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ABOUT THIS PAPER

Around the world, an estimated 35 million smallholder farming
households (177 million people) participate in global supply chains—

and up to 24 million of them (122 million people) are living in poverty
based on a threshold income of $3.10 per day. To future-proof our supply
chains and contribute to Sustainable Development Goal 1, no poverty, the
Farmer Income Lab is bringing companies together with governments and
civil society groups to design and activate supply chains in which farmers
and businesses can truly thrive.

The Farmer Income Lab has commissioned this paper to provide
background information on the current state of practice in the
procurement of commodities predominantly grown by smallholder
farmers. It is intended to provide participants in its October 29-

30 Disrupting Commodities workshop with the shared baseline
understanding needed for a creative, collaborative discussion of the future
of global supply chains. It has been prepared based on desk research

and 25 interviews with procurement executives and other smallholder
agriculture experts. Interviews were conducted in confidence to encourage
participants to speak freely, and their insights are presented in the
aggregate. Unattributed quotes are used throughout the paper.

This report was prepared by Richard Rogers, Managing Director of Rogers
MacJohn LLC, in collaboration with Beth Jenkins, Managing Director of
SocialSide. Please direct any questions and comments to Richard Rogers
at richard.rogersf@rogersmacjohn.com.
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SUMMARY

Procurement executives say sourcing raw materials from smallholder farmers can be challenging, with variable
quality, high transaction costs, weak contract enforcement, poor visibility down to the farm level, and complex
logistics. These problems are interconnected, and strongly related to poverty, market failures, and governance
gaps in developing countries.

At the same time, global trends are influencing the operating environment for global food and agriculture
companies and their commodity buyers, making farmer poverty and related issues—like deforestation and
human rights—more important. Population growth, a growing middle class, climate change, and water stress
are beginning to drive a wedge between supply and demand for key commodities. Against this backdrop,
investors, policy makers, customers, and consumers increasingly expect global companies to engage with
smallholder farmers in fair and equitable ways that deliver decent incomes and labor standards as well as
protect the environment.

These changes are amplifying risks to security of supply, cost, reputation, and regulatory compliance, risks that
procurement executives are typically charged with managing. However, procurement executives feel constrained
in their ability to manage these risks due to marketing, product development, and other business decisions;
short-term pressures that drive an overriding focus on cost; separated sustainability and procurement functions;
and frequent staff changes. Procurement executives can also lack the capabilities, skills, or knowledge of
farming conditions within the sourcing regions that are needed to envision and activate more sustainable
sourcing approaches.

As a result of these constraints, most procurement executives default to traditional procurement practices such
as spot market purchasing, electronic tendering, and short-term contracting, with limited understanding of
origin market conditions. These practices, designed to maximize short-term profits, are proving incapable of
improving farmer incomes and delivering the more sustainable supply chains that are needed and expected. For
this reason, a few companies are currently experimenting with approaches intended to distribute risk and value
more equitably, which are demonstrating promising results so far. These include supply chain consolidation and
simplification, longer-term contracting, and cost-plus pricing, among others.

Recognizing that competitive pressures and systemic barriers such as government policy affect what any single
company can do on its own, there has been a proliferation of multi-stakeholder platforms that aim to improve
social and environmental outcomes in smallholder farming communities—but evidence of their effectiveness to
deliver step change in farmer incomes is still limited.

This research suggests that the time is right for a conversation about how global businesses can disrupt the way
smallholder-produced commodities are bought and sold in order to reduce farmer poverty in global supply chains
so that markets, businesses, and most importantly farming families can thrive. And it suggests that procurement
executives have a strategic role to play.
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DISRUPTING COMMODITIES

Our research suggests that companies that depend on commodities grown by smallholder
farmers are at a crossroads. Efforts focused on productivity, philanthropic support and
certification have not moved the needle enough. To secure long-term supplies and meet
mounting expectations from investors, regulators, and consumers, companies need
innovative new approaches in how commodities are bought and sold—approaches that deliver
step changes in the incomes of those who grow them.

Procurement executives say sourcing from smallholder farmers can be challenging.

Buyers of commodities like cocoa, coffee, cotton and other crops predominantly grown by smallholder farmers

can experience variable quality, high transaction costs, weak contract enforcement, poor visibility down
to the farm level, and complex logistics. These challenges are rooted in some of the key characteristics of

smallholder production:

e Small farm size: More than 475 million farms, an
estimated 84% of farms worldwide, are less than
2 hectares in size (72% are less than 1 hectare).'
Together, these farms make up just 12% of the
world’s agricultural land.?

Low yields: For smallholder growers of cocoa and
cotton in Africa, for example, yields are less than half
of what they could be. In cocoa, yield ranges from
about 400-600 kilograms per hectare® compared to

a theoretical maximum of 1.5 metric tons.* African
cotton lint yields have been estimated at about 320
kg/ha, compared to a world average of 780 kg/ha.®

Food safety and quality issues: Smallholders are hit
particularly hard by aflatoxin, for example, which
comes from mold and causes liver disease. In the
1960s, Africa accounted for 77% of global peanut
exports; now, with rigorous standards in place in
many export markets, its share is just 4%.¢ Other
common issues include improperly dried cocoa and
coffee beans and incorrect varieties of rice.

Disrupting Commodities

¢ Deforestation: According to Food and Agriculture
Organization data, nearly 30% of deforestation in
tropical areas is caused by the direct conversion of
forests into small-scale farming.’

e Child labor: As of 2018, there were 108 million
children working in agriculture worldwide, an
increase of 10 million from 2012.8 Approximately
70% of child labor takes place in agriculture, two
thirds of this on family farms or alongside family
members in seasonal labor.’

These problems are interconnected, and strongly
related to poverty. Of more than 500 million
smallholder farming households worldwide,
approximately 44% are estimated to be moderately
or extremely poor. Of the 35 million estimated to
participate in global supply chains (177 million
people), as many as 24 million (122 million people)
may be living in poverty using a poverty line of $3.10
per day. Up to 9 million of these households (47
million people) may be living in extreme poverty,
earning under $1.90 per day.™
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Small farm size acts as a limit on economies of scale
and profit potential. Scant profits, lack of access to
financial services and to training keep farmers from
investing in inputs and adopting agricultural best
practices that would improve productivity and quality.
Low productivity of existing agricultural land drives
farmers to bring new, forested land under cultivation
in order to increase their incomes. And economic
pressures, along with cultural factors and a lack of
access to quality schooling, lead parents to enlist their
children to work.

Poverty impacts smallholders’ lives in many

ways. According to research by the UN Food and
Agriculture Organization, most smallholder farming
families endure poor housing conditions, such as
dirt floors, and severely limited access to electricity,
running water, and proper toilets. Poor sanitation,

in turn, contributes to chronic diarrhea—one of the
primary causes of death in children under five—and
undernutrition. It takes the average smallholder 11
minutes to reach a paved road, which limits access to
markets and services like education and healthcare."
And as the Consultative Group to Assist the Poor
reports, poverty leaves smallholders ill-equipped to
deal with risks, from injuries to crop failures.

BOX 1: Barriers to increasing smallholder farmer incomes

The root causes of smallholder farmer poverty are
complex, and there are many barriers to increasing
their incomes. A paper developed by Oxfam for the
Farmer Income Lab last year argued that “at the core
of the living income challenge for small-scale farmers
lies a significant imbalance between the risks of
agriculture shouldered by farmers and their power to
shape their own market participation”—an imbalance
that global buyers have a role to play in addressing.™
The paper identified barriers to farmer income growth
in three categories, outlined in Box 1 below.

“Put yourself for a moment in the shoes of
a small-scale farmer in rural Mozambique.
Two weeks before harvest, a massive flood
wipes out your entire maize crop. You had
been counting on this harvest for most of
your annual income and much of your food.
What would you do?”

- Smallholder Diaries, Consultative Group to Assist the Poor'

Risks that deter
farmers from
investing in their
farms, such as
fluctuations in crop
prices, unpredictable
rainfall, and land
ownership issues.

Disrupting Commodities
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Power asymmetries
between farmers
and larger players

in the supply chain
that restrict farmers’
access to profitable
markets and limit
their bargaining
power.
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At the same time, key global trends are changing the operating environment
for global food and agriculture companies and their commodity buyers, making
sustainability issues like smallholder farmer poverty more important.

These trends include environmental and socio-economic shifts that are increasing demand for food and limiting
the growth of supply, mounting expectations from consumers, regulators, and investors, as well as technological
innovation that is making information about corporate supply chains increasingly available to all.

Environmental and socio-economic shifts are

affecting supply and demand for food

First, a growing population combined with a warming
climate, degrading soils, and increasing water scarcity
are setting the stage for large-scale changes in the
way the world produces and consumes food. Demand
for food is increasing just as the world is running

up against limits to the growth of supply. With the
global population projected to reach 9.7 billion' and
hundreds of millions of people joining the middle class
each year,'* demand for food is on track to increase

by more than 50% by 2050 (and non-food demand for
agricultural commodities, such as for biofuels, is also
increasing).’”” On the supply side, the world is losing

23 hectares of arable land worldwide every minute.'®
One academic study has shown that fully one third

of all arable land was lost between 1975 and 2015."
Simultaneously, warming temperatures, changing
precipitation patterns, more frequent extreme weather
events and pest and disease infestations are impacting
agricultural productivity.?? Up to 25% of crop yields
may be at risk.?" Increased atmospheric CO2 levels can
also reduce crops’ nutritional value.?? Water scarcity
poses an additional threat. Agriculture uses on the
order of 70% of all freshwater abstracted worldwide,?
and research by McKinsey & Company projects that
the world faces a 40% gap between water supply and
demand by 2030.% Together, these demographic,
economic, and environmental forces will push
commodity prices up.

Disrupting Commodities

Expectations are mounting—from consumers,
regulators, and investors

Second, public expectations of companies to operate
more sustainably are mounting, with the younger
generations, especially, making consumption and
employment choices that line up with their social and
environmental values. For example, a global survey of
nearly 30,000 consumers by Accenture Strategy found
that 62% want companies to take a stand on issues
like sustainability, transparency, and fair employment
practices, and more than half take action when they
are disappointed in a company’s words or actions—
either complaining or withholding their business (17%
permanently).? However, while consumer intention

is real, corporate executives also note that consumer
actions at the point of sale still value quality and price
more highly than sustainability, making it important
for companies to deliver sustainable products at
pricing and quality parity with other options. A Boston
Consulting Group (BCG) study found that millennials
are more likely than other generations to integrate the
social issues they care about into their daily lives.? In
a Cone Communications survey of US millennials in
2016, 76% said they consider a company’s social and
environmental commitments when deciding where to
work (vs. 58% U.S. average) and 75% said they would
take a pay cut to work for a responsible company (vs.
55% U.S. average).?” By 2025, millennials will make up
75% of the US workforce.?

“Trust drives loyalty, loyalty drives value.
If you have a supplier that can give you
what consumers want, and you can build
brand equity around that, you've de-
commoditized that commodity.”

- Sustainability executive, multinational consumer goods company
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DEMAND FOR FOOD IS INCREASING AS GLOBAL SUPPLY IS REACHING LIMITS
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In US market research, Nielsen found

that sales of chocolate and coffee with
sustainability claims grew faster than for
the category overall. For “sustainable”
chocolate, sales growth was 16% compared
to 5%; for “sustainable” coffee, it was 1%
compared to -1%.%

Third, while 76% of participants in Edelman’s 2019
Trust Barometer say that CEOs should take the

lead on change rather than waiting for government
to impose it,* regulation is already starting to

make public expectations enforceable. This trend

is particularly pronounced in the area of human
rights, where poverty is a root cause of issues like
child labor in agriculture and other industry sectors.
Australia, France, Germany, the United Kingdom
and the United States have all adopted human rights
disclosure and due diligence laws that apply to
companies’ agricultural supply chains. More such
laws are expected, with 33 countries implementing,
or in the process of developing, National Action
Plans on Business and Human Rights.?' Shipments
of goods suspected of being produced using forced
labor can already be stopped at the border in the
United States.*? Some producing and consuming
countries are considering targeting poverty directly
through legislation designed to bring smallholder
farmers’ incomes up past the poverty line—as the
governments of Ghana and Cote d’lvoire have already
done in implementing a $400 per ton “living income
differential” on cocoa.® Food quality and safety
regulation as well as traceability requirements are
also on the rise.

Fourth, mainstream investors are increasingly aware
of the links between financial performance and
environmental, social, and governance (ESG) issues,
and they are factoring these issues into their decision-
making. There is a growing body of research linking
ESG performance and long-term shareholder return.
To take just one example, a quantitative analysis of

Disrupting Commodities

more than 300 companies by the Boston Consulting
Group found that companies’ performance on relevant
social impact issues had statistically significant
effects on their valuations and margins. For example,
in the consumer packaged goods industry, gross
margins were 4.8 percentage points higher for top
performers in socially responsible sourcing.® Driven
by findings like these, 58% of global asset owners are
either implementing or evaluating ESG considerations
in their investment strategies, according to a 2019
global survey by FTSE Russell.*® BlackRock CEO
Larry Fink has famously warned companies that
“they have been too focused on quarterly results”
and that “to prosper over time, every company must
not only deliver financial performance, but also show
how it makes a positive contribution to society.”3¢
Institutional investors have been particularly active.
Because they invest for the long term and have
reached a size where they can no longer diversify
away the risks related to sustainability issues, they
are reaching out to corporate boards directly to
demand action to address these risks. While most
emphasis has been on the environment, human rights,
and business ethics, poverty is slowly emerging

as a fundamental issue and the likely root cause

of many others. Many companies are not aware

of these investment trends: according to a survey

by Bank of America Merrill Lynch cited in a recent
Harvard Business Review article, “US executives
underestimated the percentage of their company’s
shares held by firms employing sustainable investing
strategies. The average estimate was 5%; the actual
percentage is more like 25%."%
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Technology is making information about corporate supply chains increasingly available to companies

and their stakeholders

Finally, new technologies are increasing traceability
and transparency, making information about supply
chains and their social and environmental impacts
more widely available to companies, consumers,
regulators, and investors. These technologies include
mobile phones and other mobile Internet access
devices, drones, and Internet-enabled sensors and
scanners that enable companies along the supply
chain to track a commodity’s progress to market—in
some cases monitoring its safety and freshness along
the way. Blockchain is poised to provide an immutable
record of each step in the journey, increasing
transparency while promoting quality, efficiency, and
value creation.® According to the World Economic
Forum, “Traceability helps make much of what is
currently ‘invisible” within our food systems ‘visible.’
It could potentially facilitate comprehensive tracking

of the environmental, economic, health and social
consequences of different agricultural production
processes, even making it possible to calculate the
‘true cost of food.””% This information, in turn, would
help stakeholders hold companies to account for
their commitments—and potentially fuel heightened
demand for even more radical change.

“We are in a transparency race. We either
find out where all of our materials come
from, and under what conditions they are
produced, and find ways to innovate and
improve—or someone else will find out
and publicize the issues.”

- Procurement executive, multinational food company

These global trends are amplifying risks that procurement
executives are typically charged with managing.

These risks include:

e Security of supply: Risk to security of supply
increases as climate change, water shortages, and
other environmental issues reduce productivity; as
competition for supply increases; and as smallholder
farmers, unable to achieve standards of living that
meet their aspirations, shift to other crops or move
out of farming entirely.

e Cost: There will be upward price pressure and price
volatility of smallholder-grown commodities as
populations grow, incomes rise, and demand grows
unless there is equal growth in supply—a scenario
that climate change, water scarcity, soil degradation,
and limited access to finance, inputs and training

BOX 2: Procurement’s role

The corporate procurement function manages supplier relationships
to ensure the supply of key agricultural ingredients with the right
combination of cost, quality, and other attributes necessary to fulfill

all mitigate against. At the same time, procurement
executives worry about the cost of implementing new
models that account for the social and environmental
externalities that global companies are now
expected to manage.

Reputation: Corporate reputations hang in the
balance as traceability and transparency expose
conditions in farming communities that are
increasingly at odds with consumer, regulator, and
investor expectations—and with companies’ own
sustainability commitments.

Compliance: Finally, global companies must stay on
top of an evolving regulatory environment and ensure
they are taking the steps needed to comply with new
regulations and guidelines to mitigate legal risks.

¢ Food safety
¢ Reliability and quality of supply
e Cost

current and future consumer demand. The procurement executives

interviewed for this paper reported having these key performance
indicators (KPIs), in roughly the following priority order:

Disrupting Commodities
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e Product differentiation and innovation
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However, procurement executives feel constrained in their ability
to manage these risks due to marketing, product development,
and other business decisions; short-term pressures; separated
sustainability and procurement functions; and staff changes.

While procurement is the corporate function with the
most direct contact with—and leverage over—supply
chain stakeholders, procurement does not operate
independently. Rather, it responds to decisions made
by product development, marketing, and research and
development (R&D) teams. Procurement is not always
part of the decision-making process, which means that
these decisions are often made without understanding
the ramifications for the far end of the supply chain,
and they can exacerbate key business risks.

Moreover, these business choices are often made with
a short-term mindset. While institutional investors
are increasingly demanding credible sustainability
strategies from corporate boards, most of the analysts
tracking and determining corporate valuations still
focus on short-term performance. This puts pressure
on CEOs to focus on short-term performance as well.
This pressure cascades throughout the company,
forcing business units to prioritize managing the cost
of goods sold rather than the cost of value generated
for the company over both the short and long term.
Most procurement executives’ performance metrics
focus on minimizing cost as long as short- to medium-
term supplies meeting basic safety and quality
specifications are ensured.

“We're at a pause because we have the
sustainability teams saying there’s a
problem, but the procurement teams are
saying we have a cost optimization goal.”

- Procurement executive, coffee trading company

Disrupting Commodities

In addition to lacking the incentives, procurement
executives can also lack the capabilities, skills,

or knowledge of the farming conditions within the
sourcing regions that are needed to envision and
activate more sustainable sourcing approaches—
approaches that would delivery better results for
their businesses and for smallholders. These skills
can often be found in sustainability teams, but while
some companies have integrated their sustainability
and procurement functions to varying degrees, many
sustainability teams are separate units with weak links
to decision-makers. The sustainability function is not
always considered a part of core business operations.

Finally, frequent management and staff changes

in companies, including both the sustainability and
procurement departments, make it hard to sustain
initiatives that focus on smallholder farmer incomes
and other sustainability issues. These initiatives have
been highly dependent on individuals with the passion
and the expertise to develop and execute them. When
those individuals move on, the drive, knowledge, and
relationships needed to stay the course are often lost.
Supply chain partners’ trust is eroded when new staff
don’t honor the commitments or intentions of their
predecessors, disincentivizing them to invest in more
sustainable practices.

10
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As a result of these constraints, most procurement executives
default to traditional procurement practices designed to maximize
short-term profitability.

These traditional procurement practices are often certification and CSR into question. They are difficult
used alongside approaches like certification and to scale, for example, and because investments like
corporate social responsibility (such as building schools, clinics, and boreholes do not address the
schools, clinics, and boreholes), which are intended to root causes of farmer poverty, they often turn into
help smallholders at modest expense to the company. sunk costs.

Traditional procurement practices create business As a result, new approaches have begun to emerge
value when measured over a period of months, that are designed to create shared value—for
perhaps up to a year. But whether they create companies and for smallholders. These approaches,
business value in the medium to long term, identified through interviews with procurement

however, is now being questioned.*’ Research is also executives, are listed in Table 1 and described below.
calling the effectiveness of parallel strategies like

TABLE 1: The current state of practice in the procurement of smallholder-grown commodities

TRADITIONAL PRACTICES EMERGING PRACTICES
THAT MAY MAXIMIZE THAT MAY BUILD
SHORT-TERM PROFITABILITY LONGER-TERM SHARED VALUE

Spot market purchasing Longer-term contracts

Futures contracting Supply chain simplification
Electronic tendering Supplier relationship development
Short-term contracts Farmer organization strengthening

Extended payment terms Standards and certification

Shorter payment terms

Cost-plus pricing

Cleansheeting

Sophisticated quality grading

Strategic corporate philanthropy

Disrupting Commodities "
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TABLE 2: Traditional approaches that may maximize short-term profitability

Approach Benefit and risk to buyers Benefit and risk to smallholders

Spot market

Buyer and seller
immediately complete

Spot market purchasing allows
buyers to secure the lowest
possible cost by maximizing
competition among sellers. The
risk, however, is that the origin

Because farmers must make the
decision to plant far in advance,
they run the risk that spot
market prices will decrease by
the time their crops are ready

contracting

deliver the buyer a fixed
volume at a fixed price
on a specified date in the
future.

has worked and the buyer
saves money but faces the risk
that farmers will break their
contracts and sell in the spot
market. If the spot market price
is lower, the buyer loses money.

purchasing | their transaction at or method of procurement is - .
. . for the market. It is worth noting
current market prices. unknown, exposing the buyer to
. A that women farmers and poorly
compliance or ethical issues and oraanized farmers often sell
disregarding long-term surety ganiz
of supply. primarily on the spot market.
Buyers typically engage in
futures contracting when they Futures contracts offer farmers a
A strategy that buyers believe prices will rise in the secure market at a certain price
use to protect themselves | future; if the market price at the If the market price at the tirF:'\e of.
against rising prices. time of sale is higher than the sale is lower tﬁian the pre-aareed
Futures The seller agrees to pre-agreed price, the strategy P g

price, farmers benefit; but if the
market price is higher, farmers
lose out. Smallholder farmers
are typically unable to hedge
themselves.

The entire procurement
process is completed

Electronic tendering increases
efficiency. In addition, when
real-time electronic bidding

The increased competition that
electronic tendering makes

leading global coffee
buyer’s terms range up to
300 days.*

suppliers to those with sufficient
working capital to comply.

Electronic . .. is permitting, prices tend to .
. online, from advertising . . possible puts downward pressure
tendering . . decline as suppliers compete :
the requirement to placing | . on the prices that smallholder
with one another, to an extent .
the contract. . . farmers receive.
not normally attainable using
traditional bidding processes.
Short-term contracts do not
. . Short-term contracts allow provide farmfars with the visibility
Fixed-price agreements . they need to invest for the long
. buyers to obtain what they . .
Short-term | for periods as short as . term such as adapting to climate
: need now with the freedom to . .
contracts a few days or a single . change, reducing deforestation,
continue to seek the lowest . .
harvest. L managing soil health and
price in the future. . . .
improving quality, and they
impede access to finance.*
Extended payment terms prevent
smallholder farmers, who have
Extended payment terms . . :
I limited working capital and access
allow buyers to pay within | Extended payment terms are . . .
o . . to finance, from contracting with
a specified number of a form of credit that suppliers .
Extended . . buyers directly. Only the largest
days after a delivery is offer to buyers. However, they . .. -
payment . . traders with sufficient working
made. For example, one limit the pool of potential . .
terms capital can compete for a buyer’s

business (and extended payment
terms leave those traders with
less to invest in supporting
smallholder farmers).

Disrupting Commodities
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TABLE 3: Emerging approaches that may build longer-term shared value

Approach Definition Benefit and risk to buyers Benefit and risk to
smallholders

Longer-term
contracts

Contracts that typically
last for more than one
year—three, five, even

10 years. They include
minimum quantity and
quality specifications and
can include other criteria,
for example related to
sustainability. They also
include a price finding
mechanism for future
transactions (such as cost-
plus, described below, or
average spot market price
at the time of sale).?

Long-term contracts reduce
price volatility and allow buyers
to work together with suppliers
toward longer term sustainability
goals. Long-term contracts
reduce transaction costs and help
secure supply, ensure quality
and on-time delivery. According
to WWF research, they appear to
work best as part of a portfolio
approach, in which a percentage
of supply is secured using long-
term contracts and a percentage
is purchased using shorter-term
approaches.*

Long-term contracts reduce
price volatility for smallholders
as well as buyers. They help
smallholders gain access

to credit and give them the
visibility over time that they
need to invest, improve
productivity and quality, and
increase their incomes.

Supply chain
consolidation

Supply chains can be
consolidated and simplified
by reducing the number

of suppliers a company
sources from and by
reducing the number of tiers

Supply chain consolidation and
simplification increase the value
available to capture. However,
intermediaries often provide
important logistics, storage,

Supply chain simplification
increases the value available
to capture, which can benefit
smallholders as well as
buyers. However, where

facing smallholders through
technical assistance on good
agricultural practices.

create longer-term shared value.
Buyers must choose carefully

to ensure that they invest in
suppliers who perform well

on quality, reliability, cost and
sustainability issues.

and simplifi- | . . . and sometimes even value smallholders are unorganized,
. in the supply chain, which . . . S .
cation ; . addition services that buyers (or | there’s a significant risk that
takes out intermediaries . .
. farmers) would have to manage | these cost savings will accrue
that are all trying to capture . . .
effectively on their own if those to the buyers rather than to
a share of the value of a . L.
. intermediaries went away. the farmers.
commodity.
Supplier relationship
development builds . .
. Greater investment into
understanding and trust among ) . . .
L . : improving farming practices,
Working jointly with supply chain partners (buyers, . .
. rural finance, and supply chain
suppliers to reduce costs traders, farmers, processors, .. -
. L . . efficiency can significantly
. and inefficiencies, develop input supply companies, and .
Supplier . . . . improve smallholder
. . sustainability strategies, banks), reducing the risk of L .
relationship . . ST productivity and incomes.
and tackle other constraints | investing in approaches that
development However, farmers must ensure

they do not become overly
dependent on a small nhumber
of buyers in exchange for this
assistance.

Disrupting Commodities
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TABLE 3: Emerging approaches that may build longer-term shared value (continued)

Approach Definition Benefit and risk to buyers Benefit and risk to
smallholders

Farmers can benefit
from better organization

Stronger farmer organizations by strengthening their

can reduce transaction costs for | bargaining power in relation

buyers, ensure greater quality to buyers, developing
Farmer Strengthening farmer control, and disseminate benefits | value added services such
organization | cooperatives’ management | to farmers. The risk to buyersis | as primary processing,
strengthening | expertise and finances. that strong farmer organizations | packaging, and logistics, and

can have more power in price receiving services such as

negotiations or hold up supply if | mechanization, finance, and

price negotiations break down. training more easily. The risk

to farmers is weak or corrupt
organization management.

Standards and certification can
provide guidance on issues,

Requirements that buyers but interviewees consider
impose to try to ensure them insufficient for impact
the safety, quality, and at scale given their cost,
sustainability of the Standards make buyers’ environmental focus, and
materials they’re buying, aspirations and intentions clear | appeal to a niche consumer.
along with other technical and can help protect corporate Implementing standards and
Standards specifications. Standards reputation to an extent. But achieving certification take
and can be developed by the compliance with social and time, technical expertise, and
certification company or by a credible environmental standards can be | investment. Farmers without
third party, often through difficult to achieve and to verify. the means to come into
multi-stakeholder Serious issues have been found compliance risk being shut out
consultation. In the case even on certified farms. of corporate supply chains.
of third-party standards, At the same time, research
auditing for compliance may suggests that farmers who
result in certification. have achieved certification

have reaped limited benefits in
terms of income.*

Shorter payment cycles may Shorter payment terms allow
reduce the end buyer’s interest for smallholders and farmer

Shorter payment cycles earnings and increase working cooperatives with minimal

by end buyers allow

Shorter . : . capital needs. This, however, initial working capital to cover
intermediate suppliers . L . .
payment . allows intermediaries such as their costs until they develop
to also provide shorter . - .
terms processors and traders to pay needed technical and financial
payment terms to . ,
farmers faster for greater farmer | capacity to enter a buyer’s
smallholder farmers . .
loyalty and first access to the supply chain and handle longer
commodity. payment terms.

“Certification is like the railing on a staircase.
It may help you get to the next level, but it's
not a foundation for the new way to go.”

- Executive Director of a major African agribusiness development initiative
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TABLE 3: Emerging approaches that may build longer-term shared value (continued)

Approach Definition Benefit and risk to buyers Benefit and risk to
smallholders

Cost-plus
pricing

Buyers pay a minimum
price linked to the cost of
production along with a
price premium for meeting
quality and/or sustainability
standards that ensure

a decent income for the
farming household.

Cost-plus pricing reduces
volatility in the cost of goods
sold. However, buyers do forego
the opportunity to buy at a lower
price when the world market
price dips below the cost-plus
price, and they also have to
manage the risk that farmers
may break their contracts and
sell to other parties when the
world price is higher.

Cost-plus pricing guarantees
that farmers recoup their
expenses and earn a specified
amount of profit through a
price premium, essentially
eliminating their price risk.
However, variations in the cost
of production across origins
can limit the competitiveness
of some origins, unless

there is a unique attribute,
such as flavor, that makes it
worthwhile for a buyer to pay a
higher price (as in the case in
specialty coffee, for example).

Supply chain
efficiency
improvement
(“cleansheet-
ing”)

Cost and value added are
clarified at each stage of
the value chain in order to
identify opportunities to
improve efficiency and take
out unnecessary costs.

Efficiency gains create value that
can be captured by the company;
however, certain efficiency gains
such as minimizing inventory

or changing logistics providers
can also create increased supply
risks for companies.

The value of efficiency gains
can be shared by smallholder
farmers as well as buyers
and other parties in the chain.
However, there is a risk that
buyers—with greater power
in the relationship—could
capture all of the identified
value themselves.

Sophisticated

Offering farmers a
premium for higher quality,
differentiated produce

Sophisticated quality grading
allows companies to set prices
that capture consumers’ highest
willingness to pay. Some

Sophisticated quality grading
creates additional value that
is shared with smallholder

philanthropy

logistical reasons. Technical
assistance is provided to

the farmers and/or farmer
business organizations
(“FBOs”) to help them
eventually become suppliers
to the business on purely
commercial terms..

managed, and the technical
support must ensure that the
farmers diversify their revenue
streams and customer base so
as not to become dependent on
or only benefit the corporation
providing the philanthropic
support.

quality valued by end buyers. - farmers in the form of price
. . . consumers are also willing to pay . . .
grading This is commonplace in . . e premiums to incentivize the
: a premium for special varieties . . L
coffee but not in other - w production of unique varieties
. and origins, thereby “de- . .
commodities such as cocoa. S, . or high quality.
commoditizing” the commaodity.
Strategic use of corporate Farmer organization
philanthropic funds to development promotes long- Smallholders benefit from
build smallholder farmers’ | term security of supply. membership in strong farmer
capacity to organize into Compliance with laws against organizations where services
businesses and participate | “self-dealing,” the use of tax-free | such as training, price
in supply chains they cannot | corporate philanthropic funds to | negotiation, access to finance,
. participate in today, for food | benefit the business generating | value addition, and logistics
Strategic
corporate safety, quality, financial, or | those funds, must be carefully are offered. Technical support

must ensure that smallholder
farmers diversify their revenue
streams and customer

base so as not to become
dependent on (or only benefit)
the corporation providing the
philanthropic support.

Disrupting Commodities
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Which of these tools a buyer can use, and to what effect, depends on a
number of factors affecting its visibility and leverage in the supply chain.

These factors include:

¢ The volume of a commodity sourced. Very large by a large, branded clothing manufacturer in

buyers will find it more difficult to pick and choose
which farmers to source from, which may make
transparency, traceability, and deeper supplier
relationships through to farmers more challenging
relative to smaller buyers which can focus on one
origin or even one farmer group. At the same time,
large buyers have more leverage than smaller
buyers, which can be a strong advantage.

The number of intermediaries between the farmer
and the company. The more intermediaries, the
harder it is trace where a commodity comes from,
who's producing it, and under what conditions.
Buyers that are relatively far removed from
smallholders must rely on intermediaries

to understand and address the issues that
smallholders face. Such buyers might choose to
consolidate the number of direct suppliers they work
with in order to develop close, trusted relationships
that offer the incentives and support they need to
work on farmer incomes. Buyers that work relatively
directly with smallholders, on the other hand, can
more easily use cost-plus pricing, since they will
have access to more reliable information on farmers’
production costs and the prices that farmers actually
receive.

The degree of transformation of a commodity before
it arrives at the buyer. Cotton, for example, must be
ginned, spun, and manufactured into cloth by three
completely distinct entities, sometimes located in
different parts of the world, before it is purchased

yet another part of the world. This reduces the
opportunity that a manufacturer might have to
reduce the number of tiers in its supply chain or to
gain visibility to the cotton farmer, compared for
example to a coffee roaster buying beans directly
from a farmer cooperative.

Quality differentiation. For commodities like cotton,
where there is little variation in variety and quality
between origins, buyers can easily shift procurement
from one country to another to minimize costs, and
there is limited incentive to engage for example in
long-term contracts. Arabica coffee buyers looking
for unique flavor profiles for their blends, however,
require much more management of their supply
chains to ensure reliable and long-lasting supply of
specific flavor profiles from particular regions. This,
in turn, provides more incentive to develop closer
relationships with producers. Of course, specialty
coffee roasters can also pay more.

Other crop-specific factors. For example, tree

crops such as coffee and cocoa require farmers to
continue producing regardless of year-on-year price
fluctuations. Long-term contracts will be much more
appealing to these farmers than to cotton farmers,
for instance, who can decide each year whether to
plant an entirely different crop based on prices and
buyer relationships. Another crop-specific factor is
the number of harvests per year.

“One could argue the politics, but if we're honest, the price
paid for these commodities doesn't reflect the work the

farmers put in. We need to tackle the elephant in the room:
how are we fairly distributing value along the supply chain?
We can look at productivity and crop diversification, but we

can’t get away from looking at price.”

- Sustainability executive, multinational food and beverage company

Disrupting Commodities
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Competitive pressures and systemic
barriers can limit the effectiveness of
procurement practices in addressing
smallholder farmer poverty—and
there has been a proliferation of multi-
stakeholder platforms designed to
tackle these pressures and barriers.

Research currently underway for the Farmer Income
Lab has mapped more than 20 such platforms. The
most successful among them have achieved results
for smallholders and for participating companies. But
for many platforms, there has been little evidence to
suggest whether the platform is achieving its stated
objectives or driving step changes in farmer income.
Platforms tend to lack clear theories of change and
processes for measuring their effectiveness. Best
practice in this area is still being developed.*

Disrupting Commodities

Our research into the current state of
procurement practice suggests that

the time is right for a conversation
about how global businesses can
disrupt the way smallholder-produced
commodities are bought and sold in
order to reduce farmer poverty in global
supply chains—and that procurement
has a strategic role to play.

A confluence of global trends—including tension
between supply and demand for food, mounting
expectations from consumers, regulators, and
investors, and technological innovation that is
heightening transparency—are making sustainability
issues like farmer income more important for
procurement executives. Procurement executives
feel constrained in their ability to tackle those issues
effectively, and practices designed to maximize short-
term profitability still dominate. But innovative new
approaches designed to create longer-term shared
value for both companies and smallholder farmers
have begun to emerge. To build the businesses we
need today for the future we want tomorrow, where
companies, markets, and farming families all thrive,
we need to envision that future—drawing upon the
innovation and insight of a wide variety of actors
across sectors. Then, and only then, can we design to
bring that future into being.
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