Legal Issue Brief

Stakeholder Participation:
A Human Rights Imperative for Ethical Investors

Introduction

Socially responsible investors are increasingly turning to human rights laws and standards for guiding principles
to ethical investing, and struggle to identify ways to promote human rights protections as part of long-term
investment. In order to advance these efforts involving a wide range of issues and stakeholders, it is critical to
identify cross-cutting principles and methods that investors can realistically use to strengthen the full range of
rights.

Stakeholder participation is one such principle. Grounded in the recognition of human dignity and autonomy,
stakeholder participation can be a key indicator for ethical investors regarding a company’s commitment to
human rights, a procedural guarantee that ensures full information and transparency regarding violations, and a
strategy to enhance accountability to workers and communities impacted by corporate actions. For these reasons
and others discussed below in more detail, ethical investors should incorporate a principle of stakeholder
participation into their investment strategies as well as engaging and assessing invested companies on their
commitment to stakeholder participation.

The Human Right to Participation

The human right to participation is grounded in the notion that a strong civil society is critical to addressing
social problems. Civil society occupies the space between government and private individuals and is manifested
when individuals and organizations “act in the interests of the entire community, in a spirit of solidarity that
prevails over private interests.”' In this role, civil society represents a coming together of participants to
mobilize collective assets and engage “public and collective mediation among disparate interests.”” The right to
participation is intended to safeguard the critical role that civil society plays in protecting all other human rights.

“There is a recognition, at [a] worldwide level, that human rights, the dignity of workers and
the future of the planet represent the ethical basis of economic activity. International and
European [and other regional] standards have been set in respect of these values.”

- European Economic and Social Committee’

Key human rights covenants, such as the International Covenant on Civil and Political Rights, guarantee the
right of every person to “take part in the conduct of public affairs.””* Human rights declarations dealing with a
range of issues also recognize the role of civil society participation. For example, the United Nations (UN)
Declaration on the Right to Development, which emphasizes “the full realization of the right of peoples to self-
determination’ notes that states have a duty to “encourage popular participation in all spheres as an important
factor in development and in the full realization of all human rights.”® The World Declaration on Education
includes partnership with civil society at the “heart” of its expanded vision.”

The basic premise underlying this right is that people must be guaranteed the ability to participate in the
protection of their human rights in order to ensure self-determination, dignity, and accountability, as well as their
“sovereignty over their natural wealth and resources.”® Within the context of corporate policy, the right to
participation is often described as “stakeholder participation.” The need to incorporate stakeholder participation
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as a human rights principle in corporate policy has been reaffirmed in a range of venues. The UN Global Compact and
AccountAbility, a coalition of NGOs and banks, suggest seven actions for the business sector including, “discussing
human rights impacts with affected groups, and working to improve working conditions in consultation with the workers
and their representatives.” AccountAbility notes that responsible corporate behavior requires “engagement with
stakeholders.”

The European Union’s (EU) support for stakeholder participation is reflected in the Opinion of the European Economic
and Social Committee (EESC) on Information and Measurement Instruments for Corporate Social Responsibility (CSR)
in a Globalised Economy.'® The Opinion states that socially responsible behavior includes striving “to build a spirit of
partnership with relevant stakeholders.”'" Moreover, the Opinion noted that:

“[e]nterprise models which take account of stakeholders are of real interest, when viewed alongside
enterprise models geared solely to the level of return secured by shareholders. Enterprises will manage
their responsibility more effectively if they are alert to the expectations of their various stakeholders.”"?

Finally, the Opinion recognized that a great many corporations are issuing public documents that assess their social and
environmental impacts — a process called reporting. Implicitly or explicitly, this practice reflects that stakeholders have a
right to question company activities" and dialogue with corporate decision-makers."*

Thus, the human right to participation encompasses stakeholders in corporate activity and is widely recognized as a
principle human rights concern.

Defining Stakeholders

While there are several approaches to defining a stakeholder, it is now broadly accepted that stakeholders include people
beyond those with a legal relationship to a company or corporation.'> Certainly, shareholders, employees and others
with a formal legal relationship to a company are clear stakeholders. But, as many legal scholars have noted, “a
stakeholder need not have any formal relationship with the corporation,”'® and encompasses those “individuals (or
entities) who have conferred a benefit on [or suffered a loss due to] a corporation but whose contribution [or loss] is
vulnerable to corporate expropriation because it is not legally recognized.”"” A significant factor in determining a
stakeholder is whether the individual or entity has invested human or other capital.'® This is particularly important
where such capital cannot yet be safeguarded by contract or tort law and as a result the enterprise does not internalize the
true cost of its economic activities.

Constituency statutes at the sub-national level in the United States reflect this approach. Such statutes encourage
corporations to consider input from various stakeholders, and allow or require directors of corporations to take into
account an expanded group of interests when determining the course of the corporation’s business.'” According to some
scholars, “constituency statutes recognize and respond to the moral call for corporations to consider the external effects
of their internal decisions by mandating observance of ethical behavior by directors.”?

Specifically, major stakeholder constituents include communities vulnerable to environmental degradation caused by
corporate actions. These communities suffer adverse health and economic effects due to companies’ activities.
Moreover, companies’ level of wealth may increase as a result of these adverse effects on the community. The loss
suffered by the community due to a company’s activity is not always legally recognized and thus there may be no
mechanisms to ensure the company internalizes such costs.

Similarly, employees of a corporation’s suppliers are stakeholders as their labor and human capital materially contribute
to the corporation’s profit. Yet, these workers may not have formal avenues to participate in corporate decision-making
that deeply impacts their lives and well-being. These avenues are particularly sparse when corporations have a great deal
of concentrated purchasing power and are able to primarily dictate, through their purchasing decisions, a supplier’s
policies and practices. Indeed, the ILO has recognized the link between policies of major purchasers, such as the fast
food industry, and force slavery and slavery at the bottom the supply chain.?’ As the EESC notes,



Dialogue is particularly important for the stakeholders forming part of the value chain. Customers
have to help their suppliers and subcontractors to make their activities more socially responsible.
Partners must not be subjected to paradoxical requirements, such as having to comply with a high
level of labour-law standards whilst being offered inadequate prices for their products. Customers
should rather assist subcontractors in order to help them make progress.*

There are other significant categories as well, including indigenous community groups, but the key criterion to defining a
stakeholder remains whether a constituency has conferred a benefit or suffered a loss in relation to a company’s
economic activities.

Participation and Ensuring Corporate Accountability in Invested Companies

As the European Economic and Social Committee has noted, corporate social responsibility “represents a form of
implementation at micro-economic level of the macro-economic concept of sustainable development,” and may “become
one of the driving forces in a global sustainable development strategy.” Stakeholder participation serves important
goals relating to human rights protections and sustainable development at this level and should be implemented into
company policy “via a process of engagement, consultation, dialogue, and participation in corporate decision-making.”**
Full stakeholder participation provides vital information about labor, environmental, and other practices that impact the
community in which the corporation operates. This ensures that corporations are able to accurately assess the costs of
their activity, internalize costs when appropriate, and protect their public reputation. Corporations are better able to
develop sustainable business practices when stakeholders participate in decision-making.

Additionally, stakeholder participation allows investors to achieve transparency and share information about potential
human rights violations.”> Direct communication from stakeholders about potential unethical conduct by companies in
an investor’s portfolio would provide investors with an essential tool to “determine to what extent the company will
represent an unacceptable ethical risk for the [investor] in the future.””® Thus, stakeholder participation materially
impacts whether an investor has an accurate understanding of the real risk to sharecholder value posed by harmful and
abusive practices.

Consequently, stakeholder participation protects future returns by allowing for a more accurate assessment of potential threats
to shareholder value posed by negative public attention or unsustainable practices. Corporations whose current profitability
depends on unsustainable practices, such as poor health and safety standards, environmental degradation and low wages,
will not provide the long-term returns necessary to meet investors’ goals.”’ Moreover, ensuring future generations’
access to the same opportunities that the current generation enjoys requires environmental stewardship along with the
maintenance of working and living conditions standards.” Because government monitoring is often insufficient to
ensure compliance with ethical standards,” shareholders have an important opportunity to work with stakeholders to
irnprogloe corporate practices, protect human well-being and the environment, and in turn safeguard long-term shareholder
value.

For all of these reasons, shareholders have a strong interest in encouraging, if not demanding, that their invested
companies incorporate a principle of stakeholder participation. Whether corporate activities are impacting communities
directly or through their supply chain, corporate leadership is far more able to respond to harmful practices when they
have full information. Shareholders also have an interest in engaging with stakeholders directly in order to better guide
their ethical investment portfolios.



Stakeholder Participation in Action: Best Practices

A survey of a number of corporate codes of conduct from Canada, Europe, and the United States reveals five major
categories of stakeholder participation.

*

Corporations provide stakeholders with an opportunity to be heard by the company’s decision-makers.
This includes meaningful and transparent consultation with all stakeholders, a minimization of
impediments to stakeholder communication,’' making top management accessible to stakeholders,** and
ensuring that “all employees are able to exercise their right to a fair means of collective bargaining.”*
Corporations provide stakeholders with relevant information. In order for stakeholders to effectively
understand the issues affecting them and communicate their concerns, they must be empowered with the
relevant information. The OECD Development Guidelines for Multinational Enterprises, Canadian
Business for Social Responsibility Guidelines for Corporate Social Performance, Social Venture Network
Standards of Corporate Social Responsibility, the Global Reporting Initiative, and The Principles for
Corporate Governance in the Commonwealth all call for the disclosure of material information on issues
regarding stakeholders in a timely and accessible manner.**

Corporations incorporate stakeholders’ interests into the company’s goals, decision-making and
operations.”> Once companies have provided stakeholders with relevant information and received their
input, they should strive to harmonize their goals and strategies with the stakeholders’ rights and interests.

Corporations share their wealth with appropriate stakeholders (i.c. those stakeholders that by suffering a
loss or conferring a benefit increased corporate wealth without receiving adequate compensation). Risks
and rewards should be matched to promote efficiency. The Clarkson Principles of Stakeholder
Management require that companies “insure that risks and harms arising from corporate activity are
minimized,” and, if this is not possible, that they are at least “appropriately compensated.”®

Companies protect the basic human dignity of stakeholders through the management of corporate
relationships. The Caux Roundtable Principles for Business state that businesses should “seek, encourage
and prefer suppliers and subcontractors whose employment practices respect the human dignity of all
stakeholders.”’

All these practices are important aspects and methods of participation, although it is not an all inclusive list. Moreover, it
is widely accepted that for stakeholder participation to be effective it must be embraced by the highest levels of the
corporation and pervade corporate decision-making.

The Role of Ethical Investors

Over the last 20 years, there has been immense growth in ethical investment. In Europe there were four ethical funds in
1984, 54 a decade later, and 354 by 2004.*® 1t is estimated that the value of socially responsible investment in the U.S.
alone has increased to approximately $2.29 trillion dollars today.*

Ethical investors typically use the following strategies, which can be used in conjunction or alone;

L2

Negative Screening involves excluding companies because of their involvement in certain activities or
their record on human rights.*’

Positive Screening applies where one invests in a company because of its contributions to society.
Preference approach applies ethical guidelines to find a preferred investment amongst two companies who
would otherwise be equally desirable.

Engagement involves interacting with companies in order to encourage them to adopt ethical best
practices. This can take many forms, including the use of sharecholder resolutions and direct
communication about company policies and practices.



Human Rights standards, and a commitment to the human right to participation, provide guidance for the implementation
of all these strategies. Ethical investors may positively and negatively screen companies based on their level of
commitment to and breadth of stakeholder participation, create a preference for companies with a greater commitment

to this principle, or directly engage companies in the development of processes and policies to guarantee the
implementation of this fundamental principle.

Ethical investors should also develop mechanisms and strategies to allow stakeholders and potential stakeholders to
participate in their investment decisions and engagement with invested companies. Such mechanisms and strategies may
include:

e Generating dialogues between stakeholder groups, interested members of civil society, investors and
invested companies through roundtables and conferences;

e Issuing information in accessible language to inform stakeholders of investment policies and engagement
with invested companies;

e (Creating avenues of communications, such as websites that provide regularly updated information on in-
vestment policies and allows stakeholders to provide information on human rights impacts and sus-
tainable development issues;

e  Working directly with stakeholders that have suffered human rights violations by invested companies to
create dialogue with such companies, educate other investors, and promote the development of solutions in
partnership with affected stakeholders.

e  Working directly with stakeholders to develop models for participation in and/or monitoring of invested
companies.

Case in Point: Norwegian Government Pension Fund’s Ethical Guidelines

Stakeholder participation is a principle that would strengthen the strategies already adopted by leaders in the field of
ethical investing. The Norwegian Petroleum Fund presents a compelling example. Norway is a strong human rights
leader on the global stage. Moreover, the country has some of the strongest constitutional safeguards for human rights.
Further, the Norwegian Government Pension Fund has adopted cutting edge, effective and strong Ethical Guidelines
based on human rights standards found in a wide range of international and regional instruments.

Norway has long been a socially responsible investor, considering both its citizens’ interest in high investment returns
with future generations’ interest in sustainable development. The Fund has made Norges Bank manager of its invest-
ments. The Bank effectively assesses financial and ethical considerations by gathering external analyses of the behavior
of the companies in which the Fund is invested.*’ These are essential tools in Norway’s active and constructive engage-
ment in corporate governance.” A guideline supporting stakeholder participation rights fits comfortably within Nor-
way’s current exemplary model. Regular receipt of information directly from stakeholders about potential unethical con-
duct would provide Norges Bank with yet another essential tool to “determine to what extent the company will represent
an unacceptable ethical risk for the Fund in the future.”*

The Fund’s stated goals of ensuring compliance with human rights to protect future returns, limit being complicit with
future violations, and safeguarding opportunities for future generations are well served by stakeholder participation.**
Moreover, current practices by Norges Bank -- such as giving “particular emphasis to communicating the principles for
its exercise of ownership rights on a broad front, to building contacts with other institutional investors and to utilizing its
voting rights, with a special focus on issues and companies of importance to the long-term value of the Fund” — have
already laid a foundation for effective stakeholder participation.*



CONCLUSION AND RECOMMENDATIONS

Stakeholder participation is an important and fundamental tool for the protection of human rights and for safeguarding of
long term shareholder value. In order to incorporate stakeholder participation into ethical investing we recommend the
following:

e [nstitutional investors should publicly endorse stakeholder participation as a guiding
principle in their screening, preferences, and active engagement with corporations.

e [nvestors should more fully involve stakeholders in their information gathering and
evaluation processes.

e [nvestors should introduce a commitment to stakeholder participation into their ethical
guidelines.

Implementing these recommendations would strengthen human rights protections and improve ethical
investing across the globe.
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