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Abstract

We revisit functional upgrading opportunities for developing and emerging market
companies in the context of highly financialised food systems. We argue that the assessment
of upgrading potential within the global value chain literature lacks consideration of
constraints posed by financialisation, not only of the sector within which upgrading takes
place but also by the global financial architecture more broadly. For the Ghanaian cocoa—
chocolate sector, we show that financialisation acts as limiting factor to upgrading, with
contradicting tendencies. First, financialisation of lead firms, eager to outsource non-core
activities, has promoted cocoa processing in Ghana, but the resulting consolidation of power
hinders further functional upgrading. Second, Ghana’s dependency on cocoa for foreign
exchange earnings necessitates upgrading into higher value-added segments, while also
undermining feasible upgrading strategies that build on domestic or regional markets first.
These contradicting tendencies constitute a middle value-added trap, which is difficult but
not impossible to overcome.
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1 Introduction

Financialisation is increasingly recognised as a driving force in shaping global agri-food chains.
In the tradition of the shareholder value doctrine (see e.g. Froud et al., 2000; Lazonick and
O’Sullivan, 2000), financialisation has been linked to a growing tendency of food multinationals
to outsource lower value-added upstream activities and to an increasing concentration of the
higher value-added downstream segments via mergers and acquisitions, a development that has
reshaped how food is being sourced, processed and sold globally; see Ponte and Gibbon (2005);
Palpacuer (2008); Palpacuer and Tozanli (2008). Studies in the food systems literature have
further documented the extensive penetration of agri-food chains by the financial sector, and
Burch and Lawrence (2009) proclaimed the arrival of a new financialised food regime in which
the distinction between financial actors and food companies is increasingly blurred; see, also,
Clapp (2014); Isakson (2014); Salerno (2014); Baines (2017); Clapp and Isakson (2018).

Drawing on these two strands of literature, this paper explores how financialisation has
shaped upgrading potential for companies in developing and emerging market economies, taking
as a case study the Ghanaian cocoa-chocolate sector.

West Africa contributes more than 70 per cent of the world’s cocoa production, yet the
production of consumer chocolate- and cocoa-containing foodstuff takes place predominantly in
the global North. While this overall pattern persists, processing at origin has expanded over recent
decades, gradually shifting the West African cocoa sector from low to medium value addition.
Resistance of the Ghanaian government to fully liberalise its cocoa sector has enabled Ghana to
retain chocolate production capabilities, and a domestic consumer chocolate-producing sector
has begun to emerge. However, the sector’s expansion has been slow, raising the question of
what are the limiting factors?

We argue that financialisation is an important limiting factor. More specifically, we argue
that the general assessment of upgrading potential within the global value chain (GVC) literature,
(see, e.g., Gereffi, 1999; Humphrey and Schmitz, 2002) lacks consideration of constraints posed
by financialisation, not only of the sector within which upgrading takes place but also by the
global financial architecture and national institutions within the architecture more broadly. We
adopt Epstein’s (2019, p. 380) definition of financialisation as the “increasing importance of

financial markets, financial motives, financial institutions, and financial elites in the operation of



the economy and its governing institutions, both at the national and international levels.” For the
Ghanaian cocoa—chocolate sector, we show that financialisation, both at the sector level and the
level of globalised finance, acts as limiting factor to upgrading, with contradicting tendencies.
First, although an increasing tendency to outsource cocoa processing, driven by the
financialisation of lead firms, has contributed to the build-up of middle value-added processing
capacity in Ghana, the simultaneous increase in concentration of power at the lead firm segments
prevents functional upgrading into higher value-added segments. Second, dependency of the
Ghanaian economy on cocoa bean exports for foreign exchange earnings necessitates the move
into higher value-added segments, but at the same time prevents feasible upgrading strategies,
which build on domestic or regional markets first. These contradicting tendencies constitute a
middle-value-added trap, which is difficult but not impossible to overcome, as recent

developments in the Ghanaian cocoa—chocolate sector demonstrate.

The paper is structured as follows. In Section 2, we review the literature on the
financialisation of global agri-food systems, and then evaluate how the identified financialisation
tendencies at the sector level and the level of globalised finance hinder and promote upgrading
opportunities for companies in developing and emerging markets. Section 3 evaluates these
hypotheses on the example of the Ghanaian cocoa—chocolate sector, examining financialisation
at the sector level and at the level of globalised finance and how these financialisation tendencies
act as limiting factors to functional upgrading. Section 4 concludes with policy suggestions and

an outlook for future research.

2 The Potential for Upgrading in Financialised Agri-Food

Systems

Globally dispersed production networks have been welcomed as an opportunity for developing
and emerging market companies to acquire knowledge and skills to upgrade into higher value-
added activities (Gereffi, 1999; De Marchi et al., 2017). Industrialisation via GVC inclusion was
widely seen as a more gradual and feasible alternative to the commodity-financed import
substitution strategies dominant in previous decades until countries tumbled into high
indebtedness during the commaodity crises of the 1980s and 1990s (Maizels, 1994). The GVC



literature emerged (among other traditions) from the dependency theories of the 1950s and the
observation of unequal gains from trade identified by the Prebisch-Singer hypothesis, a tradition
that firmly rejects the Ricardian comparative advantage narrative (Bair, 2005). With international
trade relations transformed into globally dispersed production networks, the question arises
whether and under which conditions the new era of globalised production can provide
opportunities to avoid previous pitfalls of declining terms of trade by diversifying into higher
value-added segments of global production networks.

Initial optimism about upgrading opportunities via GVC inclusion in the early 1990s was
dampened by empirical evidence that presented a mixed picture. Humphrey and Schmitz (2000;
2004) explained the varied evidence by linking upgrading opportunities to the governance
structure of GVCs. They concluded that in quasi-hierarchical chains, which are the prevailing
structure in North—South stretched production networks, product and process upgrading, i.e.
producing more sophisticated products more efficiently, is achievable; however, functional
upgrading, i.e. acquiring new functions to increase the overall skill content of activities to move
the producer into a higher-value added segment of the chain, is difficult to achieve (Humphrey
and Schmitz 2004, p.1020). This is due to two hindrances: buyer resistance and resource
requirements.

The identification of these hindrances has led to a reconsideration of the role of the state in
creating upgrading opportunities; e.g. see Mayer and Phillips (2017); Pipkin and Fuentes (2017);
Horner and Alford (2019). Inspired by the success of the economies of Korea, Taiwan and China,
Lee et al. (2017) developed the ‘in-out-in’ hypothesis which suggests iterative learning and
absorption of technologies through inclusion, followed by exclusion and infant industry
protection to fend off competitors and establish own brands. Hauge (2020) made a similar
argument, drawing on the experiences of South Korea and Taiwan, and Lombardozzi (2020)
demonstrated how targeted macroeconomic policies have enabled upgrading in Uzbekistan’s
horticulture sector. These contributions reconsider and emphasise the leading role of the state in
shaping upgrading opportunities.

In addition to doubts about upgrading via inclusion, a more fundamental critique emerged
that questioned the social and economic benefits of upgrading. For instance, Vicol et al. (2018)

showed that upgrading in the Indonesian coffee sector reproduced and manifested local patterns



of inequality, doing little for poverty alleviation. Rossi (2013) demonstrated that functional
upgrading can lead to both social downgrading and upgrading for different groups of workers
among Moroccan garment suppliers. Fagerberg et al. (2018) further found that countries with
less well-developed capabilities lose with GVC inclusion. All three studies confirm the
possibility of downgrading via inclusion; see Kaplinsky (1998) on ‘immiserising growth’, more
generally. Bair and Werner (2011) and Bair et al. (2013) further pointed out that the GVC
literature suffers from inclusionary bias. As the process of inclusion into global markets implies
redrawing the boundaries of the market, it is also a process of exclusion. Although often
overlooked, these considerations on downgrading and exclusion are of paramount importance to
not only understanding the mixed evidence on outcomes of GVC inclusion but also the political
economy of upgrading and motives of governments and other stakeholders to support and design

upgrading strategies; see Behuria (2019).

2.1 Financialised Agri-Food Systems

Globally dispersed production emerged out of a reorientation of corporate strategy, mainly at the
high-value branding segment. Expansion in this segment is predominantly achieved through
mergers and acquisitions, while lower value-added activities are outsourced to upstream suppliers
(Gereffi, 1999). This change in corporate strategy from ‘retain and reinvest’ to ‘downsize and
distribute’ has been recognised as a consequence of financialisation; see Lazonick and O’Sullivan
(2000) and Froud et al. (2000). The term emerged outside of the GVC literature but is increasingly
recognised for its relevance to understanding the changing nature of global production networks;
see Milberg and Winkler (2009); Baud and Durand (2011); Auvray and Rabinovich (2017). In
the tradition of the shareholder value doctrine, dwindling profits in domestic markets are linked
to an increasing tendency of corporations to turn towards financial returns as a new source of
profit. Following this logic, outsourcing is motivated by an attempt to divest from low return on
capital employed (ROCE) activities such as inventory management to boost share value (Gibbon,
2001; Baud and Durand, 2011).

Financialisation of agri-food systems, more specifically, take on the form of two interlinked
and mutually reinforcing tendencies of which the shareholder value doctrine is one (Isakson,

2014). First, agri-food corporations increasingly shift their attention to financial forms of capital



accumulation, summarised by Baud and Durand (2011) as financialisation of objectives,
investment and operations. Second, food-based assets are created and made available to financial
investors. As described by Burch and Lawrence (2009, p. 277), these tendencies result in “finance
institutions becoming increasingly involved in the agri-food system while agri-food companies
come increasingly to behave like financial institutions.” The blurring lines between financial and
non-financial corporations in the agri-food sector are mapped in Figure 1.

To explain Figure 1 in more detail, we must identify the lead segments of agri-food chains
first. Agri-food chains have been characterised as multipolar (Fold, 2002; Fold and Larsen,
2011), distinguishing them from manufacturing-based chains, which are commonly categorised
within Gereffi’s (1999) buyer-driven and producer-driven taxonomy.! Following the tri-polar
division by Fold and Larsen (2011), agri-food chains are governed by three lead segments:
retailers that are selling branded food products, branders with ownership over a variety of brand
names and first-tier suppliers that source inputs and provide both branders and retailers with
intermediate and ready-to-sell products.2 Among these different lead segments, first-tier suppliers

are the most powerful, exercising control over the entire upstream supply chain (Gibbon, 2001).3
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Figure 1: Financialisation of Agri-Food Industries

As shown in Figure 1(a), the financialisation of branders can be understood along the lines
of the shareholder value doctrine, with both financialisation of objectives and investments
discernible, while the first-tier supplier and retail segments are financialised along all three
dimensions. Actors in these lead segments have diversified into financial operations, now
offering financial services, such as insurance and credit, to their clients and counting hedge funds
and other investment funds among their subsidiaries. Further, the growing presence of
institutional investors as major shareholders has reshaped all three lead segments; e.g. see
Palpacuer and Tozanli (2008); and Palpacuer (2008). Palpacuer and Tozanli (2008) found a
strong positive association between the presence of institutional investors and the global reach,
including offshoring and outsourcing tendencies, of a company’s strategies between the 1980s
and early 2000s. Palpacuer (2008) further showed that food multinationals increasingly engage
in share buy backs and growth through mergers and acquisitions, rather than investment in
productive capacity. Baud and Durand (2011) reported similar tendencies in line with the
shareholder value doctrine in the retail segment. Retailers have shifted increasingly to ROCE-

friendly strategies such as the imposition of just-in-time delivery to minimise inventory holdings.



Isakson (2014) further documented how structural adjustment programmes and liberalisation in
the Global South has enabled the expansion of retail giants through merger and acquisition into
non-traditional markets. The retail segment is thus becoming increasingly globalised and
concentrated, shifting powers within global agri-food chains. Retailers have further diversified
into financial investments and operations, freeing funds for financial activities by extending the
time between delivery and payment, and offering their customers financial products, such as
credit and prepaid debit cards, savings and checking accounts and insurance programmes; see
Burch and Lawrence (2009); Baud and Durand (2011); Isakson (2014).

Among the three lead segments, first-tier suppliers are arguably the most financialised. Not
coincidentally, the segment has the longest tradition and capabilities in financial trading and
operations. The tendency to outsource low-ROCE activities at the brander segment has facilitated
the transformation of the first-tier supplier segment, which has emerged from a fusion of trading
houses and processing companies into large conglomerates. The segment is now highly
concentrated, with the so called ABCD traders, an acronym of the four giants Archer Daniels
Midland (ADM), Bunge, Cargill and Louis Dreyfus controlling a 70 per cent market share of
global grain trade (Murphy et al., 2012; Clapp, 2015). Alongside an increasing concentration of
this lead segment, first-tier suppliers have also vertically integrated and diversified via acquisition
of stakeholders along the chain (Clapp, 2015). Today, ABCD traders operate on all levels of the
food commodity chain, including the provision of agricultural inputs, intermediate products,
services and end products (Murphy et al., 2012; Salerno, 2014). The drive to diversify
encompasses more traditional activities, such as trading and processing of food commodities, but
also new areas of capital accumulation taking place in the sphere of finance rather than production
(Clapp, 2015).

First-tier suppliers have always been key players in commodity derivative markets for risk
management (Salerno, 2014).* However, they now increasingly offer financial services (e.g. price
and quantity risk insurance products) to other members of the supply chain including commodity
producers. At the same time, their market dominance provides them with an information
advantage, which they use for speculative trading (Clapp, 2014, 2015; Isakson, 2014; Salerno,
2016). Some maintain several financial subsidiaries, such as hedge funds and private equity

funds, to gain from speculation and enhance control over commodity production and land. For



instance, Black River Asset Management and CarVal Investors are financial subsidiaries of
Cargill, the largest among the ABCD traders, and the hedge funds Alpha Fund and Calyx Agro
are subsidiaries of Louis Dreyfus; see Salerno (2014, 2016) on Cargill and Murphy et al. (2012);
Isakson (2014), more generally. Interestingly, Cargill and Louis Dreyfus, the most active in the
hedge fund business are the only two of the four giants that are not publicly listed, allowing them
a higher level of secrecy about their operations than ADM and Bunge (Murphy et al., 2012).
The expansion of first-tier suppliers into financial operations and services was facilitated by
sweeping deregulation of commodity derivative markets in the early 2000s, evolving alongside
an increasing penetration of the commodity sector by financial investors, especially institutional
investors via index funds, as shown in Figure 1(b); see Mayer (2012); Clapp and Helleiner (2012).
Deregulation enabled investment banks and funds to create complex risk management tools and
offer these to commodity producers, processors and consumers as insurance products. At the
same time, derivatives based on weather, water, food, fuel, fertiliser and farmland have become
increasingly attractive for financial speculators in search of higher yield in a low-interest rate
environment (Erb and Harvey, 2006; Gorton and Rouwenhorst, 2006). The entrance of new types
of speculators into commodity markets fuelled price volatility and speculative bubbles, escalating
into two world food crises in 2007-08 and 2010-11; e.g. see Ghosh (2010); Nissanke (2012).
Additionally, stocks (equity) and bonds (debt) of commodity-based companies were packaged
into indices managed by hedge funds, most prominently Black Rock, becoming a prominent part
of wealth managers’ portfolios. Large investment banks are investing heavily in funds
specialising in food commaodity equity or derivatives; see Isakson (2014). Investment banks have
even attempted to invest in physical commodities (e.g. J. P. Morgan entertained a physical
commaodities unit until 2014) while hedge funds associated with first-tier suppliers have exploited
their capabilities in both derivative trading and commodity storage, which puts them in a unique

position among speculative investors.
2.2 Financialisation and the Potential for Upgrading

Financialisation of objectives among food multinationals has contributed to an increasing
tendency of outsourcing and offshoring of lower value-added production processes, resulting in
opportunities for developing and emerging markets to integrate into GVCs. At the same time,

financialisation of investments has resulted in formidable market power at the lead segments. All
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three agri-food lead segments are characterised by oligopolistic competition, as corporations
widen their global reach. First-tier suppliers have further consolidated their market power through
vertical integration, exercising firm control over their supply chains (De Medeiros, 2017). The
modularity of production processes that permits outsourcing has also enabled lead firms to choose
locations flexibly, undermining bargaining power of suppliers; see Palpacuer (2008). Given their
market power, lead firms have been able to impose quality and other product definitions via
standards and certificates, the costs of which are predominantly carried by the supplier; see Ponte
and Gibbon (2005).

Financialisation of operations has further provided retailers and first-tier suppliers with a
competitive edge, which is difficult to match by companies with headquarters outside financial
centres (De Medeiros, 2017). In a financialised food system, information gathering and control
are important reasons for lead firms to maintain quasi-hierarchical chains, characterised by a high
degree of control. The scale and diversification of their operations has enabled lead firms to thrive
in times of volatility, while acting as barriers to entry for smaller competitors (Isakson, 2014;
Salerno, 2014). The diversification of operations through vertical integration and the move into
financialisation of operations requires newcomers to have access to deep and cheap capital
markets to compete, a difficult requirement for most developing and emerging market companies.

Financialisation has therefore contributed to barriers to entry and to cementing of power
asymmetries between multinational lead firms and their suppliers, undermining the latter’s
prospects for functional upgrading. However, the upgrading constraints considered thus far fall
predominantly under the ‘buyer resistance category’, while the second category of ‘resource
constraints’ has not been fully explored yet. Denomination of world trade in USD requires
emerging and developing market companies seeking functional upgrading opportunities to have
access to deep foreign capital markets, exposing companies to foreign exchange risk.
Kaltenbrunner and Painceira (2014, 2017) spoke of new external vulnerabilities of such
companies, a structural disadvantage emerging from the currency hierarchy of the international
monetary system. Reflecting on feasible upgrading strategies in highly financialised and
concentrated industries, such as the ‘in-out-in’ hypothesis by Lee et al. (2017), reveals how the
international monetary system constrains the policy space for developing and emerging countries.

Implementation of upgrading strategies that rely on infant industry protection require foregoing
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foreign reserve earnings in the short or medium run. Developing and emerging country
economies critically rely on foreign exchange to curtail exchange rate volatility and ensure
macroeconomic stability, manifested in the phenomenon of reserve accumulation. While
functional upgrading is highly desirable, especially in countries which rely heavily on volatile
primary commodity exports, forgoing these foreign exchange earnings in the short or medium
run is not a feasible strategy.

Powell (2013), Bonizzi (2013) and Bonizzi et al. (2019) described this dilemma as one of
subordinate financialisation, whereby developing and emerging market economies enter global
trade and finance from a position of subordination. The subordination arises over the nature of
the global monetary system and the resulting currency hierarchy, led by the USD. Emerging and
developing market economies operate predominantly at the lower value-added segments. This
position is cemented by the need for foreign exchange to ensure macroeconomic stability and
fend off speculative attacks on currencies. The problem of the middle-value-added trap, hence,
cannot be separated from the discussion around precautionary reserves holdings, adding the
dimension of global finance to the more prominent angle of global production, when discussing
upgrading constraints.

Financialisation, therefore, acts as limiting factor for upgrading through the (1) higher
concentration of lead segments, resulting in higher barriers to entry for newcomers; and (2) heavy
reliance of domestic governments on foreign exchange earnings from lower value-added product
exports, including primary commodity exports. We will analyse the embodiment of these two
financialisation constraints to upgrading, taking the Ghanaian cocoa—chocolate industry as an

example.

3 Upgrading Potential in the Ghanaian Cocoa Sector

West Africa delivers almost three-fourths of the world’s annual cocoa supply. Cote d’Ivoire is
the largest producer in terms of annual volume, followed by neighbouring Ghana. Cocoa prices,
as with most primary commodities, are referenced against futures prices at international
commaodity exchanges and are highly volatile. Prices are characterised by short seasonal cycles,

driven largely by demand and supply over harvesting seasons, and long growing cycles,
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stemming from the time trees need to mature to bear fruit, and in recent times large speculators
and index funds (Gilbert, 2016). The cocoa tree bears fruit throughout the year, however, with
varying pod sizes. For Ghana, the cocoa crop year is divided into the main crop season, running
from October to May, and the light crop season, running from June to September. Since cocoa
trees only grow in a narrow climate zone around the equatorial belt, small disruptions can cause
substantial shocks, further adding to price volatility.

The cocoa—chocolate sector is of primary importance for Ghana, politically and
economically. An estimated one-third of Ghana’s working population, directly and indirectly,
depends on cocoa income. Cocoa constitutes 20 per cent of Ghana’s export earnings—the most
important export after gold and, more recently, oil. While cocoa beans compete with gold and
oil, cocoa products, such as liquor, butter and powder, comprise the most important untraditional
exports. Overall, the cocoa sector remains the most important sector for Ghana in terms of
employment, foreign reserve provision and revenue generation for the government.

Cocoa beans reach the consumer either in form of chocolate or other cocoa-containing
foodstuff. Intermediate cocoa products and their bean content are depicted in Figure 2. Cocoa
butter is an essential ingredient in chocolate, whereas powder is mainly used for confectionary
products. Cocoa liquor and butter are priced as a ratio to the bean price. Cocoa cake, powder and
chocolate are sold on an outright basis. Among the two cocoa liquor derivatives, cocoa cake and
butter, cocoa butter is the dominant value factor.

Cocoa processing and chocolate production predominantly occur in the global North.
According to International Cocoa Organisation (ICCO) data, about 46 per cent of world’s
grinding takes place in Europe and the United States. However, West Africa has increased its
share by more than 4 percentage points over the last decade, which has been largely due to an
increase in processing capacity in Ghana and Cote d’Ivoire. Ghana has more than tripled its
grinding volume since the beginning of the century, and Ghana and Coéte d’Ivoire together are
now contributing 19 per cent of world’s grinding. However, the volume of consumer chocolate

production in West Africa remains low.
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Figure 2: Cocoa Bean Content, in Tonnage, of Intermediate Products

3.1 Financialisation of the Global Cocoa—Chocolate Chain

As with most agri-food chains, the cocoa—chocolate chain is governed by a tripolar lead segment,
as described in Section 2.1; see Fold (2001, 2002, 2007). Each lead segment is highly
concentrated, manifested in both horizontal and vertical integration over the last decades.
Chocolate is a luxury good, and consumer markets are limited. With sluggish growth in core
markets over the last decades, companies’ growth primarily has taken place through mergers and
acquisition; Fold (2001) counted more than 200 between 1970 and 1990. After years of horizontal
and vertical integration, the branding segment of the confectionary sector is currently dominated
by five companies: Mars, Mondeléz/Kraft Foods, Hershey, Nestlé and Ferrero. For the chocolate
sector, specifically, a significant market share is also held by Lindt & Sprungli and, more

recently, Meiji. Kraft Foods increased its share considerably in 2010, with the acquisition of
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Cadbury. The first-tier segment is even more concentrated. Until 2010, five companies were
producing more than half of the world’s semi-finished cocoa products: Cargill, ADM, Barry
Callebaut, Petra Foods and Blommer. In 2012, Petra Foods, with headquarters in Singapore, sold
its grinding segment to Barry Callebaut to focus on its branded consumer business. Cargill
completed its acquisition of parts of ADM’s cocoa operations in 2015. This left half of the
world’s grinding business in the hand of only two companies, Cargill and Barry Callebaut. Olam,
which previously focused on cocoa sourcing and trading, entered the grinding segment through
the acquisition of ADM’s cocoa processing segment in 2015, and in 2018, Fuji Oil entered the
cocoa processing sector by acquiring Blommer, a previously privately owned company based in
the United States.

With reference to Section 2.1, Table 1 summarises financialisation indicators for the main
branders and first-tier suppliers in the global cocoa—chocolate industry.> Most lead firms are
publicly listed companies, except for Mars, Ferrero, Cargill and Cémoi. Not coincidentally, listed
companies are based in financial centres. For US companies, institutional investors are the most
dominant shareholders, holding just under 80 per cent of total shares. The weight of institutional
investors is much lower for companies based elsewhere, showing national differences. For all
listed companies, shareholder pay-outs in the form of dividends have steadily increased over the
last three decades, indicative of financialisation of objectives. Interestingly, pay-outs by US and
Swiss companies, which are dominated by institutional investors, are substantially larger than for
other companies.

Financialisation of investment is evident also for both listed and non-listed companies.
Goodwill, as a percentage of total assets, provides an indication of the extent to which companies
engage in mergers and acquisitions.® Most companies have acquired multiple subsidiaries, up to
200 for Mondeléz and Nestlé, which are managed via holding companies registered in financial
centres and tax havens; e.g. Hershey UK Holding Limited, based in the City of London, and
Ferrero International SA, based in Luxembourg. However, the types of subsidiaries among
branders and first-tier suppliers differs substantially, which reflects the ways in which these two
lead segments have emerged over time. Branders have mainly accumulated other brand names,

furthering horizontal integration of this lead segment while subsidiaries of first-tier suppliers
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include companies for marketing, transport, storage, sourcing and trading, as well as agricultural

service provision.

Table 1: Financialisation of Branders and First-Tier Suppliers

Objectives Investment Operations

> 2

g @ = 3

g % E B Total dividends as % of  Share of  Goodwill as % of total No. of Subsidiaries

S8 = § - gross profit inst. inv. assets subsidiaries  offering fin.

1990s 2000s 2010s 1990s 2000s 2010s services

Branders
Mars USA No - - - - - - - 88 No
Mondelez  USA Yes - 9.62 1150  79.49 - 4944 3495 200 No
Hershey USA Yes 7.13 1158 13.83 78.40 1462 1259 15.18 46 No
Nestlé Switz.  Yes 3.52 590 14.72 39.64 0.00 2681 2514 200 No
Ferrero Italy No - - - - - - - 23 No
Lindt Switz.  Yes 2.83 410 30.85 23.27 0.00 0.00 1181 33 No
Meiji Japan Yes - - 224 42,60 - - 0.74 8 No
First-tier Suppliers
Cargill USA No - - - - - - - 184 Yes
Barry Switz.  Yes - 7.00 9.68 32.60 - 1187 1354 43 Yes
Fuji Oil Japan Yes 3.70 2.98 5.19 24.94 0.00 0.00 7.03 14 No
Cémoi France  No - - - - - - - 13 No
Olam Sing. Yes - 2.07 7.32 59.83 - 1.95 1.73 51 Yes

Notes: Switz. stands for Switzerland and Sing. for Singapore. Values are 10-year averages. Share of inst.
inv. is the share of institutional investors in total shareholders. Offering fin. services states yes if at least
one subsidiary offers financial services as part of its core business. Sources: Thomson Reuters Datastream
and online research.

The information advantage of companies that integrate vertically enables first-tier suppliers
not only to manage their risk more effectively, but also to benefit from speculative positions in
the derivative markets and diversify into financial service provision. Cargill, Olam and Barry
Callebaut offer commodity risk management services and market intelligence to their clients as
part of their core business and use financial instruments for risk management and leverage. For
instance, Olam uses repos (repurchase agreements), whereby they sell their cocoa contracts to a
bank at the time of signing the contract, with an agreement to buy it back at the time of taking
physical delivery of the beans. Cargill and Olam diversified into financialisation of operations
via subsidiaries. Cargill’s subsidiaries, which offer financial services as their primary activity,
are Cargill Financial Services Corporation, for example, which provides security brokerage

services; Banco Cargill, a Brazilian commercial bank; Cargill Global Funding PLC, which
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provides risk management solutions; and Black River Asset Management, a commaodity hedge
fund. The latter was sold by Cargill in 2016, due to a change in regulations that prohibited insider
trading for commodity markets, formerly legal. Olam’s subsidiaries include Panasia International
Ltd, which offers real estate investment and advisory services.

However, the information advantage of lead firms is increasingly undermined by the entrance
of new actors in commodity derivative markets. Institutional investors, and specifically, index
investors who invest in commodity derivatives for portfolio diversification and hedge against
inflation, have been accused of undermining price discovery in commodity markets, leading to
prices moving independently from market fundamentals. Figure 3 shows the increase in
investment in financial cocoa derivatives (futures and options). Open interest has grown
considerably steeper than cocoa bean production since 2004, and the share of open interest
attributed to index traders of total open interest has increased steadily. The development has
challenged both first-tier suppliers’ information advantage as well as macroeconomic
management for cocoa exporting economies, as prices have become increasingly volatile and

unrelated to market fundamentals.
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Figure 3: Cocoa Derivative Investments ICE Futures US and Total Production
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3.2 Globalised Finance and the Ghanaian Cocoa Sector

The organisation of the Ghanaian cocoa chain has its origin in the country’s colonial past (Talbot,
2002). The Ghana Cocoa Board (Cocobod, hereafter) is an organisational descendant of the West
African Producer Control Board, which was established in 1940, to extract revenues for British
war efforts in Europe (Acquaah, 1999, p. 108-11). The extractive set-up of Cocobod was
maintained after independence, with the purpose of funding an industrial base, by Ghana’s first
president Kwame Nkrumah (Mikell, 1989, p. 162-63). When industrialisation efforts were
undermined by recurring price slumps of global commodity prices, Ghana and the cocoa sector
moved into financial difficulties, and eventually, became dependent on the assistance of the
International Monetary Fund (IMF). Anticipating the IMF’s austerity programme in the 1980s,
the Ghanaian government proactively drew up an extensive plan for financial reform, including
a restructuring of the cocoa sector. The restructuring envisioned a partial liberalisation,
maintaining Cocobod as parastatal organisation, thereby, making Ghana the only country without
a fully liberalised cocoa marketing system.

Figure 4 maps the Ghanaian cocoa chain with government, parastatal and private sector
stakeholders. The Ghanaian chain can be divided into internal marketing (blue) and external
marketing (yellow). The dividing line is drawn by the operations of the Cocoa Marketing
Company (CMC), a subsidiary of Cocobod (red). Local buyers, so-called Licenced Buying
Companies (LBCs) must deliver all cocoa beans to CMC for a fixed margin, and CMC acts as
the sole seller of Ghanaian cocoa. Partial liberalisation of the cocoa sector curtails some of the
benefits of vertical integration for first-tier suppliers, and for this reason, LBCs are mainly
domestically owned, with few but financially competitive international ones. This is in stark
contrast to neighbouring Cote d’Ivoire. Only Barry Callebaut, Armajaro’ (now AgroEcom),
Olam, and more recently, Cargill and Touton have integrated vertically into sourcing cocoa in
Ghana. All five companies are major players in the cocoa derivative markets.

CMC’s marketing operations involve a delicate forward-selling system, enabling Cocobod to
raise offshore financing to extend cheap loans to LBCs while enabling the Bank of Ghana (green),
Ghana’s central bank, to buy US dollars cheaply. After selling up to 70 per cent of the projected
crop forward in USD, Cocobod extends cocoa funds in Cedi to LBCs below market rate. The

funds are allocated to the different purchasing centres, to then provide cash advances to
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purchasing clerks for cocoa sourcing. After delivery, cash advances are renewed, commission is
paid and loans are turned over. The forward contracts between CMC/Cocobod and international
buyers are used as security collateral by Cocobod, which enters into an annual syndicate loan
agreement with multiple (international and local) commercial banks. This provides an
opportunity for the Bank of Ghana to raise foreign exchange cheaply abroad via the Ghana
International Bank (GHIB), based in the City of London and majority owned by the Bank of
Ghana. For instance, in the 2019/20 crop year, a USD1.3 billion loan was issued by a syndicate

of 21 banks at an interest rate 6 basis points over the LIBOR rate.
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Figure 4: The Organisation of Ghana’s Cocoa—Chocolate Chain

The process is shown in Figure 5. CMC operates two main accounts with GHIB, one
syndicated and one non-syndicated. Forward contracts with international buyers (large
multinational companies) are used as collateral via the syndicated account. Contracts with some

domestic buyers are often not usable as collateral, as these are deemed to be higher default risks
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by international lenders. Proceeds of these contracts go into the non-syndicated GHIB account.
The loan is usually signed in September before the main crop season opens, putting pressure on
CMC to sell enough cocoa forward in the months prior to September. When the loan is issued,
the USD amount is transferred to the Bank of Ghana, which issues Cedi to Cocobod for its
internal marketing operations. Once a collaterised beans contract is shipped to the buyer’s
instructed destination, the proceeds go into the GHIB account for loan repayment. All foreign
exchange earned in the process is surrendered to the Bank of Ghana to facilitate the Bank’s local

currency stabilization role and improve Ghana’s balance of payments.
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Source: Authors. Based on various interviews with cocoa stakeholders in 2013 and 2020, and the authors’
knowledge of the industry.

Figure 5: Cocobod External Funding through Syndicate Loans

Through this system, Cocobod can meet the high funding requirements of cocoa purchases
by gaining access to cheap foreign capital markets, and at the same time, provide the economy
with valuable US dollar reserves. Since the initiation of the syndicated loan system in the 1992/93
crop season, a total of over US$25 billion has been sourced; see Figure 6. The use of syndicate
loans is unique in the cocoa—chocolate industry. However, a similar system has been used by

other African economies to achieve affordable rates in international markets through their

19



commodity wealth; e.g. Angolan state oil company Sonangol and Nigerian cement group
Dangote.

Beyond the annual syndicated loan, Cocobod also borrows from the Bank of Ghana, albeit at
more expensive terms, to finance some of its cocoa sourcing operations, especially the minor
crop seasons. So-called cocoa bills with the Bank of Ghana have accumulated over the decades,
and Cocobod recently accessed loans from the international market to repay these. The repayment
was facilitated by two 3-year loans over US$300 million in 2015 and 2018, providing the Bank
of Ghana with additional foreign reserves. Further, Cocobod/CMC, at times, sources cheaper
USD-denominated, short-term loans from local processors as pre-finance, especially for light

crop beans.
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Figure 6: Cocobod Annual Loan Syndication and Sales Proceeds (in USD Million).

Selling only 60 to 70 per cent of the predicted harvest forward mitigates potential losses from
terminal price risk and leaves some cocoa to be sold at the spot market, which allows CMC some
leeway for speculation. However, the use of forward contracts as collateral for offshore

borrowing limits CMC’s negotiation position Vis-a-vis buyers. The conventional loan syndicate
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calendar restricts CMC’s selling window, and hence, prevents it from optimally timing its spot
sales. Market participants are aware of CMC’s constraints and factor this into their sourcing
plans.

Further, the reliance of the Bank of Ghana on cocoa as a source of foreign exchange bears
risk of politicisation of production and trade. In the 2014/15 season, CMC oversold by nearly
150,000 tonnes. The overselling happened in the wake of mounting economic difficulties,
accompanied by a large depreciation of the Cedi and depleted foreign reserves. The depreciation
of the Cedi resulted in a high volume of cocoa beans being smuggled to Céte d’Ivoire in the
2013/14 season. At the same time, the Ghanaian government was eager to increase its collateral
for offshore borrowing to bring in much needed foreign reserves to prevent the Cedi from
depreciating further, pressuring CMC to oversell. Today, the Foreign Exchange Act of 2016 (Act
723) is providing the Bank of Ghana greater control over foreign exchange circulating in the
economy and with the right to introduce capital controls if necessary, to mitigate future impasses.

Forward contracts issued by CMC are standardised and referenced to cocoa futures prices
traded at the Intercontinental Exchange (ICE) Europe in London (previously LIFFE), making
these prices highly susceptible to financial speculation. The set-up ensures effective hedging for
international buyers. It also makes cocoa income for the Ghanaian economy immediately
dependent on price movements at the futures exchange. Heightened volatility and a delinking of
prices from market fundamentals, hence, aggravate the challenges posed to commodity export
earnings in producing countries. Additionally, futures traded at the ICE London are denominated
in GBP while standardised contracts for cocoa trading are denominated in USD, exposing CMC
to a USD-GBP exchange rate risk. These macroeconomic challenges make a strong case for
diversifying into cocoa bean processing to move into products such as industrial and consumer
chocolate that are not immediately based on futures prices and are historically much less volatile.

However, cocoa bean exports remain the most important source of foreign reserves for the
Bank of Ghana to stabilise domestic currency, since gold and oil export revenues are dominantly
controlled by stronger private multinational firms. Selling less of the unprocessed cocoa beans
forward implies less collateral for borrowing in USD at affordable rates. Upgrading strategies
that include a system in which cocoa beans are sold to domestic buyers with smaller balance

sheets and lower credit ratings than large multinationals, or in which cocoa beans are sold in
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domestic currency would significantly reduce the value of the collateral usable for the syndicate

loans.

3.3 Processing at Origin and Upgrading Potential

Ghana has a long history of cocoa processing. The West African Mills Company (WAMCO) was
established in 1947, by UK Gill and Dufus. In 1966, the wholly government-owned Cocoa
Processing Company (CPC) was established with a factory in Tema. WAMCO became state
owned in 1982, and for a short period of time, operated under CPC. In 1992, WAMCO became
a joint venture with a 60 per cent ownership acquired by the German company Schroeder and
Hosta, with the remaining shares held by the government. CPC was incorporated as a limited
liability company in 1981 and publicly listed on the Ghana Stock Exchange in 2003. Cocobod
remains the majority shareholder through debt-to-equity conversion.

Today, CPC comprises three factories—two cocoa factories and one confectionery factory.
The cocoa factories process raw cocoa beans into semi-finished products (liquor, butter and
powder) while the confectionery factory manufactures chocolate bars, couverture, chocolate-
coated peanuts, drinking chocolate, and chocolate bars under the Golden Tree brand. As Golden
Tree chocolate bars do not melt in high temperatures, domestic sales of the product through street
vendors as well as in supermarkets is facilitated. WAMCO continues to produce semi-finished
products but no consumer chocolate.

Despite obstacles to domestic processing, cocoa processed at origin has increased steadily
over the last decade; see Figure 7. The Ghanaian government incentivises domestic processing
by offering a bean discount to domestic processors and establishing economic free zones for
export-oriented companies (Goodman, 2017).8 Free zones are located in Tema, Takoradi, and
Kumasi, the three cocoa ports (Kumasi is an inland port). Companies that export a minimum of
70 per cent of their products are eligible to register for the free zone, which provides various tax
exemptions. Further, CMC sells light-crop beans to domestic processors at a 20 per cent discount.
Other smaller sized beans can receive a discount up to 40 per cent and beyond. In this way, Ghana
maintains its high-quality premium on the international market, as lower quality beans are not

exported, and processors get cheaper Ghanaian beans for input.
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Note: Listed from largest to smallest share in grinding, Ghanaian companies are Niche Cocoa Processing, Cocoa
Processing Company (CPC), and Plot Enterprise. Foreign companies are Cargill, Barry Callebaut, Olam, Touton
and BD Associates. WAMCO is the only joint venture.

Figure 7: Percentage Share in Domestic Grinding by Company Ownership Type

Through these incentives, Ghana was able to attract considerable foreign direct investment
(FDI) inflow for cocoa processing. In 2000 Barry Callebaut opened a large processing plant in
Tema. Cargill and ADM followed in 2008, with additional plants in Tema and Kumasi.
Processing operations by ADM have since been acquired by Olam. The Kazakhstani BD
Associates contributed additional processing capacity in 2008. More recently, Touton, a French
soft commodity trading house has established sourcing capacity through Eliho LBC, entering the
cocoa processing business by acquiring existing capacity in Tema. Most foreign-owned
companies produce only liquor. The exceptions are Cargill and BD Associates that produce
liquor, butter and powder. Overall, liquor remains the main cocoa product exported; see Figure
8.
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Figure 8: Cocoa Beans and Products Export Share (Share of Total in Beans Equivalent).

However, prices for liquor and other cocoa products are often not negotiated, since they are
traded within the company. In the 2018/19 crop year, 70 per cent of processed cocoa was
produced by foreign-owned companies. The beans used for origin processing are commonly
bought by the parent company in negotiations with CMC, and the processed intermediate
products are shipped for further in-house processing or directed to a customer. While the
arrangement ensures cocoa beans are bought in USD via CMC, the value addition, if happening
intra-firm, does not benefit Ghana much, nor does it stabilise its cocoa income.

Interestingly, the share of powder and butter exports, the higher value cocoa products, has
increased in recent years. This increase is driven predominantly by an expansion of processing
capacity by domestically owned companies. Recently, two privately owned, domestic companies
have added to local processing capacity and even chocolate production. Niche Cocoa Processing
was established in Tema in 2007. Starting initially with liquor, since 2017, Niche has been
producing large volumes of butter and powder, as well as consumer chocolate, which can be
found in local supermarkets. Plot Enterprise, established in 2009 in Takoradi, produces liquor,

butter and cake. In addition to local processing capacity, several small-scale artisan chocolate
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makers emerged in Ghana, e.g. 57 Chocolate, Midunu Chocolates and Chocoluv, supplying the
domestic consumer market.

Domestic processing and chocolate production capabilities clearly exist, not least because of
the partial liberalisation of the sector, which ensured that CPC and WAMCO remained
operational. Further, domestically owned processors, especially, add value by exporting cocoa
products, some to international buyers that do not own domestic processing capacity and use
domestic companies for processing before shipment. However, despite apparent success in
domestic processing expansion in recent years, growth remains slow, as domestic companies
remain structurally disadvantaged with respect to their foreign-owned counterparts.

Since CMC does not sell cocoa beans in domestic currency, processing companies require
large sums of USD for bean sourcing. Foreign-owned companies finance their bean purchases
via their highly leveraged and financialised parent companies, tapping into offshore markets.
Even if these companies borrow domestically, they get cheaper rates, as well as larger amounts
via domestic banks than do their Ghanaian counterparts.® The minimum capital requirement for
commercial banks in Ghana is 400 million Cedi (USD70 million equivalent), an amount that
could buy about 30,000 tonnes of raw beans. However, the ‘single obligor limit’ for commercial
banks in Ghana is set at 25 per cent for a single secured borrower and 10 per cent for a single
unsecured borrower (Pwc, 2019). Ghanaian-owned companies fall into the latter category. The
maximum USD amount they can borrow from a single commercial bank finances about 3,000—
7,500 tonnes of beans; well below their minimum sourcing requirement of 30,000 tonnes of
beans. As a result, local processors are forced to borrow piecemeal, adding to their funding costs.

Access to USD is a substantial limiting factor for domestic processors, and all four domestic
processors are indebted to Cocobod, as they have failed to pay for their bean purchases in the
past. As a result, domestic companies are now required to pay CMC in advance, while
international buyers pay upon receipt of beans—a necessary measure to maintain CMC’s
cashflow position. Further, domestic processors often lack knowledge and experience in the use
of derivative markets to minimise risk exposure, resulting, for instance, in cocoa beans being
processed without having secured a buyer for the products. Foreign-owned processors are fully
integrated into their parent company’s supply system, providing them with a vast network for

their products. Independent processors, on the other hand, must find buyers. Some rely on
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external marketing companies that are responsible for multiple companies. Markets for butter
and powder are very different, with butter being in high demand in Europe while powder having
a good market in the United States and Asia. Depending on the focus and location of the external
marketing company, cocoa processors might receive an order for one of the products, leaving
them with the other one unsold, resulting in storage costs and a financing gap.

For the partially state-owned companies CPC and WAMCO, Cocobod arrived at a unique
solution that provides these companies with access to risk management expertise as well as
markets. Traders at CMC go through years of rigorous training in financial derivative trading,
including shadowing of commodity traders. This provides them with a unique set of skills and a
wide network. After WAMCO experienced severe financial difficulties with debt to Cocobod in
2016, CMC agreed to a new sales system in which CMC handles the marketing of WAMCQO’s
cocoa products to ensure recouping of bean costs. A similar strategy has been agreed for the sales
of CPC products. By selling forward the cocoa products to international buyers, CMC ensures
recovery of the bean costs before delivering raw beans to WAMCO for processing. The system
ensures access to beans without the USD requirements and leverages expertise and network of
CMC to market the products.

Despite these measures, competing internationally remains difficult for most domestically
owned processors. However, a reorientation towards the domestic or regional market is
discouraged by the current incentive structure, which is geared towards protection of foreign
exchange earnings from cocoa beans. In order to remain a beneficiary of the free zone tax
exemptions, Niche has decoupled its confectionery business from its grinding operations.
Further, a significant disincentive for domestic cocoa consumption is an extreme tax rate of 60
per cent on domestic sales. Only for cocoa powder, which is the lower value factor, are
programmes geared towards the domestic market considered, e.g. Ghana’s school feeding
programmes that include drinking chocolate.

The unique structure of the Ghanaian cocoa sector has, on the one hand, preserved domestic
capabilities and promoted value addition, and on the other hand, restrained the sectors’ efforts to
move into higher value addition due to its pivotal role in foreign exchange provision. A dilemma,

that is difficult but not impossible to overcome, judging by the success of Niche in chocolate
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production for the domestic market and by the ingenious marketing of domestic cocoa products
through CMC.

4 Conclusion

We have shown that the lead segments of the cocoa—chocolate chain are highly financialised. For
the brander segment, we identify financialisation of objectives and investment. Growth in the
segment has taken place predominantly through horizontal integration, outsourcing low-ROCE
activities to boost shareholder value and acquiring of a portfolio of brand names managed via
holding companies. Financialisation of the first-tier supplier segment additionally encompasses
financialisation of operations with first-tier suppliers diversifying into different upstream
segments of the supply chain, including financial service provision. Not coincidentally, all major
first-tier suppliers have headquarters in global financial centres. Competing in these lead firm
segments without the same access to international financial markets or capabilities in financial
trading is not a feasible functional upgrading strategy for developing and emerging market
companies.

At the same time, incentives for value addition in the Ghanaian cocoa—chocolate sector are
firmly geared towards foreign exchange earnings, a necessity arising based on the country’s
subordinate position in the global financial architecture. Any upgrading strategy that impedes
foreign exchange earnings threatens the Bank of Ghana’s ability to stabilise the domestic
currency and effectively manage the country’s macroeconomy. The two policies providing
incentives for origin processing, tax exemptions and bean subsidies, are clear symptoms of this
constraint. Processing is only encouraged if it contributes to foreign exchange earnings, either by
exporting intermediate cocoa products or increasing the quality premium of the exported main
crop beans.

Despite these obstacles, Ghanaian-owned processing companies have significantly
contributed to the country’s increase in cocoa processing, and chocolate production for the
domestic market is growing. Ingenious measures introduced by Cocobod have supported this
development. The new arrangement between CMC and WAMCO eliminates the company’s USD

requirements and minimises financing costs and quantity risk, thereby overcoming some of the
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key constraints faced by domestically owned processors. This service could be extended to
privately owned processors and either be assumed by a business association or remain within
CMC, with a trading team selling cocoa products alongside beans.

The syndicate loan system provides Ghana with unique access to cheap USD-denominated
credit. However, it also undermines CMC’s ability to time its sales optimally. The current
COVID-19 pandemic-induced economic crisis has demonstrated this shortcoming. The crisis
fuelled global financial slowdown and a liquidity crunch for commodity finance banks and trade
houses. Further, sluggish demand for chocolate exposed CMC painfully as it was forced to sell
an adequate volume of forward contracts in a falling market to meet its annual syndicated timeline
of September. Still, CMC’s creditworthiness was questioned, despite having never defaulted and
having been able to repay its 2019/20 loan two months before its due date.

A possible solution could be the arrangement of several smaller syndicate loans spread evenly
over the year or an ambitious approach where the Bank of Ghana provides a local currency
equivalence of what CMC requires for its internal marketing operation. The latter would offer
CMC the possibility to gradually wean itself from the sole reliance on offshore financing. The
former would enable CMC to time its sales more favourably and smooth the annual inflow of
foreign exchange. A greater independence for Cocobod as well as an ease in reliance on cocoa
syndicated loans by the Bank of Ghana would also be desirable to avoid pressure on CMC to
oversell or sell in times of low terminal prices.

While the institutional structure of the Ghanaian cocoa sector is unique, the trade-offs faced
by the Ghanaian government in designing suitable policies for functional upgrading are arguably
shared by many primary commodity exporting economies. Further research in this area is needed
to identify differences and similarities between commodities and commodity exporting

economies.
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Notes

1.

Fresh fruit and vegetable chains are an exception, as these chains can be characterised as

buyer-driven, with retailers acting as lead firms (Dolan and Humphrey, 2000).

. The distinction between lead segments is less sharp than suggested here. The first-tier

supplier segment comprises trading houses and processing companies. Some of the branders
engage in food processing and retailers increasingly promote own brands.

Others argue that retailers are the most powerful actors due to their control over shelf space;
e.g. Palpacuer and Tozanli (2008); Burch and Lawrence (2009); Isakson (2014).

First-tier suppliers have always been engaged in some degree of speculation via strategic
hedging (Working, 1960), but the addition of hedge funds and other investment funds to their
business portfolio is a new development.

The classification is imperfect, as some first-tier suppliers are producing their own brands as
well as suppling larger brand names, e.g. Cemoi and previously, Blommer.

When a company is acquired, the difference between market value and book value is
accounted for as goodwill on the acquiring company’s asset side. These ‘imaginary’ assets
provide an indication of the extent to which acquisitions are part of a company’s growth
strategy and the size by which its balance sheet is inflated (Haslam et al., 2013, Ch.1 and 2).
Armajaro is a major soft commodity hedge fund and, until recently, has been a major trading
company. It announced the sale of its cocoa sourcing unit in 2013, after a botched attempt to
corner the market in 2010.

Light crop beans (up to 120 beans per 100g) would sell for a 10 per cent discount on the
international market. Ghana only exports main crop beans to maintain its quality premium.
Annual exports to China in fulfilment of an agreement to fund the Bui Power Dam are the
exception.

Domestic banks charge about 13 per cent interest on USD loans. Domestic processors also
borrow from international trade finance banks, such as the Africa Exim Bank, which offer

more competitive rates at around 6—7 per cent.
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