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Thought Paper: Scope 3 Challenge for Companies — Understanding your
Supply Chains to Drive ESG Adoption & Compliance

Understanding & Managing Your Supply Chains to Drive ESG Adoption
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As regulators, investors and consumers demand more transparency and responsible business practices,
companies are increasingly recognising the importance of demonstrating their commitment to
incorporating ESG principles into their supply chain operations for the future prosperity of their business.
The integration of ESG principles within supply chain management not only curtails risks but can also
yield competitive edges through cost efficiency, elevated brand reputation, and expanded market access.
Given the intricate web of global trade, a forward-thinking approach to ESG is no longer optional but a
crucial business strategy.

Introduction

The global business landscape is rapidly evolving, with an increasing focus on sustainability and ESG
metrics. ESG compliance refers to the adherence to criteria that gauge a company's impact on the
environment, its relationships with employees, customers, and communities, and the strength and
transparency of its leadership. As global markets evolve, ESG factors have emerged as critical
determinants of a company’s resilience, reputation, and financial performance.

This change in thinking is especially pronounced in the realm of supply chain management, where the
environmental and social footprints of suppliers have become focal points for consumers and investors
alike. For many organisations, this evolution requires a deep dive into understanding and mitigating their
Scope 3 emissions within the supply chain. Supply chains often have a broader environmental and social
impact than a company’s direct operations, making their management central to genuine ESG compliance.
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The Role of Suppliers in ESG Compliance

Suppliers play a critical role in a company’s ESG performance. The supply chain often accounts for a
sizeable portion of a business's environmental footprint and social impact. As such, suppliers’ practices
in areas like emissions, waste management, labour rights, and ethical conduct directly influence the ESG
ratings and perceptions of the companies they serve. However, achieving ESG compliance can be a
daunting challenge for suppliers, particularly those in developing countries or industries with less
stringent regulatory environments. Issues such as ensuring fair labour practices, reducing environmental
impact, and maintaining transparent governance require substantial investment and commitment.

The Challenge of Scope 3 Emissions

Identifying and managing Scope 3 emissions presents a complex challenge for companies across all
sectors. Unlike Scope 1 and 2 emissions, which are within a company's operational control, Scope 3
emissions are deeply embedded in the supply chain, making them harder to quantify and manage. This
complexity is compounded by the global nature of modern supply chains, where a sole product can
involve multiple suppliers across various countries, each with its own environmental impact.

The challenge begins with data collection and accuracy. Many companies struggle to obtain reliable data
from their suppliers, partly due to the lack of standardised reporting frameworks and partly because
suppliers themselves may not have the capabilities to measure their emissions. Furthermore, the sheer
diversity of Scope 3 emission sources — from the extraction of raw materials to end-of-life treatment of
sold products - requires companies to navigate a maze of data points and estimation methodologies.

LN

Adversarial

The introduction of formal regulatory disclosures concerning Scope 3, especially in the realm of supply
chain management, has sparked a heated discussion about the best strategies for organisations to
embrace, especially for those at the helm of a supply chain. The chosen strategy will hinge on the
existing organisational culture and its past interactions with suppliers.

Typically, this results in one of two predominant approaches: a direct/confrontational method of gathering
Scope 3 data and implementing ESG measures or a more partnership-driven, holistic strategy of
engaging with suppliers. Historically, numerous sizable organisations have opted for a confrontational
stance in their Procurement and Supply Chain management, highlighting the uneven power dynamic
between the purchaser and the provider. This is evident in industries like F&B, where SME suppliers
often face a more direct and confrontational attitude from the primary buyer — ‘a take it or leave it
approach from the buyer.
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This article argues that for the effective realisation of Scope 3 and to meet ESG objectives, a partnership-
driven, holistic approach would be more beneficial in forging a business relationship between the buyer
and supplier. Such a relationship would lay the groundwork for achieving enduring ESG aims that benefit
everyone in the supply chain. While a confrontational method might appear more straightforward or
even instinctual for some firms, pushing the onus of ESG integration and compliance entirely onto
suppliers could jeopardise the financial prospects of both the buyer and supplier, fostering a culture of
discord rather than mutual commitment to achieving Scope 3 objectives.

Understanding Scope 3 Emissions

o GREENHOUSE
3 GAS

EMISSIONS

Scope 3 emissions account for all the indirect emissions that occur in a company's value chain. This
includes emissions from purchased goods and services, transportation and distribution, use of sold
products, and more. These emissions can be significantly larger and more intricate than Scope 1 (direct
emissions) and Scope 2 (electricity-related emissions) combined.

Impact on Supply Chain Management

The ripple effects of ESG compliance on supply chain management are profound. Companies are
increasingly adjusting their supply chain practices in meeting higher ESG standards, which often involves
a rigorous assessment of suppliers’ ESG performances, implementing sustainable procurement policies,
and fostering closer collaborations to improve sustainability outcomes.

Integrating ESG criteria into supply chain management brings numerous benefits. It enhances brand
reputation, mitigates risks, and can lead to significant cost savings through efficiencies and innovations.
Moreover, companies with strong ESG credentials are better positioned to attract investment and
customer loyalty. Real-world examples abound, from multinational corporations investing in renewable
energy for their supply chains to fashion brands committing to ethical sourcing and production practices.

Strategies for Suppliers to Enhance ESG Compliance

For suppliers looking to improve their ESG compliance, several strategies are pivotal. Environmentally,
this might involve adopting renewable energy sources, improving waste management practices, and
reducing water use and emissions. Socially, suppliers can focus on ensuring fair labour practices,
enhancing workplace safety, and engaging in community development projects. From a governance
perspective, fostering transparent, ethical business practices and strong internal controls is crucial.
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Suppliers can also seek certifications and adhere to international standards, such as ISO 14001 for
environmental management or SA8000 for social accountability, to demonstrate their commitment to
ESG principles.

The Importance of Analysing Scope 3 for ESG Adoption:

ESG compliance is not merely about direct emissions. A comprehensive ESG strategy integrates every
facet of a business's environmental footprint. Analysing and addressing Scope 3 emissions is essential

to:
e Demonstrate commitment to comprehensive ESG adoption.
o Mitigate risks associated with the supply chain.
o Reveal areas for operational improvements and cost saving.
Carbon emissions from product transportation
Environmental Water use in manufacturing processes
Waste management
Fair labour practices
Understanding your Supply Chains to , / , o
- . : Social Human rights considerations
Drive ESG Adoption & Compliance \
Community involvement
Ethical procurement
Governance Transparency in supplier relationships
Robust compliance mechanisms
. Many companies don't have clear visibility beyond their
Lack of Visibility == yeome: yhe
/_ tier-1 suppliers.
Challenges n SUDply Chain ESG . Global supply chains involve different regional ESG
s [iverse Standards .
Integration standards and regulations.
DL Transitioning to sustainable supply chains can require
\ Cost Implications =" " PR !
significant investment.
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Steps to Drive ESG Adoption in the Supply Chain

1. Conduct a Comprehensive Supply Chain Audit: Map out your entire supply chain to identify areas of
ESG risk and opportunity.

2. Engage with Suppliers: Develop an open dialogue with suppliers about ESG expectations, provide
training, and share best practices.

3. Implement ESG Performance Metrics: Integrate ESG metrics into supplier performance evaluations.

4. Encourage Third-Party Certifications: Promote suppliers' acquisition of recognised sustainability
certifications.

5. Regular Monitoring & Reporting: Continually assess ESG performance across the supply chain and
report findings transparently.

Best Practices: Real-World Examples:

Adopted circular economy principles

Transformed supply chain to reduce waste

Company A: Circular Economy Partnered with suppliers to repurpose materials
Led to cost savings
30% reduction in waste
Best Practices: Real-World Examples Prioritised ethical labour practices
Company B: Ethical Labour Practices —{ Conducted surprise audits on tier-2 and tier-3 suppliers

Ensured no child or forced labor
Integrated blockchain technology
Company C: Blockchain for Transparency { Ensured transparency in raw material sourcing
Ensured ethical and sustainable extraction

Tech Titan Inc.: From Ignorance to Leadership

e Background: A global tech company producing millions of gadgets annually, previously overlooking
the emissions from their raw material providers and third-party manufacturing plants.

e Challenge: Unearth and address emissions throughout their supply chain, spanning multiple
countries and involving several layers of suppliers.

e Solution: Tech Titan Inc. conducted a thorough audit of its supply chain and collaborated with
suppliers to drive sustainable practices. They also invested in renewable energy credits to offset
their carbon footprint.

e Qutcome: A reduction of 30% in their Scope 3 emissions over two years and an improved brand
image, leading to a 10% increase in sales among environmentally conscious consumer

(

Case Studies:

Green Apparel Co.: Textiles & Tackling Tier-2 Suppliers

e Background: An eco-friendly clothing brand that relied on various suppliers for fabric and raw
materials.

o Challenge: While their direct operations were sustainable, their tier-2 suppliers (those supplying to
their primary suppliers) had questionable environmental practices.

e Solution: Green Apparel implemented a rigorous supplier code of conduct, ensured regular third-
party audits, and conducted workshops to aid tier-2 suppliers in adopting eco-friendly practices.
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e Qutcome: In three years, they ensured 95% of their supply chain was sustainably compliant, boosting
their brand appeal and customer loyalty.

Food Chain Global: Addressing Agri-Based Emissions

o Background: A global food distributor sourcing agricultural products from around the world.

o Challenge: Agriculture-related emissions were high, especially with livestock and certain farming
practices.

e Solution: Food Chain Global partnered with farms to introduce sustainable farming practices. They
promoted plant-based alternatives and incorporated more organic farming methods.

e Qutcome: Not only did their Scope 3 emissions see a 40% reduction over five years, but they also
observed a growth in demand for their now 'sustainably sourced' labelled products.

Key Takeaways and Recommendations
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Here are some strategic steps and advice for companies looking to integrate ESG into
their supply chain management:

v Risk Assessment: Conduct a comprehensive risk assessment of your supply chain to identify
environmental, social, and governance vulnerabilities. This can range from supplier locations prone
to natural disasters to potential labour rights violations.

v" Supplier Engagement:

o Collaboration: Establish partnerships with suppliers. A Deloitte survey found that suppliers who
feel engaged are 23% more likely to participate in sustainability initiatives.

o Education: Equip suppliers with the necessary tools and information. This ensures alignment
with your ESG standards.

o Screening: Prioritise partnerships with suppliers committed to ESG principles.

o Criteria Development: ESG performance should be central in evaluating suppliers. Research
indicates that a sustainable supply chain can reduce costs by up to 20% and decrease supply
chain disruptions by up to 30%.
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v Develop ESG Criteria for Supplier Selection: Make ESG performance a key criterion in supplier
evaluations. This not only promotes sustainability but can also reduce long-term risks and costs.

v Implement Monitoring & Reporting Mechanisms: Use technology and software solutions to monitor
supplier performance in real-time. Regularly report on supply chain ESG metrics, both internally and
externally. This encourages transparency and accountability.

v’ Establish Clear Standards & Code of Conduct: Develop a Supplier Code of Conduct that details your
company's expectations regarding environmental practices, labour rights, ethical behaviour, and
other relevant ESG issues.

v Third-party Audits: Engage independent third parties to conduct ESG audits of your suppliers. This
offers an unbiased assessment and can reveal areas for improvement.

v"Incorporate Circular Economy Principles: Design processes that minimize waste, promote recycling,
and prioritise the sustainability of materials. This can help in addressing environmental concerns in
the supply chain.

v Diversify Supplier Base: Avoid over-reliance on a single supplier or region. A diverse supplier base
can reduce risks associated with geopolitical issues, natural disasters, or localised social unrest.

v Set Measurable Targets: Establish clear, quantifiable ESG goals for your supply chain. This could be
reducing carbon emissions by a certain percentage, ensuring a set percentage of suppliers adopt
renewable energy, or aiming for zero child labour in the supply chain.

v Feedback Loop: Encourage feedback from suppliers, employees, and other stakeholders. This
feedback can be invaluable in identifying challenges, understanding ground realities, and iterating
your strategy.

v’ Stay Updated: ESG standards and expectations evolve over time. Keep yourself updated with the
latest trends, regulations, and best practices in sustainable supply chain management.

v" Recognise & Reward: Acknowledge suppliers who excel in their ESG practices. This can motivate
others in the chain to improve. Consider creating award programs or other incentives for outstanding
ESG performance.

v Engage with Multi-stakeholder Initiatives: Join or support initiatives that promote sustainability and
responsible business in supply chains. This could be industry groups, NGOs, or global platforms like
the UN Global Compact.

v Crisis Management Plan: Have a clear plan in place to address ESG-related crises in the supply
chain. This could be a sudden revelation of labour rights violations or an environmental disaster.
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Conclusion: Shaping The Future of Sustainable Business

Identify direct and indirect suppliers
Understanding Supply Chains { Assess supplier sustainability practices
Map supply chain emissions

Purchased goods and services

Upstream Aclwmes
Transpurtatlan and distribution
Scope 3 Emissions
Use of sold products
Downstream Acllvmes

End-uf-life treatment

Set clear ESG goals
Driving ESG Adoption —{ Integrate ESG into business strategy
Engage with suppliers on ESG issues
Monitor and report Scope 3 emissions
Compliance and Reporting { Align with glebal standards
Use technology for data collection and analysis

In today's fast-evolving business landscape, the melding of ESG principles with supply chain
management is not a fleeting trend but a critical shift towards responsible and sustainable
business. Forward-thinking companies diving headfirst into this transition are poised to reap
multifaceted rewards - from bolstering their brand's credibility to uncovering untapped
operational efficiencies and market prospects.

n

Scope 3 Challenge for Companies

4

However, true success lies beyond mere integration; it requires an ecosystem of collaboration.
Bringing stakeholders together from all links of the supply chain and fostering continuous
innovation are paramount. As we venture deeper into achieving Scope 3 and broader ESG goals,
it is evident that a holistic, circular, partnership-centric strategy strengthens the bond between
buyers and suppliers. This constructive collaboration not only nurtures a resilient business
relationship but also paves the way for sustainable ESG achievements that resonate through
the entire supply chain. The future of ESG adoption and compliance, particularly regarding
Scope 3 emissions, will see increased innovation, stricter regulations, and more collaborative
efforts across industries. Companies that anticipate these changes and act proactively will be
well-positioned to thrive in a more sustainable and equitable global economy.

Dr Bimal Roy Bhanu
https://www.linkedin.com/in/dr-bimal-roy-bhanu-a4690ab/
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