Emerging Markets,
Emerging Models

Ashish Karamchandani Michael Kubzansky Paul Frandano
March 2009

MONITOR GROUP



MONITOR GROUP

Founded in 1983, Monitor Group is a global firm that serves clients through a range of professional

services — strategic advisory, capability building and capital services—and integrates these services

in a customized way for each client.

Monitor Group is focused on helping clients grow in ways that are most important to them. To that
end, we offer a portfolio of services to our clients who seek to stay competitive in their global markets.
The firm employs or collaborates with some of the world’s foremost business experts and thought
leaders to develop and deliver specialized capabilities in areas including competitive strategy, marketing
and pricing strategy, innovation, national and regional economic competitiveness, organizational

design, and capability building.

FOR MORE INFORMATION PLEASE CONTACT:

Michael Kubzansky
mkubzansky@monitor.com
+1.617.252.2486

Ashish Karamchandani
akaramchandani@monitor.com
+01.22.6658.2000

wWww.mim.monitor.com
www.monitor.com



EMERGING MARKETS, EMERGING MODELS
Executive Summary

THIS REPORT INVESTIGATES "M ARKET-BASED SOLUTIONS”
as a means to help those residing at the base of the global income pyramid. An
alternative and complement to traditional government expenditures, aid, and phi-
lanthropy, market-based solutions give low-income people better access to socially
beneficial products and services that genuinely and directly improve the quality of

their lives and livelihoods. In India, for example, such solutions provide or enable:

* Clean drinking water atone-fourth the cost of the least expensive

alternative.
* As much as a 125 percent increase in incomes for small farmers.

* Private education in urban slums that significantly outperforms

the best government schools for about $3 per month.

* Safe, doctor-attended births for a total cost of $40—Iess than

one-fourth the cost in traditional private hospitals.

Market-based solutions have recently attracted strong interest in the campaign
against global poverty, in part due to the remarkable success of microfinance.
They are relatively new, with an uneven performance record, and there is much yet
to learn about what causes them to succeed or fail. The most successful pass
two tests: they are self-funding, and they operate at sufficient scale to make a
difference to masses of poor people. They also have one salient feature in common:
a business model tailored to the special circumstances of markets at the base of the

income pyramid.
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Emerging Markets, Emerging Models is addressed to those organizations and individuals
most concerned with making a real and enduring improvement to the lives of the poor.
We hope entreprencurs will find much of use on business models that work in

low-income markets and how they work. We hope

“Soft" funding plays an donors and investors will be encouraged to fund
important role in low-end those ventures that have the characteristics and po-
markets and helped many tential to help improve lives and livelihoods at the

of the successful enterprises base of the pyramid. And we hope governments and

examined in this report to :
reach scale —even some |
of those started by large

corporations. i

aid organizations will recognize the promise of mar-

ket-based solutions and act to encourage them.

The report is based on Monitor’s extensive research
into hundreds of market-based solutions around
the world, with a particular focus on India, which is an advanced laboratory of
approaches and an especially fertile source of lessons about performance. The
research is based on dozens of site visits and hundreds of interviews as well as

extensive work in the public record.

Monitor’s findings about the sources of success and failure of market-based solutions

yield important lessons and conclusions:

e While the role of markets in the current global economic crisis
is being reevaluated, market-based solutions in emerging markets
have generated remarkable benefits to low-income people and of-

fer enormous promise to do even more in the future.

¢ That promise depends on adopting the right business models,
which must be tailored to the particular economic and social
conditions of the poor. Business models that function well when
dealing with affluent and middle-income customers are unlikely to

work as well for low-income markets.
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¢ As happened in microfinance, new entrants and small enterprises
are more likely than large corporations to lead the development
of market-based solutions in low-end markets. Large companies
have other sizable, appealing opportunities in emerging markets
that are not as challenging to serve. Exceptions will be large en-
terprises that engage poor people as suppliers, as these enterprises

are best-positioned to organize extensive supply chains.

¢ Noncommercial or “soft” funding plays an important role in
low-end markets and helped many of the successful enterpris-
es examined in this report to reach scale—even some of those
started by large corporations. In some cases soft funding may be
the only way through which specialist business models can be de-

veloped, adapted, and tested.

¢ Meaningful scale is achieved in different ways but invariably takes
time, especially if large corporations are not involved. Most small
enterprises require at least a decade to reach significant scale. Mar-
ket-based solutions, therefore, are not a quick fix to the causes
and consequences of poverty, though they promise large, endur-

ing benefits.

* The most common mistake among unsuccessful market-based
solutions is to confuse what low-income customers or suppliers
ostensibly zeed with what they actually want. Many enterprises have
pushed offerings into the market only to see them fail. People
living at the base of the economic pyramid should be seen as
customers and not beneficiaries; they will spend money, or switch
livelihoods, or invest valuable time, only if they calculate the trans-

action will be worth their while.

Emerging Markets, Emerging Models identifies seven business models, tailored to the cit-

cumstances of low-income groups, that we believe have the best chances of success.
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Four business models focus on serving the poor as customers:

* A Pay-Per-Use approach in which consumers pay lower costs for
each use of a group-owned facility, product, or service. This
limits the impact on their cash flow while the sheer numbers of
consumers makes the proposition sufficiently attractive for third-

party providers.

* A pared-down, No Irills service that meets the basic needs of the
poor at ultra-low prices and still generates positive cash flow and
profits through high volume, high asset utilization, and service

specialization.

e Paraskilling, which combines No Frills services with a reengineer-
ing of complex services and processes into a set of disaggregated
simple standardized tasks that can be undertaken by workers with-

out specialized qualification.

* Distribution networks that reach into remote markets via Shared
Channels, piggybacking products and services through existing
customer supply chains, thus enabling poor people to afford and
gain access to socially beneficial goods such as solar lanterns or

efficient kerosene burners.

The remaining three business models devise ways of engaging low-income suppliers

or producers:

* A system of Contract Production that directly involves small-scale
farmers or producers in rural supply chains. The contractor or-
ganizes the supply chain from the top, provides critical inputs,
specifications, training, and credit to its suppliers, and the supplier
provides assured quantities of specialty produce at fair and guar-

anteed prices.
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* Avariety of Deep Procurement setups that bypass traditional middle-
men and reach into the base of the economic pyramid, enabling
direct purchases from large networks of low-income producers
and farmers in rural markets and often providing training for

quality and other specifications.

*  Demand-Led Training that applies a formal-sector “temp agency”
model to down-market opportunities, with enterprises paying a
third-party to identify, train, and place employees for job openings

at the edges of the formal and informal sectors.

Emerging Markets, Emerging Models offers a range of recommendations for hasten-
ing the growth and success of market-based solutions. Although many of these
models require time to reach scale, funders, investors, policy makers, and—most
importantly—entrepreneurs can act now to smooth the path. They can help enter-
prises overcome common barriers to scale and commercial viability, such as startup
costs, distribution challenges, availability of capital and credit, and the need to orga-
nize solutions at a systems level. Accelerating progress may entail interventions for
smaller enterprises ranging from providing flexible, patient capital, to offering techni-
cal assistance, to addressing regulatory constraints. To encourage larger enterprises
to participate, interested parties can fund new approaches to aggregating suppliers
and customers and provide incentives for existing companies to share networks and
channels. Finally, some steps will help spread the general approach, by cultivating the
complementary field of impact investing, providing rigorous social impact metrics,
developing shared assets that address barriers to scale, or simply asking tougher ques-

tions about what works—and what doesn’t.

The report provides strong evidence that engaging the poor as customers and
suppliers presents an exciting—and significant—opportunity to establish new

paradigms to bring genuine social change in economically sustainable ways.
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ABOUT THE STUDY

This report is based on a multi-year research proj-
ect funded by eleven sponsors interested in new
approaches to economic development and social
change. We are grateful to ICICI Bank, IDFC
Private Equity, IFC, Omidyar Network, Orient
Global, the David and Lucile Packard Foundation,
PATH, the Rockefeller Foundation, Sir Dorabji
Tata Trust, Swiss Agency for Development and

Co-operation, and TPI for their support.

The original project involved a year-long analysis
carried out by Monitor’s Inclusive Markets prac-
tice based in Mumbai, India (www.mim.monitor.
com). The starting point was the belief that the
“next microfinance” is out there, and that other
market-based approaches may help address
pressing issues of poverty and development in a

commercially sustainable fashion.

Initial investigations in India, the Philippines,
South Africa, Brazil, Kenya, and other countries
revealed no shortage of market-based approach-
es that claimed to be profitable or financially
self-sustaining. Many seemed exciting, innova-
tive, and groundbreaking, On closer inspection,
however, we observed that many were strug-
gling financially and most served a few thousand
people, a drop in the ocean given the millions liv-
ing in conditions of extreme poverty. Only a tiny
fraction of market-based initiatives have reached
numbers of people commensurate with the scale

of the problems they aim to address.

We knew from Monitor’s commercial prac-

tice that succeeding at a large scale is far more

difficult than succeeding in small markets.
Consequently, two fundamental questions guided
our research: 1)Why have so few market-based
solutions achieved scale? and 2) What are the
business models — across sectors — that show

promise of achieving scale?

We set about to answer these questions in
three phases of work. We began by focus-

ing on India, a pacesetter among emerging
markets, with a high degree of social entre-
preneurship, strong NGOs and entrepreneurs,
general openness to new ways of addressing

development, and a huge addressable market.

We also chose to focus on market-based solu-
tions that offer “socially beneficial” products and
services for poor people as customers. Obvious
categories included education, health care, finan-
cial services, water and sanitation, insurance, clean
energy, and telecommunications. We also consid-
ered products that appear to have less immediate
benefit but still improve quality of life, such as
efficient cook stoves, which offer second-order
health and economic advantages—less soot, less

time to clean, and less energy consumed.

We ruled out products that might arguably
convey second-order social benefits but only
tangentially so, or that in many cases had sticker
prices that rendered them unaffordable to lower
income segments. We therefore excluded prod-
ucts such as soap, washing powder, shampoo,
batteries, televisions, motorbikes, and automo-

biles. We arrived at this decision because we did



not wish to produce yet another study simply

about marketing to the poor.

In the first phase, we inventoried more than 160
different market-based approaches run by large
corporations, small startup enterprises, NGOs,

and other entities such as cooperatives, govern-

ment agencies, and non-bank financial companies.

Based on this investigation we identified the most
promising business models for in-depth inves-
tigation, and over the course of the rest of the
project we examined an additional 120 distinct
examples. (See the Appendix for additional details
on the study.)

The second phase involved in-depth field research
into 30 initiatives to help validate and generate
most of the data. These detailed reviews included

original customer research (both survey and focus

Honduras
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groups involving more than 600 customers and
small producers), evaluation of substitutes, intet-
views with management, interviews and economic
modeling of competitors, and in-depth discussions
with participants in the supply chains and value
chains from sales forces down through distribu-
tion watrehouses. These analyses covered initiatives
all over India, at different sizes, levels of maturity,

in urban and rural contexts.

In the third phase, we carried out a combination
of primary and secondary research to identify
and analyze comparable market-based solutions
in other countries, where we started with over
30 additional examples for investigation from 19
countries. (See map.) These initiatives are both
instructive in themselves and confirm that the
business models apply independent of geo-

graphical context.
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design studio

at Monitor Group

The Design Studio at Monitor is a graphic design firm based in Cambridge, Massachusetts with a
speciality in information design. Since 1998, the designers have worked closely with clients to under-
stand their message and content in order to provide smart and creative visual solutions. Please visit
www.designstudioatmonitor.com for more information and project samples.
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