure indicator does not have this problem.
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Figure2- 8: Poverty andDpemess

o
<~

®GIN ®UGA

OHTI

20

10

-10

T T T T T

40 50 60 70 80
KOF Globalisation Index

Note: Proportion of people with a labor income of less than USD 1.90 per day in purchasing powelparities, (
axig and KOBe iureGlobalzation IndexX-axis) 27 poorer countries for which data are available in 2010
2019.

Source: Worl®evelopment Indicators, World Bank, KOF, own calculations and illustrations
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Figure2b9: PrecariousemaleEmployment andpenness
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Figure2b10: Proportion oEmployeegutside theFormal Sector andOpenness
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While the share of the labor force with advanced education is positively associated with a country's
degree of openness, the correlatianniot statistically significarfigure2b13). This may be surprising

at first sight, but it ignores differences between exporting andexgorting firms within the same
country. For example, Bernard and Jensen (1995) and Bernard et al. (2007) show that exporting firms
pay higher wages on averaden those firms that only serve the domestic market (seeSaistion

3.2). Moreover, these firms employ more workers with advanced education (Verhdfs).
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Interestingly, for the poorer countries considered, there is no statistically significanbrrete

between child labor and democradyidqure2b14) and a negative relationship between press freedom

and the degree of opennedsigure2b15).

Figuren &3: Workers withAdvancedsducation andOpenness
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Figuren &4: ChildLabor andDemocracy
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Figuren &5: Freedom of theress andDpenness
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To sum upthe following lessons can deawnfrom the experience of developing countriggh their
integration into theglobaldivision of labor:

1. The study clearly shows that those developing countries that were already prepared half a

century ago to open up both as a location and a target market fotraditional production,

i.e. industrial goods later services, were able to achieve greatergpitysgnd faster economic

and social advancement. Geographically, this group can be located in East and Southeast Asia
(first South Korea, Taiwan, Singapore and Hong Kong, followed by ASEAN countries Malaysia,
Indonesia, Philippines and Thailand. Othentwes such as Vietnam and Bangladesh are also
trying to follow this path. These countries have managed to strike a relatively stable economic
policy balance between production for the domestic market and the export market, visibly
improve the skills of #workforce through investment in education, atcessfullattract

FDI after a period of reluctance to do so. A strong prsattor momentum of riskaking and

profit orientation has also shaped large segments of domestically oriented investorsen the
countries.

2. Set off against this group of countries are most Latin American countries, parts of South Asia
with India as an anchor country, and most African countries with the exception of the North
African Maghreb countries (Morocco, Algeria and Tajpishich have historically had close ties
with the EU. Latin American countries, which became independent as early as the 19th century,
came under the influence of the expgressimistic "dependencia” theory after the Second
World War, which propagated amport substitution (IS) strategy, sought regional instead of
global markets, and gave wide scope to theatedinfant industryargument. These countries
benefited episodically from commodity price increases, but failed to isolate these temporary
income gains in their effects on price stability and lapsed into debt crises and social conflict in
the 1970s. To the extent that they had large domestic markets (Brazil, Mexico), they were able
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to delay the harmful effects of excessive IS for a time, espeamliforeign investment
concentrated on supplying the domestic market. Special trade policy regimes (e.g. passive wage
processing), as in Mexico with its maquiladores industries, createddeaglegated spaces

within countries. In these countries, 1S fiea the emergence of a 'labor aristocracy' in
protected industries, opposed by a large 'industrial reserve army' in informal labor markets.
Social inequalities are still a defining feature of Latin American countries today

3. After gaining independence, thdridan countries have hardly been able to follow in the
footsteps of the Asian countries, which have outgrown the production ofiatemsive, simple
industrial goods in terms of costs. Together with India, they still maintain the highest level of
protedion, unsettle foreign investors (with the notable exception of China) due to a lack of legal
certainty, high levels of corruption, high producthatijusted production costs, insufficiently
skilled labor, infrastructure in need of improvement, and highgaction costs in neighboring
trade, and therefore remain exposed to the volatility of commodity markets. Environmental
problems, climate change and increasingly volatile rainfall conditions, together with high
population growth, leave little room for stainable agriculture.

4. Demandside benefitsr{on-reciprocaltariff preferences and development cooperation) were
not able to compensate for the supgide disadvantages mentioned under (3). However, it is
also undeniable that these benefitere seen ad 3 A F (iofteh reinainBd materially limited
and/or benefited the donors rather than the recipients.

5. As aresult, only one developing region (East and Southeast Asia, even without China) has been
able to gain an increasing share of world industrial goods exports (of more than a quarter,
including China), while the other three regions (Latin Americaa/Afmi the Middle East) have
so far stagnated in their shares at a low level. Sporadic successes in the services sector (e.qg.
tourism in East Africa, transport services from the Gulf region or business services in India) have
lagged far behind what has bene the most important source of income in many developing
regions: remittances from migrant workers.

6. Germany is an importamtestinationmarket for many developing countries. Here, however,
the expected picture also emerges. The contribution of Germalhd@mand to value added in
the developing countries is highest in the Asian countries and lowest in theAhshican
countries The African countries do not play a role.

7. Many ofthe keyindicators measuring respect for human rigptaticularly in thesocial sphere
correlate positively with per capita inconee openness. There is a risk that reducing the
globalization gains of developing countries wit improve the overall situation on tee
countries.

2.2 Working Conditions and Workers' Rights in Host Countries of
German Direct Investment and Supplier Countries

TheGermanSupply ChaiAct is based on the various guidelines of the United Nations, the OECD and
the ILO mentioned in Chapter 1 on the protection of human rights, which globally opecatipgnies
shallcomply with.
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In the following, the question will be examined whether and, if so, how intensively German companies
maintain trade and investment relations with countries in which working conditions deviate so clearly
from the commitments thiathese countries have entered into internationally that one can assume
government failure in these countries rather than failure on the part of German companies. This would
raise the question of whether companies or partner governments are the most prgmaitors when

it comes to remedying poor working conditiof&irthermore, thissub-chapter examineswhether
analyses of human rights risks at country leasked on existing datxe sufficiently robust to serve as

a basis for decisiemaking by affectedompanies.

Key labor protections include the eight ILO Conventions on Freedom of Association and Protection of
the Right to Orgamg, Protection of the Right to Collective Bargaining, Equal Remuneration, Elimination
of Forced Labor, ArDliscrimination (EBployment and Occupation), Minimum Age for Employment,

and the Prohibition and Elimination of the Worst Forms of Child Liale»2021a)

As of early 2021, 146 countries had ratified all eight conventions, another 14 had ratified seven, 11 had
ratified sk, and another 5 had ratified five. The main outlierthe US, whiclhaveratified only two
conventions (on the elimination of forced labor and against the worst forms of child labor). China has
ratified only half of the conventions. To date, China lmsatified the conventions on freedom of
association and collective bargaining and against forced labor. The Chinese government has pledged to
seek to ratify the conventions against forced labor as part of the negotiations on an investment
agreementwith the EUconcluded at the end of 2020.

At first glance, it seems that even the poorest developing countries have taken their obligations to
protect human rights in the world of work seriously. Among the countries that have ratified all eight
conventions ar@almost all African countries (47 countries).

However, the reality published in annual surveys of working conditions in many countries by the
International Trade Unio@onfederation(ITUC) shows a clear discrepancy between commitments and
implementation(ITUC2020).

The ITUC categaeis violations of workers' rights from mild and sporaGateggory 1) to serious and
accompanied by the breakdown of the legal syst@megory 5+). Based on ITUC research for 2020, it
shows that out of 141 countries for whilbhbth ratification data and data on violations are available, 65
countries that had ratified seven or even all eight conventions were rated as having poor to catastrophic
working conditions b+) (46% of all countries). Fifgeven countries4Q % hadworking conditions

in the upper range E3). The remaining 19 countries had ratified fewer than six conventions. Countries
rated as having poor working conditions included theQd&g@ory 4) and Chin&dqtegory 5).

2.2.1 Economic Relations of German Companies at the Investment Level

The trade relations of German companies with suppliers from countries, especially developing
countries, that respect workers' rights in different ways are discussed below. In addition to trade, direct
investments by German cgranies offer the opportunity to influence working conditions in host
countries, whether through appropriate remuneration, the use of production methods that are
beneficial to the health of employees in subsidiaries of German companies, or the infludacal on
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suppliers to pursue the goals of the ILO conventions. In this context, it is also important to examine the
question of whether poor working conditions or even exploitation could be positive investment
incentives for German companies, so that Germaastments are preferably made in countries with
critical to poor working conditions.

In order to answer this question, one should not start with the formal agreement to the ILO conventions,
which, as shown above, have been more or less ratified by a#hastuntries, but with the actual
working conditions, if one follows the ITUC index, which is based on working conditions in Scandinavian
countries as a "best case" yardstick.

The empirical basis for this is the stock survey on German direct investmesud @ublished annually

by the Bundesbank, which also provides aggregated data on turnover, jobs and the number of
companies in the respective host country across all sectdle flollowing, thesalata will be linked to

the ITUC's assessments of wogkeonditions in the 2020 report in the host countries of German direct
investment. This is intended to address the question of whether, and if so to what extent, German
companies have to deal with the accusation of investing in countries with poor wookidijions
without making any substantial changes to these conditions. The time period shown here covers the
years 20082018 and does not allow for a sectoral breakdown by industry for all host countries. Sector
breakdowns are only shown for a few largeelepingand emerging countries that are important for
German companies, outside the group of indusmddlicountries (OECD), as otherwise individual
investors could be identified.

The most important statement that stands out is that in 2018 more thanthivds of German
investments were made in countries that had good to satisfactory working conditions according to ITUC
categories &3. This share already existed in 2000 and had even risen to od#eby 2009.

Just under a thirdf investments took placin countries with critical to poor working conditions (ITUC
Categories #5+) in 2018. The two important host countries, the USA (@at¢Qory 4) and China (ITUC
Category 5), fall into this lower half of the assessment spectrum. In 2018, these twdesbaatounted

for 27% and 146, respectively, of the stock of all German foreign investment in the manufacturing
sector. Without these two countries, the share of German investments in critically to poorly rated
countries would only amount to just unded % of total investments.
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Figure2- 16: Share oHost Countries of GermaRoreigninvestmentsiccording to ITURanking inTotal Foreigninvestments
(in %)
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csi.org/IMG/pdf/ituc_globalrightsindex_2020_en.pdf)uBehe Bundesbank, Direktinvestitionsstatistiken,

versch. years.)

The fact that this share has risen by around 4 percentage points since 2000 highlights the increasing
importance in the portfolio of German investors of host countries other than Chinthea$bA, whose
working conditions were clearly in need of improvement in 2020, according to the ITUC assessment.

While turnover and the number of companiessentiallyconfirm this overall statement from the
investment volume, the distribution across allCCategories shows a somewhat different picture if

the number of jobs created is taken as a basis. Here, the significance of the countries rated critical to
poor is significantly higher, and this is independent of the two major host countries, Chiha bi8A.

In 2018, just over half of the jobs resulting from German direct investment were created in countries
rated good to satisfactory (84). In 2000, this percentage was stilb64By contrast, 4% of the jobs

were created in countries rated critld@ poor, and only about onrthird (15%) of these were in the

USA and China. This lower half of the assessment spectrum needs to be examined in more detail.

The vast majority of host countries for German investors with critically assessed workingreoaciti

in ITUGategory 4, which the ITUC characesias "systematic violations of workers' rights". In addition

to the USA, Mexico, Chile, Malaysia, Vietnam, Serbia, Tunisia and Qatar are particularly important host
countries for German investors. WiRRomania, even an EU country is represented in this category. In
the worstCategory 5+, which according to ITG&egories stands for "breakdowntbe rule of law", a
maximum of 0.24 of all German direct investments (2018: @€ were made in the entigbservation

period. Here, a lack of legal certainty and poor market opportunities do not provide a basis-for long
term investments and are therefore also avoided by German investors. This category is therefore
negligible in terms of magnitude.
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This leave category 5, which the ITUC charaeésrias countries with autocratic regimes and lack of
access to implement fede iurelabor rights. In addition to China, which accounted for ab@&atdd all

German direct investment in 2018 (and %4in the manufacturing sector, as noted above), host
countries such as Brazil, Colombia, Greece (as an EU member!), Hong Kong, India, Turkey, South Korea,
Thailand, the Philippines and the United Arab Emirates (UAE) are important locations for German
invegors in this category, alsotaling about 5%. They accounted for about ¥ of jobs created by

German direct investment in 2018, with an upward trend, i.e. three times the share of the investment
stock. By comparison, direct investment in China accodateshly 9% of all jobs.

These differences between the investment stock and employment in datg@ory 5 lead to the
assumption that German investments in these countries produce inilaieasive manufacturingith

above average frequenchiowever, this does not prove that the same poor working conditions prevalil
in German subsidiaries in these host countries that the ITUC complains about for the country as a whole.
The above assumption can be verified by using turnover per job as a ene&sie labor or capital
intensity of production, broken down by ITQ&egory. A low ratio represents labor intensity or a
relatively high use of lowkilled labor, a high ratio represents capital intensity and a relatively high use
of highskilled labor Such a comparison could be distorted if German companies were heavily involved
in extractive commodity sectors with high capital input. However, this is not the case. In 2018%only 3
of German direct investment was active in energy supply and onhthi@ss10% outside the
manufacturing and service$raditionally, German companies buy commaodities on the world market,
but hardly invest in commodity sources.

Indeed, in 2018, the per capita turnover of German direct investment indatggory 5 ificluding

China) was only 7 of the comparable figure in ITQ&egory 4 (including the US). In 2000, the gap
was even larger (about 28). This suggests that the production methods and sector structures between
the two categories have converged since 200Bh&it China, the gap would have been much wider.
The two large host countries, China and the USA, haumportantinfluence on the results in both
Categories 4 and 5. In IT@ategory 5, per capita sales without China in 2018 were about a third lower
than with China, and in ITWategory 4, per capita sales without the US were actually ov#r 16@ver

than with China. Both countries are intrinsically in the upper half of the spectrum of working conditions
according to the hypothesis that better workiognditions are associated with higher per capita
turnover data. They obviously attract German investments in other sectors or use moreict@pitive
manufacturing methods than German investments in countries that are on the same (lower) level with
both countries in terms of working conditions.

As an interim result, the aboweentioned eighteen most important host countries with critical to
poorly assessed working conditions (excluding the USA and China) account for just uiticied ofe

all jobs cread by German direct investment, mostly in manufacturing industries. Among them are two
EU members (Greece and Romania), the two large Latin American host countries Brazil and Mexico
followed by predominantly South and Southeast Asian countries as walth¥Srea. This means that
German companies are important players on the ground, and most of them haved®Eemmany

years. Only eight of the eighteen countries have ratified all ILO conventions, including the two EU
members and the EU candidate coyn8erbia. In these three cases, it would be the task of the EU
Commission to point out to the countries the discrepancy between ILO ratification and reality and to
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ensure a remedy by means of allocations from the EU Commission's budget or its refuda to ma
payments. In these cases, the EU Commission's initiative in the direction ofwadeEdirective on
corporate due diligence must and can be based on the ability of the governments in Greece and
Romania to consistently enforce the national regulatovy deflected in the ratification of the ILO
conventions. Otherwise, the task of enforcement would fall to the EU institutions.

With other countries such as Mexico, Tunisia, South Korea and above all Turkey, which is linked to the
EU by a customs union ihet manufacturing sector, there are trade agreements in which individual
parts refer to fair working conditions. In countries with which there are not yet any EU trade agreements
of the latest generation (incorporating sustainability and workers' rigajt(from the USA and China,

these arehe ASEAN states and India), this legal assistance by the EU is not yet possible.

2.2.2 Economic Relations of German Companies at the Trade Level

The analysis on the question of what working conditions prevailuntrées with which Germany
maintains economic relationsan beextended from direct investments to the trade flows that are
important for supply chains, specifically: how important countries are as procurement markets (German
imports) as well as target maats for Germany (German exports) that have ratified all eight ILO
conventions on the protection of workers' rights but experience poor to catastrophic ratings for the
working conditions prevailing on their territory and thus obviously do not complyheitommitments

they have entered into internationally. These are 35 countries that accounted far &.@ll German
imports in 2020 and 7.% of all German exportBestatis2020)

Out ofthis group, Turkey standsit with 1.4% (1.6%) of German impor{@xports) and Romania (13
each of German imports and expori&dzakhstarGreece, Indonesia, the Philippines and Ukraine follow
far behind, all at 0E0.3% of German imports and exports.

Figure2-17: Share of GermafradingPartners withPoor to Very Poor WorkingConditionsAccording to ITURanking in
Germanimports andexports 2020 (in %)
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Notes:By trading partner, these partners have ratified all 8 ILO core conventions on the proteatide idf
rights.

Source: Destatis; ITUC.
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The examples of Turkey and Romania show that, compared to a supply chain law, the Federal Republic
of Germany and the EU Commission have a much loftserce of influencing trade policy by anchoring
criteria of sstainabledevelopment, which include social standards and human rights. Turkey has been
linked to the EU since the beginning of 1996 by a customs union in the industrial goods sector.
Modernization has been sought by the Turkish side for years and haspbegosed by the European

side since 2016, taking into account aspects such as services, public procurement and sustainable
development (European Commissigfl15).

If national EU governments or the EU Commission, instead of the companies, were tfompress
compliance with the commitments Turkey has entered into internationally and bring them into the
negotiations on the modermition of the Customs Union, this would hdkie major advantage that
employees in all Turkisfompanies in Turkeyrespectiveof whether they are integrated into supply
chains or not, would be protected and there would be no discrimination between supply chain members
and other companies and thus displacement effects into less protactes.

This is even more true for Hilembers Romania and Greece, whose companies must comply with
minimum requirements for working conditions and occupational health and safety as part of the so
called social dimension (European Parlian2®i9).

In summary, this sectioexaminedwhether thehost countries of German investors comply with or
violate the eight core conventions of the International Labor Qzgg@am for the protection of workers,

which they themselves have ratified, according to the (very critical) assessments of the Imaknatio
Trade Union Confederation ITUC, and whether German companies choose host countries in which
workers' rights are violated according to ITUC standards. The following results emerge:

1. Twothirds of German direct investment stocks in 2018 were locateduintiges rated good to
satisfactory according to ITUC criteria 2020. This primarily includes investments within the EU,
although the ITUC also lists two EU members with poor working conditions, Romania and
Greece. The twthirdsshare has been stable sir2@00 and even higher at #2in 2009. Since
direct investments are the basis of supply chains between affiliated companies and German
investors pay and employ local workers according to formal rules, this is an indication that the
majority of German subsaties abroad comply with their due diligence obligations.

2. The onethird of German direct investment that was made in countries with critical to poor
working conditions (ITUGtegories 4 and 5) dominatedby the USAGategory 4) and China
(Category 5)as the two most important host countries by far. Without these two countries, the
share of German direct investment in host countries rated critical to poor would amount to just
under 10% of total direct investment.

3. In countries rated catastrophic (ITQ&egory 5+), German investors are almost not active at
all (0.1%).

4. If the number of jobs created by German investments is taken as a basis instead of investment
stocks, the importance of host countries with critical to poor working conditions accaoding t
ITUC standards grows to almost half of all jobs created by direct investments, with an upward
trend. This is not only attributable to the two important host countries, the USA and China, but
is also a consequence of investments in relatively {sit@nsgve manufacturing in traditionally
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important host countries such as Brazil and Mexico, to which the ITUC attests poor working
conditions. However, it can be assumed that critical to poor assessments apply more to the
general working conditions in the couss than to the conditions prevailing in subsidiaries of
German companies.

5. Many host countries, including most African countries, have to accept the reproach of a
considerable discrepancy between internationally promised labor rights, docunmantbe
ratification of the eight ILO core conventions on the protection of warlkerd the reality,
represented by the ITUC assessments. The governments of many supplier countries are thus
either unwilling or unable to guarantee the promised protection of alkers in their
employment relationships on their territories. Here too, the USA is out of the ordinary, having
ratified only two of the eight conventions to date, because ratification of all conventions would
imply general acceptance of ILO standards aodgulures. The latter would require reform of
many Americanlaws, for which there is no political majority. Nevertheless, the ITUC rates
working conditions in the USWlyas critical Cat. 4).

6. The discrepancy listed under (5) is also visible in the imagleods. In 2020, 35 countries that
have ratified all eight ILO core conventions but were assessed as having poor to catastrophic
working conditions accounted for around/of all German exports (88 of imports). This
does not include the US and Chimdich have not ratified all conventions, but does include
Turkey and Romania in particular, followed by Ukraine, Greece and the Philippines. Alternative
approaches to supply chain laws that appear likely to improve overall working conditions in
countries not just thosefor companies integratedn supply chaig) are visible in these
countries. These alternatives include the enforcement of EU rules on labor and product
standards (Greece, Romania), agreements on labor protection as a precondition fadeece t
agreements and deeper development cooperation (ASHEAD: Philippines) or closer
contractual relations with the EU (Ukraine), or the deepening of the customs union (Turkey).

2.2.3 Import Linkages of German M&E Firms at the Trade Level

Input-output tables from the OECD are usedatmalyze the importance otountries with high ITUC
scoresspecifically for companies in the metal and electrical industries ((PC8).These provide
information on the value of intermediate goods (in USD) purchased bsc#icsgector in a specific
country from another sector in another countfhis data can therefore be useddetermine the
importance of individual countries as suppliers to the German M&E industry.

In total, 66 countries and 36 economic sectorsiackided in the OECD IO tabld@his means that data

is not available for all countries identified as problematic by the ITUC. The most recent tables refer to
2015, so the data shown in the figures refer to this yéanthermore, the following figuresity refer

to direct intermediate products purchased by companies in the M&E industry. Against the background

2 Countries not directly covered are grouped together in the variable 'rest of the world'.

3 A direct transfer ofhe values to the year 2021 is therefore only possible under the assumption that the supplier
structure has not changed since 2015. Such an approach is not unusual when data availability is limited (see e.g.
Felbermayr et al., 2015). Although the absolatiies (in USD) will differ, the relative shares of individual countries

are likely to be comparable.
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of the Germanlaw, whichsees a direct responsibility of companies only for direct suppliers, this is the
relevant linkage. If the corporate dutiyaare as currently discussed in the European Parliamaigo
extends to indirect suppliers, however, indirect linkages also play a role.

Figure2b18 showsthe value ofntermediate products (in USD) that the German M&E industry sources
from those countries that have the worst working conditions according to the ITUC {Z020nost
important source country for the M&E industryn this categoryis Turkey.Specifically German
companies in the metal and electrical industry sourced goods worth USD 3.82 billion from Turkey in
2015. This corresponds tol246 ofthe intermediate products imported by the M&E industry0.6%

of thetotal intermediateproducts used in this sector. It is followed by India with USD 1.51 billion worth
of intermediate productsQ;8 % ofimportedor 0.2% of total intermediate productsBrazil (USD 0.97
billion or0.5 % ofimported intermediate producjsand the Philippine@JSD 0.44 billion d3.2 % of
imported intermediate produc)sKazakhstan and Colombia play a relatively minor role, with shares of
0.07%and0.01% ofimported intermediate productsespectively. Overall, the German M&E industry
thussourceddirect intermediate products worth USD 6.89 billion figirof the termost problematic
countries according to the ITUC2815. This corresponds to a share 38 % oftotal intermediate
productsimported by the M&E industryr 1.1% ofthe total inpus used in this sector.

Figuren &8 Value ofnputs in German M&EBbmpanies fronGountries with thaNorst WorkingConditionsand Share of
Total M&E Industrylmports
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Note: Inputoutput data is only available for six of the ten countries with the worst working conditions according
to ITUC (2020). Bangladesh, Egypt, Honduras and Zimbabwe are not shown.

Source: ITUC (2020) ad&CD ICIO tables (2018b)

The M&E industry'supplier relationships with other countries with an ITUC score of 5 are shown in
Figure2b19. China in particular stands out here, from where the GerW&E industry sourced

4The ITUC lists the ten countries with the worst working conditions. However, no 1O tables are available for four
of these countries, so their share of inputs used in the M&E industry cannot be calculated. These countries are
Egypt, Bangladesh, Hondurasl @&imbabwe.
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intermediate products worth USD 18.3 billion in 2015, which corresponds to a share %f d0t@tal
imported intermediate products or 2% of the total intermediate products used. Far behind, but also
significant, are the Republid Korea (26 of imported inputs or 0% of total inputs) and Thailand
(0.5% of imported inputs or 0% of total inputs).

Overall, a good 1% of the intermediate products imported by the M&E industry, oP# @ the total
inputused in the German M&iRdustry,originatefrom the 13 countries with an ITUC score of 5 shown

in the two figures. In the case of these intermediate products, it is to be expected that suppliers will at
least require closer scrutiny with regard to compliance with human rightge also consider the
countries with an ITUC score ofFglre2b20), the proportion of intermediate products from critical
countries of origin increwes by a further 9.percentage pointg¢o a total of 25.% of imported
intermediate products (7.% of total intermediate products used). The USA in particular play a
significant role here with intermediate products worth USD 12.26 billion%{6d& impoted
intermediate products or 2.% of total intermediate products used).

Figuren &9: Value ofntermediateProducts in German M&Bmpanies from th&ther Gountries withTUCXore 5and
Share ofTotal Imports of theM&E Industry
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Note: Inputoutput data are only available faB of the 3Zountrieswith anITUC (2020%core of 5Figure
excludes the ten countries with the worst working conditions.

Source: ITUC (2020) a@ECD ICIO tables (2018b)
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Figuren BO: Value ofntermediateProducts in German M&Bmpanies fronCountries with ITUS&ore 4and Share inTotal
Imports of theM&E Industry

Note: Inputoutput data are only available for 8 of the total 41 countries with an ITUC @028)f 4.
Source: ITUC (2020) a0&CDCIO tables (2018b)

2.2.4 Validity of the ITUC Score

ThelTUCXore is a useful indicator fareasuring violations of workergjhts and comparing countries

in this respect. However, it does not provide a comprehensive picture of the human rights situation on
the ground, which is illustrated by the following examgtégure2- 21 shows the correlation between
ITUCSore and child labor for selected countries, measured by the proportion of working children in
the population of7 to 14 year old$in %) A simple regression shows a negative correlation between
ITUCSore and child labor: a better situation in terms of workers' rightseemingly paradoxically
associated with aimcreased incidence of child labor. This correlation cannot necegsdriterpreted
causally. However, it shows that a focus on the IFd€e alone is not sufficient to comprehensively
assess the human rights situation in a country.
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