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Abstract:

The Proposal for a Directive on Corporate Sustainability Due Diligence is part of a growing concern
with issues related to Environment, Social and Governance (ESG). In the Proposal analysed in the
text below, it is mainly Environmental and Social factors that are at issue, dealing with how
companies under scope must comply with due diligence duties, trying to avoid human rights and
environmental adverse impacts throughout chains of activities. More recently, the Council proposed
a new Article 4a which deals with due diligence obligations at a group level. The following lines will

focus on these obligations.

1. Introduction

The Proposal for a Directive on Corporate Sustainability Due Diligence! in the compromise text
resulting from COREPER meeting on 30 November 2022 (the CM version, or Council Mandate version)
‘lays down rules on (a) obligations for companies regarding actual and potential human rights
adverse impacts and environmental adverse impacts, with respect to their own operations, the
operations of their subsidiaries, and the operations carried out by business partners in companies’
chains of activities; (b) liability for violations of the obligations mentioned above; and (c) obligations
to adopt a plan to ensure compatibility of business model and strategy of the company with the

transition to a sustainable economy and with the limiting of global warming to 1.5 °C".

The European Parliament adopted some amendments on the proposal on 1 June 2023 (this will be

the EP version).? It keeps only two points in Article 1(1) as in the Commission Proposal, but it also

t Commission, ‘Proposal for a Directive of the European Parliament and of the Council on Corporate Sustainability
Due Diligence and amending Directive (EU) 2019/1937’ COM(2022) 71 final. It followed the European Parliament’s
request ‘that the Commission submit without undue delay a legislative proposal on mandatory supply chain due
diligence’: see Corporate due diligence and corporate accountability European Parliament resolution of 10 March
2021 with recommendations to the commission on corporate due diligence and corporate accountability
(2020/2129(INL)).

2 A very useful ‘4-column table’ of the General Secretariat of the Council (10267/23) makes it easier to compare
both texts.
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introduced changes to the wording: it reads that the ‘Directive lays down rules (a) on obligations for
companies regarding actual and potential human rights adverse impacts and potential human rights
adverse impacts that they caused, contributed to or are directly linked to, with respect to their own
operations and those of their subsidiaries, and the operations carried out by entities in their value
chain with whom the company has business relationship and (b) on liability for violations of the

obligations mentioned above which led to damage’.

Concerns about the protection of human rights and environment along the value chains are not new.3
The same may be said about applying the due diligence concept to achieve that goal.* But the
Proposal (CM version) uses the wording ‘chains of activities’ and assumes that reporting rules are
not enough to achieve significant changes in corporate policies and that something must be done to

‘improve the regulatory framework on sustainable corporate governance’ (Recital (13)).

Although many companies have included ESG concerns in their decision-making processes,> stronger
incentives had to be considered to make companies abide to human rights and environmental
protection. As has been stressed in the Study on due diligence requirements through the supply
chain Final Report, ‘[jJust over one-third of business respondents indicated that their companies

undertake due diligence which takes into account all human rights and environmental impacts’.®

At first sight, the obligations imposed on the companies targeted by the Proposal (CM version) seem
quite impressing, extending to the operations of their subsidiaries” and with business partners in
companies’ chains of activities. However, the Proposal’s subjective scope of application is very
limited. It has been said that the Commission’s Proposal® due diligence duty would only apply to
around 1% of the companies acting in the EU.° But those companies will have to act as a kind of

delegated controllers.

3 They go back, at least, until the 70’s of the XXth Century: see Maria Luisa Martin Hernandez, ‘La perspectiva de
la Unidn Europea sobre la diligencia debida empresarial en materia de sostenibilidad tras la aprobacion de la
propuesta de directiva»,” in Wilfredo Sanguineti Raymond and Juan Bautista Vivero Serrano (dir.), Diligencia
debida y trabajo decente en las cadenas globales de valor (Thomson Reuters/Aranzadi, Cizur Menor, 2022) 217
and 218.

4 It seems that the first time it was used in this context was in the UN Guiding Principles on Human Rights:
Implementing the United Nations ‘Protect, Respect and Remedy’ Framework, (2011): the Ruggie Principles. See
Maria Luisa Martin Hernandez, ‘La perspectiva de la Unién Europea sobre la diligencia debida empresarial en
materia de sostenibilidad tras la aprobacion de la propuesta de directiva cit., 218.

5 See Jordi Farrés Pineda, ‘Desarrollo sostenible, Gobierno Corporativo y proteccion de administradores’, in José
Maria de Paz Arias (dir.), Estudios juridicos sobre sostenibilidad: Cambio climatico y criterios ESG en Espafia y la
Union Europea (Aranzadi, Cizur Menor, 2023) 395-411, 401. See also, on the history of the ESG term, Elizabeth
Pollman, ‘The Making and Meaning of ESG’, ECGI Working Paper 659/2022,
<https://ssrn.com/abstract=4219857> accessed 8 February 2024.

6 Lise Smit and others, Study on due diligence requirements through the supply chain Final Report (2020), 16.

7 European Parliament’s Resolution of October 4, 2018, already dealt with due diligence duties of multinational
enterprises also in what concerns their subsidiaries.

8 The CM or the EP version will probably allow different results.

° Maria Luisa Martin Hernandez, ‘La perspectiva de la Unidn Europea sobre la diligencia debida empresarial en
materia de sostenibilidad tras la aprobacion de la propuesta de directiva’, cit., 266.
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As written above, companies will have obligations ‘regarding actual and potential human rights
adverse impacts and environmental adverse impacts’ not only with respect to their own operation,
but also to the operations of their subsidiaries and (part of) the chains of activities.? This paper will

give a closer look at the obligations with respect to the operations of the companies’ subsidiaries.

2. Subsidiaries: to be or not to be

A subsidiary is ‘a legal person through which the activity of a ‘controlled undertaking’ as defined in
Article 2(1), point (f), of Directive 2004/109/EC of the European Parliament and of the Council is
exercised’.!! The subsidiary is not the ‘controlled undertaking’, but the legal person through which

the activity of the ‘controlled undertaking’ is exercised.

A ‘controlled undertaking’ is ‘any undertaking (i) in which a natural person or legal entity has a
majority of the voting rights; or (ii) of which a natural person or legal entity has the right to appoint
or remove a majority of the members of the administrative, management or supervisory body and
is at the same time a shareholder in, or member of, the undertaking in question; or (iii) of which a
natural person or legal entity is a shareholder or member and alone controls a majority of the
shareholders’ or members’ voting rights, respectively, pursuant to an agreement entered into with
other shareholders or members of the undertaking in question; or (iv) over which a natural person
or legal entity has the power to exercise, or actually exercises, dominant influence or control’.12 This

shows how extensive the companies’ obligations are.

However, it is easy to impose new duties on parent companies, but it may be very difficult for the
latter to fulfil those obligations. In fact, company laws of different jurisdictions may limit the parent
company’s powers concerning its subsidiaries. In Portugal, it is clear that in ‘Total Domination Groups’
and Groups formed by ‘Contract of Subordination’ one may say that ‘the parent company is given a
broad /legal power of direction over that management of the affairs of the subsidiary company (art.
493.9, n° 1, CSC), including the right to issue instructions disadvantageous or contrary to the

interests of the latter in so far as such instructions serve the interest of the parent corporation or of

10 The CM version uses the terms ‘chains of activities’: see the lengthy definition in article 3(g). The terms ‘value
chain’ have been the choice of the Commission Proposal, and still are on the EP version. But Charlotte Villiers,
‘Global Supply Chains and Sustainability’, in Beate Sjafjell and Christopher Bruner (ed.), The Cambridge Handbook
of Corporate Law, Corporate Governance and Sustainability (Cambridge University Press, Cambridge, 2020) 551-
565, 552 considers that value chain, supply chain or global production chain are interchangeable terms. With a
different opinion, Catarina Serra, ‘O novo dever de diligéncia das empresas: prevengdo e responsabilidade’, in
Coutinho de Abreu and others (dir.), VII Congresso Direito das Sociedades em Revista (Almedina, Coimbra, 2023)
17-67, 36. Points 18 and 19 of the Introduction to the CM version explain why ‘chains of activities’ took the place
of ‘value chain’.

11 Article 2(d) of the Proposal (CM version). Directive 2004/109/EC is Directive 2004/109/EC of the European
Parliament and of the Council of 15 December 2004 on the harmonisation of transparency requirements in relation
to information about issuers whose securities are admitted to trading on a regulated market and amending
Directive 2001/34/EC.

12 Article 2 (1) (f) of the Directive 2004/109/EC.
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any other group affiliate’.13 Things seem to be quite different when it comes to Relationship of
Domination.!* But the latter will also originate a ‘controlled undertaking' according to the Proposal’s

definition. The Proposal falls short in dealing with this kind of problems.®>

Article 4(2) of the Proposal (CM version) reads as follows: ‘Member States shall ensure that, for the
purposes of due diligence, companies are entitled to share resources and information within their
respective groups of companies and with other legal entities’. But being ‘entitled to’ is not the same
as having the duty to do it.16

We will give a closer look to the due diligence duty at a group level in the next point (3) of this paper.
But other Articles in the Proposal (CM version) deal with the relationship between the company and

its subsidiaries.1”

3. Due Diligence Obligations at a Group Level: CM vs. EP

The CM version added article 4a allowing companies to fulfil part of the due diligence obligations at

a group level.'® The EP version also adopted a new article 4a on the same subject.

13 See José Engracia Antunes, ‘The Law of Corporate Groups in Portugal’, Institute for Law and Finance, Johann
Wolfgang Goethe-Universitat Frankfurt, Working Paper Series N°. 84, 05/2008, 27. We also use the author’s
translations (Contract of Subordination, Total Domination, Domination).

4 See, with different views, Coutinho de Abreu, ‘Artigo 503.9’, in Coutinho de Abreu (coord.), Cddigo das
Sociedades Comerciais em comentario, vol. VII (2nd ed., Almedina, Coimbra, 2021) 289-2307, 291, and Ana
Perestrelo Oliveira, ‘Artigo 486.2, in Anténio Menezes Cordeiro (coord.), Cédigo das Sociedades Comerciais
anotado (5th ed., Almedina, Coimbra, 2022) 1572-1579, 1575.

1> See, on the advantages of a ‘solution at group level’, BusinessEurope Comments Paper, ‘Corporate
Sustainability Due Diligence Proposal’, 31 May 2022, 11.

6 The way in which each Member State will transpose this provision will also be relevant: see Maria Luisa Delgado
Arrabal, ‘La propuesta de directive de diligencia debida medioambiental y de derechos humanos en las cadenas
de suministro, in José Maria de Paz Arias (dir.), Estudios juridicos sobre sostenibilidad: Cambio climatico y criterios
ESG en Espafia y la Unién Europea (Aranzadi, Cizur Menor, 2023) 447-, 466.

17 Probably the most important for the purpose of this paper are the following: article 5(1a)(b), article 6(1), article
6a(1), article 9(1), article 10, article 17(3a), article 22(3). The latter has been already analysed by Catarina
Serra, ‘0O novo dever de diligéncia das empresas: prevencdo e responsabilidade’, cit. 55 ff.

8 Note of the Permanent Representatives Committee (Part 1), 30 November 2022, 4. Some other important
changes were introduced by the CM version:

- Article 7 - In what concerns the duty to take ‘appropriate measures to prevent, or where prevention is not
immediately possible, adequately mitigate potential adverse impacts that have been, or should have been,
identified pursuant to Article 6 and, where necessary, prioritised pursuant to Article 6a, in accordance with
paragraphs 2, 3, 4 and 5 of this Article’, it is added that ‘[t]o determine the appropriate measures referred to in
the first subparagraph, due account shall be taken of: (a) whether the potential adverse impact is cause only by
the company, caused jointly by the company and its subsidiary [...]; (b) whether the potential adverse impact
occurred in the operations of the subsidiary [...]".

- Article 8 - in what concerns the duty to determine the appropriate measures to bring actual adverse impacts to
an end, ‘due account shall be taken of : (a) whether the actual adverse impact is caused only by the company,
caused jointly by the company and its subsidiary [...]; (b) whether the actual adverse impact occurred in the
operations of the subsidiary [...]";

- Article 17(3a) - ‘Where the parent company fulfils the obligations resulting from this Directive on behalf of its
subsidiaries in accordance with Article 4a, the competent supervisory authority for the parent company and its
subsidiaries shall be that of the parent company pursuant to paragraph 2 or 3. When the supervisory authority
under the first subparagraph identifies a failure of the subsidiary to comply with the obligations provided for in
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Article 4a(1) CM version wants to impose on Member States that parent companies falling under the
scope of the Directive have the possibility (*may’) to fulfil obligations ‘set out in Articles 5 to 11 and

Article 15 on behalf of companies which are their subsidiaries falling under the scope’ of the Directive.

That seems to mean that parent companies must have the power to act on behalf of the subsidiaries.
Parent companies would not be fulfilling their own obligations, but the subsidiaries’ obligations... But
if the parent company does not have the duty to fulfil the subsidiaries' obligations on the latter’s
behalf (‘may’), the former will not be liable for not doing so.

In what concerns due diligence obligations, article 4a(2) CM version also refers to its fulfilment by
the parent company and establishes a list of conditions. Although it is not explicit, it also appears
that the parent company’s fulfilment of due diligence obligations relates to the due diligence

obligations of the subsidiaries (‘in accordance with the paragraph 1').

The EP version of Art. 4a(1) is a little bit different: ‘Member States shall ensure that parent companies
may perform actions which can contribute to their subsidiaries falling under the scope of this Directive
meet their obligations [...]". Now, it seems that parent companies will not be acting ‘on behalf’ of the
subsidiaries. Once again, parent companies are not obligated to perform those actions (*may’), and

it is made clear that the due diligence obligations that are mentioned are the subsidiary’s obligations.

Both versions can cause some anxiety to its reader because none of them is clear about what is at
stake. Starting by the CM version, the conditions set out in paragraph 2 for fulfilment of due diligence
obligations by the parent company are lined up as if the parent company would only be allowed to
act if the subsidiary also respects a list of obligations: provides information (a); abides by the parent’s
due diligence policy!® (b); the subsidiary (where relevant) integrates due diligence into all its policies
and risk management systems (c), in accordance with article 5, seeks contractual assurances and
according to article 7(2)(b), or article 8 (3)(c), seeks to conclude a contract with an indirect business
partner in accordance with article 7(3) or article 8(4)(e), and ‘temporarily suspends or terminates

the business relationship’ in accordance with article 7(5) or article 8(6).

In the EP version, apart from some differences in wording and some consolidation, three new
conditions appear: the parent company will have to adapt its due diligence policy in order to fulfil its
obligations laid down in article 5(1) respecting the subsidiary (c), communication duties towards
relevant stakeholders and the public domain emerge ‘where the parent company performs specific
actions on behalf of the subsidiary’ (f) and there is a duty on the subsidiary to integrate «climate in

its policies and risk management systems in accordance with Article 15’ (g).

Article 4a(2), it shall notify the supervisory authority that would be competent in respect of that subsidiary in
accordance with paragraph 2 or 3, to carry out the powers in respect of that subsidiary in accordance with Articles
18 and 20'.

19 That is an example of the company as a ‘norm irradiating centre’ (centro de irradiacion de normas, as Maria
Luisa Martin Hernandez, ‘La perspectiva de la Unidon Europea sobre la diligencia debida empresarial en materia
de sostenibilidad tras la aprobacion de la propuesta de directiva’, cit. 224, calls it).
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It is very difficult to see if, and when, the parent company has powers that do not depend on other
entities. One might even say that, if the subsidiary does nothing in what concerns conditions laid

down in article 4a(2) the parent company may not act on behalf of the subsidiary (CM version).

The new Recital 16(a) of the CM version may work as a lighthouse: ‘In order to make due diligence
more effective and reduce the burden on companies, they should be entitled to share resources and
information within their respective groups of companies and with other legal entities, in compliance
with existing national and Union law’. Therefore, the conditions in article 4a(2) should be read as
imposing on Member States the duty to transpose the Directive creating the subsidiaries’ obligation
to accomplish everything that is mentioned in paragraph 2 in order to allow the parent company to

fulfil the due diligence obligations on behalf of the subsidiaries.20

However, and as one may read in Recital 16c of the CM version, there is one limit: the obligations to
share information do not include ‘information that is deemed to be a trade secret as defined in the
Directive 2016/943/EU’.

On the other hand, Recital 16(a) shows that the ‘obligations at a group level should be limited to

parent companies and subsidiaries both falling under the scope of [the] Directive’.

But Recital 16(a) also adds that if ‘the subsidiary does not fall under the scope of’ the Directive, ‘the
parent company cannot fulfil due diligence on behalf of the subsidiary since the subsidiary is not
obliged to carry out due diligence. In that case, the parent company should cover operations of the

subsidiary as part of its own due diligence obligations’.

It also may happen that the parent company does not fall under the scope of the Directive, but the
subsidiary does: in that case, ‘they still should be allowed to share resources and information within

the group of companies’.

The EP version has also a new Recital on the subject (Recital 28a), but its wording seems unclear. It
reads that ‘[p]arent companies should be able to perform actions which can contribute to the due
diligence of their subsidiaries, where the subsidiary provides all the relevant and necessary
information to and cooperates with its parent company [...]. Although one may see that parent
companies are not obligated to act (‘should be able to’), the duty of the subsidiaries to provide

information and cooperation is not written.

The new Recital 16(a) of the CM version reads that ‘[s]ince the parent company would be fulfilling
these due diligence obligations on behalf of subsidiaries, the subsidiaries should only be required to
fulfil the obligations that need to be performed at subsidiary level due to their nature’. And that could
be very useful for those subsidiaries.

20 Article 10(1) of the Proposal (CM version) may also cause some troubles in its transposition due to different
legal environments concerning groups of companies: ‘Member States shall ensure that companies carry out
periodic assessments of their own operations and measures, those of their subsidiaries [...]".
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4. To Conclude

Groups of companies have different legal approaches in each EU Member States.2! The Proposal, the
EP version and the CM version would require deeper harmonization of national laws on issues related
with information exchange among group members and the powers of the parent company concerning
its subsidiaries. Will the Directive on Corporate Sustainability Due Diligence be the reason for the

emergence of a Directive on Company Groups?

30 November 2023

21 See Rafael Mariano Mandvil (ed.), Groups of Companies. A Comparative Law Overview (Springer, Cham, 2020).

PLMJ THINK TANK 07



