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Abstract: Value chains have become instruments to implement transnational
sustainability standards. Implementing private standards via international com-
mercial contracts contributes to redefining the organizational business models of
supply chains, which in turn influence the effectiveness of the standard and the
internal distribution of power. Global environmental standards, particularly those
related to sustainability, are profoundly changing the structure and linkages in
global value chains. Ensuring compliance with standards is forcing chain leaders
to engage suppliers directly, thereby reducing the degree of delegation to inter-
mediate levels. As a consequence, monitoring contractual performance and sanc-
tioning non-compliance have become central issues in organizing value chains.
This article addresses the relationship between global private standards and
supply-chain contracting, arguing that they mutually influence each other. It then
compares different instruments that can be used to implement environmental and
social programs along the chain, focusing on private taxation and internal mar-
kets. It concludes by illustrating the correlations between different types of
environmental standards and contracting in global chains.

Résumé: Les chaînes de valeur sont devenues des instruments de mise en
oeuvre de la gouvernance environnementale transnationale. L‘expression de
normes privées à travers les contrats commerciaux internationaux contribue à
redéfinr les modèles économiques organisationnels des chaînes d’approvionne-
ment, qui à leur tour influent sur l’effectivité du standard et la distribution
interne du pouvoir. Les standards écologiques globaux, en particulier ceux qui
visent la durabilité, modifient en profondeur la structure et les articulations des
chaînes de valeur globales. Assurer le respect des standards oblige les acteurs
pilotes à engager directement les producteurs en amont de la chaîne, réduisant
le degré de délégation aux niveaux intermédiaires. Par conséquent, le contrôle
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de la performance contractuelle et la sanction de l’inexécution deviennent des
enjeux centraux dans l’organisation des chaîens de valeur. Cet article concerne
le rapport entre les standards privés et les chaînes de valeurs et suggère qu’il
est constitué d’ influence réciproque. Ensuite, il compare différents instruments
qui peuvent servir à mettre en oeuvre des programmes environnementaux et
sociaux tout au long des chaînes, ciblant à cet égard la fiscalité privée et les
marchés intérieurs. En conclusion, il illustre les corrélations entre divers types
de normes environnementales et le processus contractuels dans les chaînes de
valeur.

Kurzfassung:Wertschöpfungsketten sind heute zuwichtigen Instrumenten für die
Implementierung von Strategien der Umweltgovernance geworden. Das betrifft
die Implementierung privat gesetzter Standards in internationalen Handelsverträ-
gen. Dadurch werden internationale Organisationsmodelle in der Wirtschaft im
Bereich (vor allem) der Zulieferverträge neu definiert, was wiederum die effektive
Anwendung der Standards befördert, namentlich solcher zur Nachhaltigkeit. Dies
modifiziert grundlegend die Struktur und die Verbindungsstellen in globalen
Wertschöpfungsketten. Wenn eine Einhaltung dieser Standards wirklich verbürgt
werden soll, müssen die Systemköpfe die Zulieferer direkt in die Pflicht nehmen
und die Delegation auf Zwischenglieder zurückdrängen. Als Konsequenz hieraus
ergibt sich, dass die genaue Prüfung der Vertragskonformität und die Sanktionier-
ung von Verstößen zu einem Herzstück in der Organisation von Wertschöpfungs-
ketten geworden sind. Dieser Beitrag beleuchtet das Verhältnis zwischen globalen
privat gesetzten Standards und dem Recht der Zulieferverträge, wobei das Haupt-
argument dahin geht, dass beide einander wechselseitig beeinflussen. Dann
werden verschiedene Instrumente untersucht, die genutzt werden können, um
Umweltstandards und auch soziale Standards entlang der Kette zu implementie-
ren. Dabei liegt der Fokus auf privater ‘Besteuerung’ und innerhalb der Organisa-
tion kreierten ‘Märkten’. Am Schluss werden nochmals die Korrelationen
zwischen verschiedenen Arten von Umweltstandards und globalen Wertschöpf-
ungsketten aufgegriffen.

Introduction

Regulating sustainability through global supply chains

Regulating through global supply chains is gaining in importance, expanding to
many sectors from environmental to social, from data protection to consumer
quality and safety. It is a form of transnational private regulation (TPR) that
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complements both public-domestic and international regulations.1 These are
voluntary standards implemented along global chains with multiple instru-
ments, including international commercial contracts. Supply chains, involving
many thousands of enterprises, operate across multiple jurisdictions, where
public regulations can significantly differ. Hence private regulatory regimes have
trans-border scope and include multiple jurisdictions, harmonizing (often with
stricter standards) public domestic regimes. Governing a common standard
implies not only defining its content but also taking actions related to non-
compliance, including enforcement and sanctioning.2 Differences in public reg-
ulation can be even more substantial in relation to monitoring compliance where
national practices may significantly diverge. TPR can be a response to diver-
gences but it requires design features that address legitimacy and accountabil-
ity.3

This type of TPR refers to a large number of firms rather than to individual
entities, and underscores the role of process rather than product regulation.4 It is
connected with the development of free global trade that has favored vertical
disintegration and offshoring but requires private regulatory coordination.5Within
the toolkit of TPR, international commercial contracts have come to play a signifi-

1 This complementarity often implies that domestic laws represent the mandatory minimum
standards, and private regulation introduces stricter standards. However, there might be in-
stances where the two conflict. Formally public domestic law should prevail over transnational
private law. In practice it depends on the capacity to monitor and enforce standards. Sometimes
private actors are better-equipped and funded, and their monitoring is more effective than public
institutions. The focus in this paper is on TPR but the role of domestic law and law enforcement
regimes is fully accounted for in the analysis.
2 See for example the RSPO Principles and criteria for sustainable Palm Oil Production including
indicators and guidance and the supply-chain certification systems both available at www.rspo.org.
3 See F. Cafaggi, ‘A Comparative Analysis of Transnational Private Regulation: Legitimacy,
Quality, Effectiveness and Enforcement’, EUIworking paper 2014/15, available at http://ssrn.com/
abstract=2449223.
4 A paradigmatic example is that of environmental regulation where the entire production
process has an impact on the environment from sourcing, to manufacturing, to transportation, to
end-use (waste/recycling). Process regulation is almost inevitably associated with supply-chain
management in private regulation. This is not the case in public regulation. See below.
5 See R. Baldwin, ‘Global value chains: why they emerged, why they matter, and where are they
going?’ in D. Elms and P. Low (eds), Global value chains in a changing world (Geneva: WTO, 2013),
available at www.itc.org. On the interaction between global trade and the evolution of global
chains see B. Hoekman, “Subsidies and Spillovers in a Value ChainWorld: NewRules Required?”,
ICTSD-WEF, E15 Initiative, 2015, available at http://e15initiative.org/wp-content/uploads/2015/
09/E15-Subsidies-Hoekman-FINAL.pdf.
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cant role, especially in relation to implementing standards.6 In such a framework,
private regulators can select from a wide menu of potential strategies including
command and control, market-based strategy with the definition of entitlements,
payment of premiums and subsidies, the creation of internalmarkets within global
chains, and responsive regulation with collaborative contractual governance.
Supply-chain contracting does not coincidewith a single regulatory strategy, but it
is compatible with multiple approaches, which in turn influence transaction
technologies (eg types of contracts) among the chain’s participants.7 Supply chains
are relatively stable structures where long term relationships emerge, not necessa-
rily accompanied by long term contracts. Formal and informal organizational
dimensions co-exist: the informal dimension of long term relationships is sup-
ported by the formal dimension of short term contracting.8

Coordination is a key organizational dimension to ensure supply chain stabi-
lity. One of the purposes of contracting is to ensure forms of coordination among
chain participants that reduce opportunism and moral hazard while enhancing
trust and cooperation. Agency costs and incentive to cooperate are key factors in
determining the contractual governance of the chain. Does domestic and interna-
tional contract theory account for the regulatory function of commercial contracts
as a relevant component of contract law? In particular, does it consider how
regulatory provisions influence the overall structure of contracting along global
chains? While increasing attention has been given to the question of why supply
chains have become one of the leading regulatory channels, research on private
regulatory instruments, and particularly on the use of international commercial
contracts as a regulatory device, has not yet captured sufficient scholarly atten-

6 It is important to underline that supply-chain contracting applied to sustainability deploys
international commercial contracts that include regulatory provisions and differs from regulatory
contracts used in environmental and other regulatory fields. See below, 6 et seq. The use of
commercial contracts represents at the same time a strength and a weakness for regulating the
adoption and implementation of sustainability standards.
7 On the interdependence between choice of regulatory strategies and selection of contractual
instruments and forms of supply chain contractual governance see above text and footnotes 5 et
seq.
8 On the complementarity between formal and informal dimensions in contract law, Campbell,
Collins, Wightman, (eds.) Implicit dimensions of contract. Discrete, relational and network
contracts Hart, 2003, specifically related to innovation see R. Gilson, C. Sabel and R. Scott,
‘Contract, uncertainty and innovation’, in S. Grundmann, F. Möslein and K. Riesenhuber (eds),
Contract Governance (Oxford: Oxford University Press, 2015) 155 et seq. More generally see
A. Dixit, Lawlesness and economics. Alternative modes of governance, Princeton University
Press, 2004, part. p. 25 seq.
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tion.9 In particular, it is under-investigated how regulatory functions may influ-
ence scope, functions, and structures of international commercial contracts with-
in global chains.

The relationship between TPR and supply chains

I have begun exploring the relationship between private regulatory strategies and
the structure of global supply chains elsewhere.10 Those analyses showed that the
choice of regulatory strategy by private actors is, or should be, influenced by the
chain’s structure (independent variable), but at the same time the structure of the
chain and its inner contractual relationships are affected by the selection of
regulatory strategy (that becomes the independent variable).11 Hence it is only by
looking at the mutual relationship between the regulatory strategy and the
structure of the chain that their strategic interplay emerges. Chains vary among
sectors and, within sectors, between commodities. The production chain of coffee
is very different from that of meat or fish. The value is distributed differently and
the role of intermediaries within the chain changes radically.12 These factors
influence how sustainability is implemented along the chains.

In the first part of this article the relationship between forms of supply chains
and regulatory strategies related to sustainability standards is examined; it will
be shown that implementing sustainability does not only entail additional costs
but can also generate process and product upgrading, increasing the chain’s
value. Hence contractual governance has to address both distribution of costs and
revenues coming from implementation of sustainability.

In the second part of the article the deployment of international commercial
contracts as a device to regulate and implement sustainability is explored. Sus-

9 The answers to the question why supply chains are used as regulatory instruments has been
addressed by scholars coming from different disciplines. They cluster around several factors: (1)
Cost cutting and increasing competitiveness, (2) anticipating and preventing public regulation (3)
creating norms that can be monitored and self enforced without using domestic courts and
commercial arbitration.
10 See F. Cafaggi, ‘The regulatory functions of international commercial contracts. New architec-
tures’ Fordham international Law Journal 2013, 541, and F. Cafaggi and P. Iamiceli, ‘Private
regulation and industrial organization: contractual governance and the network approach’, in
Grundmann, Möslein and Riesenhuber (eds), n 8 above, 343, and the comments by W. Kerber,
‘Private regulation and networks in transnational supply chains’, ibid 377 et seq.
11 See Cafaggi and Iamiceli, n 10 above, 343.
12 See OECD/world bank report, Inclusive supply chains, 2015.
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tainable sourcing is changing the structure of supply chains, shortening the
chain, and increasing collaboration between chain leaders and suppliers in forms
determined by the ‘continuous improvement’ approach.13 The link between sus-
tainable sourcing and governance of the supply chain impinges on the allocation
of responsibility to monitoring contractual obligations dealing with sustainability
standards.

The use of standard contract forms is predominant in the relationship between
MNCs and supply-chain participants. These contracts incorporate sustainability
standards that include monitoring and sanctioning.14 Implementation is defined
by suppliers’ codes and sustainability principles enacted by the large buyers and/
or the retailers. At first sight this would suggest that the dominant regulatory
model is command and control.15 When the chain leader is the drafter of the
boilerplate, incorporating the standard, it becomes the regulator, while the partici-
pants in the chain, i.e. the regulated, seem to be passive rule takers, subject to the
standards defined in the contracts or incorporated by reference. They generally
have no say in the decisions concerning the type of standard and its modes of
incorporation. However, when deepening the analysis, it becomes clear that the
standard-setting process represents only one dimension of the regulatory process,
and thatmonitoring and ensuring compliance play a significant role in shaping the
relationship among the chain’s participants. In the context of monitoring the
standard’s compliance, the degree of participation of the suppliers–and, more
generally, of other participants in the chain–increases, often moving from hier-
archical to collaborative regulatory relationships.16 Collaborative chain govern-

13 UNEP, ‘Sustainability of supply chains and sustainable public procurement – a pre study’,
2014, available at http://www.unep.org/10yfp/Portals/50150/downloads/Final_report_Sustain-
ability_of_supply_chains_SPP_140630_aug19.pdf, 23. ‘Collaborative efforts are proposed as a
way for smaller companies to take action and contribute to further supply chain sustainability.
Collaboration can as well be an important element of addressing the root causes of sustainability
issues. Two types of industry collaboration are featured:
–Best Practice Sharing: sharing knowledge about approaches and tools that
companies have found to be successful in their individual supply chain sustainability
program.
– Joint Standards and Implementation: to create consistency among companies’
expectations and supply chain programs. This approach can relieve the burden on
suppliers formonitoring and remediation and also to conduct joint capability
building for suppliers.’
14 See below text and footnotes p. 8 seq.
15 On the contractual architecture related to private standards see Cafaggi and Iamiceli, n 10
above, 348 et seq.
16 See C. Coglianese and J. Nash, ‘Management-Based Strategies: An Emerging Approach to
Environmental Protection’, in C. Coglianese and J. Nash, Leveraging the private sector, Manage-
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ance becomes even more relevant when ‘things go wrong and have to be fixed.’
Remediation and actions plans are articulated within management schemes that
involve a large part of the supply chain in their design and implementation. Such a
shift of regulatory perspective can occur in different ways: using modularity and/
or governance.17

The regulatory function is not independent from the structure of chains. In
turn, sustainability influences the connections among chain participants.
Changes produced by implementation of regulation and, more specifically, sus-
tainability concern not only the content of trade (what is traded) but also (1) how
contractual performance related to sustainability is evaluated and (2) how non-
compliance is addressed and problems solved.

The third part of the analysis focuses on the choice of instruments.18 It
examines the implications of instruments chosen for implementing sustainability
in supply-chain governance.19 The first section analyzes the use of private fines as
a functional equivalent of public taxation imposed on subsidiaries or indepen-
dent suppliers. The second section explores the use of the ‘cap and trade’ formula
along the supply chain. The analysis shows that programs design has to take into
account the structure of the chain, the degree of vertical integration, the alloca-
tion of power within.

The fourth part concludes.

ment based strategies for improving environmental performance (Washington DC: RFF Press, 2006)
10–11.
17 See below text and footnotes 18 et seq.
18 For a theoretical framework related to environmental regulation see R. Stewart, ‘Instruments
choice’, in D. Bodansky, J. Brunnée and E. Hey (eds), The Oxford handbook of international
environmental law (Oxford: Oxford University Press, 2007) 147.
19 In the field of environment there is a huge body of literature concerning instruments choice
related to public regulation and an emerging body related to the comparison between public and
private. In relation to the former see R. Kehoane, R. Revesz and R. Stavins, ‘The choice of
regulatory instruments’Harvard environmental law review 1998, 313; J.B. Wiener, ‘Global Environ-
mental Regulation: Instrument Choice in Legal Context’ 108 Yale Law Journal 677, 675–680 (1999).
In relation to the private domain see M. Vandenbergh, ‘Private environmental governance’ 99
Cornell law review (2013) 130 et seq. As to the comparative analysis between public and private see
S. Light and E. Orts, ‘Parallels in public and private environmental governance’ 5 Michigan
Journal of environmental and administrative law 2015, 1, considering prescription, property,
market leveraging, tradable permits, information, procurement, insurance.
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‘Make or buy’ and sustainability standards

Sustainability refers to environmental, social, and relational components.20

There are standards for resources in production, distribution, and consumption,
which are incorporated by reference into commercial contracts. Provisions for
environmental protection range from the use of precautionary principle, to the
introduction of CO2 emission control, to the control of soil and water contamina-
tion, as well as from energy savings, to appropriate waste disposal, to setting up
environmentally-friendly logistics.21 As to the social component provisions con-
cern child labor, working hours, freedom of association, and collective bargain-
ing; each supplier and their subcontractors have to comply with the clauses
incorporating such provisions and are subject to integrated management sys-
tems.

The unit of analysis for regulatory purposes should not be the single (large as
it may be) enterprise, but the supply chain, defined as a web of interdependent
enforceable contracts regulating both the production and distribution process.22

Clearly within chains some relationships are more stable than others, often

20 See UN Resolution by the General Assembly Transforming our world: the 2030 Agenda for
Sustainable Development, available at www.un.org. In the field of agricolture the definition
provided by SAFA Guidelines issued by FAO available at http://www.fao.org/fileadmin/tem-
plates/nr/sustainability_pathways/docs/SAFA_Guidelines_Final_122013.pdf, version 3.0, 2013.
See also SAFA for Sustainable Development, available at http://www.fao.org/fileadmin/tem-
plates/nr/sustainability_pathways/docs/SAFA_for_sustainable_development__01_.pdf, 2016.
MNCs adopt their own definitions. See for example UNILEVER, Making Sustainable Living
Commonplace, available at https://www.unilever.com/Images/ara-2014-strategic-report_tcm244-
421153_en.pdf, 8: ‘By sourcing sustainably,we can protect scarce resources, ensure security of
supply for our business and reduce price volatility while protecting the environment and
enhancing people’s lives,which is at the heart of our Unilever Sustainable Living Plan (USLP).’
The Unilever Sustainable Living Plan (USLP) has three Big Goals: to improve health and well-
being, reduce environmental impact and enhance livelihoods. Supporting these goals are nine
commitments underpinned by targets spanning our social, environmental and economic
performance across the value chain.
21 See for example Codice commerciale Ferrero available at www.ferrero.org.
22 We leave out the very important stage of consumption and the role of consumer contracts in
implementing sustainability standards. It is important to reiterate that the web of contracts often
encompass both bilateral and multiparty contracts which can take the form and function of
network contracts. See on network contracts F. Cafaggi, ‘Contractual networks and the small
business act: towards European principles’ European Review of Contract Law, 2008, p. 493 ff. and
F. Cafaggi (ed), Contractual Networks, Inter-Firm Cooperation and Economic Growth (Cheltenham:
EE, 2011); G. Teubner and H. Collins (eds), Networks as connected contracts (Oxford: Hart, 2011);
N. Coe and H.W. Yeung, ‘Toward a Dynamic Theory of Global Production Network’ Economic
geography, 91 (2015), 29–58.
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depending on where the value accrues.23 Suppliers are not all the same. This
approach takes duly into account the relevance of relationships not embedded
into single transactions but in a network along the chain. Organizational and
transactional boundaries do not coincide! Clearly, what constitutes a chain for
regulatory purposes may not be easy to determine, and approaches to defining
the legal boundaries of a chain may differ in accordance with the perspective
adopted. For the purpose of this analysis, the boundaries of the chain are defined
according to the regulatory scope of the regime. It is a functional rather than a
structural definition, going beyond the current doctrinal notion of contract.

In overly simplistic terms, the ‘make it or buy it’ alternative can have a
remarkable impact on how sustainability standards are implemented. Regulating
sustainability within a large corporation or over a large number of contractors
and subcontractors require different instruments and approaches. For example,
regulatory supervision exercised on internal divisions of the same MNC differs
from contractual oversight exercised by the chain leader over the independent
suppliers. Significant governance differences therefore arise depending on
whether sustainability standards are administered within or outside the firm’s
boundaries; in other words whether and how the chain is vertically integrated
influences modes of sustainability implementation and, in turn, have conse-
quences over the relationships between firms.24 Even when external suppliers are
involved, their impact on the environment may significantly differ: packaging
environmental impact differs from that of production or transportation. Many
MNCs map the impact of suppliers and differentiate them accordingly.25 In addi-
tion, due diligence schemes are applied differently to the internal structure of
firms and to chains that encompass legally independent suppliers.26 Sanctions
differ whether administered to an internal business unit, where termination is not

23 See R. Baldwin and S. Evenett, ‘Value creation and trade in the 21st century manufacturing:
what policies for UKmanufacturing?’ 11 Journal of Regional Science 2015, 31.
24 On the different structures of global value chains see G. Gereffi, J. Humphrey and T. Sturgeon,
‘The governance of global value chain’ Review of International Political Economy 2005, 78–104,
revisited by S. Ponte and T. Sturgeon, ‘Explaining governance in global value chains: a modular
theory building effort’ Review of International Political Economy 2014, 195 et seq.
25 See for example Coca cola distinguishing between programs within the corporations and
programs addressing suppliers. Data show that environmental impact is much stronger in relation
to suppliers than to the internal divisions. Similar findings are reported by other MNCs like
Walmart, Microsoft, Unilever.
26 See due diligence guidelines and supply chains. For example FAO Oecd, Due diligence guide-
lines for agricultural supply chains, available at www.fao.org., OECD Due Diligence Guidance for
Responsible Supply Chains of Minerals from Conflict-Affected and High-Risk available at www.
oecd.org.
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an option, or to independent suppliers, where contractual termination is used for
the most serious violations.27

Integrating the business actors in the analysis might not be sufficient to
capture the governance determinants of standards along the chain. Sustainability
standards are introduced in international commercial contracts for the benefit of
third parties. They concern environmental or social protection of workers and
their families, local communities, and the final consumers of the product or
service. Commercial parties engaged in the chain are not the primary beneficiaries
when they undertake the obligations to implement the standards.28 This dissocia-
tion between those who bear the burden and those who should benefit from
compliance poses different governance questions compared to the most conven-
tional quality product standards in international commercial contracts. Interme-
diaries representing these interests contribute to the governance of the chain even
if they are not technically contractual partners.

Changes in supply chains stimulated by sustainability
standards

What are the major changes brought about by transnational regulation of sustain-
ability in relation to power allocation and technologies of transactions within
global supply chains?

Sustainability standards–introduced in international commercial contracts,
with clauses that incorporate obligations to comply with new remedies–call for
more effective direct control over the upstream part of the supply chain, as well as
the use of management schemes that permit (1) greater coordination inmonitoring
and (2) stimulate reactions to non-compliance.29 Management schemes define
multiparty obligations distributed in bilateral contracts. Sometimes the obliga-
tions are included in separate multiparty contracts linked to the sequence of
bilateral contracts, other times they are incorporated in bilateral contracts. In the

27 Within organizations premiums and sanctions target individuals. They link good perfor-
mances with bonuses and bad performances with warnings, and removal in the worst cases.
When contractual suppliers are involved, sanctions and premiums do not refer to individuals but
to the organizations.
28 I use the term primary because commercial parties gain some benefits from adopting and
implementing sustainability. Not only reputational but also organizational benefits arise from
implementing sustainability through global chains.
29 One illustration is the Quality assurance programme in the field of palm oil adopted by
Unilever available at www.unilever.com.
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latter instance contracts capture better the external effects of sustainability perfor-
mances.

Sustainability standards are changing procurement policies related to suppli-
ers’ selection and to the metric for evaluating suppliers’ performance with an
impact on supply-chain entry and exit regulation.30 The degree of delegation on
monitoring by retailers and final producers (lead suppliers) has diminished in the
last two decades; new instruments of control and oversight have been devised,
contributing to increased supervision over the chain, well beyond the scope of
bilateral contracts.31 These instruments aim at monitoring compliance and oblige
the suppliers (1) to report results on sustainability, (2) to investigate the causes of
failures to comply and (3) to propose action plans directed at removing the
hurdles to effective regulatory compliance.32 The consequences of breaches go
beyond the boundaries of single transactions involving segments of the supply
chain. The remedies for those violations have to address the systemic breakdowns
more than the occasional failures.

Regulatory provisions focus on compliance and when breaches occur require
corrections rather than compensation for harm. They are prospective rather than
retrospective. Their goal is not risk allocation but ensuring compliance with the
standard.33 The regulatory function in global supply chains calls for wider and
more effective collaboration among segments of the chain located in multiple
jurisdictions.34

Schemes related to traceability provide a good illustration of such new forms
of collaborative chains' governance.35 Traceability is a form of information regula-
tion that requires electronic platforms with data sharing, process requirements,
and compliance controls.36 Traceability regimes differ across sectors, and even
within each sector, among commodities. Differences exist within agri-food be-

30 See below text and footnotes at p. 16 seq.
31 Scorecards and evaluation remplates have been introduced next to the more conventional
vendor ratings.
32 Most times action plans identify the causes of regulatory failures, modify the production
process, and try to remedy the harmful consequences caused by the violations. Sometimes a
distinction is made between corrective action that remedy the consequences of the violation and
preventive actions addressing the causes. See, for example, ISO 22000 in the area of food or ISO
14001, 4.5.2. in the area of environment.
33 See Cafaggi, n 10 above, 541.
34 See F. Cafaggi and P. Iamiceli, ‘Contracting in global supply chains and cooperative reme-
dies’, 20Uniform Law review (2015), 135.
35 See BSR-UNGC, A Guide to traceability (New York: UNGC Office, 2014), available at www.BSR.
org.
36 See UNEP, n 13 above.
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tween fish, meat, crops, and horticulture, or between agri-food and textile. The
influence on the structure of supply chain governance depends on which type of
traceability regime is chosen. For example there are chains segregating sustain-
able and non-sustainable products and chains that do not make that distinction.37

Diversity of objectives results in different regulatory models within supply chains.
Some objectives primarily concern quality and target consumers, others focus on
risk management and are directed at businesses. These differences will be exam-
ined in relation to the various models of supply chains, focusing in particular on
hierarchical, captive, and market supply-chain models.38 Despite the differences,
there is a clear influence of traceability schemes on supply-chain governance to
promote stronger cooperation among participants in order to ensure a high
quality of information about process along the chain.39

PART I: Implementing sustainability through
international commercial contracts: managerial
versus contractual control

This article claims that transnational regulation constitutes a relevant factor
contributing to the current transformations of contractual relationships within
global chains. The regulatory functions may influence both the form and the
intensity of ties within the chain, between the leader and the suppliers, and
among different tiers of suppliers. Sustainability affects the stability and duration
of relationships, and the flow of material, immaterial, and financial resources
along the chain.

37 Traceability in palm oil distinguishes between segregated, identity preserved, mass balance,
book and claim. See below text and footnotes 36 et seq.
38 I am using the taxonomy adopted by Gereffi, Humphrey and Sturgeon, n 24 above.
39 See BSR-UNGC, A Guide to traceability, n 35 above, 21 describing the main features of the
collaborative scheme, identified as the best practice to trace product along supply chains.
‘Companies need to have a means of verifying sustainability claims linked to their products,
and traceability systems can help business follow through on attributes connected to their
products. Traceability in particular provides a tool to monitor products and materials as they
travel through the supply chain in order to ensure that responsible social and environmental
practices are used at every step. Verifying the claims they make about these materials through
mechanisms like third party audits has been an important issue for stakeholder relations. Trace-
ability systems can help companies fulfill their sustainability promises by providing a means of
assuring sustainability and by generating data that can be sharedwith the stakeholders’.
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How does the regulatory process work in global value chains? A regulatory
relationship assumes the existence of at least one regulator and a number of
regulated entities.40 The nature of the regulatory relationship in global supply
chains is determined by (1) the presence of one or more regulators (varying
depending on whether, e.g., leadership is concentrated or shared and what
is the role of NGOs and other intermediaries) (2) the allocation of power
between the private regulator(s) and the regulated (for example the suppli-
ers) and (3) the distribution of power among regulated entities, in particular
between large, small and medium enterprises (for example: suppliers or, in
distribution, franchisees). These factors are partly determined by the architec-
ture of the chain and influence the regulatory choices.

In the context of commercial contracts, the regulator is the chain leader, the
regulated are the other participants in the chain, in particular the suppliers.
Who is the chain leader and how concentrated is its regulatory power
depends on (a) the sector (pharmaceutical, high-tech, food, extractive in-
dustry), (b) the capital versus labor intensive structure of the activity, and,
within the sector, (c) on the competitiveness inside the market of that
particular chain, and (4) the presence of influential global trade associa-
tions.41

The instruments’ choice is not a purely internal matter; it is often influenced
by external actors and by global standard setters and monitors like certifiers.42

Such influence can be indirect via delegation, or direct, through the establish-
ment of partnerships between the chain leader and the global regulator(s). The
creation of partnerships between MNCs and NGOs for implementing sustainability
has become much more common than in the past, where often an adversarial

40 One regulator can be a single entity or multiple entities sharing the regulatory power. This
framework takes into account the suggestions that GVC are not only unipolar but also bipolar or
multipolar. See Ponte and Sturgeon, n 24 above.
41 It has been claimed that buyers (Walmart, Tesco, Carrefour) lead the chain in labor intensive
chains whereas producers lead in capital and technology intensive. See Gereffi, Humphrey and
Sturgeon, n 24 above, the subject has been developed by Ponte and Sturgeon in a more recent
article. ‘Why are commodity chains buyer or producer driven? Gereffi did not explore this question
in detail, but instead let the empirical evidence speak for itself: capital- and technology-intensive
industries such as electronics and autos tend to be governed by producers (multinational manu-
facturers), while labour-intensive industries such as apparel and consumer goods tend to be
governed by buyers (retailers and brandedmerchandisers).’ Ponte and Sturgeon, n 24 above, 7.
42 For example ISO standards on environmental protection (14001) and on corporate social
responsibility (26000) may influence significantly the instruments deployed to organize sustain-
ability along the supply chain.
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culture characterized their relationship.43 It is common that NGOs are involved in
monitoring the implementation of a sustainability policy and collaborate with
large enterprises to ensure compliance within chains.44

How are standards implemented via commercial contracts? Chain leaders
design supply master agreements to be used along the chain. This is now current
practice in supply-chain management.45 Chain leaders regulate the supply chain
by adopting principles and codes that suppliers have to integrate into their
contracts with subcontractors in the upstream chains. Suppliers’ codes have
recently been integrated or complemented by responsible supply-chain guide-
lines that condition the strategy for sourcing and affect supply-chain govern-
ance.46 More recently, principles related to sustainable supply chains have been
enacted at the industry level.47 They can either be directly applicable or incorpo-

43 J. Ruggie, UN Guiding principles on business and human rights, Keynote address at the
Business Social Compliance Initiative, 2014, available at https://www.hks.harvard.edu/content/
download/72423/1659690/version/2/file/BSCI+Keynote.pdf, in particular: ‘5. Forming NGO part-
nerships. A key feature of the social compliance programs of many leading companies is the
extensive partnerships they form with global and local civil society organizations. These civil
society partnerships play several roles, from helping to set credible certification or compliance
standards, to providing capacity-building support for suppliers in the form of training and
guidance materials to help meet those standards, to joint problem-solving on particularly com-
plex issues.’
44 Collaboration may occur at different stages of the regulatory process. One important function
is monitoring. See for example the Report by Oxfam on Unilever in Indonesia and Vietnam
available at www.oxfam.org. See also the ISEAL partnerships with different enterprises and other
organizations, available at www.iseal.org. See G. Auld, Constructing private governance (New
Haven: Yale University Press, 2014).
45 See Guidance for responsible supply chains of minerals from conflict-affected and high-risk
areas, available at www.oecd.org. ‘Strengthen company engagement with suppliers. A supply
chain policy should be incorporated into contracts and/or agreements with suppliers. Where
possible, assist suppliers in building capacities with a view to improving due diligence perfor-
mance.’
46 See for example the case of Nestlè where the suppliers code has been complemented by the
Nestlè responsible sourcing guidelines.
47 See for example in the pharmaceutical industry the Principles for responsible supply chain
management (PSCI) and the guidance where concrete indications related to supply chain organi-
zations are provided in relation to each principle. In the field of mining see the Demonstrating
value: a guide of responsible sourcing, by ICCM (international council on mining and metals,
available at www.iccm.org. Sectoral principles are also drafted by international organizations see
for example the 2nd edition of the OECD guidelines on due diligence OECD due diligence Guidance
for responsible supply chains of minerals from conflict-affected and high-risk areas, available at
www.oecd.org.

Supply-chain contracting and sustainability standards 231

Brought to you by | European University Institute
Authenticated

Download Date | 10/17/16 4:38 PM



rated by reference in the suppliers’ code of individual signatories.48 Hence a
number of different sources regulate standards' implementation.

The implications of sustainability for commercial contracts are remarkable.
The inclusion of the sustainable sourcing principles into commercial contracts
redefines the notions of performance, compliance, and breach.49 The performance
standard is measured during a period of time where compliance with sustainabil-
ity obligations has to improve. The central subject matter of performance evalua-
tion is the ability to improve over time. The supplier may be asked to reach 60
percent of the sustainability target in the first year, 80 percent in the following
two years and 100 percent after five years. As a result, the focus shifts to process
and to the organizational changes that suppliers have to introduce in order to
meet the targets.50 Not only are there significant implications for the content and
execution of individual contracts but also for the responsibilities of key suppliers.
Lead suppliers, according to the terms of reference, have to take responsibility for
compliance by their subcontractors.51 Such responsibility entails closer monitor-
ing and joint problem solving.

PART II: Suppliers’ codes, sustainability
principles, and the linkages along global chains.

In the second part of this article the influence of sustainability standards on
supply-chain governance is explored further, focusing on entry and exit regula-
tion, sustainable sourcing, and the impact of compliance monitoring on contrac-
tual relationships along the chain. Then the impact of sustainability standard on
multiple sourcing is considered to show how suppliers’ participation in multiple
chains may modify contracting and standards’ implementation.

48 See Cafaggi, n. 10, above, 1561.
49 See Cafaggi and Iamiceli, n 34 above, 155 et seq.
50 See Cafaggi, n 10 above, 1611 et seq.; and Cafaggi and Iamiceli, n 34 above, 155 et seq., part.
165 et seq.
51 One of the standard contract clause states : “direct suppliers will take responsibility to require
adherence to the principles of this Supplier Code from their direct suppliers and exercise diligence
in verifying that these principles are being adhered to in their supply chains. direct suppliers will
take responsibility to require adherence to the principles of this Supplier Code from their direct
suppliers and exercise diligence in verifying that these principles are being adhered to in their
supply chains.”.
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Entry and exit in global value chains: Does compliance with
sustainability standards matter?

Suppliers’ selection policies through procurement vary dramatically from sector
to sector, from commodity to commodity in the same sector; they are determined
by offshoring and re-shoring policies.52 Nowadays, sustainability constitutes one
of the thresholds to access the supply chain in many industries from pharmaceu-
tical to extractive, from agri-food to garment, from high-tech to logistics. Entry
and exit regulation combine legal and non legal instruments, and use both formal
and informal enforcement techniques.

Standard contracts and suppliers’ codes in particular provide a powerful
regulatory instrument to regulate entry and exit both to and from individual
contracts and the chain. The chain leader throughprocurement policies cangovern
entry and exit even without exercising direct contractual termination rights.53

Sustainable procurement policies incorporated in contracts determine access to
the chain, participation, and exit from the chain. Local procurement officers and,
when active, certification bodies have to check whether the suppliers are capable
of meeting the sustainability requirements and often make the decision to include
or exclude them. In the latter case they have to monitor lead suppliers and
subcontractors to ensure that the party does not re-enter the chain.
1) Entry: As mentioned, sustainability has modified entry policies by integrating

the logic of conventional procurement with that of sustainable economic
activity. Some buyers have issued integrated guidelines that procurement
officers are bound to follow. Many buyers, however, still follow a double
track, maintaining the evaluation of quality in the chain separate from that of
sustainability. In the latter case sustainability officers play a lesser role and
exercise more of a veto power than effectively participating in the selection of
suppliers.54 The evaluation of the requirements to access is not subjective but
it is based upon a rigorous metric with indicators. To select suppliers and

52 See L. Fransen and T. Conzelman, ’Fragmented or cohesive transnational private regulation
of sustainability standards? A comparative study’, Regulation & Governance, (9) 2015, 259–275.
53 See Unilever Palm oil sourcing policies, available at https://www.unilever.com/sustainable-
living/the-sustainable-living-plan/reducing-environmental-impact/sustainable-sourcing/trans
forming-the-palm-oil-industry/ ‘Unilever’s Principles are already effective in our supply chains.
Unilever commits to the responsible handling of all complaints of breaches to these Principles
identified in our supply chain. If any of our suppliers are proven through an audit or a grievance
verification mechanism to have violated the stated principles, and if that supplier does not
acknowledge and immediately remediate the concern in a fashion that is acceptable to Unilever,
Unilever will suspend or eliminate palm oil purchases from that supplier)’.
54 Interviews with Unilever, Cargill, Enel.

Supply-chain contracting and sustainability standards 233

Brought to you by | European University Institute
Authenticated

Download Date | 10/17/16 4:38 PM



evaluate their performance over time, procurement representatives of large
buyers have to use scorecards provided by the chief procurement officer.

2) Exit: By incorporating sustainability-sourcing policies, the supply contracts
include clauses on termination for breach of sustainability standards. Mon-
itoring compliance with suppliers’ code is often associated with the use of
common platforms that permit information sharing and reduce the level of
delegation along the chain. Violation of sustainability standards can in
principle result in contractual termination.55 Contract termination and exit
from the chain are separate; not every termination of an individual contract
results into exit from the chain.56 Exit from the chain is pursued through
clauses that prohibit re-entering into a contractual relationship with parties
not compliant with sustainability standards. Clearly provisions about con-
tract termination would have to be enforced by the immediate contractual
party. Exit from the chain is instead decided by the chain leader, often in
agreement with the lead suppliers. The lead suppliers will take responsibility
to ensure that their direct subcontractors comply with the code and force exit
of breaching counterparts.57 Even if legally it is not a contractual party, the
chain leader can exercise pressure on the non-breaching party who assumes
responsibility to ensure compliance with the code, including termination in
the case of serious transgressions. This is where the formal (termination) and
the informal (exit from the chain) come together. The ability to force exit from
the chain characterizes the distinction between captive and market chains. In
the latter, the direct influence of the chain leader over entry and exit is less
significant than in the former. Less power over the suppliers, typical of
market chains, may prompt the use of termination more often than in captive

55 Empirical research shows that breach of sustainability standards rarely result into contractual
termination and exit from the chain. Remedies for breach of sustainability adopt a cooperative
logic and addressing the causes rather than the consequences of default. See Cafaggi and Iamiceli,
n 34 above.
56 Some codes make explicit reference to the end of the business relationship rather than the
individual contract whose breach is the occasion rather than the cause of the termination.
57 See for example Unilever’s suppliers’ code, 2016, available at https://www.unilever.com/
Images/rsp-english-v2_tcm244-483166_en.pdf, ‘Unilever's direct suppliers will take responsibility
to require adherence to the principles of this Supplier Code from their direct suppliers and
exercise diligence in verifying that these principles are being adhered to in their supply
chains.’ Unilever Guidelines to the suppliers’ code ‘We recognise that many of the issues
facingmanufacturers like Unilever arise in the further tiers of extended supply chains wheremany
more suppliers are involved. It is therefore essential that our direct suppliers recognise the role
they have to play in promoting responsible sourcing practices with their own suppliers, in
ensuring the principles are cascaded and compliancemonitoring takes place.’
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chains, where stronger power may dissuade suppliers from defaulting or
engaging in opportunistic behavior.

How is sustainable sourcing changing supply-chain
governance?

The application of sustainability can potentially influence the entire chain strat-
egy from planning to sourcing, from production to transportation, and distribu-
tion. Sourcing represents a key organizational dimension of the chain and deter-
mines the degree of organizational innovation.58 Sourcing criteria are defined in
the suppliers’ code and the master supply agreements. The former regulates
access requirements, the latter the relationships, focusing on rights, obligations,
and remedies of the suppliers and their subs.59 Both are usually incorporated by
reference into bilateral contracts and administered by procurement officers in
collaboration with lead suppliers. Potential conflicts between sustainability pro-
visions and the commercial supply contract are often solved by defining in the
contract a hierarchy of private norms and by introducing conflict resolution
mechanisms.

Suppliers’ codes and sustainability policies contribute to determining the
content of contracts between lead suppliers and subcontractors and amongst the
subcontractors. Lead suppliers have to make sure that contracts with their subs
include (1) the reference to the sustainability standards, (2) an adequate organiza-
tional model to implement them, (3) a set of indicators to evaluate compliance
and improvements over time, and (4) access to a dispute resolution mechanism,
should conflicts over their application arise.60 Lead suppliers take on responsi-
bility to monitor obedience to suppliers’ codes even in transactions they are not
part of.

In order to explain the influence of sustainability standards on supply chain
governance it is useful to start from the objectives pursued by the standard. It
should be underlined that in some instances sustainability is ‘burdened’ with
conventional objectives like increasing the productivity and the stability of the

58 See L. Bernstein, ‘Beyond relational contracts, Social capital and network governance in
procurement contracts’, forthcoming in Journal of studies, available at http://ssrn.com/ab-
stract=2711841.
59 On the use of Master supply agreement as an instrument to regulate procurement see
Bernstein, n 58 above.
60 See for example Unilever supplier code, HP supplier code, 2015, available at http://www.hp.
com/hpinfo/globalcitizenship/environment/pdf/supcode.pdf.
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supply chain.61 In other instances, it focuses mainly on environmental and social
impact: reducing greenhouse emissions, water and soil contamination, deforesta-
tion, child labor, forced labor, guaranteeing freedom of association and collective
bargaining62. Saving energy costs, introducing procedures that foster risk reduc-
tion and mitigation, promoting effective coordination and problem solving can
outweigh both the costs of mitigating negative environmental impact and those
for compensating local communities63. Similar objectives have been pursued by
conventional procurement policies but with different approaches.

There might be the need for a comparison between costs and benefits to
identify the more efficient and effective governance model of the standard. Higher
investment costs to establish a new governance may be compensated by lower
operational costs at the implementation stage. The importance of promoting
supply chain’s productivity is certainly compatible with the commercial logic but,
once dressed in sustainability cloths, it implies or at least should imply the use of
different instruments as the sustainability guidelines.

Similarly, stability of supply is often associated with sustainability in sour-
cing policies.64 Sustainability requires long-term investments, including those
enhancing mutual trust amongst chains' participants. These investments can only
be protected by long-term relationships that ensure adequate returns.65 The
necessity to safeguard stability of supply has always been a major objective of
buyers and their procurement policies; but the conventional perspective has
differentiated between buyers and suppliers. Stability was considered the objec-
tive of the supplier, whereas the buyer, in a world of standardized commodities,
had incentives to freely choose among competing suppliers. Such dissonance
produced risks of opportunism and hold up problems hardly addressed in stan-
dard contract forms.66 Sustainability changes the incentives structure even in
standardized commodities, linking the buyer and the seller perspectives: both can
gain from stability! Hence, sustainability is simply modifying the instruments and
modes through which stability of supply is achieved, moving from market to

61 See SAFAGuidelines n. 20 above 146.
62 See SAFAGuidelines n. 20 above, 76 et seq.
63 On the cost benefit analysis of sustainability see The value of sustainable procurement
policies, ECOVADIS and INSEAD on file with the author.
64 See S. Ponte and E. Cheyns, ‘Voluntary standards, expert knowledge and governance of
sustainability networks’ Global Networks 2013, 459–477.
65 See on the relationship between specific investment and long term contracts C. Gillette, ‘Legal
supervision of commercial opportunism’, in Grundmann, Möslein and Riesenhuber (eds), n 8
above, 301.
66 See M. Klausner, ‘Governance mechanisms in long term contracts’, in Grundmann, Möslein
and Riesenhuber (eds), n 8 above, 218 et seq.
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supply chain driven logistics.67 This may suggest that sustainability transforms
market based chains into relational chains, where the level of bilateral
specific investments is much higher.68 Sustainable sourcing is therefore a
key both for increasing supply chain’s productivity and for ensuring its
stability.

Suppliers’ codes and sustainable sourcing

Sustainable sourcing is changing suppliers’ selection practices, both modifying
the relationship between procurement and sustainability divisions within buyers’
organizations, and affecting the criteria to source and evaluate suppliers’ perfor-
mances.

Supplier Codes require the identification of parties who are responsible with-
in each enterprise for adopting and implementing sustainability policies. Suppli-
ers’ codes impose (1) the clear definition of objectives for suppliers, (2) the
identification of indicators to measure the achievements and identify the failures,
(3) the pattern of improvement, and (4) the instruments to assess the perfor-
mance.69 Hence, not only they affect the activity but also the internal governance
of the individual company responsible to implement the standard. They specifi-
cally require the adoption of internal procedures aimed at due diligence related to
the compliance with mandatory requirements.70 Some suppliers’ codes also in-
clude enforcement mechanisms of obligations.

67 See for example principle 3 of RSPO Principles and Criteria, Commitment to long term
economic and financial viability where the party is required to adopt a management plan.
Principle 3.1 ‘There is an implementedmanagement plan that aims to achieve long-term economic
and financial viability.’
68 Notice that what makes the difference is not the presence of specific investments rather is the
unilateral versus bilateral. Previously suppliers made specific investments whereas buyers gave
specifications without being locked in with a specific supplier. Sustainability increases the
buyer’s specific investments into the set of relationship taking place along the chain.
69 See HP Suppliers Code, that within themanagement system (E) includes a section on Improve-
ment Objectives where it is stated: ‘Written performance objectives, targets and implementation
plans to improve the Supplier’s social and environmental performance, including a periodic
assessment of Supplier’s performance in achieving those objectives’. HP Suppliers code n 60
above.
70 Many domestic laws require for anticorruption or legality to establish a compliance program
whose absence or inadequacy can influence criminal and civil liability. See for example in Italy d
lgs 231/2001.
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Suppliers’ codes sometimes specifically promote the establishment of long-
term agreements in order to stabilize the relationship and permit long-term
investments. They can require the use of written contracts to ensure certainty and
reduce interpretative conflicts. They call for cooperation in solving problems
related to non-performance, including those concerning sustainability.71 They
may include price premiums, volume increases, extended contract duration, and
preferential contracting to compensate for costs of compliance with sustainability
obligations.72

Many standards presuppose the adoption of management schemes to imple-
ment and monitor performances that reflect a collaborative approach rather than
pure hierarchy or the impersonal agent’s logic of neoclassical markets.73 But as
we shall see, the toolkit is wider and new specialized instruments are blooming.
The necessity to withdraw or recall defective products or products that can be
harmful to the environment forces, for example, the adoption of reverse supply-
chain mechanisms that require traceability along the entire chain.74 Collabora-
tive governance of supply chains, driven by sustainability standards’ implemen-
tation, can have multiple effects. Not only does it increase knowledge-sharing
through the identification of best practices and joint implementation schemes,
but it can also provide the chain leader with information, which is unavailable in
the context of hierarchical governance. Often collaborative governance can trans-
late into closer and more effective control over organizational features of the
chain and its adherence to global standards.

The development of sustainable procurement is modifying both the govern-
ance and the criteria to select suppliers and to distribute responsibilities for
compliance along the chain.75 One example in agriculture comes from sustainable

71 See for example Codice commerciale Ferrero available at www.ferrero.org.
72 See Ruggie, n 43 above.
73 Management schemes can have general scope or can specifically refer to environmental
issues. The adoption of environmental management schemes is part of sustainability best prac-
tice. The literature on green supply chains has for example documented the structural changes
brought on by the introduction of environmental management schemes and sustainability stan-
dards. See UNEP, n 13 above.
74 Specifically in relation to environmental harm, remediation can play an important role. ‘To
build capacity among suppliers, and to create incentives for continuous improvement, remedia-
tion (corrective actions) is featured as an important tool. Remediation requirements should be
communicated very clearly to suppliers, with timelines and consequences for not meeting them or
continuing poor performance.’UNEP, n 13 above, 22.
75 See for amodel of sustainable procurement ECOVADIS (in collaborationwith Insead) ‘Value of
sustainable procurement practices’, 2010 available at http://saulnierconseil.com/wp-content/up
loads/2011/01/Value-of-Sustainable-Suppliers-INSEAD-Dec-2010.pdf, where the costs and bene-
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palm oil.76 The goal of having a Roundtable on sustainable palm oil (RSPO) to
certify palm oil has produced changes in the sourcing strategy of many compa-
nies, reducing significantly the number of suppliers, increasing the stability
and duration of the relationship, and the transfer of know-how between
chain leaders and suppliers.77 It is an illustration of how new regulatory require-
ments associated with sustainability goals are modifying the structures of global
chains and influencing the number and features of suppliers.

Evermore sustainability standards include measures and indicators concern-
ing the contractual relationships among supply chains' participants, especially
when certification takes the form of chain of custody.78 Often these terms are
strikingly different from the more conventional terms where competition clauses
are in place.79 The former define gradual and incremental pathways towards
compliance. The latter give suppliers a short time to adjust; if non-compliance
persists, they give the right to terminate the contract.

Suppliers’ codes can also specify instruments to ensure compliance along the
chain with their subcontractors. Scorecards measuring sustainability and, more
broadly, human rights performance are commonly used within global chains.80

They differ from the more conventional vendor ratings instruments deployed to
evaluate suppliers’ performances, focusing on improvements over time.81 Innova-
tive models are introducing scorecards for networks within the chain. There the
unit of scorecard is not the single supplier but the network whose performance is
evaluated against network indicators. The objective is to measure the effective-

fits of sustainable procurement are calculated in relation to three dimensions: costs reduction,
risks reduction, and revenues growth.
76 RSPO supply chain certification standard available at www.rspo.org.
77 See for example Unilever Sustainable palm oil progress report 2014.
78 See for example UTZcertified chain of custody, 2015, available at https://utzcertified.org/
attachments/article/26584878/EN%20UTZ%20Chain%20of%20Custody%20Standard%20+%20
Cocoa%20Annex%20version%201.1%20December%202015.pdf. But see also ECOVADIS Score-
card used by several multinationals like Coca cola, Heineken and Starbucks. In particular, the
latter adopted the C.A.F.E. practices generic scorecard, see Generic Scorecard, November 2015,
available at https://www.scsglobalservices.com/files/program_documents/cafe_scr_genericv3.
4_011516.pdf.
79 Competition clauses prescribe the adoption of an action plan to ensure performance when
default occurs.
80 See UNEP, n 13 above.
81 Vendor ratings serve the objective of collecting information about suppliers’ performance.
They concern lead suppliers who in turn design their mechanisms to measure subcontractorsp
performance. Sustainability scorcards try to encompass the entire supply chain without fragment-
ing intomultiple tiers.
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ness of collaboration among clusters of enterprises located in the same jurisdic-
tion or in neighboring jurisdictions along the same chain.

The use of scorecards shortens the length of the chain and reduces delegation
to monitor performance. Relationships between suppliers are influenced by re-
porting compliance with sustainability targets. Observance of sustainability stan-
dards implies stronger collaboration, transfers of know-how, and the introduction
of environmentally-friendly technologies that reduce the level of delegation to
first tier suppliers and the adoption of common platforms with suppliers located
further away in different jurisdictions.82

Exploring the differences between hierarchical and relational
chains in sustainability regulation: exclusive versus multiple
sourcing.

Within captive chains based on independent suppliers there is one important
difference influencing governance: whether suppliers are linked exclusively or
predominantly with a single buyer or are engaged with multiple parties, hence
part of various supply chains. Two issues bearing on chain’s contractual govern-
ance may thus arise: (1) how to reconcile different sustainability standards when
the same supplier is engaged with multiple buyers (2) how are claims between
multiple buyers coordinated if sustainability standards defined by the buyers are
identical: e.g., what happens when one supplier’s violation results in multiple
contractual breaches of standards related to different suppliers?

In the analysis so far it was assumed that chain leaders could influence
contractually their suppliers’ behavior and impose modes of implementation.
This assumption holds strong when suppliers are involved in exclusive relation-
ships with the chain leader, whereas it should be relaxed when they sell to
multiple and competing buyers and they are not locked in. In the latter scenario
suppliers may face different requirements from various buyers depending on their
sustainability standards and the strictness of their compliance policies. Further-
more, the exit option – available for suppliers engaged with multiple buyers –
may render compliance less likely since there are alternative options.

82 Scorecards force suppliers to provide information to a common platform. See for example
SEDEX for Unilever.
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Supply chains with multiple buyers and suppliers and identical
sustainability standards

In this framework multiple suppliers and multiple buyers interact.

Each buyer sources from the same group of suppliers. If all suppliers are contrac-
tually bound to comply with the same code of conduct or with the same sustain-
ability principles, it is likely that the same violation will give rise to simultaneous
multiple breaches of contract. In the field of palm oil for example, all suppliers
(for example mill owners) are bound to comply with the same principles and
criteria for sustainable palm oil.83 For example, it is likely that each contract
includes obligations related to prohibitions concerning the use of peat land or
deforestation. If during the production process of palm oil violations of any of
these obligations have occurred, they constitute multiple breaches. Similarly, in
the area of labor and social obligations in the textile and garment industry,
obligations concerning child labor or collective bargaining may be simulta-
neously violated by the same supplier engaged in multiple contracts. Multiple
buyers source from the same suppliers whose working conditions violate sustain-
ability policies. Same standards are the rule when industry codes apply.

How are multiples breaches assessed and sanctioned by the contractual
counterparties? Monitoring compliance with contractual obligations related to

83 RSPO principles and criteria for sustainable palm oil and the code of conduct applied to alla
members. Both available at www.rspo.org.
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sustainability remains primarily an individual task. In general, monitoring occurs
individually (e.g. separately for each chain) and litigation is almost exclusively
bilateral or at most within the chain. Hence same violation can in principle give
rise to multiple conflicts, each one solved separately. This may result in collective
action problems. Chain leaders, sourcing from the same supplier, may try to free
ride on others for monitoring and enforcing the environmental or social obliga-
tions. Once the breach is discovered, then all buyers can claim reparation and ask
for an action plan. In addition, when chain leaders have tried to coordinate
monitoring policies related to the same suppliers, antitrust authorities have been
quite strict prohibiting agreements that would penalize firms supplying multiple
buyers. Agreements related to monitoring may be held in violation of competition
law.

When standards are the same across supply chains involving the same suppli-
ers, individual supply chain solutions may be inefficient. Same standards across
different global chains should be supported by shared monitoring. Collective
monitoring by multiple buyers related to similar contractual obligations would
certainly save costs and increase effectiveness of the standard and coordination.
Clearly the boundaries with anticompetitive agreements are not easy to draw and
clearer guidelines by antitrust authorities would be extremely useful.84 The risk of
anticompetitive effects stemming from collective monitoring may be reduced if
buyers delegate to an independent third party the task of monitoring compliance.

The difference between supply chains with exclusive or multiple suppliers
may have a strong impact on the regulatory choices related to implementation of
sustainability standards as that between vertically integrated and non-vertically
integrated chains. On the one hand, the power to control and influence the
suppliers decreases, depending on whether they are (a) independent or (b) fully
owned, and, in the former case, whether they are (a1) exclusive or (a2) multiple
and competing. On the other hand, the presence of multiple suppliers may
generate collective action problems in monitoring and enforcing obligations that
can be hardly solved via contractual governance of individual chains. In this area
the role of private regulators that design common standards, as in the case
of agriculture for individual commodities, maymitigate the collective action
problems by complementing individual monitoring of the chain leader with
collective monitoring by the transnational private regulator.

The collective action problem related to monitoring compliance with similar
obligations by competing chain leaders differs in the environmental and the

84 The problem is perceived by transnational private regulators. See the antitrust guidelines
issued by RSPO in the field of palm oil.
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social domain. As the debate on club goods has shown, the creation of club goods
in an environmental field is more likely to mitigate the problem than in social and
labor sectors.85

The differences in standards when multiple suppliers engage with multiple
buyers can usefully be addressed by having common industry policies for sustain-
able sourcing that would prevent competition on sustainability standards. We
observe increasing diffusion of industry guidelines in the area of sustainability.
The enactment of industry codes is promoted by those firms with sustainability
standards in place, which may gain competitive advantage by forcing competitors
to comply with them at the industry level. However, industry codes often focus
only on standard setting, leaving discretion for compliance choices within each
chain. We recommend the adoption of collective monitoring practices and com-
mon non judicial grievance mechanisms when suppliers operate in multiple
chains within the same industry.

Part III: Instruments’ choices and global supply-
chain contracting.

This article explores the correlations between private regulatory instruments, in
particular commercial contracts, sustainability standards, and supply chain
structures. The choice of private regulatory strategy in global supply chains
differs from that of domestic public regulators. The focus here is on standards’
implementation of both transnational private and domestic public standards.
After having examined the impact of general sustainability standards we now
move to more specific programs addressing environmental objectives.

So far the analysis has shown that implementation of sustainability along
supply chains influences the structure and the governance of the supply chain by
(1) shortening the chain, (2) promoting closer cooperation and stronger direct
control by the chain leaders over suppliers (3) stabilizing the linkages between
suppliers and increasing information and know-how transfers, (4) introducing
new intermediaries, which contribute to monitoring and evaluating sustainability

85 The club good theory has been put forward by Potoski and Prakash. Its application to labor
and social obligations has been critically evaluated by Bartley and Locke. See M. Potoski and
A. Prakash, The voluntary environmentalists (Cambridge: Cambridge University Press, 2006);
T. Bartley, ‘Transnational private regulation in practice: The limits of forest and labor standard
certification in Indonesia’ Business and Politics 2010, 1–34; R.M. Locke, The promise and limits of
private power (Cambridge: Cambridge University Press, 2013) 15–16.
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performances, (5) changing the content and function of remedies when non-
compliance occurs, and (6) expanding cooperative remedies while reducing the
use of contract termination.

The decision-making process of the chain leader-regulator involves
choices about (1) the nature of the sustainability standard (input/output, perfor-
mance or technology based), (2) the type of management system to govern the
standard, (3) the contractual instrument(s) deployed to implement and enforce
contractual obligations related to standard implementation, (4) the instruments
to monitor compliance with regulatory standards by the organization and the
suppliers, (5) the enforcement mechanisms in case of non-compliance, beyond
the use of the judicial system(s).

The choice of the regulatory instrument stems from the coordination between
(1) the type of sustainability standard (input, output, performance, or technology-
based) and (2) the type of contractual technology deployed along the supply
chain (standard form contract, relational contracts, bilateral, or multiparty con-
tracts, detailed or framework contracts).

We now focus more specifically on how private regulators in varying supply-
chain structures may proceed with the selection of regulatory instruments. The
conceptual premise is that the selection is influenced by the structure of the chain
and the degree of the chain’s vertical integration.

Do different standards require specific contractual technologies and create
different types of relationships among supply chain participants? How do choices
concerning the implementation contribute to defining the regulatory approach?

In answering these questions, we shall consider at least three issues:
(1) the presence of one or multiple regulators (eg whether leadership of the

chain is concentrated or shared)
(2) the allocation of power and the distribution of costs between the reg-

ulator(s) and the regulated and
(3) the distribution of power and costs among regulated entities (internal

business units and external suppliers).

In relation to environmental standards, different approaches have been adopted
in global supply chains. Some use ‘command and control’ with the definition of
technology or input standards; others deploymarket-based techniques and define
performance standards, leaving suppliers the choice about the technology.86

86 See Kehoane, Revesz and Stavins, n 39 above; R. Kehoane and K. Raustiala, ‘Towards a post
Kyoto climate change architecture: a political analysis’, in J. Aldy and R. Stavins (eds) Post Kyoto
international climate change policy. Implementing architectures for agreements, (Cambridge: Cam-
bridge University Press, 2009) 372–399.
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While quantitative comparative studies are not available, it seems from the avail-
able research that MNCs apply more command and control to supply chains
characterized by significant outsourcing, whereas they deploy more market-based
techniques when they have full control over the chain, e.g. when the degree of
vertical integration is high.87 A different explanation involves the use of certifica-
tion, where premiums are paid if compliance with the standards is achieved.

How does the allocation of power within the chain influence the instruments’
choice for sustainability standards’ implementation? Full control, corresponding
to vertical integration, usually translates into managerial and corporate control,
whereas absence of vertical integration results in contractual control over the
decision-making process along the chain. This distinction has led to the identifi-
cation of different types of chains: hierarchical and captive.88 Such distinction
may be correlated with the involvement of independent suppliers in the chain.
When there is a lesser degree of vertical integration, it is likely that the relevance
of independent suppliers is higher. Depending on the supplier position, on their
size and contractual power, contractual arrangements related to sustainability
may differ.89

The allocation of power within the chain and the regulatory strategy seem to
be correlated in the following way: the higher the level of power concentration,
the more likely is the use of market-based strategies that define common objec-
tives but allow MNCs divisions to experiment within a given framework's different
instruments.90 The lower the concentration of power within the chain the more
likely the use of command and control and of input standards. Hence, when the
governance of the chain is concentrated in the leader’s hands and the leader
is not threatened by strong competitive pressure, there is more room for
experimentation and the use of incentive-based regulation. When, on the

87 CDP reports that in 2015 almost 450 firms have introduced some form of carbon fee internally.
‘435 companies, ranging from the toolmaker Stanley Black & Decker to the Brazilian mining
companyVale reported using an internal price on carbon in 2015, up from 150 in 2014. A variety of
drivers are cited including incentivizing investments in clean energy and emissions reductions, to
mitigating risks from future regulation and global carbon pricing frameworks.’
88 See Gereffi, Humphrey and Sturgeon, n 24 above, 83 et seq ‘Captive value chains. In these
networks, small suppliers are transactionally dependent on much larger buyers. Suppliers face
significant switching costs and are, therefore, “captive”. Such networks are frequently character-
ized by a high degree of monitoring and control by lead fims’. Hierarchy: ‘This governance form is
characterized by vertical integration. The dominant form of governance is managerial control,
flowing frommanagers to subordinates, or from headquarters to subsidiaries and affiliates.’
89 See Gereffi, Humphrey and Sturgeon, n 24 above, 195 et seq.
90 Interviews withMNCs in the energy, fashion, agrifood industries.
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contrary, leadership is contested and competitive, pressures are stronger,
there is a tendency to deploy hierarchical regulatory techniques. More
empirical research in different industries is needed to verify this finding
especially in relation to supply chains with high level of outsourcing.

Beyond entry and exit being driven by sustainability standards, supply
chains govern the implementation of standards and chain leaders have to select
strategies and monitoring devices. Supply chains regulate specific standards and
can deploy different techniques. We examine two regulatory instruments and
their features drawing from existing cases and from theoretical models to illus-
trate forms of transnational private regulation using supply chain contracting.

‘Private taxation’ in global supply chains: private fines to
address non-compliance with sustainability standards.

Environmental taxation has been the subject of analysis for more than half a
century.91 The government or independent regulatory authorities tax private
parties at a level that should deter an excess of pollution.92 This section explores
the use of a similar instrument by private actors in global chains with some
significant adjustments. The model can be used for ensuring adherence to sus-
tainability standards, including both environmental and social standards. In
practice, applications are more frequent in environment and less in social regula-
tion93. Supply-chain structures should influence both design and implementation
of these programs and the combination between formal and informal enforce-
ment mechanisms.

The number of MNCs adopting pricing or penalty systems to police environ-
mental standards within their chain is growing exponentially. The imposition of
fees has been, for example, adopted by MNCs to control carbon emissions by their
business units.94 Carbon fees determined by companies vary quite significantly,

91 See Stewart, n 18 above.
92 See S. Light, The New Insider Trading: Environmental Markets within the Firm, 34 Stanford
environmental law journal, 2015, 28 describing the task of a regulator designing a tax system.
According to Light the regulator should be ‘setting the price; the scope of emissions covered in the
regime; and issues of administration, including who should collect the fee, whether to use an
existing tax collection regime, and how to enforce compliance.’
93 See R. Locke, The promise and limits of private power. Promoting labor standards in a global
economy (Cambridge: Cambridge University Press, 2013).
94 See CDP Carbon pricing pathways, and CDP, Putting a price on risk. Both available www.cdp.
net.
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both amongst industries and within the same industry.95 The objectives may also
vary. In some instances, penalties are imposed simply to reduce emissions, in
other instances a deterrence objective is combined with a funding goal. The fees
go to a fund used to finance environmental activities of the MNC.96 For example,
Microsoft introduced a carbon fee with the creation of a Fund that collects the fees
when emissions exceed the permitted level.97 Notice that Microsoft determined
the price of carbon emission also as a function of its investment policy in carbon
emission reduction.98

Private penalties for infringement of environmental standards can be used for
implementation of sustainability standards, including social and employment
relationships, and engagements with local communities. They can be deployed
alone to penalize non-compliance or in combination with rewards to incentivize
‘beyond compliance’ conducts.99 The enforcement is mainly non-judicial. This is
certainly true when the program is applied to internal business units and, for the
most part, when it involves external suppliers. Penalties can be applied to various

95 See CDP See CDP use of internal carbon price by companies as incentive and strategic
planning tool, documenting MNCs like Shell, Walmart, have adopted a shadow price for carbon
emission. ‘For example, ExxonMobil is assuming a cost of $60 permetric ton by 2030. BP currently
uses $40 per metric ton. Royal Dutch Shell uses a price of $40 per ton. Xcel Energy cites use of $20
per ton. Devon Energy established a carbon price of $15 per ton of CO2e to account for the cost or
benefits associated with any change in GHG emissions resulting from proposed projects. Ameren
uses $30 per ton in future planning (2025) in its power generation and distributed energy
businesses and includes that price in its mandatory Integrated Resource Plan for 2011–2014.’
96 Whether using penalties as a funding tool is appropriate is very debated. One issue concerns
the relationship between those who pay the penalties and those who benefit from the funds that
collects them. If the use of the resources does not benefit those which exceeded they may end up
being penalized twice. On the different models that combine penalties and funding and the
potential distortion that may arise from lack of coordination between the two goals see F. Cafaggi
and R. Stewart, ‘Instruments choice in environmental standards within global supply chains’, on
file with the author.
97 Microsoft has introduced a carbon emission fee. See T. Di Caprio, ‘The Microsoft carbon fee;
theory and practice’, 2013, available at www.microsoft.org. The MS approach includes 5 steps ‘1)
calculate carbon impact, 2) establish a carbon reduction policy and develop an investment
strategy, 3) determine the internal carbon price 4) gain approval and establish governance and
feedback loops, 5) Administer the fee, communicate results, and evolve to increase impact’.
98 See Di Caprio, n 98 above, 23.
99 On the combination of penalties and rewards see E. Fehr and E. Falk, ‘Psychological founda-
tions of incentives’ European Economic Review 2002, 687–724, P.E. Kamenica, ‘Behavioral eco-
nomics and psychology of incentives’Annual Review of Economics 2012, 427, G. Dari-Mattiacci and
G. De Geest, ‘The rise of carrots and the decline of sticks’ University of Chicago Law Review 2013,
341; A. Raskolnikoff, ‘Six Degrees of Graduation: Law and Economics of Variable Sanctions’
Florida State Law Review 2016, available at http://ssrn.com/abstract=2532501.
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supply chains, factoring the different relationships between the chain leaders and
the regulated entities. According to the taxonomy described above, differences
should be drawn between (1) fully integrated hierarchical chains, (2) captive
chains where there are legally independent suppliers in a monopsony relation-
ship, and (3) relational chains, where multiple suppliers interact with multiple
buyers and exit options are available at a cost.

In order to explore the differences within the ‘private taxation’ model, it is
useful to define the potential various functions of the fines and their relationship
with other remedies related to failure to comply with sustainability standards. We
then explore alternative governance models related to the management of funds
collecting penalties, distributing rewards, and reinvesting in sustainability pro-
grams. We conclude by differentiating programs according to the structure of
chains, their degree of vertical integration, and the allocation of power along the
chain.

First we consider schemes only with monetary fines, the closest example to
taxation, and then broaden the scope to include also non-monetary penalties.

The criteria for determining the amount of the fine depend on its functions
and on the relationship with other remedies correlated to non-compliance, e.g.
the breach of the specific obligation concerning compliance with sustainability
standard.100 In particular, they depend on whether the fine represents the only
consequence of the breach or it is combined with other remedies related to the
reparation of the harm and the removal of the violation’s causes. Usually in the
current programs fines are only pecuniary and the amount is unrelated to the
actual or potential environmental harm. They only target CO2 emissions.

Incorporation of the potential consequences of extra-contractual liability for
breach of sustainability standards should be considered, especially when the
main objective is deterrence rather than providing incentives to comply.101 The
issue is how should the environmental harm caused by non-compliance with the
standard be distributed along the chain, even if only a single entity will be
responsible for environmental harm towards third parties. The focus is on the

100 In the standard economic literature the determination of the fine is correlated to the
deterrence function, This approach implicitly assumes that the reparation and compensatory
functionwill be addressed by othermeasures. ‘the regulator should set themarginal tax rate equal
to the marginal social cost of each additional unit of carbon emissions, which should also equal
themarginal benefit of abatement’ (Light, n 93, above, 26).
101 Frequently there are clauses that require those who commit violations to indemnify the chain
leader when the latter is held liable for reparation or compensation towards third parties. These
clauses concern external supplierswhereas distribution of the costs of environmental harmwithin
the corporation is generally addressed through internal regulations (Interviews with sustainabil-
ity and compliance chief officers).
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private scheme and does not refer to systems of compensation for the environ-
mental or social harms towards parties outside the supply chain.

We therefore suggest considering two options:
(1) A scheme that excludes all the other remedies from non-compliance

with the standard. In this case the fine has to perform various functions at the
same time: deterrence, reparation, compensation: (a) It should compensate the
other participants for the losses created by the violation, (b) it should provide the
resources for the environmental/social harm to be removed, and (c) it should
deter the parties from breaking the contract and not complying with the stan-
dard.

(2) In a scheme that does not exclude other remedies, the main function
of the fine is deterrence. Other remedies for the same breach can pursue the other
objectives like remediation and removal of the causes and compensation. When
considering the fine together with the other potential actionable remedies, the
three functions (deterrence, remediation, compensation) have to be correlated
with the various remedies in order to set the fine at an optimal level. The fine
should be designed to deter given that the party not in breach, which suffered
harm, would be able to ask for compensation (damages) and for reparation
(removing the effects and possibly the causes of the violation), thereby cumulat-
ing different remedies.

How the functions correlate to the remedies resulting from standard viola-
tions may depend upon the structure of the chain. It is likely that a hierarchical
chain will use only one type of remedy, penalties or fines, with multiple func-
tions, whereas captive and relational chains might devise various remedies to
pursue the different functions.

Together with the criteria to determine the fines, dependent upon their func-
tions, which in turn are related to the co-existence of the fines with other
remedies, another relevant feature of the private taxation scheme applied to
sustainability is the scheme’s governance. The key decision is to choose between
(1) a collective fund monitoring violations and administering the scheme and (2)
individual actions against the party in breach, each one pursued individually.
The regulatory function of the fines clearly suggests that a collective entity should
be responsible for the proceedings, leading to the issuance of the fine and to the
management of resources coming from the funds.

Private penalties regimes can separate between the definition of (1) standard
setting and monitoring compliance and (2) the governance of the fund adminis-
tering the fines. The chain leader can manage both but it is also possible and even
desirable to separate the two functions by having a single standard setting and
monitoring entity and an inclusive governance of the fund coming from the
payment of penalties. The constitution of a fund that administers both the process
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and the management of the resources coming out of fines is preferable to one that
separates between design and management when supply chains are relational.
The Fund should be governed by representatives of different interests within the
supply chain and the communities that may suffer from environmental and or
social harm. Peers, other suppliers, and communities may provide the right
incentives to accurately monitor and use the resources collected in the Fund to
address environmental harm and its reparation. Such governance would probably
emerge when the standard is administered by a multi-stakeholder organization
that include NGOs.

Hence governance of the scheme should differ depending on whether the
chain is hierarchical and fully integrated or it is made up of independent suppli-
ers led by one or more MNCs.

We turn now to the answer related to themain question:what is the correlation
between structures of supply chains and private taxation as it currently applies?
Why do penalties apply to internal business units or branches and subsidiaries
within large corporations for environmental programs, whereas we do not find
many examples of penalties in supply chainswith independent suppliers?

First, administering a penalty system may require the exercise of hierarchical
power which might not be sufficient when there are independent suppliers in a
non-exclusive relationship. In those chains cooperative remedies rather than
penalties constitute as the main response to non-compliance.102 An intermediate
case is that of chains with suppliers in exclusive relationships.

The second reason might be related to the legal difficulties of using penalties
to react to breach of contract.103 This difficulty does not emerge when the penal-
ties are applied within a single entity, even if encompassing a large and diffused
number of business units. Corporate law allows the use of fines and penalties
towards business units to a larger extent than contract law.

To sum up, regulatory choices concern the internal/external dimension of the
program, e.g. only business units or also independent suppliers, the single or
multiple functions (deterrence, reparation, compensation), the relationships
among chains’ participants and the allocation of power. The structure of supply
chain matters both to define the level of the fine and to design the governance of
the scheme, including the entity that administers the funds.

102 See Cafaggi and Iamiceli, n 34 above.
103 For a comprehensive analysis of the use of penalties in contract law limited to European
legal systems see the contributions in volume 23 of European Review of Private Law, 2015,
283 seqq.

250 Fabrizio Cafaggi

Brought to you by | European University Institute
Authenticated

Download Date | 10/17/16 4:38 PM



Designing sustainability trade mechanisms operating within
global supply chains

Another regulatory instrument to ensure compliance with sustainability is the
creation of ‘internal markets’ for trading licenses or ‘permits’ within supply
chains.104 This instrument is only deployed for environmental standards; whereas
we do not find it for social and employment standards. One of the possible
reasons is the different approach to labor standards conceived as mandatory and
incompatible with trading. However, an internal market would be compatible
with different degrees of compliance with standards above the law.

In this section three models of an internal market for compliance with
environmental standards are examined. (1) One is where the chain leader, after
defining the levels of compliance, creates ‘internal’ markets among suppliers in
order to compensate under-compliance with over-compliance and achieve the
overall shared objective. (2) The second is a simpler trading model where parties
to the chain are permitted to trade certificates and compensate for non-compli-
ance in order to achieve the common sustainability objective. The third is a model
developed in sustainable certification where suppliers can sell certificates of
sustainable agricultural commodities and buyers can buy them.

In theory, the rules of the internal market could be defined either by the chain
leaders or by market participants (the regulated entities). In the latter case a
collaborative model can give rise to trading platforms managed either by the
traders themselves (mutual/ cooperative) or by a third independent entity. In
practice, the rules are usually defined or incorporated by the chain leader and
imposed on suppliers through the incorporation of contractual terms.

In the first model it is useful to distinguish between (a) the definition of
objectives and targets and (b) the modes of participation in the trading scheme.
While compliance with the objective is integrated into the commercial contracts,
participation in the trading scheme can be either mandatory or voluntary. In the
former case the contract incorporates the market scheme regulated by a separate
protocol. In order to become supplier, the enterprise has to take part in the trading

104 The development of intra firm contracting has recently attracted scholarly attention. MNCs
engage in heavy intra-firm bilateral contracting. They also create trading platforms for the
creation of internalmarkets amongst business units. See R. Lanz and S. Miroudot, Intra firm trade,
patterns, determinants and policy implications (Paris: OECD, 2011), G.P. Callies and S. von Harder,
‘Intra firm trade law – Contract enforcement and dispute resolution in transnational corporation’, in
S. Lundan (ed), Transnational Corporations and Transnational Governance. The Cost of Crossing
borders in the Global Economy (London: Palgrave Macmillan, 2014) 211 – 246 and G. Rautemberg,
‘Contracting within the firm’, on file with the Author.
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scheme. In the latter case the independent supplier may commit to meet the target
without taking part in the trading scheme. Hence compliance with sustainability
targets would be mandatory, whereas participation in the scheme would remain
voluntary.

Compliance with sustainability standards is generally defined for all the
chains' participants. The level of compliance is usually determined in relation to
the overall chain performance and it is often enshrined into chain of custody
regimes. The metric for evaluating compliance can change among the suppliers
depending on their capacity, size, know-how, and financial resources. Chain
leaders may choose different levels of compliance depending on their capacity;
they can buy permits in case of under-compliance or sell them in case of over-
compliance.

It is not implausible for the chain leader to set an overall minimum threshold
for each participant, allowing parties within the chain to ‘compensate’ different
degrees of compliance, and even non-compliance, especially if they operate in
jurisdictions with divergent public standards. Depending on the starting point,
the market scheme can differentiate serveral categories of suppliers and define
general or specific trading rules for each category (for example, within suppliers,
between those with high and low environmental impact).

The instrument just described is similar to the cap and trade regime that has
been used in public regulation both in the US and in Europe.105 Cap and trade
have also been used by MNCs to reduce carbon emissions.106 Clearly differences
exist depending on whether the regulatory regime applies to vertically-integrated
chains, as in the case of British Petroleum, or it applies to chains where indepen-
dent suppliers contribute to sourcing. Incentive systems, rules of trading, and
sanctions for non-compliance would differ depending on whether traders are
business units of a corporation or independent supplier of a global chain.107

105 In a cap and trade regime the regulator has to define ‘at what level to set the cap; what
baseline year to select; how to distribute allowances; the scope of the program; and issues of
administration, including creating rules for trading and enforcement of compliance.’ See R.N.
Stavins, ‘Cap-and-Trade or a Carbon Tax? (methods for Controlling Greenhouse Gases)’ The
Environmental Forum 25 (2008), 16; Light, n 93 above, 28.
106 See the BP scheme. See D. Victor and J. House, ‘BPs emissions trading system’ Energy policy
2006, 2100 et seq.
107 In the case of single corporations the business units are the trading partners and their
incentives are generally related to bonuses associated to meeting the compliance target. In case of
independent suppliers the incentives are based on the cost function of compliance compared to
the variable costs of buying permits. Clearly price variations within the trading system are
unknown ex ante when parties define their ‘optimal’ levels of compliance and if and how much
permits they will have to pay in order tomeet the target.
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In the second model, the chain leader and/or the schemes’ participants, after
identifying the organizational boundaries within which the scheme applies,
should:
a) Define the overall chain’s environmental and social objectives, and targets;
b) Define the minimum level of obedience that each party has to comply with.

This level may be the same or differ according to specific characteristics of the
independent suppliers and the jurisdiction it operates within;108

c) Define the rules of exchange between participants when one over-complies
and the other under-complies, but it is above the minimum;109

d) Create a trading platform and define its governance and ownership. This is
extremely important to avoid participants’ collusion in attempting to drive
permits’ pricing via speculation;

e) Define how the revenues from trading should be deployed to achieve sustain-
ability objectives;

f) Create a monitoring system that ensures that the trading does not undermine
the achievement of the overall objective;

A third different model is commodity-based certificate trading. In this model,
participants in supply chains can trade certificates related to the sustainability
standard so that the overall level of certified commodities produced by the chain
is achieved. Supplier who do not meet the target can buy certificates from those
who overproduce certified commodities. These trading schemes for sustainability
are quite frequent in some industries. There are different models related to
product traceability in agriculture: identity-preserved models, segregated, mass-
compliance, book and claim.110 An illustration is provided by the Green Palm
market, endorsed by the Roundtable on Sustainable Palm Oil (RSPO).111 The RSPO
has designed a supply chain certification system that includes various options of
identity-preserved, segregated, mass-balance, and book and claim.112 The book
and claim differs from the others because it takes a market-based structure,

108 As the BP case shows the scheme should offer some degree of flexibility related to the levels
of compliance and the variations of prices. The BP experience shows that there can be internal
speculation and pricesmay rise.
109 It is important that there is a minimum level that each party has to comply with and the
trading occurs within predetermined range of variations between the threshold and the minimum
(under-compliance) and the threshold and themaximum (over-compliance).
110 See BSR-UNGC,AGuide to traceability, n 35 above, 10 et seq.
111 See the trading systems defined by RSPO concerning book and claim.
112 See RSPO Supply certification standard and RSPO supply certification systems available at
www.rspo.org.
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where holders of certificates can trade certificates stating compliance with RSPO
principles within a market regulated by the platform.113 The book and claim
permits the end user of palm oil to buy RSPO certificates from participants in the
supply chain.114 Book and claim is considered by many NGOs to be a second best
in comparison to the other models.

Trading systems may compensate for differences in jurisdictions concerning
both the level of environmental protection and the effectiveness of monitoring
and enforcement. They may have very different effects when applied to business
units or to independent suppliers. Unlike private taxation, voluntary participation
seems to be the dominant and most effective driver. When voluntary trading
schemes are in place, the suppliers’ incentives to participate may be associated
with sourcing or other benefits that suppliers may derive as, for example, in the
case of a higher market share. The distinction between voluntary and mandatory
has less relevance when trading schemes are applied amongst units of the
corporation where the incentives to take part may rely more on non-pecuniary
than pecuniary benefits.

In trading systems the difference emerges again with respect to the relevance
between schemes run only within the multidivisional firm and schemes run with
suppliers and, in the latter case, on the various structures of the chain depending
on whether there is exclusivity.

Empirical data show that private cap and trade schemes have been created by
chain leaders and applied mainly to vertically integrated chains. However, when
certificates are traded as in the book and claim, the trading scheme has been
applied also to chains with independent suppliers. The creation of a market
among supply chain participants contributes to a strengthening of the ties and a
favoring of collaborative governance, with the associated risk of collusive beha-
vior to take advantage of the market by engaging in speculative behavior.

113 RSPO Supply chain certification standards ‘The book and claim approach is very different
from other well-known chain of custody (COC) systems such as Mass Balance, Segregated and
Identity Preserved. Removing the requirement for physical traceability through the palm oil
supply chain, the book and claim system is designed to drive market uptake of certified sustain-
ablematerial’.
114 See annex 4 to RSPO Supply chain certification standard ‘The book and claim system allows
for the transfer of RSPO certified palm oil volume credits from the mill and its supply base to the
end user independently of the physical supply chain. The end user buys an equivalent amount of
volume credits to the oil they buy in from their existing physical supply chain. The RSPO certified
mill sells an equivalent volume of Crude Palm Oil, to the volume credits received, into their
existing supply chain as conventional CPO.’
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PART IV: Conclusions

How do sustainability standards affect global competition among supply chains?
Global competition has moved from price to quality and from product to pro-
cess.115 This is not to say that prices and products do not matter; it simply means
that quality and processes have also become relevant competitive drivers, influ-
encing the governance of the chain and the relationships among participants.

Does the implementation of sustainability bear on the structure and functions
of global chains? Sustainability standards’ implementation affects both the over-
all chain’s governance and the linkages amongst the participants. Regulation of
sustainability through international commercial contracts in GVC is increasingly
playing a role, influencing both forms and functions of the chains. Not only do
the regulatory provisions related to sustainability expand the scope of contracting
along the chain from exchange to regulation, but they also produce changes in
the contractual relationships between participants, e.g. the chain leaders and the
suppliers and their subcontractors (first, second, third tiers, etc.). Sustainability
standards are applied both to internal business units and to external suppliers.
Standards are usually the same but instruments for evaluation, sanctioning and
rewarding may differ, depending on whether regulated entities are business units
or external suppliers.

Sustainability contributes to the regulation of entry to and exit from the chain.
Entry becomes more selective: thresholds to access concern not only product but
also process capacities and suppliers’ ability to meet the minimum standard. But
according to the continuous improvement approach, entry is not any longer a one-
shot decision, rather it is an incremental process that steers suppliers towards
compliance. The use of scorecards by the chain leader helps evaluating progress
and bottlenecks whilst removing obstacles that prevent segments of the chain to
be fully compliant with sustainability. Exit from the chain is regulated by the
supply master agreement which includes references to the suppliers’ codes and
sustainability policies. Whereas the main reasons for contract termination remain
breaches of quality standards, the end of the relationship is also linked to breach
of process obligations concerning social and environmental standards116. Failure
to comply with sustainability standards might result in forced exit only when
violations are very serious and repeated. The most common reaction to sustain-
ability violations is the activation of processes aimed at identifying causes of
breach and requires submission of action plans to restore compliance.

115 See OECD/World bank report, n 12 above.
116 See Cafaggi and Iamiceli, n. 34 above
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How does sustainability influence the relationships among the chains’ partici-
pants? Sustainability sourcing policies are transforming relationships in global
chains in various ways: (1) they shorten the chain, reducing and transforming the
role of intermediaries, (2) they increase the duration and stability of the relation-
ships (functional to both buyer and seller’s side), and (3) they promote exchanges
of know-how and capabilities in order to enhance productivity of thewhole chain.

Sustainability has consequences for the quality of relationships and the
governance of the chain. Clearly, implementing regulation through supply chains
implies a wider and more efficient flow of information related to product trace-
ability, to the governance of management schemes, and to multiparty action
plans aimed at solving problems arising out of breaches and defaults. Involve-
ment in regulation may also contribute to improving capabilities of suppliers by
providing them with technical assistance and guidance. It requires stronger forms
of collaborative governance that strengthen ties and increase multilateral specific
investments. These changes involve different types of chains and the mode of
collaboration varies depending on the hierarchical or captive characteristics of
the chain.

The definition of sustainability targets and the monitoring of suppliers’
performance have strengthened the relationship between the MNC and the sup-
pliers located in remote tiers of the chain. The auditing of suppliers is deployed
by the chain leader not only as a monitoring/policing instrument but also as a
learning tool that can promote organizational changes. But the move beyond
conventional auditing towards continuous improvement has generated a wide
array of new instruments to evaluate performances and promote improvements
over time by suppliers.117 They enshrine a different approach, moving away from
policing, and proceeding towards a collaborative relationship, while maintaining
the final power in the chain leader’s hands.118

117 See Shift Foundation report, ‘From audit to innovation, advancing human rights in supply
chain’, 2013, available at http://www.shiftproject.org/resources/publications/audit-to-innova-
tion-advancing-human-rights-global-supply-chains/ where the move from compliance based to
continuous improvement approaches is documents on the basis of four case studies. This ap-
proach was codified in the UN Guiding principles on business and human rights, see Ruggie, n 13
above. See theUnitedNationGuiding principles reporting framework available atwww.UN.org.
118 See Ruggie, n 13 above. ‘These newer approaches seek to recast the very nature of the
relationship between global buyers and their suppliers: from “policing” to “partnership”’.
See for example the UNILEVER Sourcing standards guide for supply chain partners. ‘Where
supplier audits reveal non compliance our first response is to work towards addressing the
problems and ensure that appropriate time bound corrective action plans are in place. We want to
continue business with suppliers who are able to commit to these improvements, though we
reserve the right, where changes are not agreed, to terminate business as last resort.’
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Not only has it been shown that sustainability has an impact on contractual
governance of supply chains, but also that different supply chains may call for
different regulatory instruments. The choice of instruments is and should be
related to chains’ structures.

The central descriptive question posed by the paper is: how do the differences
in supply chains contribute to determining regulatory choices and, in turn,
linkages amongst chains' participants? The preliminary results, subject to
further and more extensive empirical research, show that hierarchical
chains, where power is concentrated and control is exercised top down,
privilege market-based regulation, where internal divisions under the con-
trol of the central management have the possibility to experiment with
innovative solutions to reduce emissions, to save energy, to control water
and soil contamination. In contrast, chains in which power is less concen-
trated, the number of independent suppliers is high, and delegation of
control to first and second tiers is significant, tend to use more command
and control mechanisms especially in relation to standard setting, while
they allow some degree of power-sharing in monitoring compliance, espe-
cially by those who delegate themain task to third party.

Within supply chains with independent suppliers a significant difference is
played by the exclusive or non-exclusive relationship between the supplier and
the chain leader. When suppliers operate within an exclusive relationship with a
single buyer and there is no reasonable exit option, available compliance instru-
ments may be designed within individual chains. When suppliers supply to multi-
ple buyers, exit options are less expensive but collective action problems related
to standard implementation and monitoring arise, requiring adjustments in com-
pliance and enforcement of sustainability contractual obligations. Hence, when
implementing sustainability standards within the captive category, the sub-dis-
tinction of exclusive and non-exclusive relationships between suppliers and large
buyers should be considered.

Supply-chain structures determine the choice of regulatory instruments and
their implementation. However, differences in impact may exist between stan-
dard setting, monitoring and enforcement. The article shows that while often
the choice of the standard is within the domain of the chain leader, its imple-
mentation may be based on collaborative strategies that use responsive and/
or market-based instruments. Hence, within the same chain, regulatory func-
tions may be performed according to different patterns of hierarchy and coopera-
tion.

The current analyses of global value chains’ evolution fail to duly take into
account the impact of regulatory functions played by sustainability and other
environmental and social standards on the contractual relationships among
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chains' participants.119 Symmetrically, the different structures of global value
chains are overlooked by scholarly work on regulation that lumps them into a
single category. This paper has tried to fill both gaps by linking global supply
chains’ taxonomies with transnational sustainability instruments’ choice.
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119 But see S. Ponte andD. Giovannucci, ‘The Collective Formulation and Effectiveness of Public
& Private Sustainability Standards’, 2005, available at http://ssrn.com/abstract=996101.
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