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This report provides an overview of the financing of forest-risk companies engaged in six
deforestation-risk commaodities in three forest-rich regions by Chinese financial institutions as
covered by Forests & Finance. It highlights the risks that the largest clients are still exposed to, and
recommends concrete actions to mitigate those risks and improve corporate practice on the
ground.

Analysis by Forests & Finance found that Chinese financial institutions are the second largest
financiers of forest-risk companies covered by the database. Between January 2016 and April
2020, Chinese financial institutions provided approximately US$ 15 billion in forest-risk loans and
underwriting services. Chinese financial institutions are second to Brazilian financial institutions
(US$ 53 billion) and are more important than financial institutions from Indonesia (US$ 14 billion).

Chinese financial institutions clearly play a significant role in financing forest-risk companies.
Financial sector regulators in China have developed numerous measures over the past decade to
foster sustainable finance.! At the United Nations Summit on Biodiversity in October 2020,
President Xi Jinping called for sustained efforts by all to enhance biodiversity conservation and
global environmental governance.? Within this backdrop, this report presents analysis of the forest-
risk financing by Chinese financial institutions, and the risks they are still exposed to.

The report recommends a number of concrete steps to mitigate ESG related financial risks, and
improve the corporate behaviour of the clients on the ground. These are:

1 Adopt policies

Chinese financial institutions should formulate clear policies to manage forest-risk sector credit
and investment decision-making. The minimum standards laid out developed by Forests &
Finance should form the basis of those policies.

I Conduct enhanced due diligence

Chinese financial institutions should screen potential and existing investee companies and
clients for compliance with their credit and investment policies and conduct enhanced due
diligence by assessing company exposure to ESG risks, policy commitments, and capacity and
track record to address such risks. Such enhanced due diligence is required by Ch i nGrders
Credit Guidelines.

1 Beengaged

It is essential that Chinese financial institutionsregul ar |y moni t or <clients anc
activities to ensure that these companies continue to meet the standards set in their credit and
i nvest ment policies. The Guidelines on Regul ati

Overseas Development and Strengthening Risk Control call upon financial institutions to
engage with affected communities, NGOs and other stakeholders. This is a welcome
recommendation. In order to be most effective, Chinese financial institutions should open such
channels of communications, and be responsive in their engagement with civil society
organizations

91 Divest

Chinese financial institutions should terminate financing agreements and sell bonds and shares
if the company violates the terms of agreements regarding ESG-related policies, where they
fail to take immediate action to correct any ESG policy violations and put in place corrective
actions to prevent reoccurrence. Not financing companies with poor ESG performance records
is an explicit recommendation of the Green Credit Guidelines.
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Asia Pulp & Paper

Asia Pacific Resources International Holdings Limited
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China Banking and Insurance Regulatory Commission
Customs and Border Protection

China Development Bank

China Forestry Group Corporation

China Oil and Foodstuffs Corporation
Environmental, social, and corporate governance
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Industrial and Commercial Bank of China
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No deforestation, no peat, no exploitation
Non-governmental organization

Non-performing loan

Pacific Century Group
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Riau Andalan Pulp & Paper

Royal Golden Eagle

State-Owned Assets Supervision and Administration Commission

Toba Pulp Lestari

United Nations Principles for Responsible Baking
United Nations Principles for Responsible Investment
Wirakarya Sakti
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This report provides an overview of the financing of forest-risk companies engaged in six
deforestation-risk commaodities in three forest-rich regions by Chinese financial institutions as
covered by Forests & Finance. It highlights the risks that the largest clients are still exposed to, and
recommends concrete actions to mitigate those risks and improve corporate practice on the
ground.

Forests & Finance is an initiative by a coalition of campaign and research organisations including
Rainforest Action Network, TuK Indonesia, Profundo, Repérter Brasil, Amazon Watch, BankTrack
and Sahabat Alam Malaysia. Collectively, they seek to achieve improved financial sector
transparency, policies, systems and regulations, that ultimately prevent financial institutions from
supporting the kind of environmental and social abuses that are all too common in the operations
of many forest-risk sector clients.

Forests & Finance reveals the finance flowing into commaodities driving deforestation and land

degradation in Southeast Asia, Brazil and Central & West Africa. The 300+ company groups

selected for the study are involved in the supply chains of the beef, soy, pulp and paper, palm oil,

rubber or timber sectors in Southeast Asia, Central & West Africa and Brazil i collectively referred

to as Otropskatetboersd. This list is intended to
impacting or having the potential to impact tropical forests, and is not an exhaustive list of all

companies impacting tropical forests. Other factors that led to their selection include the size of the
company and land area of operation, access to information on their financing, and known negative

impacts of their operations on tropical forests.

The report is organized as follows: Chapter 1 provides a brief discussion on the how sustainability
risks in forest commaodities can cause financial risks for investors and creditors; Chapter 2 presents
an overview of the financing of forest-risk commodities by Chinese financial institutions; Chapter 3
investigates the environmental, social and governance risks of the top-5 clients of Chinese
financial institutions in more detail, and; Chapter 4 concludes with recommendations.

A summary of the findings of this report can be found on the first pages of this report.
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Financing to companies engaged in forest-risk commodities such as palm oil, pulp
& paper, rubber, soy, and timber, leaves financial institutions exposed to
environmental, social and governance risks. These risks ofthec ompani es 0
operations can result a several financial risks for the companies financing them.
Aware of these risks, the government of China has developed numerous guidelines
and initiatives, as described below.

11

In 2018, the China Association for the Promotion of International Agricultural Cooperation

(CAPIAC) i locatedunderChi nadés Ministry of Adgpublshedtheur e and R
Guidelines on Chinabds Sust ai nabThesudanableovwerseasu r a l Ov
agriculture guidelines provide instructions to Chinese agriculture producers and traders on

establishing due diligence mechanisms to ensure that companies and suppliers adhere to

international principles such as free, prior and informed consent; respect for the rights and interests

of local communities in utilizing natural resources, and; abide by local laws and regulations, among

other things. 3

1.2

For the forestry sector, Chinads St atommérceisseesit ry a
the Guide on Sustainable Overseas Silviculture by Chinese Enterprises in 2007. These guidelines

described the key principles and requirements for the Chinese enterprises engaged in timber

operations to maintain sustainable silviculture. The 2007 guidelines were followed in 2009 by

Guide on Sustainable Overseas Forest Management and Utilization by Chinese Enterprises, also

i ssued by Chinads State Forestry and Grassland an
were developed in cooperation with a number of international NGOs, including World Wide Fund

for Nature, The Nature Conservancy, International Union for Conservation of Nature and Natural

Resources Defense Council, and Forest Trends. The guidelines were intended to encourage

Chinese enterprises to play a positive role in the sustainable development of forest resources.*

1.3

The Chinese Chamber of Commerce for Metals, Minerals and Chemicals Importers and Exporters

released its Guidance for Sustainable Natural Rubberin 2017 with the support o
for International Development (DfID). The guidelines were developed with additional input from

Chinads Ministry of Commer c e, various research in
natural rubber guidance is a voluntary framework for Chinese companies to identify, prevent and

mitigate risks, establish due diligence systems, and conduct effective monitoring and reporting.

The guidance is primarily applicable to businesses that invest in, plant or process natural rubber,

but can also be utilized by downstream actors.®
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1.4

Efforts to improve the consideration of ESG risks by the financial sector date back over a decade.

China Banking and Insurance Regulatory Commission (CBIRC) has developing a policy framework

to promote sustainable finance, and the integration of ESG risks in due diligence processes. In

2007, China Environment al Protection Administrati
Banking and Insurance Regulatory Commission (CBIRC) published the first recommendations on

mitigating financial risks driven by ESG risks.®

These recommendations were formalized into the Green Credit Guidelines in 2012. The Green
Credit Guidelines apply to both commercial banks (ICBC, Bank of China, Agricultural Bank of
China, and policy banks (China Eximbank and China Development Bank). The guidelines were
developed to improve due diligence procedures by banks, improve their client compliance review
and project assessment with respect to environmental and social issues. They also explicitly
recommend that clients with poor ESG performance record should not be granted funding. ’

The 2012 guidelines were followed by Opinions on Green Credit Implementation issued by the
CBIRC in 2014. The supervisor called on financial institutions to further improve the
implementation of the Green Credit Guidelines.®

I n 2016, Chinads Ministry of Fi nance, Nati onal De
Environment Protection, China Banking Regulatory Commission, China Securities Regulatory

Commission & China Insurance Regulatory Commission, together issued the Guidelines on the

Construction of the Green Financial System. These guidelines, as the title suggests, are geared

towards integrating the various parts of the financial system into a holistic green financial system,

one that promotes investment in green industries, and more effectively mitigates investment in

polluting industries.®

In 2017, the Guidelines on RegulatingtheBan ki ng I ndustry in Serving Ent
Development and Strengthening Risk Control were issued by the CBIRC. These guidelines were

developed to mitigate the increasing ESG risks that Chinese financial institutions and their clients

were exposed to outside of China. The guidelines urged Chinese financial institutions to integrate
environmental and social risk management into all stages of their overseas financing (including

onboarding, monitoring and reporting). The guidelines specifically mention environmental and

social risks, and call upon financial institutions to engage with affected communities, NGOs and

other stakeholders when issues emerge.®

15

From the above, it is clear that the Chinese government is well-aware of the environmental, social

and governance risks of companies active in the relevant forest-risk sectors, and the risks that the

financial institutions that finance them are exposed to. The government has developed a broad

range of fguidelinesd mmthdomestically andlathmas. Hewevehthesee r i s k
guidelines lack legal weight, and implementation remains weak. Chinese companies still struggle

to comply with host country laws and regulations, not to mention the international norms and

standards that they are called upon to uphold. Moreover, channels for communication with Chinese

financial institutions by affected communities, and other stakeholders, still need significant

improvement.*!

Within the context of growing consumer awareness of environmental and social issues related to
the product they purchase, in addition to an increasing number of mid- and downstream operators
committing to sustainable supply chains, the financial risks of financing companies with
unsustainable corporate practices are even more relevant. Figure 1 presents a map of the potential
risk flows of unsustainable corporate practices creating financial risks for their creditors and
investors. The general flow is as follows: a sustainability issue triggers a response by one or more
stakeholders, this response has an impact on the operations of the company not operating
sustainably, resulting in a financial risk for its creditors and investors.
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Risks to creditors and investors can be largely mitigated through appropriate minimum standards
for onboarding clients, adequate due diligence procedures, consistent monitoring, and responsive
engagement. All these elements have also been laid out the Chinese supervisory bodies, as has
been detailed in section 1.4. When Chinese financial institutions fully implement the guidelines
developed by supervisors, and Chinese companies fully adhere to guidelines relevant for their
operations in forest-risk sectors, when many of the ESG risks will be mitigated. Issues that do
arise, can then be resolved through responsive engagement with relevant financiers and

companies.
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