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To all the children, yet unborn.


Praise for Capitalism at the Crossroads

“The third edition of Capitalism at the Crossroads arrives at a pivotal moment—it follows the world’s most serious financial crisis since the Great Depression. As we address the recession’s dire consequences and rebound from the brink of economic collapse, Stuart Hart proposes a sustainable, socially responsible model of capitalism and compels us to seize the opportunities afforded by a fresh start.”

—Bill Clinton, Founder of the Clinton Global Initiative and Former President of the United States

“Stuart Hart presents a systematic thinking towards sustainable business, full of creativity, wisdom and enlightenment.”

—Professor Jining Chen, Vice President, Tsinghua University, China

“In this very timely book, Stuart Hart dissects the contemporary issues impacting capitalism and prescribes how we can ‘walk the walk’ to cocreate a more effective and harmonious world tomorrow.”

—Kevin McGovern, Founder and CEO, The Water Initiative

“Rising civil society awareness and tougher regulations imply that companies that pursue sustainable practices and deliver larger societal value will also gain from a new source of competitive advantage. Stuart Hart in this new edition brings fresh insights to further the cause for corporate sustainability.”

—Y C Deveshwar, Chairman, ITC Ltd, India

“Stuart Hart has written an important, compelling book that provides both provocation and inspiration in equal measures. In Capitalism at the Crossroads, he explores the future of capitalism in an increasingly complex and interconnected world, arguing that all players are needed to be more aware and more innovative—corporations, governments, and NGOs—if we are to build a truly sustainable, inclusive global economy. Our very survival depends on it. This book is for you, whether you are a forward thinking CEO or policymaker, a social entrepreneur or student of the world.”

—Jacqueline Novogratz, Founder and CEO of Acumen Fund, and author, The Blue Sweater

“Stu Hart charts a course to a better future in which the corporate sector can create a sustainable form of commerce that benefits all the world’s peoples. Capitalism at the Crossroads was a path-breaking work when it came out in 2005; this third edition takes it up to the present. But the basic thesis of the book remains as compelling as ever. I highly recommend reading the book and following the path that Hart illuminates.”

—David Skorton, President of Cornell University

“Capitalism at the Crossroads is a practical manifesto for business in the twenty-first century. Professor Stuart L. Hart provides a succinct framework for managers to harmonize concerns for the planet with wealth creation and unambiguously demonstrates the connection between the two. This book represents a turning point in the debate about the emerging role and responsibility of business in society.”

—C.K. Prahalad, Ross School of Business, University of Michigan, coauthor, Competing for the Future and author, The Fortune at the Bottom of the Pyramid

“Stuart Hart was there at the beginning. Years ago when the term ‘sustainability’ had not yet reached the business schools, Stuart Hart stood as a beacon glowing in the umbrage. It is clear commerce is the engine of change, design the first signal of human intention, and global capitalism is at the crossroads. Stuart Hart is there again; this time lighting up the intersection.”

—William McDonough, University of Virginia, coauthor, Cradle to Cradle

“Professor Hart is on the leading edge of making sustainability an understandable and useful framework for building business value. This book brings together much of his insights developed over the past decade. Through case studies and practical advice, he argues powerfully that unlimited opportunities for profitable business growth will flow to those companies that bring innovative technology and solutions to bear on some of the world’s most intractable social and environmental problems.”

—Chad Holliday, Former Chairman and CEO, DuPont

“Stuart Hart has written a book full of big insights painted with bold strokes. He may make you mad. He will certainly make you think.”

—Jonathan Lash, President, The World Resources Institute

“A must-read for every CEO—and every MBA.”

—John Elkington, Chairman, SustainAbility

“This book provides us with a vast array of innovative and practical ideas to accelerate the transformation to global sustainability and the role businesses and corporations will have to play therein. Stuart Hart manages to contribute in an essential way to the growing intellectual capital that addresses this topic. But, beyond that, the book will also prove to be a pioneer in the literature on corporate strategy by adding this new dimension to the current thinking.”

—Jan Oosterveld, Professor, IESE Business School, Barcelona, Spain Member, Group Management Committee (Ret.), Royal Philips Electronics

“Stuart L. Hart makes a very important contribution to the understanding of how enterprise can help save the world’s environment. Crucial reading.”

—Hernando de Soto, President of The Institute for Liberty and Democracy and author, The Mystery of Capital

“Stuart Hart’s insights into the business sense of sustainability come through compellingly in Capitalism at the Crossroads. Any businessperson interested in the long view will find resonance with his wise reasoning.”

—Ray Anderson, Founder and Chairman, Interface, Inc.

“The people of the world are in desperate need of new ideas if global industrial development is ever to result in something other than the rich getting richer and the poor getting poorer, with nature (and potentially all of us) suffering the collateral damage. Few have contributed more to meeting this need over the past decade than Stuart Hart by helping to illuminate the potential role for business and new thinking in business strategy in the journey ahead. Capitalism at the Crossroads challenges, provokes, and no doubt will stimulate many debates—which is exactly what is needed.”

—Peter Senge, Massachusetts Institute of Technology, Chairperson of the Society for Organizational Learning, and author, The Fifth Discipline: The Art and Practice of The Learning Organization
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Like DuPont, WRI has been a long-term partner for more than a decade, with people like Jonathan Lash, Rick Bunch, Jennifer Layke, Rob Day, Meghan Chapple, Al Hammond, and Liz Cook providing key support. Dow Chemical Company, in general, and Dave Buzzelli and Scott Noesen, in particular, also deserve special mention. Dow was among the early supporters of the CEMP Program at Michigan and has since endowed a chair jointly between the Business School and the School of Natural Resources and Environment. Jane Pratt and Jed Schilling of the World Bank and (later) the Mountain Institute have also been key long-term collaborators and partners. Both have been indispensable champions of the content area and the programs over the years.

For their business leadership and program involvement, I am also indebted to Lee Schilling and Mac Bridger, then senior executives at Tandus Group (Collins & Aikman Floorcoverings), as well as Sam Moore of Burlington Chemical Company, Dan Vermeer from Coca Cola (now at Duke University), and Debbie Zemke, then at Ford. Jim Sheats, Barbara Waugh, and Gary Herman from Hewlett-Packard also deserve acknowledgment, as do Greg Allgood, Chuck Gagel, Keith Zook, and George Carpenter at Procter & Gamble. Over the past five years, Fisk Johnson, Scott Johnson, and Jane Hutterly, all of SC Johnson, deserve special mention as key supporters and collaborators in moving the sustainable global enterprise agenda forward—both at Cornell and within the company.

While this list of acknowledgments has grown long, I would be terribly remiss if I did not directly recognize the crucial contributions of coauthors and colleagues in influencing and shaping both my thought and, in some instances, the actual words written in this book. Although the conceptual foundation for this book was clearly laid in several single-authored articles during the 1990s, later collaborations were of critical importance.6 I would like to recognize Professor C.K. Prahalad (University of Michigan Business School) for his important influence in our joint work that developed the original idea of the bottom of the pyramid as a business opportunity.7 This work can be found in parts of Chapters 5, 6, and 8. Professor Clayton Christensen (Harvard Business School) also deserves special note. He and I have coauthored two articles that join his theory of disruptive innovation with my work on sustainable development and the base of the pyramid.8 This joint work can be found in Chapter 5. I have also worked closely with Professor Sanjay Sharma (now Dean of the Molson School of Business at Concordia University) in recent years. Our joint work on engaging fringe stakeholders and radical transactiveness can be found in the pages of Chapter 7.9

Two former doctoral students at the University of North Carolina have also been important colleagues and collaborators over the past ten years. I have known Mark Milstein for over 15 years, beginning at Michigan, where he was a student in the CEMP Program. Since he began as a doctoral student at UNC, he and I have coauthored three articles.10 Our joint work on creative destruction and sustainability can be found in the pages of Chapters 2 and 4; portions of Chapter 3 are also directly attributable to our collaboration on creating sustainable value. I am proud to say that our work together continues—Mark is currently Director of the Center for Sustainable Global Enterprise at Cornell. Collaboration with Ted London, given his extensive international experience, has also been extremely valuable. Joint work with Ted during his doctoral student days at North Carolina examining emerging market strategies for the base of the pyramid business entry can be found in parts of Chapters 6 and 8.11 Ted, who is now a Senior Fellow at the Davidson Institute at Michigan, heading up their program on the Base of the Pyramid, has already made several important written contributions to this emerging field. Ted and I are also in the final stages of editing a new book on the Base of the Pyramid, to be published by Prentice Hall later this year.

Two current doctoral students at Cornell also deserve special mention: Erik Simanis and Duncan Duke. My collaboration with Erik began in Chapel Hill where he worked with me to help launch the Base of the Pyramid Protocol project. Erik led the field teams for both the SC Johnson and DuPont/Solae BoP Protocol Projects and has led the development of the BoP field cocreation process. Since then, he and I have written three pieces together, and he has had a significant influence on my thinking over the past few years.12 The mark of his work, which brings anthropology and action research into the business strategy field, can be found in parts of Chapters 7, 8, and 9. In fact, significant portions of Chapter 9 are adapted from our recent article in Sloan Management Review. Duncan Duke has also become a key contributor to the development of the BoP Protocol process. Duncan led the field team in the cocreation process for The Water Initiative (TWI), which is described in Chapter 9. Along with Erik, Duncan and I have written an additional piece together, which has greatly influenced my thinking.13

All four of these current and former students made tremendous contributions to both the Center for Sustainable Enterprise at UNC and most recently the Center for Sustainable Global Enterprise at Cornell: Mark Milstein served as research director for the center at UNC and, with Monica Touesnard, essentially ran the Center before joining me at Cornell in 2005. Erik Simanis helped me to conceive the original idea for the Base of the Pyramid Learning Laboratory at UNC in 2000 as a recently minted MBA, prior to starting the doctoral program. And Ted London served with great effectiveness as the Director of the BoP Learning Lab from 2001–2004 and has been a close collaborator in our international work in Asia, Africa, and Latin America. Duncan Duke has been especially important in developing the BoP protocol work at Cornell. Look for these four to make important independent contributions in the near future.

My participation as a core faculty member in the Sustainable Enterprise Academy (SEA) has also provided a wonderful venue for trying out new ideas—and learning in the process. In this regard, I would like to recognize and thank my faculty colleagues in SEA, particularly Brian Kelly, David Wheeler, Bryan Smith, John Ehrenfeld, David Bell, and Nigel Roome, for their honest feedback and support in helping me develop and present my ideas in such a way to achieve maximum impact.

Finally, I would like to acknowledge the patience, support, and editorial skills of my publisher, Prentice Hall—in particular, my editor, Jim Boyd (fellow University of Rochester classmate); developmental editor, Elisa Adams; project editors, Kristy Hart and Anne Goebel; copy editors, Krista Hansing and Chrissy White; and Wharton representative Professor Paul Kleindorfer. The book has been vastly improved as a direct result of their skilled eyes—and pens. My colleagues Gordon Enk, Jac Geurts, Ted London, Erik Simanis, Paul Tebo, Bob Frank, Alan McAdams, and Mark Milstein also provided invaluable feedback on the many drafts of the manuscript. My long-time colleagues Jac Geurts and Gordon Enk were especially helpful in commenting on the revisions for the third edition. Charlie Hargroves of the Natural Edge Project also provided valuable feedback during the revision process. Thanks also to Peter Knight for facilitating the Preface by Al Gore.

Clearly, the writing of a book like this “takes a village,” as Hillary Clinton would say. While I have done my best to recognize as many of the important contributors to my professional life as space allows, there are many more who could have been included. For my friends and colleagues in this group, please forgive me! However, no acknowledgment would be complete without recognizing my parents, Lloyd and Katherine Hart, for their support of my education, and, I’m sure what seemed to be aimless wanderings, for the better part of a decade during the 1970s and 80s. I’m just sorry that my father did not live to see this book finally come to fruition. I’d also like to recognize my brother, Paul, who set the example for me in pursuing the academic route long before I ever imagined doing doctoral work.

Finally, my wife Patricia has been nothing short of an inspiration over the years. She has been the ultimate enabler of my work for over 35 years. Without her love and support, none of this would have been possible. She is also a very talented editor and confidante. I shudder to think how much time she has spent reading and commenting on my work. My older daughter Jaren also deserves special recognition. For the past two years, she has worked with me as part of both Enterprise for a Sustainable World and The Water Initiative (TWI). In the process, she has made important material contributions to this third edition, both as an editor and research assistant. Much of the updating of cases was done by her, and she helped to write the section on TWI in Chapter 9. It has been an honor to work with her over these past two years, and I look forward to continuing the collaboration in the future.

I dedicate this book to my two daughters, Jaren and Jane, in the hopes that it is of some use to them in navigating the troubled waters ahead. For better or worse, it will be their generation that will ultimately have to ensure our transition toward a sustainable world. I wish them both Godspeed and hope it is not too late.

Stuart L. Hart
Ithaca, New York
April 2010
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Preface: Al Gore, Former Vice President of the United States

The global context for business continues to change at an unprecedented rate, and Stuart Hart has effectively captured important insights into the nature of this contextual shift in this third edition of Capitalism at the Crossroads. I agree. In fact, my partners and I at Generation Investment Management believe that sustainability will be a key driver of global economic change over the next 50 years. And we think companies face an unprecedented opportunity to create shareholder value by helping to chart the way forward, and by contributing to sustainable development.

Now, more than ever, factors beyond the scope of economist John Maynard Keynes’ “national accounts” (the backbone of today’s gross domestic product) are directly affecting a company’s ability to generate revenues, manage risks, and sustain competitive advantage. While our current system is precise in its ability to account for capital goods, it is imprecise in its ability to account for natural, social, and human capital. Natural resources, for example, are still—in some ways—assumed to be limitless. This, in part, explains why our current model of economic development is hardwired to externalize as many costs as possible, therefore imposing environmental and social costs on society at large.

The interests of shareholders, both public and private, over time, will be best served by companies that maximize their financial performance by strategically managing their economic, social, environmental, and ethical performance. This is increasingly true as we confront the limits of our ecological system and its ability to hold up under current patterns of use. “License to operate” can no longer be taken for granted by business when challenges such as the climate crisis, HIV/AIDS, and other pandemics, water scarcity, and poverty reach a point where civil society and consumers demand a response from business and government. Leading companies understand this and are already moving ahead of legislators and regulators and, in so doing, securing competitive advantage.

The global climate crisis is the perfect example of a challenge that pushes our companies and our policymakers beyond their traditional comfort zone. The risks and opportunities presented by global warming are clearly material to the long-term health of our economic system. Companies that are part of the climate change solution will be able to enhance revenues, attract the best talent, and develop brand benefits—all of which will translate into optimized shareholder value over the long run. Today, action on the climate crisis makes sense not only for reputation and risk management, but for revenue generation and competitive positioning. Investors and companies that fully integrate climate considerations into their strategies, cultures, and operations will be best positioned to create shareholder value.

Business, as Hart points out, is a powerful agent of change and is well equipped to forge the way to a more sustainable future in conjunction with government and a strong civil society. However, he points out the inherent short- and long-term tensions within companies, which still have to balance forward-looking sustainability initiatives with legacy investments and old (and often unsustainable) habits.

There are, of course, limits to the ability of traditional business to deal with sustainability challenges by themselves. Now, more than ever, our societies need new models to address systemic, long-term challenges like the climate crisis, poverty, pandemics, water scarcity, and demographic shifts. This will involve more business and government innovation, social entrepreneurship, public-private partnerships, and more effective civil society participation.

The age of sustainability has arrived, but now we must drive it fully through our economic system. To do so, markets will have to continue to evolve to take into account the full environmental and social externalities of business in order to enable the efficient allocation of capital to its highest and best use. The regulated carbon markets in Europe, worth $25 billion in 2006, are a good example of how capitalism can powerfully address environmental challenges when a price signal exists—in this case, the price of a ton of carbon dioxide. Only as markets improve their ability to price externalities, will we see capital allocated more effectively to sustainable development. This shift will require nothing less than a complete change in mindset—one that views our planet as a long-term investment, rather than a business in liquidation.

Al Gore
Cofounder and Chairman, Generation Investment Management, and Former Vice President of the United States


Foreword: Fisk Johnson, Chairman and CEO, S. C. Johnson & Son, Inc.

The release of the third edition of Stuart L. Hart’s book underscores a time when it is becoming increasingly crucial that business leaders grasp their roles and responsibilities in building a sustainable future. Hart’s book gives voice to an inescapable reality: that the corporate sector can be the catalyst for a truly sustainable force of global development for all on the planet.

As the chairman and CEO of a consumer products company with global operations, I see every day the value that business can bring. I see that its products can improve the health and safety of people around the world. I see that its jobs enable parents to support their children and allow children to achieve dreams not even imagined by their parents.

I also recognize that business has provided fuel for those who oppose globalization. But despite what some see as the inevitable stain of “progress,” I know there are many business leaders who share my belief that you cannot purely pursue greater profitability every quarter and have that be an acceptable mission statement. Or that improving the lives of workers in one country while degrading the environment in another is an acceptable demonstration of civic responsibility. Short-term quarterly profits cannot trump long-term sustainability.

As the author makes clear in Capitalism at the Crossroads, there is no inherent conflict between making the world a better place and achieving economic prosperity for all. Maintaining a principled commitment to global sustainability is not a soft approach to business—it is, in fact, the only pragmatic approach for long-term growth.

Capitalism at the Crossroads presents a scenario in which business can generate growth and satisfy social and environmental stakeholders. By focusing on the four billion people currently at the “Base of the Pyramid,” Hart contends that companies can reap incredible growth while sowing tremendous improvement in people’s lives and at the same time preserving the other species that live on this planet.

The early stages of our company’s own work at the Base of the Pyramid gives further credence to Hart’s argument. As Hart describes, in testing the Base of the Pyramid Protocol and developing more holistic relationships in Nairobi, Kenya, we have cocreated a mutually valuable business model. Moving beyond charity to create a sustainable business partnership in the slums of Kenya where many businesses may never venture is not without challenges. While too premature to call this project a success, we remain committed to building a viable business at the Base of the Pyramid.

Business driving sustainability is not a new concept to me. The seed was planted and then cultivated throughout a lifetime of conversations with my father, Samuel C. Johnson. He shared stories about my grandfather, who traveled to Brazil in the 1930s in search of a sustainable source of wax for our products. He described his own 1975 decision to voluntarily and unilaterally ban CFCs from our products despite fervent opposition from colleagues and competitors alike.

My father’s pioneering social and environmental efforts led to his selection as an original member of the President’s Council on Sustainable Development and as a founding member of the World Business Council on Sustainable Development. He led our family company, SC Johnson, to new heights of corporate environmental and social achievement.

Perhaps most important, my father ensured that the dialogue on sustainability would continue. In 2000, he endowed the Samuel C. Johnson Chair in Sustainable Global Enterprise, and it is this Chair that Hart now so ably and deservedly occupies. He also endowed the new Center for Sustainable Global Enterprise of the Johnson School at Cornell University. By doing so, he was fulfilling a vital obligation that Hart sets forth for business in this book: being optimistic about the future and the opportunities inherent in the global challenges we face.

I share that optimism. That is why in 2001 our company unilaterally developed the Greenlist environmental classification system to institutionalize the selection of environmentally preferred raw materials and packaging components, far exceeding government regulation and driving our business with better products. It is why in 2003 we launched programs to attack the menace of malaria in sub-Saharan Africa and the misery of asthma among Hispanic children in Miami, and we are working to significantly expand these programs. It is why in 2004 we joined with Conservation International’s Carbon Conservation Program to help save one of the world’s most critically threatened hotspots of biodiversity. It is why we have a comprehensive program to reduce greenhouse gas emissions and have implemented innovative systems like cogeneration to fuel our largest global manufacturing facility with natural gas and waste methane from a public landfill. This program has reduced emissions for our top global factories by 42 percent from our 2000 baseline year.

Although Hart calls for “drastic changes” to “avert catastrophe,” optimism underlies all the arguments in Capitalism at the Crossroads, and the author presents us with a call to optimistic action. He asks us to involve the full range of stakeholders in crafting solutions to the issues of sustainability. He demands that we embrace a new business paradigm built not on incremental change, but on creative destruction and reinvention. He challenges us to base our policies and businesses on the unassailable truth that shareholder value can be created while solving social and environmental problems.

Some might say linking “global business” and “sustainable development” is an oxymoron, but they would be sorely mistaken. All of us are tied together: the radical environmentalist and the corporate CEO, the Sudanese refugee and the British socialite, the U.S. factory worker and the Argentine farmer. We all share a stake in the future of our global environment and economy. That is the undeniable truth of Capitalism at the Crossroads: We are all fundamentally linked, dependent on the same finite resources and driven by the same hopes for ourselves and our children.

I steadfastly believe there is honor and value in business. In Capitalism at the Crossroads, Stuart Hart demands that we embrace that truth. I’m convinced this may well be the best opportunity global businesses have to ensure their long-term sustainability. And I am tremendously optimistic about the future.

Dr. H. Fisk Johnson
Chairman and CEO
S. C. Johnson & Son, Inc.


Part One. Mapping the Terrain


Prologue: Reinventing Capitalism for the Post-Crisis World

Each human generation believes that it is endowed with special importance, that it faces a particularly important challenge (for example, the “greatest” generation and World War II), that it has a special quality or character (for example, the baby boomers), or that it lives at a particularly important time (for example, the age of enlightenment). The term for this is chronocentrism. Although each generation earnestly believes in its own significance, there is objective evidence that those of us alive today actually are witnessing the most important time in human history. We truly stand at a crossroads.

From the dawn of our species two million years ago until roughly 12,000 years ago, there were never more than some tens of millions of our brethren walking the planet at any one time. With the advent of agriculture and surplus food production, however, our species embarked on a path of population expansion that continues to this day. By the time of the American Revolution, the human family had grown to approximately one billion. Propelled further by the expansion to the New World and the industrial revolution, the population continued to grow so that by the close of World War II, there were two billion people on the planet.1

As a baby boomer born in 1952, I entered a world of about two billion people. In less than half a century, that population had ballooned to more than six billion. If I live to a ripe old age, I could easily see eight billion or more people on the planet. Thus, in a single lifetime, the human population will have grown from two billion to more than eight billion. This growth is truly unprecedented. Never before in human history has a single generation witnessed such explosive change. It seems self-evident, therefore, that the policies we adopt, the decisions we make, and the strategies we pursue over the next decade or two will determine the future of our species and the trajectory of the planet for the foreseeable future. That is an awesome responsibility, to say the least. It is also a huge opportunity.

The Great Disruption

When the first edition of Capitalism at the Crossroads appeared in 2005, some readers commented that the title of the book seemed a bit “over the top.” After all, with the collapse of communism in the early 1990s, capitalism appeared to be the only game in town. Certainly there were challenges to be addressed—witness the dot-com bust, the Enron debacle, and the 9/11 terrorist attacks in the early 2000s—but by and large, most countries in the world seemed to have been persuaded that “free-market” capitalism was the wave of the future. Today—a scant five years later—many people are no longer so sure.

Indeed, as I revise this prologue in early 2010, few people question the title of the book. The landscape has changed substantially even since the publication of the second edition of the book in 2007. In fact, I believe the year 2008 will come to be recognized as the turning point. Beginning that year, a series of crises gripped the planet—the oil price spike, the world food shortage, the subprime debacle, the global financial crisis, and finally, the Great Recession. Add these crises to the already long list of ongoing mega-problems—melting glaciers, climate change, loss of biodiversity, deep poverty, growing inequity, hopelessness, terrorism—and it finally became clear to most that something fundamental was wrong.

The world—and global capitalism—now clearly do stand at a crossroads. At the World Economic Forum (WEF) in January 2009, Klaus Schwab, Founder of the WEF, proclaimed that “the financial crisis is a wake-up call to reformulate the world’s institutions and corporations for the twenty-first century.” Jeff Immelt, CEO of GE, declared that there would be no “recovery” given that the world would never return to where it had been before. Rather, we should be thinking in terms of “reset.”

New York Times columnist Tom Friedman recently observed that we have perhaps reached the global “inflection point”—that the growth model we created over the last 50 years is simply unsustainable economically and ecologically, and 2008 is when it finally imploded. Australian sustainability commentator Paul Gilding even had a name for this moment: “The Great Disruption”—when both Mother Nature and Father Greed hit the wall at the same time.2 The significance of the transformation we are experiencing cannot be overstated, and organizations ill-prepared for this new world will simply not survive.

The Best of Times, The Worst of Times

We are truly poised at the threshold of an historic moment. Globalization critic David Korten suggests that one hundred years from now, our progeny will look back on this time as either the Great Unraveling or the Great Turning.3 Indeed, ours is a deliciously paradoxical time: Two hundred years ago, virtually everyone alive was “poor” by today’s standard, and famines and disease were commonplace. In the first half of the twentieth century, great wars erupted, killing millions and destroying entire countries in the process. Clearly, humanity has made astounding progress in a relatively short amount of time.

During the past two decades, for example, we have witnessed the fall of communism and the birth of a planetary economy and civilization. The United States emerged in the 1990s as the world’s only superpower, championing a message of liberty and democracy rather than conquest and subjugation. China and India experienced unprecedented rates of growth and became significant players on the world stage. Multinational corporations, international institutions, and global civil society have exploded onto the scene, bringing with them state-of-the-art technology, advanced business practices, and a new accountability. Life expectancy and literacy are on the rise throughout the world.4

A revolution in information and communication technologies (ICT) has unfolded before our eyes, changing the way we live and speeding the spread of information and ideas. It took 20 years for wireless IT to reach the first billion people, largely through high-end commercial experiments in the United States, Western Europe, and Japan. But once the need and business model for wireless IT was demonstrated in the developing world’s underserved urban and rural areas, it took off like wildfire: It took only two years to reach the second billion and less than one year to reach the third billion people. Today over half of humanity has access to wireless telecommunications, with the low-income market serving as the innovation driver—for cost reduction and technological innovation in hand-held and solar recharging devices.

The new information-based economy has greatly increased transparency, fostered local self-help, and facilitated the spread of democracy throughout the world. Along with life science and nanoscience, ICT will revolutionize the way we live in the coming century. Technological innovation has already led to dramatic reductions in the material and energy intensity of the economy. Consider, for example, that the U.S. economy “weighed” about the same (in terms of material intensity) at the end of the twentieth century as it did at the beginning of the century, despite being approximately 20 times larger in real terms.5 As the Iron Age gives way to the Information Age, there is no question that we have much to be thankful for.

Yet, as noted earlier, fault lines and fissures are readily visible. Although U.S. consumers did a yeoman’s job of driving the world economy during much of the 1990s and early 2000s, it is now clear that there are limits even to Americans’ ability to consume goods and services. Indeed, China’s rapid economic growth has depended primarily upon growing consumer spending in the United States. This co-dependency was a vicious circle destined to collapse. Sure enough, when the American real estate bubble burst with the sub-prime debacle in 2008, “Chimerica” came tumbling down, with both the U.S. and Chinese economies taking a beating. After the bubble burst in 2008, thousands of Chinese export factories closed, and tens of millions of unemployed migrant workers returned home to the rural areas in search of work, where 700 million plus peasants still struggle to earn a livelihood.

As with China, the recent global economic slowdown also had a profound effect on India: The information technology and business services sectors in large cities like Mumbai, Bangalore, and Hyderabad took a beating. The “flat world” described in Tom Friedman’s well-known book was literally flattened.6 The Indian stock market was down by more than 50%, and real estate prices in the cities collapsed. And even though Indian banks were not impacted by the subprime meltdown, investment capital in India decreased by half. Fully two-thirds of India’s population—in excess of 700 million rural villagers—had yet to see the benefits of economic globalization, leading to an explosion of squatter communities, tent cities, shantytowns, and urban slums. And while the new government has made rural development a focus, without opportunity creation on a massive scale in India’s 600,000 villages, it will be difficult to achieve a sustainable form of development—one that avoids dividing the country into 200–300 million “haves” and 700–800 million “have-nots.”

In short, nearly two decades of economic globalization, privatization, and free trade have produced mixed results at best. Whereas the wealthy in developed countries have grown richer, and a new middle class has emerged in China and India, the vast majority of nations and people in the world have yet to benefit from the apparent triumph of capitalism and liberal democracy. Even the United States, famous for its economic opportunity, has become increasingly divided into a wealthy elite class and a burgeoning number of unemployed, underemployed, and working poor. America’s vaunted “middle class” has now become the “missing class.”7 Indeed, the $40 trillion–plus world economy is simply not growing fast enough to provide jobs for the tens of millions of young people from around the world joining the labor force each year. Contrary to popular belief, the so-called “roaring ’90s” was actually the slowest-growing decade in the world economy in the past 40 years.8 In fact, the poorest countries in the world have had zero or negative economic growth since the early 1980s.9

Environmental Meltdown?

While developed countries’ economies have indeed become more information- and service-intensive, globally, the unsustainable use of raw materials and fossil energy has exploded during the past 50 years, with dire consequences for the world environment. There is a “clash” all right—not a clash of civilizations as some would have us believe, but a clash of humankind with the Earth’s natural systems. The 2005 publication of the Millennium Ecosystem Assessment provided sobering evidence that we are headed for a global train wreck: Well over a thousand of the world’s leading biologists and ecologists agreed that the majority of the natural systems supporting life on the planet—soils, watersheds, oceans, frontier forests, coastal coral reefs, and the climate system—are in serious jeopardy.10 The scientists warn that ongoing degradation of natural systems is increasing the likelihood of potentially abrupt changes that will seriously affect human well-being, including the collapse of fisheries, dead zones along the coasts, and the emergence of new diseases. Indeed, the proliferation of new viruses such as AIDS, Ebola, and SARS reminds us that the potential for a global scourge is only one plane ride away. Already our cows are mad and the birds are sick with the flu.

The scientific evidence for climate change is now overwhelming, and Al Gore’s award-winning 2006 film, An Inconvenient Truth, provided a much-needed wake-up call that global action is overdue. With the Greenland and West Antarctic ice sheets now melting much faster than predicted, the potential for abrupt, even catastrophic climate change can no longer be ruled out, and a significant rise in ocean levels is now a virtual certainty. Indeed, with the 2006 publication of the Stern Report, it is now clear that inaction on climate change could create the risk of major economic and social disruptions by mid-century, on a scale similar to those associated with the Great Wars and the economic depression in the first half of the twentieth century.11 Even the recent “Climategate” debacle at the University of East Anglia’s Climate Research Unit, while a public relations disaster, does not alter the accumulating weight of the scientific evidence.

The failure of the world community in 2009 to reach consensus in Copenhagen on a unified set of actions to combat climate change serves only to underscore the difficulty of achieving political solutions to such daunting and complex global challenges: Sadly, expecting 192 countries of every shape and size to agree on meaningful actions may simply be a bridge too far.12 Mark Halle at the International Institute for Sustainable Development (IISD) recently observed that the entire UN effort to address climate change is like the beaching of whales: Nobody really understands why presumably healthy creatures head for the beach where they will certainly die and efforts to haul them back to sea are always unsuccessful. As Halle notes, the UN process is like those brave volunteers who pour buckets of water over the whales to keep them hydrated a bit longer.

The Demise of Development

Recent events have also called into question the whole paradigm of international development that has evolved over the past several decades: The Russian fiasco, the Asian financial crisis, and most recently the Argentinean crisis have made it clear that the so-called Washington Consensus, which focuses on “structural adjustment” as its strategy for international development, is coming apart at the seams: The International Monetary Fund, the World Bank, and the World Trade Organization are all under increasing fire, even from insiders such as Jeffery Sachs, Joseph Stiglitz, William Easterly, and George Soros.13 Indeed, the Bretton Woods Institutions, designed after the Second World War to manage the international financial system, no longer appear to be up to the task. Lack of an international standard of value, currency instability, and wild swings in the business cycle have contributed to simultaneous recession in the three major world economies and a lack of investment in the developing world, as well as an ongoing conflict between the short-term financial demands of shareholders and long-term sustainability. Across the developing world, there is less enthusiasm for globalization’s potential to bring prosperity to the masses.14

The 2008 Human Development Report makes it clear that while extreme income poverty (that is, the proportion of those in the world earning less than one dollar per day) might be declining, inequity continues to grow throughout most of the world, and ecosystem destruction makes life increasingly precarious for most of the world’s poor—particularly those in rural areas. Mass migration to cities now appears inevitable unless decline in the rural areas—still home to nearly four billion people—can be reversed. If present trends continue, we could witness over a billion people flooding the already overcrowded squatter communities, urban slums, and shantytowns of the world’s megacities in the coming decade. Migration on this scale has never happened before in the history of our species. And despite the important recent campaign to “Make Poverty History,” it is unlikely that more aid, medicine, bed nets, and fertilizer alone will do the job.

A rising tide of anti-globalization has emerged that combines concerns about environmental degradation, inequity, human rights, cultural imperialism, and loss of local autonomy. Wealthy protesters organize massive demonstrations against multinational corporations and the institutions of global capitalism, such as the WTO and the World Economic Forum. The disenfranchised become increasingly organized—and militant—in their desire to assert their autonomy. Indian-led movements in Bolivia, for example, succeeded in toppling the Western-friendly government in that country and have joined a continent-wide backlash against free-market reforms. Over the past decade, the number of riots and protests in rural China has risen almost exponentially to nearly 100,000 annually, as tens of millions are driven off the land as part of the country’s rapid urbanization policy.15 Many, in fact, assert that the whole concept of “development” must be abandoned in favor of a new concept that gives a greater voice to the views and aspirations of local people.16

In a very real sense, the 2009 global financial crisis was the straw that broke the camel’s back; it served to further erode the already negative image that most people hold about corporations, capitalism, and the profit motive. People from all walks of life began to question the kind of economy that makes sense for their businesses, communities, and families. And while anger was initially directed at the bankers who received hundreds of billions of taxpayer “bailout” money—only to invest it for their own personal gain—the distaste for this brand of greed has caused many to ask deeper questions about the financial system and capitalism in general: Is it the public’s duty to “prop up” unsuccessful companies when capitalism dictates that they should simply fail and be replaced by more innovative, adaptive, or creative players? Why should corporations get “bailed out” when ordinary people are forced to sink or swim on their own? Should any bank or corporation be allowed to become “too big to fail?” What form of economic governance is needed to prevent similar abuses from occurring again in the post-crisis world?

In short, the world today is on a collision course with the future. Drastic changes will be required in the coming decade or two to avert catastrophe. Unfortunately, global responses thus far have been woefully insufficient. Ten years ago, for example, the Millennium Development Goals (MDGs) were adopted by the world’s governments as a blueprint for building a better world for the twenty-first century. The MDGs consist of eight goals to be achieved by 2015 that respond to the world’s main development challenges outlined here. These important goals include: eradicating extreme poverty and hunger, achieving universal primary education, ensuring environmental sustainability, and promoting a global partnership for development.17 Unfortunately, like most international policy documents, the mechanisms for implementation and accountability are unclear.

To make matters worse, the quantifiable targets associated with the MDGs do not go nearly far enough. For example, using 1990 as the baseline, the poverty target for 2015 is to “reduce by half the proportion of people living on less than a dollar a day.” Unfortunately, with population growth, even if the world meets this target, there could still be more people (in absolute numbers) living on less than a dollar a day in 2015 than there were in 1990. The MDGs also aim to “achieve significant improvement in the lives of at least 100 million slum dwellers, by 2020.” Yet, if current trends continue, there may well be over two billion slum dwellers by that time.

The Kyoto Protocol, the international agreement to address climate change, has a similar shortcoming: Its target to reduce greenhouse gas emissions by anywhere from 6–8 percent by 2010 (off a 1990 base) is a great start but does not get us anywhere close to the 70–80 percent real reductions needed to actually stabilize the climate system. To make matters worse, the incremental greenhouse gas reductions resulting from the Copenhagen negotiations in 2009 still fall far short of what most scientists now believe will be necessary to avert catastrophe.

One year after the global financial meltdown, there have been precious few actions taken to re-regulate or change the rules of the game for the global financial system to make it less speculative and more sustainable. Despite widespread calls for “reset” and “reinvention” in the throes of the crisis, now that “stability” has been restored, the more likely scenario is modest reform and a return to “business as usual”—at least until the next crisis hits.

Implications for Corporations

The global dynamics just described have significant implications for large multinational corporations (MNCs), given their centrality to the global economy. There are now more than 60,000 MNCs (defined as any corporation with operations in more than one country) with more than a quarter of a million affiliates around the world. MNCs account for more than 25 percent of world economic output. During the 1990s, foreign direct investment (FDI) by MNCs overtook official development assistance (ODA); by 2000, it exceeded ODA by more than a factor of five. Indeed, MNCs have become the primary instruments of economic globalization, facilitating the diffusion of more efficient and competitive business practices throughout the world.18

However, a growing chorus of voices points out that the process of economic globalization driven by MNCs over the past decades has also had a dark side.19 For example, the 10 largest MNCs have annual sales of more than the GNPs of the 100 smallest, poorest countries in the world, raising concerns about sovereignty and the ability of governments to determine their own fates.20 Given the ability of MNCs to shift resources and production across borders, many have also suggested that they encourage a global “race to the bottom” by chasing subsidies, incentives, and lower costs wherever they might lead, at the expense of national and community interests.21

Of the top 200 MNCs in the world, the vast majority have their origins in the most affluent, developed countries of the world—the United States, European countries, and Japan. A growing number of critics have voiced concern that such corporate dominance is leading to a worldwide commercial monoculture based on the values of Western consumerism and bringing with it the decline of local cultures, products, and traditions.22 Others decry the environmental consequences associated with spreading the energy- and material-intensive industries associated with global capitalism to the rest of the developing world.23

And although MNCs account for a quarter of global economic activity, they employ less than 1 percent of the world’s labor force, while one-third of the world’s willing-to-work population is either unemployed or underemployed.24 Furthermore, while a substantial number of Americans now hold shares in companies either directly or through pension accounts, less than 1 percent of the world’s population participates in the financial markets as shareholders. As a consequence, the wealth created by MNCs accrues almost exclusively to a relatively small number of wealthy people in the world—corporate executives, employees, and Western shareholders.25

We can also discern a similar trend on the corporate investment side, where the vast majority of foreign direct investment (FDI) occurs within the richest countries.26 Investment in emerging markets has been limited largely to the wealthiest of the poor countries or those with the largest potential markets, such as China, India, and Brazil. Even there, most MNC products are aimed at the wealthy, elite customers or those in the rising middle-class segments of the market.27 Virtually no commercial attention has been paid to serving the needs of those at the base of the economic pyramid.28

The result is that during the past 50 years, the gap between the richest and the poorest in the world has continued to widen. In 1960, for example, the richest 20 percent accounted for 70.2 percent of global GDP, while the poorest 20 percent accounted for 2.3 percent (a ratio of 30:1). By 2000, however, this gap had widened considerably: The richest quintile controlled 85 percent of global GDP, while the poorest accounted for only 1.1 percent (a ratio of 80:1).29

Clearly, MNCs alone are not responsible for all these problems: Banks and international financial institutions such as the International Monetary Fund and the World Bank have played a central role. Corrupt and repressive regimes in the poorest countries have also been major contributors to the problem. Still, these dynamics are increasingly being viewed as unacceptable. MNCs, for better or worse, are on the “front line” of globalization. If current trends continue, they can only become more frequent targets of antiglobalization protests, sabotage, and terrorism.

The Fork in the Road

Global capitalism stands at a crossroads: Without a significant change of course, the future for economic globalization, free trade, and multinational corporations appears increasingly bleak. It might be argued, in fact, that global capitalism stands at a juncture similar to the one faced nearly a century ago, at the end of the first era of globalization. Urban squalor, pallid air, labor strife, and rising inequity, along with growing militarism, anarchism, assassination, and terrorism were the order of the day. The outbreak of World War I in August of 1914 literally ended the British-led nineteenth-century global capitalist economy. Between 1914 and 1945, two World Wars, revolution, depression, and fascism almost succeeded in eliminating liberal democracy and capitalism from the face of the Earth. In her classic book, The Proud Tower, Barbara Tuchman made the following observations about the period leading up to the First World War:

Industrial society gave man new powers and new scope while at the same time building up new pressures in prosperity and poverty, in growth of population and crowding of cities, in antagonisms of classes and groups, in separation from nature and from satisfaction in individual work. Science gave man new welfare and new horizons while it took away belief in God and certainly in a scheme of things he knew. By the time he left the Nineteenth Century he had as much new unease as ease.30

Tuchman’s observations are eerily applicable today. Failure to address the challenges we face—from global-scale environmental change, to mass poverty, to international terrorism, to financial collapse—could produce catastrophe on an even grander scale than that experienced in the first half of the twentieth century: Constructively engaging these challenges thus holds the key to ensuring that capitalism continues to thrive in the coming century—to everyone’s benefit. We are faced with nothing less than the challenge of reinventing capitalism for the twenty-first century.

The Brundtland Commission defined sustainable development as that which “meets the needs of the present without compromising the ability of future generations to meet their own needs.”31 It has become increasingly clear that one-size-fits-all solutions for poverty or environmental degradation dictated from the top must give way to local investment and bottom-up entrepreneurial development. The challenge of our time is to transform the millions of towns, small cities, and villages of the world from declining poverty traps into dynamic, opportunity-rich communities—the incubators for the sustainable ways of living of tomorrow. By creating a new, more inclusive brand of capitalism, one that incorporates previously excluded voices, concerns, and interests, the business sector could become the catalyst for a truly sustainable form of global development—and prosper in the process. To succeed, however, corporations must learn how to open up to the world: Strategies need to take into account the entire human community of 6.7 billion, as well as the host of other species with which we share the planet.

Sustainable enterprise thus represents the potential for a new private sector–based approach to development that creates profitable businesses that simultaneously raise the quality of life for the world’s poor, respect cultural diversity, inspire employees, build communities, and conserve the ecological integrity of the planet for future generations. Making such a societal contribution while simultaneously creating shareholder value will take real imagination and a fresh approach to business strategy. These exciting and uplifting challenges are the focus of the pages that follow.
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1. From Obligation to Opportunity

This book takes the contrarian’s view that business—more than either government or civil society—is uniquely equipped at this point in history to lead us toward a sustainable world in the years ahead. I argue that corporations are the only entities in the world today with the technology, resources, capacity, and global reach required. Properly focused, the profit motive can accelerate (not inhibit) the transformation toward global sustainability, with nonprofits, governments, and multilateral agencies all playing crucial roles as collaborators and watchdogs. The book is written with a practical focus and should be of direct use to executives, entrepreneurs, and technologists, as well as business school faculty and students. The contents are equally appropriate, however, for those from the nonprofit world, the public sector, and society at large, especially those interested—and inclined—to collaborate with the private sector.

The book carries an optimistic message. Despite the gathering storm of environmental degradation, poverty, financial crisis, and terrorism, it envisions a central and expanding role for commerce in fostering global sustainability. It foresees massive opportunities for companies both to make money and to make the world a better place, particularly among the four billion poor at the base of the economic pyramid. This book is the result of an intellectual journey that began for me nearly four decades ago. My own personal evolution is reflected in its structure and flow. Allow me to explain.

Having grown up in western New York in the 1950s and ’60s, I have memories of family vacations spent at destinations like Niagara Falls. Although the Falls themselves were indeed magnificent, equally memorable for a 10-year-old was the soot from nearby factories that accumulated on the porch furniture, requiring that we cleaned the furniture daily, lest we ruin our clothes. The accompanying stench was also something to experience. I still remember asking why, in a place of such natural beauty and splendor, did it have to be so polluted? The answer, accepted wisdom in those days, was that this was “the smell of money.” If we were going to have economic prosperity, then we would have to put up with some minor inconveniences, such as soot, stench, rivers that catch fire, and mountains of waste. It was the cost of progress. I remember being singularly unsatisfied by this response.

Fast-forward to 1974. As a freshly minted college graduate headed to Yale for graduate work in the School of Forestry and Environmental Studies, I was convinced that corporations were the “enemy” and that the only way to deal effectively with environmental problems was to “make them pay” through regulation—to internalize their externalities, in the jargon of economics. This was probably a correct perception at that point in history: Large corporations, by and large, had been unresponsive to environmental issues, and it appeared that the only way to deal with the problem was to force them to clean up the messes they were making. The Environmental Protection Agency and scores of other regulatory agencies were created precisely for this purpose. A mountain of command-and-control regulation was passed during the decade of the 1970s, aimed at forcing companies to mitigate their negative impacts.

Regulators and citizen activists, buoyed by their newfound power, increased the pressure on companies through fines, penalties, campaigns, and consent decrees. The courts became clogged with lawsuits aimed at halting projects that were deemed unacceptable due to their environmental or social impacts. Economists of the “environmental” variety wrote books about externalities and the public policies that would be required for them to be “internalized” most efficiently by companies.1 In the process, companies became convinced that social and environmental issues were necessarily costly problems, usually involving lawyers and litigation. For better or worse, the message was that environmental and social issues were “responsibilities” that companies were required to deal with—and it was going to be expensive.

The Great Trade-Off Illusion

There can be no question that command-and-control regulation was of enormous importance; it required, perhaps for the first time, that business address directly its negative societal impacts. Since the time of the industrial revolution, enterprises had relied upon the extraction of cheap raw materials, exploitation of factory labor, and production of mass quantities of waste and pollution (think of those “dark, satanic mills”). Indeed, pollution was assumed to be part of the industrialization process. When economists conceived the concept of externalities, in other words, it seemed virtually impossible that firms could behave in any other manner. For the better part of 200 years, industrial firms engaged in what might be described as “take, make, waste” as an organizing paradigm.2 Command-and-control regulation seemed a necessary and appropriate counter to the prevailing industrial mindset.

Paradoxically, this mindset also resulted in what I call the “Great Trade-Off Illusion”—the belief that firms must sacrifice financial performance to meet societal obligations.3 A massive wall of environmental and social regulation has been spawned over the past 30 years, most of which has been written in a way that makes the Great Trade-Off Illusion a self-fulfilling prophecy. Just track the thickness (and lack of flexibility) of the Code of Federal Regulations in the United States for confirmation.4 Too often, command-and-control regulations prescribed specific treatment technologies without regard to their efficiency or cost-effectiveness.

A generation of businesspeople was shaped by this framing of the situation. Not surprisingly, the managers and executives who rose to prominence during the postwar years were predisposed to think of environmental and social issues as negatives for business. A socially minded executive or company might “give back” to the community through philanthropy or volunteering, but such concerns would certainly never be part of the company’s core activities! The social responsibility of business was to maximize profits, as Milton Friedman advocated, and it seemed clear that social or environmental concerns could only serve to reduce them.5

Even today, this mindset lingers. Try the following thought experiment: Imagine that you are a general manager in a business or company of your choosing. Your assistant calls saying that the environment, health, and safety (EHS) manager and the public affairs director are in your outer office, and they say the matter is urgent. What is your first reaction? If you are honest with yourself, you will have to admit that the first thoughts that come to mind are something like: problem, crisis, spill, incident, accident, boycott, protest, lawsuit, fine, or jail time. Your first instinct was probably to head for the back door of your office to escape.

But now try a second thought experiment: Your assistant calls saying that the heads of marketing and new product development are in your outer office, and they are anxious to meet with you. Now, what is your first reaction? What thoughts or issues come to mind? In all likelihood, your mind probably flashes to images like: breakthrough, opportunity, blockbuster, innovation, or growth. Your first instinct is to run to the front door of the office to let them in.6

The Great Trade-Off Illusion trained a generation of corporate, business, and facility-level managers to assume that societal concerns could only be drags on their business. As a consequence, their attitude tended to be reactive—they would do only the bare minimum necessary to avoid legal sanction. Unfortunately, when lawmakers and activists unfamiliar with operations or market dynamics write the rules for compliance, it is a virtual certainty that the rules will not integrate well with company strategy or operations. Taking a reactive posture thus doomed companies to a decade or more of onerous regulations that treated the symptoms rather than the underlying problems. These regulations targeted specific wastes, emissions, pollutants, and exposure levels through command-and-control-style rules that forced companies to deal with problems “at the end of the pipe” rather than addressing them as part of their core strategy or operations. Unfortunately, pollution-control devices can never improve efficiency or produce revenue; they can only add cost.

The Greening Revolution

The decade of the 1980s brought with it a growing sense of unease with command-and-control regulation. Despite enormous expenditures, it was not at all clear that the end-of-the-pipe approach to pollution control and regulation was working.7 Alternatives such as market-based incentives and tradable emission permits demonstrated that pollution levels could be reduced in a dramatically more efficient and cost-effective manner. In Europe, a more collaborative and goal-oriented approach to regulation was the norm; the focus was on actual environmental and social improvement rather than the specification of particular treatment technologies or pollution control devices.

I, too, was undergoing a transformation of sorts. In 1986, I joined the faculty at the University of Michigan Business School, having completed my doctoral work in strategy and planning in 1983. My transition from a regulatory to a business strategy orientation reflected my own growing disenchantment with the command-and-control approach to dealing with environmental and societal problems. Rather than simply trying to halt polluting projects or mitigate damage, I became increasingly interested in understanding why such seemingly bad projects were being proposed in the first place.

This change proved fortuitous: By the late 1980s, there was a growing receptivity to environmental and social issues within companies—and business schools. As luck would have it, this openness developed through innovation in another arena: quality management. As you might recall, in the late 1970s and early 1980s, Japanese companies were literally overrunning their American and European competitors with higher-quality and lower-cost goods. From steel makers to automobile firms, to consumer electronics manufacturers, companies were scrambling to match the Japanese quality advantage. Because of widespread plant closures and downsizing, there was palpable concern that the West would lose to “Japan, Inc.”8

After three glorious postwar decades of high-volume, standardized mass production with quality inspected in (after the fact) rather than built in (as part of the design and production process), Western companies were being out-competed by a new and better way. Instead of countering with their own unique strategies, American and European companies became obsessed with learning and copying the ways of Japanese quality management.9 Among other things, they built the capacity for “continuous improvement” (kaizen) into the management system by empowering workers to improve their work processes rather than blindly following prescribed procedures. Managers’ mindsets changed from a fixation on centralized control and a “results” orientation (detecting defects and fixing them) to a preoccupation on decentralization and a “process” orientation (improving the management system so that employees could prevent quality problems from occurring in the first place).10

Shattering the Trade-Off Myth

The confluence of the quality and environmental movements was a marriage made in heaven: By the late 1980s, it had become clear that preventing pollution and other negative impacts was usually a much cheaper and more effective approach than trying to clean up the mess after it had already been made. The emergence of market-based incentives such as tradable emission permits made prevention even more appealing. Furthermore, the discipline of quality management could be easily expanded to incorporate social and environmental issues. In the early 1990s, this confluence produced a flurry of so-called environmental management system (EMS) approaches and “total quality environmental management” protocols, culminating in the advent of the International Standards Organization (ISO) 14001, the environmental equivalent of ISO 9000 for quality.

Community advisory panels and stakeholder dialogue intended to involve affected parties in company affairs instead of doing battle in court proved to be a much more effective way to maintain legitimacy and the “right to operate.” Indeed, in designing its self-regulation program called Responsible Care, the chemical industry enshrined the principles of pollution prevention and community engagement as part of its product stewardship process. In short, the quality revolution taught us that muda (waste) was the enemy of good management. Pollution and litigation were the ultimate forms of muda.

As social and environmental issues became more deeply embedded in the ongoing operations of enterprises, managers began to see that corporate and societal performance need not be separated. Whereas companies previously sought to first make money through their business operations and then give back to society through philanthropy, now these two agendas could be merged. What had been a virtual firewall separating business from philanthropy was now transforming into a host of new and creative approaches to combining the two through corporate partnerships with nongovernmental organizations, strategic philanthropy, and other forms of social innovation.11

Furthermore, in certain situations, preventing pollution through process or product redesign could actually save money, reduce risk, and even improve products for the firm. An extensive body of research began to document the situations and contexts in which pollution prevention and product stewardship resulted in superior financial performance.12 Not surprisingly, parlaying environmental and social performance into improved business performance required a set of supporting or complementary capabilities, such as employee empowerment, quality management, cross-functional cooperation, and stakeholder engagement. This meant that the greening revolution had not only succeeded in elevating the significance of social and environmental issues, but it also had converted them from expensive problems into strategic opportunities for certain firms with the necessary skills, capabilities, and leadership vision.13

Breaking Free of Command-and-Control

Accompanying the greening revolution in the corporate sector was the emergence of a new philosophy in regulation and public policy that recognized the limitations (and expense) of conventional regulation and the end-of-the-pipe mentality. In response, a slew of new voluntary initiatives were introduced that recognized the power of information disclosure and transparency.14 The pioneering initiative was the Toxic Release Inventory (TRI) in the U.S. Passed in 1988 as a rider on the Superfund Reauthorization (the law establishing strict liability for toxic waste sites), the TRI received relatively little attention in its early days. This seemingly innocuous provision required only that manufacturers disclose their use, storage, transport, and disposal of more than 300 toxic chemicals (all of which were perfectly legal at the time). Much to everyone’s surprise, this data, maintained by the U.S. Environmental Protection Agency, became an important new source of information for activist groups, the media, and third-party analysts to track corporate environmental performance. Top 10 lists of corporate polluters became de rigeur.

The TRI also provided, for the first time, a metric for corporate and facility managers to track their own firms’ performance and benchmark it against competitors. What gets measured gets done. Ten years later, toxic emissions in the United States had been reduced by more than 60 percent, even though the U.S. economy boomed during the 1990s. Indeed, many companies actually saved tens of millions of dollars in the process of reducing or eliminating their toxic emissions.15 We could argue that the TRI was one of the most important and effective pieces of social legislation ever passed. And it required nary a lawsuit, court battle, or inspector to make it happen. Since then, many developing countries have adopted a similar philosophy of transparency and information disclosure as the basis for their environmental policies, given that these can be implemented at a fraction of the cost of command-and-control regulations.

Equally important was the advent of “extended producer responsibility” laws, primarily in Europe.16 Quite simply, these laws stipulate that manufacturers are responsible for the products they create all the way to the end of their useful lives. Beginning with regulations on packaging waste in Germany in the late 1980s, these laws now extend to several industrial sectors, including automobiles, consumer electronics, and computers. Requiring that producers take back their products after they have reached the end of their lives has obvious effects on the way companies go about designing products in the first place. This simple requirement has fomented a revolution in product stewardship and “green design” protocols, using life-cycle management as its core principle. Rather than focusing only on the phase of the product’s life cycle that the company controls (manufacture or assembly), product stewardship means designing products to take account of their entire life cycle, from the sourcing of raw materials and energy from the Earth to the reuse, remanufacture, or return of the materials to the Earth. Rather than thinking linearly, in terms of “cradle to grave,” increasingly, designers think cyclically, in terms of “cradle to cradle.”17

In the process, companies have discovered that life-cycle design principles can yield competitively superior products. During the early 1990s, for example, Xerox pioneered take-back, remanufacturing and design-for-environment strategies in the photocopier business and reaped significant competitive benefits. Given the company’s extensive field presence for servicing commercial copiers, it was relatively easy to take back used machines, refurbish parts and components, and produce a line of remanufactured machines. However, it was not until the mid-1990s that Xerox actually began to design copiers with an eye toward taking them back. This program, dubbed Asset Recycle Management, was founded on the notion that by reusing assets as many times as possible (recall that most Xerox commercial copiers were leased, not owned by customers), the company would not only reduce its environmental footprint, but also lower its costs and increase its return on assets. It set the goal of producing “waste-free products from waste-free factories.”18 By the late 1990s, Xerox was saving close to $500 million per year through this program, a figure approaching 2.5 percent of company sales. In fact, it can be argued that, given Xerox’s failure to shift its strategy toward printers (considering documents were increasingly being stored electronically and printed rather than duplicated), the Asset Recycle Management Program kept the company afloat for much of the 1990s.

As the green revolution progressed, leading companies began to shift their energy and attention more toward proactive strategies that reduced waste, emissions, and impacts while simultaneously reducing costs and risks. Paying real money for raw materials and inputs only to dump substantial amounts of these into the environment in the form of waste made little economic sense. In fact, Dow Chemical estimated in the early 1990s that reactive efforts such as regulatory compliance, cleanup, and remediation result in returns in the range of -60 percent while proactive initiatives typically produce positive returns in excess of 20 percent.19 The problem was that most corporate activity (perhaps as much as 90 percent) was still of the reactive variety. The challenge was to transform the portfolio so that more was of the proactive sort. Ultimately, the goal is to get out of the regulatory compliance business entirely.

It was becoming clear that under the right circumstances, firms could actually improve their own competitive position by creating societal value. They could, for example, lower costs by internalizing externalities through pollution prevention. Furthermore, through product stewardship, it was sometimes possible to supply public goods and achieve superior performance. Witness Volvo’s new radiator that actually cleans the air as it cools the engine or BP’s climate-change policy that reduces its greenhouse gas emissions while reducing its costs. We should emphasize, however, the caveat “under the right circumstances:” Only through creativity, imagination, and the persistent development of particular skills and capabilities can firms simultaneously optimize financial, social, and environmental performance.

By the early 1990s, the greening revolution had led to the creation of a new dual-degree program at the University of Michigan involving both the Business School and the School of Natural Resources and Environment: the Corporate Environmental Management Program (CEMP), now the Erb Institute’s dual masters program. Integrating pollution prevention and product stewardship into the management curriculum was the backbone for this program. As the founding director of CEMP, I had completed a virtual turnabout: It was now clear to me that the corporate sector itself was the key leverage point for achieving substantial and lasting change in societal performance and that financial performance need not suffer in the process. I could finally put aside the demons from the past associated with “the smell of money.” I came to realize instead that pollution was the smell of waste and poor management.

Beyond Greening

Yet this personal reconciliation was by no means the end of the road. The corporate “greening” initiatives of the late 1980s and early 1990s—pollution prevention and product stewardship—were important first steps. They shattered the myth that business should treat societal issues as expensive obligations. Instead, seen through the prism of quality and stakeholder management, these issues could become important opportunities for the company to improve its societal and operating performance simultaneously. A growing body of research pointed to the potential for enhanced financial performance through well-executed pollution prevention and product stewardship strategies. Pioneers such as 3M, Dow, and Dupont realized significant cost reductions and enhanced reputations as a result of their activities. The World Business Council for Sustainable Development, with its mantra of “eco-efficiency,” helped to erase the false dichotomy between business and environmental performance.

However, greening alone fell well short of what was possible—and needed: Incremental improvements to current product systems and production processes only slowed the rate of environmental damage. Sustainability means inventing a new form of “natural capitalism.”20 As University of Virginia architect Bill McDonough points out, greening is akin to heading in the wrong direction, but at a slower rate of speed—being less bad. Sustainability, however, means actually turning around and heading in the right direction—being more good. It is, as McDonough and his colleague Michael Braungart point out, the difference between being eco-efficient and being eco-effective.21

Furthermore, most corporations continued to serve the needs of the wealthy exclusively while exploiting the developing world primarily for its abundant resources and cheap labor pool. A sustainable form of global enterprise would instead seek to create corporate and competitive strategies that simultaneously deliver economic, social, and environmental benefits for the entire world.22 By the mid-1990s, it was clear that the corporate agenda was much bigger than just greening—and that the business opportunity was much more substantial as well. This was the key message of my 1997 McKinsey award-winning article in the Harvard Business Review, “Beyond Greening: Strategies for a Sustainable World.” It was also my primary motivation for moving to the University of North Carolina at Chapel Hill in 1998 to become the founding director of the Center for Sustainable Enterprise at the Kenan-Flagler Business School.

Corporations were being challenged to move beyond greening, first by pursuing new technologies that had the potential to be inherently clean (renewable energy, biomaterials, wireless IT), and second by reaching out to bring the benefits of capitalism to the entire human community of 6.7 billion people (rather than just the one billion at the top of the economic pyramid). In recognition of this challenge, my colleagues at UNC and I launched in 2000 The Base of the Pyramid Learning Laboratory, a consortium of large corporations, new ventures, and nongovernmental organizations (NGOs) all focused on how best to serve the needs of the four billion people at the base of the economic pyramid (BoP) in a way that is culturally appropriate, environmentally sustainable, and economically profitable.

By moving beyond greening, companies hope not only to address mounting social and environmental concerns, but also to build the foundation for innovation and growth in the coming decades. In so doing, they would outperform their competitors in today’s businesses and, even more importantly, outrun them to tomorrow’s technologies and markets. In short, sustainable global enterprises would create competitively superior strategies that simultaneously move us more rapidly toward a sustainable world.

In fact, over the past decade, there has been an explosion of clean technology investment—a veritable “revolution.”23 Venture capitalists have pumped in excess of $20 billion into clean tech companies since 2005. The Obama administration has pledged more than $100 billion for clean technologies, and China plans to invest $200 billion.24 There are now literally thousands of new “clean tech” startups flush with investment capital, particularly in the strategically significant arenas of biofuels, renewable energy, and biomaterials.

Alongside the “clean tech” revolution, commercial strategies for serving the bottom (or base) of the income pyramid have also emerged over the past decade. Dozens of global corporations and hundreds of smaller social enterprises around the world have now initiated or deepened commercial experiments to serve the four billion poor who have been largely bypassed by economic globalization to date. These early initiatives may hold the keys to a new, more inclusive form of capitalism.25

Exhibit 1.1 summarizes the evolutionary path that corporations have followed over the past 50 years. Crossing the chasm from seeing societal performance as a trade-off or obligation (the left side of the figure) to a possible win-win opportunity (the lower-right side) was the major breakthrough of the 1980s. By 2000, many large corporations had internalized the capabilities and disciplines associated with greening, although some still had a long way to go. As a result, the competitive front migrated to the “beyond greening” domain (the upper-right portion).

Exhibit 1.1 The Long and Winding Road
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Rather than seeking incremental improvements to what already exists, moving beyond greening often means pursuing innovations that may make obsolete what currently constitutes the company’s core business—it is an inherently disruptive act. Thus, given its focus on new technologies and markets, the “beyond greening” space is blessed with much greater opportunities, but also fraught with bigger risks. One case in particular—Monsanto’s controversial entry into genetically modified seeds—illustrates the potential opportunities and pitfalls of pursuing such strategies.26

Raging Against the Machine

In the mid-1990s, new CEO Robert Shapiro sought to revolutionize Monsanto. Through the power of his vision, he hoped to convert the firm from a chemicals manufacturer to a life-sciences company focused on “Food, Health, and Hope.” Consistent with this vision, Shapiro spun off several strategic business units (SBUs) associated with the organization’s chemicals business heritage, retaining only those closely tied to its life sciences focus. Simultaneously, he took the company on an acquisition binge, aggressively buying up biotech and seed companies, and accumulating huge debt in the process. The more focused—and leveraged—company then set out on a rapid growth strategy to make agricultural biotechnology a practical reality.

Shapiro also articulated how Monsanto’s genetically engineered seeds gave the firm an advantage in the drive toward sustainability because they could increase farmers’ yields, reduce pesticide use, and help to deliver nutrients to the world’s chronically undernourished poor. In the space of a few years, Monsanto convinced farmers to plant nearly 60 million acres in the U.S. in genetically modified crops. In 1997, Shapiro also launched a new Sustainable Development Sector, empowering dozens of internal champions to identify and grow the new businesses of the future that would address global social and environmental concerns in an economically profitable manner. Between 1995 and 1997, Monsanto’s stock price soared amid rosy projections of blockbuster products and rapidly expanding markets for agricultural biotechnology.

As a result of these developments, Monsanto was thrust into the public eye in a way that few companies had ever been in the past. Shapiro’s portrayal of biotechnology’s role in the future of agriculture generated unprecedented levels of public attention and scrutiny. This scrutiny resulted in problems for Monsanto as critics cast bright lights on incidents in which company actions did not match the spirit of Shapiro’s vision.

For example, when Monsanto attempted to launch its genetically modified seeds in Europe, it met intense resistance from organic farmers and environmentalists, despite the fact that all the necessary regulatory approvals had been secured. Some Monsanto managers hired private investigators to ensure that customers (farmers) were not illegally saving Monsanto’s genetically modified seed for replanting the following year. These actions and others alienated many who called into question Monsanto’s true dedication to sustainable development and environmental stewardship. Shapiro’s vision, in other words, did not always align with the actions taken by people in the company.

Other stakeholder groups included the millions of small farmers in developing countries such as India. These farmers protested against Monsanto in the streets, fearing that the company would enforce patents on essential grains and make them pay international prices for the seed they planted. Moreover, the farmers were concerned that Monsanto’s patent ownership (via acquisition) of the “terminator” gene (seed-sterilization technology) would not allow them to practice the age-old tradition of propagating seeds from their own crops.

Regrettably, Monsanto did not enable these voices to reach business decision makers. The firm consulted with its immediate customers (large-scale farmers), regulators, and consumer groups in the United States. Despite efforts by the company’s Sustainable Development Sector to access other voices, the business decision makers did not consider consumer groups in Europe or small farmers in developing countries to be legitimate or persuasive, even if their claims seemed urgent.

Instead of becoming a more open, innovative culture, the firm became more defensive and had to back away publicly from several of its biotechnology initiatives under pressure from growing protest. Indeed, in October 1999, Monsanto publicly apologized for its behavior: “Our confidence in this technology (genetic engineering) and our enthusiasm for it has, I think, been widely seen, and understandably so, as condescension and indeed arrogance.”27 External support for the firm’s strategy had eroded, and in late 1999, the company followed through on merger talks with pharmaceutical maker Pharmacia & Upjohn. This move effectively ended the Shapiro era of sustainability-driven corporate strategy at Monsanto.

Smart Mobs Versus Smart Globalization

How do we account for the rapid rise—and even more precipitous fall—of a major corporation such as Monsanto, which had done nothing wrong according to society’s legal and regulatory institutions and had, in fact, transformed its business model to add value to its customers while reducing environmental impact?28 Certainly, the emergent nature of biotechnology had something to do with the problems that Monsanto experienced. Indeed, an accelerating pace of technological change appears to be generating ever-faster cycles of creative destruction.29

Yet there is even something more fundamental at work here. The power of governments has eroded in the wake of globalization and the growth of transnational corporations with global supply chains that span several continents. NGOs and civil society groups have stepped into the breach, assuming the role of monitor and, in some cases, enforcer of social and environmental standards.30 Today, for example, there are more than 50,000 international NGOs, compared to fewer than 20,000 only a decade ago.31

At the same time, the spread of the Internet and other information technologies has enabled not only these groups, but also millions of individuals, to communicate with each other in ways that were unimaginable even a decade ago.32 Indeed, Internet-connected coalitions of NGOs and individuals—smart mobs—are now making it impossible for governments, corporations, or any large institution to operate in secrecy.33 The varied claims of these smart mobs have created a dynamically complex business environment in which organizations find it difficult to determine what knowledge is relevant for managing strategic change; just ask senior managers at Shell, Nike, the World Trade Organization, or the World Economic Forum.

As might be expected, the past decade has been a combination of good news and bad news for Monsanto. In 2000, it merged with Pharmacia and Upjohn and was incorporated as a subsidiary called “Monsanto Ag Company.” Later that year, its name was changed to “Monsanto Company” when a Separation Agreement transferred the operations, assets, and liabilities from Pharmacia to the subsidiary. But name and legal changes haven’t deterred the company’s critics. Abroad, the company has been under fire in India (where a number of farmer suicides have been linked to Monsanto’s high Bt cotton seed price), in South Africa (where farmers have experienced reduced maize yields due to variations in pollination), and in Europe (where labeling laws were passed in 2004 to appease anxiety over the possible risks of GM foods).

At home, legal battles haven’t helped the company’s image: Since the late 1990’s, Monsanto has filed some 140 lawsuits against U.S. farmers for claims of seed patent infringement.34 However, despite this continued public scrutiny, the company has created economic value with its GMOs. In 2009, it sold $7.3 billion in GMO products (versus competitor DuPont’s $4 billion) and has seen sales increase at an annualized 18% rate over the past five years. And as a testament to its economic success, Monsanto was named Forbes’ Company of the Year for 2009.35 The question is: Has Monsanto really found its groove, or is it just a matter of time until the next stakeholder swarm takes the company down again?

As the Monsanto case illustrates, most companies still tend to focus management attention only on known, powerful, or “salient” stakeholders—those who can directly impact the firm.36 Even recent efforts at “radical transparency,” the complete and truthful disclosure of an organization’s plans and activities, appear inadequate because they entail reporting only what has already been decided or, in fact, accomplished. Yet in a world of smart mobs, firms cannot manage stakeholders. Instead, swarms of stakeholders self-organize on the Internet in chaotic and unpredictable ways.

Groups at the “fringe” of a firm’s stakeholder network can acquire an important voice in such swarms. To avoid the wrath of the smart mob, it has now become essential to proactively seek out the voices from the fringe that had previously been ignored. To survive and compete for the future, firms must harness these voices to identify creative new business models and opportunities. The tyranny of the smart mob can yield to a new form of what might be called “smart globalization:” growth via disruptive business models that address the social and environmental concerns of fringe stakeholders.37

Becoming Indigenous

The Monsanto experience holds an important lesson: If corporate sustainability strategies are narrowly construed, they will fall seriously short. It is not enough to develop revolutionary technology with the potential to leapfrog currently unsustainable methods. Antiglobalization demonstrators have made it apparent that if corporate expansion is seen to endanger local autonomy, it will encounter vigorous resistance. Multinationals seeking new growth strategies to satisfy shareholders increasingly hear concerns from many quarters about consumer monoculture, labor rights, and cultural hegemony. As long as multinational corporations persist in being outsiders—alien to both the cultures and the ecosystems within which they do business—it will be difficult for them to realize their full commercial, let alone social, potential.

Today corporations are being challenged to rethink global strategies in which one-size-fits-all products are produced for the global market using world-scale production facilities and supply chains. Even so-called locally responsive strategies are often little more than pre-existing corporate solutions tailored to “fit” local markets: Technologies are frequently transferred from the corporate lab and applied in unfamiliar cultural and environmental settings; unmet needs in new markets are identified through demographic (secondary) data. The result is stillborn products and inappropriate business models that fail to effectively address real needs. As GE CEO Jeff Immelt recently noted, existing large corporations will be pre-empted by more nimble local players from the developing world unless they learn how to innovate from the ground up—what he calls “reverse innovation.”38

Indeed, in response to the failure of traditional development assistance and large corporations’ inability to effectively address the needs of the poor, “social entrepreneurship” has burst onto the scene.39 Rather than innovating from within existing institutions, this new breed of change agent seeks to launch new enterprises that address directly the problems of poverty, inequity, and unsustainability. Led by organizations such as Ashoka and Grameen Bank, there are now thousands of such fledgling enterprises around the world, each seeking to develop the new strategies and business models needed to catalyze social change.

The past decade has also seen the emergence of a new brand of financier—the “patient capitalist.” Patient capitalists are not aid agencies or large corporations, but rather groups of investors and intermediaries focused on supporting small, high-impact entrepreneurs on the ground. This emerging sector includes groups such as the Acumen Fund, E+Co, Root Capital, Grassroots Business Fund, Intellicap, Microvest, New Ventures, and Technoserve. Taken together with the rapidly growing social investing, clean tech investing, and microfinance sectors, we are witnessing the birth of an entirely new industry—impact investing. Indeed, at the 2009 Clinton Global Initiative, the Global Impact Investing Network (GIIN) was announced as a vehicle for accelerating the development of this new financial sector.

Clearly then, the next challenge for large corporations will be learning how to become “indigenous” to the places in which they operate (see Exhibit 1.2). Doing so will require that they first widen the corporate bandwidth by admitting voices that have, up to now, been excluded; this means becoming radically transactive rather than just radically transparent. It will also entail the development of new “native” capabilities that enable a company to develop fully contextualized solutions to real problems in ways that respect local culture and natural diversity. When combined with multinational corporation’s (MNC) ability to provide technical resources, investment, and global learning, native capability can enable companies to become truly embedded in the local context. It was with this realization that I embarked on a new professional challenge in 2003, having accepted the Samuel C. Johnson Chair in Sustainable Global Enterprise at Cornell University’s Johnson School of Management. Our initiative at Cornell has spawned a new effort, the Base of the Pyramid Protocol, which seeks to develop a practical approach for becoming indigenous.

Exhibit 1.2 Indigenous Enterprise: The Next Sustainability Challenge
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Unilever’s Indian subsidiary, Hindustan Lever Limited (recently changed to Hindustan Unilever Limited), provides an interesting glimpse of the development of native capabilities in its efforts to pioneer new markets among the rural poor.40 Hindustan Lever Limited (HLL) requires all employees in India to spend six weeks living in rural villages, actively seeks local consumer insights and preferences as it develops new products, and sources raw materials almost exclusively from local producers. The company also created an R&D center in rural India focused specifically on technology and product development to serve the needs of the poor. HLL uses a wide variety of local partners to distribute its products and also supports the efforts of these partners to build local capabilities. In addition, HLL provides opportunities and training to local entrepreneurs and actively experiments with new types of distribution, such as selling via local product demonstrations and village street theaters.

By developing local understanding, building local capacity, and encouraging a creative and flexible market development process, HLL has been able to generate substantial revenue and profits from operating in low-income markets. Today more than half of HLL’s revenue comes from customers at the base of the economic pyramid. Using the approach to product development, marketing, and distribution pioneered in rural India, Unilever has also been able to leverage a rapidly growing and profitable business focused on low-income markets in other parts of the developing world. Not surprisingly, Unilever has encountered challenges and bumps in the road in its journey to reach the base of the pyramid; these are discussed in later chapters. Importantly, however, through its strategy, the company has created tens of thousands of jobs, improved hygiene and quality of life for millions, and become a partner in development with the poor themselves.

The Road Ahead

To summarize, the greening initiatives of the late 1980s and early 1990s were revolutionary, if insufficient, steps: They repositioned social and environmental issues as profit-making opportunities rather than profit-spending obligations. More recent “beyond greening” strategies are even more significant: They hold the potential to reorient corporate portfolios around inherently clean technologies and create a more inclusive form of global capitalism that embraces the four billion poor at the base of the economic pyramid. If narrowly construed, however, such strategies still position MNCs as outsiders, alien to both the cultures and the ecosystems within which they do business. The challenge is for multinationals to move beyond “alien” strategies imposed from the outside to become truly indigenous to the places in which they operate. To do so will require companies to widen their corporate bandwidths and develop entirely new “native” capabilities that emphasize deep dialogue and local codevelopment. A more inclusive commerce thus requires innovation not just in technology, but also in business models, business processes, and mental frames.

Indeed, over the past ten years, “Clean Technology” and “Base of the Pyramid” strategies have exploded onto the scene, and social entrepreneurship has emerged as a new force for innovation. Each strategy provides important pieces to the sustainable enterprise puzzle: The former contributes “next generation” technologies with dramatically lower environmental impacts, and the latter creates innovative new ways to reach and include all of humanity in the capitalist dream. Yet each also comes with its own baggage and blind spots. Therefore, a crucial next step is to converge these strategies into what I call the “Green Leap.” Such a strategic convergence recognizes that clean technologies are almost always “disruptive” in character. (That is, they threaten incumbents in current served markets at the top of the pyramid.) As a result, the base of the pyramid might be the best place to focus initial commercialization attention. At the same time, the Green Leap approach also recognizes that successful strategies must be cocreated with communities and local partners so as to ensure cultural embeddedness, rather than imposing technological solutions from the top down.41

Given the urgency of both the need and opportunity described here, Cornell’s Center for Sustainable Global Enterprise launched the Cornell Global Forum on Sustainable Enterprise—an initiative to accelerate the rate of change toward this Great Convergence in the world. Indeed, nearly 100 of the world’s leading practitioners on the forefront of the “Green Leap” participated as delegates to explore entrepreneurial strategies for the growth and scaling of ventures in the “convergence zone.” The inaugural Global Forum was held in New York City, June 1–3, 2009, and the plan is to build this initiative into a growing global social network and an ongoing business movement.

Thus, as we enter the second decade of the new millennium, capitalism truly does stand at a crossroads. The old strategies of the industrial age are no longer viable. The time is now for the birth of a new, more inclusive form of commerce, one that lifts the entire human family while at the same time replenishing and restoring nature. The path to a sustainable world, however, will be anything but smooth. It will be a bumpy ride strewn with the remains of companies that variously dragged their feet, made promises they could not keep, bet on the wrong technology, collaborated with the wrong partners, and separated their social and business agendas. Only those companies with the right combination of vision, strategy, structure, capability, and audacity will succeed in what could be the most important transition period in the history of capitalism.

Overview of the Book

This chapter has provided a guided tour of the argument contained in this book. The book itself is divided into three parts. Part One, “Mapping the Terrain,” provides the background and context for the chapters that follow; it describes the global situation and establishes the business case for pursuing strategies that aim to solve social and environmental problems. It also outlines the challenges and opportunities that remain to be addressed, particularly those that involve the development of new, more sustainable technologies and the needs of the four billion people who have been largely bypassed thus far by globalization. Part Two, “Beyond Greening,” then develops the logic and content of these “beyond greening” strategies in more depth. Finally, in Part Three, “Becoming Indigenous,” I suggest how corporations might begin to move beyond even these strategies for sustainability by learning to become more embedded in the local context. Learning to become indigenous, I argue, is the next strategic challenge on the road to building a sustainable global enterprise.

Chapter 2, “Worlds in Collision,” places the global challenges associated with sustainability in the larger context. It seeks to cut through the complexity by providing a readily digestible framework for thinking about the current global situation, characterizing it as the collision of three economies or worlds—the money economy, the traditional economy, and nature’s economy. Ultimately, the challenge is to develop a sustainable global economy: an economy that the planet is capable of supporting indefinitely, while simultaneously providing for the entire human community in a way that respects cultural, religious, and ethnic diversity. This chapter seeks to put this challenge into perspective and offers some thoughts about appropriate roles for companies.

Chapter 3, “The Sustainable Value Portfolio,” closes out the first section of the book by developing a detailed framework for connecting the agendas of sustainability and value creation. Just as companies must succeed on many fronts in order to create shareholder value, so, too, must they master economic, social, and environmental challenges to achieve sustainability. These challenges affect virtually every aspect of a firm’s strategy. There need not be a trade-off between stakeholder satisfaction and value creation. The chapter makes clear that although the biggest opportunity for the future lies in moving beyond greening, most companies still focus virtually all their attention on greening or (worse) mere compliance.

Part Two of this book develops the strategies that move beyond greening in greater depth. Chapter 4, “Clean Technology and Creative Destruction,” articulates the strategic logic for pursuing leapfrog strategies to clean technology in ways that open exciting new growth markets but also often make the firms’ existing technologies and products obsolete. The chapter also shows how the lens of whole-systems thinking can help to prioritize investment in the new technologies and capabilities that will be important to the future competitiveness of the enterprise.

Chapter 5, “Innovation from the Bottom-Up,” demonstrates why the four billion people at the base of the world economic pyramid represent the most attractive early market for many of the most exciting new clean technologies. Because most such technologies are disruptive and will, therefore, be resisted by established markets, the vast underserved populations in shantytowns and rural villages offer the most promising places to incubate and grow the technologies of tomorrow. In the process, they also provide platforms for new growth industries that hold the potential to revolutionize markets at the top of the pyramid—and move us much more rapidly toward a sustainable world.

Chapter 6, “Raising the Base of the Pyramid,” articulates some basic principles for successfully tapping into these emerging markets and shows how effective strategies will generate not only corporate growth and profits, but also local jobs, livelihoods, and solutions to social and environmental problems. By removing the constraints imposed on the poor, increasing their earning power, and creating new potential in poor communities, companies can identify and pursue previously invisible opportunities. To be successful in these new markets, therefore, companies must seek to actually raise the BoP through their commercial models, making the measurement and tracking of “triple bottom line” impacts increasingly important.

Finally, Part Three of this book critically evaluates early “beyond greening” experiences and offers some prescriptions for how to move toward a more indigenous and embedded form of commerce. Chapter 7, “Broadening the Corporate Bandwidth,” first describes how the existing conceptions of “development” and “modernization” reflect a Western cultural bias and a preoccupation with simply raising income and GDP per capita. Together, these shortcomings significantly hinder efforts to imagine and build communities and markets at the base of the pyramid. To successfully serve the needs of the entire human community, therefore, corporations must broaden their bandwidth and expand their conception of the global economy to include the myriad other forms of economic activity beyond the formal economy. Radical transactiveness is the tool proposed to enable companies to hear the true voices of those who have been marginalized or ignored by globalization.

Chapter 8, “Developing Native Capability,” then shows how to avoid the trap of simply “selling to the poor.” Development at the base of the economic pyramid does not follow traditional patterns found in the developed world. Indeed, the chapter shows that success in this space means engaging in deep dialogue, coinventing solutions, starting small, building trust, and developing an ecosystem of local partners on the ground. To be successful, therefore, companies must consciously develop “next generation” skills needed to create mutual value in the BoP. Native capability thus enables global firms to move beyond the existing multinational model, with its emphasis on global supply chains, world scale, and centrally developed—and often alien—solutions.

Chapter 9, “Re-Embedding Innovation Strategy,” builds on the previous chapter by first demonstrating why, at this point in history, it is so important that capitalism become reintegrated into society. Many BoP strategies that appear on the surface to be embedded can actually remain disconnected unless explicit attention is paid to the process by which they are created in the first place. The chapter thus focuses on a specific business process methodology for becoming embedded—the Base of the Pyramid Protocol. Through an analysis of selected applications of this approach over the past five years, the chapter lays out the key challenges to and important lessons for cocreating sustainable, locally embedded enterprises that also have the potential to scale.

The final chapter suggests how to go about actually “Building the Sustainable Global Enterprise.” Most of the book focuses on what companies might do to pursue the sustainability path—the strategies, practices, and capabilities that are required. What is less clear is how to pursue this path, particularly within the context of large, incumbent, multinational corporations. This chapter therefore closes with some thoughts on what it will take for leaders and change agents to make this happen in the real world of budgets, bosses, quarterly earnings reports, discounted cash flow analysis, and the discipline of the investor community. Specifically, this chapter lays out a framework for building the organizational infrastructure for sustainability.
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2. Worlds in Collision

Nearly three decades ago, environmentalists made this simple but powerful observation. The total environmental impact (I) created by human activity on the planet is a function of three factors: population (P); affluence (A), which is a proxy for consumption; and technology (T), which is how wealth is created. The total environmental impact of human activity can thus be expressed as a formula: I = P × A × T.1

Achieving sustainability will require stabilizing and ultimately reducing the human impact on the planet. We can do that by drastically decreasing the human population, lowering the level of affluence (consumption), or fundamentally changing the technology used to create wealth—effectively moving technology (T) into the denominator of the formula. The first option, decreasing population, is not feasible short of draconian political measures unless we experience a major public health crisis that causes mass mortality (such as a global pandemic created by a new disease). Indeed, while the rate of population growth is slowing, it is not expected to stabilize until midcentury, at somewhere between eight billion and ten billion.

The second option, decreasing the level of affluence, is also not viable; it would only make sustainability harder to achieve because poverty and population growth go hand in hand. Demographers have long known that birth rates are inversely correlated with the standard of living and level of education. Thus, stabilizing the human population will require improving the education and economic standing of the world’s four billion poor, particularly women of childbearing age.

Many believe that the problems of poverty can be addressed through the redistribution of existing wealth. Closer examination, however, reveals the impracticality of this approach: Even if all the assets of the world’s seven million millionaires (totaling about $25 trillion), were divided among the world’s four billion poorest, that would still give only about $6,000 to each in the form of a one-time payment—clearly not a viable solution to the problem.2 In the end, elevating the standing of the poorest can be accomplished only by building capability and creating new wealth on a massive scale. Indeed, it might be necessary to increase world economic activity tenfold to support a population of eight billion to ten billion.

That leaves the third option: changing the technology used to create the goods and services that constitute the world’s wealth. Although population and consumption are societal issues, technology is the business of business. If economic activity must increase tenfold over what it is today to support a population nearly double its current size, then technology will have to reduce its impact twenty-fold merely to keep the planet at its current levels of environmental impact. For example, to stabilize the climate we may have to reduce real carbon emissions by as much as 80 percent, while simultaneously growing the world economy by an order of magnitude. For those who believe that ecological disaster will somehow be averted, it must also be clear that, over the next decade or so, sustainable development will constitute one of the biggest opportunities in the history of commerce. And innovation will be the name of the game.

For example, bio- and nanotechnology create products and services at the molecular level, holding the potential to completely eliminate waste and pollution.3 Biomimicry emulates nature’s processes to create novel products and services without relying on brute force to hammer out goods from large stocks of virgin raw materials.4 Wireless information technology and point of use water treatment are distributed in character, meaning that they can be applied in the most remote and small-scale settings imaginable, eliminating the need for centralized infrastructure and wireline distribution, both of which are environmentally destructive. Renewable energy and distributed generation are key to confronting carbon emissions and stabilizing the climate. Such technologies thus hold the potential to meet the needs of the billions of rural poor (who have thus far been largely ignored by global business) in a way that dramatically reduces or even reverses environmental impact.5

The Three Economies

It should be clear from this that transformation toward global sustainability will mean the creation of trillions of dollars in products, services, and technologies that barely exist today. Whereas yesterday’s businesses were often oblivious to their negative impacts and today’s responsible businesses strive to reduce their impact, tomorrow’s businesses will learn to make a positive contribution. Increasingly, companies will be selling solutions to the world’s social and environmental problems and doing so in a way that respects diversity and cultural differences. Envisioning tomorrow’s businesses, therefore, requires that we gain a fuller appreciation of a complex set of global interdependencies.6 In fact, the global economy is really composed of three different, overlapping economies: the money economy, the traditional economy, and nature’s economy.



The Money Economy

The money economy is the familiar world of industry and commerce comprising both the developed economies and the so-called emerging economies. Roughly three billion people participate in the money economy, with less than a third of those living in the wealthy countries of the developed world. Those affluent people, however, account for more than 75 percent of the world’s energy and resource consumption and also create the bulk of its industrial, toxic, and consumer waste.

Although industrialization has produced tremendous economic benefits, it has also generated significant pollution burdens and continues to consume virgin materials, resources, and fossil fuels at an increasing rate.7 In fact, with its rapid growth in emerging economies such as China and India, industrial activity has reached the point that it might now be having irreversible effects on the global environment, including impact on climate, biodiversity, and ecosystem function.8 The money economy thus leaves a large ecological footprint, defined as the amount of land and resources required to meet a typical consumer’s needs. For example, with only about 4 percent of the world’s population, the United States, the largest money economy, consumes in excess of one-quarter of the world’s energy and materials and generates in excess of 25 percent of the world’s greenhouse gas emissions.9

Despite such intense use of energy and materials, levels of conventional industrial pollutants have declined in the developed economies over the past 30 years. Three factors account for this seeming paradox: stringent environmental regulation, the greening of industry, and the relocation of the most polluting activities (such as commodity processing and heavy manufacturing) to the emerging market economies. Thus to some extent, the greening of the developed world has come at the expense of the environments in emerging economies. Given the much larger population base in those countries, their rapid industrialization could easily offset the environmental gains made in developed countries. Consider, for example, that China has now become the largest emitter of greenhouse gasses in the world.

With industrialization in emerging economies comes urbanization—people leaving the countryside in search of wage employment. Today, about one of every two people in the world lives in a city. By 2025, if trends continue, it will be two out of three.10 Demographers predict that by that year, there will be more than 30 megacities with populations exceeding eight million and more than 500 cities with populations exceeding one million. Urbanization on this scale presents enormous infrastructural challenges because the major portion of such growth is in the form of urban slums, shantytowns, and squatter communities. Consider, for example, that over the next 10 years, given current trends, more than 300 million people in China alone will relocate from rural areas to cities. This is the equivalent of the entire current population of the United States moving to cities in the next decade.11 Indeed, providing water, sanitation, power, and mobility to a billion new city dwellers in the coming decade could be the greatest infrastructure challenge humanity has ever faced.

Because industrialization has focused initially on commodities and heavy manufacturing, cities in many emerging economies suffer from oppressive levels of pollution. Acid rain is a growing problem, especially in places where coal combustion is unregulated. The World Bank estimates that by the end of 2010, there will be more than one billion motor vehicles in the world. Concentrated in cities, they will double current levels of energy use, smog precursors, and emissions of greenhouse gas. The result is that, although environmental conditions have improved on some dimensions in the developed world, rapid industrialization in emerging economies is a mounting problem, with an associated explosion of urban slums and shantytowns in the developing world. Another part of the price to be paid for a cleaner environment in the developed world has been large-scale outsourcing of manufacturing industries, with associated job loss and dislocation. Indeed, in the United States, only the wealthiest quintile has seen real income increase over the past two decades. For the vast majority of Americans, real income has actually decreased during this time.12



The Traditional Economy

The second economy is the traditional economy: the village-based way of life found in the rural parts of most developing countries. It is made up of nearly four billion people—more than half of humanity—mainly Indians, Chinese, and Africans who are subsistence-oriented and meet their basic needs directly from nature, while participating only sparingly in the cash or money economy. Demographers generally agree that the world’s population, currently growing by about 100 million people per year, will continue to increase until it levels off at somewhere between eight billion and ten billion after midcentury. Developing countries will account for 90 percent of that growth, and most of it will occur in the traditional economy.13

Owing in part to the rapid expansion of the money economy, existence in the traditional economy is becoming increasingly precarious. Indigenous cultures, once able to live in a self-sufficient manner based upon the principles of community, frugality, and sufficiency, have been irreversibly changed by the introduction of cash and wage employment.14 Structural adjustment, privatization, and free trade have accelerated this trend over the past two decades. Indeed, massive poverty appeared only when the spread of the money economy eroded community ties and traditional cultures. Extractive industries and the development of infrastructure have also, in many cases, degraded the ecosystems upon which the traditional economy depends.

Rural populations are driven further into poverty as they compete for natural resources often made scarce through expansion of the money economy. Women and children in rural areas spend most of their time searching for fuel wood and drawing and carrying water. Ironically, these conditions encourage high fertility rates because, in the short run, children help the family to garner needed resources. But in the long run, population growth in the traditional economy only reinforces a vicious cycle of resource depletion and poverty. Indeed, survival pressures often force these rapidly growing rural populations into practices that cause damage to forests, soil, and water. When wood becomes scarce, people burn dung for fuel, one of the greatest—and least known—environmental hazards in the world today. Contaminated drinking water is an equally grave problem. The World Health Organization estimates that burning dung and drinking contaminated water together cause eight million deaths per year.

As it becomes more difficult to live off the land, millions of people migrate to already overcrowded cities in search of wage employment, often splitting up families and fracturing village communities. Increasingly, the young are migrating to foreign countries in search of wage jobs. It is estimated, for example, that repatriation of income by migrant Mexicans working in the United States has now approached $30 billion per year.15

Although some find employment in the formal sector, others fall prey to the vicissitudes of the criminal sector: prostitution, drug trafficking, and child labor. Most never find full-time wage employment and instead join the burgeoning informal or extralegal sector of the economy, working in literally millions of small, unregistered enterprises. In fact, Hernando de Soto, the well-known Peruvian economist, estimates that the informal sector accounts for 40–70 percent of total economic activity in developing countries. Because corrupt governments and bureaucratic red tape make official registration of small businesses by the poor prohibitively expensive, the informal economy has become the fastest-growing sector in much of the developing world.16

A growing number in the traditional economy have simply become permanent refugees. In China, for example, an estimated 120 million people roam from city to city, landless and jobless, driven from their villages by deforestation, soil erosion, droughts, and floods. Worldwide, the number of such environmental refugees from the traditional economy could be as high as 500 million people, and the figure is growing.17

The result is that, although humanity as a whole is clearly better off than it was a hundred years ago (even the poorest of the poor have better access to education, health care, and food than they did back then), inequity has grown, and the poor—particularly those in the traditional economy—generally face a bleak future. Either they can leave their families in search of potential wage employment in the cities, or they can remain to face an increasingly difficult economic and environmental situation at home. This combination of factors is particularly conducive to the rise of religious extremism. As we have seen, in the Muslim world, when a growing sense of humiliation is combined with widespread joblessness and hopelessness, the result can be terrorism.



Nature’s Economy

The third economy is nature’s economy, which consists of the natural systems and resources that support the money and the traditional economies. In fact, the money and traditional economies are actually embedded in nature’s economy because the former could not exist without the latter. Nonrenewable resources such as oil, metals, and other minerals are finite. Renewable resources such as soils, fisheries, and forests will replenish themselves—as long as their use does not exceed critical thresholds.

Technological innovations have created substitutes for many commonly used nonrenewable resources; for example, optical fiber now replaces copper wire. And in the developed economies, demand for some nonrenewable materials might actually diminish in the decades ahead because of reuse and recycling. Ironically, the greatest threat to sustainable development today is depletion of the world’s renewable resources.

Indeed, as we begin the second decade of the twenty-first century, the money and traditional economies are slowly destroying their own support system.18 Increasing demands of the two economies are surpassing the sustainable yields of the ecosystems that underpin them. For example, one-third of the world’s cropland is losing topsoil at a rate that is undermining its long-term productivity, fully half of the world’s rangeland is overgrazed and deteriorating into desert, and the world’s frontier forests have shrunk by about half since the dawn of agriculture and are continuing to shrink.

Water tables are falling under large expanses of the three leading food-producing countries—China, India, and the U.S. In China, for example, the combination of land clearing, overplowing, and over-grazing to satisfy rapidly expanding food demand is creating a dust bowl like the U.S. Dust Bowl of the 1930s, but on a much larger scale. Insufficient fresh water may prove to be the most vexing problem in the developing world over the next decade, as agricultural, commercial, and residential uses increase.19

Existing crop varieties are no longer responding to increased use of pesticides and fertilizer. As a consequence, per capita world production of both grain and meat peaked and began to decline during the 1980s.20 Meanwhile, the world’s 18 major oceanic fisheries have reached or exceeded their maximum sustainable yields. Some even believe that the great North Atlantic Cod fishery could go extinct within the decade.

There is now international scientific consensus that human activity, driven primarily by carbon emissions from fossil fuel use, is having a direct effect on the Earth’s climate system.21 The world has already warmed by more than a half a degree Celsius. For the past two decades, weather-related natural disasters have been on the increase, with property damage worldwide rising roughly 10 percent per year. In the year 2000, open water was discovered at the North Pole, stunning many in the scientific community.22

Even if we capped carbon emissions at today’s rate, the stock of greenhouse gases in the atmosphere would still reach double the pre-industrial level by 2050—about 550 ppm CO2. Unfortunately, emissions are accelerating, as fast-growing economies like China and India demand more and more fossil energy. Without a serious global response, a 2-3 degree Celsius rise in global average temperature is a virtual certainty, bringing with it falling crop yields in many developing regions, rising sea levels threatening major world cities, irreversible damage to coral reefs and rainforests, rising intensity of storms, and an increasing risk of abrupt, large-scale shifts in the climate system.

By some estimates, humankind now uses more than 40 percent of the planet’s net primary productivity, the total amount of the sun’s energy fixed by green plants. As a result, loss of biodiversity is already a significant problem, especially in the tropics where the vast majority of life forms exist.23 This biological impoverishment is the result of habitat destruction, pollution, climate alteration, and hunting. If, as projected, the human population increases from 6.7 billion to perhaps 8–9 billion over the next 30 years, we may ultimately drive the majority of remaining species into extinction, with potentially disastrous consequences. In short, nature’s economy is under assault on a global scale.

Collision Course

The interdependence of the three economic spheres is plain. In fact, the three economies have become worlds in collision, creating the major social and environmental challenges facing the planet, but also opening up business opportunities of vast proportions (see Exhibit 2.1). Consider, for example, that the average American today consumes 17 times more than his or her Mexican counterpart and hundreds of times more than the average Ethiopian.24 The levels of material and energy used in the United States require massive quantities of raw materials and commodities, sourced increasingly from the traditional economy and produced in emerging economies.

Exhibit 2.1 Worlds in Collision: The Business Opportunity
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Source: Adapted from Hart, S. 1997. “Beyond greening: Strategies for a sustainable world.” Harvard Business Review, January-February: 66-76.

In the traditional economy, massive infrastructure development projects (dams, irrigation projects, mining operations, highways, and power stations), often aided by agencies, banks, and corporations in the developed countries, have provided access to raw materials. Unfortunately, such development has often had devastating consequences for nature’s economy and has tended to strengthen existing, often corrupt, political and economic elites, with little benefit to those in the traditional economy. At the same time, such development projects have contributed to a global glut of raw materials and, hence, to a long-term fall in commodity prices.

And as commodity prices have fallen relative to the prices of manufactured goods, the currencies of developing countries have weakened, and their terms of trade have become less favorable. Their purchasing power declines while their already substantial debt load becomes even larger. The net effect of this dynamic has been the transfer of vast amounts of wealth (an estimated $40 billion per year since 1985) from developing to developed countries, producing a vicious cycle of resource exploitation and pollution to service mounting debt.25 Some commodities, however, such as oil are coming into increasingly short supply due to the growing energy demands of emerging economies (like China and India) and the continued consumption of oil by the United States. Unfortunately, the long-term trend of rising oil prices, combined with the oil price spike in 2008 have had the tragic side-effect of bolstering some of the world’s worst dictatorships and enriching the very countries that foment religious extremism and intolerance.26

In the past, ignorance and isolation meant that those in the traditional and emerging economies were largely unaware of their plight. Today, however, the digital revolution is bringing information—and ideas—to growing numbers of the world’s poor. Such knowledge is potentially empowering, as we will see, creating the potential to reform corrupt regimes, solve environmental problems, and spur more equitable forms of development.27 However, the global information economy also possesses a dark side: It facilitates the efforts of nihilists, anarchists, terrorists, and others bent on derailing the evolution of a planetary civilization.

New Lenses on the Global Market

The growing interdependence among the three economies has defined the major social and environmental challenges of our time. But as Exhibit 2.1 also makes clear, the worlds in collision have also created new opportunities for those companies with the capacity to understand and address these challenges. Indeed, there are business opportunities in each of the three economies, as well as at the intersection points. In the money economy, there is significant need for lower material and energy consumption and the development of clean products and technologies. In the traditional economy, the ability to foster village-based businesses to understand and serve the needs of those at the base of the economic pyramid is of paramount importance. In nature’s economy, ensuring sustainable use of natural capital offers significant opportunities for the future. The collision points are also pregnant with opportunity: Reducing waste and pollution, replenishing depleted resources, and building the skills of the poor and the dispossessed are all crucial for achieving a more sustainable world. They also represent significant business opportunities.

As my colleague Mark Milstein and I have argued, however, managers, particularly in multinational corporations, are more accustomed to viewing the global market as a single monolithic entity.28 They focus almost exclusively on the money economy and customers who have achieved a certain level of affluence. They consider markets to be of value only to the extent that consumers have purchasing power comparable to that found in the United States, Western Europe, or Japan. Throughout human history, however, wherever there have been people, there have been markets. Indeed, markets are ubiquitous—they are not unique to the wealthy.29 Thus, within any country or region, even the United States, there are three types of markets: developed, emerging, and traditional. The developed and emerging markets make up the money economy; traditional markets correspond to the traditional economy. All three are embedded in nature’s economy. Not surprisingly, the sustainability challenges—and business opportunities—associated with each are dramatically different (see Exhibit 2.2).

Exhibit 2.2 Major Challenges to Sustainability
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Source: Adapted from Hart, S. 1997. “Beyond greening: Strategies for a sustainable world.” Harvard Business Review, January-February: 66-76.

In the developed, or consumer, market, about one billion global customers have the purchasing power to afford virtually anything they want. A global supply chain and well-developed infrastructure allow for the rapid production and distribution of products and services, and consumption occurs at high levels. In the emerging market (about two billion people), rapid industrialization and urban migration are increasing demand for basic products and services. However, inadequate infrastructure and distribution hamper the ability of companies to effectively serve this rapidly growing, largely urban market. Finally, in the traditional market, consisting of more than half of humanity, nearly four billion people have been adversely affected by globalization, ignored by the world of commerce, and victimized by corruption. In most rural areas, there is virtually no infrastructure, credit and collateral are lacking, and legal protections are nonexistent; few companies, as a result, have dared to invest in what they perceive as a risky and potentially dangerous long-term proposition.

Given their distinctive characters, each market requires a different strategy to achieve a more sustainable form of development. To succeed in the developed (consumer) market, managers must focus on reducing the ecological footprint of their firms by reinventing products and processes. To meet the long-term needs of the emerging market, managers must avoid the collision between rapidly growing demand for products and the physical basis for supply or waste disposal. Finally, in the traditional market, managers must recognize the opportunity presented by a massive group of potential customers whose real needs remain poorly served. Each of these is addressed in more detail in the rest of the chapter.

Developed Markets: Reducing Corporate Footprint

In the consumer economy, many of the resource- and energy-intensive industries—chemicals, automobiles, energy, and mining, to name a few—leave very large corporate footprints. Product systems with large footprints are usually based on mature technologies. As technologies mature, they reach a point at which even large additional investments in technical development yield only small gains in performance. The combination of large footprint and technological maturity creates openings for innovation. To identify sustainability-related opportunities in the developed (consumer) economy, managers should therefore ask these questions:

• Are most of our technological advances incremental instead of breakthrough?

• Does our core technology hold us back from making significant reductions in footprint?

• Where can we remove material content from our products?

• How can our service content be dramatically increased?

• Can our waste be utilized productively in other processes?

Former DuPont CEO Chad Holliday once commented: “The objective for our industry ought to be sustainable growth. In the [twenty-first] century, we are going to have to find ways to create value while decreasing our environmental footprint.”30 In the late 1990s, I worked with DuPont Vice President Paul Tebo and others to create a tool for analyzing the corporate footprint by comparing the total pounds of materials consumed per annum in each business with shareholder value added (SVA) per pound. The analysis highlighted three distinct groups of businesses for DuPont (see Exhibit 2.3).

Exhibit 2.3 Reducing the Corporate Footprint at DuPont
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Source: Hart, S. and Milstein, M. 1999. “Global sustainability and the creative destruction of industries.” Sloan Management Review, 41(1): 23-33.

Small-footprint businesses, those using fewer materials and having a high SVA per pound, were seen as “differentiated” businesses; these included photopolymers, electronic materials, agricultural biotech, Lycra™, Tyvek™, Corian™, and auto finishes. Businesses with medium footprints and medium SVA per pound—Nylon and Polyester—were seen as “foundation” enterprises because they represented the traditional core of the company’s business. Businesses with large footprints and low SVA per pound, such as the petroleum subsidiary Conoco, represented the company’s least desired enterprises. DuPont sees the high earnings, cash flow, and intellectual content (R&D/capital) of the differentiated businesses as the models for the future. As a result, over the past few years, large-footprint businesses such as Conoco and even foundation (core) enterprises such as Nylon and Polyester have been divested or spun off in an effort to fuel future growth in the differentiated businesses and to reduce corporate footprint.

Collins & Aikman Floorcovering (now part of the Tandus Group) is another company that has premised its entire competitive strategy on footprint reduction. In the mid-1990s, the company became the first commercial carpet manufacturer in the world to convert old carpet and post-industrial PVC waste into carpet backing for a new product line.31 Called ER3 (which stands for Environmentally Redesigned, Restructured, and Reused), this product actually possesses superior functionality (it is more stable and “cushy” than conventional backing made from virgin material) and is cheaper to produce (at least in part because much of the raw material is available in the form of “waste” from customer sites). The combination of lower cost and higher functionality fueled the company’s double-digit growth in both revenue and profit in an industry that was growing at only about 4 percent per year during the late 1990s and early 2000s. Today the company no longer sells a virgin product in the carpet tile segment. Tandus is also seeking to move beyond PVC with its new PVB-based carpet product (dubbed “ethos”) made from recycled safety glass polymer. Appropriately, the company’s motto is “Mining buildings rather than resources.”

Finally, Wisconsin-based SC Johnson Company, makers of Raid™, Glade™, and Windex™, among other household brands, has dramatically reduced its footprint—and realized substantial savings in the process.32 As part of its campaign to reduce fossil fuel use and greenhouse gas emissions, the company partnered with a nearby landfill operator to access its methane potential. The company invested in a gas turbine unit and piped the methane gas from the nearby landfill to help power its Waxdale manufacturing facility, one of the company’s major production sites. The 3200-kilowatt turbine with cogeneration capability (which utilizes the waste heat to make process steam) cut fossil fuel use in half at the facility while simultaneously saving the company more than $2 million per year. A second turbine (which uses a mixture of landfill and natural gas), combined with the first now supplies 100 percent of the average daily power needs at Waxdale. These two landfill gas projects alone have enabled the company to more than meet its aggressive goals for reduction in greenhouse gas emissions worldwide through 2005, a total of more than 50,000 tons of carbon dioxide per year.

Emerging Markets: Avoiding the Collision

Rapid urbanization and industrialization, together with increasing demand for products and services, are placing intense pressure on ecological and social systems in the emerging economies of the developing world. Technologies that previously fueled the development of the consumer market will be inadequate for meeting those future demands without exceeding nature’s capacity for replenishment. Avoiding a collision between rapidly growing demand and a diminishing stock of material supply will, therefore, be the biggest challenge in emerging markets. To identify sustainability-related opportunities in emerging markets, managers should ask these questions:

• Is it environmentally feasible to triple or quadruple the size of our industry?

• What factors prevent our industry from achieving such growth?

• Can we meet growing consumer needs without depleting the natural systems on which we depend?

• Can we use emerging markets to develop “leapfrog” technologies?

• How can we meet growing needs without exacerbating urban problems?

More than two billion people have joined the ranks of the emerging market during the past 30 years—part of the emerging “flat world” phenomenon described by Tom Friedman in his book, The World Is Flat (Farrar, Straus, and Giroux, 2005). Paradoxically, this rapid “development” has resulted in burgeoning shantytowns, mountains of garbage, dead rivers, noxious air, and cesspools of toxic waste. These problems seriously jeopardize the public health and future growth prospects in many developing countries. Nonetheless, demand for products and services continues to rise.

In meeting growing demand, firms have replicated the strategies, products, and processes that were successful in the developed, consumer market. Given the scale and speed of development in the emerging market, however, a repeat performance of the consumer market is almost certain to lead to environmental and social meltdown. For example, if China came to consume oil at the current U.S. rate, it would need more than 80 million barrels per day—nearly as much as the world now consumes.33 Sustainable development in the emerging market will, therefore, depend on firms’ ability to meet rapidly growing demands without repeating the wasteful, outdated practices used in the consumer economy.

Because of the high rate of manufacturing growth in the emerging market, the capital stock in manufacturing is being rapidly replaced. In Asia, for example, the equipment stock of manufacturing plants doubles every six years.34 Thus, firms can leapfrog to clean (closed-loop, zero-discharge) manufacturing technologies much more easily in the emerging market than in the developed market, where growth in demand is much slower. Technological leapfrogging will be essential if economic development is to occur at the rates required to lift people out of poverty. Indeed, as Tom Friedman has astutely observed, there is good reason that “Red” China is rapidly transforming into “Green” China.35

Achieving sustainability in the emerging market is particularly challenging for industries that depend on renewable resources. For example, the global forest products industry must meet worldwide demand that is forecasted to grow 1 to 2 percent per year for the next several decades, even as the overall global supply of available timber declines. The industry, built primarily on the rapid harvesting of standing native forests, must find an alternative approach. Recognizing the collision course they are on, some companies have embarked on intensive agroforestry practices to ensure increased fiber supplies. Through high-yield practices, which rely on selective breeding, cloning, and careful site management, companies such as Aracruz Celulose have realized high returns while minimizing and containing environmental impact by producing high-quality wood and fiber on fewer continuously regenerated acres.

The Chinese textile company, Redbud, has also devised a strategy to avoid the collision course in sourcing fiber.36 Rather than continuing to produce fabrics and other materials exclusively from cotton, which requires massive amounts of pesticides and water to grow, the company has developed a line of new materials made from jute, a rugged plant that can be grown on depleted soils and requires very little water and virtually no chemicals to grow. The company works with poor farmers to reclaim wastelands by planting specially developed varieties of jute, which they then purchase for use in textile production. After a few years of growing jute, depleted soils are replenished, and farmers can then also begin to plant other crops like rice, significantly increasing their income, supplementing the food supply, and ensuring a sustainable source of fiber for the company as well.

Indeed, the agricultural industry must supply the world’s burgeoning population with food while water resources become more scarce, croplands less arable, climate less stable, and crops more homogenized and susceptible to mass failure. The existing model of commercial agriculture, heavily dependent on the intensive use of water, chemical pesticides, and fertilizers, is experiencing diminishing returns. Despite its controversial nature, the use of biotechnology to design crops that are resistant to pests, require less water and fertilizer, and are more nutritious may hold one of the keys to sustainable agriculture in the emerging markets.37

Fingerlakes Aquaculture, a start-up company in Upstate New York, has based its entire strategy on avoiding the collision course.38 Overfishing, combined with pressures from development and pollution, has strained wild fish stocks, leading to irregular supply, higher prices, and decreasing quality. As the limits of rangelands and fisheries are reached, there are only three options for increasing the supply of protein in the world: improve the efficiency of grain conversion into animal protein; shift from the less efficient forms of conversion, such as beef or pork, to more efficient ones, such as farmed fish; or rely on ruminants to convert more roughage into either meat or milk.39

Fingerlakes Aquaculture incorporates the first two of these options directly into its strategy. The company has perfected a proprietary water filtration and recirculation technology that enables it to cost-effectively grow fish in a controlled indoor setting, which avoids the pollution problems associated with pond-based fish-farming operations. The company has focused its attention on the production of tilapia, a fish species from the tropics with a firm, mild-tasting white meat reminiscent of cod, haddock, flounder, and other species that are under stress in the wild. Given their omnivorous nature, tilapia can be raised on an inexpensive grain-fed diet (soymeal). Tilapia are also highly efficient converters of grain to protein: 1.2 pounds of feed produce a pound of fish (compare this to beef, which requires 6 pounds of feed for every pound of meat). Furthermore, the company believes that it can produce tilapia on a cost per pound basis competitive with the cost of Central and South American producers. If successful, this approach could revolutionize the industry—and help to reinvent the protein economy in the process.

Traditional Markets: Serving Real Needs

Unlike either the developed or the emerging markets, the traditional market is dominated by the poverty and isolation found in the rural villages of the developing world, particularly those ravaged by resource extraction, cultural disruption, and attendant population growth. As we have seen, nearly four billion people at the base of the economic pyramid are subsistence-oriented and satisfy their basic needs directly from nature: They participate only sparingly in the money or formal economy. Demographers generally agree that as the world’s population approaches eight billion to ten billion during the next few decades, most of the growth will occur in the traditional markets. Because vibrant small communities in rural areas stem the pressures for mass migration and accompanying social, political, and environmental breakdown, focusing on the traditional market is both the key to sustainable development and an unprecedented business opportunity for visionary firms. Managers can identify sustainability-related opportunities in the traditional market by asking these questions:

• Can our existing products and services be modified to meet the needs of the poor?

• Can we apply state-of-the-art sustainable technology to meet the needs of those at the base of the economic pyramid?

• Have we overlooked market vacuums, where needs are fundamentally unmet?

• Are we blinded by our current business model?

• Can we build a customer base that can become more substantial over time?

Companies need to focus on developing technologies, products, and services geared specifically to the needs of those in the traditional market. Managers must understand four factors:

• Deep dialogue and mutual learning are necessary if products and services are to meet real needs and improve lives.

• Significant profits can be realized by meeting the needs of the poor and disenfranchised. Conventional wisdom holds that the poor do not make good customers, given their lack of money and education.

• Meeting those needs offers the opportunity to apply state-of-the-art (sustainable) technology in fundamentally new and disruptive ways. Simply transplanting business models from the consumer or even emerging markets will not work.

• Business models for the traditional market must leverage local talent, create livelihood opportunities, and build capacity in the local community.

Companies that recognize the business opportunity of the traditional market clearly understand and cater to the real needs of the poor but do so in a way that builds local capacity and self-esteem. For example, more than one billion people worldwide still lack access to safe drinking water. Another 2.4 billion have no access to proper sanitation. As a result, approximately four billion cases of diarrheal illness associated with contaminated water cause nearly three million deaths annually, mostly among poor children under the age of five.40 This is the equivalent of 20 loaded jumbo jets plunging to Earth each day—an unprecedented human tragedy. For the traditional and emerging markets, then, access to clean water and improved sanitation are crucial elements of development and poverty alleviation. No one argues this point. The question is how to make the availability of clean water a reality.

Centralized water treatment and distribution systems are expensive and take years to complete. With population growing most rapidly in poor rural areas, providing water to the masses through infrastructure becomes increasingly untenable. Fortunately, other approaches exist: In-home (point-of-use) treatment of water allows individuals to control their own drinking water supply. Several companies have begun to focus commercial attention on this exciting—and sorely needed—opportunity. For example, Procter & Gamble has pioneered the development of a combined chemical treatment technology called PuR. This technology, which is equivalent to a water treatment plant in an affordable sachet packet, has been field tested in Nicaragua and the Philippines by the U.S. Centers for Disease Control. The product, specifically designed for the low-income market, has demonstrated significant reductions in diarrheal disease, but the company has struggled to wrap a successful business model around it—evidence of how important it is to co-create businesses with the BoP communities to be served. After several unsuccessful commercialization attempts, PuR became a not-for-profit initiative of the company’s philanthropic arm under the name “Children’s Safe Drinking Water Program” and has been used extensively to aid disaster relief victims.

WaterHealth International (WHI) is another company that has developed a potentially viable commercial model for distributed water purification.41 Using a proprietary ultraviolet light technology to treat and disinfect water, WHI sells their systems to small villages (with populations of 3,000 to 5,000) in rural India beyond the reach of centralized water treatment. A WaterHealth Center can provide a community of 7,000 people with up to 20 liters of safe, affordable drinking water per person per day for just 3 rupees (about US $0.06). ICICI Bank finances the purchase of these systems by the villages, and WHI has worked with the Naandi Foundation and other NGOs to establish a “turn-key” micro-utility model run by local entrepreneurs. User fees generated from the sale of water are split by the village and WHI until the loan is paid off (about eight years). At that point, the village water utility is completely owned and operated by the local players.

Given WHI’s potential, Dow Venture Capital has invested an additional $7 million to enable the company to more rapidly increase its global presence and demonstrate the scalability of its business model. As of 2009, WHI had installed more than 250 village systems and serve more than 380,000 customers annually. As the business scales up, however, it has encountered new problems: Because WHI supplies water from a central village facility, transportation to and storage of water in the home present new risks of water recontamination. Addressing this “last mile” problem opens up a whole new domain for creative solutions and new business models. (See Chapter 9 for a case study on The Water Initiative, an innovative point-of-use drinking water company.)

Traditional markets thus challenge our assumptions about business and poverty. Companies that look at developing countries as dumping grounds for outdated technologies or dirty manufacturing facilities fail to identify market vacuums with minimal competition. Increasing numbers of telecommunication companies, for example, have recognized the benefit of avoiding prohibitively expensive landlines. Through satellite, cellular, and radio systems, they are reaching previously unserved rural areas with telecommunications comparable to those found in urban areas. Such wireless systems erase differences among regions and nations in their access to information, allowing smaller-scale economic development that reduces pressures on people to migrate to cities.

Firms succeed in the traditional market because their managers recognize the importance of developing markets and building future customer bases. Daewoo, for example, realizing the limits of competing head-on with U.S., Japanese, and European firms in overcrowded, technology-intensive markets in the consumer market, is relocating much of its industrial base to Burma, Iran, Uzbekistan, Russia, China, Vietnam, Brazil, and Tatarstan, where it can make long-term investments in economic infrastructure. Daewoo enters poor regions as a long-term development partner, offering skills in infrastructure planning, environmental management, and manufacturing. When hard currency is scarce, the company accepts barter. Uzbekistan, for example, is paying for its half of a joint venture factory with cotton, which Daewoo’s trading arm sells on the world market. By using first mover advantage to build relationships, Daewoo is implementing a long-range growth strategy that caters to the world’s poorest regions.

The Value Proposition

Recognizing global sustainability as a catalyst for new business development will prove increasingly important to corporate survival in the twenty-first century—the proverbial crossroads to the future. Understanding the broad global dynamics associated with the three economies outlined in this chapter is an important first step in identifying potentially innovative new strategies. To capture sustainable opportunities, however, managers must rethink their prevailing views about strategy, technology, and markets. Attention focused through the three lenses—developed, emerging, and traditional markets—should help in this regard.

Along with having such awareness and foresight, however, it is crucial to understand how sustainability-related business strategies can benefit a firm’s economic and competitive position. Indeed, unless they see an avenue for value creation, it is unlikely that senior managers will commit the resources necessary to pursue such strategies. In the next chapter, a framework is developed showing how the challenges associated with global sustainability can help to identify distinctive strategies that contribute to a more sustainable world while simultaneously driving shareholder value.
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3. The Sustainable Value Portfolio

Some years ago, William Ruckelshaus, former EPA administrator and CEO of Browning Ferris, made the following statement: “Sustainability is as foreign a concept to managers in capitalist societies as profits are to managers in the former Soviet Union.” While intended to be at least partially tongue-in-cheek, I believe that this statement showed considerable insight. There can be little doubt that sustainability is one of the most frequently used but least understood terms of our time; it is right up there with the term strategy when it comes to overuse and lack of meaning. (I say this as a professor of both strategy and sustainability!) Indeed, it is with some regularity that I find myself engaged in a discussion with someone about sustainability, only to discover several minutes into the conversation that she is talking about something completely different from me.

This lack of precision in definition is often used by businesspeople to dismiss sustainability from consideration. I would be a rich man if I only had a nickel for every time I heard a manager say something like: “Until you can give me a clear definition of ‘sustainability,’ I’m not inclined to spend much time focusing on it in my business.” To be sure, sustainability’s ambiguous and multidimensional nature can be maddening at times, yet it is also one of its greatest attractions from a business perspective. A smart strategist gravitates toward ill-defined and ambiguous opportunities. That is because once everything has been defined and reduced to standard operating procedure, there is no money left to be made.

Yet, it is not possible to design a coherent strategy (there is that term again) without some broad guideposts, conceptual categories, and frameworks to work with. Without some broad agreement on constructs, we end up talking past each other. Accordingly, this chapter provides a business-oriented way of thinking about sustainability that organizes and rationalizes the many terms, issues, and communities of practice that are floating around out there. More important, the chapter seeks to connect these key dimensions of sustainability to drivers of shareholder value and financial performance. To this end, my colleague Mark Milstein and I have developed a sustainable value framework that directly links the societal challenges of global sustainability to the creation of shareholder value by the firm.1 The framework shows how the global challenges associated with sustainability, viewed through the appropriate set of business lenses, can help to identify strategies and practices that contribute to a more sustainable world while simultaneously driving shareholder value. We define this “win-win” approach as the creation of sustainable value by the firm.

Sustainability Buzzwords

As the first two chapters suggest, the terms sustainability and sustainable enterprise encompass a mind-numbing range of ideas, issues, concepts, and practices. In an effort to map the conceptual territory, Mark Milstein and I brainstormed a lengthy (but I’m sure not exhaustive) list of buzzwords from the domain of sustainability. These are listed, in no particular order, in Exhibit 3.1. A quick scan of the exhibit will, no doubt, produce some familiar monikers (such as corporate social responsibility), but also some mysterious acronyms and labels (such as B24B). That is because the sustainability space is occupied by distinct and sometimes competing tribes of advocates, practitioners, and theoreticians. Further examination of the list will no doubt begin to produce frustration. You might be asking yourself, “How do I organize all of this stuff in any way that is useful or meaningful from a business point of view?”


Exhibit 3.1 Sustainability Buzzwords

• Environmental Management

• Corporate Social Responsibility

• Greening

• Industrial Ecology

• Stakeholder Management

• Life-Cycle Management

• Pollution Prevention (P2)

• Sustainable Development

• Design for Environment (DfE)

• Green Design

• Urban Reinvestment

• Brownfield Redevelopment

• ISO 14001

• Waste Reduction

• Closed Loops

• Resource Productivity

• Sustainable Technology

• Radical Transactiveness

• Systems Thinking

• Corporate Governance

• Clean Technology

• Eco-Efficiency

• Eco-Effectiveness

• Biomimicry

• Triple Bottom Line

• Inclusive Capitalism

• Base of the Pyramid

• Pro-Poor Business

• Corporate Citizenship

• Voluntary Regulation

• Social Entrepreneurship

• Full Cost Accounting

• Environmental Mgmt Systems

• Risk Management

• Leapfrog Technology

• Cradle to Cradle

• Restorative Technology

• B24B

• Take-Back

• Transparency



Fortunately, we were able to import one of the most important analytical tools from the field of strategy to help make sense of this blooming, buzzing confusion: the 2 × 2 matrix. As anyone who has attended business school knows, the 2 × 2 matrix is what defines the field of strategy! In all seriousness, two dimensions combined in a framework help to provide conceptual clarity and enable one to cluster related sustainability buzzwords and practices. The framework also helps to organize the parameters that are important to firm performance and the creation of shareholder value. (See Exhibit 3.2 in the next section.)

Exhibit 3.2 Shareholder Value Model

[image: image]

Source: Adapted from Hart, S. and Milstein, M. 2003. “Creating sustainable value.” Academy of Management Executive, 17(2): 56-69.

Elements of Shareholder Value

The vertical axis of Exhibit 3.2 reflects the firm’s need to manage today’s business while simultaneously creating tomorrow’s technology and markets. This dimension captures the tension created by the need to realize short-term results while simultaneously fulfilling expectations for future growth. The horizontal axis reflects the firm’s need to nurture and protect internal organizational skills, technologies, and capabilities while simultaneously infusing the firm with new perspectives and knowledge from outside stakeholders. This dimension reflects the tension created by the need to buffer the technical core so that it can operate without distraction, while at the same time remaining open to fresh perspectives and new, disruptive models and technologies.

Juxtaposing these two dimensions produces a matrix with four distinct dimensions of performance crucial to generating shareholder value—and understanding sustainability in terms relevant to the business. The lower-left quadrant focuses on those aspects of performance that are primarily internal and near-term in nature: cost and risk reduction. Quarterly earnings growth and reduction in exposure to liabilities and other potential losses are important drivers of wealth creation. Clearly, unless the firm can operate efficiently and reduce its risk commensurate with returns, shareholder value will be eroded.

The lower-right quadrant also focuses on performance dimensions that are focused on today’s business but includes salient stakeholders external to the firm: suppliers and customers in the immediate value chain, as well as regulators, communities, non-governmental organizations (NGOs), and the environment. Unless it respects these stakeholders’ interests, the firm’s right to operate might be called into question. But if it uses creativity to include their interests, the firm can differentiate itself, enhance its reputation, and establish the legitimacy it needs to preserve and increase shareholder value.

Shifting to the upper-left quadrant of the model, the firm must not only perform efficiently in today’s businesses, but it should also be constantly mindful of generating the products and services of the future. This means developing or acquiring the skills, competencies, and technologies that reposition the firm for future growth. Without such a focus on innovation, it will be difficult for the firm to create the new product and service flow to ensure that it prospers well into the future. The creation of shareholder value thus depends upon the firm’s ability to creatively destroy its current capabilities in favor of the innovations of tomorrow.

Finally, the upper-right quadrant focuses on identifying the needs that will define the growth markets of the future. Growth requires the firm to either offer new products to existing customers or tap into previously unserved markets. A convincing articulation of how and where the firm plans to grow in the future is crucial to the generation of shareholder value. The growth trajectory therefore provides guidance and direction for new technology and product development.

Firms must perform well in all four quadrants of the model if they are to continuously generate shareholder value over time.2 Performing within only one or two quadrants is a prescription for suboptimal performance and even failure. Firms such as Kodak and Xerox, which failed to adequately invest in digital technology, illustrate how overemphasis on today’s business (to the exclusion of tomorrow’s technology and markets) might generate wealth for a time but will eventually erode shareholder value as competitors enter with superior products and services. The recent experience of many Internet companies also demonstrates how preoccupation with tomorrow’s opportunity to the exclusion of performance today might be exciting and challenging but short-lived.3 Companies such as Monsanto, which failed to adequately address stakeholder concerns over genetically modified food, show that overemphasis on the internal aspects of the firm might bring short-term results but will ultimately blind the firm to the constituencies and perspectives that are so important to both maintaining legitimacy and generating imaginative new ideas about how the firm might compete in the future. Finally, the subprime mortgage industry is perhaps the latest in a long litany of examples of how focusing on only one or two of the quadrants (in this case, short-term profits) can kill your success in the long run.

The Buzzword Sort

Just as the creation of sustained shareholder value requires performance on multiple dimensions, the societal challenges associated with sustainable development are also multidimensional. Accordingly, we can use the shareholder value model described earlier to cluster and organize the buzzwords enumerated in the previous section (see Exhibit 3.3).4 This produces four distinct categories or constructs associated with the four quadrants of the framework. Each captures a conceptually distinct aspect of sustainability and connects to firm performance and shareholder value in a distinct manner. Understanding these conceptual distinctions is key to creating a more disciplined understanding of sustainability to transcend the current rhetoric that still plagues the field.

Exhibit 3.3 The Buzzword Sort

[image: image]

The lower-left quadrant is populated with the assortment of buzzwords that have to do with resource efficiency and pollution prevention—doing more with less. They enable the firm to squeeze more saleable product out of each pound of raw material that it buys. Recognizing that increasing industrialization, with its associated material consumption, pollution, and waste generation, is a key sustainability driver, the items in the lower-left quadrant are all geared toward the reduction of the waste and emissions associated with firms’ current operations.

The lower-right quadrant is composed of buzzwords that focus on stakeholder engagement, transparency, and life-cycle management. These seemingly diverse items cluster together because they all challenge companies to access voices from beyond their immediate operational control. As we have seen, Internet-connected coalitions of NGOs are making it increasingly difficult for governments, corporations, or any large institutions to operate in secrecy.5 Driven by the proliferation and interconnection of civil society stakeholders, the items in this quadrant help firms incorporate voices from the entire product lifecycle; this means more effective stakeholder engagement, new forms of governance, and a proactive approach to corporate social responsibility. Items in the lower-right quadrant thus challenge firms to operate in a transparent, responsive manner due to an increasingly well-informed, active stakeholder base.

The upper-left quadrant is populated by buzzwords that emphasize the development of new, inherently clean technologies and capabilities (through either internal development or acquisition). Specifically, this quadrant focuses on the emerging technologies (genomics, biomimicry, nanotechnology, information technology, and renewable energy) that could make many of today’s energy- and material-intensive industries obsolete. New capability development in clean technology thus constitutes the key dimension of the upper-left quadrant.

Finally, the upper-right quadrant consists of the set of buzzwords that address the increases in population, poverty, and inequity associated with globalization. Whether we are dealing with disinvestment in urban cores, brownfield redevelopment, or the four billion poor at the base of the pyramid (B24B means “business to four billion”), this quadrant focuses on those who have been underserved or even exploited by capitalism to date. Social development and wealth creation on a massive scale, especially among the world’s poorest, is thus the key aspect of the upper-right quadrant.

In sum, global sustainability is a complex, multidimensional concept that cannot be addressed by any single corporate action. Creating sustainable value requires that firms address each of the four quadrants—and be clear about how the strategies associated with each will help the firm build shareholder value. First, firms can create value by reducing the level of material consumption and pollution associated with its business. Second, they can create value by operating at greater levels of transparency and responsiveness, across the entire lifecycle of the product system. Third, they can create value through the development of new, disruptive technologies that hold the potential to greatly shrink the size of the human footprint on the planet. Finally, firms can create value by meeting the needs of those at the base of the world income pyramid in a way that facilitates inclusive wealth creation and distribution.

Connecting the Dots: The Sustainable Value Portfolio6

When viewed through the appropriate set of business lenses, the sustainability framework discussed previously presents opportunities for firms to improve performance in all four quadrants of the shareholder value model, as illustrated in Exhibit 3.4. Thinking systematically, through the full range of challenges and opportunities associated with sustainability, is the first important step managers can take toward the creation of sustainable value. Each of the four quadrants of the framework is explored in greater depth next.

Exhibit 3.4 The Sustainable Value Framework
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Source: Adapted from Hart, S. and Milstein, M. 2003. “Creating sustainable value.” Academy of Management Executive, 17(2): 56-69.



Growing Profits and Reducing Risk Through Pollution Prevention

Material consumption, waste, and pollution present an opportunity for firms to lower cost and risk by developing skills and capabilities in pollution prevention and eco-efficiency.7 Pollution prevention is focused on reducing waste and emissions from current operations. Less waste means better utilization of inputs, resulting in lower costs for raw materials and waste disposal. Effective pollution prevention also requires extensive employee involvement, continuous improvement, and quality management capability.

Programs that reduce waste and emissions through eco-efficiency have been widely adopted by firms over the past two decades and include such notable cases as Dow Chemical’s Waste Reduction Always Pays (WRAP) and Chevron’s Save Money and Reduce Toxics (SMART). Pollution-prevention programs have proliferated at the industry level and receive a great deal of attention from regulatory bodies in the United States and Europe as potential alternatives to command-and-control regulation.8 The well-publicized results of such pioneering programs as 3M’s Pollution Prevention Pays (3P) illustrate the direct, bottom-line benefits of pollution prevention. Indeed, between 1975 and 1990, 3M reduced its total pollution by more than 530,000 tons (a 50 percent reduction in total emissions) and, according to company sources, saved more than $500 million through lower raw material, compliance, disposal, and liability costs. In 1990, 3M embarked on 3P+, which sought to reduce the remaining waste and emissions by 90 percent, with the ultimate goal being zero pollution.9

During the 1990s, DuPont’s $1 billion Lycra business helped to further underscore the potentially sizeable financial payoff associated with pollution prevention.10 Between 1991 and 1995, more than 50 million pounds of waste were eliminated from the business’s nine plants worldwide. This saved roughly $5 million in compliance, liability, and waste disposal costs. However, a more thorough accounting revealed that yield improvements attributable to the pollution-prevention program increased process efficiency and reduced material costs by $45 million. Additional revenue associated with saleable by-product (which previously was waste) totaled $100 million. Furthermore, the business avoided making new capital investments in plant and facility as a result of greater up-time and faster cycle time in the existing capacity; this, they estimated, was worth another $100 million. Without even estimating the higher productivity of workers due to healthier working conditions and higher morale, these cost savings totaled a whopping $250 million for the business, a major contribution to the business’s bottom line.

Evidence thus clearly shows that pollution-prevention and waste-reduction strategies actually do reduce cost and increase profits.11 Pollution prevention provides managers with the clearest, fastest way to increase shareholder value by growing the bottom line for existing businesses through reductions in cost and liability.



Enhancing Reputation and Legitimacy Through Product Stewardship

Whereas pollution prevention focuses on internal operations, product stewardship extends beyond organizational boundaries to include the entire product life cycle, from raw material access through production processes, to product use and disposal of spent products.12 Product stewardship integrates the voice of the stakeholder into business processes by allowing the firm to interact with external parties such as suppliers, customers, regulators, communities, NGOs, and the media. It thus offers a way to both lower environmental impacts across the value chain and enhance the firm’s legitimacy and reputation by engaging stakeholders in the conduct of ongoing operations. Product stewardship enhances outsiders’ confidence in the firm’s intentions and activities, helping to enhance corporate reputation and encouraging other firms to follow suit.

Firms can take many actions to increase shareholder value through product stewardship. Cause-related marketing appeals to consumers’ desires to purchase products that have positive social and environmental benefits.13 Life-cycle management extends the value chain beyond traditional limits by including in the firm’s responsibility the costs and benefits of products from raw materials to production and ultimately to disposal by consumers.14 SC Johnson, for example, has developed Greenlist™, a patented raw material rating system that has transformed the way the company measures, tracks and advances the environmental profile of its products. The process rates raw materials according to their impact on the environment and human health, with each raw material receiving a rating from 3 to 0, with 3 being “best” and 0-rated materials used on a limited, approved basis. SC Johnson continues to improve the overall score for the raw materials used in the company’s products and also publicly reports on its progress. With Greenlist™, SC Johnson is using ingredients that are the best available for the environment without impacting product performance, aesthetics, or consumer cost.15

Dofasco, one of the few profitable steel companies in North America, has hinged its strategy on product stewardship. By focusing on the production of ultralight steel auto bodies for the auto industry, the company has enabled its customers (the auto companies) to produce lighter-weight and less-costly vehicles that also realize better gas mileage. Because many of Dofasco’s products also make use of scrap steel, the company has been able to boost its reputation—and its sales—through product stewardship.16 At least in part because of its extraordinary reputation and performance, Dofasco was acquired in 2006 by Arcelor-Mittal, the world’s largest steel company.

An increasingly active NGO community has led firms to pursue more collaborative approaches to business management. Together with industry, for example, European governments are pioneering take-back laws for electronics and appliances manufacturers, effectively closing the loop on the product life cycle.17 Companies such as Shell have increased the use of stakeholder engagement through town hall–style meetings, facilitated dialogues, Internet-based comment boxes, and other tools designed to provide venues for stakeholders to voice their views about a firm’s operations.

Under the leadership of Sam Palmisano, IBM has also emerged as a leader in leveraging their innovative technologies like grid computing, social networking, and virtual worlds to address problems in healthcare, transport, environment, and the plight of urban slum dwellers in the world’s megacities. In fact, in 2006, IBM went where no other corporation had gone before with product stewardship: The company invited thousands of outsiders across all sectors into a “virtual” boardroom to discuss new product and service ideas with thousands of IBMers. That first “InnovationJam,” held over an online platform, produced hundreds of ideas for new initiatives. As a result of the process, IBM has committed up to $100 million to support the strongest ideas.18

Nike also serves as a recent salient example of the value product stewardship creates for companies. Faced with growing backlash against its labor and environmental practices in the late 1990s, the company turned to product stewardship strategies to recover its reputation and preserve its right to operate. The company enacted a worldwide monitoring program for all contract factories, using both internal and third-party auditors such as PricewaterhouseCoopers. Nike also became a charter member of the Fair Labor Association (FLA), a nonprofit group that evolved out of an anti-sweatshop coalition of unions, human rights groups, and businesses. Nike also helped found the Global Alliance, a partnership among the International Youth Foundation, the MacArthur Foundation, and the World Bank, dedicated to improving workers’ lives in emerging economies.19

Aside from taking action on the labor (social) front, Nike also took action environmentally. Its footwear designers started evaluating their new prototypes against a product stewardship scorecard, using life-cycle analysis. Nike also launched the Reuse a Shoe Project to recycle old, unwanted footwear. The company’s retailers collected shoes and shipped them back to the company, which ground and separated the materials. Through partnerships with sports surfacing companies, the outsole rubber and midsole foam were turned into artificial athletic surfaces. Profits from this business generated income for the Nike Foundation and funded donations of sport surfaces made of the recycled material.

As the Nike case makes clear, firms can use product stewardship to demonstrate that stakeholder voices and opinions matter and can affect company behavior. As with pollution prevention, product stewardship is centered on improving existing products and services. As a consequence, changes are immediate, and value is quickly realized in the form of improved community relations, legitimacy, and brand reputation.



Accelerating Innovation and Repositioning Through Clean Technology

Clean technology refers not to the incremental improvement associated with pollution prevention, but to innovations that leapfrog standard routines and knowledge altogether. The rapid emergence of disruptive technologies such as genomics, biomimicry, information technology, nanotechnology, renewable energy, and close-loop systems presents the opportunity for firms—especially those heavily dependent upon fossil fuels, natural resources, and toxic materials—to reposition their internal competencies around more sustainable technologies. Thus, rather than simply seeking to reduce the negative impacts of their operations, firms can strive to solve social and environmental problems through the internal development or acquisition of new capabilities that address the sustainability challenge directly.20

A growing number of firms have begun to develop the next generation of clean technologies to drive future economic growth. For instance, BP and Shell have ramped up investments in solar, wind, and other renewable technologies that might ultimately replace their core petroleum businesses. In the automotive sector, Toyota and Honda were early entrants in the market for hybrid vehicles, which substantially increase fuel efficiency. Not long ago, most car makers talked of a transition to electric vehicles or alternative power taking 20 to 30 years. Today, in the wake of the Great Recession, GM, Ford, Toyota, and Honda are now committed to making it a commercial reality within a decade.

Firms such as Cargill and Dow are exploring the development of biologically based polymers to enable renewable feedstocks such as corn to replace petrochemical inputs in the manufacturing of plastics. Finally, General Electric’s “Ecomagination” initiative—aimed at solving some of the world’s most pressing environmental problems through technology—may be the most significant and visible new corporate commitment to clean technology (see Chapter 4). Each of these cases is notable for the firm’s willingness to disrupt the very core technologies upon which its businesses currently depend.

Bold strategies in clean technology continue to be less common among large, established corporations than are activities in pollution prevention or product stewardship. Entrenched corporate mindsets and standard operating procedures inhibit the creation of structures that can catalyze innovation. The risks associated with such investments stand in stark contrast to the risk-reducing efforts associated with the pollution-prevention programs discussed previously. However, it is likely that future economic growth will be driven by those firms that are able to develop disruptive technologies that address society’s needs. Firms that fail to lead the development and commercialization of such technologies are unlikely to be a part of tomorrow’s economy.21



Crystallizing the Firm’s Growth Path and Trajectory at the Base of the Pyramid

Too many corporate clean technology initiatives have floundered because the resulting technologies have stumbled in the marketplace—witness GM’s failed effort to develop an electric car during the 1990s. To succeed, therefore, it is crucial to develop a vision not only for what needs the company is trying to address and how they relate to sustainability, but also for where the most appropriate markets can be found. The unmet needs of those at the base of the economic pyramid may present the best opportunity for firms to define a compelling trajectory for future growth. A more inclusive form of capitalism, characterized by collaboration with stakeholders previously overlooked or ignored by firms (such as radical environmentalists, shantytown dwellers, or the rural poor in developing countries), can help open new pathways for growth in previously unserved markets.

The case of the Grameen Bank in Bangladesh demonstrates how a vision aimed at those who had been bypassed by the financial system, opened a totally new pathway for business growth.22 More than 30 years ago, Muhammad Yunus, then a professor of economics at Chittagong University in Bangladesh, conceived of the idea of a bank focused on offering “microcredit” loans to the poorest of the poor. This business concept was developed as a direct result of personal interactions that he and his students had with poor people in rural villages and shantytowns. Most bankers assumed that laziness or lack of skill were the reasons that so many lived in abject poverty. As a result, they focused their attention on more affluent customers. But Yunus was personally motivated to understand what the poor felt they needed to change their lives for the better. Much to his surprise, he discovered, by traveling through villages and through extended personal interaction, that they were, for the most part, energetic and motivated and knew exactly what they needed to move forward. In almost every case, this involved gaining access to small amounts of credit to launch or expand small enterprises. Grameen Bank was established to serve this need.

To succeed, it was necessary for Grameen to turn most of the established assumptions about banking (loan size, need for collateral, contractual enforcement) upside down. Conventional banking is based on the principle that the more you have, the more you can get. Grameen Bank started with the belief that credit should be accepted as a human right. By focusing on making very small loans to poor women based upon a “peer lending” model, a system was built where those who possessed the least get the highest priority. Small groups of loan recipients ensure that everyone behaves in a responsible way and no one gets into repayment trouble. The bank’s sales and service people visit villages frequently, getting to know the women who have the loans and the projects in which they are supposed to invest. In this way, lending due diligence is accomplished through trust-based interaction and exchange rather than mountains of paperwork and legal documentation characteristic of conventional banks. In fact, the individual loan amounts are often smaller than the document-processing charges of most financial institutions.

By 2009, Grameen was lending in excess of $8 billion each year to over 8 million poor borrowers in most villages throughout Bangladesh. Even more amazing, it achieved a better than 98 percent repayment rate, the highest of any bank on the Indian subcontinent, and indeed much higher than North American and European banks in the United States.23 The competitive imagination of Yunus and the Grameen Bank has led to a global explosion of institutional interest in microlending over the past decade, including the recent entry of financial giants such as Citigroup. In recognition of his pioneering work, Muhammad Yunus received the Nobel Peace Prize in 2006. Later that year, he founded Grameen America, a 501(c)(3) microfinance organization based in New York. The non-profit opened its doors in 2008 in Jackson Heights, New York, where it provides loans (and other financial services) through the peer-group lending model to low-income entrepreneurs for income-generating activity. The bank now operates a second branch in Omaha, Nebraska, and is committed to opening a branch in any city or neighborhood that can commit $2 million of start-up capital.24

Increasingly, MNCs are recognizing that the voices of the poor and disenfranchised can be a source of creativity and innovation. Recognizing that information poverty may be the single biggest roadblock to sustainable development, Hewlett-Packard, under previous CEO Carly Fiorina, focused attention on the needs of the isolated and disconnected through its World e-Inclusion initiative. HP created an “i-community,” a living laboratory, in rural India with the express purpose of coming to understand the particular needs of the rural poor. The firm quickly realized that this was not unoccupied space: Local companies such as N-Logue, Tarahaat, (and now Drishtee) were also developing information technology and business models to serve this enormous potential market. Through shared access (for example, Internet kiosks), wireless infrastructure, and R&D focused on cost reduction, these companies are dramatically reducing the cost of being connected.

Despite the efforts of organizations such as Grameen and HP, however, most companies continue to mistakenly assume that poor markets possess no value opportunities. Such companies have yet to try to understand the possibilities of serving the spaces they are used to ignoring. Indeed, BoP initiatives must overcome powerful “corporate antibodies” that seek to surround and kill any innovation that does not appear proximal and familiar. Senior executive protection is especially important, as BoP innovators in HP discovered upon Carly Fiorina’s departure. Firms that do find a way usually recognize that those at the base of the pyramid lack attention and capital, not ingenuity and aspiration. Thus, these firms have the potential to unlock future markets of immense scale and scope.

Charting the Sustainable Value Portfolio

By now, the core dimensions of sustainability and their linkages to firm performance and value creation should be clear: Firms are challenged to minimize waste from current operations (pollution prevention), while simultaneously acquiring or developing more sustainable technologies and skill sets (clean technology). Firms are also challenged to engage in extensive interaction and dialogue with external stakeholders, regarding both current offerings (product stewardship) and economically sound new solutions to social and environmental problems for the future (base of the pyramid).

Taken together as a portfolio, these strategies and practices hold the potential to reduce cost and risk, enhance reputation and legitimacy, accelerate innovation and repositioning, and crystallize growth path and trajectory, all of which are crucial to the creation of shareholder value. The challenge for the firm is to decide which actions and initiatives to pursue and how best to manage them. Companies can begin by taking stock of each component of what I call their sustainable value portfolio (see Exhibit 3.5). This simple diagnostic tool can help any company determine whether its strategy has the potential to truly create sustainable value.

Exhibit 3.5 The Sustainable Value Portfolio
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Source: Adapted from Hart, S. 1997. “Beyond greening: Strategies for a sustainable world.” Harvard Business Review, January-February: 66-76.

First, assess your company’s (or your business unit’s) capability in each of the four quadrants by answering the questions in Exhibit 3.5. Then rate your capability on the following scale for each quadrant: 1) nonexistent, 2) emerging, 3) established, or 4) institutionalized. Unbalanced portfolios spell missed opportunity and vulnerability: A bottom-heavy portfolio suggests a good position today but future vulnerability. A top-heavy portfolio indicates a vision of sustainability without the operational or analytical skills needed to implement it. A portfolio skewed to the left side of the chart indicates an inward focus that could lead to myopia and might ignore important perspectives from external constituencies. Finally, a portfolio skewed to the right side, although highly open and public, runs the risk of being labeled “greenwash” because the underlying plant operations and core technology still cause significant harm.

Programs in pollution prevention and product stewardship are well institutionalized within most MNCs today and have saved hundreds of millions of dollars over the past decade. U.S.-based companies have been especially focused on the efficiency gains and cost savings associated with pollution prevention. Highly publicized crises at companies such as Monsanto and Nike that failed to successfully engage the views of stakeholders have also caused growing numbers of firms to explore strategies for product stewardship. European companies have been particularly active in engaging in more stakeholder dialogue, extending producer responsibility for products, and adopting more inclusive forms of corporate governance. Research and consulting experience, however, suggest that few firms seem to recognize, let alone exploit, the full range of sustainable business opportunities available.25 Rather, most focus their time and attention primarily on the bottom half of the matrix: short-term solutions tied to existing products and stakeholder groups.

The Road to Sustainability

Consider the auto industry. During the 1970s, government regulation and dirty tailpipe emissions forced the industry to focus on pollution control. In the 1980s, the industry began to tackle pollution prevention. Initiatives such as the Corporate Average Fuel Efficiency requirement and the Toxic Release Inventory led auto companies to examine their product designs and manufacturing processes to improve fuel economy and lower emissions from their plants. The 1990s witnessed the first signs of product stewardship. In Germany, the 1990 “take-back” law required auto manufacturers to take responsibility for their vehicles at the end of their useful lives. Innovators such as BMW influenced the design of new cars with “design for disassembly” efforts. Industry-led consortia such as the Partnership for a New Generation of Vehicles were driven largely by the product stewardship logic of lowering the environmental impact of automobiles throughout their life cycles.

Early attempts to promote clean technology were driven by initiatives such as California’s Zero-Emission Vehicle Law and the U.N. Climate Change Convention, which sought to limit greenhouse gas emissions on a global scale. But early efforts by industry incumbents were either incremental—for example, the development of natural gas vehicles—or defensive in nature. Electric vehicle programs, for instance, were used primarily to demonstrate the infeasibility of the California law rather than to lead the industry to fundamentally cleaner technology. It came as no surprise that GM chose to shutter its electric vehicle program, the Impact. While stylish and successful at generating a cult following, the Impact featured over 1,000 pounds of batteries, a range of less than 100 miles, and a price tag nearly double that of other vehicles in its class. Similarly, the issue of climate change, perhaps the single biggest threat to the internal combustion engine as we know it, was addressed primarily through stakeholder dialogue and the establishment of incremental reduction goals for greenhouse gas emissions. These initiatives, while laudable as far as they went, were motivated primarily by a desire to maintain legitimacy and the right to operate in the face of a product fleet that was becoming increasingly dominated by behemoth, gas-guzzling SUVs and oversize pickup trucks.

The early 2000s saw the introduction of the first serious new product entries containing alternative power plants. Hybrid-electric vehicles such as the Prius and the Civic, from Toyota and Honda, respectively, were introduced at premium prices with fuel efficiencies 50% better than those of conventional vehicles. Despite clear signals of demand by a growing “green” consumer base, however, production capacity lagged far behind demand and by 2006 was still focused on vehicles at the low end of the market, where conventional cars were already quite fuel-efficient. Only in the past few years have these companies begun to produce hybrid options in the large car, minivan, SUV, or pickup truck segments, which are, by far, the most polluting and least energy-efficient. With a surge in gasoline prices during 2006 and again in 2008, Toyota and Honda’s clear dominance in both hybrid technology and fuel efficiency all but brought Ford, GM, and Chrysler to their knees. Indeed, both GM and Chrysler required government bailout money in 2009 to avoid outright failure, with potentially devastating social and economic consequences.

The advent of the new century also saw a rush by car companies into hydrogen fuel cell development programs. Some automakers (such as Ford) sought joint ventures with existing fuel cell companies; others (such as GM) initiated their own programs of technology development. Most targeted the United States as the entry market for this revolutionary new technology. Unfortunately, because there are no alternative fuels for sale to consumers in the United States, it will be necessary to outfit these fuel-cell vehicles with expensive gasoline reformers well into the future. Converting gasoline into hydrogen does not solve the problem of fossil fuel dependence or greenhouse gas emissions.

Indeed, it is staggering that none of the incumbent auto companies has connected the challenge of clean technology development to its strategies for emerging markets (such as China and India, where there will be massive transportation needs in the coming decades). Consider the impact of automobiles on China alone. In the mid-1990s, there were fewer than one million cars on the road in China. However, with a population of more than one billion, it would take less than 30 percent market penetration to equal the current size of the U.S. car market (12 million to 15 million units per year). Ultimately, China might demand 50 million or more units annually. Because China’s energy and transportation infrastructures are still being defined, there is an opportunity to leapfrog to clean technology, yielding important environmental, public health, and competitive benefits.

Emerging players from the developing world such as the Tata Group in India and BYD in China seem to see the logic of such a strategy. In 2008, for example, Warren Buffet invested $230 million in BYD, which is focused on producing an affordable, mainstream electric car, and his 10% stake is now worth nearly $2 billion. That same year, Tata Motors launched the “Nano” in India—a $2,000 vehicle that seats four, passes European safety and emission standards, and gets 55 miles to the gallon. Compare this car to the vaunted Toyota Prius, which has a similar profile but gets only 45 miles to the gallon and costs $25,000!26 To achieve these radical goals, Tata Motors started with a clean sheet design that radically simplified the number of parts and components, requiring a reinvention of the upstream supply chain. In addition, this simplified design made “kit” assembly by dealers and distributors possible, eliminating the need for expensive final assembly plants, while also creating jobs in small cities and rural areas where the vehicle could be assembled, sold, and serviced directly by microentrepreneurs.

Furthermore, within the next two years, Tata Motors has committed to launching an electric version of the Nano and is working on the launch of a vehicle that runs on compressed air.27 Can we possibly imagine Ford or GM (or for that matter, Toyota or Honda) achieving this combination of innovation in fuel efficiency, radical simplicity, and affordability? By “shattering the trade-offs,” Tata Motors and other players like them are staking out the future, with potentially dire consequences for the established players.

Now assume for a moment that these innovators succeed in creating a commercially viable next generation of affordable (and renewable) vehicles using emerging markets as the incubator. Try, then, to envision a transportation infrastructure capable of accommodating so many vehicles. How long will it take before gridlock and traffic jams force the auto industry to a halt? Sustainability will require new transportation solutions for the needs of emerging economies with huge populations. This might feature entirely new products and services designed to make smaller cities and villages more economically viable so that mass migration to megacities becomes unnecessary and even undesirable.

Skylite Aeronautics, for example, is a start-up company focused on the commercial deployment of next-generation airship technology—the GeoShip.28 We are not talking here about a modern-day version of the Hindenburg! Instead, the GeoShip includes several technological and design innovations that make it quite distinct from traditional blimps. The structure is based on a geodesic tetrahedral truss, providing tremendous strength. The airship does not use tail fins (which means less drag and lighter weight) and is powered by quiet and efficient electric motors (rather than jet engines). The result is an airship that can haul enormous amounts of cargo and/or people with a minimal environmental footprint at very low cost: Each GeoShip can carry up to ten 747s’ worth of cargo while using less than 10% of the fuel required by jet aircraft. And by using both solar power and select biofuels, the carbon footprint of the GeoShip could be taken to near zero.

Because it can take off and land vertically, with no landing gear and minimal need for ground-based infrastructure, the GeoShip can link remote communities, regions, and countries directly to global markets. Just as cellular telephony leap-frogged the need for expensive land lines, the airship can leap-frog the need for expensive and environmentally damaging transportation infrastructure such as roads, rail lines, bridges, ports, and airports.29 Most of us have forgotten that Ford was once in the airplane business (or that SAAB still is). Can “car” companies expand their conception of sustainable mobility to include the development of technologies like the GeoShip? Will the giants in the auto industry be prepared for such radical change, or will they leave the field to new ventures that are not encumbered by the competencies of the past?

In summary, although the auto industry has made progress, most auto companies fall far short of creating truly sustainable value. While most have succeeded in implementing some version of pollution prevention and product stewardship, few have ventured very far beyond the safe confines of the current technology and business model. Initiatives in the clean technology and base of the pyramid quadrants have been fragmentary, at best, leaving open a future opportunity of potentially vast proportions. Unfortunately for the incumbents, the firms best positioned to seize this opportunity are new entrants or emerging players from the developing world.

Pursuing the White Space

As the case of the auto industry suggests, relatively few firms have begun to explore seriously the opportunities associated with the upper half of the sustainable value portfolio, the portion focused on building new capabilities and markets. Indeed, most clean technologies today are being developed and commercialized by small, often undercapitalized new ventures, not by the MNCs that possess the financial resources for doing so successfully. Similarly, most business experiments at the base of the economic pyramid have been initiated by NGOs or small local firms, while MNCs’ emerging market plays have been limited largely to the elites or emerging middle classes in the developing world. Given that pursuit of clean technology and markets at the base of the pyramid is disruptive in character, perhaps we should not be surprised that large firms have not actively blazed these trails. As we have seen “corporate antibodies” serve to effectively kill any innovation that departs too much from the norm.

Yet it need not be this way. Just as particular competencies (for example, quality management, continuous improvement, boundary-spanning capability) predispose some companies to be more effective than others in implementing pollution prevention and product stewardship, some MNCs will be better positioned than others to pursue clean technologies and markets at the base of the pyramid—those with demonstrated ability in acquiring new skills, working with unconventional partners, incubating disruptive innovations, shedding obsolete businesses, and creatively destroying existing product portfolios, to name just a few. Incumbent firms with these skill sets possess a potentially powerful first-mover advantage.

The opportunity to create sustainable value—shareholder wealth that simultaneously drives us toward a more sustainable world—is huge but yet to be fully exploited. The sustainable value portfolio outlined in this chapter shows the nature and magnitude of the opportunities in sustainable business development and connects them to ways for the firm to create value. The strategies associated with the four quadrants also enable a sustainable competitive advantage because they cannot be easily or quickly copied by competitors. The framework’s simplicity, however, should not be mistaken for ease of execution: Understanding the connections is not the same thing as successfully implementing the necessary strategies and practices. This task is very challenging and complex indeed. Only a few firms will be able to successfully carry out activities in all four quadrants simultaneously, especially those in the upper part of the portfolio that require the greatest efforts in terms of vision, creativity, and patience.

Stagnant or negative economic growth at the top of the income pyramid and stale business models will present formidable challenges to corporations in the years ahead. Focusing on incremental improvements to existing products and businesses is an important step, but it neglects the vastly larger opportunities associated with clean technology and the underserved markets at the base of the economic pyramid. Indeed, addressing the full range of sustainability challenges by moving “beyond greening” can help to create shareholder value and could represent one of the most underappreciated avenues for profitable growth in the future. It is to this prospect that we turn our attention in the next section of the book.
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Part Two. Beyond Greening


4. Clean Technology and Creative Destruction

More than 50 years ago, economist Joseph Schumpeter described the dynamic pattern in which innovative upstarts unseat established firms as “creative destruction.”1 Whereas most twentieth-century economists focused on competition under conditions of static equilibrium, Schumpeter insisted that disequilibrium was the driving force of capitalism. There is now little doubt that the economy is driven by firms that are able to capitalize on the “new combinations” described by Schumpeter: Coal Age technologies gave way to Oil Age technologies that are now giving way to Information Age technologies. With each change, the technological and socio-economic infrastructure of society experiences dramatic transformation, with new institutions, enterprises, and geographic patterns of development.

Not surprisingly, the notion of creative destruction makes many managers uncomfortable—and it should. Frequently, incumbent firms either have discounted the significance of emerging technology or have reacted to changes by becoming more committed to existing products and markets. Incumbents that survive episodes of creative destruction do so because they display more foresight than their peers; they invest and form partnerships to acquire new competencies and experiment in new, untested markets.2 They are not held hostage by their current technology or market position.3

Mark Milstein and I have argued that the emerging challenges associated with global sustainability are, in reality, catalysts for a new round of creative destruction that offers unprecedented business opportunities.4 Today’s corporations can seize the opportunity for sustainable development, but to do so, they must look beyond the incremental improvements associated with pollution prevention and product stewardship in the current business. Instead, companies must make obsolete the very technologies and product systems upon which they currently depend.5

Continuous Improvement Versus Creative Destruction

Episodes of creative destruction are usually driven by waves of scientific and technological discovery and/or major periods of sociopolitical upheaval. We are now in the early stages of such a revolution—the transformation toward a sustainable world. Most existing large corporations evolved in an era of abundant raw materials, cheap energy, and seemingly limitless sinks for waste disposal. During the past few decades, however, it has become increasingly clear that many of the technologies developed during this period are unsustainable. Indeed, the specters of toxic contamination, depleted forests and fisheries, eroded soils, loss of biodiversity, global climate change, burgeoning populations, a widening gap between rich and poor, and growing civil strife are explicit signals that companies must take more seriously the social and environmental impacts of their technologies and businesses.

In fact, only by replacing many of today’s unsustainable technologies with those that are inherently clean, renewable, and nontoxic can we make rapid progress toward a more sustainable world. Just as nature enables some species to out-compete others through a process of natural selection and succession, so the sustainability revolution will enable those firms with more sustainable strategies to outperform—and, ultimately, replace—those with outmoded strategies and damaging technologies. No amount of greening will save firms from the gales of creative destruction that are likely to ensue in the coming decades. In short, most truly sustainable technologies are likely to be disruptive—but not all disruptive technologies will be sustainable. Learning the difference could hold the key to long-term survival.



Greening = Continuous Improvement

Strategies for greening generally serve to incrementally improve the performance of existing products and processes (see Exhibit 4.1). Initiatives in pollution prevention and product stewardship solidify incumbents’ competitive positions by rewriting the rules of the game in their favor. Greening perpetuates the current industry structure; it fosters continuous improvement rather than reinvention or fundamental innovation. In the long run, however, the dynamics of creative destruction will work against firms that rely only on incremental improvements and fail to change the fundamental manner in which they provide products, processes, and services.

Exhibit 4.1 Continuous Improvement Versus Creative Destruction
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Source: Adapted from Hart, S. and Milstein, M. 1999. “Global sustainability and the creative destruction of industries.” Sloan Management Review, 41(1): 23-33.

An example of incremental innovation is the Chemical Manufacturers Association’s (CMA) Responsible Care program, which helped rescue the industry from near oblivion but has not led its members to revolutionize practices. Following the Bhopal disaster in 1984 (in which 3,000 residents of Bhopal, India, died as a result of a toxic chemical explosion at a Union Carbide plant), leading chemical companies, including Dow, DuPont, and Monsanto, pressed for self-regulation in the face of public hostility and calls for stricter regulatory measures that threatened industry survival. In 1988, the CMA adopted Responsible Care, a statement of environmental principles and codes of management practices that included provisions for pollution prevention, product stewardship, and community advisory panels. To strengthen the program, the principles and codes were made mandatory for CMA member companies, which make up 90 percent of the chemical capacity in the United States; noncompliance was grounds for expulsion from the CMA. Since 1988, Responsible Care has transformed the chemical industry’s environmental behavior and helped to change the public’s perception of the industry from shameless polluter to more responsible actor.

But although it has been successful in reestablishing the legitimacy of an industry under tremendous public pressure, Responsible Care has failed to address the fundamental underlying problems associated with the chemical industry: Many of its products and processes are highly toxic, resource-intensive, and inherently unsustainable. As an industry-level collaborative process, the Responsible Care program has fostered incremental improvement by forcing hundreds of smaller chemical firms to mimic the leaders in terms of environmental management and community involvement. This has left the leading firms in a stronger competitive position by helping to shore up support for their right to operate but, ironically, has reduced the likelihood of fundamental innovation by chemical company incumbents. Indeed, research now shows that the biggest gains in environmental performance occurred not within the Responsible Care firms, but among those firms that decided not to join.6



Beyond Greening = Creative Destruction

If we reflect on the generally accepted definition of sustainable development as the ability of the current generation to meet its needs without compromising the ability of future generations to meet theirs, we can see how most existing products and processes fail to meet this criterion.7 Growing data suggest that today’s extractive and material-intensive industries (for example, mining, energy, chemicals, forest products, agriculture, and transportation) are not sustainable. If the entire world were as material-intensive as North America, it would take more than three planet Earths to support the material requirements of the current world population.8 We should therefore see global sustainability as a major disruptive force, with the power to radically transform the structure of many industries.

Visionary companies have an opportunity to drive the redefinition and redesign of their industries. Material- and energy-intensive industries will find global sustainability to be a competency-destroying challenge that calls for radical repositioning and new competency development. Information- and service-intensive industries will find global sustainability to be a competency-enhancing challenge that offers significant potential for substitution and leapfrogging over existing unsustainable technologies.

Unlike greening, which works through the existing supply chain to effect continuous improvement in the current business system, “beyond greening” strategies focus on emerging technologies, new markets, and unconventional partners and stakeholders. Such strategies are thus disruptive to current industry structure and raise the possibility of significant repositioning, enabling new players to establish leading positions as the process of creative destruction unfolds.

In the chemical industry, we can also see the early stages of creative destruction, as key incumbents begin to reposition themselves for the clean technology revolution. Consider the case of DuPont. In the late 1800s, the company transformed itself from a manufacturer of gunpowder and explosives into a chemical company focused on the production of synthetic materials using petroleum feedstocks. This strategy produced nearly a century of success, with such well-known blockbuster products as Nylon, Lycra, Teflon, Corian, and Kevlar.

In the late 1900s, DuPont embarked on its second major transformation—from an energy-intensive petrochemical company to a renewable resource company focused on sustainable growth.9 To realize this transformation, the company has pursued a strategy of acquisition, divestiture, and internal technology development. Between 1995 and 2005, for example, DuPont invested more than $15 billion in biotechnology, including the acquisition of Pioneer Hi-Bred, a major player in the agricultural biotech business. It also divested resource- and energy-intensive businesses such as its oil subsidiary (Conoco) in the 1990s and, most recently, its core Nylon and Lycra businesses in 2004.

In an effort to dramatically shrink its footprint, the company established two energy goals in late 1999 for 2010: to hold total energy use flat (with 1990 levels) and to increase its use of renewable resources to 10 percent at a cost competitive with best available fossil fuels. To hit such ambitious targets while continuing to grow as a company, the firm sought to reorient its technology base toward biology (genomics and biomimicry, for example), renewable energy (fuel cells), and information (knowledge-intensive rather than resource-intensive products). And to accelerate this process, DuPont is seeding internal ventures focused on sustainable technology development and innovations aimed at the developing world.10

In its 2008 Sustainability Progress Report, DuPont declared that its energy use was down 7 percent through “Energy Breakout Initiatives” that were launched at 47 participating plants in 2005 and 2006; this reduction saved an estimated $60 million. In addition, it had obtained 6 percent of overall energy needs from renewable sources through, for instance, landfill gas projects. The company is now working toward a set of lofty environmental footprint reduction targets for 2015.11

During the past decade, de-mergers, spin-offs, acquisitions, and significant new technology developments have structurally transformed the chemical industry. Monsanto, Hoechst, and Rhone-Poulenc have spun off their chemical businesses to concentrate on life sciences, food, pharmaceuticals, and biotechnology. ICI, Sandoz, and Ciba-Geigy have refocused on chemicals by spinning off their life sciences and biotechnology investments (for example, the creation of Zeneca and Novartis). Dow is ramping up significant investments in biotechnology. Other firms, such as Novo Nordisk, the fast-growing Danish pharmaceutical and biotechnology company, and Empresas La Moderna, an emerging life sciences powerhouse, are exploring “green chemistry” and finding biological substitutes for synthetic chemicals. In fact, many of the new technologies being developed by these firms will make existing petrochemically based products and applications obsolete.

Almost every energy- and material-intensive industry, from energy and automobiles to food and forest products, is experiencing similar changes. Every firm must strike a balance between the incremental change and continuous improvement associated with greening, and the disruptive innovation and creative destruction associated with beyond greening. In the past, competitive advantage was based largely upon lowering cost or gaining differentiation in existing industries and businesses. In the future, however, it appears that competitive advantage will depend more upon the capacity to generate disruptive innovation and creative destruction through competitive imagination. A growing body of scholarly work affirms Joseph Schumpeter’s assertion over a half-century ago that “the problem that is usually being visualized is how capitalism administers existing [industrial] structures, whereas the relevant problem is how it creates and destroys them.”12 Disruption and innovation are more important to corporate success than it has ever been.13

In their book Creative Destruction, Foster and Kaplan demonstrate empirically that the base rate of change in the economy has been accelerating over the past 80 years, with dire consequences for industry incumbents: The turnover rate for the S&P 500 has increased from about 1.5 percent per year in the 1920s to nearly 10 percent in 2000. This implies that the average number of years a firm spends on the Standard and Poor index declined from 65 in the 1920s and 1930s (S&P 90) to 10 in the 1990s (S&P 500). By 2020, they state, “more than three-quarters of the S&P 500 will consist of companies we don’t know today—new companies drawn into the maelstrom of economic activity from the periphery, springing from insights unrecognized today.”14

To date, unfortunately, the lion’s share of effort and activity in most companies has focused on greening—the continuous improvement of existing products and processes. Given the velocity of technological change and the growing significance of sustainability, however, this no longer appears to be a viable strategy. In fact, investment in clean technology has mushroomed over the past decade. Venture capitalists around the world have pumped in excess of $20 billion into clean-tech companies since 2005. Indeed, clean-tech is now the largest venture capital category in the US.15 Increasingly, creative destruction appears to hold the key not only to the growth industries of the future, but to corporate survival.

From Textile Dyes to Biomaterials

Burlington Chemical Company provides a vivid illustration of difference between continuous improvement and creative destruction.16 Founded in the early 1950s in the heart of North Carolina’s textile belt, Burlington focused on producing chemicals and dyes for the many textile companies in the region. The company grew steadily throughout the 1960s and ‘70s until the early 1980s, when the State of North Carolina passed a stringent new regulation requiring that fish be able to successfully reproduce in the effluent water coming from textile mills. This requirement presented a formidable challenge to the textile companies in the state. Recognizing that its customers’ problems were its problems, too, Burlington seized the opportunity and began to focus on producing more environmentally friendly textile chemicals and dyes.

Led by Sam Moore, the grandson of the company’s founder, Burlington’s management team adopted the ideals of product stewardship and industrial ecology in 1983. This revolutionary approach led the company into a whole new line of textile chemical products that were low in toxicity, biodegradable, and much more energy-efficient. Despite the textile industry’s steady decline, by the early 1990s, Burlington had grown to more than $50 million in annual sales and employed more than 150 people. Product stewardship and design-for-environment had enabled the company to thrive in what was otherwise a highly cost-competitive, commodity business. Then came the passage of the North American Free Trade Agreement (NAFTA) in 1995.

With NAFTA, the slow decline of the textile industry in North Carolina turned into a mass exodus. Textile mills across the state shut down and moved to Mexico to take advantage of the dramatically lower labor costs there. Between 1995 and 2000, Burlington’s revenue declined by more than 50 percent, and more than 60 percent of its customers went out of business. Even worse, the average selling price of its products dropped by more than half. Burlington was forced to lay off more than 100 of its employees. Fortunately, given the company’s strong focus on employee training and advanced technological competence, laid-off workers found jobs that paid at least as well within a few months. It was clear, however, that if the company were to survive, it would need new “lifeboat” businesses outside the textile industry. The company’s managers thus committed themselves to a strategy of “creative destruction.”

Burlington’s investment in product stewardship and industrial ecology during the 1980s paid off: After two failed attempts to sell its textile chemical and dyes business (one acquirer would have shut down the operation, displacing the remaining workers), the firm succeeded in selling it to a German company in 2003. Under the terms of the agreement, Burlington retained exclusive manufacturing rights, and the new owner agreed to hire all Burlington’s salespeople. The German firm was then able to leverage Burlington’s clean textile dye technology throughout its extensive textile operations in Asia—a win-win, both financially and environmentally.

During the same period, Burlington built manufacturing facilities to focus on the development and production of new, bio-based lubricants, catalysts, and additives. In 2000, it launched a new Luberos lubricants division. The sale of the textile chemicals business freed assets with which to expand the new vision, which is focused on bio-based sustainable chemistry for manufacturing and service industries. New products include lubricants manufactured from used vegetable oils, soy-based fabric softeners, and new cleaning systems for the transportation industry.

By 2004, the company had begun to turn the corner, realizing a positive cash flow for the first time in six years and an improving balance sheet. The new vision provided vast opportunities for future growth in emerging industries, with tremendous upside potential. The company’s early commitment to industrial ecology had provided it the intellectual and physical capital to make the leap into a whole new technology and business space. In short, the early commitment to clean technology provided the platform for creative destruction that saved the company.17

Using Carbon Dioxide to Change the World

During the mid-1990s, an innovative new venture was spun out of the University of North Carolina at Chapel Hill. Spearheaded by chemistry professor Joe DeSimone, Micell Technologies and its research arm, the Kenan Center for the Utilization of Carbon Dioxide in Manufacturing, focused on the growing demand for green manufacturing methods. Creative destruction has been the company’s stock and trade. Micell Technologies is dedicated to the vision that liquid (supercritical) carbon dioxide can reduce water-based waste streams and replace a significant amount of the 30 billion pounds of organic and halogenated solvents used and released each year. DuPont has already benefited directly from this work—it has developed a new process for making Teflon in carbon dioxide in place of the current method, which is water- and solvent-intensive.

Micell is also seeking to revolutionize the semiconductor industry, in which chip fabrication currently uses massive quantities of both water and toxic solvents. Through its innovative technology, the company has developed applications that complete the most chemical- and water-intensive steps of the chip-production in a liquid carbon dioxide environment, eliminating the use of water and solvents for cleaning—and reducing the costs of production in the process. Ultimately, the company aims to creatively destroy the entire chip-fabrication process through its carbon dioxide-based approach, making the process a virtually closed system and eliminating entirely the need for expensive clean room technology.

One of Micell’s most interesting business applications is in dry cleaning. Current dry cleaning technology uses a highly toxic chemical, perchloroethelene, as the cleaning agent. This chemical not only contaminates the sites where it is used (making virtually every dry cleaning shop a hazardous waste site), but it is also very hard on fabrics, shortening the useful life of clothing items. DeSimone and Micell have designed a set of soaps and surfactants that work especially well in a liquid carbon dioxide environment. Under pressure in a specially designed washing machine, carbon dioxide turns to a supercritical liquid; clothes are then “washed” with the specially designed surfactants. Upon completion of the process, the pressure is released, allowing the carbon dioxide to return to a gas; the surfactants are separated from the dirt and captured for reuse. The clean clothes are ready, without the need for any form of drying. The entire process is a closed system, eliminating all forms of waste, pollution, and emissions.

Micell’s franchise operation, Hanger’s Cleaners, is now being rolled out across North America. The clean and safe nature of the workplace, combined with the more sophisticated nature of the technology, enables Hangers to create jobs with a higher skill and wage base. There are now a handful of other carbon dioxide-based dry cleaning plays on the market. It is only a matter of time before the toxic dry cleaning sweatshops of today are relegated to the scrap heap of history.

Developing an Ecomagination

It may indeed be possible for small, start-up ventures like Micell Technologies to creatively destroy the dry cleaning industry in the United States: The industry has not consolidated, at least in part because acquiring current players would mean amassing a huge portfolio of toxic sites! Thus, given the fragmented “mom-and-pop” nature of the industry, there are no large incumbent dry cleaning corporations with established positions to protect. In most other industries, however, it is a different story given that creative destruction means some large incumbents’ core businesses end up on the chopping block. It is this reality that makes General Electric’s initiative in clean technology so interesting—and important.

Indeed, May 2005 may have marked an important turning point for General Electric, the venerable 127-year-old corporate titan. It was then that chairman and CEO Jeffrey Immelt publicly announced that the $150 billion company was betting its future on clean technology. Immelt unveiled a company-wide growth plan—dubbed “Ecomagination”—aimed at solving some of the world’s most pressing environmental problems through the aggressive commercialization of new technologies such as wind power, solar energy, fuel cells, high-efficiency gas turbines, hybrid locomotives, lower-emission aircraft engines, lighter and stronger materials, energy-efficient lighting, and water purification technologies.18

As part of the Ecomagination initiative, GE has committed to: 1) doubling its annual research investment in cleaner technologies, from $700 million in 2004 to $1.5 billion in 2010; 2) doubling its current $10 billion in annual revenue from clean tech products and services to at least $20 billion by 2010; 3) reducing its greenhouse gas intensity 40 percent by 2012 (a 1 percent real reduction in emissions versus a 40 percent rise without further action); and 4) reporting publicly on its progress toward meeting these goals. As of 2009, the company was on track to meet or exceed all of these goals.

While May 2005 marked the official launch of the Ecomagination initiative, it clearly built on decades of investment in technology and product development at the company. Indeed, GE’s aggressive, risk-taking style and innovative technical culture made it perfectly suited to the melding of societal and financial goals. Immelt stated this succinctly in his May 2005 address: “Ecomagination, which is based on GE’s belief that solving environmental problems is good business, constitutes a significant growth strategy for the company.” The message seems clear: There need not be an inherent trade-off between environmental and financial performance. Rather, with creativity and imagination, it is possible to solve some of the world’s most difficult environmental problems and make money doing it.

Working with the NGO Green Order and other third-party environmental groups, GE developed a scorecard system for evaluating products and technologies. To qualify for Ecomagination, products must not only outperform environmentally, but also economically—both for GE and its customers. Under this system, “green products” that deliver a lower level of functionality at a premium price using environmental performance as an excuse would never see the light of day. Only those products and technologies that break free from the tyranny of trade-off thinking would achieve Ecomagination status.

Individual businesses propose products for Ecomagination consideration. The evaluation process is audited by a third party and can take up to a month and a half to complete. Interestingly, potential products are not limited to those produced by the company’s manufacturing businesses. The program extends to the products and services of the organization’s vast financial business as well. By the end of 2008, GE had 80 Ecomagination products, up from just 17 in 2005. Revenue derived from Ecomagination products had also surpassed the $17 billion mark with a backlog of nearly $100 billion.

Is Ecomagination a bold move? The truth is that the majority of Ecomagination products thus far have been “greening” improvements to existing products. However, Ecomagination also includes an important though less visible process for fostering corporate investment in disruptive technologies such as biomimicry, nanotechnology, renewable energy, point-of-use water treatment, and other emerging clean technologies. At a time when most other corporations are cutting back central R&D funding for projects that lack clear market application with existing customers, the Ecomagination initiative goes in a different direction. Through the initiative, GE is creating options to pursue more radical technologies that may take longer to develop but promise the potential for step function improvements with large payoffs. Indeed, in 2008, the company invested $1.4 billion in clean-tech R&D.

Whole-Systems Thinking

As the cases of General Electric, Burlington Chemical, and Micell Technologies make clear, managing for continuity and efficiency—through cost or differentiation advantages in existing industries and businesses—is no longer enough. In the future, competitive advantage will increasingly shift to the capacity for exploration, disruptive innovation, creative destruction, and corporate “blue ocean” strategy.19 This shift necessitates moving beyond the conventional modes of business analysis, those emphasizing comparison of existing alternatives so prevalent in business schools and firms today.

The logic of marginal analysis—the tracking of incremental changes in costs and benefits—holds that there is an optimum point beyond which it makes no sense to seek additional performance improvements in, say, quality or emissions reduction. Beyond a certain point, in other words, it costs more to achieve an additional increment of improvement than it is worth. Although this form of analysis makes implicit sense in a world of predetermined alternatives and incremental adjustments, it becomes self-defeating when the objective is disruptive change. To succeed in this space, a new logic is required, one based upon whole-systems thinking.

In their encyclopedic treatise Natural Capitalism, Paul Hawken, Amory Lovins, and Hunter Lovins make a persuasive case for the logic of whole-systems thinking in connection with sustainability.20 They demonstrate how incremental thinking can blind us to the potential for leapfrog innovation. Using the familiar example of home construction, they show how component-based, marginal analysis leads us to design buildings that fail to realize their full potential. For example, the energy efficiency of buildings is usually determined after the basic structure and utilities have already been put in place by how much insulation is used, what grade of windows are installed, what types of appliances are purchased, and so on. Each of these decisions is made separately using marginal analysis: Additional insulation becomes “uneconomic” beyond a certain point because the initial capital cost will never be recouped through energy savings. This style of analysis has trained us to believe that the only way to realize more energy-efficient homes is to pay the additional cost required to install the necessary conservation technology. Incremental benefits must exceed incremental costs.

But what happens if we step outside the artificial cage imposed by component-based, marginal thinking? To do this, we must abandon the existing design conventions associated with home construction (which means we also have to set aside existing building codes, regulations, and industry best practices). We must start with a clean sheet and embrace the logic of whole-systems thinking. When we do this, however, we can readily see that it is possible to “have our cake and eat it too.” That is, we can design superefficient houses and even cars that actually cost less to build than the original unimproved versions.

How is this possible? The fatal flaw of marginal analysis is its tacit acceptance of current designs and products as given. By accepting the world as it currently exists, we ensure that only incremental improvements are possible. Thus, in seeking a more energy-efficient home, we accept that the current convention (indeed, requirement in most localities in the United States) of having heating systems, ductwork, blowers, air compressors, and so on is necessary and appropriate. The aim is simply to reduce the extent of their use through add-on energy-conservation investments. (It should be apparent that this is nothing more than a glorified form of end-of-pipe thinking.)

But what if we question the very need for these expensive and potentially unnecessary pieces of capital equipment? What if we invest more in building a well-insulated, passively heated and cooled structure powered by solar energy so that we can eliminate the need for a conventional heating and cooling system altogether? Might this not produce a home of superior functionality, energy efficiency, and cost? Ample evidence demonstrates that, indeed, such a design philosophy can and does work. What holds it back is not technology, but rather restrictive rules, laws, and building codes, and the inertia associated with the current construction industry, particularly material suppliers and contractors, who only know how to build one way: the unsustainable way.

Make It Right (MIR) Foundation in New Orleans demonstrates the potential for such a whole-systems design philosophy.21 In the wake of Hurricane Katrina, Brad Pitt engaged William McDonough, Cherokee Gives Back, and the architectural firm Graft to design a safe, sustainable, and affordable form of housing for the redevelopment of the Lower 9th Ward—the area that was completely devastated by the flood. Inspired by “cradle-to-cradle” thinking, MIR has been able to “shatter the trade-off” by designing homes that are virtually energy self-sufficient (as well as storm resistant) while keeping the cost per square foot competitive with standard construction. Because the new homes are so cheap to operate, they turn out to be more affordable for returning residents than either existing homes or conventional new construction.

Implementing the logic of whole-systems thinking in a fragmented industry like home construction is difficult, but it may be easier to achieve in industries dominated by large incumbent players with the bargaining power to change the rules of the game. Walmart, for example, in its recent shift to sustainability as a core business strategy, has shown just how much power and leverage large retailers can have over the companies they purchase from. In 2005, Walmart, the second largest corporation in the world, announced three quite audacious environmental goals: 1) to be supplied 100 percent by renewable energy; 2) to create zero waste; and 3) to sell products that sustain resources and the environment. At the same time, the company remained totally committed to its promise of Every Day Low Prices.

Clearly, these goals cannot be reconciled through greening alone. It will be necessary for suppliers and vendors to “shatter the trade-off myth” through beyond greening initiatives that foster creative destruction. Rather than simply squeezing current suppliers, Walmart is using whole-systems thinking to restructure entire value chains. The company’s organic cotton strategy provides a case in point: Walmart is working with farmers to assist them in the transition to organic farming practices. In the short term, however, this has the effect of raising the price of cotton, considering it takes several years for farmers to achieve organic certification. To offset this added cost, the company is using its leverage to lower costs elsewhere by eliminating middle men and simplifying the cotton supply chain. The end result is natural apparel on sale at Every Day Low Prices—and the prospect of moving the mass market toward organic cotton. This is especially significant considering that conventional cotton agriculture accounts for over one-quarter of total pesticide use in the world!22

Thinking like a disruptive innovator through the logic of whole-systems thinking may also hold the key to future growth for incumbents in industries currently mired in low-growth, commodity competition. It may also hold the key to moving us toward a more sustainable form of mobility for the twenty-first century. Consider the possibilities.

Reinventing the Wheels

Chapter 3, “The Sustainable Value Portfolio,” analyzed the automobile industry’s evolution over the past 50 years in terms of the sustainable value portfolio. It traced the industry’s path from a strictly adversarial command-and-control approach to the pollution-prevention and product stewardship initiatives of the 1980s and 1990s. By the early twenty-first century, all major car companies had initiated clean technology (fuel cell or alternative) vehicle programs. Unfortunately, all had continued to use the logic of component-based, incremental thinking in these clean technology initiatives, except one: General Motors.

Most fuel cell vehicle programs, like their hybrid vehicle cousins, still envisioned the product in conventional terms: a heavy metal chassis and body with thousands of component parts. Unfortunately, in the early twenty-first century, fuel cells were still many times more expensive to produce than internal-combustion engines. Thus, when a fuel cell (with an electric motor) is seen as a simple replacement for the internal-combustion engine, the result is an overpriced product that few consumers (save the ultragreen) would ever consider purchasing. GM had already been down this path with its overpriced and underperforming electric vehicle, the Impact, in the 1990s. With more than 1,000 pounds of batteries, it failed to gain sufficient commercial traction, even in the regulation-driven California market, where a certain percentage of zero-emission vehicles was required by law. As Amory Lovins likes to say, “Optimizing one element in isolation pessimizes the whole system.”

In 2002, General Motors launched the AUTOnomy project, a bold $1 billion initiative to reinvent the automobile around hydrogen fuel cell technology. Unlike its competitors, GM took a clean-sheet approach not only to vehicle design, but to the entire manufacturing system. Rather than thinking of the fuel cell as a simple replacement for the engine, GM tried to imagine a different approach. Who said that fuel cells have to be boxlike contraptions that look like batteries or engines? Why couldn’t the fuel cell be integrated into the design of the vehicle in a more functional way? Accordingly, the design team devised a way to build a fuel cell that doubles as the vehicle’s chassis—a fuel cell “skateboard” with four small electric motors to power each of the four wheels independently (see Exhibit 4.2). This design not only delivers superior power and torque, especially at the low end, but it also allows the wheels to be controlled independently, enabling the vehicle to be driven sideways into a parallel parking place.

Exhibit 4.2 GM’s Autonomy
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The skateboard forms the backbone for the product concept, which can then take on virtually any form or functionality. Body types and seating capacity can be modularly designed and installed on the skateboard in a way that allows for maximum flexibility. Want an SUV? Lease an SUV body and interior. Want a sedan? Switch to this body type as you see fit. What’s more, GM has moved to radically simplify the vehicle’s design. Apart from the electric motors and the wheels, there are virtually no moving parts: The steering and all the vehicle’s functions are controlled electronically using wireless technology. This so-called Hy-wire approach has allowed GM engineers to reduce the number of component parts from thousands to hundreds, drastically simplifying the supply chain and cycle time of the product. Thus, by radically simplifying the design around a fuel cell that doubles as the vehicle’s chassis, GM hopes to compensate for the higher cost of the fuel cell with much lower sourcing and production costs.23 This is whole-systems thinking at its best.

Yet conceptualizing and building the innovative new product is not enough. Commercialization strategy is also a crucial piece of the puzzle. Here it is not clear that GM, which is famous for creating impressive new technologies only to have them fail in the marketplace, has a compelling lead. GM’s plan is to launch the AUTOnomy in the highly competitive United States market. Unfortunately, given the widespread availability of gasoline in the U.S., it is highly unlikely that a hydrogen fuel infrastructure will be developed anytime soon, unless the federal government has a significant change of heart. Because fuel cells depend on hydrogen for fuel, the only way that GM can bring its product to market in the United States is to add an expensive piece of equipment that “reforms” gasoline into hydrogen to power the fuel cell. Thus, even though the vehicle would be powered by a fuel cell, it would use fossil fuels to supply hydrogen to the cell, effectively nullifying the alternative nature of the technology. In a carbon-constrained world with significant dependence on oil from the Middle East, this would not seem to be a very sustainable strategy.

Unfortunately, most car companies persist in viewing the developing world market as consisting only of the rich at the top of the pyramid. GM’s China strategy consists largely of producing Buicks to compete against prestige brands such as Mercedes, BMW, and Lexus in a battle to win the business of China’s wealthiest and most sophisticated consumers. But what if GM connected its recently announced joint venture to produce “minivehicles” in China to its billion-dollar strategy to produce fuel-cell vehicles in the United States? Might it be possible to invent a whole new product category while simultaneously incubating a renewable fuel infrastructure in China? As noted in Chapter 3, aspiring companies from the developing world such as Tata Motors appear to have already set these wheels in motion. The winds of creative destruction are gaining strength, and they appear to blowing from the East.

Technologies of Liberation

Since the dawn of the Industrial Revolution, Western economies have relied on the unsustainable use of raw materials and energy from lesser-developed countries to prosper: timber from South America, oil from the Middle East, minerals from Africa. Economies of scale ruled the day, with massive investments in power plants, pipelines, factories, dams, and highways to more efficiently serve the burgeoning consumption needs of those at the top of the economic pyramid. Industrial-era technologies (such as electricity, petrochemicals, and automobiles) were also closely associated with mass production, the assembly line, and centralized, bureaucratic organization, resulting in the rise of organized labor, worker alienation, and growing social stratification. As Diane Coyle points out in her book Paradoxes of Prosperity, society both shapes the dominant technology and is, in turn, shaped by it.24

As we enter the second decade of the new century, the “dark satanic mills” of the Industrial Revolution are giving way to a new generation of technologies that promise to change dramatically the societal, economic, and environmental landscape. The information economy powered by the microchip has already begun to revolutionize society by democratizing access to information, empowering workers, and increasing productivity. Indeed, Facebook, U-Tube, Twitter, and the rapid emergence of the “Blogosphere” have spawned a bottom-up revolution in user-generated content. In the coming years, bioscience, nanotechnology, new materials, wireless IT, solar, fuel cells, and other forms of distributed energy generation could also dramatically reduce the size of the human footprint on the planet.

Indeed, there are two fundamentally different types of clean technology—large-scale, centralized applications and small-scale, distributed solutions.25 The first variety, which I call “Green Giant,” typically requires policy change, public investment, and a centralized deployment strategy to implement. Because of their scale and scope, Green Giant technologies are more readily developed by large, incumbent firms with much to gain through government subsidy or procurement; think big wind, centralized water treatment, and massive solar wind farms. The “go big” approach is also politically advantageous because it gives the appearance of confronting big problems with big and bold solutions. The problem, of course, is that there is little margin for error: Betting on a few big solutions in unexplored territory almost always produces nasty surprises. Remember nuclear power in the 1960s and ’70s? Electricity too cheap to meter short-circuited with Three Mile Island and Chernobyl. In the end, the Law of Unintended Consequences almost always wins. We are just not that smart.

In contrast, the second variety of clean-tech, which I call “Green Sprout,” is typically distributed in character and disruptive to incumbent firms and institutions. Because existing players in the utility, energy, transport, food, and material sectors have so much to lose, it is enormously difficult for the entrepreneurs developing small wind, decentralized solar, point-of-use water, and other distributed solutions to gain traction in established markets. Yet given their small scale and distributed nature, such clean technologies hold the potential to creatively destroy existing hierarchies, bypass corrupt governments and regimes, and usher in an entirely new age of capitalism that brings widely distributed benefits to the entire human community. And rather than depending on national governments or paternalistic social engineers to design the future for the aspiring masses, these disruptive new technologies may be best brought forward through the power of capitalism—not the capitalism of the Industrial Revolution, which enriched a few at the expense of many, but rather a new, more dynamic form of global capitalism that will uproot established elites and unseat incumbents by creating opportunity at the base of the economic pyramid on a previously unimagined scale.

Eating Your Own Lunch

Joseph Schumpeter was skeptical of the ability and motivation of large, incumbent corporations to drive the process of creative destruction, but he did not dismiss them entirely. He thought that large investments in an installed asset base and misaligned managerial incentives would reduce incumbents’ motivation to make their established positions obsolete. Yet he also recognized that, paradoxically, large corporations have financial, technical, and organizational resources that cannot be matched by small, entrepreneurial new entrants: “[I]t may happen that new combinations should be carried out by the same people who control the productive or commercial process which is to be displaced by the new.”26

Clearly, incumbents in certain industries are structurally more likely than others to pursue the path of creative destruction. Industries characterized by high asset intensity and long asset life (for example, utilities, mining, oil, petrochemicals, and automobiles) may find it the most difficult to engage in the sort of self-disruption described in this chapter. Greening clearly presents the path of least resistance for these incumbents, given their heavy commitment to existing assets in the ground. Why? Fully depreciated assets are very profitable to run; shutting them down prematurely results in a significant performance penalty in the short term.

At the other end of the spectrum are service industries, retailers, and firms based on the emerging “technologies of liberation” described previously. Players in these industries are in a prime position to focus their strategic energy on disruption for sustainability. Because they are not wed to long-lived assets in the ground, firms in these industries can purposefully skip over emphasis on the incremental improvements to current technologies associated with greening. Witness, for example, Walmart’s recent conversion to sustainability. Given its size and buyer power, the company is not only “greening” its entire supply chain, but, increasingly, it is seeking out the clean technologies and products of tomorrow.

Between these two extremes are industries with intermediate levels of asset life and intensity—electronics, computers, information technology, health care, and consumer products, for example. Incumbents in these industries are well positioned to pursue hybrid strategies of both continuous improvement and creative destruction, given their shorter technology life cycles and more rapid turnover of assets.

Industry structure thus determines, at least to some extent, the proclivity of incumbents to pursue beyond greening strategies. Although firms in asset-intensive industries may be the least likely to pursue this path, they paradoxically face the biggest threat if they ignore the challenge: For these firms, continued blind adherence to yesterday’s technology could spell doom, not just a missed opportunity. The recent bankruptcy and bailout of GM could not provide clearer evidence of this assertion. It is therefore crucial that all firms, especially incumbents in pollution- and asset-intensive industries, begin to accelerate the process of creative destruction for sustainability.

To succeed at creative destruction, innovators—be they large corporations or entrepreneurial startups—will need to find the appropriate early markets for the sustainable technologies of the future. As we saw with the GM fuel cell case, forcing clean technologies into the established market at the top of the pyramid may not be the best course of action. Building the early markets for clean technologies with the potential for creative destruction may instead require a fundamentally different approach. As we will see, the base of the economic pyramid, where four billion people’s needs are still unmet, may be the best place to incubate the technologies of the future.
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5. Innovation from the Bottom-Up

The dual financial and climate crises have finally awakened the sleeping giant. New York Times columnist Tom Friedman argues that the best way for America to “get its groove back” is to take the lead in solving the world’s big problems—to issue what he calls a “Code Green:” “In a world that is getting hot, flat, and crowded, the task of creating the tools, systems, energy sources, and ethics that will allow the planet to grow in cleaner, more sustainable ways is going to be the biggest challenge of our lifetime.”1 Activist Van Jones, Founder of Green for All, agrees: America’s challenge is to build the “green collar economy” where ordinary people benefit from the rapid deployment of energy efficiency and green technology: “That’s why the government needs to immediately launch a massive initiative like the Manhattan Project...or the Apollo Mission...to solve the riddles of clean energy and perfect these technologies.”2

And the good news is that after decades of denial, inaction, or, at best, incremental policy prescriptions, the alarm bell has now sounded in government. The Obama administration in the U.S. has now made green technology (and the creation of “green collar” jobs) a national priority, along with scores of other countries around the world, including China, Brazil, and India. Indeed, we are now flooded with proposals for massive government programs, corporate restructurings, stimulus packages, and moon-shot-style initiatives for green technology development. During times of crisis, the temptation is great to believe that a few smart people can design the Big Solution. The metaphor of “war” is often invoked—the war on terrorism, drugs, poverty, global warming, etc. Yet, with the exception of actual wartime military mobilizations, seldom have massive, centrally-directed initiatives succeeded.3

So if incremental governmental policies are insufficient, and large-scale, crash programs are likely to fail, then what can be done? Fortunately, there is a third way—a strategy for incubating thousands of small-scale, yet radical business experiments aimed at leapfrogging today’s unsustainable practices, each with the opportunity to grow and become one of tomorrow’s sustainable corporations. In order for the vision of a sustainable future to flourish, it will take an engaged private sector and entrepreneurship on an unprecedented scale. It is a strategy that taps into the entrepreneurial spirit in all of us—change agents in global corporations and NGOs, social entrepreneurs, the poor in underserved communities, investors, and public servants; a strategy that can unite the world—East and West, North and South, Rich and Poor—in a common cause, fostering peace and shared prosperity. But perhaps most importantly, it is a strategy that starts small and grows from the bottom up, starting from the base of the pyramid.

On the Horns of a Dilemma

Just as countries are struggling to find their way in this new world, so too are corporations searching for new strategies. Indeed, the majority of large companies seem to be mired in saturated markets that have few significant growth opportunities. Before the financial crisis plunged the world into a global economic slow-down, corporate leaders were content with the centralized globalization and “emerging market” strategies that had served them well throughout much of previous two decades. During this time, rich countries and rising middle classes in the developing world accounted for the majority of the market opportunity. Now, however, with the rich world likely to be mired in a prolonged period of slow growth, companies must turn their attention elsewhere—to the low-end segments that they previously ignored.

However, as we have seen, the rapid rise of global capitalism over the past two decades has been accompanied by mounting concerns over environmental degradation, labor exploitation, cultural hegemony, and loss of local autonomy, particularly in the Third World. The rising tide of antiglobalization, along with civil strife and growing insurrection throughout the developing world, make it apparent that corporate expansion at the expense of the poor and the environment will encounter vigorous resistance. This raises the question: Must corporations’ quest for future growth serve only to fan the flames of the antiglobalization movement?

Fortunately, there is a way out of this global “Catch-22”: The best way to both generate growth and satisfy social and environmental stakeholders is to focus on emerging markets. By this, I do not refer to incremental market expansion targeted at the wealthy few or rising middle classes in the developing world. Instead, I argue that the best path will be through a Great Leap Downward—to the base of the economic pyramid, where more than four billion people have been bypassed or damaged by globalization.4 It is here that companies will find the most exciting growth markets of the future—and the basis for a formidable future vision. It is here that the disruptive technologies needed to address the social and environmental challenges associated with economic growth can best be incubated and developed. And it is here where the solutions to the rich world’s environmental and economic problems will first be incubated.

Birth of BoP

I still vividly recall the conversation that started it all. It was the fall of 1997, and I had recently published an article in the Harvard Business Review (HBR) that examined the opportunity for the corporate sector to profitably pursue strategies for a more sustainable world. Global poverty, rising inequity, and environmental degradation in the Third World led the list of problems to be solved. The article, “Beyond Greening: Strategies for a Sustainable World,” went on to win the McKinsey Award as the best article in HBR that year. My strategy colleague at Michigan, the late C.K. Prahalad, had just completed a draft manuscript with Ken Lieberthal that would ultimately appear in HBR in 1998 as “The End of Corporate Imperialism.”5 He shared a copy of the paper and asked for comments and suggestions.

I remember being absolutely struck by the complementary nature of our thinking. In the paper, Prahalad and Lieberthal make a compelling argument for both the challenge and opportunity of serving the emerging markets in China and India, especially the tier below the wealthiest consumers in these countries that most multinationals had been preoccupied with up to that point. In our ensuing discussion about the paper, I remember making the comment that serving the next tier down from the top was indeed important, but this still left unexamined (and unserved) the vast majority of humanity in the lowest tiers of the global economic pyramid. Neither government (including the multilaterals) nor the nonprofit sector had been particularly successful in addressing this mounting problem over the past half-century. Aid and philanthropy were clearly insufficient to solve the problem.

At that moment, it became apparent to both of us that what was missing (and critically needed) was a logic for why (and how) the corporate sector might focus attention on understanding and serving the four billion poorest people at the bottom (or base) of the economic pyramid (BoP, for short). We developed a working paper in 1998 that went through literally dozens of revisions over the next four years before it was published in January 2002 as “The Fortune at the Bottom of the Pyramid.”6 (C.K. later published a book by the same title.) The concept of the BoP was born.

Significant momentum has now been established around this agenda, with literally dozens of colleagues from around the world now working actively in this arena.7 In 2000, the Base of the Pyramid (BoP) Learning Laboratory was founded at UNC’s Kenan-Flagler Business School.8 The BoP Learning Lab is a consortium of corporations, NGOs, and academics interested in learning how to serve the needs of the poor in a way that is culturally appropriate, environmentally sustainable, and profitable.9 A global network of BoP Learning Labs has since been spawned with partners in Mexico, Brazil, Argentina, Spain, the Netherlands, Denmark, India, China, and South Africa.10

In 2004, the BoP Learning Laboratory moved to Cornell University as part of the new center for Sustainable Global Enterprise at the Johnson School. Since the advent of the BoP Learning Lab, the World Resources Institute, the World Business Council for Sustainable Development, International Finance Corporation, the United Nations Development Program, U.S. AID, and the Inter-American Development Bank, among others, have launched major programs focused on the role of the private sector in alleviating poverty and catalyzing sustainable development. Over the past decade, it has thus become apparent that the BoP offers both enormous opportunities and challenges for companies accustomed to serving the wealthy at the top of the economic pyramid.

The Tip of the Iceberg

As just noted, for much of the past half-century, corporations have chosen to focus their attention exclusively at the top of the world economic pyramid, especially the very top where 75 million to 100 million highly affluent “Tier 1” consumers reside.11 This is a cosmopolitan group, to be sure, composed of upper-income people in developed countries, especially the U.S., Western Europe, and Japan, and the few rich elites from the developing world.

With the fall of communism in the late 1980s, however, multinational corporations rushed into so-called “emerging markets”—Russia and its former allies, along with China, India, and Latin America—with the expectation that they would be the next great business bonanza. Unfortunately, by the early twenty-first century, corporate momentum in emerging markets had slowed considerably. The prospect for hundreds of millions of new middle-class consumers in the developing world had been oversold. The Asian and Latin American financial crises in the late 1990s put a damper on the rate of foreign direct investment (FDI). The events of September 11, 2001, further slowed the advance. And the recent global financial crisis all but flattened what Tom Friedman refers to as the emerging “flat world” of the global middle class.12

With the benefit of hindsight, we can now see more clearly why most multinationals’ global and emerging market strategies have not realized their full potential: They were neither very global nor particularly oriented toward emerging markets. In the developing world, most FDI has targeted only the few “large market” countries, such as China, India, and Brazil. And even there, most MNC emerging market strategies have focused exclusively on the 800 million or so wealthy customers or perhaps the rising middle classes, ignoring the vast majority of people considered too poor to do business with (see Exhibit 5.1).

Exhibit 5.1 The Global Pyramid
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Source: Adapted from Prahalad, C.K. and Hart, S. 2002. “The fortune at the bottom of the pyramid.” Strategy+Business, 26: 54-67, with assistance from Ted London.

Many reasons have been offered to justify and explain corporate preoccupation with the top of the economic pyramid in emerging economies. Some, for example, have suggested that such customers are more similar to American, European, and Japanese consumers, which MNCs are accustomed to serving, and thus present less “psychic distance” than do the impoverished inhabitants of shantytowns and rural villages. Others point to the lack of important institutions in the developing world (such as rule of law and intellectual property), which makes conventional MNC operations all but impossible.13

Not surprisingly, then, most MNC strategies have aimed to tailor existing products to fit the needs of the top of the pyramid in the developing world. The incremental product changes and modest cost reductions associated with this strategy, however, have not succeeded in reaching the vast majority of people. The net result is that the four billion plus people at the base of the economic pyramid—fully two-thirds of humanity—have been largely ignored by corporations. They have been bypassed by globalization, their needs are being poorly met by local vendors, and they are increasingly the victims of corruption and active exploitation by predatory suppliers and intermediaries.14 Much like the proverbial iceberg with only its tip in plain view, this huge segment of the global population—along with its massive potential market—has remained largely invisible to the corporate sector.

GE’s Ecomagination initiative (described in detail in Chapter 4, “Clean Technology and Creative Destruction”) provides a case in point. Without detracting from Ecomagination’s bold intent and clear, rigorous process, it is also important to point out its limitations. Indeed, virtually all of the Ecomagination products serve the needs of current, wealthy (or emerging middle class) customers at the top of the economic pyramid. Comparatively little attention has been given to the world’s 4 billion poor at the base of the economic pyramid who lack reliable, affordable solutions related to energy, transportation, water, materials, and financial services.

Where GE’s new technologies might apply to solving the problems of the world’s poor (e.g., desalination technology, wind energy, advanced membrane technology), they have typically been large-scale, capital-intensive applications premised on existing business models. In fact, most Ecomagination products and technologies continue to focus on centralized solutions. This should not come as a great surprise given the company’s large-scale, industrial past, but it does represent a potential blind spot in the Ecomagination strategy. For example, the wind energy business seems to be organized exclusively around “big wind”—the massive utility-scale wind turbines that lend themselves to connection to the existing grid system.

Only recently has the company begun to entertain the commercialization of small-scale, distributed technologies such as distributed solar, point-of-use water treatment, and portable, small-scale health devices—what I refer to as “Green Sprout” technologies. In fact, in a 2009 Harvard Business Review article, GE CEO Jeff Immelt, along with co-authors Vijay Govindarajan and Chris Trimble state emphatically that the future of the company depends on becoming adept at what they call “reverse innovation”: the ability to incubate low-cost innovations in the developing world and then migrate them up-market to the developed world.15 As we will see later in this chapter, this idea is entirely consistent with the one that my colleague Clay Christensen and I have been arguing for nearly a decade. However, the fact that a global corporation like GE now recognizes publicly that this is the only way to avoid being pre-empted by the emerging innovators from the developing world is indeed an important tipping point.

With stagnation in the established markets of the world economy and rising antiglobalization sentiments, opportunities for serving the base of the pyramid are becoming increasingly attractive, given that the BoP space is largely decoupled from the vicissitudes of the “global economy.” In fact, concealed below the surface of the purchasing power parity numbers is an immense and fast-growing economic system that includes a thriving community of small enterprises, barter exchanges, sustainable livelihoods activities, and subsistence farming.16 Indeed, it is estimated that well over half of the total economic activity in the developing world takes place outside the formal economy, in the so-called informal or extralegal sector.17

The base of the pyramid is also rich in assets, although most are unregistered and, therefore, remain invisible. In his book The Mystery of Capital, Hernando de Soto estimates that there are well over $9 trillion in unregistered assets (houses, equipment, and so on) in the rural villages and urban slums of the world.18 Because the poor typically do not hold legal title to these assets, they remain trapped and underleveraged, protected only by the informal property systems enforced by local strongmen.

Unlike the “underground” economy at the top of the pyramid, which is driven by the desire to avoid paying income taxes (just ask your waiter or carpenter), the informal sector at the base of the pyramid exists because of the difficulty and expense of becoming legally registered due to corruption and archaic rules. It has been estimated, for example, that it takes thousands of dollars, several hundred steps, and more than a year of effort to officially register a business in most developing countries today.19 Small wonder, then, why the extralegal sector is thriving while the formal economies in many developing countries today show little or even negative growth. The challenge is to connect the informal and formal economies in a productive and mutually beneficial partnership.

In short, the emerging market opportunity may be much larger than previously thought. However, the new untapped source of promise is not the wealthy few in the developing world or even the rising middle-class consumers—it is the billions of aspiring poor who are seeking to join the market economy for the first time. Effectively reaching the base of the pyramid, however, calls for disruptive innovation on a massive scale and the creation of entirely new, more sustainable industries in the process.20 And unlike Mao Zedung’s Great Leap Forward in China, which ended up taking the country backward during the Cultural Revolution, the Great Leap Downward to the BoP may ultimately incubate more sustainable ways of living for people at the top of the pyramid.

Creative Creation

As Clay Christensen so eloquently explains in his path-breaking book, The Innovator’s Dilemma, disruptive innovations involve products and services that initially aren’t as good as those that historically have been used by customers in mainstream markets and that, therefore, can take root only in new or less-demanding applications among nontraditional customers.21 Examples include transistor radios, small cars, personal computers, solar energy, and online investing; in each case, the initial offering was seen as different—even strange—from the standpoint of the mainstream market. Recall that transistor radios were initially adopted by teenagers, small cars by the cost-conscious, personal computers by artists and academics, solar energy by “greens,” and online investing by the Internet-savvy.

Well-managed companies are pressured to invest in innovations that target markets large enough to sustain corporate growth rates and enhance overall profit margins. To them, pursuing disruptive innovations seems irrational. This allows disruptive innovators to incubate their businesses in the safety of markets that resource-rich competitors are motivated to ignore and then to grow up-market by attacking a sequence of market tiers that are the least attractive investment options facing the leaders.

Disruptive innovations typically enable a larger population of less-skilled or less-wealthy people to begin doing for themselves things that historically could be done only through skilled intermediaries or by the wealthy. Disruptions have thus been a fundamental mechanism for creating new growth businesses and improving our standard of living. Joseph Schumpeter’s notion of creative destruction tells only half the story: In reality, before a disruptive innovation destroys industry leaders and incumbent technologies, a long and fruitful period of “creative creation” typically occurs. Indeed, the social good is well served through disruption, which has, over the decades, created millions of jobs, generated hundreds of billions of dollars in revenues and market capitalization, and raised standards of living by making available cheap, high-quality products and services. We have gained more through creative creation than we have lost through creative destruction.

For example, until the late 1970s, only employees of large companies and universities had access to computers—and that access could be had only by giving punched cards to the expert in the mainframe center who ran the job. Minicomputer makers such as Digital Equipment listened diligently to their customers, and their customers told them that the nascent technology of personal computing was a waste of time. It was a quirky new gadget only for artists, kids, and hippies, not something intended for the sophisticated technologists in large corporations and universities that controlled access to computing. Not surprisingly, the early market for PCs, led by upstarts such as Apple, was to be found among artists, academics, and other members of the counterculture.

But as PC technology evolved and developed, its performance improved, even on dimensions that were important to the mainstream market. Gradually, PCs began eating into the lower end of the minicomputer market. When companies such as IBM and Compaq entered the business, they were able to make computing accessible to a much larger population of average—and, ultimately, lower-income—non–computer scientists and nonprogrammers. Now that the masses could use computers without the level of training of experts, the technological progress and industry growth that followed enabled average people to do many more things than had been possible on mainframes run by experts.

Because computers and a host of other industries (such as automobiles, consumer electronics, and financial services) were disrupted, extraordinary waves of growth occurred. In each instance, we enjoyed higher quality, lower cost, and greater convenience. Those who are better off today include many more people than those few who could afford it before the disruptions. Disruptive innovators have generated hundreds of billions of dollars in revenue and market capitalization and created tens of millions of jobs in the process. And yet firms have achieved all this, as the left side of Exhibit 5.2 suggests, by dipping only slightly down from the peak of the population pyramid—by going from the wealthiest and highest skilled of those living in developed countries into the tiers of lower skills and income in those same developed countries.

Exhibit 5.2 The Upside of Disruptive Growth: The Great Leap Downward
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Source: Adapted from Hart, S. and Christensen, C. 2002. “The great leap: Driving innovation from the base of the pyramid.” Sloan Management Review, 44(1): 51-56.

The disruptive technologies that were developed to reach just down to these tiers cannot be easily deployed toward even lower-income consumers—it is very difficult to remove cost from a business model aimed at higher-income customers without affecting its quality or integrity. But new waves of disruptive technology deployed by companies making a Great Leap to the BoP can have extraordinary potential to generate growth because they have even more upside once they have taken root. Indeed, the low-cost structure needed to serve the base of the pyramid presents the opportunity to later add cost and features to products and move up-market to tiers of higher income and affluence. In short, the farther down the income pyramid the technology begins, the more upside growth potential exists over the life of the innovation.

Driving Innovation from the Base of the Pyramid

As Clay Christensen and I have argued, the base of the pyramid is the ideal market for new disruptive technologies for at least two reasons.22 The first is that business models forged in low-income markets can travel profitably to more places than can business models defined in high-income markets. Honda’s success with motorcycles provides an example. In the 1950s, Honda began selling motorized bicycles to small distributors in the crowded and impoverished Japanese cities that were rebuilding from the ruin of World War II. The company developed a business model that could make money selling at very low price points. When Honda entered the United States market in the early 1960s with its disruptive Supercub, the product’s simplicity and low price point enabled a much larger population—people who lacked the money or boldness to own Harleys—to buy and use motorcycles. Honda’s base in impoverished Japan gave it a huge competitive advantage in disrupting the American motorcycle makers because it could make money at prices that were unattractive to the established leaders.

Toyota and Sony followed the same recipe and enjoyed decades of success while taking on the market leaders in developed countries. In fact, the industries that constituted the engine of Japan’s economic miracle from the 1960s to the 1980s all followed the disruptive strategy of attacking markets that established competitors wanted to avoid because their likely revenue and profits seemed unattractive. Disruption was the nation’s strategy for economic development. The reason Japan’s economy suffered from no growth for most of the 1990s was that its institutions did not permit new waves of disruptive innovation to be launched against its multinational giants, the very companies that were yesterday’s disrupters.23

In addition to having more adaptable business models, disruptive innovators compete against nonconsumption—that is, they offer a product or service to people who otherwise would be left out entirely or would remain poorly served by existing products. This is the second reason the base of the pyramid offers better markets for new growth businesses. When companies searching for growth fight against capable competitors to win the business of savvy customers in established markets, the barriers to success are formidable. But when they bring a disruptive product to customers who have been poorly served or even actively exploited, the customers are delighted to have simple products with modest functionality.

Consider a Chinese company called Galanz, which has achieved extraordinary growth through a Great Leap Downward.24 In 1992, Galanz decided to enter the market for microwave ovens, even though the firm was a textile and garment manufacturer at the time. The global market for microwaves was mature and shrinking, and it was hard to differentiate products because most of them were good enough to do what people wanted them to do. Manufacturing had migrated to countries where labor costs were low and consumption was concentrated in developed countries. In China, only 2 percent of all households owned a microwave oven. Most families did not have kitchens large enough to accommodate the available models, which had been designed to fit into homes in the West.

Rather than pursue the obvious strategy of using inexpensive Chinese labor to make lower-cost ovens for export, Galanz’s founder Qingde Liang chose to compete against nonconsumption in the domestic market. Galanz developed and introduced a simple, energy-efficient product at a price that was affordable to China’s vast middle and lower-middle classes and small enough to fit in their kitchens. As sales steadily climbed, Liang stimulated demand by using the company’s ever-declining cost per unit to reduce the product’s price. Galanz’s domestic market share rose from 2 percent in 1993 to 76 percent of a much larger market by 2000. Armed with a business model that could earn attractive profits at low price points, Galanz moved up-market to manufacture larger machines that had more features. It began to disrupt the microwave oven markets in developed countries by marketing its machines on a private-label basis to large MNC producers of home appliances. By 2002, it had become the largest producer of microwave ovens in the world, with a global market share of 35 percent.

Connecting the World

Galanz’s success demonstrates the possibility for disruptive change to affect people in the middle of the pyramid. But the feasibility of disruptive business models has also been demonstrated in numerous experiments at the very bottom, where more than four billion people earn less than $1,500 in purchasing power parity annually. Perhaps the best-known such experiment occurred in the Grameen family of enterprises in Bangladesh, described in Chapter 3, “The Sustainable Value Portfolio.” The original Grameen Bank, one of the originators of microcredit in the developing world more than 30 years ago, has since spawned several other ventures, including Grameen Telecom, launched in the late 1990s, which focused on bringing information and communication technology to rural Bangladesh in the form of “village phones.”

Iqbal Quadir originally conceived of the idea of rural connectivity in 1993, after his New York firm’s computer network went down. It reminded him of his childhood days in rural Bangladesh when he used to waste entire days walking long distances because there was virtually no phone service outside of the city.25 More than half of humanity (three billion people) is still without reliable telecommunications service. Telephone service in rural areas has been slowed by the size of the capital investment required to extend the wireline infrastructure profitably from urban areas. Grameen Telecom’s mission has therefore been to bring telecommunications service to the rural poor in Bangladesh (average per capita income of $286 per year). At this income level, the existing business model for telephone service would not be feasible—only disruption could do the job.

Accordingly, at the initiation of Professor Yunus, two independent companies were formed in 1997, one for profit (GrameenPhone), and another not for profit (Grameen Telecom). GrameenPhone is a consortium made up of four partners: Telenor of Norway (51 percent), Grameen Telecom (35 percent), Marubeni of Japan (9.5 percent), and Gonophone Development Company (4.5 percent). GrameenPhone was the recipient of the telecommunications license. It focused on serving all urban areas in Bangladesh by building a nationwide cellular network. Grameen Telecom buys bulk airtime from GrameenPhone and retails it through Grameen borrowers in the rural villages. Initially, few gave the venture much hope because only the richest city-dwellers in Bangladesh could afford their own mobile phones. But by changing its business model, Grameen Telecom was able to pilot-test and launch a venture that has proved to be highly profitable. Grameen Bank loaned the money to women in rural villages to establish them as independent entrepreneurs to sell mobile phone services. They received loans of up to $175 to purchase a mobile phone and a small solar recharger unit. The loan also included the necessary training needed to use and service the equipment. The pilot project started in 1997 with 950 villages, but in Bangladesh alone, there was a potential market for tens of thousands of “village phones.”

The results of the pilot test were impressive.26 Village phone operators increased their income on average by about $300 per year, raising their status in their villages considerably. Most of these women spent their additional income on education and health care for their children, providing an additional development bonus. For users of the phone service, there was considerable consumer surplus. Rather than making the time-consuming and expensive trip to secure information about crop prices or to place orders with distributors through a slow, unreliable postal system, users could now simply place a call. Each call saved the average user $2.70 to $10—a whopping 2.5 to 10 percent of household monthly income. Significant reduction in travel, combined with the avoidance of a wireline infrastructure, provided significant environmental advantages as well.

The business model also proved to be very profitable for the company. The rural phones in the pilot project booked three times the revenue per phone as their urban counterparts ($100 per month in revenue for a village phone versus about $30 per month in the city). If extended to all of rural Bangladesh, it was estimated that the business could generate revenues in excess of $100 million per year. If a similar model were applied to rural India and China, tens of billions of dollars of revenue would be possible.

In fact, the performance of GrameenPhone has exceeded even the wildest dreams of those involved with the pilot project.27 By 2006, net profits had grown to nearly $200 million. Demand for rural phone services was so strong that additional phone ladies were necessary in many villages. By the end of 2008, there were nearly 354,000 phone ladies spread across more than 70,000 villages. If you do the math, this means that GrameenPhone was now approaching one billion dollars in revenue in Bangladesh alone. This is all the more impressive when it is realized that until 2004, the government denied access to the wireline infrastructure, meaning that all calls had to be made from one Grameen phone to another. Phone ladies were earning, on average, about $750 per year in 2006. While it may not sound like much in places like the United States or Western Europe, this level of income moved the phone ladies’ families squarely into the middle class. Leveraging the success of the model, the Village Phone program was introduced in a handful of other countries by 2008, including Uganda and Rwanda.

By 2006, the company had invested $1 billion overall in Bangladesh (compare this figure to the $268 million in total foreign investment in Bangladesh in 2003). A study that year concluded that the mobile phone industry in Bangladesh created a total value add of $812 million, of which $256 million was retained by the operators and used to pay employee wages and taxes. The remaining $650 million, about 1 percent of GDP, went to dealers, suppliers, operators, and support services. In all, the report estimated that the mobile phone industry contributed, directly or indirectly, to more than 250,000 income opportunities (not including the work of the phone ladies themselves).28 By 2008, the company had a subscriber base of 18 million and provided network coverage to nearly 98 percent of Bangladesh’s population. Its employment base had also grown to a total of 5,000, with another 150,000 people directly dependent on GrameenPhone for their livelihood.29

Most recently, the incomes of phone ladies have begun to decrease as their numbers (as well as those of competitors) have swelled in what were previously the underserved villages of Bangladesh. Rural phone service has now become a competitive business! Accordingly, GrameenPhone began expanding its service to include rural Internet access, through the use of Internet kiosks. N-Logue, an emerging telecom player in India, adopted a similar business model but has developed new technology to dramatically lower connection costs in rural areas using wireless local loop (WLL) technology that separates voice and data traffic. The revenue and profit potential for this business is enormous.30 Indeed, over the past few years, several new players have entered this space, including ITC’s e-Choupal, and Drishtee.

Whereas fixed and mobile wireless technology is not performance- or cost-competitive with wireline access to the Internet in developed nations, it is vastly superior to the alternative in much of the developing world: nonconsumption. Telecommunications giants in developed countries have spent billions on 3G and 4G technology and spectrum licenses, hoping to provide enough bandwidth for current customers to do wirelessly the things for which they now use the wireline Internet. These investments have crippled many of these companies, and they are unlikely ever to produce adequate returns. Far better is to compete against nonconsumption at the base of the pyramid—and migrate from that profitable base toward successively more sophisticated customers and applications in global markets.

The case of Grameen Telecom illustrates how disruptive business model innovation can incubate sophisticated technologies at the base of the pyramid in ways that offer tremendous growth potential for businesses and positive social and environmental benefits for the rural poor. Innovating from the bottom up holds the potential to generate enormous growth and to address the root causes of antiglobalization sentiments, facilitating sustainable development.

Food, Health, and Hope?

A Great Leap Downward might also serve to reverse the present course of the agricultural biotechnology and genetically modified (GM) plant and animal industries, which continue to struggle for economic viability and social acceptance. Most early efforts to bring this technology to market were aimed at rapid penetration of the mainstream market. For example, despite its mantra of “Food, Health, and Hope,” Monsanto focused virtually its entire strategy during the 1990s on designing genetically engineered seeds to lower costs for farmers growing commodity crops (such as corn, soybean, and cotton) in the developed world, especially the United States.

Reducing chemical and input usage through genes that made the plants pest-resistant (such as Bt Cotton) or resistant to the application of herbicides (such as Roundup Ready) made such seeds hard for farmers in the United States to resist because they were under intense margin pressure from food processors and manufacturers. The large-scale and centralized nature of the American agribusiness system meant that producers rapidly purchased GM seeds and planted crops. Indeed, the acreage dedicated to GM crops in the United States increased from virtually zero in 1995 to more than 60 million acres by the end of the 1990s.31

However, as we have seen, attempts to expand beyond the United States met with growing opposition. In Europe, environmentalists and consumers began to resist the importing and planting of such seeds. A backlash movement was set in motion and focused on several issues. First, consumers perceived no benefit from eating GM crops. Indeed, only farmers benefited from the first generation of seeds, and consumers were asked to take whatever risk there might be (such as allergic reaction), with no compensating health or nutrition benefit. Second, environmentalists grew more concerned that unforeseen ecological problems could be unleashed by the rapid rate of GM adoption by farmers, including the possibility of crossing with wild plants and the production of “super weeds.” Third, critics from the developing world grew increasingly concerned that a few MNCs might come to control the world’s seed supply, denying poor, small-shareholder farmers around the world the ability to save seed and engage in other age-old agricultural practices. Food manufacturers and retailers began to boycott GM crops, in some cases paying a premium for conventionally grown foods. By the late 1990s, the backlash had become so severe that Monsanto and other agricultural biotechnology producers were forced to scale back their business operations and reconsider the future of GM food.

The recent bioagricultural experience provides important lessons in technological innovation and commercialization. Disruptive innovation theory would predict that the attempt to pit GM foods against the established options in complex mainstream markets so soon would be fraught with difficulty. Reducing farmers’ cost is not enough to guarantee acceptance of a radically new technology when customers already are well satisfied with the quality, quantity, and affordability of present food alternatives. Indeed, the greatest need for additional nutrition and agricultural productivity resides not with American agribusiness, but rather, at the base of the pyramid, where billions of small-shareholder farmers labor to produce crops, frequently for their own consumption, at very low levels of efficiency and productivity.

Properly designed and introduced, GM seeds might dramatically improve the lives of small farmers by lowering costs, enhancing pest resistance and productivity, conserving water and soil, and increasing nutritional value of foods made from such crops as rice, sweet potatoes, and cassava. Through microcredit and other forms of collaboration with small farmers, it might be possible to design a business model that results in a whole new approach to sustainable agriculture. Incubating such experiments from the ground up rather than introducing the technology on a massive scale from the top down also might encourage a more reasoned understanding of any significant environmental issues. Eventually, these approaches to agriculture might become so productive and successful that they could move up-market to out-compete the chemical- and energy-intensive agribusiness model prevalent in the United States. When we are building major new growth markets with new technology, the shortest distance between two points often is not a straight line. This is true even for the most sophisticated new clean technologies, such as solar energy, LED lighting, and biofuels. The base of the pyramid can be the best place to start, as we explore next.

Power to the People

Consider the case for distributed generation of power. The electric power infrastructure in the developed world is based upon large, centralized power facilities (fueled by coal, oil, gas, or nuclear technology) and an extensive grid system for the transmission and distribution of power. Incremental innovation has improved the efficiency of these power plants over the years, but significant inefficiencies still exist in generation and distribution. For example, nearly half the power generated is lost in distribution over an aging power grid. And despite calls for moving to a next-generation “smart grid,” extending power lines to distant rural areas is capital intensive (costing, on average, $10,000–$20,000 per mile), and the pricing required to recoup those massive investments limits consumption. As a consequence, there are still more than two billion people in the world with no access to dependable electric power. These people instead burn dangerous and polluting fuels such as kerosene, diesel, candles, and dung.

At the same time, there is growing investment in the distributed generation of power (DG), including such technologies as solar photovoltaics, wind, fuel cells, and microturbines. In fact, venture capital investment in DG is now in the billions each year, up from only about $100 million in 1996. These technologies generate small quantities of electricity (less than 1mW) near the actual point of use, thereby avoiding the need for expensive distribution. DG technologies also lend themselves to the use of renewable fuels (such as the sun or wind, as well as biomass—crop and animal waste—in the case of fuel cells and microturbines). Biofuels made from non-food plants such as perennial grasses, jatropha, or jute, can also be produced for distributed use.

Engineers and marketers are struggling against a stringent standard, working to bring down the cost of these technologies to make them competitive with conventional sources of power in the developed world, where the existence of a sunk-cost grid system and subsidies for fossil fuels wipe away any cost advantage associated with distributed generation. In these markets, cost-accounting systems and rate structures tailored to the centralized generation of power using fossil fuels make it difficult for such technologies to gain a foothold in the mainstream markets because they have yet to achieve cost parity in the eyes of the consumer. Photovoltaic electricity, for example, still costs about $0.50 per kilowatt hour, compared to 7¢–15¢ per kilowatt hour for grid-connected electricity. Customers in the developed world are also understandably leery about taking on the additional risks and responsibilities of solar panels or fuel cells while the after-sale service infrastructure remains in its infancy.

But DG faces few of these obstacles among the rural poor in the developing world. It may be decades before the electrical grid system is extended to provide service to those who currently lack access to dependable electric power. As a consequence, the rural poor spend a significant portion of their income—as much as $10 per month—on candles, kerosene, and batteries to have access to lighting at night and periodic electrical service.32 Furthermore, generating electricity using kerosene and batteries is expensive, costing $3–$5 or more per kilowatt hour. If offered a viable substitute, these people might abandon these dangerous, polluting, and expensive technologies in favor of clean, efficient, and renewable electric power. Yet few producers of DG have focused on the rural poor at the base of the pyramid as their early market for these technologies, despite the fact that the market is potentially huge and is populated by people who would be delighted with technologies that cannot compete along the metrics used in developed markets.

The crucial breakthrough for sustainable energy technologies, therefore, will not be in a laboratory. Instead, sustainable energy must be incubated and refined where the technology can be profitably deployed through disruptive strategies, in markets where it does not compete against established technologies. This means producers must tailor the technology for use in poor rural areas and develop production, sales, service, and microfinancing packages that enable nonconsumers to gain access.

Consider the innovative technology and business model created by the nonprofit Light Up the World (LUTW).33 Dedicated to bringing a safe source of light at night to the billions of people without electric power around the world, LUTW teamed with Stanford University to develop an affordable rural (off-grid) lighting system that combines solar photovoltaics with light-emitting diode (LED) technology.

LED is an emerging lighting technology that is extremely energy-efficient (80–90 percent more efficient than incandescent light bulbs), long-lived (lasts 8–10 years), and durable (virtually unbreakable). Despite these advantages, however, to date, LEDs have been limited to niche applications in the developed world such as traffic signals, brake lights, and electronic displays, where vibrant color and durability are important. In recent years, however, white LED technology has been developed that holds the potential to replace light bulbs in the mainstream lighting market. Yet even though all the large lighting companies (including GE, Philips, and Osram-Sylvania) have growing LED businesses, there have been few commercial inroads into this vast market, despite the potential for massive energy and financial savings. We can explain this in part by the large installed base of light fixtures (which will not accommodate LEDs). It is also a result of the propensity for top-of-the-pyramid consumers to benchmark any substitute lighting technology against conventional incandescent bulbs, which cost less than a dollar but last only a matter of months (LEDs cost 10 times as much but last for nearly a decade). Indeed, the slow rate of compact fluorescent bulb adoption has already demonstrated the difficulty of changing consumer preferences to a substitute with a higher first cost but a lower life-cycle cost.

Of course, none of these problems exists if we focus instead on the billions of rural poor without access to electricity. There is no installed base of light bulb fixtures, nor are there any preconceived notions about how an electric lighting system should operate. And by combining the highly energy-efficient LED lighting arrays with solar power, we can dramatically reduce total system cost, downsizing the solar panel needed to power the system. Indeed, LUTW and Stanford have been able to design a system that includes the LED lighting arrays, the solar panel, the battery, wiring, and controls in a “rural lighting system” package that can be sold for as little as $50 retail.

For a poor family making less than $500 per year, this would be equivalent to the purchase of a car by a top of the pyramid family. Because the family is already spending as much as $5–10 each month on candles, kerosene, lanterns, and batteries, all that is required is a microfinancing package, along with a reliable local microentrepreneur to sell and service the equipment. This is precisely the approach that LUTW and Stanford have taken in launching a commercial venture to serve this market. Indeed, over the past few years, literally dozens of DG start-up companies have begun to spring up across the developing world, including players like SELCO, Cosmos Ignite, Duron Energy, D.Light, Barefoot Solar, Shanghai Roy Solar Company, and Tata BP Solar, to name a few.

A distributed business model like this could tap into a potential market of more than two billion people. With the volume and experience from the sale and service of solar and LED at the base of the pyramid, it would be only a matter of time before this technology became so efficient—and affordable—that it began to eat its way into the low-end markets in urban areas, perhaps starting with shantytowns, where grid-based electric power is expensive and unreliable. For example, the Solar Electric Light Company (SELCO), a for-profit enterprise that serves the middle-of-the-pyramid market with full-scale solar home electric lighting systems that sell for as much as $500 each, has a growing business in India and Southeast Asia. Ultimately, such systems could become so attractive and affordable that even the wealthy at the top of the pyramid would find them difficult to resist.

Given the enormous growth potential of this business model, it comes as no surprise that electronics giant Philips launched such a commercial venture in rural India during 2005. Philips (along with British Petroleum) is also pilot testing a smokeless stove for use in rural areas that dramatically reduces fuelwood requirements (and hence deforestation). Use of the stove also saves rural women significant amounts of time otherwise spent hunting for and collecting firewood. As with DG, there are now dozens of smokeless stove start-up companies, each with its own particular twist on technology and business model.

Sustainable energy pioneers who focus on the base of the pyramid could set the stage for one of the biggest business bonanzas in the history of commerce because extensive adoption and experience there would almost certainly lead to dramatic improvements in cost and quality. If firms such as Philips create a business model that can be profitable in these markets, solar energy has a chance. But this is the only strategy by which this technology can succeed without massive and ongoing government subsidy. Could we now be witnessing the start of the real clean-tech revolution, driven by bottom-up innovation on a massive scale? Or will change on the necessary scale still require us to jettison some mental baggage when it comes to driving clean-tech innovation from the base of the pyramid?

The Great Convergence

I would argue that the examples of bottom-up innovation offered here represent more the exception rather than the rule to date. More commonly, clean-tech entrepreneurs and BoP business innovators operate in isolation from one another. Each has evolved with its own particular dominant logic and core assumptions. In some respects, each represents a separate “world” with its own set of beliefs, priorities, and culture (see Exhibit 5.3).

Exhibit 5.3 Two Different Worlds
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At the risk of over-simplification, Clean Technologists typically see the road to success as paved by new, “sustainable” technologies that dramatically reduce or eliminate the human footprint on the planet. The focus is on technology development and early penetration of high-end “green” markets at the top of the pyramid, with the promise of eventual “trickle down.” BoP advocates, in contrast, focus on new business models for reaching and serving the poor. Confronting poverty and finding new avenues for growth are the primary foci, and there is often little attention paid to the environmental implications of such strategies.34

The crucial next step is, therefore, to consciously merge these two mindsets in a Great Convergence. This convergence of thinking recognizes that clean technologies (especially the distributed “Green Sprout” variety) are almost always “disruptive” in character—they threaten incumbents in current served markets at the top of the pyramid. As a result, the base of the pyramid is often the best place to focus initial commercialization attention. At the same time, the Great Convergence also recognizes that successful BoP strategies must be environmentally sustainable to avoid taking all of humanity over the proverbial environmental cliff.

Unlike the traditional model of industrialization, which relies heavily on conventional (unsustainable) technology, the Great Convergence seeks instead to fuel growth through the incubation and rapid commercialization of distributed green technologies from the bottom-up. The challenge is to combine the advanced technology of the Rich World with the entrepreneurial bent and community focus of the BoP. Learning how to build upon, and not over, ancient foundations and local knowledge is key. Through such a strategy, the villages and slums of the developing world could become the breeding ground for the Clean-Tech Revolution. However, declining industrial cities in the developed world also offer the opportunity to “start again” with thousands of acres of vacant and abandoned land in places like Detroit, Michigan, and a population hungry for new opportunities.

Unfortunately, most effort to date has been focused on driving clean technologies into the “developed” markets at the top of the income pyramid, often with little result. Given the perverse incentives and incumbent inertia that exists, this should come as little surprise—just witness what happened at Copenhagen with the climate change negotiations. As Van Jones, Tom Friedman, and others have pointed out, as long as “green” remains synonymous with “rich,” it will never change the world. Because the BoP provides the best early opportunity for innovators seeking to stake out the future in the full range of emerging clean technologies, governments would be wise to construct policies that encourage their technologists and entrepreneurs to immerse themselves in this space: Just as companies that ignore this enormous opportunity do so at their peril, so too do countries and states that place all of their focus on eco-efficiency or rebuilding centralized infrastructures in existing settlements—they risk missing what comes next.

A New Development Paradigm

The theory of disruptive innovation suggests that existing mainstream markets are the wrong place to look for major new waves of growth. Indeed, forcing a potentially disruptive innovation into a conventional business model, thereby moving it into head-on competition with incumbents, may only ensure its early demise. Instead, we argue that the vast, underserved market at the “base of the pyramid” is an ideal place for the incubation of new, sustainable technologies through a bottom-up form of innovation.

Our thinking about the potential rewards resulting from a great leap to the base of the pyramid extends this strategy as a framework not just for corporate growth, but also for more balanced and sustainable macroeconomic development in poor countries. Such an approach is potentially significant because existing strategies for economic development now appear to be all but bankrupt.35 Import substitution, for example, which emphasized the development of domestic capacity to serve established home markets, was discredited more than 20 years ago; its protectionist stance failed to produce competitive or efficient national producers.36

More recently, the export-led growth strategies advocated by the so-called Washington Consensus have come under increasing fire as well.37 By asserting that developing countries can generate growth by producing commodities and goods for export to the top of the pyramid, the doctrine of export-led growth has resulted in excess capacity and global deflation. Indeed, after a decade of international financial crises, mounting Third World debt, environmental devastation, and rising inequity, the Washington Consensus is crumbling. It now appears clear that the only way to spur sustainable growth for the long term is to design a development strategy that focuses on the unmet needs in the developing world itself, the base of the pyramid. Indeed, bottom-up innovation holds the prospect of lifting the poor out of poverty, averting environmental meltdown, and opening the way to sustainable growth for the global economy.

Consider the case of Mexico. Since signing on to the North American Free Trade Agreement (NAFTA) more than a decade ago, the country has been caught in a no-win situation. By opening its borders to foreign investment, Mexico became a haven for Maquiladora plants near the U.S. border and new export-oriented MNC assembly facilities in search of low labor costs or lax environmental enforcement. There can be no doubt that these foreign direct investments created factory wage jobs in the short term. Unfortunately, few of these investments provide any long-term development payoff for Mexico.

There are two reasons for this conundrum. First, as even lower-cost locations (such as China) became more attractive, many of the plants and assembly facilities closed their doors and moved overseas, leaving Mexico’s workers high and dry. Like unemployed factory workers in the U.S., they are victims of the global “race to the bottom” for the lowest wages and operating costs. Second, the export-oriented investments in Mexico have provided few of the skills or capabilities needed to compete more effectively in the game of global capitalism. Indeed, few Mexican companies are now better able to compete against the highly sophisticated U.S., European, and Japanese multinationals for the top of the pyramid markets as a result of these investments. In short, low factor costs alone do not translate into knowledge or skills that have value in the highly competitive marketplace of today’s global capitalism.

The combination of NAFTA and the draconian structural adjustment policies imposed on Mexico by the International Monetary Fund have served only to hasten the country’s slide into rising inequity, social rebellion, and financial meltdown—witness the recent spike in drug-related violence that threatens the country’s stability. It should come as no surprise, then, that some enlightened business leaders and government officials in Mexico have become increasingly interested in the base of the pyramid as a potential way out of this trap: By using the power of commerce as a vehicle for serving the needs of the country’s massive underclass, Mexico can incubate entirely new enterprises with the unique capabilities needed to become the globally competitive companies of the future.38 Just like China, India, and Bangladesh, Mexico could become a wellspring for the truly disruptive—and sustainable—enterprises of the twenty-first century.

Taking the Great Leap

If history is any guide, most of the growth opportunities in the vast, underserved space at the base of the pyramid will be seized by entrepreneurs (such as Grameen, Tata, and Galanz) in developing countries, just as the opportunities in impoverished postwar Japan were captured by innovators such as Sony, Matsushita, Honda, and Toyota. In addition, countries such as China, India, Brazil, and Mexico may well make the Great Leap to the BoP their primary strategy for national economic development. Indeed, we may be witnessing the birth of the next generation of multinational corporations, nurtured in the base of the pyramid through bottom-up innovation and ready to take on the high-cost structures and rigid management models of the existing MNC incumbents.

Today’s global corporations, however, should not assume that such an outcome is inevitable; they, too, can seize these growth opportunities before they become threats. As is always the case in pursuing disruptive innovation, however, such companies will need to manage these new opportunities independently from their mainstream incumbent businesses. Even more importantly, they will have to build new business models that include strategies, organizational structures, and management processes actually suited to conditions at the base of the pyramid. Reaching the base of the pyramid requires radical business model innovation. However, actually raising the BoP through enterprise requires that managers and entrepreneurs think about the full range of social and environmental benefits (and costs) resulting from their strategies. It is to this objective that we turn our attention in the next chapter.

Notes

1. Tom Friedman, Hot, Flat, and Crowded (New York: Farrar, Straus, and Giroux, 2008), 5–6.

2. Van Jones, The Green Collar Economy (New York: HarperOne, 2008), 6.

3. This section is adapted from Stuart Hart, “Taking the Green Leap,” Cornell University, Working Paper, 2009.

4. Parts of this chapter are excerpted from Stuart Hart and Clayton Christensen, “The Great Leap: Driving Innovation from the Base of the Pyramid,” Sloan Management Review 44(1) (2002): 51–56.

5. C.K. Prahalad and Ken Lieberthal, “The End of Corporate Imperialism,” Harvard Business Review July–August (1998), www.hbsp.harvard.edu/hbr/index.html.

6. C.K. Prahalad and Stuart Hart, “The Fortune at the Bottom of the Pyramid,” Strategy+Business January (2002): 54–67.

7. Including C.K. Prahalad, Michael Gordon, Bob Kennedy, and Ted London (University of Michigan), Clayton Christensen (Harvard Business School), Miguel Angel Rodríguez and Joan Enric Ricart (IESE Business School), Sanjay Sharma (Concordia University), Allen Hammond (Ashoka), Nicholas Guttierez (Tec Monterrey), Jim Johnson and Lisa Jones (University of North Carolina), Miguel Angel Gardetti (IEEC-Argentina), Oana Branzei (Western Ontario University), Stef Coetzee (Stellenbosch University), Jac Geurts and Erik van Dam (Tilburg University), Reuben Abraham and V. Chandrasekar (Indian School of Business), and Professors Yunhuan Tong and Xudong Gao (Tsinghua University).

8. At the suggestion of my UNC colleague, Ted London, we changed the name from “bottom” to “base” of the pyramid to remove any hint that those on the lower end of the income scale are in any way inferior to those at the high end of the income scale.

9. The BoP Learning Lab’s contributing members have included DuPont, HP, J&J, P&G, Nike, IBM, SC Johnson, Ford, Dow, Coke, and Tetrapak. Nonprofit organizations such as the Grameen Foundation, ApproTEC, Tata Energy and Resources Institute, and the World Resources Institute are also actively involved.

10. See www.bopnetwork.org.

11. Portions of this section are excerpted from Prahalad and Hart, “The Fortune at the Bottom of the Pyramid.”

12. Tom Friedman, The World Is Flat (New York: Farrar, Straus, and Giroux, 2005).

13. For an extended discussion of this issue, see Ted London and Stuart Hart, “Reinventing Strategies for Emerging Markets: Beyond the Transnational Model,” Journal of International Business Studies 35 (2004): 350–370.

14. C.K. Prahalad and Allen Hammond, “Serving the World’s Poor, Profitably,” Harvard Business Review 80(9) (2002): 48–57.

15. Jeffrey Immelt, Vijay Govindarajan, and Chris Trimble, “How GE is Disrupting Itself,” Harvard Business Review October (2009): 3-11.

16. Ted London and Stuart Hart, “Reinventing Strategies.”

17. Hernando de Soto, The Mystery of Capital: Why Capitalism Triumphs in the West and Fails Everywhere Else (New York: Basic Books, 2000).

18. Ibid.

19. Ibid.

20. Parts of the following section are excerpted from Stuart Hart and Clayton Christensen, “The Great Leap.”

21. See Clayton Christensen, The Innovator’s Dilemma: When New Technologies Cause Great Firms to Fail (Boston: Harvard Business School Press, 1997).

22. Stuart Hart and Clayton Christensen, “The Great Leap.”

23. Clayton Christensen, Thomas Craig, and Stuart Hart, “The Great Disruption,” Foreign Affairs 80(2) (2001): 80–95.

24. My thanks to Clay Christensen for this example.

25. Iqbal Quadir, presentation at the Wharton Global Compact Conference, University of Pennsylvania, 17 September 2004.

26. For details, see Muhammad Yunus, Banker to the Poor (Dhaka: The University Press Limited, 1998); D. Richardson, R. Ramirez, and M. Haq, Grameen Telecom’s Village Phone Programme in Rural Bangladesh: A Multi-Media Study (Guelph, Ontario: TeleCommons Development Group, 2000).

27. Nicholas Sullivan, You Can Hear Me Now (San Francisco: Jossey-Bass, 2007). Thanks also to Muhammad Yunus and Iqbal Quadir for personal conversations regarding GrameenPhone and Grameen Telecom.

28. Ibid.

29. “GrameenPhone 2007 Annual Report.”

30. J. Howard, C. Simms, and E. Simanis, Sustainable Deployment for Rural Connectivity: the N-Logue Model (Washington, D.C.: World Resources Institute, 2001).

31. Erik Simanis and Stuart Hart, The Monsanto Company (A): Quest for Sustainability, www.globalens.com, 2009.

32. Light Up the World Foundation, LUTW_factsheetdec23.pdf, p. 5.

33. Light Up the World, www.lightuptheworld.org.

34. This section is adapted from Stuart Hart, “Taking the Green Leap.”

35. Thomas Palley, “A New Development Paradigm: Domestic Demand Led Growth,” Foreign Policy Focus September (2002): 1–8.

36. See Jagdish Bhagwati, In Defense of Globalization (New York: Oxford University Press, 2004).

37. See, for example, Joseph Stiglitz, Globalization and Its Discontents (New York: W. W. Norton & Company, 2002).

38. The BoP Learning Lab in Mexico, based at EGADE-Tec Monterrey is actively engaging several Mexican companies, including Cemex, Bimbo, and Amanco, in developing such strategies.


6. Raising the Base of the Pyramid

The poorest populations present a prodigious new managerial challenge for the world’s wealthiest companies. Indeed, over the past few years, it has become apparent that there is a large prospective market to be served in the BoP. It has also become clear that the prospect transcends mere market potential: The opportunity is to use commerce as a driving force for human betterment and environmental restoration—to literally raise the base of the pyramid. Attempts to adapt the top of the pyramid model for use at the base, however, appear destined to fail. Only through a concerted focus on the base of the pyramid will it be possible for large corporations to combine a humanitarian, even activist, orientation with the conventional motivations of growth and profitability.

Indeed, now is the time for the leaders of corporations to expand their conception of globalization and strategy.1 For boards, senior executives, and business leaders with the audacity and desire to compete at the base of the world economic pyramid, the prospective rewards include growth, profits, and incalculable contributions to humankind. As we have seen, countries that are not encumbered by billions of dollars of sunk costs in centralized infrastructure are ideal incubators for environmentally sustainable technologies and products that might one day benefit the entire world. Furthermore, MNC investment at the base of the pyramid means lifting billions of people out of poverty and desperation—and averting the social decay, political chaos, terrorism, and environmental meltdown that is certain to result if the gap between rich and poor continues to widen.

As C.K. Prahalad and I have argued, doing business with the world’s four billion poorest people—two-thirds of the total population—will require radical innovations in both strategy and business models. It will require companies to re-evaluate price-performance relationships for products and services. Companies will also be forced to transform their understanding of scale from “bigger is better” to highly distributed small-scale operations married to world-scale capabilities. And it will demand new and expanded ways of measuring success and effectiveness.

BoP Pioneers

Hindustan Lever, Ltd. (HLL), a subsidiary of Great Britain’s Unilever PLC, has been a pioneer among MNCs exploring markets at the base of the pyramid. For more than 50 years, HLL (recently renamed Hindustan Unilever) served the small elite in India with the income to buy the company’s products. Then in the 1990s, HLL noted that an Indian firm, Nirma, Ltd., was offering detergent products for poor consumers; in fact, Nirma had created an entirely new business system designed to meet the needs of underserved consumers, mostly from poor, rural areas. This included a new product formulation, a low-cost manufacturing process, a wide distribution network, special packaging for daily purchasing, and pricing for consumers with limited means.

In typical MNC fashion, HLL initially dismissed Nirma’s strategy—it appeared, on the surface, to have no implications for HLL’s served market at the top of the pyramid. However, as Nirma rapidly grew, HLL could see that its local competitor was winning in a market it had foolishly disregarded. Furthermore, as Nirma grew, it began to migrate up-market from the strong base in the BoP; HLL finally saw its vulnerability—and its opportunity. In 1995, the company responded with its own offering for the BoP market, drastically altering its traditional business model.2

HLL’s new detergent product, Wheel, was reformulated to substantially reduce the ratio of oil to water, responding to the fact that the poor often wash clothes in rivers and other public water systems. Most raw materials were sourced from local suppliers. Production, marketing, and distribution were all decentralized to leverage the large labor pool in rural India, quickly creating selling channels through the thousands of small outlets where people at the base of the pyramid shop. HLL also changed the cost structure of its detergent business so it could introduce Wheel at a low price point.

Today Nirma and HLL are close competitors in the detergent market, with about 40 percent market share each, according to India Infoline.com, a business intelligence and market research service covering the Indian market. And the BoP accounts for more than half of HLL’s total revenues—and profits. Unilever’s own analysis of competition in the detergent business, however, reveals even more about the profit potential in the BoP marketplace (see Exhibit 6.1). Contrary to popular assumptions, the BoP can be a very profitable market, especially if MNCs change their business models.

Exhibit 6.1 Nirma Versus HLL in India’s Detergent Market (1999)
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It’s the Business Model, Stupid

As Exhibit 6.1 makes clear, in the consumer goods industry, the BoP is not a market that allows for the traditional pursuit of high margins; instead, volume and capital efficiency are the name of this game. In this business, margins are likely to be low (by current norms), but unit sales extremely high. Managers who focus on gross margins will miss the opportunity; managers who innovate and focus on economic profit will be rewarded.3

Thus, getting the metrics right is critically important to success in the BoP: Imposing the established performance criteria from the top of the pyramid will almost certainly kill the opportunity. The decentralized nature of Unilever’s corporate structure enabled HLL to “fly under the radar” long enough to establish a successful new business model for the BoP. More centralized MNCs might not allow such latitude to experiment; yet without it, the BoP will almost certainly remain elusive.

Yet despite its early success in the market, Wheel’s introduction was far from perfect. Although it represented a considerable improvement over the low-cost but harsh formulation offered by Nirma, HLL’s detergent was phosphate-based, which meant that it still polluted public waterways. Wheel also introduced a new solid waste problem in the form of millions of spent sachet (single-use) packets. Only after HLL’s experiment in serving the poor was validated and supported by the parent company was it possible to connect Unilever’s corporate capability in environmental management and sustainability to HLL’s innovative approach to reaching the BoP market. Solving these environmental challenges in the BoP will clearly require the combination of corporate know-how and local knowledge.

As a direct result of business model innovation, first-mover Nirma is today one of the largest branded detergent makers in the world. Meanwhile, HLL, stimulated by its emergent rival and its changed business model, registered a 20 percent growth in revenues per year and a 25 percent growth in profits per year for 1993–1999. Over the same period, HLL’s market capitalization grew to $12 billion, a growth rate of 40 percent per year. HLL’s parent company, Unilever, also benefited from its subsidiary’s experience in India. Unilever transported HLL’s business principles (not the product or the brand) to create a new detergent market among the poor in Brazil. The brand Ala has been a runaway success. Even more important, Unilever has adopted the base of the pyramid as a corporate strategic priority. Indeed, by the early 2000s, the BoP accounted for more than 20 percent of Unilever’s sales on a global basis.4

However, soon thereafter, HLL’s rapid growth in the BoP began to stagnate. In fact, the company seemingly stopped growing after 1999. The business model that had fueled the growth in the 1990’s—single-serve packaging, low-cost production, and “mom and pop” distribution—was reaching its limits. Indeed, as radical as the initial HLL BoP strategy was, it still failed to serve more than 500,000 rural villages, meaning the company was ignoring over 500 million potential customers living in these smaller, more remote settlements (half of the country’s population). By 2004, HLL’s share price on the Bombay Stock Exchange sank to a new low. As part of a new growth strategy dubbed the Millennium Plan, HLL launched a new BoP initiative called Project Shakti, which aimed to reach the 500 million plus rural people currently unserved by the company’s business model.5

Through “Project Shakti,” the company has taken a page out of Grameen Telecom’s book by seeking to develop a cadre of women microentrepreneurs at the village level.6 Project Shakti is built around women’s self-help groups that have been in existence in India for decades. HLL recognized the opportunity to create a new type of profitable venture for these women by applying micro-finance to help them build a local HLL micro-franchise. By 2008, HLL had already trained more than 45,000 Shakti Entrepreneurs (SEs) serving 135,000 villages, and they were adding more than a thousand every month.

Ultimately, the company might build a network of a million or more SEs located throughout the rural villages of India. SEs are imparted basic selling and accounting skills to enable them to operate as micro-entrepreneurs earning a steady income from the sales of HLL’s products. In addition, the women are trained to be health and hygiene communicators in a bid to improve the well-being of their communities. If successful, Project Shakti’s unique win-win direct-distribution model may supplant the current complex and unwieldy approach to BoP distribution through thousands of small-scale distributors and small “mom and pop” shops. However, as we will see in Chapter 8, Project Shakti is not without its problems and challenges: Despite the rapid scale-out of SEs, there remains a high turnover rate among SEs, and the initiative has yet to break even financially.

Clearly, the base of the pyramid presents unique challenges for MNCs: Serving it violates nearly every assumption associated with successfully serving the top of the pyramid. In point of fact, the biggest challenge for corporations may have less to do with technology, intellectual property, or rule of law, even though these issues have dominated most of the work to date relating to emerging markets.7 Instead, the fundamental challenge may be one of business model innovation—breaking free of the established mindsets, systems, and metrics that constrain the imagination of incumbent firms.

As the Unilever case demonstrates, to effectively reach the BoP, managers must learn to expand their vision beyond narrow product-centric or financial metrics for success. This can be done in several ways. First, MNCs can seek to identify and remove constraints that prevent the poor from taking control of their own futures. Second, through their business models, MNCs can seek to increase the earning power of the poor. Finally, MNCs can consciously look to create new economic and social potential at the base of the pyramid. We explore each of these in greater detail in the following sections.



Removing Constraints

Business exists to solve problems. Most material needs have already been provided for people at the top of the pyramid, which is why it is so difficult to identify successful new business strategies—customers are already quite well-served. The reverse logic applies at the base of the pyramid—major needs remain unmet for massive numbers of people. Barriers, constraints, gaps, and snafus abound for the poor. What we need to realize as businesspeople is that learning to see these constraints from the point of view of the poor is the best way to identify new breakthrough business strategies that offer both profit and growth potential for the firm—and a significantly better life for those in the BoP.

As C.K. Prahalad and Al Hammond point out, the poor—especially those in urban slums and shantytowns—live in high-cost economies.8 Their needs are typically not well met by local vendors. In fact, quite frequently, the poor are victims of active exploitation by local moneylenders, corrupt officials, and low-quality service providers. Prahalad and Hammond present data showing that the poor often pay anywhere from twice to 20 times as much as consumers at the top of the pyramid for basic goods and services such as water, food, medicine, phone service, and, as we have seen, access to credit. If we adjust for income level, these differentials become downright obscene. Thus, there is an enormous opportunity to create consumer surplus in the BoP, if we could only open our eyes to the reality on the ground.

We must learn to identify and remove the constraints—“unfreedoms,” according to Nobel Prize–winning economist, Amartya Sen9—that prevent those in the BoP from realizing their full potential. Unfreedoms mean that the poor often suffer from a systematic lack of opportunity, poor health, and even premature death. These constraints can come in many shapes and sizes: usurious interest rates for credit, poor-quality products, exorbitant prices, exploitive business models, or a total lack of problem recognition.

Cemex, Mexico’s largest cement company, provides a glimpse into how to go about constraint identification as a vehicle for reaching the BoP.10 The 1994 financial crisis in Mexico was a major blow to the company’s domestic business, which constituted nearly half of Cemex’s cement sales at the time. The construction sector, in particular, was one of the hardest hit in Mexico. However, Cemex executives noted that whereas revenues from upper- and middle-class customers dropped by half, cement sales to the poorest tier of the population were hardly affected. In fact, sales to the poor seemed to follow a completely different logic than those in the affluent market. (It would later be recognized that the formal and informal economies do, indeed, follow completely different logics.) Given that cement sales to the poor constituted 40 percent of Cemex’s Mexican business and that the company knew little about this customer segment, corporate leadership decided that it was worthy of further investigation.

In 1998, a team of Cemex employees began to explore this issue in greater depth. They began by issuing a “Declaration of Ignorance,” an open admission that the company knew virtually nothing about 40 percent of its Mexican market. They then resolved to learn all they could about the needs and problems of the people in the urban slums and shantytowns where demand for the company’s cement was the strongest. To accomplish this, the team lived in the shantytowns for six months. Their mission was to better understand the context in the BoP, not to sell more cement.

Initially the team, led by Hector Ureta, had a difficult time appreciating the situation.11 At first glance, the shantytowns appeared to be chaotic assemblages of half-built squatter homes stretching as far as the eye could see. Building materials lay around exposed to the elements—and theft. Partially constructed rooms with steel rebar rods reaching skyward formed the streetscape. It was easy to assume that the people must be ignorant or stupid to engage in such poorly planned and executed construction activity. But after spending several months living in this context, the team came to realize that the people were doing the best possible job that could be done, given the constraints and the circumstances.

Poor, do-it-yourself homebuilders in the shantytowns, they learned, often take four years to complete just one room and 13 years to finish a small four-room house. The reason is that banks and other businesses will not engage with poor residents in informal settlements where the legal status of their property ownership is murky. Haphazard design, combined with material theft and spoilage, conspire to make home construction a costly and risky proposition. Vendors prey upon the poor, selling them off-quality goods in quantities that are inappropriate because they have little bargaining power or ability to complain. The Cemex team came to realize that if these constraints could be removed, it might be possible for the poor to build much better-quality homes in less time, while also saving money on materials in the process. And, yes, they might also grow the cement business as well.12

To accomplish this end, the team created a new business model. Through its program called Patrimonio Hoy, which, roughly translated, means “Equity Today,” Cemex formed savings clubs that allowed aspiring homebuilders to make weekly savings payments. These savings clubs built upon the already prevalent Tandas, community savings plans that had been common in the marginalized sectors in Mexico for decades. In exchange, Cemex provided material storage and architectural support so that homes could be well-designed and built in sensible stages. Given its clout as a major buyer, Cemex could negotiate with material suppliers for the best possible prices and quality, something that the shantytown dwellers themselves were unable to do. Participants in the program built their houses three times faster, with higher-quality materials and designs, and at two-thirds the cost. To date, the program has reached over 200,000 families in 22 Mexican states and is also operating in other Latin American countries such as Colombia, Venezuela, Nicaragua, and Costa Rica.13

The Patrimonio Hoy experience demonstrates how important it is to view the BoP through a new set of lenses to see opportunity. Rather than assuming that poor people are irrational, stupid, or lazy, it behooves companies to instead assume that people in the BoP are doing the best they can under the circumstances. The key is to ask the question, “Why are they doing things this way?” If we can gain a better understanding of the constraints that cause this behavior, we can construct new business models designed to remove these constraints—and profit in the process.



Increasing Earning Power

According to the International Labor Organization (ILO)’s World Employment Report 2001, nearly a billion people—roughly one-third of the world’s work force—either are underemployed or have such menial jobs that it is not possible to support themselves or their families. Compounding this problem is the growing global income gap—a trend the ILO’s 2008 World of Work report (the most comprehensive study of income inequity to date) shows conclusively: Between the early 1990s and 2007, global unemployment rose by 30 percent, and the income gap between richer and poorer households increased, affecting low-income groups disproportionately. This trend “reflects the impact of financial globalization and a weaker ability of domestic policies to enhance the income position of the middle class and low-income groups,” said the ILO’s International Institute for Labour Studies Director, Raymond Torres. “The present global financial crisis is bound to make matters worse unless long-term structural reforms are adopted.”14

Indeed, the harsh realities of structural adjustment in many of the world’s poorest countries have made it all but impossible for those in the BoP to survive exclusively through self-provisioning, barter, and community exchange. Helping the world’s poor to elevate themselves above this desperation line by increasing earning power is thus a business opportunity to do well and do good simultaneously. Creating consumer surplus and generating income are crucial here. A few farsighted organizations have already begun to blaze this trail, with startlingly positive results.

As we saw in the case of Cemex’s Patrimonio Hoy program, it is possible, through business model innovation, to create significant consumer surplus for BoP customers while simultaneously making a healthy profit. Indeed, do-it-yourself homebuilders in Mexico’s shantytowns saved considerable time and money through the program, while Cemex realized significant incremental cement sales and profits. The creation of consumer surplus in the BoP is possible because, more often than not, the poor are badly served by local vendors. In some instances, particularly in rural areas, however, there are actual service vacuums.

This was the situation faced by Grameen Telecom, as discussed in detail in the last chapter. Because phone service was nonexistent in rural Bangladesh before the introduction of Grameen’s service, the relevant point of comparison was how much time and money villagers were spending to gain access to information such as crop prices and currency exchange rates. Although the phone service offered by Grameen was considered expensive by developed world standards, users still saved between 2.5 and 10 percent of household monthly income ($2.70–$10) with each call because the alternative to making the call was spending days traveling to secure the necessary information—an expensive and risky proposition.

Providing consumer surplus through innovative new products and services is important to increased earning power; saving the poor time and/or money frees up resources to be used more productively for other purposes. Procter & Gamble’s new clothes rinse product for the rural poor, for example, reduces by two-thirds the amount of water needed to rinse clothes after washing with detergent. It saves an enormous amount of time as well because, instead of finding and hauling as much water as before, people can engage in more productive activities.

Even more important than the provision of consumer surplus, however, is the actual generation of income in the BoP. Businesses that lead to income generation are therefore of special importance. Perhaps the quintessential example of such a business is the microcredit model introduced by Muhammad Yunus and the Grameen Bank. The loans made to the poor through the bank lead directly to income generation through microentrepreneurship and other forms of local enterprise development. In addition to providing credit, companies can develop new technologies to raise BoP incomes and start businesses.

One example of such a venture is Appropriate Technologies for Enterprise Creation (now KickStart), founded by Dr. Martin Fisher in 1991.15 Begun as a non-profit, KickStart has helped to create thousands of jobs in Kenya and other parts of East Africa, where more than half the population lives on less than $1 per day, by developing enabling technologies and working with local entrepreneurs to launch businesses using those technologies. Profits from the new small-scale businesses enable thousands of poor families to escape poverty, educate their children, afford health care, and plan their futures.

KickStart’s best-selling technology is the leg-operated Moneymaker Micro-irrigation Pump. These simple but effective water pumps, which retail for less than $100, enable poor farmers to grow high-value fruits and vegetables year-round by supplying their crops with much-needed water. Customers have also been very creative in finding other ways to use the pump to generate income, including car washing, plant nurseries, and provision of drinking water. On average, users earn an additional $1,200 profit per year, recovering their investment in three months, and increasing overall farm income by a factor of 10. Since its inception in the early 1990s, KickStart has helped to create 35,000 new microenterprises in East Africa, with a total of $36 million per year in new profits. Revenues generated by these enterprises equal more than 0.5 percent of Kenya’s GDP. Today, more than 800 new businesses are being started every month using KickStart technology.

In the early 2000s, KickStart teamed up with SC Johnson Company in Kenya to create more sustainable livelihoods for thousands of poor farmers dependent on growing pyrethrum for a living.16 When SC Johnson launched its best-selling brand Raid® in 1956 as the world’s first commercial aerosol insecticide, the company chose to use environmentally benign pyrethrum as the active ingredient. Pyrethrum is the fourth-largest export crop in Kenya, after tea, coffee, and horticultural plants. The Pyrethrum Board of Kenya (PBK) is a parastatal agency reporting to the Ministry of Agriculture that operates as a monopoly, controlling all aspects of Kenya’s pyrethrum production, processing, marketing, and export. PBK produces nearly 70 percent of the world’s supply of pyrethrum through a network of 200,000 subsistence farmers and their families (nearly 1 million people) organized into cooperatives and self-help groups throughout Kenya’s central highlands. SC Johnson has been its biggest customer by far since 1956.

Unfortunately, droughts in Kenya during the 1990s threatened the quality and stability of the natural pyrethrum supply. When Japanese giant Sumitomo developed a lower-cost synthetic alternative, SC Johnson was presented with a difficult choice: Either switch totally to the synthetic or work with the Kenyan producers to lower the cost, improve the quality, and ensure the long-term availability of the natural product. The company chose the latter strategy.

In a partnership with SC Johnson and KickStart, PBK monitored pyrethrum quality and quantity, and provided ongoing assistance to farmers in the form of access to higher-quality seed. A 2005 pilot project involving 600 farmers sought to increase net household incomes on average from $100 to $750–$1,000 per year. Such a boost in income would enable poor farmers to dramatically improve food security, health, and nutrition. It was expected that pyrethrum production per acre would increase substantially, and quality would also improve, enabling the company to continue to source the natural botanical at a competitive price rather than switching to the synthetic chemical.

Unfortunately, the results of the pilot project have been mixed: Given PBK’s penchant to defer payments to the farmers, most used the micro-irrigation to raise crops other than pyrethrum (e.g., vegetables, cut flowers). So while the farmers raised their incomes, as expected, and KickStart was able to reach an entirely new, largely rural, population with their pumps, SC Johnson was unable to have a significant impact on either the quantity or quality of botanical pyrethrum. The company has since initiated a similar effort in Rwanda, where the government is more transparent and takes a more entrepreneurial approach to the growth of the pyrethrum industry.

Nonetheless, KickStart’s ability to generate income for the users of its money-maker pump is beyond question. However, KickStart now faces the challenge of sustaining its own growth and development. It is clear that it cannot continue to rely exclusively on donor capital to fund the technology development work. Indeed, fundraising has now become the primary activity for the organization’s leaders. Accordingly, KickStart has embarked on a strategy to move a part of its operation toward a for-profit model, through direct distribution of its technology to end users. Indeed, the partnership with SC Johnson represents one way for it to achieve this end. Only by generating a surplus itself can KickStart continue to generate income for others.

Increasing earning power is of vital importance in the BoP, especially in a post-structural adjustment world where poor countries are increasingly dependent upon the cash economy and the generation of foreign currency to survive. MNCs can therefore identify opportunities to both create consumer surplus and generate income through innovative products and business models. As with removing constraints, opportunities to increase earning power provide a useful lens for identifying the best opportunities to reach the base of the pyramid.



Creating New Potential

Because BoP communities are often physically or economically isolated, better distribution systems and communication links are essential to sustainable development. Few poor countries have distribution systems that reach more than half the population—hence the continued dependence of the poorest consumers on often low-quality local products and services and exploitative moneylenders. MNCs can therefore create new potential in the BoP by enabling outreach (providing distribution channels for local products and more inclusive supply chains) and in-reach (providing access to affordable products, services, and information).

With regard to outreach, MNCs can play a key role in sourcing or distributing the products of BoP enterprises for use in top of the pyramid markets, giving BoP enterprises their first links to international markets. Indeed, it is possible through partnerships to leverage traditional knowledge bases to produce more sustainable—and, in some cases—superior products for consumption by affluent customers. Anita Roddick, CEO of the Body Shop International PLC, demonstrated the power of this strategy in the early 1990s through her company’s “trade, not aid” program of sourcing local raw material and products from indigenous people.

More recently, the Starbucks Corporation, in cooperation with Conservation International, has pioneered a program to source coffee directly from farmers in the Chiapas region of Mexico. These farms grow coffee organically using shade-grown practices, which preserve songbird habitat and prevent soil loss. Starbucks markets the product to U.S. consumers as a high-quality, premium coffee; the Mexican farmers benefit economically from the sourcing arrangement, which eliminates middlemen from the business model. This direct relationship also improves the local farmers’ understanding and knowledge of the market at the top of the pyramid and its customer expectations, making a steady transition from the informal to the formal economy possible.

Daimler-Chrysler has also been instrumental in the launch of an outreach-oriented alliance in Brazil called POEMA (Poverty and Environment in Amazonia Research and Development).17 This alliance is focused on the development of natural fibers for use in the production of interior car parts. With financial and technical assistance from Daimler-Chrysler, POEMA pioneered the use of coconut fibers and latex sourced from the Amazon in the production of headrests, sun visors, and seat cushions in the Class A Mercedes-Benz model. After a successful pilot project, a for-profit enterprise, POEMAtec Amazon Natural Fibers, was created near the city of Belem in northeastern Brazil. Daimler-Chrysler has since signed a 10-year supply contract with the new company.

Before POEMAtec, coconut fibers were considered waste. Now they are a source of income. POEMAtec worked with the small landholders in the region to help them switch from slash-and-burn agriculture of single crops to a multicrop system that includes coconut palms, rubber, cacao, bananas, and Brazilian chestnut trees. Sourcing communities were set up with processing centers to extract the coconut fibers and produce the latex. These raw materials were then sold to POEMAtec for the manufacture of the final product. The parts produced by the alliance meet all Daimler-Chrysler’s stringent quality requirements and are also about 5 percent cheaper to produce than conventional plastic components. Approximately 4,000 new jobs have been created, including agricultural producers, processing plant workers, and POEMAtec employees. Average family income in the community has increased from about $36 per month to nearly $300 per month since the beginning of the alliance. The results of this BoP marketing outreach alliance in Brazil have also been transferred to South Africa and the Philippines.

With regard to in-reach, information technologies such as phones and Internet connections hold the potential to literally transform the way BoP communities view the world. Indeed, information poverty may be the single biggest roadblock to sustainable development. Through in-reach, it is possible to imagine, for the first time in history, a single, interconnected market uniting the world in the quest for a truly sustainable form of economic development. This process could transform the “digital divide” into a “digital dividend” for the companies willing to take the initiative.

New ventures such as N-Logue and Drishtee in India are developing information technology platforms and business models suited to the particular requirements of the rural poor at the base of the pyramid. Through shared-access models (for example, Internet kiosks) and focused technology development, companies are dramatically reducing the cost of being connected. For example, IT connectivity typically costs $850–$2,800 per line in the developed world; the CorDECT (wireless local loop) technology employed by N-Logue has reduced this cost to less than $400 per line, with a goal of $100 per line, which would bring telecommunications within reach of virtually everyone in India.18

Drishtee founder Satan Mishra’s audacious vision is to establish a network of tele-kiosks in each of India’s 650,000 villages—enabling local entrepreneurs to sell a range of services, from computer training classes, to international calls, to sending family photos over the Internet. The venture began in 2005 in 500 villages. In 2008, with financing from the Acumen Fund, Drishtee began expanding more rapidly than Starbucks did in its early years, opening four kiosks per day. By late 2008, the company was operating in more than 4,000 villages and serving 7.5 million people.19

Recognizing the opportunity to create new economic potential, ITC, an Indian conglomerate, has spawned a network of electronic meeting places in more than 40,000 rural villages in India dubbed e-choupals.20 To address the obvious shortages—phone lines, electricity, and literate farmers—the company has provided satellite links, solar batteries, and carefully chosen microentrepreneurs (Sanchalaks) to run the meeting places. As part of a diversification strategy into a broader range of agribusinesses, ITC has made the e-choupal initiative an integral part of its rural development business strategy. The company intends to reach 100,000 villages with its network by 2015.

The traditional agricultural system in India was centered on mandis, the markets where farmers brought their produce to be auctioned. Given the obvious power asymmetries (that is, the auctioneers had better information about commodity prices than the farmers), small farmers were often paid far less than they deserved for their produce. To facilitate better information access, ITC created websites for the various crops covered: soya, wheat, coffee, and shrimp. This enabled farmers to level the playing field by gaining better access to market conditions, prices, and even other potential buyers. By eliminating the stranglehold of the mandis, ITC has been able to source agricultural commodities at more favorable prices, while at the same time increasing the bargaining power—and incomes—of the small farmers.21 Thus, two of the big roadblocks faced by rural economies are mitigated by e-choupals: Virtual aggregation provides bargaining power for even the smallest producers, and better information helps overcome uncertainty and isolation.

Once a virtual meeting place is established in a village, there is no shortage of other potential users: governments putting their services online, companies that are otherwise unable to reach rural villages, microcredit providers, and so on. The possibilities are virtually limitless. Recently, for example, ITC (in alliance with Monster India) added an online employment service, enabling rural job seekers to apply to jobs through e-choupals. e-choupals also leverage the power of the internet to empower small and marginal farmers with a host of services which allow for a virtual integration of the supply chain and create significant efficiencies in the traditional system. ITC itself has begun to utilize the e-choupal as a vehicle for bringing appropriate and affordable products and services to rural areas in addition to purchasing agricultural produce. Thus, e-choupals are now coming to serve as “digital rural highways,” creating the potential for many new, perhaps unanticipated, economic activities to blossom, driven by local needs and capabilities. In return, ITC charges a margin for each good or service sold. The presence of this digital rural highway also enables locally-based businesses to gain better access to markets (e.g., horticultural growers, fruit and vegetable producers).22

Based in part on the e-choupal experience, the Multi-Commodity Exchange of India (MCX) launched in 2005 a National Spot Exchange for Agricultural Produce (NSEAP). When fully implemented, this initiative will establish rural commodity trading platforms for all forms of agricultural produce throughout all of India.23 The rural connectivity brought by initiatives such as N-Logue, Drishtee, e-choupals, and NSEAP could literally transform the countryside in India. Ventures like these, which provide both in-reach and outreach, constitute the ultimate in creation of potential. For corporations, therefore, identifying opportunities to create new potential constitutes another important vehicle for effectively reaching—and raising—the base of the pyramid.

Assessing Sustainability Impact

Effectively serving the BoP means more than simply selling affordable products to the poor: It means engaging with the poor as producers, agents, and partners to create entirely new business ecosystems. Tracking the economic and development impact of BoP business initiatives throughout their entire value chains—from raw material sourcing and production all the way to distribution and product use—is therefore crucial. In a recent research project, Unilever and Oxfam teamed up to do exactly that, focusing on Unilever’s Indonesia business as a case study.24 The findings were quite interesting—and provocative: Unilever Indonesia (UI) is heavily embedded in the local economy, with significant forward and backward linkages. The majority of revenues generated by UI remain in Indonesia, through its local sourcing, wages, margins, taxes, and dividends to local shareholders.

Overall, the research estimates that the full-time equivalent (FTE) of about 300,000 people make their livelihoods from UI’s value chain (for comparison, UI has a core workforce of only 5,000 in Indonesia). Strikingly, more than half of this employment is found in UI’s distribution and retail chain with about one third in the supply chain. The total value generated along the entire UI value chain is estimated conservatively at US$ 633 million. Of this UI earns about US$ 212 million; the remaining US$ 421 million is distributed among the other actors in the chain. Thus, Unilever’s presence in Indonesia creates significant wealth in the larger community, particularly in the distribution end of the value chain.

Importantly, the study also noted some concerns: The value captured by poorer people working at either end of the value chain, especially primary producers at the supply end, is much lower than the value captured by those who are in direct interaction with UI and closer to the center of the chain. And while 95 percent of Indonesians use at least one UI product (e.g., single-serve hand soap, laundry products, and tea), it was not possible to determine the impacts on poor consumers through their purchase of UI products. Finally, UI’s success and expansion as a company raised questions about whether UI is displacing smaller-scale local producers, ultimately constraining competition in the marketplace. While none of these concerns should come as a surprise, they clearly point to areas of opportunity for Unilever’s BoP strategies looking forward: In addition to tracking the direct economic impacts, it is also imperative to gain a wider understanding of the social, cultural, and environmental affects—the “triple bottom line” sustainability impact on both customers and the ecosystem of partners making up the supply chain.

In 2009, my colleague Ted London pioneered the development of a Base of the Pyramid Impact Assessment Framework, which offers managers of ventures serving the poor a systematic process for measuring and enhancing the effects their activities are having on the ground.25 The framework provides a systematic process for examining the positive and negative impacts those activities have on the well-being of three constituencies: sellers (local distributors or producers), buyers (local customers or agents), and communities. For each of these constituencies, the framework assesses potential changes in economics, capabilities, and relationships, including how the venture affects the natural environment.

Identifying the opportunity is thus only the first step in successfully reaching the base of the pyramid. While serving a real need through the firm’s product or service is necessary for a successful strategy, it is not sufficient. It is equally important to evaluate the effect of the entire business system on the communities and environments where it is to be introduced. That means monitoring and assessing the triple bottom line (social, environmental, and economic) impact of the business system. This step is necessary because often the biggest impacts—positive and negative—are felt through the upstream (supply chain) or downstream (end use) effects of the company’s activities rather than directly through its immediate products or services. Provision of credit, for instance, may not appear to have much impact in itself; the activities enabled by credit, however, may have wide-scale impacts. Furthermore, a company’s entry into the BoP may have implications for existing organizations and institutions that play an important role in the community. Understanding these total system impacts is thus crucial to assessing whether a company’s activities enhance or inhibit sustainable development.

In assessing sustainability impact, managers need to recognize that any new business intervention has both positive and negative effects. The problems that a sustainable global enterprise solves should, of course, be more significant than the new ones it creates. Unfortunately, from a societal perspective, many new technologies and businesses do not pass this test; the problems they create are more significant than the problems they solve. Take, for example, the nuclear power industry. In its beginning stages, the industry was seen as the source of pollution-free electricity that was too cheap to meter. It was heralded as the salvation of the world: It would rescue us from dependence upon nonrenewable and polluting fuels such as coal, oil, and gas. However, as it turned out, the nuclear power industry created massive new problems: We had not fully thought through how to deal with the expensive process of decommissioning old nuclear facilities, nor had the disposal of high-level radioactive waste been adequately addressed.

The operation of the facilities themselves also proved to be problematic, with accidents raising public fears—and operating costs—to astronomical levels. In the end, new nuclear facilities became so expensive to build and engendered so much public resistance that it no longer made sense to construct them, at least in the United States. Today nuclear power is viable only where massive government subsidies make it so: France and Japan, and perhaps soon, the U.S. once again. Therefore, in evaluating the sustainability impact of a BoP business initiative, a comprehensive and continuous assessment of both the upside and the downside of the total business system is critical.

Village Phones: The Triple Bottom Line

Let us return to the case of Grameen Telecom, described in detail in Chapter 5, “Innovation from the Bottom-Up,” for an in-depth assessment of sustainability impacts. As you may recall, the venture was established as a nonprofit experiment in a few hundred villages before it was introduced on a widespread basis. This was done intentionally to allow time to test the model, identify problems, and make mid-course corrections prior to scale-up. Grameen enlisted the aid of local universities and NGOs in conducting the impact assessment, both to facilitate the work and to ensure the independence and legitimacy of the results.26

The results of the sustainability assessment for the village phones are summarized in Exhibit 6.2.27 The diagram displays the triple bottom line (economic, social, and environmental) impacts associated with the introduction of mobile phone service in the 950 villages that constituted the pilot test in rural Bangladesh. Economically, the introduction of phone service was clearly a net positive. As we have seen, not only did the “phone ladies” themselves realize a significant increase in their income, but, more importantly, users of the service realized significant consumer surplus (a trip to Dhaka was 2–8 times the cost of a phone call, meaning that each call saved $2.70–$10, the equivalent of 2.5–10 percent of household monthly income). In some cases, the phone service produced dramatic increases in income for users. For example, with better access to competitive agricultural prices, local farmers were able to get substantially better prices for their crops. Indeed, the efficiency of the village economies was significantly enhanced through more rapid and accurate information flow. In the words of Iqbal Quadir, “Connectivity is productivity.” Phone ladies and other local businesspeople also became more aware of and capable in the ways of the formal economy, increasing the prospects for further growth and development in the future.

Exhibit 6.2 Sustainability Assessment: Village Phones
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Socially, the introduction of the village phone gave the phone ladies status and visibility within their villages (if you wanted to make a phone call, you had to seek them out or come to their home). The incremental income these women contributed to their households also gave them a bigger voice in family decision making. They spent most of the new income from the village phone on their children, in the form of tuition for schooling, clothes, and health care. This raised their standard of living and opened up opportunities for their children that would not have otherwise existed.

Environmentally, the availability of phone service meant that fewer trips to the city in inefficient and polluting buses and cars were necessary. Furthermore, by moving directly to wireless telecommunications, Grameen Telecom enabled poor villages to avoid the expensive, material-intensive, and environmentally destructive step of installing cables and phone lines. The village phone, in other words, enabled the poorest communities in rural Bangladesh to leap directly to the most modern and least-polluting technology available.

Although Grameen Telecom’s sustainability impact has been overwhelmingly positive, it has, predictably, created some new problems on each of the three dimensions. From the social perspective, in some cases, phone ladies’ newfound earning power introduced friction and even conflict within households that were previously dominated by the husbands. Some have even experienced increased physical abuse and violence. Not surprisingly, there are those who view this as being disruptive to local communities and cultural traditions. Others, however, including most of the phone ladies themselves, view it as a necessary step toward the emancipation of women throughout the world. It may also hold the key to stabilizing population growth because raising the status of poor women is now recognized as being one of the most effective ways of lowering fertility rates.

From the environmental perspective, the rapid spread of cellular phones in the BoP has produced a burgeoning electronic waste problem, with spent batteries presenting the biggest toxic threat. Other observers are concerned that the introduction of phone service into rural areas, with its attendant rise in income and economic activity, will lead to increased consumerism and environmental degradation. Although this is a legitimate concern, it would appear that the alternative—keeping the majority of people in the world isolated and without access to information—has even larger negative consequences. Indeed, through the Great Leap to the BoP, discussed in the previous chapter, we may be able to successfully incubate and launch the renewable and inherently clean technologies of tomorrow in the BoP.

Perhaps the most significant problems that have arisen have been economic in nature. In the early going of the initiative, monopolistic practices emerged by some of the phone ladies.28 As demand for rural phone services grew, the initial business model of having a single phone operator in each village proved to be problematic: With demand exceeding supply in many villages, prices rose, and phone ladies’ incomes soared. Some phone ladies were becoming “rich” by village standards, with incomes grossly out of proportion to what they once were. To address this problem, the company removed its limit of one phone lady per village, creating a “free market” for phone service in the villages of Bangladesh. In short order, the number of phone ladies virtually doubled. With competition, prices came down, and the new incomes returned to a more reasonable level.

As noted in the previous chapter, by 2008, there were 354,000 phone ladies in Bangladesh, each averaging $1,500–$2,000 in revenue (and roughly $500–$750 in profits) each year. The new problem has been translated into yet another opportunity. In fact, recently, competition among phone ladies and other mobile phone service providers has become so intense that some complain that their annual profits have fallen below $100 per year. Mobile phone service in rural Bangladesh has now become a highly competitive industry—much to the benefit of the villagers.

The case of Grameen Telecom underscores the importance of tracking the sustainability impact of the entire business system. By starting with a nonprofit pilot experiment, Grameen was able to understand and document the economic, social, and environmental impacts of its business system from the beginning. It was also able to create a mechanism for continuously monitoring the triple bottom line performance of its business. By recognizing that any intervention will not only solve problems but also create new ones, Grameen Telecom has been able to identify and address new problems as they emerge through the continuous and creative adjustment of the business model.

The MNC Advantage

Multinationals have much to learn from the approach Grameen took in introducing its rural mobile phone service. Even if multinational managers are intellectually persuaded, however, it is not obvious that large corporations have real advantages over locally oriented firms and nonprofits such as Grameen Telecom. Indeed, the inflexible nature of corporate systems and processes may make experimenting with such business models appear beyond reach. In addition, MNCs must overcome significant negative reputational equity, given the extractive nature of much of their past behavior in the traditional economy. However, there are several compelling reasons for MNCs to embark on this journey:

• Resources. Building a commercial infrastructure for the base of the pyramid is a resource- and management-intensive task. Developing environmentally sustainable products and services requires significant research. Distribution channels and communication networks require extensive effort to develop and sustain. Few local entrepreneurs have the managerial or technological resources to create this infrastructure.

• Convening of power. MNCs can be nodes for building the commercial infrastructure, providing access to knowledge, managerial imagination, and financial resources. Without MNCs as partners, well-intentioned NGOs, communities, local governments, entrepreneurs, and even multilateral development agencies will continue to flounder in their attempts to bring development to the base. MNCs are well positioned to unite the range of actors required to reach the BoP.

• Knowledge transfer. MNCs are able to transfer knowledge from one BoP market to another, such as from China to Brazil or India, as Unilever and others have demonstrated. Although practices and products have to be customized to serve local needs, MNCs, with their unique global knowledge base, have an advantage that is not easily accessible by local entrepreneurs.

• Upmarket migration. Not only can MNCs leverage learning across the base of the pyramid, but they also have the capacity to move innovations up-market all the way to the top of the pyramid. As we have seen, the BoP is a testing ground for disruptive innovations that enable a more sustainable way of living. Many of the innovations for the base can be adapted for use in the resource- and energy-intensive markets of the developed world.

A Common Cause

The four billion people who comprise the base of the pyramid represent a great opportunity for corporations. Indeed, the BoP represents a chance for business, government, and civil society to join together in a common cause. Pursuing strategies for the base of the pyramid may hold the potential to dissolve the conflict between proponents of free trade and global capitalism on the one hand, and adherents of environmental and social sustainability on the other.

However, the products and services currently offered at the top of the pyramid are not appropriate for the BoP, and reaching out to the base will require fundamentally different approaches than those even in the emerging markets of the developing world. Changes in technology, production, credit, cost, and distribution are critical prerequisites. Only large firms with global reach have the technological, managerial, and financial resources needed to fully realize this opportunity.

New commerce in the BoP will not be restricted to businesses serving such basic needs as food, water, energy, and housing. The base of the pyramid is waiting for high-tech businesses such as financial services, cellular telecommunications, and affordable computers. In fact, as we have seen, for many emerging disruptive technologies (such as fuel cells, photovoltaics, satellite-based telecommunications, biotechnology, and nanotechnology), the base of the pyramid may prove to be the most attractive early market.

To date, however, NGOs, social entrepreneurs, and local businesses with far fewer resources than the MNCs have been more innovative and made more progress in developing these markets. It is tragic that as Western capitalists we have implicitly assumed that the rich will be served by the corporate sector (MNCs), while governments, NGOs, and social entrepreneurs will focus on the poor and the environment. This division of labor is stronger than most realize. Managers in MNCs, public policymakers, and NGO activists all suffer from this historical divide. A huge opportunity lies in breaking this code, linking the entire human community in a seamless market organized around the concept of sustainable growth and development.

Collectively, MNCs have only begun to scratch the surface of this massive opportunity. Those in the private sector who commit their companies to strategies for the base of the pyramid can lead the movement toward a more inclusive capitalism. It is imperative, however, that managers recognize the nature of business leadership required in the BoP arena. Imagination, tolerance for ambiguity, stamina, passion, empathy, self-reflection, and courage may be as important as intelligence, analytical skill, and technical expertise. And as the final section of the book shows, leaders need to develop a deeper understanding of the complexities and subtleties of sustainable development in the context of the BoP if they are to become truly indigenous—and successful.
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Part Three. Becoming Indigenous


7. Broadening the Corporate Bandwidth

When we set our sights on the world’s “poor countries,” we tend not to see complex societies with unique histories and economies. Instead, we see societies with economies that are “underdeveloped” versions of our own.1 Indeed, my colleague Erik Simanis at Cornell University has made it very clear to me that our conceptual categories, which seem as though they were decreed by God, are only one way of looking at the world.2 Whether we speak of industry boundaries—automobiles, computers, energy, telecommunications—or societal subsystems—economy, government, education, church, family, community—all serve to blind us to the actual conditions and constraints that exist for those beyond our realm, particularly at the base of the pyramid.

Because we tend to impose our preexisting categories on the BoP, we often fail to see business opportunities of potentially vast proportion. Existing core competencies and strategies within companies further constrain our thinking. The BoP thus presents MNCs with a unique opportunity, a “license to imagine,” to reconceptualize the corporation in a manner that can recognize and serve the diversity of needs and values of all people in the world.3 This does not mean selling extractive products and services to the poor; it means learning how to codevelop a commercial model aimed at improving the lives of those who have been bypassed or actively exploited by globalization. Cultural sensitivity, environmental sustainability, and mutual learning hold the keys to this process.

Unfortunately, most managers in MNCs have little knowledge or understanding of those in the BoP, let alone poor peoples’ views about social equity, environmental quality, or what represents a “good life.” Indeed, it has been strongly argued that the dominant conceptualizations of “development” and “modernization” reflect a Western cultural bias and a preoccupation with simply raising GDP per capita.4 Together, these shortcomings significantly hinder efforts to imagine and build BoP communities and markets.5 Successfully serving the needs of the entire human community therefore requires that corporations broaden their bandwidth to include the true voices of those on the periphery of the global economy.

Learning from Ladakh

In her book Ancient Futures: Learning from Ladakh, Helena Norberg-Hodge provides a bird’s-eye view of both the problem—and the opportunity—confronting global capitalism.6 Trained as a linguist, Norberg-Hodge in the mid-1970s set about the task of documenting the language of the Ladakhi people, an ancient tribal society of the Himalayan region who had lived a self-contained existence, due to their remote location. Having mastered the language in the first year, she became increasingly fascinated by the way of life of the people of Ladakh.

Despite the rigorous climate, short growing season, and arid environment, the people had learned how to grow crops and utilize water for irrigation on a sustainable basis. They had evolved a society in which nothing was wasted or thrown away—a use was found for everything. The concept of crime was virtually nonexistent. The Ladakhis had developed a natural sense of responsibility toward each other and their environment, and were, by and large, happy, healthy, and fulfilled. They led a rich artistic, symbolic, and ceremonial life, “working” no more than about four months out of the year, during the short growing season. Norberg-Hodge was utterly struck by what she described as their joie de vivre, true joy and contentment. She set about documenting their way of life and committed to spending roughly six months in Ladakh annually, a practice she continues to this day.

However, things began to change rather abruptly in the late 1970s and ’80s. Given the growing conflict with Pakistan over the contested region of Kashmir, of which Ladakh was a part, the Indian government threw the area open to tourism, and concerted efforts were initiated to “develop” the region. This process, as usual, consisted primarily of building up the infrastructure, especially roads and utilities. Western-style health centers and schools were also established in even the most remote villages. Other fundamental changes included a growing police force, courts, banks, and radio and television. Spurred on by the development efforts, the formal sector grew rapidly. Traffic increased exponentially, with hundreds of trucks a day making the long journey to the Himalayan plateau. Jeeps and buses, crammed with thousands of tourists, added to the congestion and air pollution in the provincial capital of Leh.

The sudden influx of Western influence caused growing numbers of Ladakhis—the young men, in particular—to develop feelings of inferiority. Tourists would spend more money in one day than a typical Ladakhi family would earn in a year. Ladakhis did not realize that money played a completely different role for the foreigners; that back home, they needed it to survive, whereas in their traditional culture, villagers provided for their own basic needs without money. Western media provided overwhelming images of wealth, luxury, ease, and glamour (the side effects of pollution, stress, drug addiction, and homelessness were never shown). By contrast, the Ladakhis’ own lives seemed primitive and trivial. As local people became more focused on earning money, the age-old practices of communal farming and local self-reliance began to erode. Cash cropping became the norm. More young people left for the city to find paid work, leading to a building boom in and around Leh, where urban sprawl began to resemble the slums that characterize cities throughout the Third World.

With the breakdown of the Ladakhi traditional extended family and the practice of polyandry,7 the population, which had been virtually stable for centuries, began to grow at a rate higher than the Indian average. For the first time, a noticeable gap between rich and poor developed. With unemployment on the rise, crime became a growing problem. Children no longer greeted strangers with wonder and laughter, but rather as beggars or worse. Modern education ignored the old ways and made the children think of themselves as inferior. As mutual aid gave way to dependence on faraway forces, people began to feel powerless to make decisions concerning their own lives. Striving for the modern ideal required that Ladahkis, in effect, reject their own culture. The resulting alienation gave rise to a growing resentment and anger, which lay behind much of the violence and religious fundamentalism that has come to plague the region.

In effect, the “development” of the region led to the systematic dismantling of Ladakhi culture and a growing economic dependence, cultural rejection, and environmental degradation. Although per-capita incomes definitely rose, it is quite clear that happiness, security, and contentment did not. That is not to say that there have been no benefits from development. Many aspects of the traditional culture were far from ideal: Communication with the outside world was limited, illiteracy rates were high (although this had little impact on the functioning of the traditional culture), and infant mortality was higher and life expectancy shorter than in the developed world. The introduction of money and technology and the advent of modern medicine did bring with them certain benefits. However, on balance, the traditional nature-based society, with all its flaws and limitations, was probably more sustainable, both socially and environmentally, for the Ladakhis.

The Post-Development Challenge

The Ladakh situation is a microcosm of what has played out across the Third World over the past 50 years under the banner of development. As one of the last subsistence societies to survive virtually intact into the 1970s, it provided a unique vantage point from which to observe the process of development unfold. Throughout most of the Third World, the process began much earlier, in colonial times, and at an accelerated pace in the 1950s, following the creation of the post-war Bretton Woods Institutions of the World Bank, International Monetary Fund (IMF), and the GATT.

As many have pointed out, the modern concepts of poverty and development were constructed only following World War II.8 For the United States, the dominant concern at that time was the reconstruction of Europe. Addressing the collapse of the colonial system was a key component of reconstruction because continued access to raw materials was seen as crucial not only for European recovery, but also for U.S. growth. However, by the late 1940s, many of the former colonies had achieved independence. The consolidation of the communist block had created three worlds: the free industrialized nations (First World), the communist industrialized nations (Second World), and the poor, nonindustrialized nations (Third World). There was a need, therefore, to define a new world order based not on subjugation, but rather on development.

In 1949, U.S. President Harry Truman announced in his inaugural address the concept of a “fair deal” for the entire world. An essential component of this was his appeal to the U.S. and the world to solve the problems of the “underdeveloped areas” of the globe. The intent was quite ambitious: to replicate the features that characterized the “advanced” societies of the time—industrialization, urbanization, and rapid growth of production and living standards, along with the adoption of modern education and cultural values—throughout the world. Greater production was seen as the key to prosperity and peace.

This was an audacious and visionary goal, to be sure. Within a few years, it was universally embraced by the First World and many Third World countries as well. Unfortunately, this framing ignored the immense cultural diversity, unique historical circumstances, and varied skills and capabilities of the Third World by focusing attention primarily on increasing production and standard of living. In short, poverty came to be defined across the world through a single metric—income poverty—and the solution to poverty was economic growth.

The reality, we now realize, is that “standard of living” can actually be quite high in places where GDP per capita is quite low. Bhutan, for example, where people still provide for many of their own needs and produce beautiful art and music, is considered to be one of the poorest countries of the world because its gross domestic product is virtually zero.9 With GDP as the metric, no distinction is made between homeless beggars who live on the street and the Bhutanese or Ladakhi farmers. In both cases, there may be no money income, but the life behind the statistics is entirely different. In fact, Bhutan is pioneering the development of an alternative to GDP as an indicator of standard of living, called the Index of Gross Domestic Happiness.10

In this way, poverty has been used to define whole peoples not according to who they are or what they want to be, but according to what they lack (income). This, it turns out, is development’s fatal flaw. It has systematically failed to recognize the wealth of indigenous resources and alternatives. We have projected on the rest of the world our own Western post-war fixation with industrial production as the only path to prosperity and well-being. As a consequence, we have committed the better part of 50 years to using one-size-fits-all solutions to what are really complex, diverse, and unique problems.

Paradoxically, the development era, quite unintentionally, has created the base of the pyramid as we know it today. Traditional societies such as the Ladakh have been systematically disrupted by the development process. As peasants, nomads, and tribal peoples have been either lured away or driven from their land to urban slums in search of wage labor, poverty is often the result, not the cause. Populations that were once stable ballooned out of control as the old social norms and extended family structures that once kept them in check steadily eroded. (Why do we think that the human population has exploded from 2 billion to 6.5 billion since the end of World War II?) Increasing dependence on the money economy means that income eventually does become the most critical factor; unfortunately, job opportunities in the money economy have not been adequate to match the tens of millions of poor people flooding into the job market. Thus, massive poverty in the modern sense appeared only when development broke down community ties and cut off millions of people from access to land, water, and other resources.

The postwar development paradigm has come under increasing criticism in recent years not only from post-colonialists and antiglobalizers such as Wolfgang Sachs, David Korten, and Arturo Escobar, but also from development insiders such as Joe Stiglitz, George Soros, Jeff Sachs, and William Easterly.11 All condemn the one-size-fits-all prescriptions of the International Monetary Fund and other Bretton Woods institutions. Most recognize that government-to-government aid programs, despite the best of intentions, have been plagued by waste, corruption, and mismanagement. Many, including George Soros, call for more reliance on civil society and other important “on-the-ground” actors (e.g., humanitarian organizations, private foundations, and NGOs) working directly with those in the BoP.

Easterly has been especially critical: In his recent book, The White Man’s Burden, he contends that development’s preoccupation with lofty goals, large-scale intervention, and top-down prescription has all but squelched the ability of local people to solve their own problems. He notes that the West has spent $2.3 trillion on foreign aid over the past five decades with shockingly little to show for it. At this point in history, then, it is probably safe to say that the development era as articulated after World War II is officially dead.

Clearly, there need not be a dichotomous choice between full-scale modernization and returning to the old ways: Neither Old Ladakh nor New Ladakh is viable any longer. As we have seen, a sustainable enterprise-led strategy has the potential to avoid the pitfalls of one-size-fits-all policies (such as structural adjustment), with development experts dictating the way people should live. Through decentralized business models and disruptive innovation, it is possible to foment a bottom-up revolution of wealth creation and life enhancement. As Norberg-Hodge observed, the real lesson of Ladakh is the realization that plateau-dwelling farmers in the Himalayas have as much to teach us about how to live as we have to teach them. They need not sacrifice the sort of social and ecological balance that they have enjoyed for centuries. To do so, however, they will need to build upon their own ancient foundations rather than tear them down, as is the way of conventional development. It is time that we get on with this enterprise in a spirit of mutual respect and learning, rather than implied or explicit superiority.

As businesspeople, therefore, we cannot know in advance what is required to serve the real needs of those who have been bypassed or damaged by the globalization process. A new capability is needed, focused on hearing these voices for the first time. In his book, A Whole New Mind, Daniel Pink explains why the future will belong to the creative and empathetic “right-brain” thinkers rather than the reductionist “left-brain” analysts who have dominated the corporate world for the past half-century. Indeed, in the coming “conceptual age,” the abilities to detect patterns and new opportunities, to understand the subtleties of human interaction, and to combine seemingly unrelated ideas into novel combinations will take on increasing importance.12 These are precisely the skills needed to broaden the corporate bandwidth and effectively address the challenges of global sustainability.

In fact, rather than engaging only known or powerful stakeholders of existing businesses, we need to systematically identify, explore, and integrate the views of those on the periphery or at the “fringe”—the poor, the weak, the isolated, the disinterested, and even the voices of other species with which we share the planet (through a human interpreter, of course). Accordingly, my colleague Sanjay Sharma and I have proposed the idea of radical transactiveness (RT), the ability to engage with fringe stakeholders possessing radically differing views, to build the competitive imagination necessary for future business success and the pursuit of a truly sustainable form of global development.13

Radical Transactiveness

The dominant development paradigm of the big agencies has been based on a planner’s mentality: applying a simplistic external answer from the West without any real knowledge or understanding of the history, complexity, or resources that exist in the Third World. Moving beyond the planning mentality requires a new approach, one based upon indigenous knowledge and unique capabilities of local people, partners, and institutions. Radical transactiveness provides the basis for widening the corporate bandwidth that is crucial to the development of this more indigenous form of enterprise.

RT is “radical” because it focuses on gaining access to stakeholders previously considered extreme or fringe, for the express purpose of facilitating disruptive change and creating competitive imagination. RT is “transactive” because it seeks to engage the firm in a two-way dialogue with stakeholders so that each influences and is influenced by the other.14 Interactions among diverse stakeholders extend the boundaries of the firm, offering the possibility for learning and growth not envisioned at the beginning of the process. RT thus allows a firm to understand the complex and evolving issues that may affect its future competitive position.

Exhibit 7.1 depicts the difference between core stakeholders—those visible and readily identifiable parties with a stake in the firm’s existing operations—and fringe, or peripheral, stakeholders. Whereas core stakeholders gain a seat at the table by virtue of the power, legitimacy, or urgency of their claims, fringe stakeholders are typically disconnected from or invisible to the firm. They may be affected by the firm but have little, if any, direct connection to the firm’s current activities. However, fringe stakeholders may hold knowledge and perspectives that are key both to anticipating potential problems and to identifying innovative opportunities and business models for the future. For example, under former CEO Carly Fiorini, Hewlett-Packard’s “i-Community,” in the village of Kuppam in India, was established to learn the possibilities for information technology and Internet use by the rural poor in developing countries. This was intended to help HP imagine and design the products and services that would respond to the real problems and needs of rural India.15

Exhibit 7.1 Engaging Fringe Stakeholders

[image: image]

Source: Hart, S. and Sharma, S. 2004. “Engaging fringe stakeholders for competitive imagination.” Academy of Management Executive, 18(1): 7-18.

By opening communication channels to previously untapped sources of intelligence, RT helps the firm maintain a dynamic alignment of its strategy with the changing environment. Knowledge and learning from fringe stakeholders signal to the firm the investments it should make in appropriate resources and capabilities, allowing it to generate new value-creating strategies.16 As noted previously, Hindustan Lever Limited (HLL) requires its managers to spend six weeks living in rural areas, to understand about the hygiene needs and practices of the rural poor. This knowledge has resulted in new product ideas (such as a combined soap and shampoo bar) and promotional programs (such as street theater) for rural markets. These innovations have also been adopted by Unilever subsidiaries in Brazil and other developing countries.

As Sanjay Sharma and I have suggested, RT consists of two subcapabilities: 1. The ability to extend the scope of the firm (fan out); and 2. The ability to integrate diverse and disconfirming knowledge (fan-in). These two phases are similar to the concepts of idea generation (divergence) and idea evaluation (convergence) described in the traditional creativity literature.17

Fanning Out: Extending the Scope of the Firm

Competitive imagination requires divergent thinking by managers to identify the unmet needs of new, yet-to-be served communities and markets. Divergent thinking is also necessary to envision new, disruptive technologies and business models that enable the firm to deliver functionality to customers faster, better, or cheaper than competitors. The knowledge needed to drive such innovation is usually widely dispersed outside the firm, within stakeholder groups that may be neither important nor salient, nor part of a firm’s current network.

As the previous HP and HLL examples show, these stakeholders are often at the unseen periphery of the firm’s stakeholder network, such as the urban homeless or the rural poor in developing countries, or are even nonhuman (for example, endangered species and nature).18 In fact, Janine Benyus, author of the path-breaking book, Biomimicry, argues that by including biologists in the technology development process, it might be possible for companies to emulate (rather than dominate) nature in its designs. Spiders, for example, can manufacture a material (spider webs) at ambient temperature using no toxics that is stronger (pound for pound) than Kevlar. By treating nature as a mentor in product design, it may be possible to create a whole new generation of inherently clean and sustainable products. Distant voices from the fringe thus provide a panoramic view of a firm’s changing circumstances and opportunities.

To be truly effective, fanning out requires the reversal of traditional stakeholder-management models, by “putting the last first.”19 This means making a conscious effort to completely reverse the rules of stakeholder saliency by identifying actors who have been completely invisible to the firm in the past. It is extremely difficult for managers in existing businesses to identify fringe stakeholders such as the rural poor, urban shantytown dwellers, or advocates for nature’s rights. However, placing managers in situations that are the opposite of their current contexts opens them to hearing stakeholder voices from the periphery.

In the early 2000s, for example, in an effort to expand the scope of the firm, Grameen Bank founder Muhammad Yunus challenged his employees to embrace the poorest of the poor by focusing the bank’s attention on beggars.20 Beggars, he noted, had generally been excluded from the bank’s portfolio because most current clients did not want to include them as part of their peer lending group, for fear that they would not pay back their loans. As a consequence, Yunus requested that every employee take the personal responsibility to recruit one beggar to become a client of the bank. This required each employee to directly confront the reality of the poorest of the poor. By 2005, over 23,000 beggars were recruited to the bank. In the process, bank employees have expanded their conception of what is possible by working directly with the beggars to get them on the path to microentrepreneurship. In one case, for example, a legless beggar who previously simply sat all day with a cup in hand, transformed his “strategic location” near the village center into a miniconvenience mart. With a $50 loan guarantee from the bank, the beggar now sells bananas, cookies, and beverages sourced from a local shop with a less desirable location.

Another example, this time in the context of an MNC, is the Biotechnology Advisory Panel set up by DuPont to consciously seek divergent views from the periphery to help it formulate a more robust strategy for biotechnology development. The company has purposefully sought to include a diversity of stakeholders from India, Africa, and Latin America in its deliberations. It has also invited environmental advocates, such as the former head of Greenpeace International, to provide divergent views on the issue. Exposing senior managers and business leaders to radically different perspectives has resulted in significant modifications and improvements to the company’s approach to and strategy for biotechnology commercialization. New ideas have been generated for future business models in accordance with the company’s push to move away from products based upon petrochemical feedstocks and into knowledge-intensive businesses with a biological base.

Exhibit 7.2 identifies the actions that firms can undertake to extend the scope of the firm. The costs in terms of managerial time and effort are likely to be a small fraction of what a large firm would normally spend on research and development to generate new ideas and innovations.


Exhibit 7.2 Extending the Scope of the Firm

Objective: Identify and engage managers in business contexts that are the reverse of those which the business currently faces to generate imagination and ideas about potential new products, services, and business models.

Process

1. Conduct research around issues, such as climate change, biomimicry, social equity, poverty, human rights, etc., to identify stakeholders that are as different as possible from the current constituencies of the firm. The focus is on those regions and communities that have been heavily disrupted by globalization: communities with exploding population, environmental degradation and associated migration to urban areas, lack of education, mobility, communications, and basic hygiene and nutrition.

2. Create an inventory of potential sites and contexts where learning can take place for generating ideas for new business models that are sustainable in terms of economic potential, zero pollution, biodiversity, and ecosystem disruption, and enable capacity building in local communities.

3. Send managers to these jurisdictions to immerse themselves in the cultures, to understand the needs and functionalities required, and to explore the feasibility of new approaches for meeting customer needs in a radically different, innovative, and sustainable manner.

Costs: Training, managerial time, and travel

Benefits: Generating radical new ideas for products, services, and business models

Source: Adapted from Hart, S. and Sharma, S. 2004. “Engaging fringe stakeholders for competitive imagination.” Academy of Management Executive, 18(1): 7-18.



Managers should begin intense interactions with fringe stakeholders only after suitable cultural and ecosystem sensitivity training. They then can immerse themselves in radically different contexts to learn firsthand about the needs of those that they do not cater to with existing products. As a result, they come to understand the potential for and feasibility of applying innovative technologies to develop new business models and products. For example, Procter and Gamble has launched a pilot venture in rural Nicaragua to help its managers generate creative ideas by immersing themselves in a context where the company currently has no presence, infrastructure, or partners. By doing so, they avoid having the voices from the fringe contaminated by the dominant logic of the marketing model used to serve their existing markets.

Extending the scope of the firm by reaching out and seeking knowledge from fringe stakeholders enables managers to suspend disbelief, thereby broadening the corporate bandwidth. New knowledge is generated only when managers escape from the old ideas and mindsets that underpin the current business system. Effective fan-out thus focuses on engaging with unconventional and nontraditional stakeholders to understand dynamic and complex problems that might result in new, breakthrough products, technologies, or strategies.

Fanning In: Integrating Diverse and Disconfirming Information

Once the company’s boundaries have been expanded and divergent thinking has opened up the firm to both new concerns and emerging opportunities for the future, the challenge is to integrate this new information into practical, useable strategies. Having initiated contact with these stakeholders, managers need to build bridges so that extended, informal conversations can take place. The transfer of tacit or unwritten knowledge residing in people and their traditions requires intense interaction; it cannot be exchanged in large group meetings or during formal negotiations. Practical strategies emerge only after the apparent contradictions between knowledge from fringe stakeholders and the current business model have been reconciled.

Just as living in a different country allows managers to better identify appropriate product/service modifications in developed markets, spending time in homeless shelters, rural areas in developing countries, or areas where nature has been depleted or devastated provides a radically different physical and mental context to spark the imagination. To be able to absorb knowledge from fringe stakeholders, however, especially those that are adversarial or peripheral to the firm’s current operations, managers need to empathize with differences in perspectives. Empathy depends upon deep listening and speaking in depth with those who have different views.

As we have seen, HLL generates empathy by requiring all company employees to spend six weeks living in rural villages and actively seeking local consumer insights and preferences as they develop new products.21 The company has also created an R&D center in rural India that focuses specifically on technology and product development to serve the needs of the poor and that sources raw materials almost exclusively from local producers. HLL uses a wide variety of local partners to distribute their products and also invests in developing the capabilities of those partners. Through local understanding and empathy, HLL has been able to generate substantial revenues and profits from operating in low-income markets.

By reconciling disconfirming information, Arvind Mills was able to create an entirely new value-delivery system for affordable blue jeans in India.22 As the world’s fifth-largest denim manufacturer, Arvind found Indian domestic denim sales limited because a $20–$40 pair of jeans is neither affordable to the masses nor widely distributed. In direct response, Arvind introduced Ruf and Tuf jeans, a ready-to-make kit of components (denim, zipper, rivets, patch) priced at about $6. A network of 4,000 tailors, many in small rural towns and villages, assemble the pants for customers, providing employment and building a motivated and decentralized distribution system for the kits. Ruf and Tuf jeans are now the largest-selling jeans in India, easily surpassing Levi’s and other brand names from the United States and Europe.

In contrast, the failure of Nike’s attempt in the late 1990s to produce an athletic footwear product for the booming low-income populations in China can be traced, at least in part, to a lack of empathy and inability to reconcile disconfirming information.23 Based upon a relatively low price point ($10–$15 per pair), the “World Shoe” was designed (without extensive contact with potential customers) as a product that could appeal to the masses who could not afford Nike’s top-of-the-line products. In China, Nike relied exclusively on its existing contract factory network to produce the product, utilized the firm’s established in-country channels to distribute the World Shoe, and did not develop a context-specific marketing plan for the product. In fact, the World Shoe was displayed side by side with the $150 Air Maxx in upscale retail outlets in Beijing and Shanghai. Relying on familiar partners and the existing business model for high-end athletic footwear products left the World Shoe struggling to meet its sales goals. The initiative was terminated in 2002.

Designing and producing a lower-cost shoe using the existing business system meant, paradoxically, that Nike failed to reach its target customer. The company failed to develop an empathetic understanding of the context before designing the product. Nike was also singularly unsuccessful in resolving the contradictions that existed between its current business model and the one that would be required to appropriately serve the need for affordable athletic footwear. Thus, competitive imagination is sparked only when the company commits to integrating the disconfirming information introduced by fringe stakeholders.

As we saw in the last chapter, Mexico’s largest cement company, Cemex, provides a more instructive example.24 Cemex has achieved extraordinary success through a shrewd strategy of targeting developing countries such as Bangladesh, Egypt, Indonesia, Thailand, and others in Latin America. The poorest residents of these developing countries represent a special opportunity because they are currently served inadequately, if at all. Cemex learned how to tap the enormous market of low-income customers in developing countries by first studying how to do business with the poor in Mexico. By gaining an in-depth understanding of the constraints and conditions that existed in the shantytowns of Mexico, Cemex was able to forge a business model that reconciled the company’s need for growth with the idiosyncratic needs of poor, do-it-yourself homebuilders.

Other examples reinforce the point. To help reconcile contradictions and leverage learning, GE now designates a senior executive to serve as point person for its new “Local Growth Teams,” which are new initiatives in the company aimed at generating innovation from the bottom-up in emerging markets. In this way, not only are the individual initiatives protected, but efforts by the individual project teams can be better coordinated and learning more effectively communicated from one part of the company to another. Similarly, Unilever has created an international committee to transfer BoP-based innovations, such as HLL’s products and promotion programs, to other countries and markets.

As Exhibit 7.3 shows, integrating diverse and disconfirming information means engaging, on an ongoing basis, with fringe stakeholders. This is how the radical new ideas and business models identified in the previous step are operationalized, tested, and leveraged. Such implementation takes into account the real needs of remote stakeholders and builds in the capacity to adjust and learn based upon actual experience. This step focuses on the implementation of practical solutions to the problems and opportunities identified in the fan-out stage. The final challenge is then to link both stages of the RT process into a coherent approach for new strategy formulation and implementation.


Exhibit 7.3 Integrating Diverse and Disconfirming Information

Objective: Incubate, implement, and leverage radical innovations and new business models.

Process

1. Organize and facilitate stakeholder dialogues involving line managers, product developers, and technologists in collaboration with fringe stakeholder representatives to develop specific new product and service concepts.

2. Incubate innovations and new business models by setting up taskforces consisting of operating managers, R&D engineers, and staff managers, some of whom have experienced the radically different stakeholder contexts.

3. Open continuing conversations with stakeholders in extreme contexts to test and refine ideas for products, services, and business models, ensuring that stakeholder needs are met and their concerns regarding negative social and environmental impacts are addressed.

4. Coordinate and exchange information in organizational committees that are horizontally diverse (SBUs, functional areas, geographic locations) and vertically diverse (across corporate hierarchies).

Costs: Coordination of taskforces and ongoing transactiveness with stakeholders.

Benefits: Generating disruptive innovations in products, services, and business models while addressing the economic, social, and environmental concerns of stakeholders at the fringe and preventing the creation of adversarial swarms.

Source: Adapted from Hart, S. and Sharma, S. 2004. “Engaging fringe stakeholders for competitive imagination.” Academy of Management Executive, 18(1): 7-18.



Together, the capabilities of stakeholder fan-out and fan-in reinforce each other. By integrating knowledge from fringe stakeholders, radical transactiveness has the potential to challenge fundamental business models and frames of reference, leading to new bases of growth and competitive advantage. This capability also helps the firm engage stakeholders in an ongoing two-way dialogue that enables it to anticipate and respond to their concerns instead of facing unanticipated conflicts such as those faced by Monsanto.

RT thus means going far beyond the notion of radical transparency, which entails full and open disclosure of the firm’s current activities, strategies, and impacts. Radical transparency, which has become increasingly common over the past decade, is targeted primarily at managing core stakeholders—those who can directly affect the current business by virtue of their power, urgency, or salience.25 It seeks “permission” to operate from those interests and groups that might otherwise withhold resources, approval, or legitimacy.

In an interconnected world populated by tens of thousands of NGOs and activist groups, however, it is increasingly perilous to depend upon radical transparency alone. The experiences of organizations such as Monsanto, Nike, Shell, and the World Trade Organization demonstrate that fringe stakeholders with no direct connection to the organization’s activity can have a significant impact on the company’s ability to execute. RT thus helps the firm anticipate and even preempt such difficulties by identifying new strategies for a smarter, more inclusive form of globalization—strategies that seek, from the outset, to address social, cultural, and environmental issues. RT enables firms to cast a wider, more inclusive net to generate competitive imagination about possible future products, markets, and business models.

Expanding Our Concept of the Global Economy

To date, our tendency has been to take a very narrow view of what constitutes “the economy.” We have framed the global economy, especially in the rich countries of the First World, as consisting exclusively of wage labor within firms that produce goods and services. We have focused almost exclusively on a narrow range of macroeconomic indicators, such as GDP per capita, thereby failing to take into account myriad other forms of economic activity that are critically important to people around the world. Not surprisingly, then, when we attempt to impose this model of global capitalism on the rest of the world, we encounter significant resistance precisely because we have failed to appreciate how the majority of people in the world currently live.

Scholars such as J.K. Gibson-Graham have pointed out, for example, that the formal money economy represents only the tip of the iceberg of economic activity in the world. Beneath the formal, private sector–based economy lies not only the public sector (schools, governments, agencies) and the informal economy (barter, self-provisioning, moonlighting, household production), as we have seen, but also myriad other arrangements and activities, such as producer cooperatives, communal enterprises, not-for-profit organizations, volunteering, gift giving, and what Hazel Henderson calls the love economy: work performed without pay by hundreds of millions of mothers, fathers, aunts, uncles, and grandparents in raising their families.26

When we add all of these activities together, they total many times what we record in our official GDP numbers in measuring the health of the economy. Our narrow measure is one reason, of course, why so-called developing countries look so anemic when it comes to economic growth and success: The majority of actual economic activity is taking place beneath the surface, in the public-sector, informal, and love economies. That is not to say that these economic activities are always efficiently accomplished, equitably distributed, or environmentally sustainable. Indeed, as we have seen, there are literally billions of people at the base of the economic pyramid whose needs are still being poorly met or who are actively exploited by extractive local producers, warlords, or despots.

The opportunity, therefore, is to expand our concept of both the economy and capitalism. Neither is a monolithic idea. Markets are ubiquitous throughout the world, from street vendors in the Third World to the New York Stock Exchange. A more inclusive form of capitalism can catalyze and spawn a range of economic activities and practices, even in those sectors that are currently considered noncapitalist (the informal sector, cooperatives, and family-based enterprise).

Capitalism, in other words, need not be hegemonic: Through the strategies they create, companies can expand the scope of the global economy beyond its current focus on the production of commodity goods for the wealthy in the formal economy. Similarly, the global financial system can expand its horizons beyond its current preoccupation with the free movement of capital, which has served primarily the interests of the wealthy while destabilizing foreign currencies and further impoverishing the poor, to become a truly effective tool in spreading opportunity and fighting poverty.

As businesspeople, we must now awaken to these possibilities. By creating a more inclusive form of enterprise, one that is based in the local context and built from the bottom up, we can combine the best of both worlds—the resources and technological capacity of the formal economy and the indigenous knowledge, human face, and cultural understanding of the informal sector and love economy. This is fundamentally different from the idea of corporate social responsibility, which relies on philanthropy to compensate for the damage done by conventional (alien) business strategies; instead, I am proposing that companies develop a new sense of intimacy with and embeddedness in the world so that they might better understand the real problems that need to be solved for the majority of humanity.27 The profit motive, seen through this lens, then serves to accelerate the pace of positive change by solving problems and creating new wealth, not by extracting resources from the many only to give them to the few.

From Alien to Native

As corporations have globalized their strategies over the past few decades, they have succeeded in developing worldwide supply chains capable of serving a customer base around the globe. However, these strategies—even ones focused on being locally responsive—still rely heavily on world-scale production and one-size-fits all solutions. These solutions may be appropriate for the wealthy at the top of the pyramid, but they hold little hope of being either appropriate to the real needs of the poor or within their means. To serve the poor effectively, companies need to hear the voices of those who historically have been excluded from capitalism’s reach. Developing this skill will enable companies to make the transition from being alien forces in the world, with strategies that extract natural resources, plunder rural villages, and accelerate the rush to the city, to becoming native to the places in which they operate.

Unfortunately, most MNC strategies to date—even those developed with sustainability in mind—have remained alien. Monsanto’s original attempt to commercialize genetically modified seeds and Nike’s failed effort to develop an athletic shoe for low-income markets in China provide two instructive examples. Companies seeking to “deploy” clean technology and “target” the poor with affordable products while well intentioned, may inadvertently be engaged in the latest form of imperialism. Even the few MNC success stories described in this chapter and elsewhere—Hindustan Lever’s BoP business development in rural India, Hewlett-Packard’s i-Community in Kuppam, and Cemex’s Patrimonio Hoy program—represent important first steps, but still have a ways to go before we can think of them as indigenous business models. Broadening the bandwidth is the first step in the development of native capability. The next chapter delves more deeply into what it means to become truly indigenous.
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8. Developing Native Capability

Since C.K. Prahalad and I first introduced the idea of the “fortune at the bottom of the pyramid” in 1998, it has gathered considerable momentum. Over the past few years, the number of articles and books, as well as conferences, programs, and corporate initiatives on the BoP has mushroomed.1 Indeed, some have even claimed that BoP has now joined the ranks of business buzzwords! Many large corporations have transformed their business models to achieve the price points and cost positions required to reach the poor: Single-serve (sachet) packages, low-cost production, extended “mom and pop” distribution, microfinance, and NGO partnerships have become de rigeur. Social entrepreneurship and microfinance have also come of age. Yet in the rush to capture the “fortune” at the bottom (base) of the pyramid, something may have been lost: the perspective of the poor themselves.

A growing chorus of voices now raises the concern that corporate BoP strategies represent nothing more than veiled attempts to “sell to the poor,” as though simply turning the poor into consumers will address the fundamental problems of poverty and sustainable development. Recently, for example, SELCO’s Managing Director, Dr. Harish Hande, raised some serious red flags: “I am shocked, to say the least, that people are looking at the BoP in a very unidirectional way...Sell, sell, sell to the BoP, large markets, high potential growth...As a friend of mine said, many people live in poverty while a few live off poverty.”2 Professor Aneel Karnani at the University of Michigan has perhaps captured the growing concern most provocatively in his paper, “Fortune at the Bottom of the Pyramid: A Mirage.”3 In this stinging critique, he argues that the BoP business proposition is at best a “harmless illusion” and at worst a “dangerous delusion.” Rather than focus on the poor as consumers, he cautions, we need to view the poor as producers because the only way to alleviate poverty is to raise the real income of the poor.

I could not agree more! If corporations are to thrive in the twenty-first century, they must broaden their base and expand the pie for everyone, they must play a central role in narrowing the gap between rich and poor, and they must incubate and commercialize the disruptive technologies of tomorrow that leapfrog us toward a more sustainable world. They must come to understand and nurture local markets and cultures, leverage local solutions, and generate wealth at the lowest points on the pyramid. Producing in, rather than extracting wealth from, these communities will be the guiding principle: Indigenous enterprise, co-creating technologies, products, and services to meet local needs and building local businesses from the bottom up is the objective.

To do this, MNCs must combine their advanced technology and global reach with deep, local understanding of BoP communities. Although technology is important, strategies for the base of the pyramid cannot be realized without engaging local people. Indeed, efforts led by companies or development agencies trying to “solve” the problems of the poor or impose technological solutions have generally failed. For corporations, the best approach is to marry their global best practices with newfound local knowledge and understanding gleaned from widening the corporate bandwidth. Companies must come to view the poor more as partners and colleagues rather than merely clients or consumers. This mindset shift requires the development of a new, “native capability” to complement competencies in global efficiency, national responsiveness, and learning transfer that most MNCs already possess.

Next Generation Strategies and Skills

As we saw in the previous chapter, widening the corporate bandwidth through radical transactiveness is an important first step in the development of native capability, the skills and competencies needed for firms to become thoroughly embedded in the local context. Becoming indigenous requires firms to bridge the formal and informal economies because development at the base of the economic pyramid does not follow traditional patterns found in the developed world. As my colleague, Ted London, at the University of Michigan suggests, this means focusing on what is positive in the BoP, not just what is negative (corruption) or missing (Western-style institutions).

Unfortunately, most initial corporate forays into the BoP have been “alien” in nature. Most Western companies and large multinational corporations have simply adapted their current business models by repackaging existing products into smaller serving sizes (e.g., single serving sachets); outsourcing production to developing country partners; extending product distribution into shantytowns and rural areas; and working with NGOs to fill their skill gaps. While commendable as an initial step, such “first-generation” corporate BoP strategies have, in my view, failed to hit the mark.4 These strategies represent arms-length attempts to quickly tap into a new market without understanding the real needs or aspirations of those living there.

Tragically, such “BoP 1.0” strategies, as I call them, have spawned a growing backlash among academics, civil society, and even local partners. If the enterprise-based approach to poverty alleviation is to flourish in the future, it is imperative that we move rapidly to a “second-generation” of corporate BoP strategies based on native capability (see Exhibit 8.1). As we will see, “BoP 2.0” requires more than merely deep listening: It calls for deep dialogue by engaging fringe stakeholders as colleagues and building trust through direct personal relationships; it means generating competitive imagination by combining the knowledge and skills of the company with those in the local community. Indeed, as my colleague Erik Simanis would say, becoming native requires business co-development and the creation of mutual value.

Exhibit 8.1 Second-Generation BoP Strategy

[image: image]

Source: Adapted from Simanis, E. and Hart, S. 2008. Base of the Pyramid Protocol, 2nd Ed., Cornell University: Center for Sustainable Global Enterprise.

In short, effectively serving the base of the pyramid appears to require a completely different strategic approach. The successful BoP ventures discussed in previous chapters, for example, show that small-scale, locally-grown initiatives are well matched to the conditions in low-income communities. Indeed, they meet those markets’ conditions better than the developed-world mantra of centralization of control and economies of scale, which require rule of law and well-functioning central institutions from the outset. In the sections that follow, I describe some of the critical new strategies and skills underpinning native capability that have emerged from our ongoing study of BoP business during the past decade.5



Engage First, Design Second

As we saw in Chapter 5, “Innovation from the Bottom-Up,” when Cemex issued its “Declaration of Ignorance” regarding the use of its cement products by low-income customers in Mexico, it gave a group of managers the challenge of living in the shantytowns for six months to develop a better understanding of the constraints and problems faced by do-it-yourself homebuilders. There was one additional requirement: that they not think about cement at all during their time in the shantytowns. As one Cemex manager put it: “When we went into the community, we had to remove the cement chip from our brains.”6 This prohibition, as it turned out, was a critically important one. Freed of the burden of the short-term commercial agenda, the Cemex managers were able to win the trust of the local people, which ultimately led to new and unanticipated insights into how the company might better serve their needs. It also yielded a key insight about how to become indigenous: Local engagement should always precede product or service development. The Patrimonio Hoy program, with its remarkable embeddedness in the local shantytown environment, would never have happened if the project teams’ primary objective had been to simply sell more cement.

When it comes to entering the BoP, then, large corporations must resist the temptation to behave like the proverbial child with a hammer, to whom everything begins to look like a nail. Pushing the company’s existing products and solutions onto shantytown dwellers and rural villagers may indeed produce incremental sales in the near term, but will almost certainly fail in the long run because the solutions remain alien; witness Nike’s failed attempt to introduce an athletic footwear product in the BoP.

A precommercial period of engagement is thus essential to develop empathetic understanding. Building trust also enables managers to engage in two-way learning with local people. The poor may, in fact, help them to see the shortcomings in their own companies—and perhaps even their way of life. As journalist Tom Friedman noted in his book The Lexus and the Olive Tree, people everywhere need the material wealth and sustenance supplied through work, trade, and the market as symbolized by the Lexus. However, people also need the olive tree—the sense of belonging, community, connection to nature, and larger purpose that comes from family, tribe, tradition, religion, and other nonmaterial sources.7

Today, the top of the pyramid, particularly in the U.S., has more than succeeded in supplying the Lexus for its people; in fact, obesity and overconsumption have become increasingly common, suggesting that as a culture we have overshot the mark on this dimension. However, the olive tree has, for some time, been in retreat at the top of the pyramid: Career mobility, urbanization, and the automobile culture have served to undermine family, erode communities, and dampen a sense of belonging to place. Religious fundamentalism may be seen, at least in part, as a compensatory response to the progressive loss of the olive tree in modern society.

The situation is exactly the opposite at the base of the pyramid: While lacking in the Lexus dimension, many Third World communities still earn their livelihoods in ways consistent with the preservation of their cultures and of their natural environments. The olive tree continues to thrive, despite threats from resource extraction, environmental degradation, and cultural disruption. It is here that those of us at the top of the pyramid can rediscover community and the wisdom of indigenous systems of agriculture, industry, shelter, water, and medicine if we allow ourselves to look.

In northern Nigeria, for example, a local teacher, Mohammed Bah Abba, was motivated by his interest in indigenous African technology to seek a practical, local solution to the problems of food spoilage, which causes disease and loss of income for thousands in the area.8 Northern Nigeria is an impoverished region where people in rural communities eke out a living from subsistence farming. With no electricity and, therefore, no refrigeration, perishable foods spoil within days. Bah Abba’s extremely simple and inexpensive earthenware pot-in-pot cooling device is starting to revolutionize lives in this semidesert area. This technology, which draws upon the ancient art of pottery and employs local pot makers, requires no external energy supply to preserve fruit, vegetables, and other perishables in hot, arid climates. The innovative cooling system consists of two earthenware pots of different diameters, one placed inside the other. The space between the two pots is filled with wet sand. The water contained in the sand between the two pots evaporates toward the outer surface of the larger pot, where drier outside air is circulating. The evaporation process causes a drop in temperature of several degrees, cooling the inner container, destroying harmful microorganisms, and preserving perishable foods. Bah Abba launched an enterprise using more than 500 local potters as producers to make them available to the rural poor. By the late 2000s, he was producing tens of thousands of pots annually with a retail price of about $1, and the enterprise had grown to encompass three additional countries in Africa, including Chad, Cameroon, and Niger.

Through engagement, then, we can awaken to new possibilities. In the process, we may discover the potential for new products and services—not to mention new ways of living—that could never have been envisioned before. For decades, Peace Corps volunteers have learned this lesson firsthand. When they first join, most young volunteers expect that they will be applying “advanced” knowledge from the rich countries to “help” the poor. Upon completion of their assignment, however, most freely admit that they learned more from the poor whom they were supposed to be helping, than the poor did from them.

For corporations, it may be difficult to truly engage because of the baggage associated with the existing commercial agenda—the tyranny of the current served market. For example, although focused on engagement, and not incremental cement sales, Cemex still sent its managers into Mexico’s shantytowns to learn about poor homebuilders, even if they were also instructed to forget about cement sales, at least for a while. The mindset associated with the current business can still blind managers to new possibilities if not properly managed.

One way to overcome such biases is to put together consortia to do the engagement work. Including representatives from different industries might make it possible to cross-fertilize ideas and for each industry to stimulate the others. A consortium that included a wider diversity of industries might have been able to see that, despite their best intentions, Cemex’s preoccupation with cement blinded it to the potential for leveraging more sustainable building methods as part of its offering. Furthermore, the presence of a microfinance expert might have been able to see that, in addition to creating a mechanism for paying for building materials, the Patrimonio Hoy program might incorporate a service to help shantytown dwellers gain legal title to the houses they build. Engagement thus opens up the possibility of identifying real needs from the point of view of the local people themselves. It also helps to focus and direct the technology and product development required to become truly native to a place.



Coinvent Custom Solutions

Companies interested in developing embedded businesses at the base of the pyramid can learn much from fields such as rural sociology, applied anthropology, and empathy-based design. Indeed, techniques such as participatory rural appraisal, rapid assessment processes, and quick ethnography open up valuable ways to hear the true voices of marginalized populations and begin the processes of understanding, mutual learning, and the creation of responsive strategies.9 All these techniques stress the importance of codeveloping custom solutions to problems through two-way information flow. Rather than imposing pre-existing solutions from above, the emphasis is on working with local partners to codesign every aspect of the business.

In our study of BoP ventures, Ted London and I discovered that successful initiatives—those that became embedded in the local community—maximized the functionality of the product or service in terms that were important to local users. This often meant allowing the product and business model to coevolve. As one of our respondents indicated, successful initiatives require “everybody who touches it to make money.”10 Poorly performing ventures, on the other hand, tended to view the value proposition in terms of the product itself and often completed the development process at a geographically distant location, such as the corporate R&D center, before the business model was designed.

WorldSpace Corporation, for example, was created to provide direct satellite delivery of digital audio communications and multimedia services to the underserved emerging markets of the world, including Africa, the Middle East, Asia, and Latin America. The WorldSpace satellite network, which was launched in the late 1990s, consisted of three geostationary satellites capable of delivering more than 40 channels of crystal clear audio and multimedia programming directly to portable receivers, enabled with a proprietary chip. To recoup the cost of the satellite infrastructure, WorldSpace priced receivers in the $250–$500 range. Ultimately, it expected this unique global service to transmit quality information, education, and entertainment programming to a service area that included five billion people.11

Founder Noah Samara’s original vision was to use direct audio broadcast via satellite to stop the spread of AIDS in Africa, but that horizon quickly expanded. In addition to spreading knowledge to make people healthier, better educated, and more aware of the precious environment in which they live, WorldSpace was also seen as a vehicle for bringing the poor the best music and literature of their native cultures, along with those from the great cultures of faraway lands.

Although the technology development associated with the WorldSpace venture was impressive, the company ultimately failed to secure a critical mass of users. Receiver price was clearly a roadblock to widespread adoption. However, even more significant was the company’s inability to provide programming that users found useful or compelling. Because it relied on the central generation of content to be broadcast to large areas in the developing world, the company was unable to accommodate the varying tastes and priorities of local users. The centralized nature of the business model virtually prevented the kind of codevelopment and coevolution that is crucial to success. Despite its best intentions, WorldSpace was an alien technology, unable by its nature to develop a local face.

Contrast this with the approach taken by rural IT provider N-Logue.12 Employing a specially designed wireless local loop (WLL) technology developed by the Indian Institute of Technology in Madras, N-Logue was able to offer village-based communication services through a coinvention strategy. The business model consists of three levels of interdependent networks. At the corporate level, N-Logue facilitates the relationships among the wide range of organizations (equipment vendors, NGOs, content providers, and government) that enable and support the entire system. At the next level, N-Logue maintains a regional network of franchised Local Service Partners (LSPs) who work in tandem with the corporation to set up Access Center nodes to which individual kiosk operators are connected. At the lowest level, local microentrepreneurs are recruited by the LSPs to establish village-level kiosk franchises that provide Internet and Voice over IP telephone access to the local population.

The kiosks essentially function as combination rural Internet cafes and pay phone booths. While N-Logue provides kiosk owners with training, support, and technical assistance, and LSPs provide some general content platforms that they might adopt, the local microfranchises themselves are responsible for deciding upon the actual product and service offerings and marketing strategies they will use. These have included not only access to specific content, based on the local needs of villagers, but also computer training classes, CD-ROM movie viewing, and other specially tailored services. Allowing kiosk operators to develop their own business strategies has resulted in locally appropriate solutions and new offerings that are difficult to develop within a centralized business structure.

As the N-Logue example makes clear, the context-specific nature of the base of the pyramid dictates that companies adopt a participatory approach to product and service development, in concert with local users. Coinventing custom solutions thus extends far beyond the idea of being locally responsive (adapting pre-existing solutions to local conditions), which pervades most of the thinking about global strategy in MNCs. To develop native capability, then, companies must learn how to coinvent and coevolve products and services so that they are appropriately embedded in the local ecosystem and culture from the start.



Fail Small, Learn Big

To facilitate the development of native capability, multiple low-cost probes appear vastly superior to a single, large-scale market test. Considering that any new initiative is bound to have unintended consequences, it is much better to “fail small, but learn big”—to fine-tune and perfect the business model on a small scale before seeking wider application. Indeed, small-scale experimentation offers the potential for rapid and continuous learning, as well as for modular scale-up if the experiment proves successful. Low-cost probes also make it easy to shut down failed projects before they become expensive burdens on the company or have large negative consequences on communities or the environment. Such initiatives must be evaluated for funding using a separate set of criteria and metrics, however, because they will almost never meet the short-term revenue and profitability targets associated with projects designed to expand existing businesses.

In this regard, it is beneficial to use a real-options approach rather than rely exclusively on the more conventional discounted cash flow logic to evaluate these projects.13 Real-options analysis brings the logic of the private equity market into the firm, with an expected payoff in the time frame of five to seven years rather than the excessively short-term logic associated with conventional capital budgeting or excessively long-term logic associated with traditional R&D.14 It effectively segments the project into several affordable chunks so that the decision to move forward can be made iteratively, after the completion of each stage, rather than through an “all-or-nothing” decision at the start of the project.

Without the flexibility afforded by real-options analysis, there will be the inevitable tendency to convert BoP experiments into philanthropy. This pitfall should be avoided at all cost because experience shows that giving away technology rarely succeeds in solving the problem.15 The fact that it is often easier to convert BoP initiatives into corporate donations than it is to make the case for running them as viable business experiments shows how inflexible most corporations are when it comes to project evaluation and capital budgeting. The solution is to broaden the analytical lens for investment rather than taking the easy way out through the corporate foundation.

P&G, for example, has struggled to make the business case for its nutritional beverage drink, Nutristar, and its point-of-use water purification technology, PuR—both new products focused on the BoP. Both have gone through multiple rounds of small-scale market experimentation. Each stage has produced important information about how best to adapt the business model for successful commercialization. Unfortunately, multiple rounds of market probes do not stack up very well using discounted cash flow analysis as the measuring stick. The champions for each of these projects were ultimately pressured into turning them over, at least in part, to the philanthropic arm of the company. As George Carpenter, former Vice President for Sustainability at P&G, noted, however, philanthropy is a trap: Giving away such new technologies can never be financially sustainable because the scale of the problem far exceeds the corporate foundation’s ability to address it.16

Creating a separate pool of investment capital to fund such low-cost probes, along with a separate organizational entity to house them, is one way to address this challenge. Without this early protection, the logic of short-term performance in today’s business will almost certainly guarantee failure.17 Nike’s failed attempt to commercialize the World Shoe through its current production and marketing infrastructure makes this point only too clearly. Indeed, as Clay Christensen and Michael Raynor point out in their book, The Innovator’s Solution, with disruptive new ventures, it is important to be impatient for profit, but patient for growth because it takes time for such ventures to reach the point of being scaleable.18

When it comes to the base of the pyramid, Christensen and Raynor’s observation may be even more important because evidence suggests that when the point of scale-up is reached, growth can proceed at an explosive rate. For example, C.K. Prahalad shows that the time frame for new technology and product diffusion, which may take 10–15 years to play out in the developed market, is being collapsed into a period of perhaps 3–5 years in the BoP.19 The implication for MNCs is clear: Don’t give up on BoP ventures if they appear to be stalled after a few years; they may be just reaching the point that they are ready to take off—and when they do, be prepared for a rapid ascent!



Fly Under the Radar

World Water Corporation was founded in 1984 in response to a perceived vacuum in private business activity supplying water and power in developing countries.20 With help from a team of Princeton University engineers, the company developed its first patented product in 1992, a solar thermal power system. Since then, it has added proprietary photovoltaic technology, most notably the AquaSafe solar-powered water pump. This technology can pump 10 times the volume of any other solar water pump in the world—more than 2,000 gallons of water per minute from rivers and other surface water. The technology can also be used to pump ground water up to 1,000 feet deep, to bring up clean water from wells. Given that water shortages are expected to be a major problem in the twenty-first century, the company was confident that its powerful solar water systems would find a big market worldwide. Based on this optimistic projection, the company went public in 1997.

By 2000, World Water Corporation had established operations in 17 developing countries. Typically, the company worked through the central government to sign long-term agreements to serve as consultant and contractor for water and energy programs, with a focus on rural areas. For example, World Water signed an agreement to become master consultant and contractor for all water and energy programs for the newly elected government in Somalia in 2000. The company had signed similar agreements in Pakistan and the Philippines, working with the leadership of both countries. The pilot phase of the Somalia project was worth $2.5 million and was planned to cover 25 communities.

To ensure that these very poor countries actually pay for their equipment and services, the company deals only in hard currency; it also seeks to collect down-payments of 10–15 percent at the start of each project. World Water also teams up with American banks and international financial institutions where possible to help the countries pay for the projects. Unfortunately, despite World Water’s best efforts, the unstable and corrupt nature of its clients’ governments has put the viability of the company at serious risk. The highly visible nature of the agreements makes the scale and scope of the agreement—and the potential profit for World Water—readily apparent to a broad range of bureaucrats, government officials, and others who might benefit from either derailing the project or currying favor before it is allowed to move forward.

As a result of these problems, the company’s international business prospects have soured considerably. Over the past few years, in fact, it has sought to increase its presence in the U.S. market, particularly California, where a combination of water scarcity and electric power interruptions make World Water’s product potentially attractive. World Water’s stock price did not budge, despite the heady projections for growth in 2000: It was still trading at about 30 cents per share in late 2009.

Contrast this experience with the one described in Chapter 6, “Raising the Base of the Pyramid,” for KickStart, the Kenya-based venture focused on technology and microenterprise development for the rural poor in East Africa. KickStart also focused on water pumping in the Third World but took a very different approach, both technologically and in terms of business model. As we have seen, KickStart’s Moneymaker Micro-irrigation Pump is manually operated by small farmers and was codesigned with them to ensure product acceptance. At less than $100, the pump was directly affordable by the end consumer, meaning that KickStart could launch its business on a small-scale basis and allow it to grow organically over time. It bypassed the need to deal with the central governments of Kenya and Tanzania, thereby avoiding the complexity and corruption that World Water exposed itself to.

In short, KickStart, like most other successful ventures in the BoP that we have been able to identify, flew under the radar of corruption, thereby avoiding all the problems that go along with having to deal with difficult—and changeable—central regimes. By constructing a business model that went directly to the user and building it up from a local base of support, KickStart was able to engender trust and gain experience with the user community. This helps to avoid the corruption trap of bribes and “speed money” associated with weak central governments or failed states. Avoiding dependence on central institutions—national governments, corrupt regimes, and central infrastructure planning—thus appears to be a critical aspect of native capability. Let me be clear—I am not saying that BoP ventures should not seek or receive grants or assistance from developing country governments to further their business development, only that such ventures should not premise their entire competitive strategies on such relationships. In the final analysis, while both KickStart and World Water sought to help the rural poor gain better access to clean water, the former was able to become indigenous while the latter remained alien.

It is ironic that large corporations are willing to invest in massive—and often risky—projects while eschewing the smaller-scale, bottom-up approach described earlier. The belief that it is necessary to start big to get big is pervasive and may prove to be one of the most vexing challenges when it comes to serving the poor. Enron, for example, invested more than $2 billion in its Dabhol energy project in India, only to see the investment go up in smoke when corruption, changing political winds, and unacceptably high electricity prices turned stakeholders against the project. This aborted project also cost the American taxpayers more than $700 million in foregone loan guarantees by the Overseas Private Investment Corporation. What might have happened if even a fraction of this money had been invested in small-scale experiments in distributed energy generation?



Work with Nontraditional Partners

Ventures that face challenging new environments usually need to turn to partner organizations for missing resources and expertise. Indeed, governments often require MNCs to have a local corporate partner to ensure market access in emerging economies. Tarun Khanna and his associates, for example, have shown that partnering with the large business conglomerates in the developing world—the chaebols, grupos, and business houses—helps MNCs fill the institutional void by ensuring property rights, capital availability, and political support.21

When entering the base of the pyramid, however, firms may need to dramatically expand the potential field of alliance partners because the large national players familiar with the ways of global capitalism seldom serve the rural poor or shantytown dwellers in their own countries. Indeed, in our analysis of BoP ventures, we found that successful strategies (such as KickStart’s) rely heavily on nontraditional partners, including local nonprofit organizations, community groups, and local (even village-level) governments. Unsuccessful strategies (such as World Water’s), on the other hand, tend to rely heavily on traditional partners, such as national governments and large local companies. Not surprisingly, these traditional partners are as far removed from low-income markets in terms of knowledge and experience as the firms trying to launch the venture.

One BoP venture in Kenya, Honey Care Africa, created a particularly interesting three-way partnership with the private sector, the development sector, and the local community. Honey Care was established to make beekeeping accessible to poor farmers and to create a domestic source of high-quality honey for Kenya. The company has achieved success by doubling the income of many poor farmers, providing high-quality honey for the Kenyan market, and creating economic, social, and environmental value for local communities. Today, Honey Care is the largest producer of high-quality honey in East Africa.22

Traditionally, Kenyan communities used log hives, baskets, or clay pots for beekeeping. Unfortunately, although they were cheap to set up, these crude techniques produced small volumes of poor-quality honey. Honey Care thus based its business model on making advanced (yet context-appropriate) beekeeping equipment available to these small farmers. They procure this equipment from a third-party producer and sell it to a development-sector partner, which, in turn, works with local microcredit institutions to provide financing for small farmers to purchase the equipment. The company guarantees a steady income for the farmers by committing to purchase all their honey production, ensuring a loyal source of supply. Honey Care then sells the honey to distributors and retailers for sale to end consumers. The company has established a virtuous circle by creating a collaborative model that enables it to better understand and leverage the local social context. By working with nontraditional partners who were embedded in the local scene, it has been able to become indigenous while leveraging its core competencies in equipment procurement and marketing.

As another example, Bata, a leading retailer of shoes with operations throughout the developing world, has entered into an innovative partnership with the NGO Care in Bangladesh to gain access to rural areas in the country where their products have yet to penetrate.23 Bata’s products are well-suited to the BoP; indeed, they have developed a line of low-cost ($2–$5) yet high-quality shoes and sandals. Care, which has been in Bangladesh for more than 50 years, has invested extensively in entrepreneurial training for rural women and has trained in excess of 80,000 poor rural women throughout the country to run micro-enterprises, which include small grocery stores, handicraft production and retailing, commercial dairy operations, and bicycle rental businesses. By partnering with Care, Bata gains access to this network of rural microentrepreneurs interested in expanding their businesses to include shoe sales. In exchange, the rural women gain visibility and credibility as business people because few in the rural areas have any direct affiliation with a multinational brand. If the Bangladesh experiment is successful, the model could be spread to many other countries throughout the developing world.

Working with nontraditional partners thus means going far beyond the typical focus on customers and suppliers. By including civil society, community groups, and local players, firms are better able to understand and leverage existing strengths in the environment rather than trying to change that environment to resemble the Western way. Nontraditional partners provide intelligence on the local context, local legitimacy, and access to needed resources, none of which is available to MNCs attempting to go it alone.24



Build Social, Not Legal, Contracts

Despite the advantages of working with nontraditional partners, corporations have tended to ally themselves with the small number of entities in the developing world that understand the current global capitalist system, value their existing products, and respect intellectual property. Not surprisingly, local partners have most often been large domestic firms, central governments, or state-owned enterprises, whose primary business experience is centered on the urban elite in the developing world. As my colleague Ted London likes to point out, however, reaching the base of the pyramid requires entry strategies that move past preoccupation with Western-style rule of law and intellectual property protection because these do not exist in the base of the pyramid.25

As anyone who has traveled extensively in the developing world knows, counterfeit products and knock-offs abound, whether we are talking about Rolex watches, Nike running shoes, CDs and videos, computer software, or prescription drugs. Given the high cost structure and fat margins associated with most products for the top of the pyramid, companies depend on intellectual property protection—patents, trademarks, and copyrights—to guarantee their franchisees. Viewed from this perspective, the Third World appears hostile to MNCs, a place where value will be hijacked rather than added. However, when we look from the perspective of those at the base of the pyramid, we begin to see other commercial models.

In the informal sectors, relationships are primarily grounded in social, not legal, contracts, and the organizations with the most expertise in serving these populations—local government and civil society—have a strong social orientation. As the experience of the Grameen Bank clearly demonstrates, successfully operating in this space requires a capability to understand and appreciate the benefits of the existing social infrastructure, and not complain about its lack of Western-style institutions. Grameen’s lending model, for example, entails no legally enforceable instruments whatsoever. Because there is no collateral, legal papers would be useless. If a borrower defaults, the bank staff works with her to restructure the debt or plan an alternative repayment schedule. The entire business model is based upon social capital and trust.

Although Nike’s World Shoe venture was a commercial failure, it did, at the very least, demonstrate that the best way to deal with the counterfeit problem is not by using legal remedies against Third World countries, but rather by attempting to create products that poor people can actually afford. This requires a very different strategy, cost structure, and business model. Rather than cajoling its existing contract manufacturers in Asia to produce the low-end World Shoes (there was little incentive to do so because they were rewarded based on contribution margin), what if Nike had chosen to partner with the counterfeiters instead? Indeed, counterfeit producers possessed exactly what Nike lacked—production capacity—as well as distribution capabilities to reach precisely the low-income markets that Nike was trying to capture. Nike could have provided a dramatically improved shoe design (with the real Nike Swoosh) and also transferred its social and environmental practices to the counterfeit producers, a potential win-win for both parties, not to mention the workers, customers, and the environment. The result might have been a business model that competes based on social capital, quality, and value for money rather than trademark and legal protection.

Perhaps the pharmaceutical industry could also benefit by focusing on social rather than purely legal contracts. At present, the search for new drugs is focused almost entirely on the (often cosmetic) afflictions of the rich while overlooking the fatal illnesses of the poor. Indeed, medicines against tropical diseases like malaria, sleeping sickness, and tuberculosis make up a miniscule 1 percent of new drug patents. Lack of patent protection (and inability to pay) are usually cited as the reasons for this disproportionate figure. The reality, however, is that ignorance is to blame: Few people in pharmaceutical companies really know anything about either the challenges or the opportunities in the Third World.

Drug companies defend their current, lucrative markets in places such as the United States by agreeing—sometimes under duress—to run either tiered pricing programs (as with AIDS drugs) or drug-donation programs (as with Merck and river blindness treatment). Neither approach is financially sustainable: Any effort to seriously address the public health crisis that rages in the Third World through drug giveaways would bankrupt the industry. But what if the drug companies began with some real engagement, perhaps through low-cost probes, to develop commercial businesses in poor communities selling drugs that have already gone off patent (for example, pain relievers are sorely needed but are often unavailable). Such an initiative would work wonders for the industry’s tarnished image around the world and would also build a direct relationship with the people most in need. Through this experience, the firms might also be able to identify some new and creative ways to address the public health problems of the world’s poor—and make money doing it.

Recently, several companies in the pharmaceutical industry have ventured down this path. In 2008, for example, Pfizer launched a Global Access Initiative that included a cross-divisional task force focused on assessing barriers to the poor’s access to medicine and possible new business models to overcome them. Pfizer also launched a partnership with Grameen to offer health insurance to the poor and to expand Grameen’s network of rural clinics funded by prepaid insurance premiums and low fees. It is now becoming clear that Western drug companies ignore this space at their peril: The Indian pharmaceutical industry, for example, has already learned, out of necessity, how to deliver drugs coming off patent in the U.S. at a fraction of the cost charged by the established drug companies.26

Neville Williams, founder of SELCO, the largest supplier of solar electric home systems in India, argues that the key to success in the BoP is trust, not technology.27 SELCO has built a reputation among the poor by making solar electricity affordable (through a network of participating banks) and reliable (through the creation of solar service centers). Because the poor are frequently exploited by predatory lenders and unscrupulous vendors, SELCO’s reputation for fair dealing, dependability, and continuing care has become the key to its growth (about 30 percent per year). Indeed, Williams believes that trust and social capital form the real basis for sustainable competitive advantage at the base of the pyramid: Once poor customers come to trust you, they are disinclined to leave because most have experienced only poor service, unscrupulous vendors, or blatant exploitation. As BP and other corporations begin to enter the solar electric home system business, they are realizing that the business model is more important than the technology. There is a reason why many in India now refer to solar home electric systems generically as “SELCOs.” The reason is trust—and trust cannot be copied.

Moving Beyond the Multinational Model

The current multinational model emphasizes global efficiency (world-scale production and global supply chains), national responsiveness (modifying products and operations to suit country differences), and worldwide learning (sharing experience across units within the firm) as the crucial capabilities for success.28 Given the emerging challenges of poverty and population growth, economic slow-down in the developed markets, and global-scale environmental change, however, these conventional capabilities are now clearly inadequate. In fact, at times, reliance on these in the context of the BoP can actually be damaging.29

As noted in Chapter 5, “Innovation from the Bottom-Up,” GE CEO Jeff Immelt publicly recognized in 2009 the insufficiency of conventional “glocalization” strategies for the challenges that lie ahead: For decades, GE has sold modified versions of Western products to emerging markets. Now, however, to avoid pre-emption from the emerging giants of the developing world, it will be crucial for the company to become adept at “reverse innovation,” driving innovation from the base of the pyramid and moving it up-market where appropriate. Immelt’s clarion call makes clear that for MNCs to flourish in the twenty-first century, they must acquire a new capability—a native capability—to complement their existing skills.

Native capability requires that MNCs expand their conception of the global economy to include the varied economic activities that occur outside of the formal, wage-based economy. They must embrace the informal economy, and tailor their business models to enhance the way people currently live. Creating sustainable livelihoods means strengthening local communities and restoring the environment, not extracting resources and forcing people to move in the pursuit of factory jobs. Spanning these worlds provides the basis for developing the climate needed for business to thrive by building respect for agreements, transaction transparency, and mutual trust. Indeed, MNCs, in partnership with local entrepreneurs, NGOs, and local governments, can help build a system of governance from the ground up rather than waiting for corrupt central governments to reform.30

Native capability means learning to engage extensively with the local people on their terms in a true spirit of mutuality. It means working on bottom-up coinvention of more sustainable ways of living. It means experimenting with small-scale, low-cost probes and flying under the radar to work directly with local communities, rather than seeking to cut deals with corrupt central regimes or national champion firms. It means working with nontraditional partners—local NGOs, communities, and town and village governments—where the real knowledge about local conditions resides. And it means building the business model around social rather than legal contracts because trust and social capital are the lingua franca in the BoP.

Unlike the conventional multinational model, which focuses on transferring proprietary resources from within the firm, native capability assumes that the critical knowledge for success lies beyond the firm’s boundaries. MNCs, not their local partners, are the ones that must do the unlearning. Given that, competitive advantage is premised less on protecting existing proprietary technology or intellectual property and more on developing trust and social capital. Generic principles and learning from specific settings, however, can and must be transferred and applied in other BoP contexts and “trickled up” to the top of the pyramid where appropriate; that is how capability is fostered and spread. The time has come for MNCs to move beyond the traditional conception of multinational success. What is needed now is a systematic approach for corporations to become truly embedded—part of the local landscape rather than alien forces that impose their will from the outside.
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9. Re-Embedding Innovation Strategy

In 1944, economic historian Karl Polanyi observed in his landmark book, The Great Transformation, that the birth of industrial capitalism was premised on a radical shift in how people perceived the relationship between the economy and society.1 Prior to the 1850s, markets were seen as an important but small part of a diverse economic system that was embedded in the social fabric of communities. Beginning in the 1860s, after the American Civil War, Polanyi observed that the new concept of “market economy” began to change this long-standing relationship: Economic life became disembedded from society and viewed as a self-contained system whose greatest potential could be released through the unimpeded operation of impersonal, efficient markets.2

In fact, it was during the second half of the nineteenth century that “the economy” was conceptualized as a separate entity that could be managed in its own right, and the modern discipline of Economics was born. According to this new way of thinking, every person was either a buyer or seller; every relationship a transaction. Everything, including people and the environment, was a potential production input subject to the laws of supply and demand. Social welfare, in this new context, was maximized by getting more goods into the hands of more people. The idea of the mass market was born, and with it, the modern industrial corporation.

Today, corporate innovation strategies still reflect this production-driven, “disembedded” quality. Communities are seen as “target markets.” Ecological systems are treated as “natural resources” that supply “raw materials” and provide “waste sinks.” People’s aspirations for a better life register as “potential market demand.” Selling more products to more people is an internal, technical challenge tackled through data-driven methods of marketing research and new product development. Despite constant advances in innovation practice, this core strategic logic has remained unchanged since its inception nearly 200 years ago. And for better or worse, most recent corporate efforts to reach today’s emerging mass market—the four billion people at the BoP—have continued to rely on the same disembedded way of thinking.

Comparing Apples and Oranges

On the surface, Grameen’s Village Phone (discussed in Chapter 5, “Innovation from the Bottom-Up”) and Hindustan Lever’s Project Shakti (discussed in Chapter 6, “Raising the Base of the Pyramid”) appear to be quite similar in character. In fact, HLL was heavily influenced by the Grameen experience in putting together its Shakti Entrepreneur (SE) strategy in the early 2000s. Indeed, both BoP initiatives were constructed around local village women serving as “microentrepreneurs”—in Grameen Phone’s case to sell phone service and in HLL’s case to sell a variety of personal care products such as soaps, lotions, and detergent, in affordable single-serve packaging. The women in both models relied on the use of microcredit to purchase the necessary equipment/inventory, and in both cases, they also received training prior to getting started. HLL partnered with local nonprofits for training and relied heavily on pre-existing women’s self-help groups to provide the financing. Grameen, in contrast, drew upon its large stable of women borrower’s from the Bank and provided training and financing accordingly. Because both of these initiatives have now expanded to include tens of thousands of women entrepreneurs, they are often offered as two successful examples of how innovative business models and strategies can open up vast new markets among the underserved at the BoP.

To appreciate the full story, however, it is necessary to peel back the onion another layer. In thinking about innovation, we tend to focus our attention on the structural similarities of business models like HLL’s Shakti and Grameen’s Village Phone. In so doing, we ignore a crucial dimension on which they often differ significantly—what my colleague Erik Simanis has called business model intimacy.3 Indeed, given its long-standing presence in the villages where it launched the Village Phone, Grameen Bank had already made itself a trusted partner and knew personally the women selected to become the “Phone Ladies,” most of whom were former borrowers. Lacking this degree of “embeddedness,” HLL’s Shakti Project had to rely on pre-existing self-help groups to recruit the women entrepreneurs and provide the financing. This more impersonal approach resulted in turnover rates approaching 50 percent in the early going—and a growing sense of discontent from the self-help groups that provided the financing to the failed SEs.

Grameen created a groundswell of demand by empowering the phone ladies to use their best judgment in how to market phone services, literally pulling the new business into villages and allowing Grameen to scale rapidly while growing revenues and profits. The Shakti Entrepreneurs, however, had comparatively little discretion in how best to go about their business: They were assigned a predetermined set of inventory with fixed prices. And because their relationship was a contractual one with the company, failure to sell the goods put them at personal financial risk. Because of high turnover and less-than-stellar sales results, HLL has followed a resource-intensive push strategy that, despite creating a distribution presence across thousands of villages, hangs its profitability hopes on a long-term, general upward trend in rural consumption.

Henry Ford was famously quoted as having once said: “Why is it every time I ask for a pair of hands, they come with a brain attached?” It almost seems as though HLL was looking for little more than pairs of hands to serve as distribution channels, whereas Grameen engaged the full person in its approach. In fact, Grameen Bank has been able to use these embedded and intimate relationships to cocreate a variety of new services and industries over the past decade, ranging from energy and telecommunications to health care and fisheries. HLL’s disembedded Shakti Project, on the other hand, is unlikely to grow into anything more than a new distribution channel for their existing products, few of which offer a compelling value proposition for rural families. In short, while structurally similar, when examined more closely at the level of human and business process, comparing Grameen Phone to the Shakti Program is like comparing apples and oranges.

What lessons should we take away from this comparison? To unleash the wellspring of growth at the BoP, companies must step beyond the structural features of their business models and re-embed innovation strategy back into society and the community. To do so requires the development of a new capability, one that has much more to do with developing bigger managerial mindsets than it does smaller sachet packages. It means suspending traditional assumptions regarding new business development. It requires corporations to place the corporate “hammer” on the shelf and live alongside those in the community in a spirit of humility and mutual learning. It requires developing a personal relationship of trust, understanding, and respect through which new possibilities for locally-embedded businesses can emerge.

Re-embedding innovation strategy takes the company “back to the future.” Just as in the days prior to the modern industrial corporate model, business model intimacy means building the kind of relationship where the identity of the company is fused with that of the community. Embeddedness thus means cocreating a new business from the ground up, with the company as a key part of its foundation. Achieving this level of integration and trust requires an entirely new business process—one based on dialogue and joint action, not just market research data and sales targets.

Toward a Base of the Pyramid Protocol

Beginning in 2002, several corporate members of our BoP Learning Lab (described in Chapter 5) began to articulate the need for a new, more embedded business process for the BoP. They voiced concern that their firms’ current set of capabilities and routines—for market research and new product development—were inadequate to the task of effectively serving the needs of BoP communities. Foreshadowing what was to come, some even feared that widespread use of existing corporate routines in the BoP could “do damage” and even “produce a backlash” because of their potentially invasive, insensitive, or extractive nature. This sense of growing unease with the current corporate approach provided the impetus for the development of the Base of the Pyramid Protocol (or, simply, the Protocol), which sought to translate the idea of native capability and embedded innovation into a systematic new business process. The effort was launched in 2003 as a partnership among Cornell University, University of Michigan, William Davidson Institute, World Resources Institute, and The Johnson Foundation with corporate partners DuPont, SC Johnson, Hewlett-Packard, and Tetra Pak.4

With my colleagues Erik Simanis, Gordon Enk, and the Core Project Team,5 we began by exploring relevant work in related fields (including anthropology, social work, human geography, development studies, and design) and methodologies (including participatory rural appraisal, quick ethnography, rapid assessment process, asset-based community development, and empathy-based design). Following this research, a four and a half-day Protocol Design Workshop was convened in October 2004 at the Wingspread Conference Center in Racine, Wisconsin. The workshop convened a diverse group of academics, international development professionals, NGO representatives, social entrepreneurs, market researchers, and corporate executives to craft this radically new business process. Results of the design workshop, which included a code of conduct as well as the Protocol itself, were placed in the public domain in March 2005.6

As an embedded innovation process, the Protocol brings together a company and a community to conceive, launch, and coevolve a new business and a new market. Six companies have now launched BoP Protocol initiatives (see Exhibit 9.1). The first (pilot) project was initiated in 2005 in Nairobi, Kenya by S. C. Johnson & Sons, Inc. In 2006, Solae LLC, a DuPont subsidiary in the food and nutrition industry, launched initiatives in a village and an urban slum in India. These two initiatives provided important early experience and are discussed further in this section.


Exhibit 9.1 Current BoP Protocol Projects

• SC Johnson (Kenya)—2005

– Latrine cleaning business that integrates SCJ cleaning products

– Serving six slums across Nairobi

• DuPont/Solae (India)—2006

– Food and cooking business that integrates Solae’s soy protein

– Approaching financial sustainability in one village cluster and two slums

• Ascension Health (USA)—2008

– Neighborhood-based “health” and community revitalization

– Phase II activities underway

• The Water Initiative (Mexico)—2008

– Community health business concept that integrates TWI’s water technology

– Beginning scale-out in first community and transplantation to second

• Baxter Healthcare (Ecuador)—2009

– Cocreate new enterprises using small-scale health technology

– Completing pre-field phase

• Gates Foundation (Africa)—2009

– Cocreate new enterprises to address the malaria epidemic in Africa

– Completing pre-field phase

Source: Adapted from Simanis, E. and Hart, S. 2009. “Innovation from the inside out,” Sloan Management Review, Summer: 77-86.



Beginning in 2008, the Protocol was applied for the first time as the basis for launching a start-up company—The Water Initiative (TWI). TWI, which is also described in more detail later in this chapter, is a new venture that started in Mexico, focused on cocreating a commercial approach to provide clean drinking water for the poor and underserved. In addition, two new Protocol projects were launched in the past year: an initiative by Baxter Healthcare focusing on the cocreation of new BoP enterprises around emerging health care technology, and a new project with SC Johnson funded in part by the Bill and Melinda Gates Foundation to codevelop enterprise-based models for addressing malaria in Africa.

The Protocol process has also been adapted to the developed world and is currently being used in the United States by Ascension Health, a $9-billion health care company. Ascension’s goal is to cocreate a commercially viable approach to achieving better health outcomes among the uninsured, beginning in Flint, Michigan, where nearly 40 percent of the population is without health insurance.

The BoP Protocol process commences with a “pre-field” phase that involves the following:

• Convening the company Leadership Team

• Forming the field Immersion Team

• Training the team in core BoP business concepts

• Selecting the project site(s)

• Identifying local partners

The company Leadership Team is composed of 6–8 key executives from the different functional areas (e.g., technology, marketing, production, HR, finance, communications, sustainability) and 1–2 key corporate or business executives. Their role is to create the “white space” for the Protocol initiative, protect it from the corporate “antibodies,” and ensure that adequate resources are made available to sustain the effort. An Immersion Team of 4–6 people is ideally composed of 2–3 people from the corporation with knowledge of the technology portfolio and demonstrated entrepreneurial ability, as well as 1–2 people with prior knowledge and experience in community engagement and the BoP Protocol. This team is trained in core BoP business concepts, participatory methodologies, including the Protocol, as well as team building and consensus decision-making. Once trained and on the ground, 1–2 additional people are recruited from the local community as Immersion Team members. Either an urban (shantytown) and/or rural site (village) are selected by the company in a region of strategic interest. Once the project site(s) has been selected, the Immersion Team can begin the process of identifying local partners to work with on the ground. In all, the “pre-field” phase typically takes 6–9 months and is crucial to the success of the effort in the field.

Reflecting the “next generation strategies and skills” discussed in the previous chapter, the “in-field” portion of the Protocol process is divided into three interdependent and overlapping phases of activity, each with a specific business outcome (see Exhibit 9.2):

• Phase I: Opening Up—Phase I begins with a company immersion in the community using home stays to build personal rapport and trust. It culminates with the cocreation of a business concept together with a core team of community partners. The business concept creatively marries the company’s and the community’s resources, capabilities, and energies and serves as the jumping off point for the next phase. This phase typically requires 3–4 months of intensive time on the ground in the community.

• Phase II: Building the Ecosystem—Phase II focuses on engaging a group of early adopters in the community in action learning and small-scale tests to evolve a working business model. A new business organization is also formalized with the core community partners. The result is a community-tested business prototype ready for launch on a wider scale. This phase typically requires a full year, especially in rural areas, where seasonality can be a critical factor in business success.

• Phase III: Enterprise Creation—In Phase III, the company and core partners reach out to an even broader community segment to create an initial brand and product/service offering. Action learning is used to evolve the business model and build local management capacity sufficient to manage and grow the business. The result is a locally-embedded business and a committed “seed” market. This phase typically requires another 6–9 months.

Exhibit 9.2 The BoP Protocol Process

[image: image]

Source: Adapted from Erik Simanis, 2006. Presentation of BoP Protocol.

The outputs of this process include a proven business model that integrates the company’s and the community’s capabilities, a fledgling business, and an initial “seed” market. Together, these elements form the platform for taking the venture to scale. Indeed, for the sponsoring company to generate a level of value that justifies the time and commitment of an initial BoP Protocol initiative, the business model needs to be efficiently expanded, transferred, and re-embedded in hundreds, if not thousands, of other communities in new geographies. To reinforce, rather than erode, the personal connections and shared commitment established by the initial business, however, the scaling-out process must follow a path different from typical scaling strategies. Two complementary approaches are recommended: organic propagation and business transplantation.7

The first step in scaling the BoP business is organic propagation—expanding the fledgling business from its point of origin throughout the entire host or “parent” community. Through word-of-mouth and the recruitment of additional community members as business partners, the business is effectively “pulled” into and spread through the original host community. Next, a strategy of business transplantation is used to spread the business to new communities and geographies without repeating the entire cocreation process used to generate the business in the first place. The company reaches out to new communities using business “ambassadors” from the original team to plant the “seed” business concept in the new location. Through this process, representatives from the original parent business communicate the core idea to a new community while simultaneously engaging the new partners in “making it their own.” Rapid market appraisals can be utilized ahead of the visit to identify the geographies and communities where some version of the business is most likely to succeed.

Learning by Doing

The BoP Protocol was first pilot tested with SC Johnson in Kenya beginning in 2005. As a result of the company’s close involvement in the development of the Protocol process, the head of corporate sustainability and the Chairman and CEO, Fisk Johnson, provided enthusiastic support and funding for the effort, which was led out of the corporate sustainability organization.

A six-person Protocol Team8 was formed that worked in partnership with SC Johnson’s Kenya subsidiary in two communities: Nyota Township, a subsistence-based smallholder farming community in the Nakuru District, and Kibera (Nairobi), the largest slum in East Africa with an estimated population of 700,000. For 11 weeks, the team lived and worked alongside their hosts in Nakuru and Kibera, experiencing their daily lives as part of the immersion phase of the process. They also brought together business and local community groups for intensive needs assessment, resource sharing, and new business idea generation sessions. The aim was to mutually explore how the company and the communities could leverage each other’s capabilities to generate business concepts that create value for all and that neither could have achieved by itself.

For a variety of reasons, the efforts to apply the Protocol process in Nakuru proved unsuccessful:9 The rural team’s partner, Egerton University, was a hub for training in and application of Participatory Rural Appraisal (PRA) methodology. And while the Protocol drew on PRA methods in its development, the two approaches have distinctly different purposes—community empowerment versus new enterprise development. This misalignment in purpose ultimately resulted in the rural application of the pilot losing traction.

The story was different, however, in the slum community. As a result of Phase I, “Opening Up,” the Kibera community and SC Johnson Kenya coidentified a new business opportunity with sufficient potential to merit the launching of Phase II, “Building the Ecosystem.”10 By becoming part of the local community, the team forged valuable relationships with the residents and a critical partnership with Carolina for Kibera (CFK), a local NGO, and several entrepreneurial youth groups generating income through the Taka Ni Pato (“Trash for Cash”) garbage collection, recycling, and composting program. In collaboration with CFK, SC Johnson worked with several of these youth groups to form a “Coalition of Youth Entrepreneurs” across three slums in Nairobi: Kibera, Mathare, and Mitumba. These communities are some of the poorest in Kenya, comprising 1.2 to 1.5 million people.

Phase II of the Protocol effort culminated in the pilot launch of a new business—“Community Cleaning Services (CCS)”—in July 2006. CCS was a partnership among SC Johnson, CFK, and nine youth groups across the three slum communities. CCS married SC Johnson’s expertise in cleaning, sanitation, and insect control with a household-scale service model offered on a commercial basis through the youth groups. Initial service offerings included garbage collection, sanitation, carpet cleaning, furniture care, insect control, window screening, and wall repair and patching. The youth groups incorporated SC Johnson products, such as Baygon, Raid, Pledge, and Windex as part of their portfolio of services and acquired important business skills in marketing, customer service, and bookkeeping. In turn, SC Johnson learned a great deal about the shantytown environment and how their technologies, products, and services could be adapted and improved to better serve the needs of this exploding market; this included opportunities to “bulk sell” many of their formulations through a service model, virtually eliminating the need for packaging.

A one-year pilot period to refine the core business model yielded a number of important learnings that have since been used to refocus and refine the business concept. As the first organization to provide services directly to homes in the Nairobi slums, SC Johnson and CCS found that residents were understandably hesitant to let the youth entrepreneurs into their homes to provide the range of services being contemplated. Building an organization composed of young entrepreneurs also presented challenges, with turnover and skill development being key concerns. As a result, the commercial model has been reinvented to focus on public latrine cleaning rather than providing service to private residences.11

The latrine cleaning business is now being launched using a microentrepreneur model rather than the CCS organizational structure. And while it is too early to call this business a success, it appears to have potential, despite the limited staff support for the effort. Indeed, the company is sufficiently encouraged by the experience in Kenya that it has expanded its BoP efforts into Rwanda (small-shareholder pyrethrum growers) and Ghana (a Gates Foundation-sponsored effort focused on malaria). SC Johnson is committed to continuing to experiment at the BoP because creating triple bottom line benefits for developing market consumers is a key part of its overall sustainability strategy.

Building on the SC Johnson pilot effort, DuPont’s Solae (Soy Protein) joint venture decided to apply the BoP Protocol in India. The project was championed by the CEO of the company and was led by a senior executive from the sales and marketing division. There was also strong support from DuPont’s corporate sustainability team and Chad Holliday, the CEO of DuPont.

Beginning in April of 2006, three returning members of the Kenya project guided a Solae immersion team in India through the “Opening Up” phase.12 The Solae team consisted of two MBAs from the Indian School of Business, four senior-level development professionals of a local NGO, and one Solae employee who was involved periodically. Again, both an urban shantytown and a rural village site were selected, this time in and around Hyderabad, India. At the rural site, the Solae team partnered with Modern Architects for Rural India (MARI), which works intensively in the area to promote strong community-based organization for the poor. In the slum, the primary partner was the Society for the Integrated Development of Urban and Rural Areas (SIDUR). Both sites were successful in applying the Phase I Protocol methodology to generate a cocreated business concept.

In the slum community, for example, the Solae team and its local partners (mostly women from local self-help groups) cocreated an imaginative business concept—the Solae Culinary Rooftop Garden. One of the underutilized resources identified during Phase I of the Protocol were the rooftops of substantially built structures like schools and commercial buildings. Because there was virtually no green space in the slum, the women felt that making use of the rooftops as “parks” would provide a quiet space for them to bring their children and families. At the same time, since soy protein—Solae’s core product—was not really part of Indian cooking, it was proposed that a cooking facility with a “chef” be placed on the rooftop to enable women to experiment with the incorporation of soy into recipes that might then spread throughout the community. Soy would, of course, be for sale as well on the rooftop. A similar business concept was cocreated in the rural area—A Solae Cooking Well Center—that would enable similar experimentation in soy cooking but also provide a place for people from the community to host major events like weddings. Both business concepts embedded Solae’s core product (soy) as the “Intel Inside” of a much broader, community-based business model that would serve to “pull” it into the communities.

In 2007, these two business ideas, along with a third that was cocreated with a team in Mumbai, moved into Phase II of the Protocol. Throughout the year, various elements of the cocreated business models were tested, and the entrepreneurial teams were developed. A new platform was created with the company—Nutrition for Sustainable Development (NFSD), headed by a senior executive with extensive developing country experience. And a person from Solae India’s organization was assigned to make the growth of these new businesses his priority. Indeed, both businesses seemed poised to move toward commercial launch, but internal organizational change within DuPont and Solae served to derail the effort. First, the CEO of Solae was replaced, effectively eliminating the protected “white space” that the project had enjoyed within the company.

An effort was made to reposition the initiative as a DuPont corporate effort because the experience could potentially benefit other DuPont businesses. Unfortunately, the nearly simultaneous retirement of the VP for Sustainability at DuPont along with CEO Chad Holliday effectively removed the coalition of support for this effort within the corporation at-large. Tragically then, during 2008, despite the best efforts of project lead Erik Simanis and others, the fledgling businesses were spun off from DuPont: during the first quarter of 2009, Solae provided one last quarter of working capital to enable them to exit gracefully from the businesses.13 The SC Johnson and DuPont/Solae Protocol initiatives provided critical early learning about the process. Together, they formed the basis for an updated and revised version of the Protocol model, which was published in 2008.14

Taking the Initiative on Water

In 2006, while recovering from surgery, serial entrepreneur Kevin McGovern decided that he wanted to devote the rest of his professional life to the development of a company that addressed directly the growing world water crisis, specifically the lack of affordable clean drinking water for the underserved. McGovern had been a principal in several other successful water-related ventures such as KX Industries, the water filter producer, and Sobe Water, the nutritional water company that was sold to Pepsi in the early 2000s. But this new venture would be different: It would focus on developing a commercially and environmentally sustainable way to serve the drinking water needs of those at the base of the pyramid.

As noted in Chapter 2, “Worlds in Collision,” fully two billion people lack dependable access to clean drinking water. Pathogen contamination causes billions of cases of diarrheal disease and millions of deaths each year. In addition, water contaminated with arsenic, fluoride, pesticides, and heavy metals is a major cause of morbidity, cancer, and premature death throughout the world. Rapid urbanization is increasing demand for water faster than piped infrastructure can expand. Undependable (and sometimes unscrupulous) water vendors or expensive bottled water are often the only options in peri-urban communities. Rural communities are also chronically underserved and often depend on tube wells with falling water tables or contaminated surface water sources.

To make matters worse, centralized water treatment plants are inherently inefficient and environmentally unsustainable: It takes tremendous amounts of energy, chemicals, and money to purify water to drinking water standards even though less than 2 percent of this water is actually used for drinking and cooking (most is used for less demanding applications like washing, bathing, and irrigating). In addition, nearly half of the purified water from treatment plants leaks out of antiquated pipes before it reaches its final destination. Leaky pipes also provide plenty of openings for recontamination. Given the reality of the world water situation, it became clear to McGovern that point-of-use systems, offered through enterprise-based models, showed the greatest promise to make clean, convenient, and affordable drinking water available to underserved households and communities.

As a Cornell Trustee and member of the Center for Sustainable Global Enterprise’s Advisory Council, McGovern had become increasingly interested in the BoP Protocol approach and was intent on building his new enterprise—The Water Initiative (TWI)—around it. He observed that most water ventures focused almost exclusively on marketing specific technologies (like filters) to the world’s poor and under-served, usually without great success. TWI therefore began with a different premise; it was founded on two principles that represented departures from conventional wisdom.15 First, there is no single solution or “magic bullet” to the clean water crisis. Water problems and challenges vary multilocally, from one region to the next, and any successful company would have to take this reality into account. Second, rather than seeking merely to sell existing products through social marketing and other “push” strategies, TWI would engage people from local communities in the cocreation of its business concept. Using the BoP Protocol as the foundation for this approach, TWI would aim to develop a business that combined the knowledge and resources of the company with those of the local community. In so doing, TWI would focus on building “community pull,” rather than “product push,” as its basis for penetrating underserved communities—a strategy that would set it apart from other water ventures.

Latin America (specifically Mexico) was chosen as the initial location for incubating the new business, in part because of its geographic proximity to the U.S., facilitating travel and time onsite by company principals. I became involved in this new venture early on and worked with McGovern to assemble the management team, with a special focus on Mexico. Richard Wells, a specialist in sustainable business in Mexico, joined the team shortly thereafter, as did Gene Fitzgerald, an MIT Professor with extensive technical expertise in water technology and purification. In 2007, my doctoral student, Duncan Duke, was recruited to serve as the initial Immersion Team leader for the TWI BoP Protocol process of business cocreation in Mexico.16

With a first round of financing in place from McGovern and angel investors, additional management team members were assembled, including technologists from leading institutions such as Cornell, MIT, UCLA, Harvard, Yale, Nanyang Technological University in Singapore, and Monterrey Institute of Technology in Mexico. Experienced entrepreneurs and business executives were also engaged to play leading roles from such businesses and institutions as The Coca-Cola Company and PepsiCo, Pall Corporation, Filtertek, Bell Labs, GE, SoBe Beverages, KX Industries, Amberwave, Pfizer, IDB, and USAID.

In 2008, TWI USA formalized its Mexican entity by incorporating The Water Initiative of Mexico. Rick Renjilian later joined the company as Chief Operating Officer and became closely involved in the development of the Mexican business. TWI Mexico launched the Protocol process in Chapala, a poor community in North Central Mexico near the city of Torreon, where arsenic contamination was the most pressing drinking water problem. Government-supplied water also contained excessive amounts of chlorine (used to kill pathogens), so local people preferred to buy expensive bottled or garrafon (jug) water because it tasted better. However, neither of these water sources were necessarily free of arsenic or pathogens. TWI’s R&D team thus set out to develop an affordable, point-of-use technology to remove arsenic and excess chlorine, while providing protection against pathogen contamination when needed.

During Phase I of the Protocol process, the Immersion team partnered initially with the Catholic Church in the community, given the dearth of potential NGO partners. With the support and legitimacy provided by the Church, the TWI team attracted a number of interested partners or “socios” from the immediate community. A Mexican entrepreneur with relevant technical experience, Luis Siliceo, joined the on-the-ground team at this stage; he became well-versed in BoP Protocol methodology and eventually assumed the leadership of the cocreation process. Homestays and trust-building exercises produced a committed group of local partners intent on building a successful business together. Ultimately, a business concept was developed that embedded TWI’s platform technology in a wider community-based process of Healthy Dialogue Groups (HDGs), which engaged mothers and families to encourage healthier lifestyles.

In addition, ideas for complementary products using TWI’s healthy water were developed by the socios. One of the early complementary products developed was “FruTWI”—a line-up of healthy fruit drinks made with purified TWI water and various fresh fruit concentrates. Socios were able start their own microbusinesses selling FruTWI, offering a good-tasting and healthy alternative to Coke and other soft drinks, and providing welcome opportunities for income generation. The business model also included a set of activities focused on community greening, including TWI involvement in school events and neighborhood clean-up projects (see Exhibit 9.3). Thus, the cocreation process produced a business concept that created value at several levels, providing essential “community pull.”

Exhibit 9.3 The TWI Business Concept
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Source: Duncan Duke, 2008. Presentation of the TWI Business Concept.

The Protocol process was also key to the development of TWI’s platform water treatment technology itself. Initially, the TWI team had assumed that any in-home water purification device would have to be as “bare-bones” as possible to make it affordable for the poor. By engaging the community in the cocreation process, TWI quickly learned that local residents did not want a cheap device on the roof to remove arsenic from the water. In fact, most people were not particularly concerned about arsenic contamination since they could not taste or smell it in the water. Instead, people aspired to have something in their homes that they could be proud of. They wanted “healthy” water, but they also wanted water that was cold and tasted good. It was through this process that the design of the “WATERCURA” purification product came about (see Exhibit 9.4). Even with these added functionalities, however, the WATERCURA can still be operated without any external energy source, reducing both its cost and environmental footprint. The device also permits disassembly and remanufacture, which also holds down cost and reduces waste.

Exhibit 9.4 The Watercura
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During 2008–2009, a second site was launched as the first step in “transplanting” the Chapala-based business concept to a new community, San Luis Potosí (SLP), Mexico. SLP has many of the same characteristics as Chapala but differed on one dimension: Instead of arsenic, fluoride contamination was the major problem. This challenged TWI’s R&D team to develop an appropriate technology for fluoride removal to embed in the transplanted business in SLP. Business “ambassadors” from Chapala visited SLP, and within a short time, a new group of socios had formed with a commitment to building a similar business in SLP.

By early 2010, the business had taken root in Chapala with over 100 socios and hundreds of WATERCURA units in place. Many challenges remain, but by “failing small and learning big,” TWI is poised to take the business to the next level in the coming year, pending second-round financing. SLP is also moving forward, with FruTWI and other similar complementary products (such as salsa and soup concentrates), providing the early revenue for socios until the fluoride removal technology is perfected. The results of these two “pilots” demonstrate that TWI’s co-creation approach can effectively address water issues at the local level by embedding an affordable, profitable platform technology into a business model developed through interaction between community teams and TWI’s technologists. In such a way, it is possible to solve the uniquely difficult and previously unaddressed water problems of each community served, while still creating a scalable business model.

At the heart of the business model, socios sell the WATERCURA units while overseeing their installation and service. Customers pay for this service in weekly installments that are much less than the cost of bottled water and directly competitive with garrafon (jug) water. At a fundamental level, WATERCURA meets the community’s drinking water needs; but coupled with its social support network, it enables people to use their water consumption as a lever for creating and establishing the healthy lifestyle habits they aspire to. With the Chapala and SLP launches underway, TWI will expand to other appropriate communities in Mexico and seek to develop a purification technology that addresses pathogen contamination as the primary problem. While what was learned from Chapala will be leveraged in scale-out, the businesses that result will be modified to meet each new community’s specific needs. Eventually, the company aspires to expand throughout Latin America and ultimately, the world. Like water poured in a glass, TWI’s business takes the shape of the communities in which it does business.

The Three Big Challenges

Many things have been learned and insights generated from the six BoP Protocol initiatives undertaken to date. In addition, a number of specific on-the-ground techniques developed by the immersion teams have also been developed and will be documented in a BoP Protocol Field Guide.17 The pioneering efforts by SC Johnson, DuPont/Solae, Ascension Health, Baxter, Gates Foundation, and the Water Initiative have generated a tidal wave of interest in the BoP Protocol, not only within MNCs, but also among entrepreneurs, governments, and civil society organizations. The transition to BoP 2.0, it would seem, is now underway.

Based upon experience to date, I see three main challenges for leaders and change agents in moving embedded innovation forward, particularly within existing companies. The first challenge is fundamentally psychological. Most business people simply have no knowledge of or experience in impoverished communities—be they rural villages and urban shantytowns in the developing world or deindustrialized inner cities in developed countries. What is unfamiliar often appears risky—better to go with the “devil you know” than take what appears to be a “flyer” on something completely foreign. Many managers carry around biases and assumptions that stand in the way of taking the Great Leap to the BoP. As my colleague Ted London suggests, a good test of this is to ask your company colleagues to say the first three things that come to mind when they think of the “base of the pyramid.” A few might say something rash along the lines of “the poor are lazy or else they would not be poor.” More commonly, however, their descriptions will focus on what is lacking in the BoP—education, resources, rule of law, physical connectivity, and so on.18

Unleashing the potential of embedded innovation thus requires a shift in mentality among a coalition of key actors within the firm—those that can make or break the initiative. And as we have seen, the best way to change people’s minds is for them to have first-hand experience on the ground. This is where some of the tools of Radical Transactiveness can be especially useful: Organize a “trek” to a developing country, for example, so that key executives can see that the poor, in fact, can be resourceful and entrepreneurial and hungry for new opportunities to improve their own lives. Convincing your colleagues and superiors to devote the time to such an undertaking, however, requires persuasive power. Indeed, as Daniel Pink suggests in his wonderful book, A Whole New Mind, the art of storytelling and persuasion may hold the key to innovation in the twenty-first century.19 Although businesspeople are often suspicious of stories, they also know that statistics can be used to tell lies and are often needed to show why one project is marginally superior to other comparable options. When pitching a “blue ocean” innovation, however, a powerful and convincing narrative can carry the day, overriding the need for “data” to prove the case. Bottom line: Practice your storytelling skills or find a good consultant with the skill. This was essential in all six BoP Protocol initiatives to date.

The second big challenge for embedded innovation is organizational. As we have seen, BoP initiatives (like the Nike World Shoe) that are placed within existing businesses are almost certain to fail because they are inevitably held accountable to the same system of metrics and incentives as conventional new products or line extensions. The corporate immune system is very strong—any project that deviates too far from the norm is quickly surrounded by “antibodies” and rendered harmless! It is essential, then, to construct an appropriately protected “white space” that enables this new form of innovation to grow at its own pace; this also means establishing a timeline, set of deliverables, and metrics that are specifically developed for the BoP initiative. A completely separate “skunkworks,” however, is undesirable because the initiative needs to link to corporate-level resources and capabilities while at the same time maintain sufficient independence from the routines that govern the core business.

Depending solely on the goodwill and support of the CEO or any other single senior executive can also be risky. In our experience, the “white space” can come crashing down if this person changes positions, leaves the company, or is replaced—witness what happened with the DuPont/Solae initiative. It is for this reason that we recommend the creation of a BoP Protocol Leadership Team consisting of 8–10 key executives that span the company, as discussed earlier. A senior corporate executive’s support is also critical, however, because the Protocol initiative should be seen as a companywide innovation, and such a person can effectively connect the dots across the company and act as a catalyst. The Leadership Team must also ensure that the initiative has the appropriate degree of autonomy and that funding is in place. Experience suggests that corporate BoP Protocol initiatives are best funded through the R&D budget, as the entire process can be appropriately framed as “business model R&D.”20 This eliminates the expectation for quick returns, rapid scale-up, and other expectations typically associated with conventional new business development projects.

This leads us to the third and final big challenge for embedded innovation, which is strategic. Think of BoP Protocol initiatives as incubators for new businesses that require protection and nurturing before they can be fully launched. Framed in this way, the on-the-ground immersion team will require protection but must also have the necessary authority to develop the strategy and business model in ways that they deem most appropriate, including which external groups and partners make the most sense. Given the challenge and complexity of the cocreation process, as described in this chapter, the immersion team must have the autonomy to act without excessive interference from the company. In fact, as Jeff Immelt at GE suggests, a “Local Growth Team” (their term for a protected BoP initiative) should be viewed as a separate unit with the power to develop its own strategy, organization, and products, and ultimately, its own P&L responsibility. The leadership team should hold the immersion team accountable for the timelines and deliverables that are mutually agreed to but should not inject themselves into the process on the ground. Our experience with the Ascension Health project has shown us that having “too many cooks in the kitchen” can seriously compromise immersion teams’ ability to build the trust and social capital necessary in the community to enable the initiative to take root. Suspending disbelief and trust in the process is therefore essential to enable the work on the ground to proceed effectively.

Leading the Next Great Transformation

Commercial strategies for serving the base of the pyramid have mushroomed over the past few years: Unilever, Philips, DuPont, SC Johnson, P&G, Pfizer, BP, Intel, AMD, Microsoft, Dow, Nike, Rio Tinto, ABN AMRO, DSM, Friesland Food, SABMiller, Tata Group, Eskom, Cemex, Natura, and Holcim represent only the “short list” of major global corporations that have initiated or deepened commercial efforts in the BoP since 2005. Yet, paradoxically, the original vision of the BoP, which held out the promise of combining business growth with a sustainable development agenda, today is in danger of imploding. Most corporate BoP initiatives have relied on BoP 1.0 strategies, and as a consequence, have not realized the “fortune” that they thought awaited them in the rural villages and slums of the world. As a consequence, some companies have scaled back their investments in this space or limited their BoP strategies to value-engineered versions of their current products for sale in lower income target markets. Indeed, the few 1.0 “success” stories may lead some companies to believe that the only fortunes to be made at the BoP will come packaged in billions of single-serving sachets.

There is, however, a way forward that does not throw the proverbial baby out with the bathwater. Sustainably addressing global poverty requires a new practice of development that enables jointly-defined agendas of change through partnership, not “magic bullet” solutions airdropped into communities.21 Providing for the needs of an additional four billion people without overwhelming the earth’s ecological systems will require an order-of-magnitude reduction in environmental impact, a challenge best met by harnessing the most advanced clean technologies from across the globe. Indeed, new technologies and Western knowledge are not inherently foreign—they only become foreign when they are parachuted into communities and run roughshod over existing socio-cultural institutions.

The issue, therefore, is not whether corporations can play a role in a more sustainable form of development, but how. The answer, my colleagues and I suggest, is through embedded innovation. Embedded innovation helps ensure that corporations’ clean technologies, valuable organizational competencies, and imagination build onto, not over, existing community assets and ecological webs. Embedded innovation ensures that jointly created solutions have the commitment of the wider community behind them, providing the necessary “pull” for the enterprise to succeed. And perhaps most importantly, embedded innovation develops a deep base of entrepreneurial capacity in the community, a capacity that enables an ongoing stream of local innovation and positive change.

It required a great transformation in thinking and behavior to realize the industrial revolution—the period of capitalism that made possible an unprecedented level of prosperity and material comfort within the mass markets of the West. It will require an equally great transformation in corporate growth and innovation strategies to bring forth a new, more inclusive form of capitalism—one that extends the benefits of enterprise to the entire planet, while at the same time preserving the ecological foundation on which we all depend. But with every fundamental change comes tremendous opportunity. Seizing this opportunity will require a new corporate competence based on dialogue and intimacy, on openness to learning and experimentation, and on a constant exercise of humility.
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10. Building the Sustainable Global Enterprise

The chapters that came before charted the course to a more inclusive and sustainable form of commerce. Exhibit 10.1 summarizes the journey that we have taken in this book. As we have seen, greening has been an important first step because it eliminated the myth that a trade-off exists between a firm’s financial and societal performance. Driven by the realization that pollution is waste and dialogue with stakeholders is superior to court battles, greening opened the door for companies to take a proactive stance toward social and environmental issues. Indeed, pollution prevention and product stewardship have succeeded in reducing waste, emissions, and impact, while simultaneously reducing cost, risk, and stakeholder resistance. The incremental gains associated with greening, however, have been clearly inadequate: They only slow the rate of destruction rather than fundamentally changing course.

Exhibit 10.1 The Path to Inclusive Commerce

[image: image]

Moving beyond greening, therefore, is critical both to a sustainable world and to a sustainable enterprise. Driven by an accelerating rate of technological change and the growing realization that something fundamental must change if we are to accommodate a population of 8 billion to 10 billion human beings on the planet, beyond greening provides the motivation for companies to think in terms of reorientation rather than just adjustment. Leapfrogging to inherently clean technologies through disruptive business models that start from the base of the pyramid enables companies to confront directly the two biggest problems facing humanity: poverty and global-scale environmental degradation. These also provide the basis for the repositioning and growth that will be needed for companies—and society—to thrive in the future.

As we have seen, however, strategies for the base of the pyramid and clean technology, if narrowly construed, still position companies as outsiders, alien to both the cultures and the ecosystems within which they do business. By seeking only to “deploy” clean technology or “target” the poor with inexpensive products, some companies have inadvertently sewn the seeds for a growing backlash against the global capitalist agenda. The next sustainability challenge, therefore, is to become indigenous. By incorporating the true voices of those who have previously been bypassed by globalization and by learning to codevelop technologies, products, and business models with nature and local people, companies can become native to the places where they operate. This requires a healthy dose of humility and respect, as well as a greater appreciation for the many and varied ways that people choose to live. Through bottom-up innovation on a human scale, corporations effectively become embedded—part of the local landscape. In so doing, the corporate sector becomes a primary driving force for global sustainability. And in the process, visionary companies realize opportunities of untold proportion.

Like the nineteenth century industrialists who transformed the market economy by creating the modern institutions of capitalism (namely the great industrial corporate model that continues to this day), we too are living during a time of significant transition. As noted in the Prologue, we are now experiencing “The Great Disruption”—when both Mother Nature and Father Greed have hit the wall at the same time. Our challenge—and opportunity—is nothing short of reinventing capitalism once again into a sustainable form of commerce that includes all of humanity in its bounty and sustains the underlying natural capital upon which we all depend.

Enabling existing companies to first recognize and then pursue these opportunities is no small challenge. As we have seen, shattering the trade-off myth associated with pollution and prosperity was a crucial first step in realizing the full potential of greening. Moving beyond greening and becoming indigenous will require that we break free from the tyranny of another set of implicit trade-offs and assumptions. Indeed, the air is filled today with rejoinders such as “We can’t serve the poor profitably,” “Business should not be expected to solve the world’s problems,” and, most recently, “You are either with us, or you are with the terrorists.” These are all false dichotomies that oversimplify and therefore obscure the possibilities for more nuanced and inclusive solutions. Focusing creative energy on dissolving these trade-offs—and the orthodox thinking that supports them—can provide an avenue for companies to identify the breakthrough business strategies of the future.

Making It Happen in the Real World

In this book, I have tried to suggest what companies might do to pursue the path of a sustainable form of global enterprise—the strategies, practices, and capabilities that are required. What is less clear is how to pursue this path, particularly within the context of large, incumbent, multinational corporations. Indeed, as Raghuram Rajan and Luigi Zingales point out in their book Saving Capitalism from the Capitalists, it is precisely the large incumbent corporations that most often stand in the way of fundamental change.1 I close the book, therefore, with some thoughts on what it will take to make sustainability happen in the real world of budgets, bosses, quarterly earnings reports, discounted cash-flow analysis, and the discipline of the investor community.2 Leaders and change agents in companies will need to delight all the stakeholders, avoid the top-down bias, think as a disrupter, reinvent cost structures, transform the meaning of scale, and align the organization. Most important, to enable employees to build the “sustainability cathedral,” senior managers will have to step up to the challenge with visible and tangible commitments that far surpass what they have been willing to do to date.



Delight All the Stakeholders

It has been said that capitalism is like a knife: It can be used to cut off your brother’s arm, or it can be used to butter bread and feed the hungry—the same knife. The problem with capitalism is thus not the profit motive; the problem is how the profit motive is conceptualized. As John Mackey, Founder and CEO of Whole Foods, points out, there is a persistent myth that the ultimate purpose of business is to maximize profit for the investors. However, the maximization of profit is not a purpose; instead, it is an outcome. The best way to maximize profits over the long term is to not make them the primary goal. Indeed, as Mackey makes clear, profits are like happiness: They are a by-product of other things like having a strong sense of purpose, meaningful work, good friends, and deep relationships. Those who focus obsessively on their own happiness are usually narcissists—and end up miserable. Leaders of great companies have always understood that you make money by doing good things rather than the other way around.3

At the World Economic Forum in January 2009, in the depths of the global financial meltdown, speaker after speaker emphasized that we were in the midst of a transformation. Both Klaus Schwab and Tony Blair emphatically stated that the days of “mercenary capitalism” were over; that we have now embarked on the age of “stakeholder capitalism.” This met with resounding applause. The problem is, very few entrepreneurs or business people really know what this means, let alone how to do it. As Ed Freeman pointed out in his classic book over 25 years ago, the key is learning how to jointly optimize the well-being of all stakeholders and constituency groups associated with the business, rather than elevating one stakeholder above all others.4 In fact, if we are true adherents to financial theory, then investors should be considered the “residual claimants”—they receive what is left after all other stakeholders have been appropriately served.

Paradoxically, then, companies that focus on “shattering the trade-offs” among seemingly competing stakeholder interests (like investors, communities, and the environment) can evolve competitively superior strategies that produce superior returns—the definition of a truly sustainable enterprise. In fact, in the recent book, Firms of Endearment: The Pursuit of Purpose and Profit, the authors identify 30 companies that are managed to optimize total stakeholder value instead of focusing strictly on profits. They tracked the long-term stock performance of these companies compared to the S&P 500 and found that they had extraordinarily high stock market returns both over the short term and the long term.5

Mackey’s own firm, Whole Foods, is a case in point. The core values of the company are to sell the highest quality natural and organic foods available; satisfy and delight the customers; support team members’ happiness and excellence; care about their communities and the environment; and create wealth, profits, and growth. While striving to optimize the value of its entire set of interdependent stakeholders, Whole Foods is also the fastest growing and most profitable public food retailer percentage-wise in the United States: Whole Food’s stock price has increased almost 2,500 percent since its IPO in 1992. The lesson: “hit and run” players like predatory lenders and Ponzi scheme artists can make lots of money in the short term by ignoring or even damaging some of their stakeholders. But eventually the negative feedback loops catch up to them. Sustainable enterprises—those interested in flourishing for the long term—learn to delight all their stakeholders.

The emerging crisis for Toyota provides another example. As of early 2010, what appeared to be a minor technical problem with floor mats sticking to accelerator peddles has mushroomed into a public relations disaster and perhaps a serious blow to the company. Indeed, it now appears that Toyota knew about technical problems that caused their vehicles to uncontrollably accelerate years (and many deaths) before, but saved hundreds of millions of dollars by convincing customers and regulators that it was only a minor issue. Only now, under the threat of legal action is the full story coming to light. By placing the bottom line above the interests of other key stakeholders, Toyota might have made more money in the short term, but in the long run might lose its preeminent reputation and perhaps the value of its brand.



Avoid the Top-Down Bias

Large corporations have great difficulty fomenting innovation from the bottom up. When firms are left to their own devices, new programs and strategies are usually decreed by senior managers and then sent down the reporting chain for implementation. Unfortunately, when it comes to sustainability, a top-down approach to implementation can seriously limit and even damage the company’s hopes of realizing the opportunity. In fact, a strong market presence at the top of the pyramid can actually blind managers to the possibilities elsewhere.

P&G, for example, has had great difficulty shaking off the influence of its renowned brand-management system when entering low-income markets or looking to commercialize leapfrog technology. When the firm was test-marketing its new nutritional beverage product, Nutristar, for example, initial efforts were negatively affected by the company’s traditional approach to product launch at the top of the pyramid. The local subsidiary in the Philippines was not familiar with the low-income segment of the population, and the company’s standard approach failed to hear the true voice of the new customer. Ultimately, the team had to abandon this test market. They later decided to launch a pilot project in a country where the company did not currently have a local subsidiary. This enabled them to construct a true “learning” market by working with local communities and NGOs to do the pilot testing. Ironically, then, the corporation’s strong presence around the world became a liability when it came to incubating new businesses at the base of the pyramid.6

DuPont has also struggled to devise ways to make the Great Leap to the BoP. Senior management has made reaching the base of the pyramid a strategic priority for the company; business leaders have been charged with initiating efforts in this regard. Indeed, a process has been put in place to identify, evaluate, and invest in new business opportunities in emerging markets. Yet despite this commitment, the company has backed away from efforts to cocreate new markets at the BoP through embedded innovation. Instead, DuPont’s remaining BoP initiative works through the company’s existing business units and seeks primarily to extend existing technologies and products into underserved markets. In this sense, it is fundamentally an incremental initiative. Although there is nothing wrong with such a process (looking for product-line extension opportunities is a good way to generate near-term growth), it underscores the difficulty that MNCs have when it comes to breaking the hold of the current business system.7

Even the vaunted Hindustan Lever’s initial attempts to reach the base of the pyramid were incremental in character: minor formulation changes for soaps and shampoos and single-use sachet packaging so that poor people could afford to buy it. Getting to bottom-up innovation through true engagement requires a fundamentally new and different approach. As we have seen, the BoP Protocol represents one such strategy for codevelopment and mutual value creation. To enable this, senior managers need to create the structural conditions that enable internal entrepreneurs to break free of the current system. At a minimum, this calls for a separate investment fund and a protected organizational “white space” where these ventures can germinate without the same hurdle rates, corporate overhead burdens, and growth expectations carried by the existing business divisions.8 It does not require a massive investment of resources. As we have seen, even a few million dollars committed in this manner has the potential to buy important options for the future—and create a growth engine that can help the company avoid saturation and stagnation in the current businesses. As noted economist E. F. Schumacher would say, “Man is small, and therefore, beautiful. To go for giantism is to go for self-destruction.”9



Think as a Disrupter

As the experience of the Grameen Bank shows, it is critical to think in terms of creative destruction rather than continuous improvement when it comes to the pursuit of sustainability. Often this means turning the existing technology and business model on their heads. That, in turn, means getting outside the current corporate straightjacket of central research and development. Such a system is particularly well suited to the current top of the pyramid model, with its emphasis on world scale, global supply chains, and one-size-fits-all products. It is singularly inappropriate, however, when it comes to bringing forward the sustainable technologies and business models of tomorrow.

To think as a disrupter, it is necessary to conduct R&D and market research focused on the unique situations and requirements of the poor, by region and by country. As a first step, such research can seek to adapt current technology to local needs. In fact, disruptive thinking can sometimes help to turn current shelf technology (technology that has yet to find a commercial application) into gold. Think about it: Many technologies are on the shelf because they are disruptive to the current business system. Empowering a team to look at these technologies through a new lens—clean technology and the base of the pyramid—can open up new horizons of possibility.

Many companies have resorted to donating patents to universities as a form of philanthropy and good will. Perhaps it would be wise instead to take a fresh look at these technologies, with the perspective of a disrupter. A few years back, for example, we started a project at Cornell to re-evaluate the shelf technology in the university’s intellectual property office.10 Literally hundreds of patents were sitting dormant, mostly because no large corporation could be found with an interest in licensing them. In the space of a couple of weeks, a few MBA volunteers versed in sustainability and BoP business logic were able to identify more than a dozen patents that could provide the basis for start-up ventures focused on clean technology disruption from the base of the pyramid.

Perhaps even more important, however, research should seek to identify useful principles and potential applications from local practices. In BoP communities, significant knowledge is transmitted orally from one generation to the next. Being respectful of traditions but willing to analyze them scientifically can lead us to new knowledge. Acupuncture was laughed at 30 years ago. Meditation was dismissed as a fad. Body Shop’s creative CEO, Anita Roddick, built a business based on understanding the basis for local rituals and practices. For example, she observed that some African women use slices of pineapple to cleanse their skin. On the surface, this practice appears to be a meaningless ritual. However, research shows that the active ingredients in pineapple clear away dead skin cells better than chemical formulations.

To think disruptively, MNCs must develop major research facilities in developing regions such as China, India, Latin America, and Africa. The focus of these facilities, however, should not be conventional R&D. Instead, they can and must serve as jumping-off points for radical transactiveness and the development of native capability. Few MNCs have made much of an effort in this direction. Unilever is an exception: It has highly regarded research centers in India, employing more than 400 researchers dedicated to the problems of India’s urban slums and rural villages. Clearly, GE has also planted a stake in the ground in this regard by committing itself to a strategy of “reverse innovation.” Indeed, in May 2009, GE announced that over the next six years, it would spend $3 billion to create at least 100 health care innovations that would substantially lower costs, increase access, and improve quality.



Reinvent Cost Structures

Managers must dramatically reduce cost levels relative to those at the top of the pyramid. To create products and services the poor can afford, companies must reduce their costs by orders of magnitude to say, 10 percent of what they are today. This cannot be achieved by fine-tuning the current approaches to product development, production, and logistics. The entire business process must be rethought with a focus on functionality, not on the product itself.

As suggested earlier, focused R&D and technology development will be critical to reducing costs. Companies such as N-Logue in India, as we have seen, are focusing their R&D energies on affordability by creating Wireless Local Loop technology that dramatically lowers connectivity costs in rural area. Galanz has also used the unique expectations of low-income Chinese as a driver in developing highly affordable and energy-efficient microwave ovens. Thus, viewing the constraints imposed by the BoP as innovation drivers provides one important avenue for driving down costs.

The distributed and localized nature of most clean technology and BoP opportunities also offers opportunities for lowering costs through business model innovation. MNCs typically think in terms of capital intensity and labor productivity, based upon their experience at the top of the pyramid. Exactly the opposite logic applies in the BoP. Given the vast number of underemployed people at the base of the pyramid and the fragmented nature of the distribution system, the business model must provide jobs for many, as did Ruf and Tuf jeans from Arvind Mills: The company employed an army of local tailors as stockers, promoters, distributors, and service providers all rolled in one, even though the cost of the jeans was 80 percent below that of Levis. Thus, designing people-intensive rather than capital-intensive businesses provides another important vehicle for reinventing cost structures.

ITC, the Indian company that created the e-choupal initiative, has also done pioneering work in business model innovation in its paper business. Recognizing that India suffers from extensive soil loss and degradation, ITC launched a wastelands reforestation initiative in collaboration with rural villages throughout India. The company works with villagers as “foresters” to plant trees on wastelands, effectively reforesting lands that had been lost to erosion and overuse and providing local livelihood opportunities. By reforesting wastelands, water retention also increases, addressing another pressing problem throughout the country: falling water tables and water scarcity. Finally, local community partners sustainably harvest these trees to provide ITC with a low-cost, high-quality source of pulp for its paper-making operations. As of early 2010, ITC’s wasteland reforestation initiative covered 100,000 hectares of land and provided 46 million person-days of employment.

Lowering cost structures also forces a debate on ways to reduce investment intensity. This will inevitably lead to greater use of information technology to develop production and distribution systems. As noted, village-based phones are already transforming the pattern of communications throughout the developing world. Add to this the Internet, and we have a whole new way of communicating and creating economic development in poor, rural areas. As we have seen, creative use of IT is emerging in these markets as a means to dramatically lower the costs associated with access to products and services, distribution, and credit management.



Transform the Meaning of Scale

The dominant logic for most MNCs today is that scale literally means “big”—world-scale factories, global supply chains, and international markets. Achieving scale means making big investments and spreading the costs over even bigger markets. Today’s large corporations do not think twice about investing billions of dollars in one new project, whether it’s a new car platform, a chip fab, a pulp mill, or an energy infrastructure project. Placing such big bets often produces spectacular success—but sometimes means horrific failure. Executives’ careers are made and broken based upon how well they manage these investments. New businesses must start big to cover the corporate overhead, clear the hurdle rate, and generate the growth needed to feed the corporate monkey in the near term. Indeed, project-evaluation and capital-budgeting tools are carefully tuned to identify the best of the big ones. Projects that do not fit this description, either because they are initially too small or because they have a delayed payback, are shunted to the side, regardless of their potential. Only square pegs can fit in square holes.

Building a sustainable global enterprise, however, demands that MNCs transform (or, at least, broaden) the meaning of scale. As we have seen, most clean technologies are disruptive; disruptive technologies are typically smaller in scale and more distributed in character. Indeed, many of the most exciting emerging technologies, such as distributed generation of renewable energy, point-of-use water treatment, and microfinance, completely reverse the logic of “bigger is better.” Indeed, with nanotechnology, production takes place at the molecular scale. Furthermore, effectively reaching the base of the pyramid requires a revolution in business models. Local engagement, codevelopment, and low-cost probes are the modus operandi. Therefore, achieving scale in this new arena means marrying distributed capability and learning with world-class technology and global reach. Growth is modular, not monolithic; it occurs from the bottom up through an organic process of coevolution rather than top down, through massive investment in world-scale facilities. It requires native capability, not global scale or local responsiveness.

The industrial age mantra of “economies of scale” may be coming to an end. Managers should therefore centralize only where there are clear and demonstrable advantages. Begin with the assumption that decentralization is the right choice until someone can prove to you otherwise. Question more intently the logic behind economies of scale implicit in world-scale proposals. Are they really a good use of scarce capital resources? Do they foreclose other pathways prematurely? Should some of the company’s investment capital be spread over a wider range of smaller, more distributed experiments? Do some projects that appear too small initially have the potential to scale rapidly through modular, organic growth and become very large businesses? Questions like these can help managers to broaden and ultimately transform the meaning of scale.

Aligning the Organization

Pursuit of a sustainable form of global enterprise is often thwarted by inconsistent or even conflicting elements in organizational infrastructure. Strategies cannot be realized unless the organizational structure and formal systems enable them. Goals cannot be reached without the right people with the right skills using the right processes. Visions can never become real without a serious intent to actually reduce them to practice.11

Exhibit 10.2 lists the elements of organizational infrastructure that are critical to align. There is no question that setting a compelling and challenging vision and mission for corporate sustainability is a key to success. Indeed, it has become increasingly clear that great companies have great purposes that were created by their original founders and still remain at the core of their businesses. A compelling corporate vision and mission enables senior leadership to challenge its people to do something great, to establish a “big, hairy, audacious” goal (BHAG), in the words of Jim Collins and Jerry Porras, a goal that is worthy of their highest aspirations, hopes, and dreams.12 Ray Anderson, CEO of the Atlanta-based carpet manufacturer, Interface, has established a very hairy sustainability goal indeed for the company: to never take another drop of oil from the Earth. This is clearly audacious because the company’s current core product—commercial carpet made from PVC and nylon—is based entirely on petrochemicals.


Exhibit 10.2 Aligning the Organization for Sustainability

• Vision/Mission: Setting the sustainability “BHAG”

• Goals: Establishing measurable targets

• Strategy: Identifying the sustainable value portfolio

• Structure: Creating separate experiments, white spaces, and funding

• Systems: Designing new measurement, rewards, and project evaluation tools

• Processes: Enabling new technology, product, and market development approaches

• People: Integrating sustainability into recruiting, leadership development, and performance evaluation



As we have seen, Walmart’s highly aspirational sustainability goals have also served to catalyze widespread innovation both within the company and, even more importantly, throughout its entire supply chain. ITC in India has also set—and achieved—some very audacious goals: Over the past decade, the corporation has actually become carbon and water positive across its entire operation. This means that through their business activities, they sequester more carbon than they emit, and they regenerate more water than they use. Clearly, the company is on the road to becoming “more good” rather than “less bad.”

Although sustainability-based BHAGs are important, they cannot stand on their own because they define a future state that is well beyond the current grasp of most people in the company. It is necessary to articulate some tangible steps that allow people to make progress toward the vision. That is the purpose of clearly stated and measurable goals. DuPont, for example, has committed to a set of sustainability goals that move the company toward its vision of creating sustainable solutions essential to a better, safer, healthier life for people everywhere. One corporate goal, for example, is to reduce greenhouse gas emissions by at least 15 percent (from a base year of 2004) by 2015. This is an aggressive goal, to be sure, but it directs the attention of employees to the next steps they must take and clarifies appropriate strategies to pursue.

Too often, companies set lofty visions and goals for sustainability, only to have them fall apart at the level of strategy. When this happens, external stakeholders—particularly NGOs and civil society groups—conclude that the company is engaged in little more than public relations and “greenwashing.” It is important, therefore, for companies to be clear on what their actual portfolio of strategies will be. The sustainable value portfolio developed in Chapter 3, “The Sustainable Value Portfolio” (and elaborated further in Exhibit 10.1), is a useful tool for planning the right mix of greening, beyond greening, and even indigenous programs and initiatives. Baxter Healthcare and Dow Corning, for example, have both used this tool to help ensure that they have the mix of strategic activities needed to drive their companies forward toward their goals, particularly in moving beyond greening.

Even where there is clarity with regard to strategy, however, companies can and often do run aground when it comes to implementation. Compelling vision, lofty goals, and aggressive strategies never make it out of the starting gate if the organizational structure and formal systems conspire to kill the projects and punish the people responsible for them. As we have seen, such “corporate antibodies” often treat anything new as an alien invader. In fact, this misalignment may be one of the most significant problems facing large corporations today.

Nike’s failed World Shoe initiative can be attributed, at least in part, to misalignment of strategy, structure, and measurement systems. The first mistake was to locate the venture within the athletic footwear business group; this forced the World Shoe group to make use of the manufacturing and distribution systems used for Nike’s high-end products. Indeed, because existing contract manufacturers were rewarded based upon contribution margin, there was a built-in disincentive for them to even produce the low-priced World Shoes in the first place. Similarly, the company’s pricing formula forced the fledgling venture to price the product beyond what its managers knew was acceptable to their target market, dooming it from the start. Finally, by forcing the venture to market its products through the company’s existing distribution channels—primarily high-end retailers in China’s large cities—Nike virtually guaranteed that it would never be able to reach its target customer base.

Establishing a separate venture or “white space” for the World Shoe, one that had the freedom to design its own production, marketing, and distribution strategy apart from the established Nike pricing formula, might have given the venture a fair chance to realize its full potential, a market of potentially vast proportion. Instead, it was shut down after failing to make even the modest sales targets that had been set, defeated by the inflexibility of the corporate structure and formal systems.

It is thus of critical importance that large corporations make the organizational space necessary for innovative new ventures based on disruptive clean technologies and BoP markets to flourish. As we saw in Chapter 9, “Re-Embedding Innovation Strategy,” creating a separate organization and funding mechanism is an important starting point. That is not to say that such ventures should be allowed to lose money for an extended period of time. On the contrary, there is no reason such ventures cannot be profitable from the very start. As Clay Christensen and Michael Raynor suggest, when it comes to disruptive new ventures, senior management should be patient for growth and impatient for profit; expecting such ventures to become very big very fast fails to appreciate the organic and modular nature of their growth.13

Furthermore, the people who have the courage to undertake these experiments and ventures should not be punished if they fail. Even if successful, some roles in BoP initiatives are temporary; if such roles are perceived as carrying a career stigma, then the best people will not step up to the challenge. BoP pioneers thus need paths for “soft landings” and re-entry should the initiative prove unsuccessful or take a different course. New and innovative measurement and reward systems are therefore crucial in moving us toward a sustainable form of global enterprise.

The critical need for alignment of formal systems, particularly measurement systems, can be seen through Monsanto’s experience in establishing a separate Sustainable Development Sector within the company in the mid-1990s.14 CEO Bob Shapiro’s instinct was exactly on target in establishing this sector. The company needed a place where innovative new ideas could be identified and pilot-tested if the businesses of the future were to come forward. During the mid- to late-1990s, the sector was working with a range of new technologies, as well as new partnerships in developing countries focused on the needs of poor, small shareholder farmers. Unfortunately, the pressures of the company’s measurement system rendered most of these projects stillborn. By imposing the same growth and profitability targets on the fledging new sustainability ventures as were used on investment proposals within the established business units (such as agricultural chemicals), the company effectively foreclosed its option on the future.

In addition to organizational structure and formal systems, it is important to align the informal (cultural) processes that exist within companies: the technology, product, and market-development processes, in particular. In fact, these processes may hold the key. It is relatively easy to change boxes on the organizational chart and alter the discount rate used to evaluate investment decisions; it is a bit more difficult—but perhaps more powerful—to change the way people behave in the company through the processes they follow. We have learned this lesson over the past two decades with such process-oriented programs as quality management, Six Sigma, and business process re-engineering, to name a few. For companies like SC Johnson, DuPont, Ascension Health, and Baxter, the BoP Protocol represents an important first step in developing such new process capabilities.

Designing processes that focus on the commercialization of sustainable technologies and businesses is a surprisingly underutilized tool in large corporations. It is a potentially very important way to guarantee some real action, unlike the rhetoric often associated with vision, goals, or even strategic plans. Philips, for example, has developed a very simple but elegant process for new sustainable business and market development. Philips businesses (and employees, in general) are invited to submit their ideas for projects that focus more effectively on the unmet needs of people worldwide. Project proposals need to outline the economic, environmental, social, and personal aspects of the solution that they intend to deliver. A separate pool of money has been created to fund the best of these new business experiments. In addition, the senior management of the company now requires each of Philips’s businesses to move forward with at least one venture focused on the base of the pyramid each year.15

This brings us to the final element in organizational alignment: people. This element has been virtually ignored by most corporations, but it could turn out to be the most significant of all. Much could be accomplished if the message contained in the corporate sustainability vision statement were actually integrated into corporate recruiting, leadership development, and performance evaluation. I can speak from firsthand experience when I say that, despite the best of intentions, few companies ensure that the recruiters they send to business schools are knowledgeable about sustainability issues. Even fewer firms include some understanding of or experience in sustainable enterprise as part of their hiring criteria for MBAs.

Research by my Cornell colleague Bob Frank suggests that ignoring students’ commitment to social responsibility, ethics, and sustainability in the recruiting process may be a missed opportunity for firms committed to such aims.16 Frank and his colleagues have found that there are significant salary differentials for “morally satisfying” jobs compared to those jobs seen as less socially motivated. In fact, research evidence clearly shows that students require large premiums before they are willing to work for less socially responsible employers. Thus for companies, commitment to sustainability can serve as a magnet for recruiting the best people at a salary level below that of competitors lacking similar commitment.

When it comes to training and development, few MNCs have yet reached the point that they consider global sustainability a significant enough issue to make it an integral part of the leadership development process. Fewer still have made sustainability performance an integral part of the performance evaluation and promotion process. The Tata Group in India is a notable exception to this statement. Indeed, over the past decade, they have developed an integrated approach to embedding a sustainability mindset into their systems, processes, and people. The time is now for corporations to close the loop on their own rhetoric by recruiting, developing, and rewarding people who display capability and imagination in moving the company and the world toward sustainability.

The importance of aligning these elements of organizational infrastructure should not be underestimated. Employees will quickly become cynical and even alienated if they run too frequently into roadblocks or have to take undue career risks to move the sustainability agenda forward. By pointing all the organizational arrows in the same direction, corporate leaders can send a strong signal that encourages employees to step forward and invest their creative energies in the enterprise. Ultimately, that is the only way to ensure success.

Building the Cathedral

In his book Reinventing the Bazaar, John McMillan argues persuasively that large firms can never mimic the creative and innovative behavior of small firms, for one simple reason: ownership.17 The owner of an asset has the right to any residual returns that it generates. If returns are unexpectedly high, the owner gets the windfall. Large firms can divide themselves into smaller units responsible for their own costs and revenues, thereby heightening incentives. Divisional managers can be paid according to their division’s performance. But large firms can never precisely duplicate ownership. A divisional manager does not have residual control, so decisions can be overridden from above. If the division turns out to be wildly more successful than anyone foresaw when the manager’s contract was written, the parent firm will probably find a way to harvest the profits. In short, not being an owner—lacking the rights to residual returns—puts a damper on the motivation to invest creatively and to take risks.

So how can corporations possibly unleash the creative power of their people, a virtual prerequisite to realizing the full potential of sustainability? The answer is ownership! Not ownership of residual returns, but rather ownership of ideas and the ability to champion their development. MNCs must bestow on their people what my colleague Erik Simanis has described as the “license to imagine.” Companies must enable their employees to pitch and run with new ideas—ideas that help to move us toward a sustainable world—in ways that would never be possible on their own or in small start-up enterprises. Corporations must, in short, make meaning for their employees and allow them the chance to align their personal values with what they do on the job everyday.

I am reminded of the parable of three people at work on a construction site. All were doing the same job, but when each was asked what his job was, the answers varied. “Breaking rocks,” replied the first. “Earning a living,” answered the second. “Helping build a cathedral,” said the third. Too many people in large corporations still view their work as either breaking rocks or, at best, earning a living. Sustainability is the cathedral building of the twenty-first century. There can be no more important goal, no nobler aspiration, and no greater business opportunity. What we lack in our companies is not resources, but rather imagination. We must turn people lose to build the cathedral of sustainability.

Senior executives must develop the courage to speak out publicly regarding the importance of sustainable development and the role that they can play in its realization. Corporate governmental affairs must come to mean more than lobbying to maintain the status quo or bending the political process to serve the company’s short-term interests. Instead, business must champion the needed global framework conditions—international protocols and agreements—that governments, civil society, and multilateral agencies have been unable to deliver on their own. For example, the recent launch of the United States Climate Action Partnership (USCAP), an initiative uniting several leading U.S. corporations in a call for swift policy action on global climate change, shows that companies can take a proactive stance in leading us toward a sustainable world in the years ahead.

Building the cathedral of sustainability also requires senior executives to create the structural space for disruptive new technologies and business experiments to flourish. This includes allocating the necessary investment capital to fund their development, protecting the ventures—and their entrepreneurs—from “corporate antibodies” and the tyranny of the current incumbent business, and recognizing and rewarding those who succeed in nurturing the businesses of the future.

While senior executive leadership is crucial, it is also important for each individual and employee to take the bull by the horns. The best place to start is by charting your own personal vision and action plan for sustainability. What can you do, within the realm of your current role, to move the company—and the world—toward sustainability? Write it down. Commit to it. When you have created a practical vision of what you want to achieve, take note of the current reality. As Bryan Smith, my colleague in the Sustainable Enterprise Academy, points out, current reality is not the problem—it simply defines the set of resources, people, and opportunities that you have to work with. Note your current reality and then assess the gap between it and your vision.18

The wider the gap is between vision and the current reality, the more “creative tension” there is. Your challenge is to put together a coalition of people and resources and then build the momentum within the organization to close the gap. That is how you realize the vision. When the first one is realized, move on to the second. Enroll others within the organization to make a similar commitment. Creating a sustainable form of global enterprise is not about waiting for the magic bullet to be handed down from senior management. Instead, it is about hundreds or even thousands of people in the organization deciding to commit to the pursuit of their personal visions and action plans, with global sustainability as the driving force.

Postscript

As we embark upon the second decade of the new century, business has emerged as the most powerful institution on the planet. Seven hundred years ago, it was religion; the world’s cathedrals, mosques, and temples stand as testimony to the primacy of organized religion in the world at that time. Two hundred years ago, it was the state; no tour would be complete without visits to the impressive palaces, capitol buildings, and governmental complexes of the world that remind us of how centrally important government was in the age of enlightenment. Today the most powerful institution in the world is business: Witness the office towers, banks, and commercial centers that dominate today’s largest cities. Although no one denies the continuing and crucial importance of government, religion, and civil society, there can be little doubt that commerce has become the dominant institution.

But as we have seen, there are storm clouds on the horizon: Starting in 2008, a series of crises gripped the planet—the oil price spike, the world food shortage, the subprime lending debacle, the global financial crisis, and finally, the Great Recession. Add to these crises the already long list of ongoing mega-problems—climate change, loss of biodiversity, poverty, inequity, hopelessness, terrorism—and it becomes clear that we have reached a fulcrum point in history. Unless global capitalism can extend its bounty to the entire human community in a way that respects cultural diversity and husbands the natural capital upon which it depends, we may well witness the marginalization of this great institution in our lifetime. Unfortunately, there is no candidate institution waiting to step into the breach to assume leadership: Global governance is in its infancy; nation states are consumed by their own narrow self-interests; religious fundamentalism has become a divisive rather than constructive force, and civil society lacks the resources and technology to make a large enough impact on its own. Today, multinational corporations are the only truly global institutions that exist.

It now seems clear that environmental collapse, global terrorism, and geopolitical meltdown all wait in the wings if business fails to step up to the challenge. After five decades and over $2 trillion in foreign aid, the top-down prescriptions of the development regime have largely failed. The United States, the lone military superpower in the world today, is mired in a parochial and counterproductive struggle between two outmoded ideologies: liberal versus conservative. Tragically, neither is appropriate for the challenges that lie ahead. We desperately need a third way, one premised on a combination of global interdependence, sustainability, local self-reliance, and bottom-up entrepreneurship. Commerce may be the only institution with the resources, capabilities, and global reach to make it happen. Today, capitalism truly does stand at a crossroads: My hope is that this book has shed some light on how best to negotiate the perilous intersection ahead.
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Epilogue: Looking Forward

When the hijacked planes flew into the World Trade Center towers and the Pentagon on September 11, 2001, many believed that the world had changed fundamentally. They were wrong. The world was exactly the same as it had been the day before. The horrific events of 9/11 simply focused our attention in a new way: It was now clear that the world was inextricably interconnected and that unrest in one part of the globe would not remain geographically isolated.

Many in the wealthy nations of the West—particularly the United States—became aware, perhaps for the first time, of what others in developing countries had known for a long time: When people are desperate, disenfranchised, or humiliated, they will resort to just about anything to relieve that condition. Most will seek resolution through modest means, such as working harder, migrating to find new opportunities, or perhaps even resorting to petty crime. Others will turn to organized protest or seek political solutions. A few will resort to the ultimate expression of alienation and repudiation: terrorism.

There is little doubt that the leaders of terrorist organizations are, more often than not, driven by extremist ideologies. Militant Islam, for example, weaves together fundamentalist religious beliefs, moral values, and a radical political agenda to create a particularly virulent form of such extremism. As the leaders of such groups know, however, special circumstances are required to attract the large numbers of people needed to effectively advance and support the cause. Most people are not born to be suicide bombers or militia members. It takes a lifetime of neglect, despair, dashed hopes, thwarted opportunities, or worse—intimidation, exploitation, and humiliation—to drive most people to such extremes.

The point is that it truly “takes a village” to support an organized terrorist movement. Only by reversing the conditions that breed acceptance and support of such behavior—poverty, inequity, hopelessness, loss of dignity—will we deal with the root causes of the problem. Yet while thousands of lives were lost or altered forever by the events of 9/11, and hundreds of known terrorist leaders have since been killed or captured, these underlying conditions remain largely unchanged—or have perhaps even worsened. Terrorism, in short, is a symptom; the underlying problem is unsustainable development.

Draining the Swamp

The Middle East in the early twenty-first century provides perhaps the starkest example of unsustainable development in modern history.1 Oil has made a few elites enormously wealthy and powerful, while the masses have seen little of the benefit. Western dependence on oil has allowed dictators and despots to reign supreme, as long as they ensure that the oil keeps flowing. Indeed, Washington and the West have supported the very Muslim tyrannies that al Qaeda and other extremist groups seek to destroy.2 Tragically, then, the developed world’s growing dependence on oil from the Middle East virtually ensures that this vicious cycle will continue. And to make matters worse, the massive consumption of fossil fuels with its attendant carbon emissions endangers the very climate system upon which we all depend.

A proud culture boasting scientific and artistic achievement second to none, the Arab world today is a shadow of its former self, rife with hopelessness, despair, and a profound sense of humiliation. Journalist Tom Friedman describes the problem in the Middle East as not so much a poverty of money, but rather a poverty of dignity.3 Western popular culture, often a direct affront to Islamic values, has permeated every corner of the region. Indeed, Islam’s traditional emphasis on charity, social security for all, and the integration of the sacred into everyday life seems, to many Muslims, to be at odds with the Western conception of development and modernization.4

Tens of millions of young Muslims in the Middle East are coming of age at a time of record unemployment and lack of opportunity. Doctors, lawyers, and other professionals are churned out of universities only to work as day laborers and waiters. Religious extremism and nihilism provide potentially attractive escapes from the grinding sense of frustration and humiliation. Should we be surprised that growing numbers of young Muslims are attracted to a cause that takes away their pain by providing a sense of purpose, however misguided, as well as affiliation and economic security? Could it be that the metaphor of “war” as the frame for addressing the terrorism problem has served more to alienate and spread fear than to expand our vision of what is possible? In our efforts to “drain the swamp,” have we inadvertently ended up creating a quagmire?

It seems that what is needed is a compelling and persuasive alternative to extremist ideologies and terrorism—a vision of hope, mutual respect, and opportunity—that can offer the prospect of a better life to the masses in the Middle East and the Muslim World. Witness, for example, the U.S. military’s recent initiative seeking to address the root causes of terrorism through the use of an “indirect approach” focused on capacity-building, economic development, and opportunity creation.5 What if we spent a small fraction of the money committed to military effort to empower and support small-scale enterprise development throughout the region? What if we flooded the region with teachers, health care providers, social workers, small business developers, and microfinanciers rather than merely more uniformed soldiers and Western contractors? Could sustainable enterprise and BoP venturing become the new raison d’etre for the “special forces” of the twenty-first century?

Indeed, what if we saw the Muslim World as the ultimate challenge in the creation of a sustainable form of enterprise? Some elements of this are already present in Abu Dhabi’s Masdar Initiative, which seeks to foment the clean-tech revolution by building a sustainable, carbon-neutral city. But couldn’t all the strategies discussed in this book—clean technology, the Great Leap Downward, creative destruction, radical transactiveness, native capability, embedded innovation—serve as potential antidotes to the current vicious cycle of violence throughout the region? Imagine, for example, incubating the renewable, distributed energy system of the future in the very belly of the petroleum beast itself. Could there not be a more delicious irony? But more important, could there not be a more pressing need?

The Next Tsunami

On the day after Christmas in 2004, a great tidal wave washed over most of the coastal communities of South Asia, leaving death and destruction on an unprecedented scale in its wake. With over 150,000 dead and tens of billions of dollars in damage, the world rallied to the aid of the millions of victims: Governments rose to the challenge by contributing hundreds of millions of dollars in disaster relief; charitable contributions from private citizens from across the world reached record levels in an outpouring of support and sympathy. Companies ramped up production to supply the needed goods and services from water purification equipment to emergency shelter to medical supplies. NGOs, disaster relief agencies, and even the military mobilized on a massive scale to airlift and distribute emergency aid to the hundreds of remote communities that had been devastated by the disaster.

In Indonesia, Thailand, and Sri Lanka, extremist movements, terrorist groups, and warring factions set aside their differences, at least for the short term, to address the human suffering and devastation that lay in the great Tsunami’s wake. Indeed, the possibility for unity—between rich and poor; Christian, Buddhist, Hindu, and Muslim; corporate, government and civil society; developed and developing—was palpable. The flood had created the pretext for collaboration and common cause, at least for a while. But what happens now that the immediate tragedy has passed and world attention is drawn away to other issues? Hurricane Katrina, the New Orleans Debacle, a growing crisis in Afghanistan, and now, the Haiti disaster have all served to distract Americans from the continuing tragedy in Asia. Predictably, with the passage of time, the aid has dried up, leaving these communities destitute and impoverished. Will the region now become an even greater hotbed for extremist movements and terrorist activity? Or can we envision another wave after the Great Tsunami—one based upon the principles developed in this book?

Indeed, with the South Asia coastline still in ruins, there is an opportunity to drive the reconstruction process through an enterprise-based model organized around a vision of sustainable development. For visionary companies, this offers the chance to leapfrog directly to clean technology, wireless telecommunications, distributed generation of renewable energy, point-of-use water purification, sustainable agriculture, and environmentally sound building techniques. For the financial sector, the opportunity exists to help local people pull themselves back up by the bootstraps through micro-finance and microentrepreneurship, rather than perpetuating a deepening cycle of aid-based dependence.

In short, the next wave could be an orchestrated effort to bring inclusive capitalism to the region, with the potential to diffuse forever the insurgency movements that result from inequity, poverty, isolation, and hopelessness. Imagine the possibility of creating common cause with Indonesia—the largest Muslim nation in the World—to create a sustainable future for the country’s devastated west coast. It might be possible to transform an entire generation’s view of the United States and western capitalism. The time is now for the major corporations of the world to step up to this challenge—to forge the partnerships with the multilaterals, governments, NGOs, and local players necessary to make it happen. In fact, the same logic applies to the sustainable redevelopment of New Orleans, Afghanistan, Haiti, and other distressed or deindustrialized regions around the world, such as Detroit, Michigan.

Tragically, political solutions to the world’s social and environmental problems have not been forthcoming—witness the impasse in Copenhagen and the steady slide back to “business-as-usual” in the wake of the global financial crisis. Indeed, the framework conditions needed for global governance have remained elusive, aid and philanthropy have not been adequate to the challenge, and the use of force appears to create more problems than it solves. Economic globalization has shown promise, but thus far, it has not managed to reach the majority of humanity. Increasingly, people around the world are asking the question, must capitalism’s thirst for growth and profits serve only to exacerbate poverty and environmental deterioration? If the answer to this question is yes, as a growing chorus of antiglobalization activists believe, then there is little hope.

As I propose in this book, however, the answer to this question must be an emphatic “No.” The major challenge—and opportunity—of our time is to create a form of commerce that uplifts the entire human community of 6.7 billion and does so in a way that respects both natural and cultural diversity. Indeed, that is the only realistic and viable pathway to a sustainable world. And business can—and must—lead the way.

Who Will Be the Twenty-First Century Watchdog?

While business can play a catalytic role in moving us toward a sustainable world, it has also become increasingly clear that the institutions of global capitalism alone cannot be the answer. With the implosion of the global financial system in 2009, many began to question once again whether greed and the profit motive could ever be reconciled. The anger spilled over from “Wall Street” to “Main Street” with government bailouts of failing automobile companies and continuing massive subsidies to incumbent players in the energy, food, health insurance, and pharmaceutical sectors, to name only a few—all of this at a time when individuals, families, and small businesses around the world were left to sink or swim in one of the worst economic slowdowns since the Great Depression.

To be sure, global companies are large, complex—and paradoxical. For every far-sighted corporate sustainability initiative, there are also legacy investments and unsustainable practices that must be countered. DuPont, for example, is committed to reinventing itself around renewable energy and bio-based materials yet continues to be one of the major toxic emitters in the United States; BP proclaims that it is moving “Beyond Petroleum” yet continues to be a major advocate of oil and gas exploration in the Arctic National Wildlife Refuge in Alaska; Interface, the world’s largest commercial carpet producer, has vowed that ultimately, it will not take “another drop of oil from the earth,” yet it sources virgin PVC made from petrochemical feedstock for its booming carpet business in Asia. Remember too that Monsanto championed the cause of “Food, Health, and Hope” yet produced seeds exclusively for first-world crops genetically modified to resist pests and withstand herbicide treatment. In the end, only a “stakeholder swarm” of NGOs and activists from around the world held them accountable. Why should Citibank, Goldman Sachs, Aetna, or WellPoint be any different?

So while global corporations have the capacity to lead us toward a sustainable world in the years ahead, it is also apparent that an empowered and connected civil society is essential in the role of watchdog and endorser. In fact, it is precisely MNCs’ size and visibility that make them susceptible to this form of “bottom-up” discipline (compared to smaller, less visible local companies). This new reality should also serve as a wake-up call for governments: Learn how to design more effective systems of corporate monitoring and regulation by modeling the emergent properties of the Internet-connected stakeholder swarm! We need it now more than ever.

Given the velocity of change in the world, I have tried to do much more than simply update the material contained in the 2007 second edition. Indeed, I have endeavored wherever possible to incorporate recent trends and new initiatives in this third edition of the book. In fact, the developments over these past three years have been significant enough that we felt it appropriate to change the subtitle of the book: What was previously “Aligning Business, Earth, and Humanity” has now become: “Next-Generation Business Strategies for a Post-Crisis World.” This change reflects the belief that we have reached the tipping point for the change and transformation required to move us toward a more sustainable world. For all of our sakes, I sincerely hope that this belief proves to be correct.
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Praise for The Fortune at the Bottom of the Pyramid

“C.K. Prahalad argues that companies must revolutionize how they do business in developing countries if both sides of that economic equation are to prosper. Drawing on a wealth of case studies, his compelling new book offers an intriguing blueprint for how to fight poverty with profitability.”

Bill Gates
Chairman and Chief Software Architect,
Microsoft

“The Fortune at the Bottom of the Pyramid belongs at the top of the reading list for business people, academics, and experts pursuing the elusive goal of sustainable growth in the developing world. C.K. Prahalad writes with uncommon insight about consumer needs in poor societies and opportunities for the private sector to serve important public purposes while enhancing its own bottom line. If you are looking for fresh thinking about emerging markets, your search is ended. This is the book for you.”

Madeleine K. Albright
Former U.S. Secretary of State

“Prahalad challenges readers to re-evaluate their preconceived notions about the commercial opportunities in serving the relatively poor nations of the world. The Fortune at the Bottom of the Pyramid highlights the way to commercial success and societal improvement—but only if the developed world reconceives the way it delivers products and services to the developing world.”

Christopher Rodrigues
CEO, Visa International

“An important and insightful work showing persuasively how the private sector can be put at the center of development, not just as a rhetorical flourish but as a real engine of jobs and services for the poor.”

Mark Malloch Brown
Administrator
United Nations Development Programme

“Most people recognize that poverty is a major problem in the world, yet they throw up their hands and say, ‘What to do?’ Not so C.K. Prahalad. The Fortune at the Bottom of the Pyramid gives us hope and strategies for eradicating poverty through profits that benefit all. Pass this book on to those who need to read it.”

Ken Blanchard
coauthor of The One Minute Manager® and
The Secret: What Great Leaders Know—And Do


Preface

This book is a result of a long and lonely journey for me. It started during the Christmas vacation of 1995. During that period of celebration and good cheer, one issue kept nagging me: What are we doing about the poorest people around the world? Why is it that with all our technology, managerial know-how, and investment capacity, we cannot make even a minor contribution to the problem of pervasive global poverty and disenfranchisement? Why can’t we create inclusive capitalism? Needless to say, these are not new questions. However, as one who is familiar with both the developed and the developing world, the contrasts kept gnawing at me. It became clear that finding a solution to the problems of those at the bottom of the economic pyramid around the world should be an integral part of my next intellectual journey. It was also clear that we have to start with a new approach, a “clean sheet of paper.” We have to learn from the successes and failures of the past; the promises made and not fulfilled. Doing more of the same, by refining the solutions of the past—developmental aid, subsidies, governmental support, localized nongovernmental organization (NGO)–based solutions, exclusive reliance on deregulation and privatization of public assets—is important and has a role to play, but has not redressed the problem of poverty.

Although NGOs worked tirelessly to promote local solutions and local entrepreneurship, the idea of large-scale entrepreneurship as a possible solution to poverty had not taken root. It appeared that many a politician, bureaucrat, and manager in large domestic and global firms agreed on one thing: The poor are wards of the state. This implicit agreement was bothersome. The large-scale private sector was only marginally involved in dealing with the problems of 80 percent of humanity. The natural question, therefore, was this: What if we mobilized the resources, scale, and scope of large firms to co-create solutions to the problems at the bottom of the pyramid (BOP), those 4 billion people who live on less than $2 a day? Why can’t we mobilize the investment capacity of large firms with the knowledge and commitment of NGOs and the communities that need help? Why can’t we co-create unique solutions? That was the beginning of my journey to understand and motivate large firms to imagine and act on their role in creating a more just and humane society by collaborating effectively with other institutions.

It was obvious that managers can sustain their enthusiasm and commitment to activities only if they are grounded in good business practices. The four to five billion people at the BOP can help redefine what “good business practice” is. This was not about philanthropy and notions of corporate social responsibility. These initiatives can take the process of engagement between the poor and the large firm only so far. Great contributions can result from these initiatives, but these activities are unlikely to be fully integrated with the core activities of the firm. For sustaining energy, resources, and innovation, the BOP must become a key element of the central mission for large private-sector firms. The poor must become active, informed, and involved consumers. Poverty reduction can result from co-creating a market around the needs of the poor.

We have to discard many of the “for and against” views of the world. For example, “are you for globalization or against it?” is not a good question. Globalization, like all other major social movements, brings some good and some bad. Similarly, global versus local is not a useful debate. The tensions are real. Very early in my career, I learned that even within the multinational corporation (MNC), that is not a settled debate.

Similarly, the debate between small (for example, microfinance) and large (for example, multinational firms) is not a useful debate either. Large business can bring efficiency. NGOs can bring creativity to solve the problems that face us all. Certainly, I wanted to avoid the paternalism toward the poor that I saw in NGOs, government agencies, and MNCs.

This book is concerned about what works. This is not a debate about who is right. I am even less concerned about what might go wrong. Plenty can and has. I am focused on the potential for learning from the few experiments that are going right. These can show us the way forward. I do not want the poor of the world to become a constituency. I want poverty to be a problem that should be solved. This book is about all of the players—NGOs, large domestic firms, MNCs, government agencies, and most importantly, the poor themselves—coming together to solve complex problems that we face as we enter the 21st century. The problem of poverty must force us to innovate, not claim “rights to impose our solutions.”

The starting point for this transition had to be twofold. First, we should consider the implications of the language we use. “Poverty alleviation” and “the poor” are terms that are loaded with meaning and historical baggage. The focus on entrepreneurial activities as an antidote to the current malaise must focus on an active, underserved consumer community and a potential for global growth in trade and prosperity as the four to five billion poor become part of a system of inclusive capitalism. We should commence talking about underserved consumers and markets. The process must start with respect for Bottom of the Pyramid consumers as individuals. The process of co-creation assumes that consumers are equally important joint problem solvers. Consumers and consumer communities will demand and get choice. This process of creating an involved and activist consumer is already emerging. The BOP provides an opportunity to turbocharge this process of change in the traditional relationship between the firm and the consumer. Second, we must recognize that the conversion of the BOP into an active market is essentially a developmental activity. It is not about serving an existing market more efficiently. New and creative approaches are needed to convert poverty into an opportunity for all concerned. That is the challenge.

When the basic approach was clear, the opportunities became obvious. The new viewpoint showed a different landscape and a focus on early and quiet attempts by some firms to explore this terrain. Unilever and its Indian subsidiary, Hindustan Lever Limited, was one such early experimenter. Around 1997, I found a kindred spirit in colleague Professor Stu Hart at the University of Michigan Business School (UMBS), who was approaching similar problems from a sustainable development perspective. We produced a working paper called “The Strategies for the Bottom of the Pyramid.” Needless to say, not a single journal would accept the article for publication. It was too radical. Reviewers thought that it did not follow the work of developmental economists. Nobody noticed that we were offering an alternative to the traditional wisdom of how to alleviate global poverty. Thanks to the Web, various revisions of the working paper circulated freely. Surprisingly, a number of managers read it, accepted its premise, and started to initiate action based on it. Managers at Hewlett-Packard, DuPont, Monsanto, and other corporations started a venture fund and dedicated senior managers’ time and energy to examine this opportunity. Meanwhile, the Digital Dividend conference organized by Dr. Allen Hammond and the World Resources Institute in Seattle in 1999 provided a forum to examine these ideas in depth. I have not looked back. Since 1997, I have used every possible platform—academic, managerial, and governmental—to push the idea of the BOP as a market and a source of innovations. During the last five years, slowly at first but now more rapidly, a large number of NGOs, academics, and managers have started to discuss the need for an alternate approach to poverty alleviation and the potential role of the private sector and entrepreneurship as one of the critical elements.

The publication of the two articles, “The Fortune at the Bottom of the Pyramid,” in Strategy+Business (January 2002) with Stu Hart, and “Serve the World’s Poor, Profitably” in the Harvard Business Review (September 2002) with Allen Hammond, facilitated the process of widespread discussion within corporations. Today, the discussion is not about “whether” but how fast and where. We have come a long way.

In the fall of 2002, several MBA students at the UMBS came to me and said that they would like to work with me on BOP issues and that they were intrigued by the ideas they had seen in print and my message in numerous lectures on campus and outside. I was not easily convinced. I imposed extraordinary demands on them to convince me that they really cared. They convinced me overwhelmingly. They were ready to travel, explore opportunities, and endure the painful task of assembling convincing evidence. That was the start of the now widely accepted XMAP projects (a variant of International Multidisciplinary Action Projects [IMAP], which UMBS has long supported with faculty mentoring). The X in XMAP stood for experimental. The enthusiasm of the students, especially Cynthia Casas and Praveen Suthrum, provided the glue and helped see the project through administrative difficulties. I am grateful to all the MBA students whose dedication made this book possible.

This book is in five parts. In Part I, a new introduction outlines the progress in the BOP agenda since the publication of the book in 2004. It is an update five years later that confirms the growth and sustainability of the idea. In Part II, which was part of the original 2004 edition (left unchanged), we develop a framework for the active engagement of the private sector at the BOP. It provides the basis for a profitable win–win engagement. The focus is on the nature of changes that all players—the large firm, NGOs, governmental agencies, and the poor themselves—must accept to make this process work. Part III contains letters from CEOs of major corporations supporting the approach, while Part IV describes cases, in a wide variety of businesses, where the BOP become an active market and brought benefits, far beyond just products, to consumers. The cases represent a wide variety of industries—from retail, health, and financial services to agribusiness and government. They are located in Peru, Brazil, Nicaragua, Mexico, and India. They represent a wide variety of institutions working together—subsidiaries of MNCs, large domestic firms, startups, and NGOs. They are all motivated by the same concern: They want to change the face of poverty by bringing to bear a combination of high-technology, private enterprise, market-based solutions, and involvement of multiple organizations. They are solving real problems. The newest of these case studies, that of Jaipur Rugs, opens a new perspective on building global supply chains that benefits the BOP producers. Part V contains the videos that accompany the case studies (available on the CD and www.ftpress.com/Prahalad).

The BOP consumers get products and services at an affordable price, but more important, they get recognition, respect, and fair treatment. Building self-esteem and entrepreneurial drive at the BOP is probably the most enduring contribution that the private sector can make. Finally, decision makers do not often hear the voices of the poor. We tend to make assumptions about how they feel.

On the CD and ftpress.com are video stories that attempt to tell the story primarily from their perspective. Each of the research teams—MBA students—went with video cameras and recorded their conversations with the BOP consumers and with the company managers. We collected more than 100 hours of video as part of the research. We presented the story from the point of view of the BOP consumers, the so-called poor. They are the primary storytellers. They tell us in their language—from Portuguese to Hindi—their view of what the involvement of the private sector and the resultant transition have meant for them. The three parts—the rationale for and the approach to private-sector involvement, the in-depth case studies, and the voices of the BOP consumers—are all an integral part of the book. They are intended to focus not only on the intellectual but also on the emotional arguments for encouraging private-sector engagement.

No research of this nature can be done without the active support of firms and managers. They gave us open access, their time, and their insights. Their enthusiasm was infectious. None of us who were a part of the research need any more convincing. We do know that the entrepreneurship and inventiveness of dedicated managers can bring a sea of change rapidly. That is true across the world. We could not have documented the richness of the transformation taking place at the BOP through the efforts of dedicated management teams without an unstinting effort by the students. The biographies of the students who were involved in developing the case studies are given at the end of this book.

Research of this nature, on the cutting edge, cannot take place in an academic institution without the active support of the dean. Dean Robert J. Dolan bet on the initiative. Associate Dean Michael D. Gordon remained a constant source of encouragement to me and to the students in all stages of the project, from obtaining enough video cameras to providing substantive inputs to the research. His deep belief and commitment to the research agenda were critical to the project. Several of my colleagues provided support. I owe special thanks to Associate Dean Gene Anderson, Associate Dean Izak Duenyas, and colleagues Andy Lawlor and Jan Svejnar, former director of the William Davidson Institute.

It was fortuitous that Kofi Annan, then Secretary General of the United Nations, constituted a special commission on Private Sector and Development under the auspices of the United Nations Development Program and its administrator Mark Malloch Brown. As a member of the Commission, I had a chance to share my ideas with the members of the Commission and staff and found a useful platform for dialogue. Nissim Ezekiel, Yann Risz, Sahb Sobhani, Jan Krutzinna, and Naheed Nenshi showed great willingness to debate and challenge many of the ideas presented in this book. I have benefited from their dialogue. It is my hope that the body of work represented in this book influenced the thinking of the Commission as well.

No project of this size can be done without the active support of a wide variety of people. Cynthia Shaw (UMBS) and Fred Wessells provided editorial assistance in reducing the mountain of data we had collected on each case study into a manageable document. Russ Hall provided additional editorial support and helped in considerably improving the case studies and the text. Many of my colleagues, including Prof. M. S. Krishnan, Prof. Venkat Ramaswamy, Prof. Michael Gordon, and Ron Bendersky (Executive Education, UMBS) helped with detailed suggestions for improving the text. Hrishi Bhattacharyya (Unilever), Allen Hammond (World Resources Institute), and Jeb Brugmann and Craig Cohon (Globalegacy) provided useful insights. The Wharton Business Publishing team has been exceptional in its support and belief in the message. Jerry Wind (Wharton) accepted the idea of this book with great enthusiasm, and Steve Kobrin at Wharton continues the school’s support and encouragement. Throughout all the editions, the publishing teams, led by Tim Moore, were remarkable in their support. Their commitment to this book has been a source of strength. Patti Guerrieri was always willing to help and produced yet another revision of the manuscript with patience and quiet competence. Kimberly Ward (UMBS) oversaw the entire project, and Brian Greminger worked magic with the videos. Both of them, by their dedication to the students and to the overall project, were a source of inspiration. Finally, the students stayed with the project for more than a year, always managing to do more and accommodating what must have appeared to be random demands on their time.

The biggest supporters of this project were my family. Our children, Murali Krishna and Deepa, and the latter’s husband, Ashwin, kept me going when I was willing to give up the idea of writing a book-length manuscript. As always, my wife, Gayatri, was my source of strength. She deeply believed in the cause and accompanied me to a wide variety of on-site visits, be it Jaipur Foot or the Shakti Amma. She willingly created the space and time for me to work on this project.

It is my hope that this book provides the impetus for a more active engagement of the private sector in building the marketing ecosystems for transforming the BOP.

C.K. Prahalad
San Diego


Guide to Readers

The book is organized in five parts. The purpose of this guide is to outline the scope and the rationale behind each part. This should make it easy for readers to navigate through the book.

Part 1: Private Sector and Poverty: Progress During 2004-2009

This part contains the new introduction to the book. It provides a brief outline of the progress made since the book was launched in the later part of 2004. The focus is on what we have learned from the efforts of both global and local firms’ initiatives on the emerging “rules of engagement” with the BOP.

Part 2: The Original Text of the Book

We have consciously kept the original text as is. There was no attempt to update the chapters. The goal was to preserve the integrity of the text and do the updating—our learning over the last five years—in the introduction.

Part 3: CEO Reactions to the Concept and the Book

We asked ten CEOs to reflect on the concept of the role of the private sector and BOP markets, as well describe the impact this book has had on their efforts, if any. These CEOs represent a wide variety of organizations. These firms represent a wide variety of industries, geographical origins, sizes, and heritages. The letters from the CEOs reflect their voices. These ten views included in this part also contain the views of a Dean of a business school and a prominent NGO.

Part 4: Cases Studies and CEO Comments

In this part, we have included one new case. Jaipur Rugs demonstrates how a global supply chain can be built with the poor of India as the providers of the sophisticated capability to weave world-class hand-knotted rugs using imported wool from Australia and exporting finished carpets to the United States.

We have left the other cases as they were in the original book but added an update section.

The updates were written by the CEOs of the companies. Each CEO took stock of the progress they have made since the time the case was written. We are pleased to say that all the initiatives have grown and made great progress. Each one has written their own version of the changes, and you will see a wide variety of lengths, focus, pride, and accomplishment in each one of these updates.

Part 5: Video Clips

Each case has a video attached to it. The role of the video is to give a sense of people, locales, the impact of the private sector initiatives on their lives, and their views of what has changed for them. This is the perspective from the BOP.

The videos are available on the book’s CD and online at www.ftpress.com/Prahalad.

Focus: Multiple Perspectives

As can be seen from the organization of the book, the goal was to provide multiple perspectives. We start from the author’s review, to CEOs who have started new initiatives during the last five years, to progress made by those whose pioneering work gave the impetus to the book in 2004. Most importantly, it retains the voices of the BOP consumers, producers, investors, and innovators in the videos.
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New Introduction: Private Sector and Poverty: Progress During 2004-2009

Five years is not a long time to evaluate the diffusion of an idea; much less its impact on the ground. It has been less than five years since the book The Fortune at the Bottom of the Pyramid: Eradicating Poverty Through Profits was published. The first article on the subject appeared in 2002.1 At the time, the proposition that the private sector had a critical role to play in alleviating global poverty was generally met with skepticism. The idea that they could have the greatest impact through creating profitable businesses serving the 5 billion people who represented the “invisible, unserved market” was even more radical. I am profoundly grateful for the people in government, nongovernmental organizations, and large corporations who were willing to listen and experiment. The poor, of course, have long been hungry for change. Their enthusiasm and insights have been a huge inspiration to me.

We are a long way from solving the problem of global poverty. But I find reason to be optimistic that the conditions for creating significant and sustainable change are emerging rapidly. First, the idea that the private sector can and should be involved in creating market-based solutions for the world’s poorest consumers is gaining credibility. The market success of some multinationals that have taken up the challenge has created momentum. Respected business leaders such as Bill Gates championing the cause of creative capitalism has also contributed to a shift in perception.

Second, actively engaging with consumers in Bottom of the Pyramid markets has resonated with consumers in developed markets as well. The attitudes of the general public have begun to shift away from direct aid to an exchange of ideas and capital. For as little as $25, anyone can evaluate business plans and extend micro loans to Bottom of the Pyramid entrepreneurs through Kiva.org. A few clicks on Novica.com grants access to a network of traditional crafts and artisans, and purchases are accompanied with a note from the artist. Cell phones are a part of the lives of the rich and poor alike. Today, citizens are engaging with each other in ways that would have been difficult to imagine even a few years ago. As a result, awareness of the conditions and nuances of the Bottom of the Pyramid is increasing. This has translated for the push for companies to help in uplifting the Bottom of the Pyramid from civil society, governments, and nongovernmental organizations.

Support—or pressure—for companies to be involved in the Bottom of the Pyramid will not create sustainable growth. The original inspiration for this book—eradicating poverty through profits—seems more tangible today than it did five years ago. There is evidence today that the innovations in the Bottom of the Pyramid can and have produced profitable business, and consumers in these markets have shown that they are as savvy and demanding as those anywhere else. Through my work with the United Nations Development Commission and large multinationals, the most encouraging lesson in this journey has not been in just the validation of the business model originally put forth. Far more significant is the emergence of the Bottom of the Pyramid as a platform for global innovation in some cases; a development which has important implications.

In this introduction to the 2009 edition of this book, I briefly assess the impact of the idea and include the perspectives of executives who have led major initiatives in Bottom of the Pyramid markets. I also address some of the emerging questions regarding Bottom of the Pyramid markets. There are five major themes I talk about explicitly:

1. How has the role of the private sector evolved in poverty alleviation?

2. What have large firms, including multinationals, learned as they actively pursue nontraditional opportunities in the Bottom of the Pyramid markets?

3. What are the key lessons for developing these market opportunities?

4. Are these markets forcing a “new social compact” for business?

5. What are the emerging “rules of engagement” that should inform our approach to Bottom of the Pyramid markets?

The Role of the Private Sector

Until recently, little attention was paid to the role of the private sector in poverty alleviation. The Millennium development goals were originally developed without recognition of the role that the private sector could play. It was later that the social compact with the private sector was formulated by the then Secretary General of the United Nations, Mr. Kofi Annan. The pioneering work on this topic was done by a Blue Ribbon Commission organized by the United Nations Development Program on private sector and poverty. The report was issued in 2004.2 I had the privilege of serving on that commission. The United Nations Development Program is now fully engaged with the idea of the private sector’s contribution to poverty alleviation.3 Similarly, organizations such as the World Economic Forum have focused private sector groups in developing solutions to poverty—be it the Social Entrepreneurship Forum or the group of firms collaborating to fight global hunger. The acceptance of the role of the private sector in poverty alleviation by civil society is somewhat mixed. Some are willing to accept a role for the private sector and some, as should be, are more skeptical. However, increasingly, large private sector firms and civil society organizations are learning to work together in a collaborative fashion. There is growing recognition that marrying the local knowledge of the nongovernmental organization with global reach of the multinational firm can create unique and sustainable solutions. Needless to say, the private sector cannot solve all problems but can bring technical and financial resources, the disciplines of organization, accountability, and entrepreneurial drive to bear on the problems.4

Who and What Is the Bottom of the Pyramid? What Have We Learned?

There is a lot of discussion on what the Bottom of the Pyramid market is and who constitutes that market. The original definition of the Bottom of the Pyramid was based on a simple premise. The concept was originally introduced to draw attention to the 4-5 billion poor who are unserved or underserved by the large organized private sector, including multinational firms. This group, until recently ignored by the private sector, could be a source of much needed vitality and growth. The assumptions influencing the focus on the Bottom of the Pyramid were also explicit: “Four billion poor can be the engine of the next round of global trade and prosperity. Serving the Bottom of the Pyramid consumers will demand innovations in technology, products and services, and business models. More important, it will require large firms to work collaboratively with civil society organizations and local governments. Market development at the Bottom of the Pyramid will also create millions of new entrepreneurs at the grass root level—from women working as distributors and entrepreneurs to village level micro enterprises (page 2 in the original book).

Needless to say, four billion people cannot be a monolith. They represent extreme variety—in their levels of literacy, rural-urban mix, geographical mix, income levels, cultural and religious differences, and every other conceivable basis for segmentation. This extreme variety does lead to multiple perspectives on the Bottom of the Pyramid. The Bottom of the Pyramid is like a kaleidoscope. No single view illuminates the total opportunity. Every twist helps focus on a specific facet of the opportunity or problem. This variety supports major disagreements among scholars and practitioners on what constitutes the Bottom of the Pyramid. Moreover, the term Bottom of the Pyramid evokes different images. Not surprisingly, readers tend to attribute their own definition to the idea. I called it the Bottom of the Pyramid because that was the reality as I saw it. The goal was to ensure that the rich—the top of the pyramid—could be sensitized to those who are less fortunate. Some did not like the idea of the bottom of the pyramid; they called it the Base of the Pyramid—a bottom-up view.5 Segmenting the 4 billion was not far off. Some talked about the Next Billion.6 Some focused on the Next 4 Billion.7 Some focused on the Bottom Billion.8 Some tried to get back to the old ways of categorizing the market as A to E; categories C, D, and E constituting the BOP. There is also significant debate on who are at the Bottom of the Pyramid—people living on less than $2/day? Less than $1/day? What about people earning more than $2/day but still in poverty without adequate access to world class (not the same as luxury) goods and services? The extensive study by World Resources Institute/International Finance Corporation has given granularity to the composition of the next 4 billion by country and by income level. It has also shown that Bottom of the Pyramid consumers account for $5 trillion in Purchasing Power Parity terms.

The Bottom of the Pyramid debate has led to new perspectives on the opportunity. There is a focus on the Middle of the Pyramid, or the aspiring middle class. A recent study by the Economist concluded that half the world can be classified as the emerging middle class; defined as a population living on $2–13 at 2005 Purchasing Power Parity prices. They have discretionary income and spend on education, health, energy, transportation, and personal care. This market by some estimates includes 2.6 billion people in 2005 and is rising fast. Asia alone is expected to have approximately 60 percent of the global middle class.9 Many firms now classify the Bottom of the Pyramid market as “emerging consumer markets” or just emerging markets. Obviously this is a more emotionally neutral term. More important, this view of Bottom of the Pyramid markets—the emerging consumers—shows the respect and the commitment of managers in large firms who have spent time and resources to understand this opportunity. This is a significant change from the position even five years ago.

We can draw multiple lessons from the heated debates about what constitutes the Bottom of the Pyramid during the last five years:

1. There is a clear recognition that four billion micro consumers and micro producers constitute a significant market and represent an engine of innovation, vitality, and growth. This is a new category for all—be it managers, governments, or civil society organizations. We need to understand it. It is clear, however, that this emerging market will force a fundamental rethinking of our approach to business.

2. The 4 billion people who constitute the Bottom of the Pyramid are not a monolith. For those who want to engage in this opportunity, there is no single universal definition of the Bottom of the Pyramid that can be useful. The definition must fit the focus for productive engagement. For example, micro-finance organizations in India might have a different definition of the poor from ones in Kenya or Brazil or the USA.

3. We can choose to serve any segment of the 4 billion. No institution—a firm or nongovernmental organization—needs to serve all of the Bottom of the Pyramid. They can pick and choose. Serving the “next billion” is as legitimate as serving “the bottom billion.”

4. There is a segment of the 4 billion who are so destitute, so deprived, and so consumed by war and disease that they need other forms of help. Government subsidies, multilateral aid, and philanthropy are all legitimate tools to deal with this segment. Even here, our goal should be to build capacity for people to escape poverty and deprivation through self-sustaining market-based systems.

5. Active engagement at the Bottom of the Pyramid markets requires a new and an innovative approach to business. Retrofitting business models from the developed markets will not work.10

I believe that the debate of what the Bottom of the Pyramid is will continue. But the world of business is moving beyond definition. The concept of the emerging consumer allows each firm to decide which segment of the Bottom of the Pyramid it wants to serve. Some firms, such as Unilever that have a long history of working in developing markets, now focus on “Straddling the Pyramid”—participating across the entire spectrum of opportunities often with the same category of products. It is fair to say that the idea of the Bottom of the Pyramid as an opportunity has taken root. Does this mean that it represents a viable business?

Bottom of the Pyramid as a Business Opportunity

While the cases in this book were intended to illustrate that there are viable business opportunities at the Bottom of the Pyramid, there was a lot of skepticism. Over the years, there is accumulating evidence that this segment represents a viable business. Consider for example, the growth of the cell phone. By 2011, more than 4 billion cell phones will be in use. Most of this growth is in the Bottom of the Pyramid markets. From sub-Saharan Africa, China, Southeast Asia, India, and Latin America and Eastern Europe, there is not a single country where the poor have not taken to the cell phone. India alone added approximately 11 million new subscribers in January 2009. Many successful firms have emerged out of this opportunity. Many are new firms, and many are new businesses in older firms. Mobile Telephone Networks from South Africa, CelTel in Sub Saharan Africa, a dozen competitors in India led by Bharati Airtel, and Globe in the Philippines are some examples. The market capitalization of the three of the top five (two are not listed) leading players in wireless in India is approximately $57 billion as of June 2008. In January 2009, in a depressed market, it was $38 billion.

The cell phone revolution has demonstrated beyond doubt that there is a market for world-class goods and services if they can be made available at affordable prices. For example, a “cell phone minute” costs less than $ 0.01 in India, probably the lowest rate per minute anywhere. The industry had to create its own ecosystem of mini entrepreneurs who sold prepaid cards and also charged the cell phones. The Bottom of the Pyramid business is quite critical for both the infrastructure players, such as LM Ericsson, and device makers, such as Nokia and Motorola.

The spread of the cell phone has made this the device of choice for not only communications but also some computing, entertainment, and the delivery of a wide variety of services such as medical care (as described in the Voxiva case in this book and reconfirmed in the update). Financial service organizations are also rapidly developing systems to use the cell phone for financial transactions (see the ICICI case update). Remittances are routinely handled through the cell phone. The cell phone, we can say, has shown that the Bottom of the Pyramid is not just a market but also a source of innovations in business models and applications. It has transformed the lives of the poor. We can “do well and do good” simultaneously. Most important, the rate of diffusion among the Bottom of the Pyramid around the world has shown how willing and capable the poor are to accept and benefit from advanced technology. The cell phone has broken several long-held beliefs: There is no market at the Bottom of the Pyramid; they won’t pay, they will not accept or do not need advanced technologies; the Bottom of the Pyramid cannot be a source of innovation; and multinationals do not need them. Maybe some multinational firms can ignore this market. Not if you are Nokia, Motorola, Nestle, Unilever, or Microsoft. However, being a multinational or a large domestic firm does not guarantee success; the capacity to adapt and innovate at the Bottom of the Pyramid does.

A large number of firms have benefited from a focus on the Bottom of the Pyramid markets. They span multiple geographies and industries. For example, the success of the following local firms is common knowledge. The goal here is not to give an exhaustive list but an indicative list.
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More importantly, we see a large number of multinational firms either start new initiatives in Bottom of the Pyramid markets or reinforce their existing presence in the Bottom of the Pyramid. Some notable new entrants are such well-known firms as Microsoft (software), DSM (food supplements), Royal Philips (health care), Thomson Reuters (information), GlaxoSmithKline (pharmaceuticals), Intel (computing), Vodafone (telecom), ING (microfinance), and Monsanto (agriculture). Again this is an indicative list. Many of the CEOs were gracious enough to share their experiences and what they learned with us. Their letters are included in this volume.

The large private sector is learning rapidly that there is a significant market at the Bottom of the Pyramid. In some industries the size and attractiveness of the Bottom of the Pyramid markets are well established. Retailing, fast-moving consumer goods, micro finance, telecom, and agri-business, belong to this category. Computing, health and wellness-oriented food, health care, education, pharmaceuticals, and energy are emerging as major opportunities. Affordable and modern housing, water, and transportation are still elusive at the Bottom of the Pyramid. Firms are also learning that this market cannot be approached with the mindset of their traditional markets. There is a need for experimentation and innovation. We certainly will witness more efforts in this direction. We need to ask: Why can’t we create markets in every sector that we have created in telecom through wireless? Why not apply the same level of innovation, eco system development, and focus on affordability as we did in cell phones? This question is asked more and more in corporate boardrooms.

Key Lessons from Experiments

Even at this early stage of experimentation at the Bottom of the Pyramid, multinational firms are learning valuable lessons. Although the market is large and potentially lucrative, this potential cannot be realized unless managers are willing to experiment and innovate. They have to selectively “forget” traditional developed market approaches to business. The dominant lessons follow:

1. The innovation sandbox (embrace constraints): The primary task of the private sector is often converting the Bottom of the Pyramid consumers from unorganized, inefficient local monopolies (for example, local moneylenders, local medics) to an organized and efficient private sector. In some cases, it is to ensure that Bottom of the Pyramid consumers are aware of the new products and services (for example, micro insurance). Awareness, Access, Affordability, and Availability are the key ingredients to market development at the Bottom of the Pyramid. It is useful to start with an innovation sandbox, a set of critical constraints that must become non-negotiables in the developmental process. The innovation sandbox must be specific to the firm, its target segment, and the business. However, some broad guidelines apply. In most cases, we can include

(a) Scalability. Unless the solution can be scaled, it is little use in changing people’s lives. Moreover, most Bottom of the Pyramid businesses tend to be low margin, high volume, high return on capital businesses. The businesses are volume-sensitive and scale is critical.

(b) A new price-performance envelope or a new value proposition is critical. Affordability dictates that we must start with a Price-Profit = Cost and not Cost + Profit = Price perspective.

(c) Modern technologies. Increasingly it is becoming obvious that dramatic cost reductions are not possible without a judicious use of modern science in the development of products, services, and information technology in delivery of those services.

(d) International standards of quality, safety, ecological sustainability, and aesthetics.

We can conceive of these constraints as the boundaries of an innovation sandbox, and all innovations must take place within it. These boundary conditions, when set, must not be relaxed.11

All elements of the business—capital intensity, work flow, volume, manufacturing and logistics, design of products, its maintenance, pricing, use of people, skill development, and building an ecosystem of specialized suppliers—must be challenged and examined without relaxing the self-imposed constraints. A typical innovation sandbox might look like Figure Intro.1.
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Figure Intro.1 The innovation sandbox.

Within the sandbox, there can be multiple innovations—be it centered on capital intensity or workflow. This approach—constrained innovation—is a critical ingredient to create fresh thinking in the organization. None of the boundary conditions can be met with traditional ways of doing business.

2. Build an ecosystem: Because the Bottom of the Pyramid markets have remained underserved by the organized private sector, they have remained local and fragmented. To build a scalable model, managers must invest time and energy to build an appropriate ecosystem. For example, it is impossible to enlarge the market for cell phones without building a large network of micro entrepreneurs who will sell prepaid cards. There are more than one million such entrepreneurs—some established neighborhood and village grocery stores that added this to their portfolio and some new entrepreneurs in India today. Similarly, to get access to rural markets, Unilever built a large network of shakti ammas—rural entrepreneurs who educate and distribute their products. Micro finance firms built and use self-help groups. ITC created village level operators of kiosks. Often, these ecosystems include micro entrepreneurs, micro producers, small- and medium-size enterprises, and nongovernmental organizations. Market development at the Bottom of the Pyramid needs a new ecosystem. The ecosystem inevitably consists of large and small firms. A typical ecosystem as is obvious from the multiple cases in this book and elsewhere will consist of (a) large firms, (b) small- and medium-size enterprises, (c) micro entrepreneurs (as in shakti ammas or farmers), (d) civil society organizations, and often (e) the public sector. All have to collaborate to build a viable business. As a group, they constitute the ecosystem, and each contribute differently to the overall task of accessing and serving the Bottom of the Pyramid consumer. During the last five years, many such ecosystems have evolved. It is easier today to attach oneself to an existing system if it is appropriate. It is appropriate to say that in the Bottom of the Pyramid

Ecosystems > Investment Capacity

No amount of investment is a substitute for the skills and knowledge that an ecosystem can provide. The message is “don’t go it alone.”

3. Co-create solutions: Managers who are used to developed markets are often surprised by the sophistication and demands of the Bottom of the Pyramid markets. It is not just about making cheap versions of the products sold in developed markets. Bottom of the Pyramid markets demand that managers acquire “local knowledge and local trust” before they develop markets—be it micro consumers or micro producers. It is unrealistic to expect farmers to sell their meager crops to ITC and abandon their local trader unless they develop trust in ITC. Similarly, don’t expect people to abandon their moneylender before they know that the micro-finance arm of the bank is reliable and will stay with them. Neither should we expect them to change their habits before they are confident that the new animal feed is both efficacious and will be available when needed.

There are three different pressures that must be understood. The role of the private sector is to bring world-class products and global standards of quality and safety to these markets. At the same time, the solutions must be locally responsive. Global-local tension is real. Secondly, to provide high quality at low cost, firms must focus on capital intensity of the business and the overheads. Traditional ways of doing business will not do. A lean business and organization is required. This represents a major tension in multinational firms as this challenges their existing business models. Finally, firms have to rapidly learn about the local consumers, their needs, and their aspirations at low cost.

Large private sector firms are finding that they need to collaborate with others to accomplish these goals. Gaining local knowledge, accessing specialized skills, reducing capital intensity and overheads, gaining trust, and becoming locally relevant requires that they start co-creating solutions. No firm has all the skills and the capability to do this. It is desirable that managers learn to co-opt both consumers and civil society and other institutions to build a co-creation platform. British Petroleum is developing a biomass stove for the rural poor with input from consumers, nongovernmental organizations, and the Indian Institute of Science. The nongovernmental organizations help identify and build a network of jyoti Ammas—local village level entrepreneurs who sold the stoves. They also help build a network of biomass pelletizers.12 In the Bottom of the Pyramid collaborative capacity and integrative capacity (the capacity to integrate the contributions of multiple players into a coherent whole) is more valuable than investment capacity. It is fair to say

Collaborative Capacity > Investment Capacity

Co-creation reduces investment needs as more share in the investment. It reduces risk as the key players jointly develop the solution. For example, in the case of British Petroleum, the BP team, the Indian Institute of Science, nongovernmental organizations, and the village level consumers, jointly developed the stove. Managers must learn that the Bottom of the Pyramid markets require a new level of collaboration between civil society and the private sector. It also requires a new respect for consumers as co-creators of solutions and not just passive recipients of a product or service.

4. A new concept of scale: Scale can be achieved in many ways. The Bottom of the Pyramid forces us to think differently. Consider the question: “I want to build a dairy that is world scale with a capacity to process 6 to 7 million kilograms of milk per day. How do I plan for it?” This question often gets people calculating how many cattle and how big a cattle farm one should have. Amul in India, the largest processor of raw milk in the world, originates the milk in 10,000 plus villages covering more than 2.2 million farmers. Each one might have only one or two heads of cattle. But by building village level collection centers that aggregate raw milk from a large pool of farmers, and processing it centrally, Amul built virtual scale. By paying the farmers for quality (for example, volume and fat content) and by sophisticated logistics from collection centers to world-class processing units, Amul totally avoided the problems of managing large herds centrally. Decentralized origination, centralized processing, and marketing seem to be the key.

This model is becoming fairly popular. Nestle just replicated the Amul model in the Northern Indian province of Punjab. They collect and process 1.5 million kgs of milk a day from farmers. ITC collects soybean and wheat from more than 2.5 million farmers in a similar fashion with ITC e-Choupal. Jaipur Rugs uses more than 40,000 contract workers spread all over northern India to weave rugs using traditional and new patterns. The Aravind Eye Care Facility uses village level camps to identify those who need surgery. Last year they examined 2.2 million outpatients and treated 285,000 who needed surgery. It is safe to say that the capacity to organize highly distributed and independent suppliers (for example, farmers) and contractors (for example, weavers) or potential consumers (for example, patients) and build a reliable logistics systems is more critical than investment capacity. ITC, Jaipur Rugs, and Amul are nodal firms. They provide the intellectual infrastructure, standards of performance, customer interface, and the technology backbone. It is safe to say that in the Bottom of the Pyramid

Building a Nodal Organization > Investment Capacity

The Bottom of the Pyramid allows a new approach to scale and organization. Further, most of these organizations are very lean. Most of the systems are self-regulating and do not need much supervision.

5. Use technology: It is normal to assume that Bottom of the Pyramid markets are not high-tech markets. Those managers who grew up with the concepts such as “product life cycle view of international business” (meaning that all new technology solutions are developed in the West, and they move to poor and developing countries over time) will find Bottom of the Pyramid markets providing a big surprise. You will find Aravind or Narayana Hrudayalaya using the latest medical technology. For example, Narayana Hrudayalaya prefers digital to analog products even if they are expensive. An analog X-ray machine might be inexpensive, but the film is not. Capital expenditure is lower but variable costs are higher. A large throughput system (scale) makes this an unattractive proposition. Further, digital X-ray allows pictures to be uploaded for examination by experts at remote locations. Similarly, Airtel uses the most advanced technology. It converted its fixed costs into variable costs by outsourcing infrastructure investments to LM Ericsson and IBM. Airtel pays a fee for each consumer added; a variable cost.

The use of information technology to manage the logistics and manufacturing infrastructure is widespread. ITC depends on its network of PCs to engage and connect with the farmers. The ITC network is the heart of its operation. Jaipur Rugs is starting to invest in an IT system that tracks each weaver and each order along its highly distributed system. Remittances and rudimentary banking functions are moving to the cell phone. There is a tense negotiation between telecom operators and the financial services firms in Africa and India.

The lessons are clear. Advanced technology is critical for ensuring the quality of product or service delivered. More important, advanced technologies wisely deployed reduce the overall costs (for example, cost per patient, cost per minute of cell phone usage, cost per transaction), if the investments can be leveraged with high levels of usage. Capital expenditure in the absolute (for example, $1 million dollars) is different from asking what if we had 5,000 patients per week rather than 50? Secondly, advanced technologies lead to innovative and new applications, such as cell phone-based banking. Finally, IT solutions provide real-time information on inventories in the system, receivables, and the changing patterns of consumption. Well-developed IT systems provide real-time alerts to managers.

6. Sustainability will emerge as a source of innovations at the Bottom of the Pyramid: The planet is under stress—be it access to water, deforestation, pollution, or green house gas emissions. This is a familiar story. What if we added an additional 3 to 4 billion people as micro producers and consumers to the current 2 billion? Sustainability will become a major impediment. Nobody can deny that the poor have a right to a better standard of living—be it access to safe water, better food and sanitation, and better education. The pressure to serve an additional 3 to 4 billion and at the same time protect the environment will focus attention on sustainability as never before. New innovations, large and small, will be needed. For example, given interruptions in power and water supply, an Indian firm, Godrej, has introduced a washing machine that remembers when the power was cut off in the washing cycle. When power resumes, it starts where it left off rather than from the beginning. This saves both water and power. Packaging is getting its due attention. Biodegradable and new forms of packaging are becoming an imperative. So are new sources of renewable energy. We should expect to see the Bottom of the Pyramid as a major source of ecologically sustainable innovations in the near future.

7. The challenge is market development: The biggest challenge to managers who are trained to “serve existing markets efficiently” is to change their mindsets when they approach BOP markets. The cell phone or microcredit are good examples. Airtel had to develop the market. The tele-density in India in 2002 was so low that it was pathetic. They and others had to build an urban and now a rural market for connectivity and value-added services. In every instance of success, managers had to “forget” traditional ways of approaching the business and develop a new and innovative approach. For example, Airtel had to give up on average revenue per customer or user (ARPU) as a measure of attractiveness and focus on the contribution per minute of cell phone time. This is true for Airtel as much as for ICICI, Aravind, or Voxiva. The goal is to build new markets, organize the “unorganized markets,” build new ecosystems, and create new business models. The challenge is about innovating the management processes within the firm that allows managers in the field to defy received wisdom and build a model that works. It is beyond “recontextualizing” the existing business models. It is about management innovation and market development.

8. Bottom of the Pyramid markets are evolving rapidly: It is important that we recognize that the Bottom of the Pyramid markets are evolving rapidly. Just measuring the Bottom of the Pyramid segments by income (as is done normally) hides the interesting transitions that are taking place in the market. It is better to use life style measures (LSMs) of the Bottom of the Pyramid consumers. What life style do they aspire to? What life style do they invest in? How do we explain a resident of a slum without clean drinking water and sewage, focusing on kitchen appliances, cell phones, and color televisions? How do we explain a poor mother investing in her son’s education through private tuition even when she goes hungry? Or a farmer investing in his cattle before improving his house? Two forces are at work here. First, individuals are making choices to their life style that do not necessarily follow our perceptions of what someone at a particular income level should do. Better informed and better focused on the aspirations for themselves and their families, their decision-making criteria are changing rapidly. We see it in their approach to health care, education, and connectivity. Secondly, the economic pyramid, as predicted in the original version of this book, is slowly morphing into a diamond; not all around the world but certainly in major markets such as China, India, South Africa, Turkey, Brazil, and Indonesia. This will have a profound impact on the opportunities for growth.

We could add to the lessons learned. However, it is important to note that this is a rapidly changing and evolving opportunity. As micro consumers, micro producers, and micro entrepreneurs and innovators, the poor are rapidly becoming sophisticated and demanding. Managers need to develop the capacity to anticipate and continuously adapt.

Business and the New Social Compact

Business leaders who have engaged themselves actively with the Bottom of the Pyramid have started to reexamine the role of business in society. Many CEOs have come to look at business with a new lens—the Bottom of the Pyramid lens. Mr. Patrick Cescau, the retired CEO of Unilever, is one of them. His views reflect the growing appreciation of the role of the private sector in protecting the planet and at the same time serving the poor.

“For one, there is a growing recognition that the social and environmental challenges facing us in the twenty-first century are so complex and so multi-dimensional that they cannot be solved by governments alone. Industry has to be part of the solution. But perhaps the biggest catalyst for change has been the increasing awareness within business itself that many of the big social and environmental challenges of our age, once seen as obstacles to progress, have become opportunities for innovation and business development. We have come to a point now where the agenda of sustainability and corporate responsibility is not only central to business strategy but has become a critical driver of business growth.”

Recently, Bill Gates surprised his colleagues by suggesting that we need to reexamine the role of capitalism. His solution was to move to “creative capitalism.”13 He defined it as

There are two great forces of human nature: self-interest, and caring for others. Capitalism harnesses self-interest in a helpful and sustainable way, but only on behalf of those who can pay. Government aid and philanthropy channel our caring for those who can’t pay. But to provide rapid improvement for the poor we need a system that draws in innovators and businesses in a far better way than we do today.

Such a system would have a twin mission: making profits and also improving lives of those who don’t fully benefit from today’s market forces. For sustainability we need to use profit incentives wherever we can. At the same time, profits are not always possible when business tries to serve the very poor. In such cases there needs to be another incentive, and that incentive is recognition. Recognition enhances a company’s reputation and appeals to customers; above all, it attracts good people to an organization. As such, recognition triggers a market-based reward for good behavior. In markets where profits are not possible, recognition is a proxy; where profits are possible, recognition is an added incentive.

The challenge here is to design a system where market incentives, including profits and recognition, drive those principles to do more for the poor.

I like to call this idea creative capitalism, an approach where governments, businesses, and nonprofits work together to stretch the reach of market forces so that more people can make a profit, or gain recognition, doing work that eases the world’s inequities.

Then there are those who promote the idea of Social Capital. This movement is led by Prof. Mohummed Yunnus of Grameen Bank fame. There is a lot of ferment and discussion in understanding the role of markets and the role of capitalism. There are skeptics. Many wonder whether market-based solutions are the answer. The real issue we must focus on is not whether markets can solve all problems. They might not. The real issue is this: “How do we bring to bear the entrepreneurial and innovative energy of private enterprise to solve the critical problems facing humanity?” In many cases, as we have already seen, private enterprise must work collaboratively with civil society, governments, and aid agencies and philanthropy to create innovative solutions. For these solutions to be sustainable, creating a surplus (profit) is critical.

These debates are healthy. I do not believe that we should look for an easy or quick solution to these complex questions. We must cultivate the ability to experiment and refine our thinking. Although the final outcome of this debate is not clear, it is obvious that private sector involvement in Bottom of the Pyramid markets has spawned a new debate. It has challenged our assumptions about the role of business in society. Businesses recognize that they must regain their social legitimacy. This will be determined by how businesses approach poverty and sustainability. Our focus on the role of capitalism and the Bottom of the Pyramid might be hiding a bigger and intellectually more demanding question and a bigger opportunity.

Democratizing Commerce: The Challenge for the 21st Century

I believe that the real challenge for the 21st century is democratization of commerce. Often, the debate about private sector involvement in the Bottom of the Pyramid centers on questions such as “Is globalization good or bad for the poor?” If we phrase the question this way, almost by definition, there will be people taking either side. However, if we accept globalization is like gravity and that there is no point in denying gravity; but great benefit to defying it and build a plane, then we can ask the question differently: “How do we make the benefits of globalization accessible to all?” This formulation of the question allows us to be more creative and entrepreneurial. Therefore, I would like to define “democratizing commerce” as bringing the benefits of globalization to all micro consumers, micro producers, micro innovators, micro investors, and micro entrepreneurs.

As shown next, we start with the assumption that everybody must have the right to the benefits of globalization. This implies that as individuals we have multiple roles—as consumers, producers, investors, innovators, and entrepreneurs. At a minimum, all must be treated with dignity and self-esteem—as micro consumers. They must be able to exercise choice and must have access to world-class goods and services. World class does not mean luxury. A cell phone that the poor get is world class; it might not have a fancy case, a fine camera, or a great color display. But in its core functionality, it is no different. Treating people as consumers is not the same as creating a wasteful consumer culture. The CEO of the Acumen Fund, Jacqueline Novogratz, had this to say:

We agree with Dr. Prahalad that choice is where dignity starts, and that the world will change only when we view truly low-income individuals as full participants in their local economies and communities, as producers and consumers, rather than as passive recipients of charity.

We have to start with respect for individuals irrespective of their current condition. Deciding “what is good for them” is against the very spirit of co-creation. Yes, we can educate them on the risks and benefits of choices. But they must exercise their choice. Those of us who have had the pleasure to see firsthand the extraordinary intelligence of the “uneducated” and how they “make do with what they have” are convinced that capability building for personal choice is a critical component of democratization of commerce.
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Figure Intro.2 Democratizing commerce.

Although we treat all with respect as “consumers,” we must also ensure that all can participate in the global economy as micro producers, micro entrepreneurs, and micro investors. Increasingly, this is becoming a reality. The case of Amul, ITC e-Choupal, Jaipur Rugs, and Nestlé are examples of connecting rural, subsistent farmers to regional, national, and global markets. There are now a large number of examples of organizing the poor to ensure that they have the benefits of information—as in the case of farmers using cell phones to check weather and price information before they sell to farming cooperatives or working with large firms such as ITC or Nestlé. At the same time, individuals must have access to become entrepreneurs. The story of village level entrepreneurs—Shakti Ammas (Unilever), Jyoti Ammas (BP), Grammenn Bank, and self-help groups all over the world, demonstrate that given a chance, the poor are willing to be entrepreneurial and invest in their own success. There are those entrepreneurial women who start a “salon” in their neighborhood, to those who settle for a more traditional opportunity of raising cattle or chickens. The key is that they learn to be self-reliant, confident, and capable of understanding investment and returns, credit, and profit. Finally, we have to provide opportunities for them to save and become micro investors. Access to savings accounts and modern finance is key to fulfill this role. Many of them are also innovators. Today, there are opportunities for them to be organized and their innovations recognized. Prof. Anil Gupta has built an incredible database of micro innovators from villages, and this role is getting recognized.

Democratization of commerce is based on everyone having the right to exercise their roles as micro consumers, micro producers, micro entrepreneurs, micro investors, and micro innovators. Access to information removes the first impediment to building this brave, new world. Information asymmetry has always been at the heart of poverty. It was information asymmetry that allowed local moneylenders to have sway over the poor farmers; or buyers have advantage over fishermen who had no idea of what the prices were. Secondly, access to credit and micro finance products (including micro insurance) from the organized sector—micro-finance institutions and banks—allows people to build equity and escape usurious moneylenders and continuous struggle with poverty. Access to regional and national markets, coupled with information, allows them to get a “fairer” wage. When organized and connected, the poor have a fighting chance to get a fair wage for their work. Finally, they, as micro innovators, can find a market for their innovations if they are organized.

I do recognize that what we are seeing are a “ray of hope” and weak signals that suggest that we can democratize commerce. We have to actively engage the private sector in a collaborative relationship with civil society, governments, and philanthropists. However, the organizing idea that illuminates this new social compact must be

• Respect for the rights of the individual

• The use of transparent transactions or a focus on market-based solutions

• Scalability to solutions

• Reducing the rural-urban, rich-poor divide through information technology and organization

• Focus on entrepreneurship and innovation

• Focus on ecologically sustainable solutions

Five years after the initial publication of this book, I am more excited and energized about the possibilities of the Bottom of the Pyramid than ever before. The capacity for change and creative thinking I have seen from everyone who has embraced the challenge—from nongovernmental organizations, multinationals, and the poor themselves—has been inspirational. A change this ambitious cannot happen overnight. There have been setbacks, missteps, and disappointments. But that is true with all fundamental change. I am hopeful that the debate about the Bottom of the Pyramid has shifted away from convincing people that there is a market to debating how best to serve it. I am confident that the simple fact that so many more people are searching for answers will lead to better and more complete solutions.

It used to be that the rich felt a sense of entitlement. I hope that as a result of more companies engaging with the poor, they too begin to feel a sense of entitlement—to dignity, choice, and mobility. I believe that this change will help not only people across the world, but society and the environment as well, because it will require change and innovation on a massive scale. It is too early to pronounce Bottom of the Pyramid markets an unqualified successes. I think, however, there are enough signals to illustrate that the “invisible hand” of entrepreneurs reaching out to the invisible markets of the world has the capacity to help create the solutions that people—and the planet—so desperately need.
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Part II. The Original Text of the Book

Chapter 1 • The Market at the Bottom of the Pyramid

Chapter 2 • Products and Services for the BOP

Chapter 3 • BOP: A Global Opportunity

Chapter 4 • The Ecosystem for Wealth Creation

Chapter 5 • Reducing Corruption: Transaction Governance Capacity

Chapter 6 • Development as Social Transformation

The objective of this section is to build a framework for poverty alleviation. We start with a simple proposition. If we stop thinking of the poor as victims or as a burden and start recognizing them as resilient and creative entrepreneurs and value-conscious consumers, a whole new world of opportunity can open up. Four billion poor can be the engine of the next round of global trade and prosperity. They can be a source of innovations. Serving the BOP consumers will demand innovations in technology, products and services, and business models. More important, it requires large firms to work collaboratively with civil society organizations and local governments. Market development at the BOP can also create millions of new entrepreneurs at the grass roots level—from women working as distributors and entrepreneurs to village-level micro enterprises. These micro enterprises will be an integral part of the market-based ecosystem. It requires organizational and governance innovations as well.

The vision that is presented in the following pages is the co-creation of a solution to the problem of poverty. The opportunities at the BOP cannot be unlocked if large and small firms, governments, civil society organizations, development agencies, and the poor themselves do not work together with a shared agenda. Entrepreneurship on a massive scale is the key. This approach can challenge the prejudices about the “role and value added” of each group and its role in the economic development at the BOP.

In these chapters, you find the opportunities for co-creation among the various players. More important, the poor themselves are willing to experiment, learn, and change. While we focus on the role of the private sector, the importance of collaboration across the various groups becomes obvious. The interconnectedness of the approach to economic development and social transformation as visualized below becomes obvious.
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Part II outlines how that can be accomplished by isolating principles from successful, large-scale experiments involving the entire private sector ecosystem. Most of the examples of successful experimentation are taken from the case studies included later in the book. The bottom line is simple: It is possible to “do well by doing good.”


1. The Market at the Bottom of the Pyramid

Turn on your television and you will see calls for money to help the world’s 4 billion poor—people who live on far less than $2 a day. In fact, the cry is so constant and the need so chronic that the tendency for many people is to tune out these images and the message. Even those who do hear and heed the cry are limited in what they can accomplish. For more than 50 years, the World Bank, donor nations, various aid agencies, national governments, and, lately, civil society organizations have all fought the good fight, but have not eradicated poverty. The adoption of the Millennium Development Goals (MDG) by the United Nations only underscores that reality; as we enter the 21st century, poverty—and the disenfranchisement that accompanies it—remains one of the world’s most daunting problems.

The purpose of this book is to change that familiar image on TV. It is to illustrate that the typical pictures of poverty mask the fact that the very poor represent resilient entrepreneurs and value-conscious consumers. What is needed is a better approach to help the poor, an approach that involves partnering with them to innovate and achieve sustainable win–win scenarios where the poor are actively engaged and, at the same time, the companies providing products and services to them are profitable. This collaboration between the poor, civil society organizations, governments, and large firms can create the largest and fastest-growing markets in the world. Large-scale and wide-spread entrepreneurship is at the heart of the solution to poverty. Such an approach exists and has, in several instances, gone well past the idea stage as private enterprises, both large and small, have begun to successfully build markets at the bottom of the pyramid (BOP) as a way of eradicating poverty.

The economic pyramid of the world is shown in Figure 1.1. As we can see, more than 4 billion constitute the BOP. These are the people who are the subject matter of this book.
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Figure 1.1 The economic pyramid. Source: C.K. Prahalad and Stuart Hart, 2002. The Fortune at the Bottom of the Pyramid, strategy+business, Issue 26, 2002. Reprinted with permission from strategy+business, the award-winning management quarterly published by Booz Allen Hamilton. www.strategy-business.com.

The Bottom of the Pyramid (BOP)

The distribution of wealth and the capacity to generate incomes in the world can be captured in the form of an economic pyramid. At the top of the pyramid are the wealthy, with numerous opportunities for generating high levels of income. More than 4 billion people live at the BOP on less than $2 per day. They are the subject matter of this book.

As you turn these pages, you will discover companies fighting disease with educational campaigns and innovative products. There are organizations helping the handicapped walk and helping subsistence farmers check commodity prices and connect with the rest of the world. There are banks adapting to the financial needs of the poor, power companies reaching out to meet energy needs, and construction companies doing what they can to house the poor in affordable ways that allow for pride. There are chains of stores tailored to understand the needs of the poor and to make products available to them.

The strength of these innovative approaches, as you will come to appreciate, is that they tend to create opportunities for the poor by offering them choices and encouraging self-esteem. Entrepreneurial solutions such as these place a minimal financial burden on the developing countries in which they occur.

To begin to understand how all of this is remotely possible, we need to start with some basic assumptions:

• First, while cases certainly can be found of large firms and multinational corporations (MNCs) that may have undermined the efforts of the poor to build their livelihoods, the greatest harm they might have done to the poor is to ignore them altogether. The poor cannot participate in the benefits of globalization without an active engagement and without access to products and services that represent global quality standards. They need to be exposed to the range and variety of opportunities that inclusive globalization can provide. The poor represent a “latent market” for goods and services. Active engagement of private enterprises at the BOP is a critical element in creating inclusive capitalism, as private-sector competition for this market fosters attention to the poor as consumers. It creates choices for them. They do not have to depend only on what is available in their villages. If large firms approach this market with the BOP consumers’ interests at heart, it can also lead to significant growth and profits for them. These characteristics of a market economy, new to the BOP, can facilitate dramatic change at the BOP. Free and transparent private-sector competition, unlike local village and shanty-town monopolies controlled by local slum lords, can transform the “poor” into consumers (as we illustrate with examples). Poverty alleviation can become a business development task shared among the large private sector firms and local BOP entrepreneurs.

• Second, the BOP, as a market, provides a new growth opportunity for the private sector and a forum for innovations. Old and tired solutions cannot create markets at the BOP.

• Third, BOP markets must become an integral part of the work of the private sector. They must become part of the firms’ core businesses; they cannot merely be relegated to the realm of corporate social responsibility (CSR) initiatives. Successfully creating BOP markets involves change in the functioning of MNCs as much as it changes the functioning of developing countries. BOP markets must become integral to the success of the firm to command senior management attention and sustained resource allocation.

There is significant untapped opportunity for value creation (for BOP consumers, shareholders, and employees) that is latent in the BOP market. These markets have remained “invisible” for too long.

It is natural for you to ask this: If all of this is so obvious, why has this not yet occurred?

The Power of Dominant Logic

All of us are prisoners of our own socialization. The lenses through which we perceive the world are colored by our own ideology, experiences, and established management practices. Each one of the groups that is focusing on poverty alleviation—the World Bank, rich countries providing aid, charitable organizations, national governments, and the private sector—is conditioned by its own dominant logic. Let us, for example, examine the dominant logic of each group as it approaches the task of eradicating poverty.

Consider, for instance, the politicians and bureaucrats in India, one of the largest countries with a significant portion of the world’s poor. India is home to more than 400 million people who qualify as being very poor. The policies of the government for the first 45 years since independence from Great Britain in 1947 were based on a set of basic assumptions. Independent India started with a deep suspicion of the private sector. The country’s interaction with the East India Company and colonialism played a major part in creating this mindset. The experience with the indigenous private sector was not very positive, either. The private sector was deemed exploitative of the poor. This suspicion was coupled with an enormous confidence in the government machinery to do what is “right and moral.” For example, the government of India initiated a series of large industrial projects in the public sector (owned by the Indian government) in a wide variety of industries, from steel to food distribution and global trading in essential commodities. India’s general suspicion of the private sector led to controls over its size and expansion. Some sectors of economic activity were reserved for small-scale industries. In textiles, for example, the “hand loom sector” dominated by small firms was given preference. There was no credible voice in public policy for nurturing market-based ecosystems that included the large and the small in a symbiotic relationship. The thinking was cleanly divided among the public sector (mostly large firms with significant capital outlay as in steel), the private sector with large firms strictly controlled by the government through a system of licenses, and a small-scale sector. The focus of public policy was on distributive justice over wealth creation. Because of the disparities in wealth and the preponderance of the poor, the government thought its first priority must be policies that “equalized” wealth distribution. Taxation, limits on salaries of top managers, and other such measures were instituted to ensure distributive justice. The discussion further polarized around the somewhat contrived concepts of rural poor and urban rich. The assumption was that the rural population was primarily poor and the urban population was relatively rich. However, the data increasingly does not support this distinction. There are as many rural rich as there are urban poor. Poverty knows no such boundaries. In the developing world, more than one-third of the urban population lives in shanty towns and slums. These traditional views reflect the philosophy behind actions taken by bureaucrats and politicians. During the last decade, a slow but discernable transition has been taking place from the traditional to a more market-based outlook.

This much-needed and desirable transition is in its infancy. The dominant logic, built over 45 years, is difficult to give up for individuals, political parties, and sections of the bureaucracy. This is the reason why politicians and bureaucrats appear to be vacillating in their positions. Most thinking people know where they have to go, but letting go of their beliefs and abandoning their “zones of comfort” and familiarity are not easy. We also believe that it is equally difficult for a whole generation of BOP consumers to give up their dependence on governmental subsidies.

We have explicitly focused on ideology and policy and not on the quality of implementation of projects focused on the poor, be it building roads and dams or providing basic education and health care. The distinct role of corruption, which seems so endemic to developing countries in general, deserves separate treatment (see Chapter 5, “Reducing Corruption: Transaction Governance Capacity”).

Private-sector businesses, especially MNCs (and large local firms that emulate their MNC competitors), also suffer from a deeply etched dominant logic of their own, which restricts their ability to see a vibrant market opportunity at the BOP. For example, it is common in MNCs to have the assumptions outlined in Table 1.1. These assumptions dictate decision and resource allocation processes for developing countries and BOP markets in particular.

Table 1.1 The Dominant Logic of MNCs as It Relates to BOP
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These and other implicit assumptions surface in every discussion of BOP markets with managers in MNCs and those in large domestic firms in developing countries that fashion their management practices after those at successful MNCs. These biases are hard to eradicate in large firms. Although the dominant logic and its implications are clear, it is our goal in this book to challenge and provide counterpoints. For example, BOP markets enable firms to challenge their perspectives on cost. We will show that a 10 to 200 times advantage (compared to the cost structures that are oriented to the top of the pyramid markets) is possible if firms innovate from the BOP up and do not follow the traditional practice of serving the BOP markets by making minor changes to the products created for the top of the pyramid.

Most charitable organizations also believe that the private sector is greedy and uncaring and that corporations cannot be trusted with the problems of poverty alleviation. From this perspective, profit motive and poverty alleviation do not mix easily or well. Aid agencies have come full circle in their own thinking. From aid focused on large infrastructure projects and public spending on education and health, they are also moving toward a belief that private-sector involvement is a crucial ingredient to poverty alleviation.

Historically, governments, aid agencies, nongovernmental organizations (NGOs), large firms, and the organized (formal and legal as opposed to extralegal) business sector all seem to have reached an implicit agreement: Market-based solutions cannot lead to poverty reduction and economic development. As shown in Figure 1.2, the dominant logic of each group restricts its ability to see the market opportunities at the BOP. The dominant logic of each group is different, but the conclusions are similar. During the last decade, each group has been searching for ways out of this self-imposed intellectual trap. To eradicate poverty, we have to break this implicit compact through a BOP-oriented involvement of the private sector.
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Figure 1.2 The influence of dominant logic.

We have to change our long-held beliefs about the BOP—our genetic code, if you will. The barrier that each group has to cross is different, but difficult nonetheless. However, after we cross the intellectual barrier, the opportunities become obvious. The BOP market also represents a major engine of growth and global trade, as we illustrate in our subsequent stories of MNCs and private firms from around the world.

The Nature of the BOP Market

The nature of the BOP market has characteristics that are distinct. We outline some of the critical dimensions that define this market. These characteristics must be incorporated into our thinking as we approach the BOP.



There Is Money at the BOP

The dominant assumption is that the poor have no purchasing power and, therefore, do not represent a viable market.

Let us start with the aggregate purchasing power in developing countries where most of the BOP market exists. Developing countries offer tremendous growth opportunities. Within these markets, the BOP represents a major opportunity. Take China as an example. With a population of 1.2 billion and an average per capita gross domestic product (GDP) of U.S. $1,000, China currently represents a $1.2 trillion economy. However, the U.S. dollar equivalent is not a good measure of the demand for goods and services produced and consumed in China. If we convert the GDP-based figure into its dollar purchasing power parity (PPP), China is already a $5.0 trillion economy, making it the second largest economy behind the United States in PPP terms. Similarly, the Indian economy is worth about $3.0 trillion in PPP terms. If we take nine countries—China, India, Brazil, Mexico, Russia, Indonesia, Turkey, South Africa, and Thailand—collectively they are home to about 3 billion people, representing 70 percent of the developing world population. In PPP terms, this group’s GDP is $12.5 trillion, which represents 90 percent of the developing world. It is larger than the GDP of Japan, Germany, France, the United Kingdom, and Italy combined. This is not a market to be ignored.

Now, consider the BOP within the broad developing country opportunity. The dominant assumption is that the poor do not have money to spend and, therefore, are not a viable market. Certainly, the buying power for those earning less than U.S. $2 per day cannot be compared with the purchasing power of individuals in the developed nations. However, by virtue of their numbers, the poor represent a significant latent purchasing power that must be unlocked. For example, all too often, the poor tend to reside in high-cost ecosystems even within developing countries. In the shanty town of Dharavi, outside Mumbai, India, the poor pay a premium for everything from rice to credit. Compare the cost of everyday items of consumption between Dharavi and Warden Road (now redesignated B. Desai Road), a higher-income neighborhood in Mumbai. The poverty penalty in Dharavi can be as high as 5 to 25 times what the rich pay for the same services (see Table 1.2). Research indicates that this poverty penalty is universal, although the magnitude differs by country. The poverty penalty is the result of local monopolies, inadequate access, poor distribution, and strong traditional intermediaries. Large-scale private-sector businesses can “unlock this poverty penalty.” For example, the poor in Dharavi pay 600 to 1,000 percent interest for credit from local moneylenders. A bank with access to this market can do well for itself by offering credit at 25 percent. Although 25 percent interest might look excessive to a casual observer, from the point of view of the BOP consumer, access to a bank decreases the cost of credit from 600 percent to 25 percent. The BOP consumer is focused on the difference between the local moneylender rates and the rates that a commercial bank would charge. The bank can make a reasonable profit after adjusting for risk (10 percent over its traditional, top-of-the-pyramid customers). We argue later that the BOP consumers do not represent higher risk.

Table 1.2 The Poor and High-Cost Economic Ecosystems
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These cost disparities between BOP consumers and the rich in the same economy can be explained only by the fact that the poverty penalty at the BOP is a result of inefficiencies in access to distribution and the role of the local intermediaries. These problems can easily be cured if the organized private sector decides to serve the BOP. The organized sector brings with it the scale, scope of operations, and management know-how that can lead to efficiencies for itself and its potential consumers.

The poor also spend their earnings in ways that reflect a different set of priorities. For example, they might not spend disposable income on sanitation, clean running water, and better homes but will spend it on items traditionally considered luxuries. Without legal title to land, these residents are unlikely to invest in improving their living quarters, much less the public facilities surrounding their homes. For example, in Dharavi, 85 percent of the households own a television set, 75 percent own a pressure cooker and blender, 56 percent own a gas stove, and 21 percent have telephones. In Bangladesh, women entrepreneurs with cell phones, which they rent out by the minute to other villagers, do a brisk business. It is estimated that the poor in Bangladesh spend as much as 7 percent of their income on connectivity.



Access to BOP Markets

The dominant assumption is that distribution access to the BOP markets is difficult and, therefore, represents a major impediment for the participation of large firms and MNCs.

Urban areas have become a magnet for the poor. By 2015, there will be more than 225 cities in Africa, 903 in Asia, and 225 in Latin America. More than 368 cities in the developing world will have more than 1 million people in each. There will be at least 23 cities with more than 10 million residents. Collectively, these cities will account for about 1.5 to 2.0 billion people. More than 35 to 40 percent of these urban concentrations will be composed of BOP consumers. The density of these settlements—about 15,000 people per hectare—will allow for intense distribution opportunities.

The rural poor represent a different problem. Access to distribution in rural markets continues to be problematic. Most of the rural markets are also inaccessible to audio and television signals and are often designated as “media dark.” Therefore, the rural poor are not only denied access to products and services, but also to knowledge about what is available and how to use it. The spread of wireless connectivity among the poor might help reduce this problem. The ability to download movie and audio clips on wireless devices might allow firms to access traditionally “media dark” areas and provide consumers in these locations with newfound access to information about products and services. However, this is still an evolving phenomenon restricted to a few countries.

The BOP does not lend itself to a single distribution solution. Urban concentrations represent a problem distinct from that of the distribution access to dispersed rural communities. Worldwide, the cost of reach per consumer can vary significantly across countries. A wide variety of experiments are underway in these markets to find efficient methods of distributing goods and services. One such experiment, Project Shakti at Hindustan Lever Ltd. (HLL) in India, is a case in point. HLL created a direct distribution network in hard-to-reach locales (markets without distribution coverage through traditional distributors and dealers). HLL selected entrepreneurial women from these villages and trained them to become distributors, providing education, advice, and access to products to their villages. These village women entrepreneurs, called Shakti Amma (“empowered mother”), have unique knowledge about what the village needs and which products are in demand. They earn between Rs. 3,000 and 7,000 per month (U.S. $60–$150) and, therefore, create a new capacity to consume for themselves and their families. More important, these entrepreneurial women are increasingly becoming the educators and access points for the rural BOP consumers in their communities. This approach is not new. Avon is one of the largest cosmetics operations in Brazil and has used a similar approach by leveraging more than 800,000 “Avon ladies” as distributors to reach even the most remote regions of Amazonia.1



The BOP Markets Are Brand-Conscious

The dominant assumption is that the poor are not brand-conscious. On the contrary, the poor are very brand-conscious. They are also extremely value-conscious by necessity.

The experience of Casas Bahia in Brazil and Elektra in Mexico—two of the largest retailers of consumer durables, such as televisions, washing machines, radios, and other appliances—suggests that the BOP markets are very brand-conscious. Brand consciousness among the poor is universal. In a way, brand consciousness should not be a surprise. An aspiration to a new and different quality of life is the dream of everyone, including those at the BOP. Therefore, aspirational brands are critical for BOP consumers. However, BOP consumers are value buyers. They expect great quality at prices they can afford. The challenge to large firms is to make aspirational products affordable to BOP consumers. These consumers represent a new challenge for managers with increased pressure on costs of development, manufacturing, and distribution. As a result, BOP markets will force a new level of efficiency in the MNCs, as we demonstrate in Chapter 2, “Products and Services for the BOP.”



The BOP Market Is Connected

Contrary to the popular view, BOP consumers are getting connected and networked. They are rapidly exploiting the benefits of information networks.

The spread of wireless devices among the poor is proof of a market at the BOP. For example, by the end of 2003, China had an installed base of 250 million cell phones. India had an installed base of approximately 30 million. The Indian market is growing at about 1.5 million handsets per month and reached 100 million handsets by 2005. Brazil already had 35 to 40 million. Both the current market size and the growth rates suggest that the BOP market is a critical factor in worldwide wireless growth. Telecommunications providers have made it easier for BOP consumers to purchase handsets and service through prepaid cards. The proliferation of wireless devices among the poor is universal, from Grameen Phone in Bangladesh to Telefonica in Brazil. Further, the availability of PCs in kiosks at a low price per hour and the opportunity to videoconference using PCs are adding to the intensity of connectivity among those at the BOP. The net result is an unprecedented ability of BOP consumers to communicate with each other in several countries. The technology of wireless and PC connectivity allows the BOP population to actively engage in a dialogue with each other, with the firms from which they want to purchase goods and services, and with the politicians who represent them.

Connectivity also allows the BOP consumers to establish new patterns of communication away from their villages. With cell phones and TV, the BOP consumer has unprecedented access to information and opportunities to engage in a dialogue with the larger community. As a result, word of mouth among BOP consumers is becoming a potent force for assessing product quality, prices, and options available to them. The spread of good bargains and bad news can be rapid. For example, in India, it appears that some consumers found worms in chocolates sold by Cadbury, a large and very successful MNC. Ten years ago, this would have been a nonevent, but with access to multiple and fiercely competitive TV channels, wireless, and Internet, the news spread so rapidly across India that not just managers within Cadbury but all managers involved in the “fast-moving consumer goods” industry were surprised and worried.2



BOP Consumers Accept Advanced Technology Readily

Contrary to popular belief, the BOP consumers accept advanced technology readily.

The spread of wireless devices, PC kiosks, and personal digital assistants (PDAs) at the BOP has surprised many a manager and researcher. For example, ITC, an Indian conglomerate, decided to connect Indian farmers with PCs in their villages. The ITC e-Choupal (literally, “village meeting place”) allowed the farmers to check prices not only in the local auction houses (called mandis), but also prices of soybean futures at the Chicago Board of Trade. The e-Choupal network allowed the farmers access to information that allowed them to make decisions about how much to sell and when, thus improving their margins. Similarly, women entrepreneurs in southern India, given a PC kiosk in their villages, have learned to videoconference among themselves, across villages on all kinds of issues, from the cost of loans from various banks to the lives of their grandchildren in the United States.3 Chat rooms are full of activity that none of us could have imagined. Most interestingly, in Kerala, India, fishermen in traditional fishing boats, after a day of productive work, sell their catch to the highest bidders, using their cell phones to contact multiple possible landing sites along the Kerala coast. The simple boats, called catamarans, have not changed, but the entire process of pricing the catch and knowing how to sell based on reliable information has totally changed lives at the BOP.4 The BOP consumers are more willing to adopt new technologies because they have nothing to forget. Moving to wireless from nothing is easier than moving to wireless from a strong tradition of efficient and ubiquitous landlines.

The Market Development Imperative

The task of converting the poor into consumers is one of market development. Market development involves both the consumer and the private-sector firm. We consider the risks and benefits to the private-sector firm later. Here, we reflect on the incentives for the BOP consumer, who is so far isolated from the benefits of access to regional and global markets, to participate. What are the benefits to the BOP consumer? Our examples are drawn primarily from the stories that appear in the book.



Create the Capacity to Consume

To convert the BOP into a consumer market, we have to create the capacity to consume. Cash-poor and with a low level of income, the BOP consumer has to be accessed differently.

The traditional approach to creating the capacity to consume among the poor has been to provide the product or service free of charge. This has the feel of philanthropy. As mentioned previously, charity might feel good, but it rarely solves the problem in a scalable and sustainable fashion.

A rapidly evolving approach to encouraging consumption and choice at the BOP is to make unit packages that are small and, therefore, affordable. The logic is obvious. The rich use cash to inventory convenience. They can afford, for example, to buy a large bottle of shampoo to avoid multiple trips to the store. The poor have unpredictable income streams. Many subsist on daily wages and have to use cash conservatively. They tend to make purchases only when they have cash and buy only what they need for that day. Single-serve packaging—be it shampoo, ketchup, tea and coffee, or aspirin—is well suited to this population. A single-serve revolution is sweeping through the BOP markets. For example, in India, single-serve sachets have become the norm for a wide variety of products, as shown in Table 1.3.

Table 1.3 Creating the Capacity to Consume: Single-Serve Revolution
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The number of products sold in the single-serve format is rapidly increasing. The format is so popular that even firms producing high-end merchandise have to adopt it to remain viable long-term players in the growing markets. For example, in the shampoo business, the situation in the Indian market is shown in Figure 1.3.
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Figure 1.3 Single-serve sachet as a percentage of total shampoo market in India.

Measured in tons, the size of the Indian shampoo market is as large as the U.S. market. Large MNCs, such as Unilever and Procter & Gamble (P&G), are major participants in this market, as are large local firms. Because the poor are just as brand-conscious as the rich, it is possible to buy Pantene, a high-end shampoo from P&G, in a single-serve sachet in India. The entrepreneurial private sector has created a large market at the BOP; the penetration of shampoo in India is about 90 percent.

A similar approach to creating capacity to consume is through innovative purchase schemes. More BOP consumers in Brazil can buy appliances through Casas Bahia because the firm provides credit even for consumers with low and unpredictable income streams. Through a sophisticated credit rating system coupled with counseling, Casas Bahia provides access to high-quality appliances to consumers who could not otherwise afford them. At the same time, the firm ensures that its consumers are not overstretched. The default rate is low at 8.5 percent, compared to more than 15 percent for competitor firms. Casas Bahia has also created a new pool of repeat customers. CEMEX, one of the world’s largest cement companies in Mexico, follows a similar approach in its “do-it-yourself” business focused on the BOP market. The idea is to help the consumers learn to save and invest. By creating a pool of three women who save as a group and discipline and pressure each other to stay with the scheme, CEMEX facilitates the process of consumption by bundling savings and access to credit with the ability to add a bathroom or a kitchen to their homes.

Creating the capacity to consume is based on three simple principles best described as the “Three As”:

1. Affordability. Whether it is a single-serve package or novel purchasing schemes, the key is affordability without sacrificing quality or efficacy.

2. Access. Distribution patterns for products and services must take into account where the poor live and their work patterns. Most BOP consumers must work the full day before they can have enough cash to purchase the necessities for that day. Stores that close at 5:00 PM have no relevance to them, as their shopping begins after 7:00 PM. Further, BOP consumers cannot travel great distances. Stores must be easy to reach, often within a short walk. This calls for geographical intensity of distribution.

3. Availability. Often, the decision to buy for BOP consumers is based on the cash they have on hand at a given point in time. They cannot defer buying decisions. Availability (and therefore, distribution efficiency) is a critical factor in serving the BOP consumer.

Of course, the ideal is to create the capacity to earn more so that the BOP consumers can afford to consume more. The ITC e-Choupal story illustrates how farmers with access to the Internet and thereby access to the prices of commodities around the world can increase their incomes by 5 to 10 percent. These farmers can decide when and how much to sell based on their understanding of the likely price movements for their products. Modern technology not only allows them to realize better prices, but also to improve their logistics. The aggregation of food grains allows for efficiencies for both the farmer and the buyer.

By focusing on the BOP consumers’ capacity to consume, private-sector businesses can create a new market. The critical requirement is the ability to invent ways that take into account the variability in the cash flows of BOP consumers that makes it difficult for them to access the traditional market for goods and services oriented toward the top of the pyramid.



The Need for New Goods and Services

The involvement of the private sector at the BOP can provide opportunities for the development of new products and services.

Amul, a dairy cooperative in India, has introduced good-quality ice cream at less than $0.05 per serving, affordable by all at the BOP. This product is not only a source of enjoyment; the milk in it is also a source of nutrition for the poor. Now, Amul is planning to introduce a natural laxative-laced ice cream called “isabgol-enriched.” It is too early to tell whether the product can be a success. However, the experimentation is what the game is about. Similarly, the popularization of pizza by the same company allows the poor to obtain an adequate quantity of protein.5 PRODEM FFP, a Bolivian financial services company, has introduced smart automated teller machines (ATMs) that recognize fingerprints, use color-coded touch screens, and speak in three local languages. This technological innovation allows even illiterate BOP consumers to access, on a 24-hour basis, high-quality financial services.6 CEMEX, as we saw earlier, provides access to good quality housing. Through Tecnosol, the BOP consumers in rural Nicaragua have access to clean energy from renewable sources—solar and wind power. Previously, these consumers did not have access to grid-based electricity and were dependent on more expensive sources, such as kerosene and batteries. Now they have energy that is affordable enough to run their households. Casas Bahia not only sells appliances, but has also introduced a line of good-quality furniture oriented toward the BOP markets. Furniture has become one of the fastest growing businesses for the company and a source of pride and satisfaction to its consumers.



Dignity and Choice

When the poor are converted into consumers, they get more than access to products and services. They acquire the dignity of attention and choices from the private sector that were previously reserved for the middle-class and rich.

The farmers we interviewed at an ITC e-Choupal were clear. The traditional auctioning system at the government-mandated markets (mandis) did not offer them any choices. When they went to a mandi, they had to sell their produce at the prices offered on that day. They could not wait for better prices or haul their produce back to their villages. More important, the local merchants who controlled the mandi were not respectful of the farmers. One farmer remarked, “They make rude comments about my produce. They also raise the prices in the auction by $0.02 per ton. It is as if they have already determined the price you will get and they go through the motions of an auction. It used to be very demeaning.” Not any longer. Now, the same farmers can access information on the Web across all the mandis and can decide where, when, and at which prices they want to sell. Similarly, women in self-help groups (SHGs) working with ICICI Bank in India also have had their dignity restored. As a group, they decide which borrowers and projects receive loans. This involvement of women in leadership development and in learning about finances and bank operations has given them a new sense of personal worth. The single-serve revolution has created a revolutionary level of choice for consumers at the BOP. For example, the “switching costs” for the consumer are negligible because she can buy a sachet of shampoo or detergent or pickles; if she is not satisfied with her purchase, she can switch brands the next day. Firms must continuously innovate and upgrade their products to keep customers interested in their brands, thereby improving quality and reducing costs.



Trust Is a Prerequisite

Both sides—the large firms and the BOP consumers—have traditionally not trusted each other. The mistrust runs deep. However, private-sector firms approaching the BOP market must focus on building trust between themselves and the consumers.

This is clearly evident when one visits a Casas Bahia store. BOP consumers here venerate the founder, Mr. Klein, for giving them the opportunity to possess appliances that they could not otherwise afford. Although the shanty towns of Sao Paulo or Rio de Janeiro can be dangerous to outsiders, Casas Bahia trucks move freely around without worry. The same is true for Bimbo, the provider of fresh bread and other bakery products to the BOP consumers in Mexico. Bimbo7 is the largest bakery in Mexico, and its trucks have become symbols of trust between the BOP consumers and the firm. The truck drivers are so trusted that often the small store owners in the slums allow them to open their shops, stock them with bread, and collect cash from the cash boxes without supervision. Both Casas Bahia and Bimbo believe that the truck drivers who deliver their products to the BOP consumers are their ambassadors and neither company will outsource the delivery process. In fact, all managers at Bimbo must work as truck drivers for the company to become better educated about their customers.

MNCs often assume that the default rate among the poor is likely to be higher than that of their rich customers. The opposite is often true. The poor pay on time and default rates are low. In the case of ICICI Bank, out of a customer base of 200,000, the default rate is less than 1 percent. The default rate at Grameen Bank, a microfinance pioneer in Bangladesh, is less than 1.5 percent among 2,500,000 customers. The lessons are clear. Through persistent effort and the provision of world-class quality, private-sector businesses can create mutual trust and responsibility between their companies and BOP customers. Trust is difficult to build after 50 years of suspicion and prejudice based on little evidence and strong stereotyping.

Benefits to the Private Sector

We have identified the immediate benefits of treating the poor as consumers and the poverty alleviation process that can result as businesses focus on the BOP. It is clear that the consumers (the poor) benefit, but do the private-sector businesses benefit as well? The BOP market potential is huge: 4 to 5 billion underserved people and an economy of more than $13 trillion PPP. The needs of the poor are many. The case for growth opportunity in the BOP markets is easy to make. However, to participate in these markets, the private sector must learn to innovate. Traditional products, services, and management processes will not work. In the next chapter, we discuss a philosophy of innovation focused on BOP markets.
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2. Products and Services for the BOP

As we saw in the previous chapter, the BOP can be a viable growth market. During the last decade, many MNCs have approached BOP markets with an existing portfolio of products and services. Because these product portfolios have been priced and developed for Western markets, they are often out of reach for potential customers in BOP markets. More important, the feature-function set has often been inappropriate. As a result, the promise of the emerging BOP markets has been largely illusory.1 At the same time, developmental agencies have also tried to replicate developed country models at the BOP with equally unsatisfactory results. The development assistance community has invested billions in Western mechanical waste water treatment facilities in the developing world. Many if not most of these facilities were no longer operating within a year of their completion because the local “markets” could not afford the electricity to operate them, did not have a steady electricity supply, or lacked an adequate supply of chemicals and spare parts.

MNCs do recognize that only 5 to 10 percent of the population of China or India can represent a new market of 50 to 100 million each. MNCs can more easily tap into the top of the economic pyramid in emerging economies such as China, India, or Brazil, and these markets can be substantial. Although the affluent in these markets might appear to be similar to “traditional” consumers in developed countries, they are not. They tend to be much more value-conscious. Regardless, the goal is to reach the entire population base, including the BOP. How can MNCs capitalize on this emerging BOP opportunity?

A Philosophy for Developing Products and Services for the BOP

The BOP, as a market, challenges the dominant logic of MNC managers (the beliefs and values that managers serving the developed markets have been socialized with). For example, the basic economics of the BOP market are based on small unit packages, low margin per unit, high volume, and high return on capital employed. This is different from large unit packs, high margin per unit, high volume, and reasonable return on capital employed. This shift in business economics is the first surprise to most managers. As we observed in Chapter 1, “The Market at the Bottom of the Pyramid,” creating the capacity to consume—the single-serve and low unit pack revolution at the BOP—can be the first surprise for product developers trained in the West. “How can anyone make money at $0.01/unit price at retail?” is often the question. Similarly, in the West, product developers often assume that the required infrastructures for the use of products exist or that Western infrastructure can be made economically viable and will function properly in these markets. In a developed market, access to refrigerators, telephones, transportation, credit, and a minimum level of literacy can all be assumed. The choice of technologies is not constrained by the infrastructure. However, in BOP markets, the quality of infrastructure can vary substantially, especially within a country as vast as China, Brazil, or India. What is available in Shanghai or Mumbai is not an indication of the infrastructure in the hinterlands of China or India. For example, the supply of electricity can be quite erratic and blackouts and brownouts are common. Advanced technology solutions, such as a regional network of PCs, must coexist with poor and indifferent electrical and telecom infrastructures. Hybrid solutions that integrate backup power sources with PCs are a must, as are customer interfaces. For example, India boasts more than 15 official languages and 500 dialects, and 30 percent of the total population is illiterate. How then can we develop user-friendly interfaces for products that the poor and the illiterate can understand and utilize? Surprisingly, illiteracy can lead to acceptance of the state-of-the-art solutions. For example, illiterate consumers can “see and hear,” not read. Therefore, video-enabled cell phones might be more appropriate for this market.

These challenges are not isolated conditions. Involvement in BOP markets challenges assumptions that managers in MNCs have developed over a long period of time. A new philosophy of product development and innovation that reflects the realities of BOP markets is needed. This philosophy must represent a different perspective from those that we have grown accustomed to in serving Western markets.

Based on my research, I have identified 12 principles that, taken together, constitute the building blocks of a philosophy of innovation for BOP markets. In this chapter, we discuss each of these principles with specific illustrations drawn primarily from the detailed case studies of successful innovations at the BOP included in this book.

Twelve Principles of Innovation for BOP Markets

1. Focus on price performance of products and services. Serving BOP markets is not just about lower prices. It is about creating a new price-performance envelope. Quantum jumps in price performance are required to cater to BOP markets.

2. Innovation requires hybrid solutions. BOP consumer problems cannot be solved with old technologies. Most scalable, price-performance-enhancing solutions need advanced and emerging technologies that are creatively blended with the existing and rapidly evolving infrastructures.

3. As BOP markets are large, solutions that are developed must be scalable and transportable across countries, cultures, and languages. How does one take a solution from the southern part of India to the northern part? From Brazil to India or China? Solutions must be designed for ease of adaptation in similar BOP markets. This is a key consideration for gaining scale.

4. The developed markets are accustomed to resource wastage. For example, if the BOP consumers started using as much packaging per capita as the typical American or Japanese consumer, the world could not sustain that level of resource use. All innovations must focus on conserving resources: eliminate, reduce, and recycle. Reducing resource intensity must be a critical principle in product development, be it for detergents or ice cream.

5. Product development must start from a deep understanding of functionality, not just form. Marginal changes to products developed for rich customers in the United States, Europe, or Japan will not do. The infrastructure BOP consumers have to live and work in demands a rethinking of the functionality anew. Washing clothes in an outdoor moving stream is different from washing clothes in the controlled conditions of a washing machine that adjusts itself to the level of dirt and for batches of colored and white clothes.

6. Process innovations are just as critical in BOP markets as product innovations. In developed markets, the logistics system for accessing potential consumers, selling to them, and servicing products is well developed. A reliable infrastructure exists, and only minor changes might need to be made for specific products. In BOP markets, the presence of a logistics infrastructure cannot be assumed. Often, innovation must focus on building a logistics infrastructure, including manufacturing that is sensitive to the prevailing conditions. Accessing potential consumers and educating them can also be a daunting task to the uninitiated.

7. Deskilling work is critical. Most BOP markets are poor in skills. The design of products and services must take into account the skill levels, poor infrastructure, and difficulty of access for service in remote areas.

8. Education of customers on product usage is key. Innovations in educating a semiliterate group on the use of new products can pose interesting challenges. Further, most of the BOP also live in “media dark” zones, meaning they do not have access to radio or TV. In the absence of traditional approaches to education—traditional advertising—new and creative approaches, such as video mounted on trucks and traveling low-cost theatrical productions whose job it is to demonstrate product usage in villages, must be developed.

9. Products must work in hostile environments. It is not just noise, dust, unsanitary conditions, and abuse that products must endure. Products must also be developed to accommodate the low quality of the infrastructure, such as electricity (for example, wide fluctuations in voltage, blackouts, and brownouts) and water (for example, particulate, bacterial, and viral pollution).

10. Research on interfaces is critical given the nature of the consumer population. The heterogeneity of the consumer base in terms of language, culture, skill level, and prior familiarity with the function or feature is a challenge to the innovation team.

11. Innovations must reach the consumer. Both the highly dispersed rural market and a highly dense urban market at the BOP represent an opportunity to innovate in methods of distribution. Designing methods for accessing the poor at low cost is critical.

12. Paradoxically, the feature and function evolution in BOP markets can be rapid. Product developers must focus on the broad architecture of the system—the platform—so that new features can be easily incorporated. BOP markets allow (and force) us to challenge existing paradigms. For example, challenging the grid-based supply of electricity as the only available source for providing good-quality, inexpensive energy is possible and necessary in the isolated, poor BOP markets.

It might appear that the new philosophy of innovation for the BOP markets requires too many changes to the existing approach to innovation for developed markets. It does require significant adaptation, but all elements of innovation for the BOP described here might not apply to all businesses. Managers need to pick and choose and prioritize. Although effective participation requires changes to the philosophy of innovation, I argue that the pain of change is worth the rewards that will be reaped from the BOP and from traditional markets. Further, when we recognize the issues involved, innovation can be quite an energizing experience. I also plan to illustrate with a large number of examples that a wide variety of organizations—MNCs, local firms, and NGOs—are successfully innovating with vigor in these markets and are making a great difference in the quality of life of low-income customers and low-income communities. This is of particular importance to MNCs. Because innovations for the BOP markets challenge our established ways of thinking, BOP markets can become a source of innovations for the developed markets as well. Innovation in BOP markets can reverse the flow of concepts, ideas, and methods. Therefore, for an MNC that aims to stay ahead of the curve, experimenting in BOP markets is increasingly critical. It is no longer an option.

Making It Happen

Let us begin with each of the principles involved in innovation for the BOP, identify the rationale for it, and analyze examples that illustrate what can be done to incorporate it.



1. Price Performance

Addressing the market opportunity at the BOP requires that we start with a radically new understanding of the price-performance relationship compared to that currently employed in developed markets. This is not about lowering prices. It is about altering the price-performance envelope.

Price is an important part of the basis for growth in BOP markets. GSM handsets used to sell for $1,000 in India. Not surprisingly, the market was quite limited. As the average price dropped to $300, sales started to increase. However, when Reliance, a cell phone provider, introduced its “Monsoon Hungama” (literally Monsoon Melee) promotion that offered 100 free minutes for a mobile, multimedia phone with an up-front payment of $10 and monthly payments of $9.25, the company received 1 million applications in 10 days. Of course, price is a factor. Equally important is the performance associated with the price. The applications available through the Monsoon Hungama offer, for a mere $10 down payment, are quite incredible, including news, games, audio clips of movies and favorite songs, video clips, astrology and numerology, city guides, TV guides, stock quotes, and the ability to surf the Internet. The phone itself is fashionable and state of the art, using CDMA technology.2 Today, India is the fastest growing wireless market in the world. During the last quarter of 2003, India was adding 1.5 million new subscribers per month! Both GSM and CDMA technologies are readily available, as are a host of features and pricing options. The regulatory process is also rapidly evolving. This milieu can be confusing at best. However, most value-conscious consumers do not seem to be concerned. There are so many comparisons of the alternate technologies, features, and payment schemes that are debated in newspapers, on TV and radio, and in magazines, that consumers are well informed. Even those who cannot read tend to consult with others who can. Word of mouth is so powerful that the consumers seem to have found an efficient process—combining analyses offered by journalists, companies, consumer reports, and their friends—for evaluating the price-performance options available to them.

How can we provide a high level of price-performance to a consumer population that exists on less than $2 per day? The changes in price-performance that are called for must be dramatic. Let me illustrate. Consider a cataract operation. It can cost as much as $2,500 to $3,000 in the United States. Even most of the poorest in the United States can get access to this surgery through health insurance (Medicare and Medicaid). In other developed countries such as the United Kingdom, the nationalized health services pay the cost. Now, consider the poor in India or Africa. For these mostly uninsured individuals to even consider cataract surgery, it would need to be priced around $50, a fraction of what it costs in developed markets (about 50 to 75 times less than in the United States), and the quality of surgery cannot be any less. Variation in quality in restoring eyesight is unacceptable. For a successful cataract operation in BOP markets, the quality of surgery must also include postoperative care of semiliterate patients in unsanitary environments. Commitment to quality in BOP markets must be broad-based: identifying patients for surgery, most of whom have had limited medical care in the past, much less visits to the hospital; preparing them for the procedure; performing the operation; and postoperative care. The Aravind Eye Care System, the largest eye care facility in the world, is headquartered in Madurai, India. Doctors at Aravind perform more than 200,000 state-of-the-art cataract surgeries per year. Their price is $50 to $300 per surgery, including the hospital stay and any complications in surgery. However, more than 60 percent of Aravind’s patients get their surgeries for free with no out-of-pocket payments by patients, insurance companies, government, and so on. With only 40 percent of paying patients at such seemingly low prices, Aravind is nevertheless very profitable. The cost of the surgery, for all the patients taken together (paying and free) is not more than $25 for a basic cataract operation with intra-ocular lens (IOL).

Similarly, access to financial services for the poor provides a challenge to conventional wisdom. Saving with a bank is a new idea for most people at the BOP. They have hardly any savings to begin with and whatever they have they wear it on them (as jewelry) or keep under their mattresses. Simple steps such as saving $1 per week and starting an account with as little as $20 can provide the impetus to cultivating the savings habit among the poor. Building the savings habit and giving them access to the basic building blocks of financial services must precede providing them with access to low-cost loans or rain and crop insurance. How does a large global bank approach this market and provide world-class (if a limited range of) services starting with a $20 deposit? Citicorp started $25 deposit-based banking services, called Suvidha, in Bangalore, India. Suvidha was oriented toward the urban population and was entirely based on an ATM, networked, 24/7 model. In the first year, Citibank enrolled 150,000 customers. This was the first time a global bank approached consumers with a $25 deposit option. Now several Indian banks offer similar service, both branch-based and ATM-based, in both rural and urban areas.

BOP markets, be they in telecom, personal care, health care, or financial services, impose interesting business design criteria. MNCs have to fundamentally rethink the price-performance relationship. Traditional approaches to reducing prices by 5 to 10 percent will not suffice. We should focus on an overall price-performance improvement of 30 to 100 times. This calls for a significant “forgetting curve” in the organization—an ability to discard traditional approaches to price-performance improvements. However, these efforts can be justified only if the markets are large and global and the returns are more than commensurate with the risks. Although the margin per unit might be low, investor interest in BOP markets is based on expectations of a large-volume, low-risk, and high-return-on-capital employed business opportunity. BOP markets represent an opportunity to create economic value in a fundamentally new way.



2. Innovation: Hybrids

The BOP market opportunity cannot be satisfied by watered-down versions of traditional technology solutions from the developed markets. The BOP market can and must be addressed by the most advanced technologies creatively combined with existing (and evolving) infrastructure.

More than 70 million Indian children suffer from iodine deficiency disorder (IDD), which can lead to mental retardation. A total of 200 million are at risk. IDD in many parts of Africa is equally daunting. The primary source of iodine for most Indians is salt. Indians do eat a lot of salt, but only 15 percent of the salt sold in India is iodized. Iodine is added by spraying salt with potassium iodate (KIO3) or potassium iodine (KI) during manufacturing. Salt, to be effective as a carrier of iodine, must retain a minimum of 15 parts per million of iodine. Even iodized salt in India loses its iodine content during the harsh conditions of storage and transportation. Indian cooking habits account for further iodine loss. The challenge in India (and similar markets in Africa) is clear: How do we create iodized salt that will not lose its iodine content during storage, transportation, and cooking but will release iodine only on ingesting cooked food?

In an effort to address the immense iodine loss in Indian salt, HLL, a subsidiary of Unilever, recognized that chemicals can be protected by macro and molecular encapsulation. HLL first attempted macro encapsulation (similar to coating medicine with a covering). Although this process kept the iodine intact, it was difficult to guarantee the exact amount of iodine as the miniscule size of the salt crystals complicated the process. HLL thus decided to try molecular encapsulation. Called K15 (K for potassium, 15 ppm), the technology encapsulates iodate particles between inorganic layers, protecting iodine from harsh external conditions. The inorganic layers are designed to only interact with and dissolve in highly acidic environments (that is, a pH level of 1 to 2, as in the stomach). Here, iodine is released only upon ingesting food, only negligibly before that. The tests to validate this technology under the harsh conditions of Indian spices and cooking methods required that the researchers resort to techniques developed by the Indian Atomic Energy Agency, using radioactive tracers. The tracers did not alter the chemistry of the iodine but could detect it throughout the simulated cooking process. To be marketable, though, the iodized salt so developed must also retain its attractiveness (whiteness, texture) and, needless to say, must be priced comparable to iodized salt using the traditional methods (ineffective as a carrier of iodine) and noniodized salt. The technical breakthrough in applying molecular encapsulation of iodine in salt is now a patented process. Unilever is already leveraging this innovation from HLL to other countries such as Ghana, Ivory Coast, and Kenya, where IDD is a problem.

The concept of hybrids appears in strange places. Consider that the dairy industry in India, Amul, is organized around 10,675 cooperatives from which it collects 6 million liters of milk. Amul collects milk from the farmers in villages by providing village collection centers with more than 3,000 Automatic Milk Collection System Units (AMCUS)—an integrated milk-weighing, checking (for fat content), and payment system based on electronic weighing machines, milk analyzers, and a PC-based accounting and banking system for members. Amul makes 10 million transactions and payments in the neighborhood of Rs. 170 million. Payments can also be made instantaneously. This integrated electronic system sits in the middle of the traditional Indian village in the milk cooperatives. Many of the farmers feel that, for the first time, they have been treated “right”—the weighing and testing are honest, they are paid without delays, and they can now become part of the national milk network without leaving their villages.3



3. Scale of Operations

It is easy to succeed in a limited experiment, but the market needs of 4 to 5 billion people suggest that the experiments must be commercially scalable.

NGOs and other socially concerned groups are by far the lead experimenters in BOP markets. For example, we can demonstrate that a combination of photovoltaic and wind-based energy systems can be built for less than $1,000, consistently deliver the necessary power, and be acceptable as a single-family or village solution. However, how do you scale it to cover 1.5 billion people who live without access to grid-based electricity? What is involved in scaling these successful experiments? Can small local entrepreneurs and NGOs accomplish this transfer of technology across geographies?

Scale of operations is a prerequisite for making an economic case for the BOP. Given a stringent price-performance equation and low margins per unit, the basis for returns on investment is volume. Only a few BOP markets are large—China, India, Brazil, Mexico, and Indonesia. Most of the markets, such as the African nations, are poor and small. The prerequisite for scalability of innovations from these markets is that they are supported by organizations that have significant geographical ambitions and reach. MNCs are ideally suited for this effort. Further, size allows MNCs to make the necessary financial commitments behind potentially successful, innovative ideas. How can HLL leverage its learning, know-how, and “know-why” developed in marketing salt in India and take it to Nigeria, Chad, Ivory Coast, and China?

It is clear, therefore, that pursuing the promise of BOP markets challenges the dominant logic of both MNCs and NGOs. MNCs can benefit from learning how to engage with NGOs and local community-based organizations to co-create new products, services, and business. NGOs can benefit from partnerships with MNCs, through which they can leverage MNC know-how and systems to scale innovations broadly.



4. Sustainable Development: Eco-Friendly

The poor as a market are 5 billion strong. This means that solutions that we develop cannot be based on the same patterns of resource use that we expect to use in developed countries. Solutions must be sustainable and ecologically friendly.

Consider the use of water. In the United States, domestic use of water per capita is around 1,932 cubic meters per person per year. In China, it is 491 cubic meters and in India, 640 cubic meters, respectively. There is not enough water available in most parts of the world to support demand.4 Even if it is available, the quality of water available varies from indifferent to poor. For example, in Chennai, India, there is an attempt to collect rainwater from rooftops and store it in wells. So far, scarcity has not altered usage patterns. Water usage continues to be a critical component of high standards of living in the Western world. The question that BOP markets pose for us is this: Can we develop products that provide the same level of functionality with no or minimal use of water? For example, can we wash clothes without water? Can we refresh ourselves without a shower? Can we flush toilets without much water, as is done in airplanes? Can we recycle water for multiple uses within an apartment complex (in urban settings) and within a village (in rural settings) in a closed loop system? Can we conserve water in agriculture through innovative cultivation methods?

In the United States, each person generates 4.62 pounds of waste per day. If everyone in China adopted Western standards of waste per capita, there would be more than 5.5 billion pounds of waste per day.5 There are not enough places to dump this amount of garbage! Packaging can play a crucial role in the sustainable development of markets in the BOP. With 5 billion potential users, per-capita consumption of all resources, including packaging materials, can be crucial. Even recycling systems might not be practical as the rural markets are dispersed and waste collection for recycling might not be economically viable. At the same time, packaged goods are one way of ensuring product safety. The dilemma is real. So far, MNCs and others have not suggested a practical solution to the packaging problem, nor do we have a comprehensive approach to energy and water use. Water might get the attention of MNCs sooner than energy as the availability of quality water, even for human consumption, is becoming difficult in BOP markets and, in some cases, developed markets as well. The growth of bottled water is an indication of this trend.

The goal here is not to be alarmists. The BOP will force us to come to terms with the use of resources in ways that we have not so far. Whether it is in the use of fossil fuels for energy and transportation, water for personal cleanliness, or packaging for safety and aesthetics, ecological sensitivity will become paramount. I believe that more innovative, sustainable solutions will increasingly emerge from serving the BOP markets than from the developed markets.



5. Identifying Functionality: Is the BOP Different from Developed Markets?

Recognizing that the functionality required in products or services in the BOP market might be different from that available in the developed markets is a critical starting point. In fact, developers must start from this perspective and look for anomalies from their prior expectations based on their experiences with developed markets.

Take prosthetics as an example. The artificial limb, as a business and good medical practice, is not new. It has been around for a long time and every war, starting with the American Civil War, has given a boost to its usage. Lost limbs due to accidents, polio, or war are common. India is no exception: There are 5.5 million amputees and about 25,000 to 30,000 are added each year. However, most of the patients needing prosthetics are poor and illiterate. For a poor Indian, regaining the ability to walk does not mean much if he or she cannot squat on the floor, work in the field, walk on uneven ground, and not wear shoes. As Mr. Ram Chandra, talented artist, sculptor, and inventor of the Jaipur Foot, the Indian alternative to traditional prosthetics, said, “Indians do not wear shoes to the temple or in the kitchen.” Jaipur Foot’s design considerations are based on unique functionality, specific to this market, and are easy to recognize, as shown in Table 2.1. The design requirements can be divided into two parts. Design must take into account the technical and medical requirements for various foot movements, but this is not enough. We can build a prosthetic that can perform all the functions required. However, if it is not within reach of the target customer—here the BOP patient—it does not help. Therefore, we need to superimpose the business requirements, not just appropriate prices, but how the individual is likely to use the prosthetic.

Table 2.1 Jaipur Foot: Design Considerations
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The design considerations isolated by the design team of the Jaipur Foot were uniquely oriented to BOP problems (for example, in India, Afghanistan, Bangladesh, Pakistan, Cambodia, Congo, and Vietnam) in fitting prosthetics and are not the problems that designers would contend with in the United States. Functionality 1 describes the technical requirements that are unique to BOP consumers in India. Contrary to popular assumptions, this set of design parameters increased the required functionality of prosthetics compared to what is available in the United States or Europe. Functionality 2 describes the additional unique requirements at the BOP level. For example, farmers in the BOP must work in standing water in paddy fields for about eight hours every day. Vendors in the BOP must walk long distances (about 8 to 10 km per day). Therefore, prosthetics for consumers in the BOP must be comfortable, painless, and durable. The poor cannot afford frequent replacements or hospital visits. They travel from all over India with their families to get treatment at Jaipur Foot but cannot afford boarding and lodging, much less stay for an extended time in a new location. The prosthetics must be custom-fitted in a day. From the perspective of Jaipur Foot, the prosthetics must be fitted with less than fully trained physicians, as there is a shortage of doctors and hospital space. The job of fitting a custom-developed artificial leg must be “deskilled.” On top of this, prices must be reasonable, as most clients are poor. They cannot afford the typical $7,000 to $8,000 per foot cost of prosthetics. At best they can afford $50.

This might appear to be a daunting and impossible task. How can one develop a prosthetic that is more advanced in functionality, for 1/200 of the cost, can be custom-fitted by semiskilled paramedics in one visit (one day at the clinic), and last for a period of four to five years? By accepting these prerequisites, the Jaipur Foot team, led by master craftsman Ram Chandra and Dr. P.K. Sethi, a trained physician, developed a prosthetic that meets all of the criteria for less than $30. This innovation has helped farmers to farm again and a renowned Indian classical dancer to perform onstage fitted with a prosthetic.

The needs of consumers in BOP markets might not be obvious either to the firms or to the consumers. Certainly, the consumers might not know what can be accomplished with new technology to improve their productivity. Managers need to invest the necessary effort to gain a granular understanding of the dynamic needs of these consumers.

India is a country with more than 1 million retail shops. Most of the shops are tiny (around 300 to 400 square feet) and cater to the immediate neighborhoods in which they operate. Despite space constraints, each might offer well over 4,000 stockkeeping units (SKUs). These stores stock unpackaged (for example, rice, lentils, oils, salt) and packaged products that are both unbranded and branded. Most of the store owners are semiliterate and work long hours. The average sales volume per month is about Rs. 400,000 ($9,000) with thin margins. Can these stores be possible targets for a state-of-the-art point-of-sale (POS) system? TVS Electronics, an Indian firm (and a part of the TVS group of companies), focused on this market as a potential opportunity for a POS system. To start, its engineers spent several weeks in the store observing operations and the store owners’ approach to management. More than 1,000 hours of video ethnography and analysis by engineers preceded the design of the POS system. The specification of the system was set as follows:

1. Robust system (must accommodate heat, dust, poor training and skills).

2. Stock management with alerts.

3. Payment modalities (cash, credit card).

4. Identification of slow-moving items.

5. Bill printing in multiple languages (English and 11 Indian languages).

6. Power back-up (built-in uninterruptible power supply).

7. Handheld bar code reader.

8. Internet-enabled.

9. Easy-to-learn and easy-to-use interface.

10. Priced attractively for this market.

As of the end of 2003, TVSE machines were field tested in more than 500 stores. The company already has on order more than 5,000 units in industries as varied as petrol stations, railway stations, and pharmaceutical outlets. The design of the POS and its cost structure allow TVSE to migrate this platform seamlessly to other applications.



6. Process Innovation

A significant opportunity for innovation in BOP markets centers around redefining the process to suit the infrastructure. Process innovation is a critical step in making products and services affordable for the poor. How to deliver is as important as what to deliver.

We referred to the Aravind Eye Care System, a profitable institution where 60 percent of the patients are nonpaying patients and the remaining 40 percent pay about $50 to $300 for cataract surgery. What is the secret? The visionary founder of Aravind Eye Hospital, Dr. Venkataswamy (Dr. V, as he is affectionately called), says he was inspired by the hamburger chain, McDonald’s, where a consistent quality of hamburgers and french fries worldwide results from a deeply understood and standardized chemical process. In-depth attention to inputs and process steps guarantees high-quality outputs. Dr. V has developed and standardized the Aravind process, in which the first step is more than 1,500 eye camps where the poor are tested for vision problems and those needing help are admitted. They are then transported to hospitals. This is different from the more popular on-site eye camps in villages and small towns in India. The conditions of sanitation and medical care in such camps cannot be controlled, and they can be in specially designed hospitals developed for this purpose. In the Aravind process, technicians, often young women drawn from the local areas and trained in eye care only, supplement the work of doctors. Patient preparation and postoperative work are done by these technicians. Doctors perform only surgeries. The process flow allows a doctor and two technician teams to perform more than 50 surgeries per day. Because the process is so well developed, technicians and doctors are so carefully trained, inputs are fully controlled, and the system and values are rigidly enforced, Aravind boasts of an outcome rate that is among the best in the world. The IOL, part of the modern cataract operation, is manufactured at Madurai, the central hub of Aravind, and exported to multiple countries, including the United States.

Amul, the largest and best-known dairy in India, is yet another example. Amul, as a system, is one of the largest processors of raw milk in India. Milk collection is totally decentralized, yet Amul has innovated processes by which collection is reliable and efficient. Villagers, with a buffalo or two, bring their collection to the village collection center twice daily. The milk is measured for volume and fat content and the villager is paid every day. The collected milk is transported to processing facilities in refrigerated vans. Amul’s centralized, large, and highly efficient world-class processing facilities pasteurize and package the milk for retail consumption. Amul also converts raw milk into primary products—milk powder, butter, and cheese—and secondary products such as pizza, ice cream, and Indian sweets. Amul handles marketing and promotion for a heterogeneous customer base centrally.

The Aravind and Amul stories appear to be quite different, but they have many similarities. At the heart of their extraordinary success lie the process innovations they made, as shown in Figure 2.1. The genius of these innovations is the way these two groups—in such different industries—have maintained the local infrastructure of the villages and brought to them the most advanced facilities in their respective fields. Amul connects the farmer with two buffaloes to the national and global dairy market and gives the farmer an identity. Aravind brings the world’s best technology at the lowest global cost to the poorest villager and gives him or her the benefit of eyesight and dignity. Neither starts with the idea of disrupting the lives of the poor. Both aim to improve the quality of the life of the poor profitably. Neither compromises on world-class quality. Both have, through careful consideration of process innovation, achieved the requirements we set forth for successful BOP innovations: price performance, scaling, innovative high-technology hybrids, and sustainable, ecologically friendly development.
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Figure 2.1 Process innovations for the BOP.



7. Deskilling of Work

In most BOP markets, there is a shortage of talent. Work must, therefore, be deskilled.

One of the major goals facing the developing world and, by implication, the developed world, is active surveillance of the spread of infectious diseases. The spread of Severe Acute Respiratory Syndrome (SARS) across Southeast Asia and from there to Canada is a case in point. The World Health Organization (WHO) and Centers for Disease Control (CDC) recognize that active monitoring of the origination of these diseases in remote regions of the world is critical. Voxiva, a startup in Peru, created a system to monitor disease patterns. Peru suffered a devastating attack of cholera in 1998 in which more than 11,000 people perished. Peru offers a challenge for the active monitoring of diseases in the remote and mountainous regions where access to the Internet and PCs is scarce. Voxiva created a device-agnostic system. Health workers in remote areas can contact health officials in Lima, Peru, through wireless devices, landlines, or the Internet using a PC. More important, each of the health workers in remote areas was given a card with pictures of the progress of the disease. For example, the symptoms of smallpox over a period of time were captured in photographs. Anyone looking at a patient could relate the actual lesions on the patient to the corresponding picture and make a judgment on how severe the disease was. He or she simply had to telephone the central health authorities in Lima and identify the location and the severity of the case by mentioning the number of the picture on the card. The card, in a sense, was a way of capturing the knowledge of experts and identifying the stages of severity. With this simplified diagnostic process, health workers in the field need not be highly trained, nor do they need access to a complex communications network. They just need a telephone to call the health officials in Lima. Voxiva deskilled the diagnostic and surveillance problem in two ways: by reducing the need for a complex technology backbone for real-time communication and for diagnosis of the problem at the local, unskilled level as well.

CEMEX, a Mexican multinational firm in the cement business, started a project called Patrimonio Hoy (Patrimony Now) to help the poorest people build their own homes. The poor in Mexico add, whenever they can, an additional bathroom, kitchen, or bedroom to their homes; endeavors that are expensive. They often do not know exactly which materials are required. They often cannot afford to buy all the materials needed at the same time. For example, they might buy and store sand in the street, in front of their homes, until they can afford to purchase other materials. A significant amount of the materials would be wasted or lost. In response, CEMEX started a program of savings for the poor. A group of three women could start the savings program, and over 76 weeks they would save enough to buy a bathroom or a kitchen. The women knew before they started the savings program what kind of a room they could add, including its size, appearance, and materials needed to build it, including cement, steel, paints, tools, and so on. All the necessities would come in a package, and CEMEX would hold it in storage until the customers were ready. Further, they provided technical assistance and advice from skilled technicians on how to “do it yourself.” Since the launch of this program, CEMEX has helped more than 300,000 families build additions to their homes.



8. Education of Customers

Innovation in BOP markets requires significant investments in educating customers on the appropriate use and the benefits of specific products and services. Given the poor infrastructure for customer access, innovation in the educational process is vital.

More than 40 percent of India is media-dark, so TV- and radio-based messages are inappropriate methods to reach these consumers and educate them on product and service benefits. Not surprisingly, in BOP markets, education is a prerequisite to market development. Consider, for example, the incidence of stomach disorders, especially diarrhea, among children. More than 2 million children die of this malady every year, a totally preventable cause of death. The cure is as simple as washing one’s hands with soap before eating. HLL discovered that by this simple process, diarrhea-related fatalities could be reduced by at least 50 percent. Incidentally, HLL could also increase its volume of soap sold. However, the problem was how to educate people on the need for washing hands with soap and to convey the causality between “clean-looking but unsafe hands” and stomach disorders. HLL decided to approach village schools and educate children on the cause of disease and how to prevent it. HLL built simple demonstrations using ultraviolet dirt and bacteria detectors on “clean-looking hands.” The point was that washing hands in contaminated running water might give the appearance of cleanliness, but such water harbored invisible germs that cause the damage. They co-opted teachers and NGOs and used their own “evangelists” who went to village schools and spread the messages of cleanliness, washing with (HLL) soap, and disease prevention. The children often became the most educated in the family on hygiene and, therefore, began educating their parents. The children became the activists and the advocates of good and healthy practices at home and HLL reaped new profits.

To access and educate consumers at the BOP, more than a single format and approach is called for. Often, collaboration between the private sector firms, NGOs, the public health authorities (Ministers of Health), and the World Health Organization can be of great value. However, collaboration is not without its attendant problems. Although all these organizations might agree on the broad agenda of improving public health, each has a slightly different approach and mandate (that is, politicians are also very concerned about public image). As HLL learned, collaborating with local authorities and the World Bank can cause innumerable and unforeseen problems. Although this multiparty collaboration is difficult, collaborating with the ministers (and their bureaucracies) who have as their mandate better health can be a positive step. NGOs, which are also focused on improving the lives of the poor and have deep local knowledge, can be a great help, after they can accept a commercial solution (as opposed to a charity-based or government-subsidy-based approach) to the problem.

The methods used for educating consumers can also vary. In media-dark zones, billboards painted on walls have been a staple in most developing countries, as are truck-mounted demonstration crews with catchy jingles that attract crowds in villages. In the case of Aravind Eye Hospital, well-publicized eye camps in villages conducted with the cooperation of local enterprises, NGOs, and schools are a good way to educate people on eye care and access patients who need surgery. Aravind developed a strict procedure for holding these eye camps, which are used for preliminary examination of patients. All surgery is performed in specially designed hospitals.



9. Designing for Hostile Infrastructure

The BOP markets exist in a hostile infrastructure. Design of products and services must take this into account.

Consider the design of PCs for a rural network application in northern India. ITC was building this network for connecting Indian villages in a seamless supply chain. E-Choupal, literally “the village meeting place,” was designed to enable the farm community and ITC to collaborate and have a constant dialogue. The PCs placed in the village had to work under conditions unthinkable in the West. For example, the voltage fluctuated between 90 and 350 volts against a rated 220-volt transmission. Sudden surges in the current were quite the norm. Early installations were burned out and rendered useless in a short time. Further, the supply of electricity was uneven, often available for only two or three hours per day. ITC engineers had to add to the installation an uninterruptible power supply system, including surge protectors and a solar panel that would allow at least three to four hours of uninterrupted, quality electricity to operate the system. For communication, they had to depend on the satellite network rather than regular landlines. All this added to the cost. However, without this complete system that can operate in the “hostile” village environment, the entire project would have failed.

Consider the provision of good-quality water for the BOP market. Water treatment must eliminate particulate pollution, microbes, viruses and cysts, and organic and inorganic compounds. In addition, if we can supply improved taste and nutrition, it could be a welcome benefit. Systems have been developed to eliminate the “bad stuff” from water, including simple filters to complex systems. However, “purified” water from these systems can still be parceled out in unhygienic containers and touched by unclean hands. The benefits of water purification can be totally offset by what can best be described as the “last step” problem: the last step from the purifier system to consumption. Part of the system design must include the way water is dispensed and stored immediately before actual consumption.



10. Interfaces

The design of the interface must be carefully thought through. Most of the customers in BOP markets are first-time users of products and services and the learning curve cannot be long or arduous.

In designing the POS system for grocery stores, one of the main considerations was the nature of the interface. For example, each store had its own terminology and there were no set standards. Further, each store, based on its clientele, had a particular portfolio of fast-moving items. The software architecture, therefore, had to be designed so that the system could be customized easily and rapidly for each store.

Interface design can also provide some interesting and unexpected surprises. For example, in the case of rural agricultural kiosks, EID Parry found that its customers prefer an English-language interface to their PCs rather than the local language (Tamil). Wireless customers in India and Bangladesh took to the new technology more rapidly than expected. Indian housewives—rich and poor alike—are avid users of SMS messaging; on average they send 60 messages per day. Farmers in the ITC e-Choupal network, in a short period of time, were sufficiently knowledgeable to navigate the Web to check on soybean prices at the Chicago Board of Trade or the latest cricket score. The BOP can be a source of surprises on how rapidly new technologies are accepted and assimilated.

The PRODEM FFP interface in Bolivia is yet another case of creative interface design. The retailer Elektra in Mexico caters to BOP customers and also introduced fingerprint recognition as a basis for operating the ATMs in its stores so customers need not remember their nine-digit ID codes. The opportunities for innovation—iconic, color-coded, voice-activated, fingerprint and iris recognition (biometric-based) interfaces—are more likely at the BOP than in developed countries. How we interpret the future of interface design is critical and significant research is necessary.



11. Distribution: Accessing the Customer

Distribution systems that reach the BOP are critical for developing this market. Innovations in distribution are as critical as product and process innovations.

ICICI started as an institutional lender and has grown to become the second largest bank in India. Its move into retail banking started in 1997. As such, it is a newcomer and has had to compete with banks such as the State Bank of India with more than 14,000 branches and a 200-year history in retail banking. To compete, ICICI redefined distribution access; by moving away from the approach of building branches as the primary source of access to retail customers, ICICI was able to innovate. ICICI defined access through multiple channels. Today it is the largest PC-based bank in India with more than 5 million active PC banking customers. ICICI also has the largest and fastest-growing base of ATMs in India. As of August 2003, it had an installed base of 1,750 ATMs. Further, in acquiring The Bank of Madura (which had built a strong base of rural distribution through self-help groups in southern India), it gained access to 10,000 such groups involving more than 200,000 customers. In addition to its own initiatives in building retail access, ICICI also formed partnerships with large rural marketers such as ITC and EID Parry to access farmers through their networks. Over a period of six years, through this unconventional approach to retail customer access—PCs, ATMs, self-help groups, NGOs, microfinance organizations, large rural marketers and their networks, Internet kiosk operators, and some traditional branches of their own—ICICI had a retail base of 9.8.million customer accounts and was growing at a rapid rate.

HLL, a subsidiary of Unilever, is a well-established marketing powerhouse in India. HLL serviced urban markets through dealers and suppliers and boasted the best distribution access in India. However, the company found that it was unable to access remote villages through the traditional system. As a result, HLL started a program whereby village women are involved in distributing their products in villages that were not fully serviced by HLL’s existing systems of suppliers and dealers. The program, called Shakti, empowers women to become entrepreneurs. HLL’s CEO, M.S. Banga, believes that this additional arm of distribution will eventually provide coverage in the 200- to 300-million-person market at the BOP currently not served by existing systems.

Avon has been extremely successful in using direct sales in Brazil. Avon built a $1.7 billion business based on direct selling. Avon representatives become experts who provide guidance to customers, minisuppliers, distribution channels, and providers of credit.6 Amway has had similar success in India and has built a direct distribution system covering more than 600,000 Amway representatives and a total revenue base of Rs. 500 crores ($110 million).



12. BOP Markets Essentially Allow Us to Challenge the Conventional Wisdom in Delivery of Products and Services

By its very nature, success in BOP markets will break existing paradigms.

All examples used in this book challenge conventional wisdom. They challenge the current paradigms in innovation and product and service delivery in fundamental ways.

For example, Jaipur Foot and Aravind Eye Hospital challenge the assumptions behind how health care can be delivered. By focusing on one disease and one major process, these great institutions have pioneered a way of gaining scale, speed, extremely high quality, and unbelievably low costs. Their systems are being replicated by others in India and around the world. For example, several hospitals in India are increasingly specializing in cardiac care. The cost of a bypass operation in India is now as low as $4,000, compared to $50,000 in the United States. In fact, Indian groups are now negotiating with The National Health System in the United Kingdom to fly British patients into Delhi and operate on them at lower costs, including travel, than they could in the United Kingdom without compromising quality of care.

BOP markets accept the most advanced technology easily. In the wireless market, CDMA coexists with GSM in India. Customers and operators see 3G as a viable alternative. Access to audio and video clips and news and stock quotes are considered basic services. These services are available at $10 down per handset and $0.02 per minute of long-distance calling. Building a customer base of 1 million new customers in 30 days also appears to be normal.

As the innovation for public health surveillance invented by Voxiva has demonstrated, innovations from the BOP can travel to advanced countries. Voxiva’s solution is now being used by the U.S. Food and Drug Administration (FDA), Department of Defense, and the Centers for Disease Control (CDC).

Energy innovator E+Co is demonstrating that it is possible to develop hybrid systems that are local, economic, and sustainable. Although not yet a full-fledged commercial success, this experiment is challenging current thinking about reliance on grid-based electricity.

Enabling people to buy by accessing markets creatively and designing affordable products for them breaks the long-held assumption that BOP markets are not viable. A wide variety of firms—HLL, CEMEX, ITC, Amul, and ICICI—are demonstrating that this can be done profitably.

BOP markets break our traditional ways of thinking and acting. This might be their biggest allure and challenge alike. Unless we are willing to discard our biases, this opportunity will remain invisible and “unattractive.”

Conclusion

Getting the right combination of scale, technology, price, sustainability, and usability requires that managers start with a “zero-based” view of innovations for the BOP markets. Managers need a new philosophy of innovation and product and service delivery for the BOP markets. The 12 principles that constitute the minimum set of a philosophy of innovation are critical to understand and apply. Needless to say, they challenge the existing assumptions about product and market development. By forcing managers in large enterprises to rethink and reexamine their assumptions about form and functionality, about channels and distribution costs, BOP markets can serve as catalysts for new bursts of creativity. The biggest advantage is often in challenging the capital intensity and the managerial cost structures that have been assumed in MNCs.

Large firms, especially MNCs, can learn a lot from their active participation in BOP markets. It can help them improve their own internal management processes and bottom line. We examine how MNCs can benefit from their involvement in the BOP in the next chapter.
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3. BOP: A Global Opportunity

We have described the process by which large firms can create products and services that are ideally suited for the BOP markets. It is natural to ask whether the managerial energy required for these innovations is justified. Although there are opportunities for growth in BOP markets, are these opportunities attractive enough for large firms (including MNCs) to go through the changes that are required in their internal systems and processes? To challenge their dominant logic? Similarly, will the social and developmental benefits of such business growth be substantial enough for NGOs and community organizations to give priority to market-based approaches?

I believe the answer is an unambiguous “yes.” Based on emerging evidence, we can identify four distinct sources of opportunity for a large firm that invests the time and energy to understand and cater to the BOP markets:

1. Some BOP markets are large and attractive as stand-alone entities.

2. Many local innovations can be leveraged across other BOP markets, creating a global opportunity for local innovations.

3. Some innovations from the BOP markets will find applications in developed markets.

4. Lessons from the BOP markets can influence the management practices of global firms.

The benefits of operating at the BOP, therefore, do not just accrue in local markets. We describe each one of these opportunities next.

Engaging the BOP

There are two ways in which large firms tend to engage the BOP markets. The traditional approach of many MNCs is to start from the business models honed in the developed markets—the top of the pyramid and their zone of comfort. This approach to the BOP market inevitably results in fine-tuning current products and services and management practices. There is growing evidence that this approach is a recipe for failure. MNCs and large firms must start from a deep understanding of the nature and the requirements of the BOP, as outlined in Chapter 2, “Products and Services for the BOP,” and then architect the business models and the management processes around these requirements. This approach to the BOP market will not only allow large firms to succeed in local markets but will also provide the knowledge base to challenge the way they manage the developed markets. Let us consider some examples.

BOP consumers in Latin America are careful in their use of diapers. They use one or two changes per day compared to the five or six changes per day common among the top of the pyramid consumers. Because they can afford only one or two changes, they expect a higher level of absorbency in the diapers and an improved construction of the diaper that will accommodate additional load. This means that the firms have to technically upgrade the quality of their diapers for the BOP consumers compared to the products they currently sell to the rich in those markets. Needless to say, the new product built for the BOP market is higher in quality and provides a better price-performance proposition. Similarly, detergent soap, when used by BOP consumers in India washing their wares in running water, becomes mushy. About 20 to 25 percent of the detergent soap can be lost in the process. Therefore, HLL developed a soap with a coating on five sides, which makes it waterproof. The coated soap saves 20 percent wastage even in a hostile user environment. The innovation is of interest to the rich as well. Access to clean water is a major concern at the BOP. Polluted water (particulate, bacterial, and viral pollutants) is common. Boiling water is the only current alternative to eliminating the bacterial and viral pollutants. A focus on solving this problem has to start with a cost target that is no more than the cost of boiled water. Further, the system has to create a quality level that is better than boiled water (removing sediments). The process is of interest to the rich as well.

The quality, efficacy, potency, and usability of solutions developed for the BOP markets are very attractive for the top of the pyramid. The traditional MNC approach and the approach suggested here—top of the pyramid to BOP and from the BOP to the top of the pyramid—are shown in Figure 3.1.
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Figure 3.1 Learning from the BOP.

As the foregoing examples illustrate, the demands of the BOP markets can lead MNCs to focus on next practices. The BOP can be a source of innovations for not only products and processes, but business models as well. Let us start with the growth opportunities in local, stand-alone BOP markets first.

Local Growth Opportunities

Some of the local BOP markets are very large. A large population base is one indicator of the size of the market opportunity at the BOP, not necessarily the per-capita income. For example, China, India, Indonesia, Brazil, Mexico, Russia, South Africa, and Nigeria can potentially be large emerging BOP markets. If an industry or a firm finds the “sweet spot”—meaning the right business model and the right combination of products and services—these markets could have explosive growth. Consider growth opportunities in China, the world’s largest producer of steel. The growth of the appliances, building, and auto markets has created an insatiable appetite for steel. China’s steel capacity is estimated at 220 million tons compared to 110 million tons in Japan and 90 million tons in the United States. China has also an installed base of more than 250 million cell phones. That is larger than the installed base of the United States. China is also one of the largest markets for televisions, appliances, and autos. The growth spurt in China is without parallel. Similarly, India is at the early stages of a growth spurt in a wide variety of businesses such as two-wheelers (4.8 million during the fiscal year 2002–03), housing loans, and wireless. The housing loan business went from a low of Rs. 19,723 crores during fiscal 1999–2000 ($4.4 billion) to Rs. 51,672 crores ($11.5 billion) in 2002–2003. During the latter part of 2003, India was adding about 1.5 million telephone subscribers/month.

Needless to say, this growth was not all derived from the poor. There are a lot of emerging “middle”-class customers here, but most of them earn less than $1,500 per capita ($6,000 per family of four). This growth is not funneled by the top of the pyramid. What is it that MNCs learn in these markets? The lessons for Samsung and LG (South Korean suppliers of cell phones to India), not just for Reliance and Tatas (Indian providers of service), is that they have to adjust to rapid growth, not 2 to 5 percent per year, but perhaps 50 to 100 percent per year.



Learning to Grow

BOP markets can collapse the time frames taken for products, technologies, and concepts to diffuse in the system. Many of the drivers of change and market growth—deregulation, involvement of the private sector in BOP markets, digitization, ubiquitous connectivity, and the attendant change in the aspirations of people, favorable demographics (a young population), and access to credit—are simultaneously present in BOP markets. These drivers interact. The result is the challenge to the “S curve” that is the model for the diffusion of new products and services in the developed world. The changes that played out over 15 years in the developed markets are being collapsed into a short period of just three to five years in many BOP markets. M.S. Banga, CEO of HLL, suggests that the real challenge in BOP markets is that managers have to cope with the “I curve.” The entire management process in most large firms is geared for slow growth, if at all. The I curve challenges the status quo. The S and the I curves, the two approaches to diffusion of innovations (products and services), can be conceptualized, as shown in Figure 3.2.
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Figure 3.2 Traditional and BOP growth patterns. Source: M.S. Banga, CEO, HLL.

This is good news and bad news. A cell phone today is a telephone, a camera, a watch, a computer, and a partial radio and TV. Why would you need a traditional watch (other than as an ornament) if you had a cell phone? The I curve can rapidly propel some innovations and can equally rapidly destroy some traditional markets.1

Rapid growth can also make new demands on firms. For example, HLL wants to build a network of 1 million direct distributors. This means the recruitment and training of about 30,000 to 40,000 people every month. Evaluating applicants; identifying those who could make good HLL distributors; training them in products, business models, and the values of the company; and inducting such a large number into the system create new demands on the process of management. Few firms around the world have experience in inducting this many new recruits (independent distributors) per month.

Local Innovations and Global Opportunity

The micro encapsulation of iodine in salt to preserve the iodine in the harsh conditions of transportation, storage, and cooking in India has found market opportunities in Africa, especially in Ivory Coast, Kenya, and Tanzania. Iodine Deficiency Disorder (IDD) is common across the developing world, and the solution found in India has been transported across other similar markets with IDD by Unilever. Similarly, during the late 1980s, in response to the growing success of Nirma, a local entrepreneurial startup in the detergent business that created a new category, focused on the BOP markets, HLL launched Wheel, intended for the same market segment. Wheel today is one of the largest brands in the HLL portfolio in India ($150 million). The BOP market has grown rapidly. BOP markets in India account for a total of 1.0 million tons of detergents, compared with 300,000 tons for the top of the pyramid. More important, the lessons learned in India were not lost on Unilever. It wanted to protect BOP markets in countries such as Brazil, Indonesia, and China. It took the lessons from developing Wheel in India—from the formulation, manufacturing process, packaging, pricing, distribution, and advertising and promotion—to Brazil. It introduced a similar product oriented toward the BOP called Ala. The product was a runaway success. The product was available in 2,000 small neighborhood stores in less than three months. The detergent team that developed the new business model for the BOP in India also went to Brazil and China to help build the distribution systems that were critical for the success of the business. Today, India is seen as a laboratory for similar “India-like” markets within Unilever. Product ideas and concepts are tried out in India with a global BOP market in mind. Similarly, the idea of single-serve units has become a global phenomenon in the BOP markets. The growth in fast-moving consumer goods businesses in Bangladesh, Nepal, Pakistan, and China has been fueled by similar requirements.

The success of Grameen Bank in developing microfinance in Bangladesh as a successful commercial operation has led to global interest in the process. Grameen Bank was totally focused on BOP customers. The average loan size was less than $20 when it started. There are more than 17,000 microfinance operations that are variants of the Grameen concept around the world, including in the United States. The microfinance revolution now has its own global conference every year.

The success of Jaipur Foot is now exported to a wide variety of countries with similar requirements. The primary demand in all these countries for prosthetics is from BOP customers. They have been available in 19 countries, from Afghanistan to Vietnam. The Aravind Eye Hospital, in a similar vein, is training doctors to establish a low-cost, world-class delivery system for eye care in South Africa, Cambodia, and Vietnam. In an interesting twist of the traditional view of capabilities, the cost and quality advantages of cardiac care in India are allowing it to negotiate terms for the possibility of moving a portion of the patients from the National Health System in the United Kingdom to India. The total cost of the trip for the patient and an accompanying family member, the stays in India, and the cost of patient care will be less than the cost in the United Kingdom. More important, the quality of care is equally good or better. There are no delays in accessing care.

The Indian pharmaceutical industry had to learn to serve the BOP market. Prices were regulated by the government. Further, affordability of the public health system forced very low prices. It also forced them to develop methods for reverse engineering. Controversial as it is, the Indian pharmaceutical industry can deliver drugs coming off patents in the United States at a fraction of the cost charged by the established drug companies. However, the focus on the BOP has allowed these firms to invent cost-effective ways to manufacture, test, and distribute.

BOP Solutions for Developed Markets

In the rural areas of countries such as Peru, providing high-quality health care is difficult. More difficult is the surveillance of outbreaks of infectious diseases. These remote regions must be kept under constant surveillance to avoid the spread of disease, be it cholera or SARS. However, these locations are not well connected for constant communications. PCs are rare, and telephone lines are a luxury. The question for public health professionals in such a situation is simple: How do we connect remote areas to a real-time surveillance system so that the spread of infectious diseases can be monitored using devices that are currently available on location (often simple telephones)? This implies that the system must be simple and device-agnostic. Remote locations must be connected to a central node so that planners and policymakers are fully informed. Such a system, originally developed for Peru, is finding successes in the United States. The system, originally created by Voxiva, was based on three premises:

1. The system, to be robust, must be based on any device that is available: telephone (landline or wireless) or PC. The local community must know how to use the device. The telephone is the most widely used device for communications.

2. The remote populations were either illiterate or just moderately literate. The system had to deskill diagnosis at the point of patient contact. The chances of having a trained and experienced doctor in remote regions in the Andes are low. However, the quality of the diagnosis must be world-class.

3. The system must be reliable and available in real time so that senior members of the health care system can react immediately to emerging problems of infectious diseases. Early detection of health problems and rapid response (reaction time) are critical components of the system.

The system was first deployed in the remote regions of Peru and was a success. Similar problems confront the United States. The CDC and the FDA have to prepare to remotely monitor outbreaks of diseases caused by terrorists or problems in food quality that must be traced rapidly. Blood banks have to be monitored for stock and quality. When the FDA and CDC were looking for a system to help them with remote, real-time surveillance, they found the Voxiva system to be the best. Both of them are now Voxiva customers. Further, as the U.S. Department of Defense was inoculating soldiers with smallpox vaccine as a preventive measure, it needed a system for monitoring soldiers for possible adverse reactions to the vaccine. Voxiva, with its capabilities, was the obvious choice. Voxiva has moved on to sell its platforms for the detection of SARS, HIV, and other public health problems. The underlying platform is low-cost, robust, and simple, needs few skills, and can be grafted onto an existing telecom network.

Lessons for MNCs from BOP Markets

The most interesting lesson for MNCs from operating in the BOP market is about costs—for innovation, distribution, manufacturing, and general “costs of organization.” Because the BOP forces an extraordinary emphasis on price performance, firms must focus on all elements of cost. Shortage and the cost of capital force firms in BOP markets to be very focused on the efficiency of capital use. MNCs tend to impose their management systems and practices on BOP markets and find that it is hard to make a profit. The choices are simple: Change the management systems to cut costs or lose significant amounts of money. The lessons learned from BOP markets by MNCs are covered in the following sections.



Capital Intensity

The judicious use of capital is a critical element of success in BOP markets. For example, HLL works with negative working capital. It focuses on reducing capital intensity in plants and equipment. By focusing on a judicious mix of outsourcing to dedicated suppliers, it not only reduces its capital intensity but also creates several small- and medium-size enterprises that can conform to the norms and standards set by HLL. HLL, as the only customer to these suppliers, can and does influence their operations. Second, a senior management focus on logistics and distribution is critical for reducing the capital needs of the business. HLL serves 850,000 retail outlets in one of the most difficult distribution terrains. The sales data from every retail outlet is collected and processed in a central processing facility. All the retail outlets are serviced frequently. Finally, a focus on revenue management allows for reducing the capital tied up in receivables. HLL can collect revenues in real time as the goods leave the warehouses of their suppliers. The suppliers might provide credit to the dealers and retailers. HLL as a manufacturer can reduce its capital intensity. The results can be compelling. For example, the system for focusing on capital first initiated with the introduction of the detergent Wheel to the BOP provided evidence of how many more opportunities for value creation can be unearthed by serving the needs of the BOP. A comparison of the financial performance of Nirma (the local competitor), HLL in the top of the pyramid market with Surf, and HLL in the BOP market with Wheel is shown in Table 3.1.

Table 3.1 Economic Value Creation at the BOP
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It is important to separate gross margins from return on capital employed (ROCE). The real economic profit is in the effective use of capital.

A similar situation exists at the Aravind Eye Hospital. It uses the most modern equipment available in any facility in the world. Its costs are dramatically brought down by its capability to use the equipment effectively, as it specializes only in eye care, and every doctor and nurse team performs an average of 50 surgeries per day. Only 40 percent of its patients pay. A cataract surgery costs $50 compared to $3,000 to $3,500 in the United States. In spite of these differences, Aravind’s ROCE is in the 120 to 130 percent range. Aravind is totally free of debt. The revenues for the year 2001–2002 were Rs. 388.0 million ($86 million) with a surplus (before depreciation) of Rs. 210.5 million ($46.5 million). This would be the envy of every hospital in the United States. The productivity and the volumes at Aravind are the basis for this level of profitability. Every doctor accounts for 2,000 operations per year, compared to a national average of 300 in India. The four locations in the Aravind system process more than 1.4 million patients (including 1,500 eye camps) and perform 200,000 surgeries. They operate with about 80 doctors and a total staff, including paramedics, counselors, and others, of 1,275.

With an ITC e-Choupal, it costs the company about Rs. 100,000 ($2,100) per kiosk installation. The company saves about Rs. 270 per ton on the acquisition of soybeans. The payback period can be as low as one full season. The recovery of that investment requires an acquisition target of about 4,000 to 5,000 tons from a single kiosk. (A cluster of villages is supported by the kiosk.) Adding additional services such as selling seeds, fertilizers, and crop insurance can enhance the profitability of the system. The economic returns can be significant.



Sustainable Development

BOP markets are a great source for experimentation in sustainable development. First, resources such as water, energy, and transportation are scarce and expensive. Automotive and two-wheeler manufacturers are learning that the BOP customers are attuned to the total cost of ownership and not just the cost of purchase. The miles per gallon—the efficiency of energy use—is a significant determinant of market success. Similar demands are imposed on water use.

BOP markets can also represent an emerging problem. Single-serve packaging is advantageous to create the capacity to consume at the BOP but can also lead to a major environmental problem. More than 13 billion single-serve packages are sold annually in India, and this trend is growing rapidly. Although plastic bags appear attractive, they are not biodegradable. MNCs involved in the BOP markets have the capability and the motivation to find solutions to the problem of packaging in emerging markets.



Innovations

As we discussed in depth in Chapter 2, the process of innovation for the BOP forces a new set of disciplines. First, the focus is on price performance. Innovations must become value-oriented from the consumer’s perspective. The BOP focuses attention on both the objective and subjective performances of the product or service. Markets at the BOP also focus on the need for 30 to 100 times improvements in price performance. Even if the need is only for 10 to 20 times improvement, the challenge is formidable. The BOP can become a major source of innovations. Consider, for example, the need for user-friendly interfaces. Biometric authentication systems such as fingerprint and voice recognition are emerging from the BOP markets, as we saw in the case of PRODEM FFP in Bolivia and Elektra in Mexico. Logistics and distribution requirements are an integral part of the innovation process at the BOP.

Serving the BOP forces a new business model on MNCs. Management systems developed for a price performance level cannot be fine-tuned to cope with the demands of the BOP markets. Although MNCs are slowly adapting to the needs of the BOP, few have consciously focused attention on examining the implications of their own operations in the BOP for their global operations. So far the attention has been on outsourcing from the more cost-efficient locations such as China, Taiwan, Thailand, the Philippines, and India. A $50 CD player is not just about wage rates, but a totally different way of approaching manufacturing.

The I curve has different implications for scaling. The timing of investments, investment intensity, and the pace of market and distribution development become crucial, as is the rate at which costs must be brought down to fuel growth of the market.

The Costs of Managing

ICICI Bank manages, with 16 managers, a portfolio of 200,000 customers at the BOP. The entire network of management consists of a hierarchy, as shown in Figure 3.3.
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Figure 3.3 The cost of management.

There are only 16 managers (employees) from the ICICI side. Each project manager oversees the work of 6 coordinators. Coordinators are women who are experienced in the development of self-help groups. They are identified and are asked to be coordinators. They helped project managers in approval of loans and help develop new self-help groups (SHGs). The coordinator oversees the work of promoters. The primary responsibility of the promoters is the formation of new SHGs. She must form 20 groups per year. She is financially compensated for the successful formation of new groups. The promoters understand the village culture because they are part of it. They carry credibility because they have been part of a successful SHG. They speak the language of the groups that they deal with. They are also identified from the local communities. As a result, the organizational system that is built in this case is quite unique.

1. The basic unit of analysis is the SHG with 20 members. Loans are given to the SHG, and the group decides how to partition the money it receives as loans. The SHG is responsible for paying back the loan and the interest. The bank does not lend to individuals. As such, the credit-worthiness of the SHG depends on how well it can enforce compliance among its members. They all understand that what is at stake is the access to cheap and reliable capital, compared to all the alternatives including the local moneylenders. Therefore, the SHG does credit analysis, project evaluation, monitoring of the use of funds, collection, and reinvestment. The control is totally local and the SHG is empowered. From this perspective, ICICI Bank takes little risk.

2. Market development is also handled by SHG veterans. The promoters are from SHGs and their territories are clearly demarcated. As a result, the person promoting the idea is closest to the community that the bank wants to reach. The promoters are paid an incentive based on the number of SHGs formed by them in good standing.

3. The regional managers or coordinators are also from local communities in which they work. Their work is primarily focused on training and supervising the promoters and evaluating the quality of the SHGs as they are formed.

4. The concept of the structure and the management process is built from the bottom up. There is distributed leadership. The role of the company employees in the day-to-day running of the SHG is minimal. The general sales and administration costs of this system are about 5 to 10 percent of the costs of a typical bank. That makes the system cost-effective and makes small transactions profitable. Further, this also allows for rapid scaling. ICICI increased from 2,000 SHGs in 2002 to 10,000 in 2003.

The SHGs and the direct distribution system we have described, such as Shakti Amma, represent an extraordinary innovation that both cuts costs and risks for the firm and at the same time creates an empowered group of new entrepreneurs with sustainable, rising income opportunities. Business management skills, technology, and contacts are pushed down to the local grassroots level. The SHGs perform several of the functions that the firm would have handled in the traditional approach to managing. For example, the SHG, by validating the individuals who will get the loan, by checking the nature and viability of the project, and by taking responsibility for monitoring the progress of the project is, in essence, an extension of the traditional firm. The SHG helps co-create value for the firm—in this case, ICICI. The bank does not have direct contact with the individuals but monitors the loan indirectly through the SHG. This represents a new model of relationship between the firm and its consumers. The quality of the SHG is the guarantee of the investment. However, the SHG, being so close to its members—same village, same group, frequent meetings, visibility of progress of projects, and, most important, the ability to assess behaviors—is in a great position to alter the risk profiles of the loans. The large bank gains local responsiveness capability at low (or no) cost. The same is true of the Shakti Amma system. The local entrepreneur knows her village and its needs and can also influence the buying decisions of the villagers. She is at once the salesperson, the supplier, the trusted advisor, and the educator for the village. She is the one who can convince the villagers that iodized salt will be a healthy option for the family. HLL is now experimenting with connecting these individual distributors through an Internet network. The I-Shakti project will create the most dramatic opportunity for the BOP consumers to influence the firm and its decisions regarding product features, costs, availability, and the business model in general.

What we see here is the convergence of the traditional roles of the firm and the consumer and the distributor and the consumer. Functions such as advertising, credit management, risk analysis, and market development are assumed by the consumers-entrepreneurs and the consumer-entrepreneurial community (SHG). The boundaries of the firm expand beyond its legal parameters and begin to engage and empower the large and heretofore economically isolated segment of developing country societies known as the “informal sector.” The resources that are available to the firm expand even more dramatically. Access to the 10,000 SHGs is, in its simplest form, a huge resource multiplier to the firm. Whether it is resource leverage through selective access, local knowledge, risk reduction, or reduction in capital needs, the firm benefits. This is at best a win-win situation. The local communities take charge of what they want. They make their own decisions and choices. They are accountable and, therefore, feel a sense of empowerment and self-esteem. They know they can deal with the large firm on an equal basis. Although the resources are limited for the SHG, the bank cannot unilaterally make decisions. In that sense, there is less asymmetry in power.

Learning to Live in a Network of Relationships

MNCs working at the BOP learn rapidly that they have to learn to live with a wide variety of relationships with a large number of institutions. For example, in the case of selling iodized salt, HLL learned fast that its efforts would impact public policymakers and officials in the health department. NGOs focus on local communities and in many cases conflict with industry practices. HLL had to learn to cope with the agendas of the various parties that might be involved and work with them effectively in a cooperative mode. The case of soap, intended to reduce diarrhea, was more interesting. HLL had to deal not only with state governments and NGOs, but also with the World Bank, which wanted to partly fund the program of education and distribution. It also wanted to be involved in the evaluation of results. As such, the firm had to learn to cope with the differing priorities, time scales, decision cycles, and perspectives of both the causes of the problem and the nature and efficacy of the solution. The reactions of the various groups can vary from open hostility toward the MNC to a willingness to cooperate. At the end of the day, however, MNCs learn how to transform their ideals of good corporate citizenship and social responsibility into their core business of delivering value on a day-to-day business basis. Social sector organizations learn how to scale their still-marginal efforts at “social enterprise” into viable business models serving a mass market.

BOP markets represent 80 percent of humanity. It is reasonable to expect that 4 billion people in search of an improved quality of life will create one of the most vibrant growth markets we have ever seen. Private-sector involvement in development can be a win for both the BOP consumers and the private sector. All of us can learn. The flow of ideas, knowledge, and innovation will become a two-way street—from the developed countries to the developing and the reverse. MNCs can help BOP markets to develop. They can also learn from BOP markets.

In the next chapter, we discuss how the large firm can create a private-sector ecosystem and act as a nodal firm. This ecosystem is a prerequisite for developing markets at the BOP.
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4. The Ecosystem for Wealth Creation

The need for building an ecosystem for wealth creation and social development at the BOP is obvious from the previous chapters. ICICI Bank with its 10,000 SHGs is an ecosystem. So is the HLL system with Shakti Ammas or ITC with sanchalaks in the e-Choupal. However, traditionally, the focus of both business and social developmental initiatives at the BOP has been on one aspect of the ecosystems for wealth creation at a time—social capital or individual entrepreneurs (the focus of so much of the microfinance efforts), small and medium enterprises (SMEs), or large firms (market liberalization or foreign direct investment). There have been few attempts to focus on the symbiotic nature of the relationships between various private sector and social institutional players that can lead to a rapid development of markets at the BOP.

Let us digress a moment to understand the thinking behind poverty alleviation and economic development. This thinking has influenced the pattern of private-sector involvement in development in many countries. We must start with the historical roots of the debate. The focus of public policy on the private sector as a possible instrument of poverty reduction is of recent vintage. Not surprisingly, there is no consensus on what “private sector” means. Public policy positions tend to shift from microfinance (individual entrepreneurs), to SMEs, to large domestic firms and MNCs. These trends tend to follow well-publicized successes in specific situations. The success of the Grameen Bank in Bangladesh, for example, spawned a spate of interest in microfinance. Similarly, there is a growing interest in SMEs fueled by the fact that they contribute a disproportionate percentage of jobs in poorer countries. The importance of SMEs correlates negatively with GDP per capita.1 However, it is not clear why low GDP per capita coexists with SMEs. Is the dominant role of microenterprises and SMEs a result of an underdeveloped market system? Does the dominant role played by SMEs reflect poor enforcement of commercial contracts outside the neighborhoods in which they operate? Can an underdeveloped and poorly implemented legal system condemn countries to microprivate enterprises that cannot flourish beyond local communities? Development of SMEs cannot then become the sole basis for policy. The role of MNCs gets attention only as a vehicle for foreign direct investment (FDI). The role of the MNC (and large private-sector firms) in the development of solutions at the scale of the BOP neighborhood and the infrastructure needed for such a market economy are often not fully understood either by the MNCs or the development community.

Increasingly, the role of cooperatives is being debated. The successes of the milk cooperatives in India are a case in point. Cooperatives are an integral part of the private sector. They are inclusive. Amul, the showcase for the cooperative sector in developing countries, encompasses the poor farmer with two buffaloes and world-class processing facilities and a distribution system with a national and increasingly global reach. What cases like Amul and ICICI illustrate is the need for a more holistic understanding of the wealth creation process. Wealth creation at the BOP does not result from isolated public investment programs, from NGO self-help groups, or from FDI. Shifting the focus of debate from public investment to private sector, and vice versa, does not create the preconditions for wealth creation. Our cases demonstrate the fundamental role played by the private sector. The private sector in the BOP context includes social organizations of different kinds that interact to create markets and develop appropriate products and services and deliver value. A business system is at the heart of the ecosystem for wealth creation. In this chapter, we want to change the focus of the debate from a preference for one form of private sector (say, SMEs) at a time to a focus on a market-oriented ecosystem that is a combination of multiple forms of private enterprises coexisting in a symbiotic relationship.

Market-Oriented Ecosystem

A market-based ecosystem is a framework that allows private sector and social actors, often with different traditions and motivations, and of different sizes and areas of influence, to act together and create wealth in a symbiotic relationship. Such an ecosystem consists of a wide variety of institutions coexisting and complementing each other. We use the concept of the ecosystem because each constituent in the system has a role to play. They are dependent on each other. The system adapts and evolves and can be resilient and flexible. Although there will always be distortions at the margin, the system is oriented toward a dynamic equilibrium. What then are the constituents of the market-based ecosystem? We can conceptualize it, as shown in Figure 4.1.
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Figure 4.1 Components of the market-based ecosystem.

Every developing country has the components of this portfolio. However, the relative importance of the various components of the ecosystem is different across countries. For example, the extralegal (those who exist outside the legal system) vegetable sellers in the slums of Sao Paulo or Mumbai coexist with global firms such as Ford and Unilever. The chicken cooperatives and processors such as Sadia in southern Brazil and a local fast-food chain such as Habib’s coexist with Kentucky Fried Chicken and McDonald’s. Whether it is Brazil, Mexico, South Africa, or India, a portfolio of these constituents of various ecosystems exists. Needless to say, if the portfolio is totally skewed toward extralegal entities, the economy cannot advance, and the private sector cannot contribute to poverty reduction. If it is skewed toward large local firms and MNCs, then it probably is a well-developed economy with a well-functioning private sector but is not oriented toward the creation of wealth among those living at the BOP.

Historically, the evolution of the large firm was a symptom of a maturing economy focused on system efficiencies through scale and scope. For example, the development of the large firms in the United States at the turn of the 20th century fueled by electricity, the telegraph, refrigeration, and the railroads is well documented. There is a paucity of similar studies that document the evolution of ecosystems in developing countries. We do not have good studies on the underlying driving forces that create different compositions of private-sector firms in various countries. Further, we lack systematic evidence of triggers that shift the composition of an ecosystem in any direction.

It should be clear that a focus on any one component of the ecosystem to the negligence or detriment of others is not desirable. The dilemma for public policymakers is clear: If we can’t pick one sector for special attention, how do we mobilize the whole ecosystem? Alternately, how do we move the composition of the ecosystem toward large firms? Both are legitimate questions. This is the state of the debate. I believe that the debate must shift toward building market-based ecosystems for broad-based wealth creation. Only then can we tap into the vast, dormant, and trapped resources, purchasing power, and entrepreneurial drive at the BOP. This will allow for new growth opportunities for the large corporations and a better quality of life for those at the BOP.

Ecosystems for a Developing Country

The evolution of the U.S. economy during the late 19th and 20th centuries might not be a good basis for prescriptions on how Brazil or South Africa should evolve. The competitive conditions, the availability of new technologies, the nature of resource endowments, and the educational infrastructure are vastly different. Are there new models of ecosystem development that public and private policymakers must focus on?

Let us start with an understanding of a private-sector ecosystem by considering the fast-moving consumer goods (FMCG) industry in India. The largest FMCG firm in India is HLL, a subsidiary of Unilever. HLL is a Rs. 100 billion ($2.3 billion) company with a wide portfolio of personal care and food products. The ecosystem of HLL consists of six components:

1. HLL (MNC) operates 80 manufacturing facilities.

2. A dedicated supplier base of 150 factories (SMEs) that employs anywhere between 30,000 and 40,000 people.

3. Exclusive stockists (7,250) who distribute HLL products nationwide.

4. Wholesalers (12,000) and small retailers and shop owners (300,000) who are either SMEs or microenterprises.

5. A growing direct distribution system (HLL net) and a rural direct distribution system called Shakti that cover 250,000 individual entrepreneurs in urban and remote villages who sell HLL products. This number had grown to 1 million by 2005.

6. An advisory relationship with the government of the Indian state of Madhya Pradesh to help it brand local produce from villages and tribal areas, such as natural honey collected from forests in the state. It touches 35,000 to 40,000 tribals.

The ecosystem that this represents is shown in Figure 4.2.
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Figure 4.2 HLL’s ecosystem for wealth creation.

HLL does not have legal control over the entire ecosystem, nor does it have direct influence on all the elements of the system. However, HLL provides the framework, the intellectual direction, and the processes by which the system is governed and operated. The Shakti Ammas are independent, but they must follow simple rules to be part of the system. In this sense, HLL is a nodal firm that facilitates the entire functioning of the network. Ownership is not the issue. Access and influence without ownership are more important factors, as are quality standards, mutual obligations, commitment to contractual relationships, and a shared set of values. As a nodal firm, HLL provides expertise and establishes technical standards for a wide variety of private-sector enterprises, from supplier factories to individual entrepreneurs in remote villages. Quality levels in the system are prescribed by HLL and are consistent with global standards and local needs.

What is the value of a private-sector ecosystem? Who benefits from the standards and quality requirements demanded by the nodal firm from the constituents to participate in the network? How does this transform the basis for commercial transactions within a developing economy?

Learning the Sanctity of Contracts

Underpinning this ecosystem is education across all levels. The individual entrepreneur in the village—the Shakti Amma, for example—is being educated to be a responsible entrepreneur. She is a wealth creator in her village. She learns about products, prices, returns, and being an advisor and helper to her customers in the village. When I interviewed one Shakti Amma, who had been an entrepreneur for less than six months, the impact of being part of the ecosystem became obvious. The conversation went something like this:

Q: If you could have any wish you want granted, what would your top three wishes be?

A: I want a telephone so I can order only the products that I can sell fast (inventory control). I want a scooter for my husband so that he can go and sell in villages close by (market expansion). I have no other wishes at this time.

Q: What is the biggest difference this job has made for you?

A: I am somebody now. People look up to me. They ask me for advice. I can help them.

The training she received from the representatives of the company on products and business certainly helped her. She and a million other entrepreneurs will help HLL get distribution reach to 200 million to 300 million people whom they could not cost-effectively reach through established distribution channels. This type of symbiotic relationship in the ecosystem creates a win for all. Better informed, educated, and financially successful, these independent entrepreneurs seek the same type of transparency and access to information on products and features (what is unique about these compared to similar products from other firms operating in the same market, with similar prices, promotional schemes, and advertising). For example, the Shakti Amma that I interviewed had clear and unambiguous answers to all questions about product features and benefits. Market-based ecosystems can be a source of informing the poor of the benefits of transparency in transactions. She is also learning to respect contracts, be they implicit or explicit with the company. The mutual obligation between her and the parent company, HLL, which is just a concept for her, is real. Respect for contracts binds her to the company and allows her to make a profit. She recognizes that violating the contracts will dry up the source of her economic and social success. Transparent transaction governance is an integral part of the ecosystem. She is a local entrepreneur. She is a one-person company, but she does not operate as an extralegal entity. She is bound to the national and global system and is less beholden to the local system of moneylenders and slum lords. The social collateral of open and honest entrepreneurship that the market-based ecosystem provides will be significant. The ecosystem can provide the tools for the poor and the disadvantaged to be connected seamlessly with the rest of the world in a mutually beneficial and nonexploitative way. It provides them with skills and opportunities that are often denied by the informal sector.

Reducing Inequities in Contracts

Consider ITC’s initiative, the e-Choupal (literally, the “electronic village meeting place”). ITC is the Indian subsidiary of British American Tobacco. ITC has branched out of its traditional and primary focus on tobacco to include hotels, paper, and food. The International Business Division (IBD) of ITC was concerned about its capability to source soybeans from widely scattered and subsistence farmers in Madhya Pradesh, India. The traditional system focused on the mandi, the place where the farmers brought their produce to be auctioned. The buyers in the mandi aggregated the produce and sold it to firms like ITC for further processing. The farmers got a raw deal in the mandi, and the large processors like ITC were beholden to the intermediaries. ITC decided to use advances in digital technologies to reduce the inefficiencies in the system and to ensure a steady supply of good-quality soybeans for its processing plants. The approach depended on building a network of PCs in villages around the soya belt. ITC picked a successful farmer called the sanchalak in each village. He was given a PC that could be used by all the farmers in the village. The sanchalak took a formal oath in the village to be impartial and make access to the PC available to all the farmers in his area. The farmers could check the prices of soybeans in the neighboring mandis and decide when and where to sell their crops.

ITC decided to build a system that changed many of the existing practices. The farmers could check prices and decide at what prices they wanted to sell. They were not at the mercy of the auctioneers at the mandi on a particular day. The produce was weighed accurately, unlike the previous practice with the traditional aggregators in the mandi. Under the old system, farmers lost about two to three kilograms per ton in inaccurate weighing. Under the old system, farmers were also expected to pay for the bagging of their produce, about Rs. 3 per bag. IBD’s system allowed for better and accurate weighing, immediate payment, and reduction of transportation and bagging costs for the farmer. The new system efficiencies compared to the traditional mandi system resulted in savings of Rs. 270 per ton for the farmer. The composition of the savings is shown in Figure 4.3.
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Figure 4.3 Savings for farmers compared to the traditional mandi system.

ITC also saved Rs. 300 per ton. This is a win-win situation for both the farmer and the company.

The real benefits of the e-Choupal are more than cost reduction in the system. There were four sources of friction in the system:

1. There was significant asymmetry in the access to information between the farmer, the traders in the mandi, small local processors, and the large processors such as ITC. By providing the farmer access to information about prices not only in his mandi but also around the world, the e-Choupal system dramatically eliminates the asymmetric information that confines the subsistence farmer to a helpless bargaining position.

2. There was an asymmetry in choice between the farmer and the trader under the old system. The new system reduces the logistical problems of moving soybean crops from the village to the mandi and the costs incurred by the farmer in doing so. The farmer also had to deal with the procedural requirements imposed on him by traders, such as paying the costs of bagging the produce. The inaccuracies in weighing the product are eliminated. These logistical and procedural inefficiencies (as seen from the farmer’s perspective) were built into the traditional system. It reflected the lack of choice for the farmer. He was for all practical purposes a semi-indentured supplier to the mandi close by.

3. There was an asymmetry in the ability to enforce contracts under the old system. The moneylenders and traders had the upper hand. The farmer could not alienate them. Therefore, the traders could take advantage of their strong bargaining position and delay payments. The farmers had no official recourse. The current system changes this dramatically.

4. Finally, under the old system, there was an asymmetry in the social standing of the farmer (the producer), the buyer, and the trader. Although all social inequities are unlikely to be solved, farmers do not have to face the indignity of a rigged auction in the mandi. They can be assured that what they get paid for their work is a fair market price that can be verified by them without any distortions.

ITC’s e-Choupal takes the idea of explicit contracting and transaction governance capacity a big step forward. By providing access to information that the farmers can independently obtain, the system changes the inequities that the extralegal and the quasi-legal systems impose on BOP consumers and producers in developing countries. ITC still pays the taxes due to the government as if the trade did take place in the mandi. The government is happy with revenues. The traders are likely to be unhappy, as their ability to coerce farmers into selling at the price that they decided in the auction is getting eroded. The most telling comment was from a farmer captured on video by the researchers:

“I did not even know how to hold a mouse.”

Four months later:

“Even if they take away the computer, we will buy one. We need Net connectivity.”

That summarizes it all.

Building Governance Capabilities Among the Poor

There is a third phase of building transaction governance capacity. This entails building the capacity for self-governance. The Bank of Madura initiated a model of village development in southern India that has shown great promise. It was based on three assumptions:

1. Microsavings must precede microlending. BOP consumers must learn to save, and there were no institutions to support microsavings.

2. BOP consumers must start trusting themselves. They must be actively involved in solving their problems. Outside help (financial and other) can go only so far. The village must break its cycle of dependency built by more than 40 years of subsidies and government handouts, NGO interventions, and the like. Private-sector development (in this case, banking based on commercial principles) and subsidies do not mix.

3. There is no dearth of latent leaders in the villages. Given the opportunity, they will emerge and will influence the start of a transparent and commercially viable system. This group will then become the custodians of transaction governance instead of lawyers or the local slum lords.

These were bold assumptions, but the work started with a clear position. Dr. Raj Thiagarajan, who was the CEO of the Bank of Madura, initiated this project in the rural areas of Tamil Nadu, India. He had difficulty, initially, getting the best managers to work in the area of rural development. When it became obvious to the bank employees that he was personally involved and it was going to be his initiative, the perceptions of the value attached to this work changed. There is a lesson for large firms here: Unless BOP work is seen as central to the firm, the best managers are unlikely to sign up. Carefully selected bank employees were assigned to villages where their primary focus was to build confidence and trust among local groups. They interviewed and picked a woman in each village who could be a potential leader. The SHG consisted of 20 women in each village who formed the core group. They had no prior familial relationship, no formal participation or experience with the financial sector, and no incentives to trust each other. All were from the same village but could be strangers. The officers of the bank continued to visit these SHGs, organizing them and creating a sense of cohesion. The women who formed the SHGs were taught the disciplines of holding a meeting, developing an agenda, writing the minutes, keeping records, and saving. The team had to jointly guarantee any financial dealings with the bank. The SHGs understood the basic dimensions of transaction governance capacity—transparency, access, explicit contractual obligations, penalties for violating contracts, the connection between the cost of capital and the track record of performance of contracts, and most important, the need to take charge of their community and protect their newfound access to capital at reasonable rates.

The Bank of Madura paid a lot of attention to the maturation of the SHGs. As they matured and became a working group with a clear understanding of each other’s obligations and the process by which conflicts of interest and ideas would be settled, the bank progressed them to the next stage, making capital available as microloans for building a common village facility (for example, a toilet in the village) or expanding a member’s agricultural operations.

The maturation model for SHGs is shown in Figure 4.4. The first three steps often took more than a year.
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Figure 4.4 The evolution of SHGs.

As SHG leaders became more confident and capable of articulating the basic premise of the approach and could demonstrate how SHGs had helped their own communities, they became evangelists. They went to adjoining villages and recruited other women to form SHGs, providing both the motivation and the training.

At the time of the merger of the Bank of Madura with ICICI, the second largest retail bank in India, there were 1,200 SHG groups. During the next two years, the number expanded to 10,000 SHGs covering about 200,000 women and therefore 200,000 families. The default rates have remained, as of writing, at less than 1 percent. The model is scalable because the preconditions for the success of SHGs can be identified. The key criteria are as follows:2

1. Is the group between 15 and 20 members?

2. Are all of the members considered very poor?

3. Was there a fixed amount of savings collected each month?

4. Is there more than 20 percent literacy?

5. Have they used their savings for internal lending purposes?

6. Have the members kept a high level of attendance?

The second criterion is not critical. However, this was part of the policy adopted by the government of India. The concept of SHGs can work quite effectively with the other principles.

The lending from the bank is quite safe. The marketing ecosystem—the private sector—left to operate in a commercially responsible way, can create transaction governance capacity at all levels of society, from the very poor individuals in the villages to microentrepreneurs (like Shakti Ammas), to SMEs. Governments tend to overregulate the private sector (assuming that such overregulation will protect the poor) or tend to use public-sector corporations as a way of creating a culture of subsidies disguised as commercial operations (for example, loans from banks that are not returned and where no enforcement is possible). Nonperforming assets are not only a problem with large borrowers but also with small borrowers at the village level.

In this chapter, we tried to illustrate the three steps in creating a transaction governance capacity based on the marketing ecosystem:

1. Help the poor understand that there is a win-win situation for them and the firm by respecting contracts. The Shakti Amma wants to be within the system and can respect the contract with a large firm such as HLL. Respect for the contract must transcend people you see every day. A contract with another legal entity, large or small, seen or unseen, is critical.

2. The private sector can reduce the asymmetries in information, choice, ability to enforce contracts, and social standing. The use of information technology to build a network can create a powerful motivation to be part of the system. The farmers know the difference between the old system and the system introduced by the ITC e-Choupal. It is more than just a win in terms of savings. It provides a social basis for becoming an insider.

3. The ICICI-supported SHGs take it one step further. They start with understanding the rationale for the contacting system: how and why it reduces transaction costs and, therefore, reduces the cost of capital and increases access to capital. Further, governance cannot be just between ICICI and the individual. By creating a collective commitment to accountability to contracting conditions, SHGs continually reinforce in the local community the benefits of being within the system.

Ultimately, the goal in development is to bring as many people as possible to enjoy the benefits of an inclusive market. Transaction governance capacity is a prerequisite. The market-based ecosystem might provide us an approach to building the basic infrastructure for inclusion of BOP consumers. It also allows large firms to build new and profitable growth markets.

The impact of the market-based ecosystem and the role of the nodal company can be important in developing the disciplines of the market—respect for contracts, understanding mutuality of benefits, being local and at the same time getting the benefits of being national and global, and most important, recognizing the benefits of transparency in relationships. The private sector, in its desire to leverage resources and gain market coverage, will invent new systems depending on the nature of the market. That is precisely what we need. We need the capacity to bring more people into the market system. This means not only gaining the benefits of globalization, but also accepting the disciplines that it imposes. Opaque, local moneylender-based contract enforcement and participating in a national or regional private-sector ecosystem are not compatible. Again, this is a positive situation for both the large firm and the BOP consumers. MNCs and small-scale enterprises and entrepreneurs can co-create a market and the BOP consumers can benefit not only by the quality and choice of products and services available to them, but also by building local entrepreneurship.

In the next chapter, we address the ever-present but seldom openly discussed topic of corruption. Corruption and poverty go together. However, given the advancement of technologies, we can mitigate corruption rapidly. This is what governments can do to facilitate the rapid development of market-based ecosystems and the active involvement of large firms and MNCs in the BOP market.
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5. Reducing Corruption: Transaction Governance Capacity

The private sector, as we saw in the previous chapters, can be a major facilitator of poverty alleviation through the creation of markets at the BOP. Although managers might be convinced about the opportunity, it is likely that there are lingering doubts about the capability of large firms to operate in these markets. The primary source of this concern is corruption. In many cases, the impact of micro regulations and local customs that are opaque to MNC managers might be interpreted as corruption. For example, the criticality of relationships in Japanese and Chinese business, opaque to the Western MNCs, can appear to be corruption. So will local customs and the set of mutual obligations in rural societies. We must understand the difference between corruption and local practice. Alliances with local firms and NGOs can provide visibility to these “understood but not explicit” local practices. Transaction governance capacity (TGC) is about making the entire process as transparent as possible and consistently enforced. We must reduce the frictional losses in doing business at the BOP. The focus of this chapter, however, is overt corruption. Corruption in various forms adds to this cost burden and business uncertainty. In the previous chapter, we examined how MNCs and large firms (nodal firms) can create transaction governance capacity (TGC) within their ecosystems.

Most developing countries do not fully recognize the real costs of corruption and its impact on private-sector development and poverty alleviation. The capacity to facilitate commercial transactions through a system of laws fairly enforced is critical to the development of the private sector. I call this a nation’s TGC as opposed to the TGC within an ecosystem we considered in the previous chapter. In this chapter, we examine the need for and the process by which countries can develop their TGC. Again, as in the last chapter, we digress and consider the accumulated thinking on corruption and poverty alleviation.

Are the Poor Poor?

Some basic assumptions have been at the core of the thinking on poverty reduction and developmental assistance during the past 30 years.

• First, poor countries are poor because they lack resources.1 Aid was, therefore, seen as a substitute for locally generated resources.

• Second, aid from rich countries to the governments of the poor countries for specific projects (typically infrastructure) would reduce poverty.2

• Third, investments in education and health care might have the largest multipliers per dollar of investment in economic development. Therefore, aid must be skewed to these sectors.

• The record of aid and loans from the various donor countries and the World Bank, International Monetary Fund, and other institutions is at best mixed. More recently, the development community is paying attention to the role of the private sector in building markets.

There have been few voices of dissent to the dominant logic of the development community. Hernando de Soto, in his path-breaking book, The Mystery of Capital, challenged the assumption that poor countries are poor.3 Poor countries could often be asset-rich but capital-poor. Assets cannot become capital unless the country guarantees a rule of law—primarily the law of contracts—whereby the ownership of assets is clear; and because of clear legal title, these assets can be sold, bought, mortgaged, or converted into other assets. It is this concept of legal ownership that converts assets into capital. This is a compelling argument. De Soto also demonstrated in his work that the trapped resources—assets that cannot be converted into capital because of underdeveloped legal framework and institutions—can be significant. For example, he estimated that the trapped resources of Mexico are about $300 billion. In Egypt, the estimate is about $198 billion. This perspective suggests that poverty is, at least partially, a self-imposed problem in most of the world. Local capital formation and the functioning of markets are stymied by the lack of appropriate institutional arrangements.

We can derive several conclusions from this:

1. All forms of foreign investment in poor countries—whether aid, FDI by multinational firms (the private sector), or philanthropy—are but a fraction of the potential for capital that is trapped in these countries.

2. In the absence of enforceable contract law, local commerce is conducted by a vibrant extralegal or informal sector (or the black market). This is the primary face of the private sector in most developing countries.4 These firms in the informal sector are unable to grow because they cannot attract capital. They remain small, local, and often inefficient.

3. There are contract enforcement systems that are local. Each slum might have its own unwritten but clearly understood rules. Enforcement might be the privilege of the local “strongmen.”

This is the ultimate paradox. Poor countries might be rich if we consider trapped assets. They might have a vibrant private sector and a market economy, although this private sector is informal, fragmented, and local. Ironically, these economies tend to be high cost with poor access to credit and inefficient systems of management.5 However, not all poor countries have a poor legal structure. Some merely lack the capability to enforce the laws. India, for example, is not Congo. In India, contract law is well-developed but enforcement mechanisms are not. What, then, is the problem?

The consultants from McKinsey & Company believe that the laws on the books are not enough. It is how laws are implemented at the ground level through a system of microregulations that matters. In a study jointly conducted with the Confederation of Indian Industries (CII), the McKinsey consultants found that the cost of microregulations in the areas of import-export, labor laws, and transactions involving land can be as high as 2 to 3 percent of GDP growth.6 Microregulations result from bureaucratic interpretation of the laws. The proliferation of regulations can make the system opaque to anyone but the very savvy. De Soto argued that his country, Peru, enacts more than 28,000 pieces of legislation per year at the rate of more than 100 per day. No one can keep pace with that rate of change.7 Interpretation of the regulations can compromise the timely execution of contracts and the clear establishment of ownership. As a result, corruption at all levels of bureaucracy can become endemic. The consequence of proliferation of microregulations can be the same as not having laws in the first place. An informal sector emerges outside the law of the land. The private-sector businesses remain small and local. For large firms, corruption becomes the cost of doing business.

Yet another variant of the same phenomenon is that the laws are underdeveloped. As a result, bureaucrats have a significant influence on the interpretation of the law (or the desires of the state). In spite of this, business can flourish. China represents a case in point. Oddly enough, in China, the bureaucrats are also the entrepreneurs. It is in the interest of the bureaucrats to guarantee a level of “certainty” in the interpretation of the contract—implicit and explicit. In the absence of laws and institutions that govern contracts, aligning the interests of the private sector and bureaucracy seems to have worked in building a vibrant economy in China. However, the poor in villages might be paying a price. For example, in the absence of institutions and laws, farmland can be appropriated by bureaucrats for other uses without a legal recourse for the farmer.

Given these variations, what is the secret for the evolution of a market economy in the BOP markets? What are the essential requirements for active private-sector involvement in development? I believe that the key lies in a nation’s TGC.

Transaction Governance Capacity (TGC)

Fundamental to the evolution of capital markets and a vibrant private sector is the need for a transparent market for capital, land, labor, commodities, and knowledge. Transparency results from widely understood and clearly enforced rules. Transactions involving these rules must be clear and unambiguous. Ownership and the transfer of ownership must be enforced. Under such a system, assets can become capital. Investors will seek the best opportunities. TGC is the capacity of a society to guarantee transparency in the process of economic transactions and the ability to enforce commercial contracts. This is about reducing uncertainty as to ownership and transfer of ownership. Transparency in the process reduces transaction costs. Clearly developed laws, transparent microregulations, social norms, and timely and uniform enforcement are all part of TGC. My argument is that TGC is more important than laws that are not enforced.

BOP consumers live in a wide variety of countries with varying degrees of TGC. Consider the spectrum:

1. Countries that are arbitrary and authoritarian. Laws do not exist and the laws that do exist are not enforced. Congo is an example of this situation. Private-sector development, in the Western sense, is very unlikely here. The only FDI that is likely is focused on the extraction of mineral wealth.

2. Countries where laws and institutions of a market economy exist. The private sector is vibrant. Still, the country does not reach its potential. India is a case in point. Alternatively, the GDP growth is great, but the underlying legal systems are not fully developed. China is an example.

3. Countries with well-developed laws, regulations, institutions, and enforcement systems. The United States is an example.

We can look at the spectrum of TGC, as shown in Figure 5.1.

[image: image]

Figure 5.1 Transaction governance capacity (TGC).

TGC captures the dilemma that the BOP consumers and the private sector face. A country like Congo will have a long wait before an active private sector will propel the economy. However, both China and India are growing rapidly. They are the only two large countries showing more than 5 percent GDP growth over a decade. Both countries have significant corruption. Estimates of nonperforming assets on the books are as high as 50 percent of GDP for China and 20 percent for India. However, they have to travel different roads to become full-fledged market economies. As commercial transactions become large, complex, and multiyear, traditional approaches to bureaucratic interpretation and enforcement in China become problematic. China must develop laws and institutions. India must become more aggressive in enforcement. Political and bureaucratic intransigence will hurt investments and growth.

There is a need for us to recognize that economic growth fueled by the market economy around the world is not a single, monolithic problem. Each country has its own road to travel. Easy prescriptions that suggest that enacting laws will suffice are as naive as suggesting that contract enforcement even without laws provides adequate protection. The migration path toward the goal of a fully functioning market economy will be different depending on the point of departure for each country. Private-sector investors seek certainty—enforcement—over laws on the books. Enforcement allows firms to compute the cost of doing business in a system. That is the reason that most MNCs continue to prefer China over India: a clear preference for enforcement capacity over the legal system on the books. In China, corrupt as they are, the bureaucrats and politicians can enforce a contract. However, the corrupt in India cannot necessarily enforce contracts consistently. The checks and balances built into the Indian polity, especially the press and the multiparty political system, continually unearth corruption in contracts.

Building TGC

TGC is about creating transparency and eliminating uncertainty and risk in commercial transactions. The specifications for TGC are fourfold:

1. A system of laws that allows for ownership and transfer of property.

2. A process for changing the laws governing property rights that is clear and unambiguous. Democracies provide a safety net from idiosyncratic changes. For example, in the United States, the process by which new laws are enacted is clear and unambiguous. The process in democracies is arduous and open. This provides a share of voice to all the affected in shaping the laws.

3. As societies become more complex, a system of regulations that accommodates complex transactions.

4. Institutions that allow the laws to be implemented fairly, in a timely fashion, and with transparency.

TGC is more than laws or regulations. For example, de Soto found that there are 71 procedures and 31 agencies that are involved in legally acquiring and registering land in Egypt. The situation is no different in other developing countries. However, to come to the conclusion that microregulations are the problem would be premature. The United States is full of microregulations, as anyone who has tried to build a new factory can testify. The regulations are even more complex if it happens to be a chemical factory. In addition to regular procedures involved in building a factory, additional regulations for a chemical factory can add to the difficulty of getting a license. Microregulations are an integral part of any complex legal system.

TGC consists of laws, regulations, social norms, and institutions. We need to think of the various components of TGC as a portfolio, shown in Figure 5.2.
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Figure 5.2 Components of TGC.

Each country and economy might need a different portfolio of the elements of the TGC: One size might not fit all. The goal is to increase the TGC of a society in such a way that a vibrant private sector can flourish. We need to recognize that each country is at a different starting point.

I believe that the real problem is how bureaucracies deal with citizens. Consider a farmer in India, a semiliterate person approaching government officials to register his land. He will be approached by “brokers,” who are the facilitators of the transaction. They fill out the forms for the farmer, lobby with the authorities, and ostensibly make the process easy. The total cost of the transaction for the farmer consists of the fee paid to the broker for his services (an uncertain percentage of the value of the transaction), the registration fee, and the bribes paid to corrupt officials. The process is so opaque to the farmer that the broker and the officials have opportunities to be arbitrary about the quality of the title and the value of the land. More important, they have the ability to decide how long the process will take. They can give this particular case the level of priority that they think is appropriate. Corruption is about providing privileged access to resources and recognizing the time value of money. Corruption is a market mechanism for privileged access. Bureaucrats use microregulations to control access, transparency, and therefore time.

TGC is about eliminating the opaqueness in the system and providing ease of access. Changing laws and regulations does not help the ordinary citizen if the system is not transparent or if access is not easy. From the point of view of the citizen, TGC must fulfill four criteria:

1. Access to information and transparency for all transactions.

2. Clear processes so that selective interpretation by bureaucrats is reduced, if not eliminated.

3. Speed with which the processes can be completed by citizens.

4. Trust in the system (with its faults). Trust is a result of the first three criteria and is a crucial component of TGC.

I prefer to start with building ease of access and transparency, even before the regulations and the laws are changed to reduce selective interpretation. How?

The Andhra Pradesh e-Governance Story8

Let us look at one bold move by the Chief Minister of Andhra Pradesh, Nara Chandrababu Naidu. Andhra Pradesh is a state in India with 75 million people, 48 percent of whom are illiterate. Seventy percent are involved in agriculture. The GDP per capita is a low $600. Fifty percent have no electricity and 69 percent have no running water. Five distinct languages are spoken in the state. There are an estimated 15.6 million households and 2 million farms. Citizens depend on the state for a wide variety of services, from admission to schools to birth and death certificates, paying utility bills, taxes, driver’s licenses, and registering property. The role of the government is pervasive. Therefore, a large bureaucracy has evolved to administer the various laws and regulations. There are more than 1 million government employees servicing 75 million citizens, a ratio of 13 to 14 government employees per 1,000 citizens. The system is opaque and the opportunities for corruption are high. This appears to be an unlikely place for a world-class experiment to develop good TGC.

Naidu decided in 1998 to make his state the model state in India. His approach was unique: He wanted to use digital technologies and the Internet as the basis for making his government responsive and citizen-centric. The goal was to reverse the process from an institution-centric civil service (citizens adjust to the requirements of the bureaucracy and government) to a citizen-centric system (a bureaucracy that is accountable to the citizens who elect the government). This concept was a 180-degree turn from the prevailing norm. The intended transformation is visualized in Figure 5.3.
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Figure 5.3 Intended transformation to citizen-centric governance.

Over a period of five years, a wide variety of governmental systems and services was brought online. Let us continue with the land registration process as an example. What has changed? The work flow has not changed. However, the quality of interaction between the citizen and the system has changed in the following ways:

1. All the steps that are required are now transparent and easy to access. The sequence of steps to be followed is also clear. All interdependent steps are completed automatically.

2. In the old system, the officials calculated the value of the land and the associated fees for registration. There were opportunities for selective value assessment. Now the entire process of calculation is automated with market value assessment algorithms built in. The documents are scanned and stored digitally, reducing the opportunities for them to be lost or misplaced.

3. The entire process of registration of land now takes one hour (from initiation to completion), compared to 7 to 15 days in the old system. Title searches over the past 20 years from 50 different offices can be done in 15 minutes versus three days. Certified copies of documents can be obtained in 30 minutes against the three days in the conventional system.

No laws have changed here and no regulations have been eliminated. However, the transparency, access, and time to transact business have changed dramatically. Andhra Pradesh has more than 2.8 million land records on digital files that can be accessed by citizens on the Internet from their homes or through Internet kiosks set up by the government.

Land registration is one of the key areas in which TGC can help. However, the transition to an all-digital, Internet-enabled system will not be without glitches. Actually, it might increase corruption before it reduces it dramatically as shown in Figure 5.4. The logic is fairly straightforward. E-governance9 requires the education of the citizen as well as bureaucrats and politicians. Citizens who have grown up with a system of bribes to get things done are unlikely to believe that this is different. They need to experience the difference. Officials who recognize that this will dramatically alter their ability to wield power and extract “speed money” will extract bribes to get the records properly digitized. The opportunity for altering the records before digitizing is high. Finally, all officials do not see that the system will be reducing opportunities for corruption immediately. Some will persist and must be prosecuted. Therefore, in the initial stages of implementation of the system, we should not be surprised if the level of corruption increases. However, the shape of the corruption curve, over time, is not in question.
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Figure 5.4 Corruption and e-governance.

This schematic is important to bear in mind as countries move toward e-governance as a way to improve the TGC. For example, the initial reaction to the e-governance in Andhra Pradesh is best captured in the following excerpt taken from the original case study:

Using a sophisticated document management system with imaging technology, the land registration department digitized 2.8 million land records dated from 1983 onward and implemented the project in 387 offices around the state. A pilot was conducted in 1996 at a cost of $55,000. The project, which was launched in 1998, cost $6 million to implement. The department is integrating all 148 offices in the state, empowering the citizen to choose the location where he or she wants to transact with the government. A recent survey conducted by the Center for Good Governance (CGG), the think tank instituted by the government of Andhra Pradesh and the Department of International Development, uncovered disappointing insights into the current registration process. Eighty-seven percent (90 percent rural and 80 percent urban) of all those registering land went to the CARD office with the help of a document writer or a middle man. The average bribe paid was an additional 7.95 percent (2.85 percent urban and 25.81 percent rural) of the actual fees due. Eighty-three percent (60 percent urban and 94 percent rural) of citizens share the view that the registration officer is corrupt and 85 percent (64 percent urban and 96 percent rural) feel that the land department is corrupt. One hundred percent do not feel that the government of Andhra Pradesh has done anything to tackle corruption in the registration department. The study also observed that citizens and document writers consistently underdeclare the actual transaction price and real market values are far higher than those kept on the CARD systems. Rural transaction prices (Rs. 550,000) are underdeclared on average by Rs. 48,000 each. Urban transaction prices (Rs. 450,000) are undeclared by Rs. 36,000 each. This adds up to a potential annual revenue loss to the government of Andhra Pradesh of Rs. 4.5 billion. The think tank recommends privatization of the front office as one of the ways to reduce corruption. This would mean providing land registration services through the zero-corrupt Internet kiosk environment.

The survey confirms the logic of the corruption curve; corruption is bound to increase in the near time, peaking and then steadily declining to near-zero levels. After the system is fully operational, it is difficult to change the data in the system. Further, all entries will leave a trail, indicating who as well as when. This level of scrutiny and openness will reduce the opportunities for corruption.

TGC is not just about large, one-time transactions that people engage in, such as buying land or property. Every citizen depends on the government for much of his or her day-to-day existence. Paying utility bills, getting a license for opening a shop, and getting admission to a college using birth and caste certificates are all part of a citizen’s dependence on government. That is where the government of Andhra Pradesh turned next.

eSeva

The government of Andhra Pradesh has now set up eSeva (literally, “e-service”) to provide ease of access to services from the government and its agencies. eSeva centers are operated through a public–private partnership model. This is outsourcing of government functions to the private sector. The government of Andhra Pradesh is trying several models, including build-own-operate (BOO) and build-own-operate-transfer (BOOT).

eSeva can be accessed via the Internet or through the kiosks10 set up by the government. Citizens can pay water and electricity bills through eSeva. They can get their driver’s license. They can pay their property taxes. There are more than 45 integrated state and federal services currently available to citizens through this system. The list of services is given in the Appendix at the end of this chapter. Imagine the losses that this approach to government service can eliminate. It used to take a minimum of half a day for a worker to go to the Electricity Department and pay his or her monthly bill; 3.5 million bills are paid per month in the city of Hyderabad alone. If we compute the frictional cost at a meager wage rate of Rs. 50 per half day (U.S. $1.00) per person, it totals a staggering Rs. 2.1 billion per year. The cost to the citizens of just paying electricity bills is a staggering collective wage loss of about U.S. $45 million in one city. There is also a host of other bills to be paid and services that require the citizen to go to government offices and wait. Again the paradox is that the poor pay a heavy price for basic services. In the eSeva system, a citizen can, in one trip to the kiosk, transact all routine business with the state at the same time without “speed money.”

A wide variety of ordinary citizens was interviewed for our research on what they thought of these services and they reacted favorably. Here are some citizens’ reactions in their own words:

“There is absolutely NO corruption in eSeva.”

“We needn’t stand in long lines in the hot sun and waste time.”

“All transactions are visible and it is easy for us to pay all bills in a single location.”

“eSeva system is beautiful.”

“We are not harassed anymore at the hands of government employees.”

“I can get back to work to earn my hourly wages.”

Unlike most government establishments, the eSeva centers11 are clean and citizens receive the same levels of service regardless of their economic class. The services are used by an average of 1,000 citizens per day, ranging from 400 to 2,000 people. The software system is cleverly designed to prevent corruption and create accountability at every level. More important, every detail in a transaction is permanently recorded into a database in Telugu, the local language. Of the 750,404 transactions in March 2003, the number of transactions that had a rupee value below Rs. 100 ($2.00) contributed 11 percent (presumably the poor), greater than Rs. 20,000 ($400) about 1 percent, and the middle segment, Rs. 100 to Rs. 20,000, about 80 percent. Considering the amount collected during the period, the middle segment contributed 73 percent of the Rs. 4.3 billion.

It is important to recognize that an Internet-based system such as eSeva can be of great help to a large number of educated citizens, be they rich or poor. The educated can access their own records, pay their bills online, and get the benefits of the system. How about the illiterate and poor? By providing the urban poor with access to the kiosks and help from the kiosk operators, the long waits and trips to multiple agencies can be eliminated. The intermediary is still needed. He or she is not a broker but is the operator, a private-sector employee, in the kiosk. The satisfaction scores from the citizens with eSeva services are high, even with an intermediary, with no opportunity to be corrupt. The access to eSeva for the rural poor met the goal of the government of Andhra Pradesh of 100 percent access across the state by 2005.

Center for Good Governance

Although the governance initiatives set up by Andhra Pradesh are praiseworthy, it is important that the direction of change, the quality of implementation, and progress are measured. With this in mind, the government of Andhra Pradesh, in collaboration with the International Development Institute of the United Kingdom, has set up an independent watchdog agency called the Center for Good Governance (CGG). The role of the CGG is to monitor the implementation of the ICT approach to citizen-centric governance and publish independent and periodic reports of how the entire process is proceeding. The CGG is authorized to challenge the government agencies. Further, it makes recommendations to the Chief Minister on what needs to be changed.

The CGG approach is based on the simple premise that power in a democracy is derived from the people and government must be accountable to them (see Figure 5.5).12 Obvious as this is, the basic premise of an elected government is often lost in the bureaucratic and regulatory maze.
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Figure 5.5 Good governance model.

Needless to say, good governance, as shown in Figure 5.5, cannot be achieved without a clear set of guiding principles, performance indicators and measurements, and constant attention to improvement of the underlying processes.

The guiding principles of CGG in Andhra Pradesh are listed in Table 5.1.

Table 5.1 Guiding Principles of the CGG in Andhra Pradesh
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A performance management system (PMS) for the efforts of the government of Andhra Pradesh is introducing a citizen-centric view through a wide variety of schemes, including land registration (2.8 million records) and monitoring of public spending programs. The Chief Minister (who calls himself the CEO of the state) can directly access any village, bypassing the usual layers of bureaucracy that separated the ministers from their constituencies. The chief minister of Andhra Pradesh started town meetings (via videoconferencing facilities) with the villages randomly chosen. That further cemented the transparency and access available to ordinary citizens.

According to Dr. P.K. Mohanty, Executive Director of the Center for Good Governance, the PMS was developed as a “hexagonal model.” In other words, it can be used to rate a department on six variables: 1) relative performance compared to last year, 2) relative performance compared to peers now, 3) relative performance compared to peers last year, 4) relative performance to benchmarks, 5) relative performance to targets, and 6) relative performance compared to government as a whole. This model presents a complete picture of a particular department over time, allowing senior officials to get to the root cause of problems that arise.

How does the performance system work? Is the transition to the system smooth and without tensions? Do bureaucrats believe in the system? What is the role of political leadership in making this system work? TGC cannot be enhanced without a deep commitment from the top. The researchers witnessed the monthly meeting of the Chief Minister (CM) with the district collectors. These monthly meetings were one of the tools used to implement the system and identify problem areas. Here is an excerpt from the case study on the government of Andhra Pradesh:

Researchers witnessed firsthand the PMS in action. The CM holds monthly, sometimes weekly, video teleconferences with all 26 district collectors. The CM is located in Hyderabad, and each district collector is located in his or her respective district headquarters. Each district collector was joined by 50 other personnel. Interesting to note was that the press was given full and open access to this meeting; in fact, they recorded the entire five-hour meeting.

Various subjects were covered throughout the meeting, with the CM driving the discussions. Significant time was spent on the issue of drought remediation actions taken by the districts. The CM was using data from the PMS and forcing the district collectors to explain any negative trends. It was very evident when a particular employee was not familiar with the data that had been entered. What the reader needs to realize is that this was taking place live in front of more than 1,000 government employees across the state, plus the press. The pressure to perform in front of peers is a huge motivational factor for the district collectors.

The CM also used this forum to discuss public opinion numbers. Each district collector was again asked why things were going poorly in his or her area and what he or she planned to do about it. It was evident during the meeting that many of the figures that had been input in the system were not the “actual” numbers, but simply placeholders that were entered by the cut-off time, four hours before the meeting. Staff scrambled to present the CM with appropriate numbers, especially when the new numbers were better than the fictitious ones. Transparency such as this, in front of the press, is forcing government officials to embrace the PMS. Also, they must now pay attention to the citizens and perform only actions that are important.

During these meetings, the CM chooses a random subject to scrutinize. At this particular meeting, commodity prices were picked. The officer in charge of this was caught, and subsequently embarrassed, because he had entered data simply to enter data. Quite often his commodity prices were off by a factor of 10 or 100! There is no doubt this particular individual will input proper data from now on. No doubt seeing one’s peers publicly embarrassed will encourage district collectors to make sure that proper data are input by their staffs.

Although the systems are in place, they are still works in process. E-governance increases the TGC of a society through increased transparency, accountability, speed, and accessibility. Such citizen-centric governance creates a better economic climate by reducing risk. However, the concept, the approach to implementation, and the initial results suggest that it can lead to improved TGC. Further, improved TGC can lead to development. Conceptually, the virtuous cycle is shown in Figure 5.6.
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Figure 5.6 The virtuous cycle.

Impediments

One should not conclude that this experiment is a done deal. There are significant impediments to the entire process, the most important being the education of the citizen. For decades, the citizens associated corruption, sweat, long lines, and humiliation with government, so they are likely to look at these initiatives with skepticism. Only consistent performance can convince the skeptics. The bigger problem is with the employees—the functionaries within the government. Initially, they accepted these initiatives because no one was displaced by the e-governance initiatives. No changes were made to the underlying processes. As might be expected, in the initial stages, the potential for “speed money” was not severely compromised. However, in the second phase of implementation, this will start to change. The regulations and governmental business processes can be simplified. Interconnected systems can identify pockets of graft and corruption. Records cannot be easily altered or lost. The change will not come easily. It is the support of the citizens and the pressure from them for change that can reduce the political price for moving forward with these initiatives. The benefit of TGC is worth the risk.

Lessons from the Andhra Pradesh Experiment

There are several lessons to be learned from the experiment in Andhra Pradesh. Transformation of a well-entrenched system takes not only building an IT system, but also building trust. Citizens must feel that changes are taking place. The experience with eSeva is therefore critical. The services offered by eSeva allow citizens to experience streamlined services, not just once in their lifetimes (as in buying or selling land and property) but frequently (as in paying electricity and water bills every month). Furthermore, confidence-building requires that citizens experience a high quality of service with no corruption in a wide variety of services such as getting a driver’s license or a birth certificate. TGC is about communicating a consistency in the behaviors of the bureaucracy and governmental institutions. Citizens must convince themselves that it is cheaper to be within the system than outside it. The shift from the informal sector to the formal sector will take place if ordinary citizens can be confident that:
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Ordinary people instinctively recognize that there are costs to being within the system. They have to declare their assets and pay taxes. They also recognize that there are costs to being outside the system. They have to be beholden to local politicians and a cruel system of enforcement of local practices with no legal recourse. The cost is high and difficult to predict. Bureaucratic corruption had made the cost of being inside the system too high for most citizens and the benefits too low. Poor access to the formal system and its lack of transparency compared to social norms force people to seek a higher cost option, but one where the rules are clear (even if cruel).

Corruption, as we said, is a market for privileged access. It thrives in a system that allows for opaque decision making. The cost of being inside the system will decrease only if governments tackle the issues of access and transparency and recognize the changes needed in both the regulations and the laws. The experiment in Andhra Pradesh is one example of how digital technologies can be used to creatively enhance TGC through better access and transparency.

Building TGC is not only the job of the government. It does play a significant role in ensuring that corruption is reduced, but market-based ecosystems that large firms can create, as we saw in Chapter 4, “The Ecosystem for Wealth Creation,” can also increase TGC in a society. The combination of the two, with the use of digital technologies, can rapidly transform the TGC of a country.

Endnotes

1. Some would argue that development assistance was based on the belief that although resources might exist (for example, Nigeria), they might have a bottleneck in some of the critical ingredients to development. In this sense, development assistance was a “complement,” not a substitute.

2. The focus of development aid has also shifted from infrastructure, education, and structural adjustments over the decades.

3. Hernando de Soto. The Mystery of Capital: Why Capitalism Triumphs in the West and Fails Everywhere Else. Basic Books, New York.

4. It is important to distinguish the informal, extralegal sector from the private sector even though the informal sector is about entrepreneurship under very hostile conditions.

5. C.K. Prahalad and Allen Hammond. “Serving the World’s Poor, Profitably.” The Harvard Business Review, September 2002.

6. CII-McKinsey Report on Learning from China to Unlock India’s Manufacturing Potential, March 2002.

7. Hernando de Soto. Presentation at the World Economic Forum, Davos, Switzerland, 2004.

8. Supportive case written by Praveen Suthrum and Jeff Phillips under the supervision of Professor C.K. Prahalad. Copyright © The University of Michigan Business School, 2003.

9. The World Bank defines e-government as the use of information and communications technologies to improve the efficiency, effectiveness, transparency, and accountability of government (www1.worldbank.org/publicsector/egov/). I prefer to use the term e-governance, as it refers to a broader relationship between the political system and society. The terms e-governance, e-government, and e-democracy are used interchangeably in the literature.

10. Available only in towns and cities in Andhra Pradesh. Kiosks will cover the entire state in two years.

11. Our researchers visited three eSeva centers in Andhra Pradesh’s capital city, Hyderabad, and one in the village of Nagampally.

12. This view is accepted in a vibrant democracy. How about countries that are not democratic (even if they hold “mock elections”)? The idea of ultimate accountability to the citizen is fundamental to good governance.

Appendix: List of eSeva Services
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Business to Consumer (B2C) services

Collection of telephone bill payments

Sale of new Airtel prepaid phone cards

Top up/recharge of Airtel Magic cards

Sale of entry tickets for Tollywood Star cricket

Sale of entry tickets for Cricket match (RWSO)

Filing of Reliance CDMA mobile phone connections

• Railway reservation

• Sale of movie tickets

• Payment of traffic-related offenses

• Payment of degree examination fees of O.U.

• Sale of I-CET applications

• Online reservation of Tirupati Temple tickets

• Collection of bill payments of Idea Cellular

• Collection of bill payments of HUTCH

• Issue of encumbrance certificate

• Market value assistance

• General insurance

• Reservation of tourism tickets for accommodation

• Reservation of tourism bus tickets

• Call center

• Indian Airlines ticket reservation

• Life insurance premium payment

• Issue of caste certificates

• Sale of Indira Vikas Patra

• ATM services

• Collection of bill payments of Airtel

• Renewal of drug licenses

• Issue of bus passes

• Collection of trade licenses of Labor Department




6. Development as Social Transformation

We have looked at the BOP as a viable and profitable growth market. We have also understood that treating the BOP as a market can lead to poverty reduction, particularly if NGOs and community groups join with MNCs and local companies as business partners. The development of markets and effective business models at the BOP can transform the poverty alleviation task from one of constant struggle with subsidies and aid to entrepreneurship and the generation of wealth. When the poor at the BOP are treated as consumers, they can reap the benefits of respect, choice, and self-esteem and have an opportunity to climb out of the poverty trap. As small and micro enterprises, many of them informal, become partners to MNCs, entrepreneurs at the BOP develop real access to global markets and capital and effective transaction governance. MNCs gain access to large new markets, developing innovative practices that can increase profitability in both BOP and mature markets.

National and local governments have an important role to play in this process. They have to create the enabling conditions for active private-sector involvement in creating this BOP market opportunity. TGC is a prerequisite. Governments now have new tools to create TGC in a short period of time. Further, new technologies and new approaches to reaching the BOP such as SHGs and direct distribution (creating millions of new entrepreneurs) can also create a respect for the rule of law and commercial contracts among the BOP consumers (for example, as they access credit through the microfinance route) and local entrepreneurs. The capabilities to solve the perennial problem of poverty through profitable businesses at the BOP are now available to most nations, as we have illustrated. However, converting the poor into a market will require innovations. The methodologies for innovation at the BOP are different from and more demanding than the traditional approaches, but so is the opportunity for significant profitable growth. Finally, BOP markets represent a global opportunity. Lessons learned at the BOP can transform MNC operations in developed countries as well. BOP can be the engine for the next round of global expansion of trade and good will. If we follow this approach, what impact will it have on the BOP consumers? How will their lives change?

Development as Social Transformation

We have come full circle. We have made three transitions in our thinking. First, we demonstrated that the BOP—the poor—can be a market. Second, when we accept the BOP as a market, the only way to serve that market is to innovate. The BOP demands a range of innovations in products and services, business models, and management processes. Third, these innovations must be accompanied by increased TGC, making the government accountable to the citizens and making it accessible and transparent. Market-based ecosystems can also facilitate the process of making transparency, access, and respect for commercial contracts a way of life. The intellectual transitions that are the substance of this book and its implications are shown in Figure 6.1.
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Figure 6.1 The private sector and the BOP: transitions.

How can these changes impact life at the BOP? As BOP consumers get an opportunity to participate in and benefit from the choices of products and services made available through market mechanisms, the accompanying social and economic transformation can be rapid. The reason for this is that BOP consumers are entrepreneurial and can easily imagine ways in which they can use their newly found access to information, choice, and infrastructure. Let us look at some examples.

The ITC e-Choupal infrastructure was created for farmers to have access to information regarding prices as well as agriculture-related information, as shown in Table 6.1. The system was configured to make them productive farmers and to make the supply chain for soybeans more efficient so that there was a win for both the farmer and ITC. That was the intent.

Table 6.1 Intended Uses of ITC e-Choupal System
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It took farmers fewer than three months to understand the strength of the Internet, and they started using the system for a host of other, nonbusiness-related and socially beneficial tasks. They found that they could connect with each other and chat about a whole range of issues, not just agriculture and prices. They found that the PC could be an entertainment device. It could be used to play movies, listen to songs, and watch cricket (a sport that is a national obsession in India). They could print out the classroom grades of their children. They also became sophisticated in tracking prices, not just at the local mandi or ITC prices, but also for futures at the Chicago Board of Trade. They correlated intuitively the futures prices with the prices they should expect in selling to ITC or others. They established a clear link between global price movements and the prices in remote villages of northern India. Just three months earlier, they were “hostages” to the vagaries of the local merchants in the mandi. They also became experts at e-mail and chat capabilities. The list of dominant, unplanned activities that evolved in three to six months among the villages connected by the system is shown in Table 6.2.

Table 6.2 Unplanned Activities at e-Choupal: The Social Transformation

[image: image]

Breaking Down Barriers to Communication

ITC worked hard to create interfaces in the farmers’ native language, Hindi. It also provided software that made it possible to type Hindi characters using a standard English keyboard. The preferred language for writing e-mails and other electronic communication, however, is “Hinglish,” or Hindi typed with English characters. The reason for this is that combining vowels and consonants to create Hindi letters is a cumbersome affair on a keyboard. It sometimes takes three keystrokes to render one letter. All the sanchalaks we spoke to agreed that this was the only aspect of computer usage they had not yet mastered.

Undeterred, the sanchalaks started to use the English keyboard to write e-mails in Hindi. They could move fast in building both the capacity to communicate with the outside world and the ability to make themselves understood. The creativity in building communication patterns can be illustrated by one of the e-mails between a sanchalak in a remote village in northern India and the researcher in Ann Arbor, Michigan. There appear to be no barriers. The student in the United States was educated, rich, sophisticated, and well traveled. The farmer probably never traveled beyond a cluster of villages, was poor and uneducated. All those boundaries were broken by the possibility of asynchronous communication through e-mail. We do not know how long it took to compose this e-mail, but suspect probably not long. It is straightforward and to the point. The e-mail is shown in Figure 6.2.


Date: Sunday, May 18, 2003 11:01 PM

From: arun nahar

To: <sachinr@umich.edu>

sachin ji namaste

aapka mail padkar khushi hui aapki english meri samajh mae aati hai agribusiness mae jaivik khad(bio-fertilizer) ke bare mae aapke kyaa vichar hai present polution ko dekhate hua future plan ke bare mae socha ja sakta hai public chemical less product khana pasand karte hai aane wale 10 years organic product ke honge organic product bio-fertilizer se taiyar hote hai village mae organic product taiyar kiye ja sakte hai in product ko sahi market dene ke liye aap network bana sakte ho

thanks



The English translation of this e-mail is as follows:


Date: Sunday, May 18, 2003 11.01 PM

From: arun nahar

To: sachin@umich.edu

Mr. Sachin, greetings

I was delighted to read your mail. I was able to understand your communication in English. What is your opinion about bio-fertilizers in agro-business? Considering current pollution, we can develop trends. People prefer meals, which are prepared with “chemical less products.” For the next 10 years, markets will be dominated by organic products. Organic products can be produced with bio-fertilizers in our village. (“We can do it”). In order to market this product, can you develop the distribution network?



Figure 6.2 E-mail from a sanchalak.

The use of the infrastructure in creative ways is not confined to the sanchalaks. Across the board, BOP consumers can use the systems they have access to in ways unimagined by those providing the systems. What is the real change for those at the BOP? The real advantages of a private-sector network can be captured, as shown in Table 6.3.

Table 6.3 The Drivers of Social Transformation
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The simple case of the ITC e-Choupal, if repeated 1,000 times, can transform a country. We find increasingly that women from different villages who have never met each other are in chat rooms discussing complex issues like interest rate fluctuations and political positions to take with respect to specific issues. They also use it for more family-oriented topics. In one chat room on the n-Logue network in southern India, the women were discussing the status of their grandchildren or other relatives living abroad. The newly found advantages are the building blocks of a market economy: transparency of information, universal access, dialogue among various thematic communities that form autonomously, and a discussion of the risks and benefits of various courses of action, such as “Should I sell my corn today or hold back?” These four building blocks are dialogue, access, risk benefits, and transparency (DART). These are the same building blocks that are leading to more consumer activism in developed markets.1

BOP Consumers Upgrade

Contrary to popular belief, BOP consumers are always upgrading from their existing condition. MNCs and large firms oriented toward the top of the pyramid sometimes look at what the BOP consumers use and think of it as downgrading from the products they are selling. These products are seen as cheap. On the other hand, for the BOP consumers, the newly found choice is an upgrade from their current state of affairs. For example, when Nirma, a startup, introduced a detergent powder in India, the established firms in that business—both MNCs and large Indian firms—considered the product as low end and not of interest to them. At that time, the total tonnage for high-end products was about 25,000 tons. Nirma was a new category, upgrading the BOP consumers from poor-quality, locally made soaps, and the brand built an impressive market of 300,000 tons. The lessons were not lost on the incumbents. The size of the market at the BOP is significant (300,000 tons versus 25,000 tons at the top of the pyramid), but more important, Nirma was a product uniquely fashioned for the poor who wash clothes under a tap or in a running stream rather than in a washing machine.2 The same process is evident in a wide variety of businesses, including financial services. When the BOP consumers opt for a loan from a bank, as opposed to a local moneylender, they are upgrading. When they use iodized salt over the locally available unbranded salt, they are upgrading. When they get access to good-quality building materials and a design for how to add an additional room from CEMEX, they are upgrading. The examples can be multiplied. The message is simple: For the BOP consumer, gaining access to modern technology and good products designed with their needs in mind enables them to take a huge step in improving their quality of life.

Gaining Access to Knowledge

We have already examined the benefits of access and transparency and how that impacts the asymmetric information that was (and is) the norm in most BOP markets. However, when BOP consumers get access to digital technologies, the pattern of access to knowledge changes. For example, in the EID Parry Agriline example used in this book, the farmers had a concern about the quality of a particular crop: betelnut. They used their PCs and the attached cameras to send pictures of the affected leaves to a central agronomy center 600 miles away. They received advice from the agronomists at a remote location. That certainly improved their ability to solve the problem. Examples such as this one are proliferating by the day. It is becoming well accepted in some parts of India that telemedicine is the way to go to get remote diagnostics based on PCs. Shanker Netralaya, for example, brings world-class eye care to rural India. It has vans fitted with optometric equipment that connect via satellite hook-up to the hospital. Senior doctors can review complex cases on a two-way videoconferencing hook-up and discuss with the patients their problems. They can also offer a diagnosis based on images presented on a split screen. They can then recommend a course of action. This incredible access to high-technology solutions is changing the way we think about the BOP consumers. Increasingly sensitized to what is possible, they are also demanding high-technology solutions to their problems.

Identity for the Individual

One of the common problems for those at the BOP is that they have no “identity.” Often they are at the fringe of society and do not have a “legal identity,” including voter registration, driver’s license, or birth certificate. The instruments of legal identity that we take for granted—be it a passport or a Social Security number—are denied to them. For all practical purposes, they do not exist as legal entities. Because they do not have a legal existence, they cannot be the beneficiaries of a modern society. Voter registration in vibrant democracies, such as India, provides one form of identity. Erstwhile communist regimes had a system of documenting everyone, including the location to which they belonged. In Shanghai, for example, all the migrant workers were undocumented for a long time. They did not officially belong to Shanghai and, therefore, could not participate in programs such as government-assigned housing.

This picture starts to change as a private-sector ecosystem emerges. The individuals in an SHG have an identity. They are recognized as legal by the ICICI Bank. They all have a name, a designation, a group to which they belong, and a scheme in which they participate. The same is true of the eSeva service provided by the government of Andhra Pradesh. Now all citizens who pay their utility bills or register births and deaths have an identity. In fact, many BOP consumers are elated to see their names on a computer screen. This is universal. The poor in Brazil, when they shop in Casas Bahia, get an identity. They get a card from the company, and that tells the world who they are. Consumers proudly display their Casas Bahia cards as proof of their existence and their creditworthiness. A similar situation exists in Mexico. When CEMEX organizes women, it not only gives them the tools and the materials required for them to build a kitchen; it also gives them a legal identity. The women are bound to the firm and vice versa. Neither party can break the contract without penalty. That is a proof of legal identity.

The importance of legal identity cannot be underestimated. Without it, BOP consumers cannot access the services we take for granted, such as credit. Hernando de Soto documented the problems of a lack of legal identity at the BOP. The status of a “nonperson” in legal terms can confine people to a cycle of poverty.

Women Are Critical for Development

A well-understood but poorly articulated reality of development is the role of women. Women are central to the entire development process. They are also at the vanguard of social transformation. For example, Grameen Bank’s success is based on lending only to women. The entrepreneurs who used the micro finance made available were women. The Grameen phone “ladies” are the entrepreneurs. In the cases in this book, there is adequate evidence of the role of women in building a new society at the BOP. The SHGs at ICICI Bank are all women, as are the Shakti Ammas at HLL. These women are entrepreneurs responsible for saving and accessing credit. In the case of CEMEX, the company works only with women. Amul, a milk cooperative, depends on women for their milk origination in villages. Women also collect the “cash” for the milk and, therefore, have achieved a new social status. Access to economic independence can change the long tradition of suppression of women and denial of opportunities. The success of Avon, Mary Kay, and Tupperware in the United States and other parts of the world is also based on the role of women entrepreneurs. Although the evidence is overwhelming, little explicit attention has been paid to actively co-opting women in the efforts to build markets and lead the development process. MNCs and large firms will do well to keep this in mind in their efforts to create new markets at the BOP.

Evolving Checks and Balances

It is natural for us to ask, “If the involvement of the private sector in BOP markets can have such a significant impact on social transformation, do we need checks and balances?” Yes. We need to make sure that no organization abuses its power and influence, be it corrupt governments or large firms. Fortunately, checks and balances are evolving rapidly. The spread of connectivity—wireless and TV—makes it impossible for any group to abuse its position for long. Further, civil society organizations are always on alert. However, the most important protection is informed, networked, and active consumers. The evolution of the BOP consumer is ultimately the real protection.

The social transformation that is taking place in markets where the public and the private sectors have been involved at the BOP is quite impressive. BOP consumers have constantly surprised the elite with their ability to adapt and their resilience. As we described in this chapter, they do the following:

1. They adapt to new technology without any difficulty and are willing to experiment and find new and “unforeseen” (by the firms) applications for the technology. Nobody thought that the farmers from the middle of India would check prices at the Chicago Board of Trade.

2. Technology is breaking down barriers to communication. Given that BOP consumers can increasingly enjoy the benefits of dialogue, access, risk benefit analysis, and transparency (DART) and make informed choices, the chances of change in tradition will be improved.

3. BOP consumers now have a chance to upgrade and improve their lives.

4. By gaining access to a legal identity, they can participate more effectively in society and gain the benefits of the available opportunities. They do not have to remain marginalized.

5. Finally, the emancipation of women is an important part of building markets at the BOP. Empowered, organized, networked, and active women are changing the social fabric of society.

Taken together, these changes will lead to significant social change and transformation.

The Real Test: From the Pyramid to the Diamond

Although we have discussed the nature of social transformation that is possible at the BOP, the real test of the entire development process is poverty alleviation. How will we know it is taking place? Simply stated, the pyramid must become a diamond. The economic pyramid is a measure of income inequalities. If these inequalities are changing, then the pyramid must morph into a diamond. A diamond assumes that the bulk of the population is middle class. The morphing that we must seek to accomplish is shown in Figure 6.3.
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Figure 6.3 The morphing of the pyramid into a diamond.

There will always be “the rich,” but a measure of development is the number of people in a society who are considered middle class. More important, social transformation is about the number of people who believe that they can aspire to a middle-class lifestyle. It is the growing evidence of opportunity, role models, and real signals of change that allow people to change their aspirations. Our goal is to rapidly change the pyramid into a diamond. To be confident that this transformation is occurring rapidly, we should, at a minimum, measure the changing patterns of income inequities in a society. This is a relative measure. We can also measure the income levels over a period of time. This is an absolute measure of change in that society. Needless to say, modeling this change requires reliable measures of income, appropriate sample size, and longitudinal data. These are hard to come by.

An interesting study by the National Council of Applied Economic Research (NCAER) in India suggests that there might be some weak but clear signal that this change is emerging. During the last decade, India has liberalized its economy, promoted private-sector development, and allowed each state to experiment. As a result, instead of one monolithic approach to economic development, there are multiple models of development being implemented. The various states are also growing at highly differentiated rates. NCAER modeled the changing patterns of income distribution by states and had projected the inflation-adjusted income pyramid for 2006–2007. It is easy to see that in some states such as Bihar and Orissa, the shape of the income distribution does not change. It is still the pyramid. However, in other states, such as Assam, Maharashtra, Gujerat, Haryana, and Punjab, the pattern is shifting noticeably. The projections of income distribution from NCAER are shown in Figure 6.4.
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Figure 6.4 The shape of rural income distribution.

This pattern will repeat itself in both rural and urban India. This has several implications. First, we can measure the patterns of income distribution over time and can develop both relative and absolute measures of change. Second, the changing nature of the income distribution creates a virtuous cycle. The demand for products and services increases domestic economic activity, creating more jobs and wealth. The changing patterns of consumption of durables in India—in both rural and urban markets—are well documented.3 Third, as the BOP morphs from a pyramid into a diamond, the distinction between the BOP consumer and the top-of-the-pyramid consumer disappears. There is only one consumer group.

The pattern of changes in income distribution seen in India is an early signal of what is possible. A measure of success is when the debate about BOP consumers becomes irrelevant as they become part of the mainstream market.

I have tried to depict a picture of the possibilities. I am sensitive to the fact that the illustrations that I provide are but islands of excellence in a sea of deprivation and helplessness. The important question for us is, “Do we see the glass as half full or half empty?” There is a long way to go before the social transformation leading to the elimination of inequalities around the world will be accomplished. The private sector, as shown by the examples we have examined, can make a distinct contribution. The changing patterns of income distribution, the increasing confidence of the BOP consumers, and their ability to become activists in changing their own lives through entrepreneurship give us hope. But the examples that we have examined challenge all of us, whether our primary obligation is boosting shareholder returns or reducing poverty and social injustice, to bring the resources and capabilities of the private sector to bear in pursuit of that goal.

Our best allies in fighting poverty are the poor themselves. Their resilience and perseverance must give us courage to move forward with entrepreneurial solutions to the problem. Given bold and responsible leadership from the private sector and civil society organizations, I have no doubt that the elimination of poverty and deprivation is possible by 2020. We can build a humane and just society.
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Part III. CEO Reactions to the Concept and the Book

In this part, we reproduce letters from CEOs and senior leaders of large global firms. The letters demonstrate their growing interest in embracing the opportunities in BOP markets and the innovations they foster. These letters from the CEOs reflect the voices of a wide variety of firms and, more importantly, individuals. It is our hope that these perspectives will motivate more CEOs.

List of Firms:

1. Microsoft

2. Bharti Airtel

3. Thomson Reuters

4. Royal DSM

5. ING

6. GlaxoSmithKline (GSK)

7. Unilever

8. Philips Electronics

9. University of Maastricht

10. Acumen Fund


Microsoft

Many of the ideas in The Fortune at the Bottom of the Pyramid are reflected in Microsoft’s Unlimited Potential product-development effort. Designing and selling products targeting the Bottom of the Pyramid requires new thinking around market-opportunity sizing, relevant design, and nontraditional business ecosystems. But the results are proving to be quite exciting, not only in terms of the market impact in developing economies but also in seeing how innovations targeting the Bottom of the Pyramid can “trickle up” to the developed world.

A great example of this involves Microsoft’s work around Windows Starter Edition and low-cost computing. This began as an effort to redesign a computer operating system’s user interface, business model, and storage technology to meet the unique requirements of the world’s poorest students. Millions of new customers later, we now know this approach can work in emerging markets. But we underestimated the speed at which the technology would be adopted in developed markets: Consider the netbook phenomenon, which uses many of these innovations and in 2008 became the fastest growing PC segment.

At an individual level, The Fortune at the Bottom of the Pyramid serves as a catalyst that helps our engineers and product managers rethink how they can help Microsoft prepare for its biggest, long-term opportunity. “Bottom of the Pyramid” and “Middle of the Pyramid” have become a core part of our company’s vocabulary, and people here are excited to work on projects where business interests and social-development interests are so closely aligned.

Craig Mundie
Chief Technology and Strategy Officer
Microsoft Corporation


Bharti Airtel—Empowering the Villages of India

Over the last decade, the Indian telecom has witnessed transformation: a transformation from basic telephony being an elitist possession to mobile telephony being a means of empowering masses.

As recent as 2000, the bottom of the pyramid consisted of close to 95 percent of the Indian population deprived of basic telephony. It took nearly 5 to 10 years of waiting before getting a basic telephone connection in India. The big divide between “haves” and “have-nots” presented an unprecedented opportunity that Bharti Airtel recognized early on and took responsibility to bridge this divide. The efforts of the Indian telecom sector have made mobile telephony available and affordable to the Indian masses. Today, mobile telephony has become the gateway to the world and a means of enhancing productivity of the people of India.

The second phase of this revolution is underway. It is led by the large rural population of India that is the fortune at the bottom of the pyramid. India has around 70 percent of its population living in semi-urban and rural villages. This more than 700 million population is the largest single market opportunity in the world to any consumer-focused corporation today. In addition, this population is fast becoming aware of the choices that are available to them, thanks to the penetration of mass media like television and cinema. More than 75 percent of these villages also have the required purchasing power to afford branded products.

Bharti Airtel has recognized this opportunity well in time and has been investing heavily to cater to the demands of the rural customers. Today, even when 60 percent of the new customers are from rural India, this accounts for less than 30 percent of telecom penetration. The rural opportunity will continue to be the biggest strategic focus for years to come. Bharti Airtel is leading this revolution, conscious of the fact that “inclusive growth” is the only way ahead. Some of the innovations that we have led from the front include

• Massive rollout, both network and distribution, focused around rural market in 400,000 villages.

• Value added services specifically targeted to benefit the rural population. These include information on crops, weather, commodity prices, education, and telemedicine to name a few. This information is now made available on the mobile handset.

• Alliances with handset manufacturers such as Nokia targeted at the rural market. Initiatives like vernacular messaging, voice messaging to overcome the barriers of language.

• Alliance with IFFCO (India’s largest fertilizer company) to reach out to the relevant population in an organized way. This alliance has shown superior results in terms of educating the rural population on telecom, sales, services, and in capturing the specific needs of the rural customers.

• Mobile commerce initiatives are underway targeting the rural population in an attempt to “financial inclusion.” Less than 50 percent of the Indian economy is a cash economy, and through this initiative we will cover the unbanked people through our partner banks.

The Fortune at the Bottom of the Pyramid aptly captures the biggest opportunity not only in India but also in all emerging markets for corporations across the globe. It clearly describes the imperatives and business models for companies to be successful riding on the fortune at the bottom. Our company has derived immense value from the visionary thinking of C.K. Prahalad, which is extremely relevant in the market we operate in, and hence, we have obtained powerful results. I believe this book is a starting point for any corporation aspiring to grow in developing markets, where the biggest fortune still continues to be at the bottom of the pyramid.

Manoj Kohli
CEO and JMD
Bharti Airtel Limited


Reuters Market Light and The Fortune at the Bottom of the Pyramid

It was early 2006 when a tall Swede named Mans Olof Ors and his highly persuasive Indian colleague Amit Mehra first approached me with a passionate pitch about something called Project Market Light—an idea to sell information services on mobile phones to farmers in emerging markets.

Mans’ vision, conceived while on a one-year sabbatical at Stanford University in 2004, was inspired directly by reading The Fortune at the Bottom of the Pyramid. At its heart was a simple idea: In India, where 60 percent of the population is dependent on agriculture, and where approximately eight million new mobile phone users were connecting each month, a vast farming community of 120 million cultivators lacked simple access to information to maximize their profits. So what was stopping us from providing them with the weather updates and market prices they so clearly needed? Reuters had historically provided the same sort of information to established financial markets to promote price transparency and fair trading.

All of us in the room were instantly energized by the scale and opportunity here. It was one of those eureka moments in business when you happen across an idea so innovative and right you know instinctively it’s a home run.

Reuters Market Light (RML), as the product was named in April 2007, provides information that impacts the productivity of the Indian farming community, connecting farmers to buyers and helping to establish fair prices in local markets. Farmers receive crop prices from local markets, localized weather forecasts, and relevant news and advisory information in their local language via text messages to their mobile phones. This tailored information helps farmers make commercial decisions about their crops, such as when and where to sell, so they can maximize their profits.

The first time I read Bottom of the Pyramid—like Mans and so many others—I was struck instantly by the breadth, boldness, and clarity of its insights. In a company like ours, which operates in nearly all major centers around the world and opened its first office in India in 1866, C.K.’s book soon influenced our thinking about how to expand our global footprint to less-developed markets.

RML was looking to address the same urgent questions: How to reach consumers in developing countries and offer them innovative products that meet their needs? What opportunities arise as the 80 percent of consumers at the bottom of the pyramid start to exploit the benefits of information networks and show an appetite for advanced technology? Like C.K., I am a passionate believer that good business is consistent with a sensible development approach for societies, and nowhere is this more true than with RML. The links between the book and the project go even deeper. People with experience working for C.K. in his BOP consulting practice have given RML much sound advice.

More than a dozen trips right across India gave us the insights to build the business model, supplemented by secondary research in Africa. Some 1,500 Indian farmers took part in concept testing and prototyping. We also carried out ethnographic studies with a hand-picked group. April 2007 saw the scaled market trial with 7,000 farmers. The team, initially based in London, was relocated to Mumbai to be close to the customer during this key growth stage. At times, unexpected floods would spoil our on-the-ground research, but Amit and his team were hugely motivated by consistently positive customer feedback.

All this culminated in the formal launch of RML in October 2007 in Maharashtra. The fact that nearly 1,000 farmers were present, as well as the Indian Minister of Agriculture Sharad Pawar, spoke volumes about the excitement it generated. RML reflects Thomson Reuters’ core strengths—accurate information, timely delivery, and unbiased analysis—in this case to a large, developing, often isolated audience.

The results in the months post-launch surprised even RML’s biggest advocates and gave us a green light to enter a second state, Punjab, a year later. To date RML has already sold more than 100,000 3-month subscriptions. Some farmers have reported an extra 100,000 rupees (U.S. $2,090) when they sell their crops—an incredible rise for small businessmen whose average annual incomes are around $1500.

We’ve learned a lot in the process about how to provide products to Bottom of the Pyramid consumers. Most academic research suggests that large companies often fail at strategic innovation because of rigid structures, sluggish processes, and inflexible mindsets. RML confounded that stereotype and succeeded with a business model that is low price, high-volume, direct sales and distribution-led, and mobile-driven. We have the largest network for sourcing and creating localized and personalized content for farmers in India. On the critical dimension of distribution reach, we already have more than 500 retailers/dealers selling RML in the two states. Selling to rural customers is different from selling to our traditional professional customers. We got around this by spending the right amount of time on the ground with potential customers pre-launch. We also got it right back in the office with a solid management and wider project team, an experienced governance team, and top-level sponsors.

RML is making a difference to the lives of thousands of customers while at the same time achieving our financial and operational goals. It has garnered recognition in India and globally: The United Nations selected RML as one of six business initiatives for other businesses to follow in helping to deliver the Millennium Development Goals, which aim to slash global poverty, hunger, and disease by 2015. It has also been endorsed by the World Bank, and we’re working alongside several agricultural research institutes, such as the Agarkar Institute and Cotton Research Institute of India. Recently, RML has signed a major partnership with Nokia to market and distribute RML on a special mobile application—exactly the sort of aspirational co-brand this book identifies as important to brand-conscious BOP consumers.

Having expanded into Punjab, the service will extend to Haryana in January 2009, and then to six other states across India by the end of 2009. Since illiteracy rates remain high among rural communities (the overall literacy rate for India is 61 percent), there are also plans to develop a voice-based system over the next year.

At the time of writing, I believe that RML is the only initiative of its kind in India (and possibly the world). It’s exactly the type of innovation C.K. has written about so eloquently, and it is scalable and transportable across borders. Once the business model, technology, and partnerships are firmly established, Thomson Reuters will explore potential roll-out to Africa, South America, and Asia. By providing transparency, RML can help to create fair and efficient markets at the bottom of the pyramid.

Tom Glocer
CEO
Thomson Reuters


Royal DSM

C.K. Prahalad’s book The Fortune at the Bottom of the Pyramid has had a significant impact on all its readers, including those of Royal DSM NV, headquartered in The Netherlands. DSM is a globally operating company of almost 10 billion Euro revenues and almost 25,000 people, active in life sciences and materials sciences, enhancing with its products the quality of life by nourishing people and protecting the world.

This visionary book elucidates how the world can become a better place for all, taking into consideration how society has evolved in the past decades.

DSM became inspired through the numerous examples and arguments that are brought forward in this inspiring book, opening up new avenues to create value in a sustainable manner for the less fortunate in our world, not forgetting that the real Bottom of the Pyramid need “just” humanitarian help as well.

DSM became convinced that there are indeed ways to jointly create economic value together with the less fortunate at the Bottom of the Pyramid, if one is willing to truly become engaged in their world, their daily challenges, and problems. In doing so, a wealth of innovation potential is uncovered that through co-creation and joint development can be brought toward economic fruition.

DSM is a life science and performance materials company and has among others a broad product and knowledge-base in animal nutrition. We have embarked on projects that aim to support rural farmers in India to create more value by providing performance nutrition services (a combination of diagnostic tools, training modules, basic farm management, and animal feed). In addition, projects are started to improve local biogas production, through the use of additives that assist in converting agricultural waste and manure in a local source of heat, cooking gas, and off-grid electrical power.

Trust among all partners, creative business models that allow financial benefits for all, and patience have proven to be key (and complex) in the development of the DSM programs.

As indicated in this book, this is by no means an easy and straightforward objective for any industrial party. We should almost learn again to truly listen to our new customers at this economic bottom. Only by reaching out and truly diving into their world, we will become successful and generate value for all stakeholders in society, including those who are now at the first rung of the economical ladder. We should be proud and honored with these visionaries that help us to shape our society into one that truly will benefit all inhabitants of the world.

Feike Sijbesma MSc, MBA
Chairman of the Managing Board and Chairman of DSM Nutritional Products


ING

The influence of The Fortune at the Bottom of the Pyramid on ING’s thinking and that of others in the financial industry cannot be overestimated. The book has challenged our ideas of how we look at markets and the customers we serve, as well as the delivery methods we use to reach them. ING prides itself on its multi-distribution capabilities and indeed some of the channels we employ can be—and, to some extent, are being—adapted to serve markets that fall outside of our traditional target markets.

We were fortunate enough to be able to have C.K. Prahalad as a speaker at our international conference for senior management in May 2008. At the conference, he challenged our ideas about markets and costs. Specifically referring to India, which is an important growth market for us, he posed the question: Are you willing to change the way you work and not limit your reach, or do you maintain the way you work and walk away from the opportunities?

C.K. Prahalad asked us to consider whether the way we work will allow us to reach the largest—and in aggregate numbers most valuable—consumer groups in Asia. He made it clear to us that we need to step outside of our comfort zone of the top earners of the country. We have come to realize that we are a part of a myriad of financial institutions, which together forms a patchwork of financial inclusion. As a large retail financial institution, we have a role to play in the mass retail market. Although the reality of developing markets may mean that we are not able to serve those who are all the way at the Bottom of the Pyramid, we have the ability to serve those in the tiers below the mass affluent groups; and we intend to use that ability.

As you can see from the examples mentioned here, we are indeed surveying different markets, experimenting with delivery methods and ways to work with customers that we are not accustomed to. One particular pointer that C.K. Prahalad gave us was that in order to serve lower income markets, we need to convert customers from the unorganized to the organized sector and be innovative. In the case of the biometrics card as described here, that point is well taken.

Key Business Initiatives

To illustrate ING’s involvement in providing financial services toward the Bottom of the Pyramid, we focus on the case of ING Vysya Bank in India. ING is capitalizing on the shift of economic power to the East and has established retail banking in this market. A sizeable part of ING’s business initiatives in India is associated with, but not limited to, micro finance. Taken together, these initiatives allow us to capitalize on growing retail and wholesale opportunities in a responsible way.

ING Vysya Bank

ING Vysya Bank, which is owned by ING for 44 percent, reaches out both directly and indirectly to micro finance entrepreneurs.

The direct way is by financing so-called Self Help Groups (SHGs) consisting mainly of female entrepreneurs. As of December 2008, ING Vysya’s outstanding loan portfolio to SHGs amounted to EUR 10.3 million. In addition, micro deposits are collected through this channel. Furthermore, ING Vysya started a pilot to reach out to rural communities and offer organized banking services through a unique biometrics card. This example is described in the following case study.

ING Vysya also indirectly finances several millions of micro entrepreneurs by providing wholesale loans to micro finance institutions. As of September 2008, the total value of wholesale loans outstanding amounted to €42.8 million to 17 micro finance groups.

Monitoring and Additional Services

ING actively monitors its social performance in the micro finance area and reports on an annual basis in its Corporate Responsibility Report, which is based on the Sustainable Reporting Framework of the Global Reporting Initiative. In addition to these business initiatives, ING also supports education through our Chances for Children program and offers technical assistance through ING Microfinance Support.

Case Study: Banking Services for the “Unbanked” Population in Rural India

In a pilot involving wage and pension distribution on behalf of the government, ING Vysya reaches out to rural communities and offers organized banking services. Establishing the identity of rural Indians through biometrics makes it possible for illiterate or barely literate people to become part of the banking user community.

In the area of Andhra Pradesh, ING Vysya Bank is working together with the government to disburse wages and pensions to rural residents. As an alternative to distribution via post offices, which are few and far between, ING Vysya employees now travel from village to village to identify the villagers with the help of the government offices and enroll them in the program. After the identification, a smart card, personalized graphically and electronically, is given immediately to the villagers. This smart card, on which the personal records will be listed, allows ING Vysya to pay out the periodic wages and pensions to the villagers.

“This card is really useful, no more forms to fill, finger imprints, and delayed pension; ING Vysya Bank people come to us on a specific day, we show them the card and get our money, and this is hassle free and extremely easy,” said a villager under the scheme.

In the first pilot project, more than 55,000 people received an ING Vysya smart card. The total project will reach more than 100,000 people in 20 villages in the Andra Pradesh region. ING Vysya plans to expand the project to include the rest of the population in these and adjacent rural areas and introduce the smart card as a means for micro savings, investment, and insurance.

Eli Leenaars
Member of the Executive Board
ING Group


GlaxoSmithKline

C.K.’s book The Fortune at the Bottom of the Pyramid has been a catalyst, enabling us to look at our business in the Emerging Markets in new ways. In fact, unleashing the opportunity with this new emerging consumer class has become one of our four main growth strategies.

The case studies, and videos in particular, really helped inspire my management team—illustrating the opportunity and the importance that technology could play in delivering solutions for consumers at the Bottom of the Economic Pyramid.

GlaxoSmithKline markets a wide-range of consumer health-care brands in the Emerging Markets. Historically, many of these brands have been comprised of products that were developed with the Western consumer in mind, and as such, were relevant only to the consumers at the Top of the Economic Pyramid. To better understand the consumer at the Bottom of the Pyramid, or as we refer to them as the Emerging Consumer Class, we have launched an in-depth market research study.

To win the consumers at the Bottom of the Pyramid requires rethinking traditional approaches around the supply chain and encouraging the organization to face the realities of affordability and profit requirements. C.K. Prahalad’s work has shown that turning the traditional value equation from price minus cost equals profit to price minus profit equals cost demands creative solutions.

I think the power of the book and the concepts therein will be in the longer-term impact on my organization. The book does not promote quick fixes, rather it establishes principles upon which longer-term programs and new ways of working can be built.

The consumer at the Bottom of the Pyramid—and the commercial opportunity they represent—now has a seat at the table as we set global strategies and priorities and allocate our resources, both financial and human.

As a global organization, our management focus will need to move increasingly from “West” to “East.” We are placing greater importance on the application of standards as opposed to standardization and will demand intellectual leadership and a greater contribution from diverse cultures.

It is no coincidence that my organization is the fastest-growing division in GSK Consumer Healthcare worldwide at the same time as we are putting many of C.K.’s concepts and principles to work as we tap into the opportunity at the Bottom of the Pyramid. He has inspired us to be bold in our aspirations, and in many cases we feel we really contribute to GSK’s mission—of helping people “do more, feel better, and live longer.”

Ian McPherson
President
Consumer Healthcare International, GlaxoSmithKline


Unilever

Doing Good, Doing Well

“Doing business responsibly and successfully—or, if you prefer, doing good and doing well—are two sides of the same coin.”

—Patrick Cescau, speaking at Business as an Agent of World Benefit,
Cleveland, Ohio, October 2006

Corporate philanthropy enjoys a long and proud history. Unilever should know. And today, making charitable donations and supporting community activities remains an important way in which businesses can help to address social challenges. But in recent decades, the agenda has moved on, significantly. There is growing recognition that companies’ responsibility to society at large goes well beyond making philanthropic gestures—no matter how generous. Social responsibility and environmental sustainability have become the watchwords for businesses wanting to make a wider contribution to the communities in which they operate. Many factors explain this change of emphasis. For one, there is a growing recognition that the social and environmental challenges facing us in the 21st century are so complex and so multidimensional that they cannot be solved by governments alone. Industry has to be part of the solution. But perhaps the biggest catalyst for change has been the increasing awareness within business itself that many of the big social and environmental challenges of our age, once seen as obstacles to progress, have become opportunities for innovation and business development. We have come to a point now where the agenda of sustainability and corporate responsibility is not only central to business strategy but has become a critical driver of business growth. In fact, I would go further: I believe that how well and how quickly businesses respond to this agenda will determine which companies succeed and which will fail in the next few decades. This is particularly true in the case of sustainability. As globalization accelerates, and as the limits of the planet’s resources are reached, large companies and brands will increasingly be held to account on the sustainability of their business practices.

Patrick Cescau
Retired CEO
Unilever


Philips Electronics—Improving Health and Well-Being at the Base of the Pyramid

Since the publication of the first edition of this groundbreaking book, the recognition has been growing that businesses are an essential part of solutions to kick-start emerging and developing economies. Increasingly, we are also seeing practical examples of win-win situations where development of communities and value creation for companies go hand in hand. Of course, as a representative of the business community, I very much welcome this change of heart.

But even with business now accepted as a partner in the efforts to achieve a more just and sustainable world, the tasks remain daunting. Still, our world is characterized by a clear divide between those who have access to a decent income, to affordable health care, to education, to the fruits of the digital revolution, and those who have not. This divide is unsustainable; the have-nots should become haves as well, enjoying the fruits of our technological progress.

Business has the prime responsibility to come up with innovations in technology, products and services, business models, and management solutions that will help us to meet the sustainability challenges.

At Philips, we see exciting opportunities in emerging markets and apply our competence in health and well-being to address major economic, social, and demographic challenges; for example, the growing demand for better health care at lower cost and the need for energy efficiency and for sustainable development.

For instance, Philips is involved in several partnerships to develop energy-efficient lighting solutions for the base of the pyramid, addressing the fact that 1.3 billion people still use expensive and dangerous kerosene lighting today. In Ghana, we have developed new low-cost sustainable solar lighting products for rural areas. It’s part of the Sustainable Energy Solutions for Africa public-private partnership agreement between Philips and the Dutch government relating to 10 sub-Saharan African countries.

Making health care available to patients in remote areas who currently lack any access is an even more important task. It is unacceptable that thousands of people die every week from diseases that could be easily diagnosed and treated. High-end patient monitors are out of reach for many small- to mid-sized clinics, forcing doctors and nurses to decide upon treatment based only on visible symptoms. Sometimes this means they must wait for a patient’s condition to deteriorate before changing treatment. That’s why we have developed an easy-to-use, affordable ultrasound system particularly meeting the needs of users in emerging markets. This will allow clinicians to observe a patient’s vital signs and make more informed and timely decisions.

These examples also show that only cooperation between all stakeholders—industry, governments, national and international organizations, and NGOs—will lead to solutions that really work. That’s why it is encouraging to see initiatives in this direction; for example, with collective micro financing of health care in various Asian countries. At Philips, we develop our business as much as possible with local partners, local expertise, and local products.

A good example partnership is that which we have with the Dutch government’s ORET international development initiative to improve health care conditions in Zambia. The project has seen substantial improvements made to 71 hospitals across the country. It also has included the training of more than 200 local hospital staff, creating a sustainable skills base to ensure a brighter future for the provision of health care in the country. We will continue to maintain the equipment we installed and have implemented a train-the-trainer program to ensure that the project’s benefits continue to be realized for years to come.

I am convinced that companies must realize that, in the long run, there will be a sustainable world with sustainable business, or there will be no world and no business at all. The corporate community must learn to see sustainability not as a nice add-on, but as an essential part of doing business. That’s our ethical challenge, but also an exciting business opportunity where companies need to go beyond their commonplace thinking.

Gerard Kleisterlee
President and CEO
Royal Philips Electronics


University of Maastricht

Management Education for the Poor: The Maastricht School of Management Story

Higher educational systems in developing countries with substantial Bottom of the Pyramid markets have traditionally been poor in quality. Often there are hardly enough resources available for regular primary and secondary schooling of children in these countries. It is, therefore, not surprising that there is a scarcity of resources for quality higher education. In many countries in Africa, for example, management schools either do not exist or build on outdated western materials that are not relevant for students in such countries. These textbooks on management include examples of companies that most of the students are not familiar with or have never even heard of. Perhaps more significant is that many of the advanced theoretical approaches assume that a certain infrastructure and level of economic development have already been realized, as they are a given for their application in developing markets and countries. In many cases, even the minimum imaginable market infrastructure is often not yet present. It is clear, however, that education, and management education, in particular, is essential for developing the local business community (micro companies and local entrepreneurs). It is important that an appropriate link be made in management education between the perspective of young aspiring managers regarding Bottom of the Pyramid markets and their knowledge of their business and local markets and the practical and theoretical ideas from the Western World.

The Maastricht School of Management started in 1952 with short management education programs for managers from developing countries. In the 1990s, it developed the Outreach MBA to deliver MBA programs of top quality in developing countries. Today it serves more than 2,000 students. Currently, there are more than 400 students in programs in Africa in, for example, Namibia, Uganda, Tanzania, Malawi, and Rwanda. The mission of the Maastricht School of Management is “to offer management education, international projects (institutional partnering) and research with a special focus on programs and participants from and in emerging economies and developing countries.”

MSM is providing world-class programs in countries with substantial BOP markets and is committed to offering these students the same high-quality education that is offered in other parts of the world. All MSM MBA programs have been accredited by the Association of MBAs. Only the top business schools with MBA programs in the world have this prestigious accreditation.

Providing world-class management education in developing countries with large BOP markets requires any management school from the Western World to rethink the delivery of such education. There are three unique challenges that need to be met effectively to achieve this goal:

1. To provide top of the line management education very cost-effectively

2. To provide relevant content to the programs in developing countries

3. To procure financial resources to finance a world-class education for students

MSM has addressed these issues in the following ways.



To Provide Top-Quality Management Education at a Fraction of the Cost of Comparable World-Class Management Schools

In order to develop and provide management education at a fraction of the cost at world-class standards, administrative, as well as teaching and research professionals, need to be educated.

Funding from International Donor organizations and the Dutch Government has made it possible for MSM to educate administrators and managers of management schools to enable them to run their schools according to international standards. At MSM, there is a special department implementing these capacity building projects in Africa and in other developing countries.

In addition, local faculty members in developing countries need to be educated to fulfill their role in the delivery system of education in their country. This is done in two ways at MSM: 1) The Doctoral and MBA programs of MSM in Maastricht are primarily focused on educating students from developing countries in the Netherlands and 2) MSM also offers Doctoral programs in developing countries to upgrade existing know-how locally.

A proper and fitting education for students from BOP markets could not be done without relevant research. The Sustainable Business Center of MSM links both Doctoral and Applied Research students from developing countries. One of the large projects is the Round Table Africa project combining the practical realities in many African countries (through discussions with the local business community) with research by Doctoral students from Africa and world class researchers from the global network of MSM (see the following graph).

[image: image]

Source: Sustainable Business Center, MSM



To Provide Relevant Content to the Programs in Developing Countries

All MBA programs in Africa are jointly taught by MSM and local faculty members combining the knowledge of the local realities and an international dimension in each MBA program.

Recently, a book series has been written by MSM faculty members as an alternative to the typical business and management textbooks that are primarily focused on North America and Europe. Their frame of reference and examples are much more relevant for students from BOP markets. The MSM Book Series is a must-read for students. In developing the book series at MSM, a publisher was found who was willing to publish the book series at one-third of the cost to save students a substantial amount of money on the purchase of their books.



Financial Resources for Students’ Tuition Fees

The international project department of MSM can often offer financing not just to individual students but also to whole cohorts of MBA students through funding awarded for various projects. These projects often include capacity building elements, as previously listed, but also finance tuition fees of students. This makes it possible to educate the most intellectually gifted students who do not necessarily have the funds to pay for their education. Providing them with a world-class education offers them opportunities they would not otherwise have, will make a contribution to their home country, and will link them to the international community.

Creative and new financial constructions for capacity building, faculty development in BOP markets, student tuition fees, and content development are all part of a new business model for reaching out to students in developing countries. The Maastricht School of Management has shown that this can be done in a manner that has been advantageous to the students and to the school.

Ronald Tuninga
Director, Dean, and Professor of International Business and Marketing at the Maastricht School of Management and Professor of International Management at the Open University of the Netherlands


Acumen Fund

Acumen Fund has great respect for Dr. Prahalad’s work on serving people at the Bottom of the Pyramid through market-based approaches. Indeed, our work to bring affordable, quality services to low-income people in the developing world has resulted in the creation of more than 23,000 jobs and enabled tens of millions to avail themselves of the safe water, health care, housing, and energy they need to improve their lives. We agree with Dr. Prahalad that choice is where dignity starts and that the world will change only when we view truly low-income individuals as full participants in their local economies and communities, as producers and consumers, rather than as passive recipients of charity. I’m thrilled to read the updated version of this important book.

Jacqueline Novogratz
CEO
Acumen Fund


Part IV. Case Studies and CEO Comments

• Jaipur Rugs: Connecting Rural India to Global Markets (New)

• Casas Bahia: Retail for the Poor

• CEMEX: Homes for the Poor

• Hindustan Unilever: Lifebuoy Soap

• Hindustan Unilever: Iodized Salt (Annapurna Salt)

• Jaipur Foot: Prosthetics for the Poor

• Aravind Eye Care: The Most Precious Gift

• ICICI: Financial Services for the Poor

• ITC e-Choupal: Technology for the Poor

• Voxiva: Health Alerts for All

• E+Co: Energy for Everyone

In this section, we present detailed case studies of successful innovations at the BOP. These cases span a wide range of industries—health care, financial services, housing, energy, personal care, and agriculture. Each case details innovations in business models. They represent a wide variety of country settings: Peru, Brazil, Mexico, and India.

Global firms, large domestic firms, nongovernmental organizations (NGOs), and startups are all represented. This collection of cases is intended to demonstrate that the opportunities for innovation at the BOP are not limited to a locale, an industry, or a certain type of business entity.

These studies of innovation were written with three goals in mind. First, we want to give the reader enough information to make an assessment of how to innovate at the BOP. The studies, therefore, are rich in detail. Second, we want to demonstrate that there is no mystery to unlocking the potential of these markets. It requires vision, leadership, a new perspective, and a new approach. Finally, we want you to know the potential of this opportunity—how big it is. Each one of these innovations can be turned into a global opportunity. As you read these studies, think of the people behind the studies, their motivations, the innovations that allowed them to create new markets, the obstacles they had to face (and in some cases continue to face), and the social transformation to which they have contributed. Each case represents a “win–win” scenario: a win for the BOP consumer as well as for the firm. The relationship between the consumer and the firm at the BOP market is symbiotic. They co-create value.

New to This Edition

Jaipur Rugs is a new case study. For all others, which were part of the original version of the book, we have an update written by the CEOs of the companies/projects. These leaders and innovators at the BOP, in varied voices and styles, confirm the sustainability of these innovations. In fact, all of them have grown and moved beyond the original experiment. These updates reassert the basic premise of the book: It is possible to construct a “win-win” solution and market-based solutions can enhance the lives of those at the bottom of the pyramid.

Videos

The CD with the videos comes with this book. You can also download, for free, the videos at the following Web site: www.ftpress.com/Prahalad


Jaipur Rugs: Connecting Rural India to Global Markets

Introduction

The Jaipur Rugs case explores how a company can benefit the poor by connecting them with global markets. Jaipur Rugs makes this connection by building and orchestrating a global supply chain on a massive scale—one focused on developing human capability and skills at the grassroots level, providing steady incomes for rural men and women in the most depressed parts of India and connecting them with markets of the rich, such as the United States. Thousands of independent workers are organized to produce consistently a very high quality product, on a complex decentralized basis through a system of organization that is unique. The company not only uses traditional weavers but also teaches, in remarkably short time, the craft to people who do not have a tradition of weaving. Raw materials are sourced from around the world, processed into rugs with traditional and new designs in rural India while maintaining quality control of end products. Jaipur Rugs provides a unique and dynamic example of how a profitable commercial connection between the poor and the rich—across the world—can be done.

The Grassroots of a Global Supply Chain

[image: image]

Figure 1 The Ali family at home in Sonbhadra district, Uttar Pradesh.

Mr. Sakir Ali was a weaver in Sonbhadra district, who had been working directly for Jaipur Rugs since 2006. Within his first 1.5 years of working for Jaipur Rugs, he bought two new double looms and said that he earned more income than he did previously when he worked for a middleman. His wife and two daughters were trained by Jaipur Rugs Foundation. He was happy that his two daughters were weaving because they could earn money in the home without having to work in the fields. His wife also said that she was happy because she could earn money for her family and work beside her two daughters.

The rugs made by Sakir Ali, his family, and thousands of people like them may wind up in a living room of a million dollar home in New York or Los Angeles or gracing a Soho loft in London. Such is the nature of Jaipur Rugs’ knack for tapping the skills of people on the low end of the income scale to create a quality handmade product marketed to people at the opposite end of the income spectrum.

Company History and Description

Nand Kishore (N.K.) Chaudhary grew up in a small town in Rajasthan, a state in northwestern India. After graduating from the University of Rajasthan, Chaudhary began his career in his family’s shoe shop. However, he wanted to do something on his own and heard that high-quality rug weaving was in demand. He bought two looms and installed them in his home and fell in love with the weaving business. He quickly learned the technical aspects of weaving from local weavers and expanded his business, adding six more looms in his house, and then more looms in six nearby villages.

Chaudhary’s entrepreneurial drive ultimately led him to Jaipur, the capital of Rajasthan, to pursue a career in the rug export business. Chaudhary and his brother started exporting rugs in 1986. Both brothers remained in the rug industry but split up their business interests in 1999, and after several company name changes, Chaudhary registered his export company under the name of Jaipur Rugs in 2006.1

By 2008, Jaipur Rugs was the largest manufacturer and exporter of Indian hand-knotted rugs, with fiscal year revenue of USD $21.1M.2 It was a profitable and fast-growing company, with a compound annual growth rate of 38 percent from 2005–2008. Jaipur Rugs produces handmade area rugs, including the hand-knotted, hand-tufted, and flat woven styles. The company prides itself on the design and quality of its finished products.

Jaipur Rugs operates with the help of a complex web of human resources:

Approximately 300 direct, full-time employees:

• 7 family members

• 226 headquarters employees

• 70 regional branch office staff, including 40 area commanders

Approximately 40,000 contractors (indirect employees):

• 28,000 weavers

• 12,000 other laborers involved in the manufacturing process

The Ecosystem of Jaipur Rugs

The Jaipur Rugs operation is divided into four different entities: Jaipur Rugs Company, Jaipur Rugs Incorporated, Bhoomika Wools, and Jaipur Rugs Foundation. All entities are held accountable by a member of Chaudhary’s immediate family.

The coordination of activities across multiple legal entities gives Jaipur Rugs

• Access, but not ownership, to specific skills

• Influence, but not control, over key processes

• Decentralization of investment

Figure 2 is a diagram of the various Jaipur Rugs entities and how they interact:3
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Figure 2 Diagram of Jaipur Rugs entities.



Jaipur Rugs Company (JRC)

JRC handles all the operations from raw material procurement to final sale for every market except the United States.4 JRC is run by N.K. Chaudhary (CEO) and his eldest son, Yogesh (director). In addition to the JRC headquarters in Jaipur and a showroom for final products in International Home Deco Park (IHDP) in Delhi, there are 22 branch offices throughout northern and western India.



Jaipur Rugs, Incorporated (JRI)

JRI, headquartered in Atlanta, Georgia, handles distribution, marketing, and sales for the United States. JRI is run by Chaudhary’s two eldest daughters—CEO Asha Chaudhary and COO Archana Chaudhary. As of July, 2008, the company employed 17 people, mostly in sales positions.



Bhoomika Wools

Bhoomika Wools facilitates the wool acquisition process solely for Jaipur Rugs. Bhoomika Wools is run by Chaudhary’s brother-in-law, Navratan Saraf.



Jaipur Rugs Foundation (JRF)

Jaipur Rugs Foundation is a non-profit organization established in 2004 to encourage grassroots mobilization of weavers and to improve the welfare of the company’s weavers and their families. In 2008, the Foundation was run by Chaudhary, with five employees based in the Jaipur Rugs headquarters and twelve field employees working with the communities where Jaipur Rugs has operations.

Business System Building Blocks

Four foundational building blocks allow Jaipur Rugs to profitably influence quality and rapidly adjust to marketplace demands, while executing the extremely complex process of handing over raw materials to an autonomous group of individual contractors.



Deeply Rooted Relationships

Chaudhary built Jaipur Rugs by emphasizing family ties and strong personal loyalties. This foundation allows Jaipur Rugs to efficiently operate a highly decentralized manufacturing and logistics system. Besides the five Chaudhary children that head up different areas of the company, many of the area commanders and entrepreneurs who own the businesses that are key parts of the production processes got their start as weavers for Chaudhary.

By treating his workers fairly, Chaudhary creates a feeling of loyalty, which, combined with investments in logistics and quality control systems, and even personalized training in some cases, positively affects the quality of all the key production processes that are outsourced to virtual employees.



Driven by Social Values

The company’s social values are reflected in its commitment to provide the following:

• Competitive wages—Wages paid by the company give people options to have a better quality of life than the alternative work available in villages.

• Investment in skills training—The main activities of the Jaipur Rugs Foundation are to recruit and train new weavers for the company. Because of the social impact that Jaipur Rugs has on many regions of the country, the government subsidizes the cost of looms and training in certain regions.

• Access to healthcare and education—The Jaipur Rugs Foundation leverages alliances with other NGOs that provide health care and education to the weavers.

• Opportunities for aspiring entrepreneurs—When he recognizes contractors who do good work and have the right attitude, Chaudhary believes in giving them loans so that they can become key links in the overall production process. As a result of his recognition of their talents, many contractors see their incomes, social standing, and capabilities multiply.

Because Jaipur Rugs demonstrates strong social values, its contractors recognize the difference in working for Jaipur Rugs versus other companies. This recognition elevates the relationship between contractors and the company from a contractual agreement to one of multifaceted value for both. These strong relationships help Jaipur Rugs influence the quality of its products, despite utilizing such a highly decentralized production process.



Reducing Capital Intensity

Jaipur Rugs benefits from a business model focused on converting fixed costs into variable costs, which allows them significant flexibility:

• Work is decentralized—Rug production is done on a “pay for performance” basis, depending on the quality and the quantity produced. As a result, the company’s largest costs—labor and raw material—are variable.

• Investment is decentralized—By using contractors for its manufacturing operations, Jaipur Rugs reduces its capital needs by not owning the key manufacturing assets, such as the dyeing, washing, machine carding, machine spinning operations, and most weaving looms.

• Management influence over key functions is highly leveraged—The company directly employs only 300 people, yet influences 40,000 artisans who act as entrepreneurs and contractors.



Technical Architecture

The company’s technical architecture combines information technology (IT) infrastructure, human interaction, loyalty, and training. Jaipur Rugs’ investment in IT infrastructure includes an Enterprise Resource Planning (ERP) system to optimize its geographically diverse supply chain, allow for the continuity of work, institutionalize quality control, and achieve scale. The company also focuses on creating well-designed communications networks to deliver raw materials, communicate with weavers, and track the progress of work in remote villages with no electricity. These communications networks are used by the company’s branch office staff to effectively manage a highly human capital-intensive process.

One of the company’s most interesting processes is the design and creation of the build sheets, known as “maps.” The maps give the weavers, who generally have minimal education, easily understandable instructions on where to put each strand of different colored yarn. Because of the way the maps are designed, a weaver essentially needs no training to produce a new design on a given loom. This flexibility in Jaipur Rugs’ business model means the company can prototype new designs very cheaply, and that its 28,000 weavers can respond fairly quickly to changing customer preferences and business needs.

Management Team



N.K. Chaudhary, Chairman
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Figure 3 Mr. N.K. Chaudhary

At age 11, Chaudhary knew he would do something unique for society, beyond just working in business. However, at that time, he had no idea about the role his business would play for his eventual 40,000 direct and indirect employees, and for the rest of Indian society.

Chaudhary’s philosophy about what successful businesses means for society evolved over the years, and includes empowering others, promoting entrepreneurship, and constant learning. Chaudhary described:

There is a need to transfer more and more ownership to the grassroots level. The business is scaling up each year. We want to develop more good leaders who can make their own right decisions. They can take care of profits and take care of society. Profits mean more efficiency, and better systems.

Villagers often refer to Chaudhary as the Gandhi of the rug industry, an honor which he considers the highest form of respect he can receive.



Family

All five of Chaudhary’s children chose to work within the family business, and they held many of the senior-level management positions within the company. Table 1 depicts each of their roles within the company.

Table 1 Chaudhary Children’s Roles Within Jaipur Rugs
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Field Management

Three types of employees work outside of the headquarters, either in one of the 22 branch offices, or in the field: branch managers, area commanders, and Jaipur Rugs Foundation (JRF) motivators:

• Branch Managers—Each of the 22 branch offices has one branch manager, most of whom were promoted from weaving and have been with the company for an average of 15 years. The minimum salary of a branch manager is Rs 8,000 per month (USD $174),5 and as high as Rs 50,000 per month (USD $1,087), based on experience.

• Area Commanders—Responsible for maintaining communication with the weavers in a given area. In 2008, there were 40 area commanders, each responsible for an average of 200 looms.6 Area commanders generally report to a branch manager, but in some cases, the area commanders doubled as branch managers.7 The minimum salary for an area commander was Rs 5,000 per month (USD $109).

• JRF Motivators—Responsible for recruiting weavers; managing weaver training; educating weavers on various government schemes that provide health insurance, education, loans, etc.; and maintaining good relationships with the weavers and their families. One Jaipur Rugs Foundation motivator typically covers each branch region. A motivator earns between Rs 4,000–Rs 10,000 per month (USD $87–USD $217).

Production

The Jaipur Rugs production process is a complex system that begins with global sourcing of raw materials and ends with worldwide distribution of the finished products. In between, the rugs are produced by 28,000 rural artisans across seven states in north and west India, supported by more than 12,000 additional production workers and a comprehensive system of quality control and logistics.8
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Figure 4 The Jaipur Rugs supply chain.

Table 2 provides a snapshot of the approximately 40,000 contractors, who contributed to the production of the rugs. The average income of these workers is compared to similar alternative employment that may be available to them. However, Jaipur Rugs contractors are ensured a steady income from Jaipur Rugs in contrast to the seasonality of many other employment options, and many earn additional income from seasonal agricultural work.

Table 2 Snapshot of 40,000 Contractors9
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Raw Materials Sourcing

The primary raw materials required by Jaipur Rugs Company are wool and silk. The wool is primarily sourced by partner company, Bhoomika Wools. Table 3 gives total procurement of wool and silk for FY 2007–2008.

Table 3 Procurement of Wool and Silk (Kgs) for Fiscal Year 2007–200810
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Wool Processing

There are a number of steps involved in preparing the raw wool to be put on the looms for weaving, and these steps are highly decentralized. All of the work is outsourced, either by Bhoomika Wools or by Jaipur Rugs. Bhoomika Wools is responsible for all of the wool processing steps from procurement through transport to Jaipur for dyeing. By outsourcing all of these steps, Bhoomika is able to convert almost all of its costs into variable costs and dramatically decrease its fixed costs—the only fixed costs are Chaudhary’s brother-in-law, Navratan Saraf’s salary and the warehouse units. Jaipur Rugs is responsible for the remaining wool processing steps of dyeing and opening, both of which are also outsourced to partner companies.
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Figure 5 Cleaning and sorting raw wool.



Raw Wool Cleaning, Sorting, and Blending

Immediately after the wool is purchased from the auction, it is taken to one of Bhoomika Wools’ seven warehouses in Bikaner for sorting, blending, and storage. The women who work at these warehouses are paid on the basis of output.



Carding
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Figure 6 Brush used for hand carding.

Carding is a process of brushing raw wool to prepare it for spinning. During the carding process, the fibers are separated, unwanted matter falls out, and then fibers align together. Although the process can be done by hand or by machine, Jaipur Rugs outsources the vast majority of their wool to an external machine carding company. However, hand-carded wool makes the best quality and is actually required for a rug to be “real hand spun.”

For several years, Jaipur Rugs was the only company in India that used hand-carded wool, but by 2008, several other Indian companies had introduced some production with hand-carded wool. In 2008, Jaipur Rugs used hand-carded wool for 7 percent of its rugs, although the demand for hand-carded wool rugs was significantly higher. The Jaipur Rugs Foundation is addressing this supply-side constraint by trying to partner with local NGOs in Bikaner to mobilize more women to do hand carding. Jaipur Rugs is considering increasing the price paid for hand carding to give more women an incentive to do this activity. A small sub-set of the women who do the hand spinning also do the hand carding. Women earned Rs 19 per Kg (USD $0.41) for spinning and Rs 38 per Kg (USD $0.82) for carding and spinning, which takes double the time.



Spinning

After the wool has been carded, it is ready for spinning. In fiscal year 2007–2008, 57 percent of the wool spun by Jaipur Rugs was hand spun and 43 percent was machine spun.11 The hand-spun wool was produced by women in villages near Bikaner—according to Chaudhary, much of the quality is lost with machine spinning. The spinners employed by Bhoomika Wools come mostly from very low castes and Muslim communities with a tradition of textile production. High-quality rugs require yarn of consistent thickness, and this is achieved by a good spinning technique. Chaudhary believes that the quality of the yarn depends largely on the passion and dedication of the spinners. He aims to develop women’s groups among the spinners so they can discuss their problems—similar to the micro finance self-help group model. He believes that the biggest problem in the rural areas, such as the ones outside of Bikaner, is mindset. If you give people a purpose and help them understand the needs of the business and how they could contribute, you change their attitudes and uplift them.
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Figure 7 Hand spinning raw wool into hank.

It takes approximately one hour to spin one kilogram (Kg) of wool, for which a spinner is paid Rs 19 (USD $0.41). The spinner is required to deliver the spun wool to Bhoomika Wools in hanks—hank is a unit of yarn that is in a coiled form. The spinners walk to the closest Bhoomika Wools branch office every other day to deliver a completed five to seven Kgs of spun wool (two days worth of spun wool) and pick up a new batch of raw wool. They are paid once or twice a month in cash by the branch manager, who is also responsible for checking the quality of the delivered yarn. Once a week, the hanks of wool are transported from the branch offices to the Bikaner warehouses by truck. In addition to spinning, the women usually earn other income from seasonal agricultural work.



Dyeing

In the early years, all hanks of wool yarn were sent from Bikaner to Jaipur for dyeing. To improve efficiency and meet the growing requirements for dyeing, in 2008 Jaipur Rugs established a relationship with a dyeing house 774 Km away in Bhadohi (in the central Indian state of Uttar Pradesh—the highest volume production region for Jaipur Rugs), so that some of the undyed yarn could be sent directly from Bikaner for dyeing, and then on to the weavers in this region. The dyeing process takes an average of two to three days, including transportation to and from the Jaipur Rugs office.



Opening

Opening is the process of making spindles from the hanks of dyed yarn. This process is required for both wool and silk. At Jaipur Rugs, the yarn is transported daily from the dyeing centers to the Jaipur Rugs headquarters to one of five opening centers. The company plans to make this process more efficient by sending the yarn directly from the dyeing centers to the opening centers.

One of the opening centers is in Sarai Bawri village, just north of Jaipur. As of May, 2008 there were approximately 140 women working at the Sarai Bawra Opening Center, earning a monthly average income of Rs 1800 (USD $40). Previously some of the women had made jewelry and some had been unemployed. Surendra Kumar Mahawar, who runs the center, trained the women and gave them each an opening machine free of charge, at a cost to him of Rs 300 (USD $6.50) per machine. Each worker can open approximately 15–20 Kgs of yarn per day. The women say they have more money to spend on their family’s food and clothes and that they enjoy the opening work, primarily because it can be done in their own homes.



Weaving Locations

After the yarn has been made into spindles, it is kept in storage at the Jaipur Rugs office until it is transported (bundled in a bag with the design map) to one of the 7,500 looms across seven states in north and west India. As of June 2008, Jaipur Rugs had 22 branch offices in seven states. Production centers were concentrated primarily in three states with different locations producing specific products. The states were: Gujarat, Uttar Pradesh, and Rajasthan. From 2007 to 2008, four new “development” states had been added—states that do not have a tradition of rug weaving—but had very low initial production rates: Nagaland, Jharkhand, Orissa, and Bihar. Additionally, production was planned to begin in three more states by 2009: West Bengal, Arunachal Pradesh, and Maharashtra.

With very few exceptions, the artisans work in their own villages, either in their own home or in a neighboring home. In stark contrast to most employment opportunities in rural India, Jaipur Rugs provides steady, year-round income for its weavers. The 7,500 looms are always in use—as soon as a finished rug comes off the loom, the materials for a new rug are installed.



Finishing

After coming off the loom, all rugs are transported to one of four finishing centers in Jaipur, each of which is an independent entity but exclusively services Jaipur Rugs. At the finishing centers, techniques are employed to fix mistakes and accentuate highlights of the design. In addition, final cleaning and inspection takes place before the rug is prepared for export.



Weaver Engagement Models

Jaipur Rugs uses a number of different models to engage with weavers. The primary models include: direct relationships with weavers, indirect relationships with weavers through entrepreneurs, and indirect relationships with weavers through middlemen. In addition, there are several outsourcing partnerships. Table 4 provides data on the three primary models of engagement with weavers.

Table 4 Primary Weaver Engagement Models for Jaipur Rugs12, 13
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Independent Weavers

Jaipur Rugs is changing the traditional model of middleman-owned looms to enable weavers to own their own looms. They support weavers to obtain subsidies from the government that help finance 50 to 75 percent of the cost of the looms in some regions. For example, Jaipur Rugs began working in Sonbhadra district (in the Mirzapur region) in 2006. In this district, a number of weavers had transitioned from working on looms owned by middlemen to purchasing their own looms. It cost Rs 7000–8000 (USD $152–USD $174) for a locally-made loom, and Rs 16,000–20,000 (USD $348–USD $435) for a higher-quality loom. In this region, it is common to see double looms on which two sumak rugs can be made at the same time. Weavers can start with just half the loom at a cost of Rs 3000–4000 (USD $65–USD $87) and upgrade later to the full double loom. In some cases, the company loans looms to weavers until the weavers gain enough credibility to get a monetary loan to purchase their own looms.



Entrepreneurs

The entrepreneurs who work with Jaipur Rugs own multiple looms and employ local villagers to weave rugs on their looms. For instance, Rohitari is an entrepreneur in Sonbhadra district, who used to be a weaver. He used his own resources to purchase three looms and as of May, 2008, he employed 12 people. He produces rugs exclusively for Jaipur Rugs and uses the revenues to pay back his loom loans and reinvest in his business, which he plans to continue to expand.



Middlemen

Middlemen have historically been entrenched in India’s rug industry, depriving artisans of their deserved income. A major goal of the Jaipur Rugs business model is to remove the middlemen to give more income to the weaver, either through direct relationships with weavers or through entrepreneurs. The main differences between entrepreneurs and middlemen is that entrepreneurs usually start out as weavers (and some continue to weave—middlemen generally do not weave) and are generally more closely aligned with the company’s philosophy, passing due credit onto the weavers who work on their looms.

While Jaipur Rugs works hard to develop direct relationships with weavers who had historically worked for middlemen, in 2008 the company still relied on middlemen to reach approximately 20 percent of their weavers. On the outskirts of Bhadohi, a hand-tufted rug factory was one of the biggest middlemen that Jaipur Rugs worked with. This factory employed 500 male migrant workers from rural areas in Uttar Pradesh, Orissa, Bengal, and Bihar, where there are very few employment opportunities. All of the workers lived on the factory compound. Weavers were paid every 15 days at the rate of Rs 150 per square yard, and they could make 0.75–1.0 square yards per day for an average of Rs 2900 (USD $63) per month. The rug washers could earn up to twice as much because the work was physically strenuous. These incomes are significantly higher than those stated for weavers working via middlemen in the table at the top of this section, and the primary reason for the discrepancy is that hand-tufted rugs combine good margins with low production times.

In 2008, 50 percent of the factory’s business came from Jaipur Rugs, and the owner hoped this percentage would continue to increase. The owner commended Jaipur Rugs for being very organized, for providing timely deliveries of raw materials and payments, and for understanding his business’ problems and helping to solve them. He communicates with the local Jaipur Rugs area commanders every day, and communicates frequently with Chaudhary and his daughter Asha (CEO of Jaipur Rugs, Incorporated in the U.S.).

Jaipur Rugs is developing production areas in the very poor neighboring states (Bihar, Jharkhand, and Orissa) where many of the aforementioned factory’s employees come from. These states traditionally have large numbers of migrant laborers who leave home because of the dearth of employment opportunities. Jaipur Rugs hopes that, in time, the expansion efforts into these areas will create new income generation opportunities that allow people to have employment options other than migration.



Outsourcing Partners

In 2008, Jaipur Rugs was working with seven outsourcing partners for rug manufacturing to diversify its offerings in the market and align its product portfolio with market needs. Jaipur Rugs provides only the design maps—the raw material procurement, production, and finishing is handled by the partner company.

Jaipur Rugs started working with one outsourcing partner in 2007 as a means to begin sales of Indo-Tibetan rugs. Jaipur Rugs developed an ecosystem for Indo-Tibetan Rugs that ensured superior product quality and the integrity of its business model. Indo-Tibetan rugs were quick and easy to weave—a low-quality 8′×10′ rug took 7–10 days to make, while a high-quality 8′×10′ rug took 15-20 days (depending on the number of knots per square inch).

In 2008, Jaipur Rugs sourced 12,000–15,000 square feet of rug per month from this partner. The outsourcing partner stated that they liked working with Jaipur Rugs because it was more organized and professional than any other of the dozen companies with whom they worked.

Technical Architecture

Jaipur Rugs uses a combination of human and electronic networks and logistics infrastructure to institutionalize quality and maintain influence over its geographically dispersed employees, customers, and suppliers.



Production Process Logistics

Each rug produced by Jaipur Rugs passes through a geographically dispersed and complex supply chain. To manage this supply chain, the company uses both standardized and nonstandardized processes for assignment and movement of raw materials, works in progress, and finished goods.

Rug orders are received via fax, e-mail, or phone, and the production process begins after an order is generated by the Production Department. Next, the Central Control Room acts as an interface between the Production and Design departments. Employees in the Central Control Room determine if a production order is for a design with an available, reusable map; a design that requires no modification but does require map printing; or a design that needs modifications such as resizing or recoloring. The Design Department, run by Chaudhary’s daughter Kavita, is where the design and size is finalized, and the map is created.
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Figure 8 Left, Kavita Chaudhary explains the map production process. Right, a weaver making an Indo-Tibetan style rug keeps the map hung above her loom.



Map Production Process

Creating the map is a human-capital intensive process. First, a Raw Material Card is matched with a design, printed, cut, then laminated for durability and pasted together. On the printout, instructions are handwritten to tell the weavers where to start weaving, and yarn samples are stapled to help avoid errors in color selection. Quality control is built into the process through several inspection points along the way. During an eight-hour day, approximately 120 maps are processed.



Material Logistics

The Stores Department is responsible for stocking and moving raw material and works in progress. Staff in the Stores Department communicate with Design Department staff to find out what maps are in the pipeline, and for each new rug, they are responsible for stuffing a bag of materials to go to the weaver. The contents of each bag include a Raw Material Card, a map, and bundles of dyed yarn. The bags first go to the branch office and then ultimately to the weaver.

After weaving is completed, the Carpet Receiving Department receives the woven rug, leftover materials (if any), and the map. The rugs are sent to a finishing center, and the map is stored in the Design Department’s Map Storage Room for future use. After finished rugs are received at the headquarters, the Shipping & Export Documentation Department is responsible for the shipping processes and making sure the products arrive to customers.

One difference between Jaipur Rugs and its competitors that the weavers say they appreciate is that the weavers are not responsible for picking up the raw materials and delivering back the woven rugs to the branch office. The Jaipur Rugs area commanders are responsible for ensuring that the bags of maps and materials are delivered from the branch office to the weavers’ village, which saves the weaver significant time and money in transportation.



Weaver-to-Rug Matching Process

To match a rug order with one of the company’s 28,000 weavers, the Production Department first determines the approximate geographic area in which the rug will be made (based on the type of rug and the quality required). Once the area is determined, the Production Department calls the area commanders from the nearest branch office to assign a weaver based on their loom availability, skill level, and weaving speed. Each area commander is responsible for knowing the skill level and speed of the weavers to which they are assigned. This knowledge is currently not formally recorded, although in the future the company hopes to incorporate this information into their internal computer systems.



Institutionalizing Quality

The main strength of the company is Mr. Chaudhary’s strong technical knowledge. He knows how to make a good rug, whereas his competitors just buy raw materials and distribute to middlemen without knowledge.

—Deepak Sharma, Kanvic

It is this knowledge that Chaudhary uses to produce high-quality rugs in a supply chain with up to 30 product handovers. Because the company’s overall goal is to decentralize many of the production processes without losing quality, quality control checks and standards are implemented at every step, from raw materials, to production, and to finishing. The avenues for feedback and enforcement throughout the production process are discussed next.



Inspection of Raw Material

Quality control staff at Jaipur Rugs headquarters check the counts and blends of raw wool. Cotton yarn, used for the rug foundation on the loom, is checked for strength and length. Both cotton yarn and silk are tested in the in-house lab.



Ensuring Quality of Wool after Spinning and Dyeing

Quality of hand-spun yarn is inspected at the Bhoomika Wools branch office (the point of collection), and the spinner receives immediate feedback. If yarn is rejected because it is too thick, it is returned to the spinner to be made thinner. If the yarn is too thin, it is carded again and re-spun. The first time that a spinner has a problem with quality, she is paid in full and educated by the branch manager about the importance of a high-quality product. If the spinner repeats the quality problem a second or third time, she is paid in full but does not receive new raw material.

Jaipur Rugs doesn’t formally collect data on the number of quality issues related to spinning, but estimates rejections at 5 percent. Chaudhary said, “When we start up hand spinning in a new area, the number [rejected] depends on how long they have been working there. In the old areas, the number is almost nil—maybe one or two every month. In a new village, it may take some time.”

After dyeing, the dyed yarn is checked at the Jaipur Rugs headquarters in the map section of the Design Department. There, the color either passes or fails. Figures from April–June 2008 from three key suppliers showed the rejection rate in dyeing between 7–10 percent.



Quality Control in the Weaving and Finishing Processes

The area commanders know how to weave, so they help correct and retrain the weavers during the weaving process if necessary. Once a rug comes off the loom, it is sent back to Jaipur Rugs headquarters for quality checking before being transported to the finishing center. At headquarters, inspectors in the Carpet Receiving area check for a variety of defects, including rug length and width in three different places on every rug.

To correct quality issues, the company occasionally brings weavers to the office for re-training, or they return the rug to the weaver. Based on data from April to June 2008, the percentage of unfinished rugs checked at headquarters and then returned to the weavers was 0.5 percent. This return rate is low considering the amount of decentralization in the weaving process. Reasons for the low return rate include the thoroughness of the quality control process and the fact that the most common quality problems can be repaired during the finishing process.

To ensure the quality of rugs through the finishing process, two Jaipur Rugs employees go to the finishing centers every day. Once a rug is returned back to Jaipur Rugs headquarters, the quality of the washing and repairing is checked. When necessary, finishing center representatives are called into the Jaipur Rugs headquarters to discuss quality issues with Jaipur Rugs management. Over a three-month period between April and June 2008, the percentage of rugs returned back to the finishing center was 4.6 percent (265 rugs out of total received 5742).



Future Changes to Quality Control and Enforcement

Jaipur Rugs wants to eliminate quality control checks of unfinished rugs at the headquarters and replace them with checks at the branch offices, requiring a greater amount of process consistency. They identified their first step as creating a standardized booklet for area commanders to record the status of each rug every time they visit a loom.



Achieving International Quality Standards

Jaipur Rugs management recognizes the importance of internationally recognized quality standards. In May 2008, Jaipur Rugs received ISO 9001:2000 certification as a way to help standardize the documentation of company processes. The company is also in the process of applying for ISO 14000 (an environmental audit) and SA8000 (a social audit) certification.



Information Technology

In anticipation of aggressive future growth, in 2005 the company decided to make a big investment in new IT architecture as a way to more easily tailor products to customer needs, track orders, manage inventory, and reduce order processing time. In order to move toward the goal of enabling its customers live access to all of its order information, and scale the business, Jaipur Rugs decided to purchase an ERP system. At the time, this kind of strategic investment in IT was uncommon among competitors in the Indian rug industry. ERP was being used at headquarters as of the beginning of 2008 and a full roll-out was planned for completion by 2009.



Human and Communications Networks

Despite the company’s strategic investment in technology, in some areas where the company has weavers, there are no phone or Internet signals. The company uses its extensive network of branch offices and area commanders to visit regularly each loom and get progress updates.

Capacity Building and Social Issues

Jaipur Rugs is grounded in its commitment to the development of the rural communities in which it works, and to the cultivation of leaders throughout the organization. Chaudhary’s philosophy on the role of business in society, discussed earlier, is the guiding force behind the company’s strong social mission.



Promotion of Leadership and Entrepreneurship

Amongst Jaipur Rugs employees, its network of artisans, and the entrepreneurs who run the enterprises that support the production of the rugs, there are numerous examples of people who moved up the ranks into positions of leadership. Chaudhary believes in rewarding talent and this helps create a culture where people are motivated to work hard and be successful.



Examples of Upward Mobility

• In 2008, the top 20-30 people in the field level of the company were earning Rs 15,000–30,000 (USD $325–USD $650) per month as quality controllers—20 years ago, they were weavers.14

• Mr. Rameswar, a branch manager in Gujarat, has worked for Chaudhary for 20 years. When he started, he was earning Rs 50 per month, as a weaver. He was promoted from weaver, to map reader, to area commander, and finally to branch manager. In 2008, he earned Rs 50,000 (USD $1,087) per month. He was very happy with the progress he made and was particularly proud of the fact that all three of his children were receiving an education.

• Mr. Babu Singh, a finishing center owner, and Mr. Surendra Kumar Mahawar, an opening center owner, started as laborers in the rug industry and worked their way up the ladder to eventually run their own enterprises, employing 150–200 people each. Both men were supported by Chaudhary in their efforts to start their own enterprises.



Leadership Development through Employee Interaction

There are several activities within the Jaipur Rugs headquarters office, initiated by Chaudhary, to facilitate leadership development amongst employees:

• Sunday night conversations—Chaudhary spends one hour every Sunday night engaging in informal conversations with the approximately 50 employees who live at the Jaipur Rugs headquarters.15 Chaudhary’s goal is to teach the workers about the qualities of entrepreneurship and leadership while learning about the individual talents of the workers.

• Book Share Program—In 2007, Chaudhary established a library at the Jaipur Rugs headquarters, which houses 20–30 copies each of a handful of books with leadership, inspiration, and business management themes. The goal is to encourage groups of employees to read the same book simultaneously, and then share with each other what they learned and how those insights applied to the company.



Training

While training at the Jaipur Rugs corporate headquarters level is primarily informal, there are more formal training programs in place for weavers, particularly in new production areas where there is no tradition of rug weaving. All training is managed by Jaipur Rugs Foundation staff, and primarily conducted through an apprenticeship model. Master weavers, chosen as trainers by JRF staff, live at the training centers for the average six-month training period and are paid Rs 200 (USD $4.35) per day. Weavers-in-training are paid Rs 20–50 (~ USD $1) per day and receive free housing and food. However, the company faces many problems retaining trainers for consistent periods of time. It is common for trainers to run away from the training centers without warning, until they run out of money and subsequently return. In Sonbhadra District (Uttar Pradesh), the company is making a big effort to recruit and train female weavers in an area that has traditionally had male weavers. Jaipur Rug management believes that females are more tied to their household and village, and therefore less likely to leave for other employment opportunities.



Labor Practices

The company’s official Social Accountability policy states:

We provide all round development of all stakeholders with special emphasis on the economically and socially backward class of people of the society. We are committed to accomplish this by doing the following:

• We are developing health and safety management for our stakeholders.

• We very well know the rights of the employees and their freedom of association.

• We do not discriminate people on any ground.

• We provide fair remuneration on the basis of recognized job evaluation system.

• We ensure that no child or forced labor exists in our company and with our suppliers.

The company has a clear policy of minimum working age for all weavers and employees. It conducts spot audits in the field to ensure policy implementation but sometimes finds it hard to enforce since carpet weaving is traditionally a family vocation and largely unsupervised in the context of the Jaipur Rugs business model. Jaipur Rugs wants to create a more rigorous system of contractors and weavers that do not recruit any child labor.

As of June 2008, the company was not a member of Rugmark or Care and Fair, two associations that work to prevent child labor in the rug industry. Jaipur Rugs adopted a different approach to deal with the issue of child labor by choosing to create the Jaipur Rugs Foundation, which deals with all aspects related to a weaver’s life including education, healthcare, training, and awareness on social issues. However, the management team planned to get Rugmark certification in the near future for select products that were purchased by customers who were specifically requesting the Rugmark label.

Sales and Product Snapshot

Jaipur Rugs sells its products through a variety of channels across the globe. 98 percent of 2007 sales and 90 percent of 2008 sales were direct exports to either Jaipur Rugs, Incorporated (JRI) in Atlanta or other U.S. customers that Jaipur Rugs has had long-existing relationships with. 2 percent of 2007 sales and 10 percent of 2008 sales were through the Rest of World channel. This included direct exports to agents, representatives or direct retailers in Germany, Belgium, France, Netherlands, Japan, Australia, South Africa, Turkey, and the UK. As noted by the jump from 2 percent to 10 percent, the Rest of the World market for Jaipur Rugs is both growing and diversifying.

66.5 percent of Jaipur Rugs’ sales were in the Hand Knotted product category, and within this, the 8/8 (64 knots) Wool was the most popular product at 22.5 percent of total sales. Hand Tufted rugs were 10 percent of Jaipur Rugs’ total sales, and Flat Weave were 20 percent of total sales (~15 percent sumaks and ~5 percent dhurries). Approximately 3.5 percent of sales fell into the “other” category of custom made-to-order products. Below is a look at the cost build for some of Jaipur Rugs’ most popular products:16

Table 5 Cost Build for Most Popular Jaipur Rugs Products17
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W = Wool; WS = Wool Silk; PS = Pure Silk
Material costs include cost of dyeing
Labor consists of weaving, finishing, map production
Overhead includes selling and distribution expenses
Figures represent percentage of selling price

Below is a chart detailing the life cycle of a typical Jaipur Rugs product from raw materials to end sale at a retail store. This example is for one 5’x8’ (40 square feet) sumak rug and all costs and prices are quoted in terms of one square foot:

Table 6 Life Cycle Costs and Selling Prices of a Typical Jaipur Rugs Product18
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According to this chart, the total cost of production for JRC was USD $3.98 per square foot, and JRC billed JRI USD $4.50 per square foot. Therefore, JRC’s gross margin was USD $0.52 per square foot (11.5 percent). Since this is a special case of sumak rugs sold to a large retailer, the margins are low compared to higher-margin catalogue products and are compensated by the higher-volume orders these customers place. Jaipur Rugs makes it a priority to find ways to streamline processes and cut costs in order to keep up with the pricing demands of these large retailers.

Future Goals and Challenges

Jaipur Rugs aims to achieve $50 million in sales by 2011. To accomplish this, the company has outlined six strategic objectives:19

• Keep the core, target more—Jaipur Rugs aims to offer a full product line in area rugs, particularly in the hand-knotted arena where they have a specialized competency. As the company grows, there are plans to expand into other home furnishing products.

• Country focus—Continued focus on penetration of the U.S. market. Outside of the U.S., focus on seven high-potential countries: South Africa, Turkey, Italy, United Kingdom, United Arab Emirates, Japan, and Germany.

• Capacity building—Make design a core competence by attracting new talent and developing new creations based on customer insights. Furthermore, the company plans to build up organization capacity (in terms of production and suppliers) in alignment with this strategy.

• Adaptive organization—Redesign the organizational structure in order to better align activities with its respective functions.

• Efficient supply chain—Build distinct supply chains for low-end and high-end products by focusing on three key aspects: time, transparency, and trust.

• Financial prudence—Exercise financial prudence by monitoring important measures and building linkages to customers, employees, and processes. Some specific areas of focus include customer satisfaction, retention and profitability, employee training and development, and supply chain efficiency.

Dedicated and loyal people are needed throughout the organization: in middle management (to fill the gap between the family and the rest of the staff), in upper management (to start to plan for succession), and at the weaver and contractor level.

As Chaudhary grooms his son Yogesh to be his eventual successor as head of the company, he wants to make sure that Yogesh can replicate his model of building long-lasting relationships built on interdependence among employees and contractors at every level. He seeks ways to ensure that his son has a strong connection to people at the village level and believes that Yogesh should, at some point, live in a village two days per week.

Jaipur Rugs seeks to continually deepen relationships with and between its 40,000 virtual employees and its growing number of global customers. The company views the connection between its artisans and end-consumers as a key to sustainability and scalability. The challenge is to find the best ways to foster these connections.


Extended Version Available Online

To read an extended version of this case study, visit www.ftpress.com/Prahalad.
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Casas Bahia: Retail for the Poor

Companies as savvy as Sears and Wal-Mart have sought to do business in Brazil but failed. Casas Bahia, though, successfully developed a model that serves the Bottom of the Pyramid in that country. The company succeeded in serving the large, lucrative market represented by the poor through innovation and the right financial approach.

Casas Bahia is a family-owned business started more than 50 years ago by Samuel Klein. After surviving two years in a Nazi concentration camp, Klein left his homeland in 1952 to start a new life in Brazil. To support his family, he sold blankets, bed linens, and bath towels door to door in São Caetano do Sul. That business transformed through the years into the largest retail chain in Brazil, selling electronics, appliances, and furniture. With a 4.2 billion real (the Brazilian currency) annual revenue, 330 stores, 10 million customers, and 20,000 employees, Casas Bahia has established itself as a successful and sustainable business serving Brazil’s poor.

In 2003, the population in Brazil was 184 million, more than 80 percent of whom were at the Bottom of the Pyramid. The Bottom of the Pyramid, though, represents significant purchasing power in Brazil’s economy (specifically, 41 percent of the total spending capacity). This R$124 billion accounts only for the formal reported economy. According to some estimates, the informal market in Brazil for the Bottom of the Pyramid reaches an additional 50 percent. In Brazil, 45 percent of total appliance and furniture spending is done by the Bottom of the Pyramid. Of particular interest is the high penetration of major appliances, such as television sets and refrigerators, at the Bottom of the Pyramid in Brazil. It is not uncommon to find households with a television or refrigerator yet lacking basic infrastructure, such as toilets and telephone lines. Those at the Bottom of the Pyramid in Brazil spend based on their needs. In a tropical climate, a refrigerator is a necessity. Everyone, regardless of class, feels the need for entertainment. For the poor in Brazil, that comes in the form of television or radio.


The Bottom of the Pyramid, though, represents significant purchasing power in Brazil’s economy (specifically, 41 percent of the total spending capacity).



For the market to connect with the products, though, some innovation was needed because 70 percent of Casas Bahia customers have no formal or consistent income. These customers are primarily maids, cooks, independent street vendors, and construction workers whose average monthly income is a bare minimum wage, whereas many do not declare an income at all. Yet this large portion of the population still wanted and needed appliances. Casas Bahia took an innovative approach and devised a unique financing model to serve this market. Part of the solution is the now famous carnê, or passbook, that allows its customers to make small installment payments for the merchandise. Payment schedules range from 1 to 15 months. The passbook is available only at Casas Bahia stores, and every month consumers must enter a store to pay their bill. The method also maintains relationships with clients. Financed sales represent 90 percent of all sales; 6 percent are cash payments and 4 percent are via credit card.


Casas Bahia took an innovative approach and devised a unique financing model to serve this market.



All customers who want to finance a purchase must submit to an SPC credit check. If the customer has a negative SPC score, Casas Bahia cannot complete the transaction until the customer resolves the credit problem. If the customer has a positive score, there are two alternatives. If the merchandise costs less than R$600, no proof of income is required; a valid permanent address suffices. Casas Bahia developed a proprietary system to evaluate prospective clients when merchandise costs more than R$600. Clients receive a credit limit based on total income, both formal and informal, occupation, and presumed expenses. This “scoring” process takes less than one minute. If the system approves the prospect, the salesperson can continue with the sale. Clients rejected by the system are directed to a credit analyst for further evaluation. This is where the importance of building a relationship is prominent. Based on training, the credit analyst asks a series of questions to determine a client’s creditworthiness. The entire process typically is finished in 10 minutes or less.

The proprietary system that determines the creditworthiness of new clients also evaluates existing clients for potential new purchases. Based on the same factors previously noted, in addition to payment history, the system automatically produces a new credit limit. This ability is key in the cross-selling process. When the customer comes into the store to pay a monthly installment, the Casas Bahia salesperson sees that a new credit limit is available for the client. This salesperson has the opportunity to make a tailored cross-sale in the amount of the new credit limit.


Many outsiders argue that Casas Bahia simply exploits the poor and charges them exorbitant interest rates because the poor do not know any better. Quite the opposite seems to be true.



Many outsiders argue that Casas Bahia simply exploits the poor and charges them exorbitant interest rates because the poor do not know any better. Quite the opposite seems to be true. To maintain low default rates, salespeople must “teach” consumers to buy according to their budget. For instance, a customer enters the store and wants a new 27-inch television. A salesperson sits down with the customer (a Casas Bahia regional manager mentions you always discuss price sitting down so that it is harder for the customer to walk away) and discusses multiple payment options. If it becomes clear the customer cannot afford the 27-inch television, the salesperson works with the customer to “tweak” the dream to temporarily include a 20-inch TV.

The consumer education process is a key component in Casas Bahia’s default level of just 8.5 percent. To put it into perspective, the average for the entire retail sector, which serves all income levels, is 6.5 percent. Casas Bahia’s competition at the Bottom of the Pyramid has a default rate that reaches 16 percent.

The credit analyst plays a vital role in the success of Casas Bahia. Therefore, the company has devoted significant time and resources to train its credit analysts. With an average of 750,000 customers requesting financing every month (1.4 million in December), Casas Bahia’s 800 credit analysts are the lynchpin, not only in maintaining a default rate below the industry average but also in fraud detection. In 2002, 35,000 cases of fraud representing R$440 million were averted.

Many at the Bottom of the Pyramid have never applied for or been granted credit, rendering the formal SPC system useless. Without a steady or reported income and with a personal economic status that can change daily, the credit analyst must decide whether the customer is honest, sincere, and able to make the necessary payments. Every customer has a unique situation. The training the analysts receive prepares them to make decisions that enable the continued success of Casas Bahia.


Without a steady or reported income and with a personal economic status that can change daily, the credit analyst must decide whether the customer is honest, sincere, and able to make the necessary payments. Every customer has a unique situation.



Training is a combination of classroom and informal techniques. The first step takes place in the classroom. Employees learn the basics, ranging from the importance of personal grooming to the necessity of having a positive attitude toward customers. In the classroom, Casas Bahia employees begin to understand the importance of building a long-lasting relationship with customers. When people, especially the poor, walk into the store, they want a friendly face, someone who they can talk to about their day. Customers want to ensure the person they talk with understands their background and can help them fulfill their dream. Many customers “come in as a client and leave as a friend.”


When people, especially the poor, walk into the store, they want a friendly face, someone who they can talk to about their day.



The relationship between the analyst and customer creates a virtuous cycle. For instance, a customer enters Casas Bahia in need of an oven to replace her current oven that is no longer working, yet she is currently unable to pay. Based on either an existing relationship or one that is developed in the short time she is in the store, a credit analyst can approve the loan even if the customer does not currently have the necessary proof of income. The customer is grateful the analyst is taking a chance and trusting she will make the payments. Then, when things turn around for the customer, she is willing to buy more from Casas Bahia, and she also tells family and friends about the experience.

It is also in the classroom where analysts learn the importance of asking the right questions. Analysts are taught to inquire, depending on the store location, which can represent varied income levels and backgrounds, about a customer’s primary livelihood. In addition, analysts are taught to discretely “size up” customers. For example, if a customer comes in and says he is a construction worker, the analyst will notice whether the customer has calluses on his hands or wrinkles around his eyes from working outside all day. The analyst might also ask a few technical questions (perhaps in the context of a project the analyst purportedly has going on at home). This interaction serves two purposes: It begins to filter out fraud potential, but more important, it helps build a relationship with that customer. Analysts are taught to always ask questions and be creative in trying to understand the customer.

After completing classroom training, new employees “shadow” an experienced employee for two weeks in a store. Trainees learn firsthand how to implement classroom teachings and the importance of cross-selling at Casas Bahia. Cross-selling is an important part of the company’s success; after all, fully 77 percent of clients who open an account make repeat purchases.

Another important aspect of Casas Bahia training is teaching the analyst the art of saying “no” to the customer. An estimated 16 percent of customers applying for credit are denied. What is a seemingly basic concept has a long-lasting importance to Casas Bahia customers. When customers enter a Casas Bahia store, they hope to fulfill a dream. When you tell a potential customer “no,” you effectively destroy that dream. Samuel Klein has fostered a culture where this is unacceptable. Analysts always work to maintain the relationship. The customer should be viewed for long-term potential, as a lifetime customer. Although a customer might not be able to afford something right now, that customer’s situation might improve, and then he or she can buy that new TV, for example.


The customer should be viewed for long-term potential, as a lifetime customer.



Rejection is sometimes necessary and appropriate. The main reasons for rejection are threefold: negative SPC rating, credit limit, and third-party acquisition. With a negative SPC rating, there is nothing Casas Bahia can do. The analysts state that if it were up to Casas Bahia, they would do business but cannot because of the score. They apologize and mention that as soon as the “little problem” is resolved, they will welcome the customer back and finish the transaction. An insufficient credit limit is handled with offers of similar products or different brands or models. Third-party acquisition is when the customer has a bad credit rating or cannot afford the merchandise, so he or she has another person purchase it. The customer then pays the third party. However, this arrangement usually leads to default. First, there is a reason the customer could not afford the merchandise in the first place; second, the third party who purchased the merchandise has no vested interest in paying Casas Bahia. Third-party purchase is the leading cause of default at Casas Bahia. The second is unemployment, and the third is simply spending beyond one’s means.

Casas Bahia’s dependence on banks is low. Brazilian law does not permit Casas Bahia to fund the interest portion of its consumer loans. Therefore, that portion is packaged and sold to banks or financeiras. Casas Bahia used to have its own financeira. The company dissolved this entity because it was not the core business for Casas Bahia. Now, the company’s policy is to borrow as little as possible and finance the customer while funding the expenses internally.

Additionally, Casas Bahia does not hold external currencies. This is especially important in the Brazilian economy, where local currency devaluations have caused prices to increase dramatically. Casas Bahia believes that because they do business in Brazil, the company’s currency and exposure should be within Brazil. Moreover, minimal exposure to banks for external debt is beneficial.


In Brazil, bottom-of-the-pyramid customers desire the same merchandise as top-of-the-pyramid customers. They want the dream they see on TV, not a cheapened version of that dream.



Casas Bahia carries and sells top-quality brands: Sony, Toshiba, JVC, and Brastemp (Whirlpool). There is a misconception that because customers are poor, they do not desire quality products. In Brazil, bottom-of-the-pyramid customers seek the same merchandise as top-of-the-pyramid customers. They want the dream they see on TV, not a cheapened version of that dream. The difference is that individuals at the Bottom of the Pyramid cannot afford to walk into a store and pay R$500 cash for a new refrigerator. They can, however, afford to make small installment payments to pay for that new refrigerator.

Unlike its competitors, Casas Bahia does not strictly focus on streamlining the supply chain, minimizing working capital, or increasing its inventory turnover ratio. Casas Bahia differentiates itself by placing a large emphasis on the supplier negotiation process. The company strives to make the best possible deal with its suppliers, negotiating huge volumes at low prices. Casas Bahia claims this strategy works best both financially and in terms of customer service. For example, Casas Bahia typically sells 1,000 units of an item per month, and a supplier comes with a great offer on 6,000 units. For the right price, the deal will be executed. One reason why Casas Bahia has built the largest warehouse in South America (also one of the largest in the world) is to give management the freedom to make deals the company deems good for business. The large warehouse also allows Casas Bahia to hold large inventory positions. This can be important because the supplier and production system in Brazil can be much less reliable than in more developed countries. Casas Bahia cannot afford to be out of stock.

Marketing always has been important to Casas Bahia and is one of the key components to its success. Casas Bahia always strives to be foremost in the mind of its population because potential customers tend to research prices at one of the chain’s stores prior to making a purchase. Fierce competition in the retail industry has increased the importance of marketing. Because most products do not differ significantly, competition is fierce. The lack of product differentiation reinforces the importance of marketing within the retail sector. Casas Bahia invests approximately three percent of its revenues in advertising. It maintains one of the largest advertising budgets in Brazil.

Casas Bahia’s main advertising venue is television, which reaches more than 90 percent of all Brazilian households. Because there is little product differentiation, sales are often made on the basis of emotion, leveraging famous singers, actors, and television “anchors.” More recently, Casas Bahia used a campaign with client testimonials for the first time, intending to show the emotional relationship between the company and its customers.


Traditional Values Meets Modern IT Solutions

Samuel Klein’s two sons, Michael and Saùl, manage the day-to-day operations at Casas Bahia. Michael is responsible for finance, stores, distribution, fleet, technology, and employees. His brother, Saùl, oversees suppliers, customer sales, and marketing. Although Samuel no longer visits stores, because of security concerns, he is always at the headquarters and considered the “mind of the company.” Staying a family-owned business has helped the company stay close to the culture by reflecting and supporting the communities they serve.

Casas Bahia has leveraged its traditional ideals with modern concepts. All stores are linked and monitored in real time. It has developed a system that can analyze data from multiple points of view: individual store; groups of stores; region or city; and even by product category, individual product line, or SKU (stock keeping unit). From his desk, Michael can track the results of the six million people who enter his stores every month. Those customers generate an average 900,000 new sales per month, 7 percent of whom take advantage of a cross-selling opportunity. The people comprising this 7 percent have an aggregate owing balance of R$11.7 million and purchase an additional R$31 million. The percentage of cross-selling seems relatively low because customers are eligible to make additional purchases only after they have paid at least 50 percent of the original purchase.



One important aspect of the Casas Bahia customer relationship is that every month customers must enter the store to pay their bills. Until 1995, customers and salespeople would complete a form by hand and then turn it in to the credit department to have it typed. In addition to errors, customers were forced to wait for extended periods of time.


One important aspect of the Casas Bahia customer relationship is that every month customers must enter the store to pay their bills.



The first significant change came in 1995, when Casas Bahia developed a system that printed the passbook from a computer. The company also decided to make it easier on the customer by sending the bill directly to the customer’s home. The speed and accuracy of the customer ticket increased dramatically, and the waiting time decreased. However, the customer default rate and associated costs increased dramatically. Disturbed and surprised by the two negative side effects, Casas Bahia quickly began to investigate the root cause.

The problems stemmed from two simple issues. First, the new computer generated a passbook that could not fit into a shirt pocket. Until then, customers carried the passbook in their pocket as a reminder to pay their bill. Now, customers simply forgot to pay their bills. Customers also claimed they never received the passbook or it took too long to arrive at their house. Although some customers actually did not receive the book, others were tempted to default. Within a year, Casas Bahia developed a new system that solved these problems. The new passbook fit into a shirt pocket, and people remembered to pay. Also, all paperwork was completed at the store, and the customer provided a signature confirming receipt of the passbook and an understanding of the terms. Moreover, costs decreased (as postage and handling costs fell). With the modifications in place, default rates returned to their normal levels.

The new system significantly increased customer satisfaction. Every time a customer made a new purchase, that customer’s information was already in the system. Effectively, no waiting time was associated with receiving a passbook. This system saved Casas Bahia more than R$4 million in annual labor and printing costs.


Every time a customer made a new purchase, that customer’s information was already in the system.



The next evolution of this idea is currently in process. All customer-related materials will be optically scanned and digitized. Casas Bahia will examine any information by customer, store, contract number, credit analyst, and so on at the source document level. With an average of 800,000 tickets printed per month, any incremental efficiency has a significant impact.


In the short run, the introduction of credit cards poses a threat of losing the important client relationship and decreasing cross-selling opportunities.



Looking forward, there are several challenges to maintain the success. In the short run, the introduction of credit cards poses a threat of losing the important client relationship and decreasing cross-selling opportunities. General acceptance of credit cards with C, D, and E customers forced Casas Bahia to accept credit cards in September 2002. Casas Bahia was the last major retailer in Brazil to accept credit cards. In six months, credit card sales have reached four percent of Casas Bahia’s total sales. On a positive note, when the credit card sale is made, the risk of default transfers to the credit card company. Credit card companies in Brazil offer an installment payment option without interest on a product-by-product basis. There is some concern that an increase in credit card sales might decrease customer loyalty (based on the lack of in-store traffic). Currently, all customers must come in every month to a Casas Bahia store to make their monthly payment. This is the main traffic that facilitates the 77 percent cross-selling capability. As the Brazilian economy recovers and as the financing market evolves, Casas Bahia will need to continue to contend with the issue of loyalty. Little by little, banks are targeting the Bottom of the Pyramid in Brazil with accounts and credit cards; Casas Bahia must prepare for competition.

This case study was written by Sami Foguel and Andrew Wilson under the supervision of Professor C.K. Prahalad. This case study is intended to be a catalyst for discussion and is not intended to illustrate effective or ineffective strategies.

Update: Casas Bahia

By Michael Klein, CEO

Casas Bahia continues to grow. In 2003, the company operated 343 stores with a revenue of 6 billion reals. By the end of 2008, the progress was considerable: We ended the year with 534 stores and revenues of 13.9 billion reals. The increase in our customer base kept up with this evolution: We came from a base of 12 million people to 31 million people in December 31, 2008.

Another aspect that deserves further analysis is related with the number of credits cards. In November of 2005, Casas Bahia made a deal with bank Bradesco for making available private label credit cards. From November 2005 to January 2009, we issued 5.7 million credit cards with an activation index of 65 percent, considered one of the highest levels in the private label credit card market. The credit card Casas Bahia/Bradesco has some advantages:

• It can be used for shopping in Casas Bahia’s stores or in any other commercial place that accepts Visa credit cards.

• It’s the only one to parcel out the payment of products of Casas Bahia in 24 payments with interest.

• This credit card targets clients with low incomes.

The expansion of the company through these years also includes the beginning of operations in two new markets in Brazil: Espírito Santo (ES) and Mato Grosso do Sul (MS). In 2009, Casas Bahia discovered the northeast’s market, launching Casas Bahia’s first stores in Salvador (Bahia). In the same region, in the city of Camaçari, we will build a new Distribution Center to guarantee the delivery of products to this new market.

Also in 2008, the chain was the first retail company to open up a store inside of a favela (slum); the details are described in the following text.



Chain Launch Store in Paraisópolis

In November 12, 2008, Casas Bahia launched a store located in the community of Paraisópolis, a southern area of the city of São Paulo. It’s the first store of the company inside of a favela. Paraisópolis is considered to be the second biggest favela of São Paulo and the fifth largest of Brazil.

Paraisópolis includes 21 thousand houses. Unfortunately, many social problems coexist there: unemployment, analphabetism (people who cannot read/write in their own languages), low literacy, and others. According to the Union Community, there are approximately five thousand local businesses, among micro, small, and big companies. Casas Bahia arrived to be part of this ecosystem and to serve this population facilitated by access to credit.

The store’s team, consisting of 50 employees, has two-thirds of this number of people selected from the community. They have job positions such as salespeople, office assistants, and people responsible for the cleaning, and others. The chain received 1,600 resumes from local people.

The unusual launch of a Casas Bahia’s store in a favela had an international repercussion. The journalist Jonathan Wheatley, from the main business and finances newspaper from Europe, the Financial Times, joined the party of inauguration and published a big article about it. He highlighted the entrepreneurism of the chain of stores, the joy of the community in hosting the store, and the mission of Casas Bahia of always fulfilling consumers’ dreams, facilitated through access to credit.



Virtual Store

On February 2, 2009, Casas Bahia launched its virtual store (www.casasbahia.com.br). It is the first store of the chain that works 24 hours a day, and took an investment of 3.7 millions of reals and has the potential to answer for 2 percent of Casas Bahia’s invoicing in its first year of operation. The virtual store has its own identity and works 7 days a week, 24 hours a day, during the whole year with total guarantee of availability of the system.

“The goal of the virtual store is to offer the best prices in each category and to take care of all social classes that can access the Internet and are open to search and buy in the Web.” That includes the C-D-E (lower) classes of people who in the last years started to have access to computers with prices and payment conditions that were doable for their domestic income. “Casas Bahia has five million private label credit cards in partnership with Bradesco. We built this base in three years, giving opportunity to the lower classes to have their first credit card. In this way we also helped, somehow, the access to this group to do online shopping.”

The market data confirms this strategy. These days, 97 percent of the companies are connected to the Internet, 20 percent of the houses are also connected to the Web, and Brazilians spend, on average, 23 hours/month connected to the Internet.


CEMEX: Homes for the Poor

The ability to build and finance a quality home has been beyond the means of most of the world’s impoverished. These people are often ignored by major corporations because it is thought they have too little money and are too difficult to reach. CEMEX,1 the largest cement manufacturer in Mexico, second-largest in the United States, and third-largest cement company in the world, has through innovation found a profitable and empowering means of housing the poor for profit, instead of leaving that to governments or not-for-profit organizations.


CEMEX, the largest cement manufacturer in Mexico, second-largest in the United States, and third-largest cement company in the world, has through innovation found a profitable and empowering means of housing the poor for profit, instead of leaving that to governments or not-for-profit organizations.



During the Mexican economic crisis in 1994 through 1995, CEMEX experienced a huge drop in domestic sales. Part of this stemmed from legal barriers that broke down, paving the way for international competition. Quick analysis of where revenues were specifically hemorrhaging most led to an astute observation that involved taking a closer look at the Bottom of the Pyramid2 market.

CEMEX analysts knew sales were down, but a key awareness was that whereas sales were down by as much as 50 percent in the formal market, sales in the less-wealthy segment informal self-construction market were down by only 10 percent to 15 percent.3 The company realized the high level of dependency on the formal segment left it vulnerable to the business cycle swings in Mexico. According to an estimate made by CEMEX, the do-it-yourself segment accounted for almost 40 percent of cement consumption in Mexico and has a market potential of $500 to $600 million annually. However, that segment also represented a portion of the population existing for the most part in a state of poverty. The company realized the key difference between the formal segment and the informal segment was in the average revenue per customer. Though fewer big-ticket customers could generate most of the company’s revenues, the situation is reversed for low-income customers (see Table 1). It is estimated that 60 percent of the population in Mexico earns less than $5 per day. CEMEX figured that by converting the low-income population (that forms a majority) into customers, the steady revenues from this segment could be impressive.

Table 1 Comparison of Formal and Informal Market Segments
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The company realized the key difference between the formal segment and the informal segment was in the average revenue per customer. Though fewer big-ticket customers could generate most of the company’s revenues, the situation is reversed for low-income customers.



Part of CEMEX’s awareness involved considering the obstacles of reaching this market in an effective, efficient, and sustainable way. Clearly, hard work and innovation would eventually be needed, but getting a clear big picture first was vital. Headed by Francisco Garza Zambrano and a consulting team from Business Design Associates, CEMEX performed in-depth market research to gain a good understanding of this low-income market in Mexico. The team conducted a three-month study based on various demographic factors—social, religious, political, and financial. The study also analyzed the various construction practices and methods, brand perception, and image of various cement brands.


Part of CEMEX’s awareness involved considering the obstacles of reaching this market in an effective, efficient, and sustainable way.



The team realized that financing was the foremost and most difficult challenge to overcome for low-income customers. Unless the poor obtain access to credit, it would be difficult to sell the idea of constructing a complete house in the near future. The second challenge was that most families employed local semi-skilled or unskilled masons who built rooms without any planning. The lack of technical expertise resulted in a lot of raw material waste. Often, the masons did not order the right amount of material, and families did not have a safe place to store the excess raw materials. They had to leave the material outside their houses to the mercy of nature and theft. The team identified three keys areas of improvement/change for CEMEX:

1. Identify ways to provide access to credit for the poor before selling cement.

2. Improve the brand perception of CEMEX as a socially responsive company to earn trust in the people, especially the poor.

3. Change/improve distribution methods and construction practices to make it cost-effective for CEMEX, its distributors, and the low-income customers.

Saving money is not a standard practice of most low-income families; when it occurs at all, it takes the form of tandas—a local neighborhood, family, and network of friends who pool money if and when they have any money left to save. Once a week (or at some predetermined interval), one of the members bids for the pool by deep discounting or might win the pool through a lottery. Typically, this pool is used for unanticipated family emergencies, education, and sometimes for housing. The only factor that enforces discipline in the tanda system is the social capital—the trust, reputation, and participation in the community. However, the tanda system is not nearly as effective for housing. Even before money found its way to such pools, families (usually the men) spent it on various other nonprimary activities—drinking, partying, and so on. Also, there were too many members in pools, and it was difficult to manage and enforce discipline.


Saving money is not a standard practice of most low-income families; when it occurs at all, it takes the form of tandas—a local neighborhood, family, and network of friends who pool money if and when they have any money left to save.



CEMEX realized, too, that women are the key drivers of savings in families. In the Mexican society (and most other societies), women are entrepreneurial in nature, and they actively participate in the tanda system. Regardless of whether they are homemakers, outside-the-home workers, or small-business owners, they are responsible for any savings in the family. Research conducted by the Patrimonio Hoy team revealed that 70 percent of those women who saved were saving money in the tanda system to construct homes for their families. The men in the society consider their job done if they bring in their paycheck at the end of the day. The women actually manage expenses with the limited “allowance” that they receive per day from the men. They have to find creative ways to allocate money from the allowance as savings to build a house, spend on children’s education, and so forth.

The poorest people in the city live in settlements made of raw cinder blocks, and in worse cases cardboard and corrugated sheet metal. Most houses have one or two rooms per family, and the size of a family ranges from 6 to 10. The homes are overcrowded, and this overcrowding has its own set of social problems, including friction within the family and children taking to the streets.


The key to the innovation needed was that the team had to work with a different mindset that did not include the sale of cement as the sole objective of the program.



As a bold cultural innovation, CEMEX modified the existing tanda system within the Mexican communities and called it Patrimonio Hoy, revolutionizing the idea of savings by changing the basic spending pattern of the poor in Mexico. In this system, poor people not only save their money, but also obtain access to credit based on their savings and payment discipline—a new model that moved away from a savings-only or a credit-only system to a savings-credit system. Recognizing the inefficiencies inherent in the original tanda system, Patrimonio Hoy has strict rules and standards for the program.

• Socios/partners—Socios are the actual customers who enroll in Patrimonio Hoy. The socios get together and form a group, restricted to three people. The reason for such a small group size is that it is easier to enforce payment discipline in a smaller group, and the group tends to form stronger relationships to help each other out during an emergency.

• Promoters—Promoters play a key role as ambassadors for Patrimonio Hoy. Ninety-eight percent of the promoters are women. They work on a commission basis that depends on the number of socios they help enroll and on the duration of the stay of the socio within the program.


As a bold cultural innovation, CEMEX modified the existing tanda system within the Mexican communities and called it Patrimonio Hoy, revolutionizing the idea of savings by changing the basic spending pattern of the poor in Mexico.



The creation of Patrimonio Hoy to replace the tandas also had distribution implications. Traditionally, the company has “pushed” its products and services through the distribution channels, and hence it was a price-driven market. Distributors operated on a 15 percent average margin from sale of building materials. However, under the new business model, Patrimonio Hoy manages the distributor relationships on its own. Although it works with the existing CEMEX distributor network, the margins in the new channel differ slightly. Distributor margin on sale of building materials sometimes drops to 12 percent. But the slight drop in margins is more than offset by a steady demand for cement and other high-margin raw materials, such as sand and gravel (for which the margin can be as high as 45 percent). Patrimonio Hoy has effectively created a pull for cement, and CEMEX on the supply side pushes it, enabling the push-pull strategy for cement sales. Patrimonio Hoy has seen an enthusiastic response from distributors who are willing to participate in this program.

In a traditional distribution network and supply-chain model, bargaining power and market dominance play a key role in the determination of prices and selection of distributors. The distributors primarily care about prices and discounts. The industry is driven by price wars. However, the new model took a different approach. Not all the traditional distributors were part of Patrimonio Hoy. In fact, a new methodology was adopted to select distributors for this program. Certain prerequisites were established for distributors and resellers:

• Good understanding and appreciation of the new business model

• Excellent delivery capabilities with trucks to deliver to the local neighborhoods with not-so-accessible roads and infrastructure

• Capacity for storage of raw material inventory

• Exclusive relationship with CEMEX

Nearly one tenth of the distributors qualified under the rigorous selection process. For example, in the Mesa Colorada neighborhood in Guadalajara, of the 30-odd distributors that sold CEMEX, 10 distributors sold only CEMEX products; among the 10, three to four distributors were selected to participate in the project.

CEMEX chose Guadalajara, in the southwestern province of Jalisco, as the first city in which to implement the program. CEMEX chose this test market for a variety of reasons. First, the social/economic profile of low-income communities was representative of most of the populated areas in Mexico. More than 50 percent of the population live in homes that hug a network of pitted, unpaved roads in unplanned settlements surrounding the city and blending into the countryside. Second, CEMEX was gradually losing its stronghold in the second-largest city in Mexico. Nearly all the houses appear to be under construction. The third (and subtle) reason was that the construction methods in Guadalajara differ from that of other places. Traditionally, for every 100 pesos that were spent on construction raw materials, 52 pesos were spent on cement. In Guadalajara, only 22 pesos were spent on cement. Instead, clay and limestone were used in the construction of houses. So, CEMEX had to find new opportunities for growth in Guadalajara.

A special research team set out to explore neighborhoods in and around the city of Guadalajara to identify high-growth opportunities. In a broad sense, the team identified potential pockets or cells based on income, construction progress, housing development, concentration of poor people, distributor network, and population growth.

The team identified target communities where the average family (five or six people) earned between 50 and 150 pesos ($5 to $15 approximately) per day. The target population for Patrimonio Hoy is not the absolute bottom of the economic pyramid (for whom the average per-capita income is less than $5 per day).

After a neighborhood was identified, Patrimonio Hoy set up a cell for that neighborhood. A typical cell targets a customer base of 5,000 or a community with a population of 50,000 to 100,000 (or 20,000 families). Each cell has one to four employees—a general manager (or chief), an engineer, a technical advisor (or an architect), a supplies manager, and a customer service representative (administrative clerk).

The chief works to identify promoters within the community who sell (to the poor) door to door the new savings-credit idea. The supply manager works closely with corporate CEMEX in the negotiation of prices for raw materials, interacts with the distributors for the delivery, and monitors the quality of suppliers and distributors in terms of delivery time, customer treatment, quality of materials, and so on.

Savings and credit are the key drivers for the business model of Patrimonio Hoy. The enrollment of a socio ensures a consistent and steady source of revenue in the pipeline (for x number of weeks) for Patrimonio Hoy and the distributors. The predictability of revenue has huge implications across the value chain from the suppliers to the end customers.


Savings and credit are the key drivers for the business model of Patrimonio Hoy.



When a socio group is formed, the group goes to the nearest cell and completes an application. This application is completely informational and does not require any credit history or collateral. Also, the prices of raw materials are “frozen” throughout the payment period. The only requirement is a commitment from each socio in the group to pay 120 pesos per week for a definite period of time (at least 70 weeks).

After enrollment, each socio in the group sets up an appointment with the technical advisor/architect (for a low fee) for an interview. Through an interactive process, the technical advisor helps the socio decide the following:

• Types and quantities of the materials needed for the first room

• What the next room will be in his/her home, and its placement in the current layout

• The sequence of the following rooms to be constructed

The personal visits of architects make the socios feel like important customers and have helped Patrimonio Hoy build trust among the socios.

Each socio in the three-member group takes a turn every month to collect money from the other two members and remits a weekly payment of 360 pesos (120 pesos per head). For every 120 pesos a partner pays per week, Patrimonio Hoy charges 15 pesos as a membership fee per socio.

• Phase 1 (first 10 weeks)—Each socio pays 105 pesos (120 pesos net of 15 pesos) for the first five weeks, totaling 505 pesos. At the end of the fifth week, Patrimonio Hoy makes its first delivery of raw materials for construction worth 1,050 pesos (equivalent of payment for 10 weeks). By advancing five weeks’ worth of raw materials, Patrimonio Hoy is effectively extending credit to its customers. The extension of credit by delivering raw material to partners in advance helps Patrimonio Hoy establish credibility with the socios by proving that it has lived up to its promise of delivering raw materials. This phase also serves as a pilot to test the commitment of the socios.

• Phase 2 (11 to 70 weeks)—If socios stay committed beyond the first phase, they gain from the program even more. During the subsequent phases, socios receive raw materials worth 10 weeks at the end of the second week (that is, an advance worth 8 weeks). They receive raw materials worth 10 weeks at the end of the twelfth week. Deliveries are made during the weeks of 12, 22, 32, 42, 52, and 62.

CEMEX offers socios two delivery choices: receive delivery right away for immediate construction, or receive a delivery voucher now that can be exchanged for raw material delivery at a later time when construction is ready to commence. However, they never receive cash in hand, unlike the original tanda system wherein pool members could receive cash.

If the partners choose to receive their raw material, Patrimonio Hoy coordinates with its distributors to arrange for delivery of the material. If partners choose to receive delivery vouchers for delivery at a later date, the inventory is stored at the distributors’ warehouses.

Interviews with socios revealed the first delivery made after just five weeks of payment and consistent on-time delivery played a big role in earning the trust of the partners. The supply managers also play a role of an audit manager, ensuring the distributors deliver good-quality material on time and provide good service to the socios.


The objective of Patrimonio Hoy is to serve not only a social cause, but also make it a profitable self-sustainable business.



The objective of Patrimonio Hoy is to serve not only a social cause, but also make it a profitable self-sustainable business. Patrimonio Hoy also recognizes that volume is important for it to be a success and, hence, has based its revenues on a per-transaction basis. These revenues are in addition to the sale of cement by CEMEX. The revenue streams are as follows:

• Membership fee of 12.5 percent per socio per payment of 120 pesos

• Intermediation fee in the form of a 7 percent margin from distributors

The average initial investment per typical cell is 400,000 pesos. The operational cost per cell, including salaries, is approximately 85,000 pesos per month. An average cell needs approximately 700 enrolled socios to break even on operations. According to Patrimonio Hoy’s general manager, the program generates approximately 125,000 pesos in cash flow from operations. The goal of this program is to operate as a standalone break-even unit because the initial objective is to increase customer awareness, change consumer behavior, and establish a competitive position in the market.

The traditional methods of marketing communication, advertising, and promotion are not effective in this operating model. Patrimonio Hoy realized early on that mass-media advertising through television, newspapers, and so forth would not convey a personalized message or help build trust among low-income people.

After its first three years of operations, Patrimonio Hoy had 36,000 customers and more than $10 million in credit. It operated through 49 cells in 23 cities across 19 states in Mexico. The customer base is growing at 1,500 to 1,600 per month.

It might be too early to use financial profits as a measure of success. As a standalone operation, Patrimonio Hoy might not be generating as high a margin as corporate CEMEX is through the sale of cement, but the project has strategic implications for CEMEX. According to the general manager of Patrimonio Hoy, the operation is generating positive cash flows from operations of one million pesos per month as of April 2003.

The more important and critical factor is that Patrimonio Hoy has successfully created, with sustainability, an entirely new channel for selling cement and other construction materials. Patrimonio Hoy has helped CEMEX triple its cement sales in places where the operations of Patrimonio Hoy are set up. This has increased from 2,300 pounds of materials consumed once every four years per family, on average, to the same amount being consumed in 16 months.


Patrimonio Hoy has helped CEMEX triple its cement sales in places where the operations of Patrimonio Hoy are set up.



By offering a complete and comprehensive solution for housing, Patrimonio Hoy has made it difficult for consumers to let go of this opportunity and has fundamentally changed consumer behavior, even if on a small scale. As part of its effort to maintain sustainability, it has introduced various innovations around Patrimonio Hoy, such as Patrimonio Hoy Escolar, Patrimonio Hoy Te Impulsa, Patrimonio Hoy Calle Digna:

• Patrimonio Hoy Escolar (School) is a variation of the original program in that it helps improve infrastructure of the local schools. Four percent of the membership payment of socios is allocated toward improvement of school facilities.

• Te Impulsa is an accelerated version of the original program, where raw materials are delivered to customers earlier. The materials are delivered in three installments—weeks 6, 14, and 22 in 30-30-40 percent. By the twenty-second week, 100 percent delivery is promised to the socios, although they make their usual weekly payments until the seventieth week. This program is available to returning socios who have established credibility by making regular payments on time the first time they enrolled in the program.

• Calle Digna (Worthy Street) was created in response to the request of socios who wanted to move on from building their homes to improving infrastructure in their neighborhood. This is a classic example of how Patrimonio Hoy has changed the consumer outlook and how it has changed those consumers from people in despair to people with hope. This project brings the people even closer to work together for the cause of their communities.

Patrimonio Hoy has partnered with the Mexican government to work on public infrastructure projects. Many projects that local governments had yet to implement, for various reasons, have been implemented by collaborating with Patrimonio Hoy. The local government provides drainage facilities; Patrimonio Hoy provides material to pave the streets. The payment structure differs slightly. The weekly payments are 150 pesos for x number of weeks, depending on each family. Patrimonio Hoy provides ready-mix or raw materials starting on the eighteenth week of the payment cycle.


Patrimonio Hoy has partnered with the Mexican government to work on public infrastructure projects.



Though customer enrollment is increasing at a rapid pace, customer retention is a huge problem for Patrimonio Hoy, not because of poor quality of products and services but because of the nature of the business. After a room is done, the probability of returning customers to build another room is not 100 percent. Many take a break from the rigors of payment. The biggest challenge for Patrimonio Hoy is to retain those customers for a longer period of time and motivate them to return for additional rooms or other expansions.

In many cases, the socios cannot afford weekly payments for raw materials and mason fees for construction at the same time. So, they first buy raw materials over 70 weeks, build houses later, and then may return to save for the next room. To facilitate the continuity of the socios with the program, Patrimonio Hoy has established masonry training facilities for “self-construction,” where socios can obtain technical training to build homes on their own. The socios not only get to build their own homes, but they also gain a new competency.

Construmex is one more way in which CEMEX seeks sustainability. Having successfully launched Patrimonio Hoy in Mexico, CEMEX turned to another possibility. It was obvious that a large number of Mexican immigrants live and work in the United States. They send remittances home every week. These remittances in aggregate total approximately $10 billion. Although the size of the average remittance transfer is miniscule—$200 to $300—in the world of international finance, the cumulative sums are significant. Further, an estimated 10 percent of these funds is intended to build additions to immigrant families’ homes.

CEMEX saw an opportunity to capture a share of the remittance market to Mexico. This would further its business of helping the poor build good-quality houses.

CEMEX knew a significant portion (approximately 10 percent) of remittances to Mexico is used for construction of houses. Most of these people remit money using traditional money transfer companies like Western Union. This process is fraught with inefficiencies:

• The money-transfer firms (oligopoly) charge high flat fees for transferring money.

• The exchange rate offered is less than the market rate.

• Relatives back home can spend a significant portion of the remittance, meant for building the house, on other purposes.

• There is a risk of theft when collecting money from counters of money-transfer agencies in Mexico.

CEMEX identified the need for an easier and cheaper way to help the Diaspora build houses back in Mexico. A subsidiary, Construmex, was formed to serve this need. Following small-scale market research, Construmex set up its first experimental office in Los Angeles in July 2001. The significant Mexican population of Los Angeles made it the natural choice for trying out this business model. In short, Construmex allows Mexicans living in the United States to send their money directly to cement distributors in Mexico. Distributors receive the order and the money and deliver cement and other building materials to the site of the person’s future home or business.

Broadly, there are two types of customers:

• Individuals remitting money for building their homes in Mexico

• Home town associations (HTAs) remitting money for public service projects in their hometowns in Mexico

The express purpose of Construmex is to channel as large a share of the remittance flows to CEMEX as possible. It is not a profit center and has little revenues. Hence, the primary activities of Construmex center around generating customer awareness, customer education, and trust building in the Mexican community. Its reputation spreads through word of mouth and working with HTAs to capture a share of the HTA remittances. Not surprisingly, 60 percent of Construmex’s budget is dedicated to marketing.

Construmex offices typically have one to two sales representatives. These sales representatives are multifunctional in that they do the following:

• Answer customer queries

• As trained Mexican architects, consult with customers about the architecture and plan of the house

• Estimate building material requirements based on the house plan

• Help customers do price comparisons and choose the best distributors

• Register customers in the Construmex database

Dolex is the money-transferring agency that transmits the money from the customer to the Construmex account in Monterrey, Mexico. The money is transferred in dollars, and there is no exchange of currency. Construmex is still trying to define the perfect business model according to its general manager, Luis Enrique Martinez. However, it has tried two variants up to this point:

1. The Construmex sales office has a Dolex counter within it. When a customer comes into this sales office, he has the option to remit money through Dolex or to send building materials through Construmex (for example, Broadway office, Linwood office, Fresno office, Santa Ana office).

2. Construmex sets up a simple kiosk explaining the value proposition in a Dolex sales office. The customer has the option to send building materials through Construmex instead of remitting cash (for example, the Huntington Park office).

Dolex started its U.S. operations in 1998 and is still a young player in the money-transfer business. Dolex has 600 sales offices in the United States, and Construmex wants to scale up its operations by using this existing network. Construmex will try out the second model in Chicago, where Dolex has around 25 counters. There will be one Construmex sales office to answer any questions and provide consultation. The lean cost structure in the later model is obviously appealing to an organization that has no revenues and for whom controlling costs is critical, because that is the only variable under its control.

The Construmex office in Mexico does the following:

• Selects distributors for the Construmex program

• Receives money from Dolex and processes the accounting of the money transferred

• Transfers the order to distributors

• Verifies delivery of material to beneficiary

• Releases money to the distributor

According to the general manager of Construmex, the quality of service provided in the United States and Mexico is critical for generating trust and acceptance. Because of this, Construmex carefully selects distributors for its program. The different criteria applied are (1) accuracy of materials delivered, (2) adhering to the five-day delivery guarantee, and (3) prompt service. Until now, 1,600 of the 6,000 CEMEX distributors are part of the Construmex program. They cover all states of Mexico except Tijuana. These distributors are typically known to the beneficiaries and, hence, help in building trust with the clientele. They are happy to work with Construmex because this means more business for Construmex. In 2002, a team from CEMEX Philippines visited Los Angeles to study the operations of the Construmex program. CEMEX Philippines has a strong interest to replicate this model; their program has great potential because they send much more money back home than Mexicans.

Patrimonio Hoy and its sustaining programs have helped CEMEX gain a good understanding of the low-income population. It has helped CEMEX clear the misconception it originally had about the poor, and realize they could indeed form a good and profitable segment of the market. CEMEX also learned the traditional methods of operation would not work. However, it remains to be seen whether CEMEX can continue to provide housing for the poor to serve a social cause and at the same time remain profitable in the long run by expanding this program globally.


Patrimonio Hoy and its sustaining programs have helped CEMEX gain a good understanding of the low-income population. It has helped CEMEX clear the misconception it originally had about the poor and realize they could indeed form a good and profitable segment of the market.
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CEMEX Update: Patrimono Hoy

By Israel Moreno Barceló, General Manager for the Patrimonio Hoy program—CEMEX and Henning Alts



Present Modus Operandi

Patrimonio Hoy (PH) is an initiative of CEMEX that allows low-income families to obtain access to services and building materials on credit through a well-planned savings scheme. The overall objective of Patrimonio Hoy is to improve the quality of life of low-income families (Bottom of the Pyramid) by empowering them through a market-based solution to address their housing needs. This represents a win-win situation, whereby the company makes profits and customers receive improved access to products and services, which contributes to their economic and social inclusion.



Main Features

1. Technical assistance—PH provides individual technical advice to meet the needs of those families who are interested in improving their housing conditions, defining a quality building plan (distribution of the housing project, calculation of required materials, and determined time schedule).

2. Materials—The building plan is fragmented into packages of materials that are delivered according to the beneficiaries’ needs. The acquisition of these packages is eased by means of micro financing.

3. Credit—Customers pay 20 percent of the materials needed for completing the construction project, and credit is granted without the need of any income prerequisites for the remaining 80 percent. The weekly installment per family is 200 Mexican pesos (ca. USD14.50): MXP165 (ca. USD12) covers the cost of the materials, and the remaining MXP35 (ca. USD2.50) covers the following services:

• Access to technical consultancy

• Fixed prices guaranteed for 70 weeks (typical duration of projects)

• One year of materials storage

• Home delivery of materials packages

• Financing for 80 percent of the value of the materials received

• Improvement of public schools’ infrastructure located in the area

• Self-construction training

• Patrimonio Hoy Escolar1

The program creates a collaborative network within the community: families in need of better housing conditions, CEMEX distributors based in the regions, and CEMEX, which provides families directly with financial services, technical advice, materials, and all the logistical organization. Furthermore, the program has important social impacts, which will be outlined here in greater detail but that can be exemplified through one in particular—PH hires community-based promoters: These are women who get empowered through their work and are the key factor for trust-building within the community and for generating commitment within the participants.



Achievements

By the end of December 2008, a total of 220,000 Mexican families had benefited directly from PH, which has an impact on the living conditions of more than 1 million people and has improved the infrastructure of 518 public schools. In fact, 122,000 ten-square meter rooms have been built through PH in the participating communities and credits for more than 110 million USD have been granted, with an on-time repayment rate of more than 99 percent.

In 2007, the first substantial partnership was signed with the Federal Mexican Government to distribute efficiently public housing subsidies. Since August 2007, PH has delivered more than 27,500 subsidies, and it is worthy to mention that PH is one of the few institutions that deliver 100 percent of the subsidies in material to secure that they are really invested in housing.2



Coverage

After having celebrated its 10th anniversary in 2008, PH is now present in most of Mexico, working in 22 of 32 federal states and in 45 cities.
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Figure 1 Coverage of Patrimonio Hoy in Mexico.

In addition, the program has been successfully implemented in Colombia, Venezuela, Nicaragua, and Costa Rica, and 15,000 families have benefited from the program so far. The aim is to assess the potential replication of Patrimonio Hoy in additional markets where CEMEX operates and where the socio-economic conditions could make possible its financial feasibility.

The long-term goal is to launch PH in the markets where CEMEX is located and that present housing shortages, thus enabling millions of low-income families around the world to benefit from the program.



Impacts and International Awards

Besides the improvement of housing, PH has important impacts at the individual and local level, which lead to empowerment, ownership, and local economic development:3

• Living standards—Family members have more space and privacy, which has important social benefits: People, children in particular, can develop better. This results in greater harmony and responsibility within the house and better learning conditions for children.

• Empowerment—PH grants to families access to finance and gives them the possibility to build their house with their own abilities and resources. This has impact at the personal level and results in a higher self-esteem, in the will to go beyond, and it finally changes personal attitudes (for example, learn to save and take control of their own lives).

• Gender mainstreaming—Ninety-five percent of the community-based promoters are women and 51 percent of them had no previous working experience. These women are empowered through training, recognition within the community, and work; differently put, they are enabled to develop abilities for making more strategic life choices, having their own independent income.

• Public schools—The delivery of material destined to improve school infrastructure (that is, new classrooms, sport courts, protection walls, and bathrooms) ensures the active participation of the school stakeholders (parents, neighbors). This increases children’s security and improves their learning conditions.

• Access to finance—Sixty percent of the participants confirmed that they would not have been able to build their own house without the help of PH, which, it is important to stress, requires no specific income prerequisites. In addition, PH allows the family to build three times faster at one-third of average costs. This results in better economic opportunities for the less privileged members of society.

• Local economic development:

• Fifty-five percent of the participants hire local masons. This has the potential to increase the employment rate in the area.

• CEMEX’s local material retailers increase their business volume (that is, they have a higher demand of materials from PH participants) and gain new customers with the potential of generating new local jobs.

• Twenty-nine percent of the participants use the new built space to start or develop their own business. This makes the local economy more dynamic.

• Building assets—Participants have the opportunity to increase the value of their houses through affordable credit, and a larger house surface allows them to generate more income through business activities (for example, shops, garages, snack bars, or renting rooms). This increases the overall personal assets of PH participants.

The participation in PH leads to a progressive, efficient, and self-sustainable improvement in the quality of life of its participants. In other words, PH is not a sheer construction program, but it also helps consistently in reducing the multidimensional4 state of poverty of its participants (BOP), which has led to the international recognition of PH and CEMEX’s sustainable development strategy.

International awards and indices that recognize CEMEX’s social contribution through PH include the following:

• World Business Award in support of the Millennium Development Goals 2006, granted by the International Chamber of Commerce (ICC) in association with the United Nations Development Program (UNDP) and the International Business Leaders Forum (IBLF).

• Corporate Citizen of the Americas Award 2007 granted by the Organization of American States (OAS).

• Socially Responsible Enterprise (ESR) 2004, awarded by CEMEFI—Centro Mexicano para la Filantropía (Mexican Philanthropy Center).

• The Opportunities for the Majority Office of the Inter-American Development Bank (IDB) and Innovest Strategic Value Advisors have developed the Opportunities for the Majority (OM) Index of publicly traded firms operating in the Latin American and Caribbean (LAC) region for investors. CEMEX was ranked in fifth position in 2007.5



Challenge—Partnerships

According to several consultancy findings, international experts, and PH’s own experience, the main challenge and opportunity in an increasingly competitive environment is not only to be innovative, but to be also, and above all, able to build sustainable partnerships with the private, social, and public sector.

Aware of large opportunities to make an impact in the medium-term (2 years to 10 years) at the national and international level with PH, CEMEX aims to be continuously innovative and creative. This means enriching the program with additional services through partnerships, enabling PH to cover each time more of the many faces of poverty, and therefore providing a higher quality of life to its customers and securing sustainable growth for the program.

The main objectives for building partnerships follow:

1. Higher coverage and faster growth, to assist more low-income families and reach rural low-income families (Bottom of the Pyramid).

2. Cover more needs of the customers to prevent their drop-out and to enable them to improve their quality of life with PH (multidimensional poverty, inclusion).

3. Capacity building, which facilitates the achievement of PH’s objectives and moreover empowers PH’s customers through respective educational training.



Current Achievements and Opportunities

The following brief description gives an overview of the efforts made by PH to seek sustainable partnerships to cover the above-mentioned objectives.



Academic Partnerships

PH implemented an internship program with the Columbia Business School funded by the International Development Club (IDC) and the Social Enterprise Program (SEP), which provides pro bono consulting teams of three to five MBA students each semester.

• PH will receive four MBA-students from the University of Michigan to carry out internships.

• PH maintains collaboration for the development of business cases, PhD studies, and other academic activities with the following institutions:
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Partnerships with the Private Sector

PH signed an agreement with Banamex, the Mexican subsidiary of Citigroup, for promoting financial literacy within the BOP.



Partnerships with the Government

• “Mejora Tu Calle” and the CPAs are working with several local municipalities.

• PH has been recognized by the Mexican Government as a reliable institution that efficiently delivers public housing subsidies to low-income families since 2007. However, PH is granting subsidies only to committed customers (during their affiliation to the program) as an additional support to their building plans, taking extreme care of its goal of empowering people through their own efforts.



Partnerships with National and International Development Institutions

• “Mejora Tu Calle” has signed an agreement with the Inter-American Development Bank (IDB) that aims to facilitate the implementation and to improve the efficiency of the program.

• PH has designed with German Technical Cooperation (GTZ)6 a Public Private Partnership (PPP) project to implement energy-efficient appliances with the aim to raise awareness among low-income families on climate change and enable them to save.

• PH is further developing a PPP-project with Capacity Building International (InWEnt)7 to implement a sustainable training program for the promotoras, achieving higher skilled and more empowered promoters.

• PH also communicates with Ashoka, the World Bank,8 Acción International, UN-Habitat, the Swedish International Cooperation Development Agency (SIDA), and the French Development Agency (AFD) in efforts to build potential partnerships.

Although PH has achieved international recognition and established several partnerships so far, its main challenge of scaling up, by reaching more low-income families, is still a medium-term goal. By assessing this strategy at the national level, it will be possible to design a model that will be replicated at the international level.

CEMEX’s Progress

In the quest of creative, innovative, and sustainable projects, which always intend to combine business with the improvement of the living conditions of the BOP, CEMEX has developed several new initiatives that are detailed here.



Mejora Tu Calle—Improve Your Street



Description

The program promotes partnerships between communities and governments to improve the streets and sidewalks’ conditions of their neighborhoods through technical, financial, and social-oriented designed solutions by CEMEX. The principal target group is low-income families (BOP) who have suffered a lack of infrastructure for decades.



Implementation

• Each neighbor in the street to be renovated contributes by paying for the necessary hydraulic ready-mix concrete required to improve the street in front of their house, according to individual budgets prepared and presented by CEMEX.

• After the project is approved by the community, neighbors are provided with individual loans. The government guarantees 25 percent of such loans through a trust fund.

• Authorities collaborate with the design of dimensions, earthworks, introduction of services, and placement of the concrete.

• CEMEX determines individual affordable quotes, supplying the material at preferential prices and managing debt collection.



Benefits

• Community and the government work together in a mutually beneficial effort.

• Neighbors benefit from the direct sale price and the financing of hydraulic concrete.

• The community raises the living conditions and achieves increased value for their houses.

• The members of the community become supervisors of the construction works.

• By getting neighbors to collaborate, the government’s budget can be used to carry out other public works.



Achievements

Having started as a pilot scheme in 2002 in the state of Jalisco, the program took off formally in 2006 with a large roll-out in the city of Reynosa, where more than 5,300 families signed-up for the paving of 230,000 m2. In total, the program delivered 360,000 m2 so far, benefiting 8,600 families.



What’s Next?

CEMEX’s goal is to implement the program among Mexican municipalities that present viable conditions for implementing the program. In 2009, the goal is to launch “Mejora Tu Calle” in four to six additional cities.



Impacts9

Mejora Tu Calle has proved to be sustainable. Depending on climate circumstances, it produces important sustainable development impacts, which are presented in Figure 2.
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Figure 2 Mejora Tu Calle—sustainable development.



Testimony

“Before, when it rained, the school transport couldn’t pick up the children, nor could the public transport service. There were days when, if it rained too much, the children didn’t go to school and classes were suspended. Now there is a big difference. I’m very happy with my new concrete street; I never thought I’d see my street like that. Children can now play without getting dirty. We don’t get muddy any more when it rains and everything is clean because there is no dirt.” (Rosa Guajardo, Gomez Farias Street, Reynosa, Mexico)



Microempresarios—Micro Entrepreneurs

Since 2007, CEMEX has engaged in a small-scale pilot program in Jalisco that supports low-income manufacturers of clay bricks to become producers of concrete bricks.

On the one hand, small manufacturers suffer several negative impacts due to the clay brick production: First, the traditional production process and the producers are not environmentally friendly because they use any kind of flammable material like garbage, tires, and so on in the brick-baking process; second, there is a high risk of explosion, given the use of hazardous materials.

On the other hand, the production process is highly inefficient and interrupted during the rainy seasons, which does not allow for a sufficient income generation, and fosters the poverty cycle.

Furthermore, new legislation forces these producers to invest in equipment adaptation that these low-income families cannot afford.

Therefore, CEMEX in cooperation with the Inter-American Development Bank (IBD) designed a pilot project to offer a sustainable market-oriented business solution. Its general objectives follow:

1. Investing in the training of producers to enable them to develop proper sustainable business activities and get formally included in the economy and society.

2. Guaranteeing that the new business generates sufficient income to improve significantly the living conditions of the family (health, nutrition, and education).

3. Eliminating the negative impacts on environment and personal health through the transfer of new technology and knowledge.

4. In the long-term: reaching a competitive advantage for CEMEX in a new market segment, empowering the BOP.



Centros Productivos de Autoempleo (CPAs) Productive Centers for Self-Employment

Another recent socially oriented initiative is the productive centers for self-employment (CPAs), which started in 2006 and so far has been implemented in 11 Mexican municipalities.10

Until December 2008, 1,200 low-income families have benefitted from the self-employment centers, which consist of all necessary equipment and machines—offered for free by CEMEX—to produce concrete bricks. The participants have produced 550,000 concrete bricks and have built 1,800 rooms of 10m2.

Low-income families use the CPAs to produce basic materials for their self-construction process or for housing improvements. Thus, participants produce their own concrete blocks for free. This means that the contribution of participants is their labor. What CEMEX asks of them is 50 percent of their production that will be used in two different ways:

By the terms of an official agreement, the local government buys the remaining concrete blocks to improve local infrastructure.

CEMEX sells the remaining part and reinvests the revenues in the centers: This allows for self-sustainability.

Therefore, CPAs present another opportunity for low-income families (BOP) to improve their housing and, hence, living conditions. In addition, the fact that there is a place where all neighbors meet strengthens the community cohesion and raises awareness on other necessary improvements. CEMEX achieves its objective to improve the living conditions of the BOP while producing additional income sources.



Conclusion

This brief survey of new initiatives related to the Bottom of the Pyramid demonstrates the awareness and willingness of CEMEX to go beyond the achieved programs and goals and find new ways to reach the Bottom of the Pyramid. At the same time, the financial crisis that began in late 2008 has had a negative impact on the business activities of the construction materials industry. However, evidence suggests that in times of worldwide financial crisis, a program like PH should not be reduced or abandoned, one reason being that the initiative is self-sustainable and underpinned by a robust social responsibility approach.

For instance, CEMEX conducted research on the Bottom of the Pyramid after the Mexican economic crisis in 1995–1996. One finding was that the informal sector (Bottom of the Pyramid) is less affected by crises of this nature than the formal one.11

CEMEX, as the founder company of Patrimonio Hoy and of the other mentioned programs, is aware of these circumstances and has demonstrated its long-term social and economic commitment to continuing its social responsibility efforts even in these difficult times.

Annex

Opportunities for the Majority Index: Analysis of Corporate Performance in Latin America and the Caribbean

Final Report (2007) prepared by Innovest Strategic Value Advisors prepared for the Inter-American Development Bank

Table 2 OM Leadership Index. Those companies that scored in the top tier (above 4.0) form the OM Leadership Index.
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Update Endnotes

1. Part of the membership fees cover the improvement of local public schools (PH Escolar), to which PH delivers material and offers technical assistance.

2. Furthermore, the executing institution—Consejo Nacional de Vivivenda (CONAVI)—has ranked PH on the first position with an approval of 99 percent of its operations.

3. PH realized in 2007 a six-month participatory research with the aim to measure and better understand positive impacts, to avoid negative impacts, to identify best practices, and to include them in its business model. As a result, now PH also collects data about impacts in its monitoring system.

4. It is an international consensus now that poverty is multidimensional. The theoretical framework used is developed by the Development Assistance Committee (DAC), which defines five interactive dimensions of poverty and well-being: human, economic, protective, socio-cultural, and political, which are also interrelated with gender and environment (DAC 2002).

5. “Over 70% of the population of the LAC region lives on less than $3,260 a year. This ‘majority’ of the population is both deprived of access to opportunities for wealth creation and underserved by the products and services that effective markets provide. Throughout the region, moreover, the wealthy have benefited more from the economic growth of the past decade than have the poor.” See in detail annex: Opportunities for the Majority Index—Innovest Final Report (2007).

6. The GTZ is an international cooperation enterprise for sustainable development with worldwide operations. Its corporate objective is to improve people’s living conditions on a sustainable basis.

7. InWEnt—Capacity Building International, Germany, is a nonprofit organization with worldwide operations dedicated to human resource development, advanced training, and dialogue. InWEnt is commissioned by the German Federal Government, the German business sector, and the German Federal States.

8. See the article published in the World Bank Institutes magazine Development Outreach (June 2008).

9. Likewise for Mejora Tu Calle, PH conducted in 2008 a three-month participatory research with the aim of measuring and better understanding positive impacts, avoiding negative impacts, and identifying best practices that could be be included in its business model.

10. Boca del Río, Linares, Mazatlán, Puerto Pe—asco, Hidalgo, Huichapan, Mérida, Tamuín, Tepeaca, Valles, and Zapotiltic

11. The low-income segment has traditionally been an important cement market segment demanding about 30 to 40 percent of the bagged cement produced in Mexico. During the 1995–1996 economic crisis, the cement demand of the formal sector decreased by 50 percent; meanwhile, the demand of the informal sector was reduced by less than 20 percent.


Hindustan Unilever: Lifebuoy Soap

“Every time a diarrheal episode takes place, and for a poor family this could be two to six times a year, there are treatment costs, there are medicine costs, there are doctor costs. And so there is a spectrum of savings that is amassed.”

—Yuri Jain

Diarrhea is the third-highest cause of death in the world in the category of infectious diseases, behind only acute respiratory infections and AIDS. It accounts for 2.2 million deaths annually.1 The paradox of diarrheal disease is that the solution is known and inexpensive, but it is difficult to reach and educate the poor about the need to wash their hands with soap. Diarrheal disease is particularly prevalent in the developing world and takes a tremendous toll on the public health, especially among the poor and children.


The paradox of diarrheal disease is that the solution is known and inexpensive, but it is difficult to reach and educate the poor about the need to wash their hands with soap.



India alone accounts for 30 percent of all diarrheal deaths in the world.2 In fact, in India, 19.2 percent of all children suffer from diarrhea. Access to safe water and sanitation facilities and instruction on better hygiene practices represent relatively simple preventive measures, yet getting the message to the poor was a hurdle that in India took an innovative approach combining the efforts of Hindustan Level Limited (HLL), the largest soap seller in India and a subsidiary of Unilever, in a public-private partnership for a solution—marketing a common consumer good: soap.

Human excreta is the main source of diarrheal pathogens.3 A lack of adequate sanitation facilities for disposal of excreta and poor hygiene practices results in the diarrheal disease pathogens being carried throughout the human environment. Hands are the main vector of diarrheal pathogens, transferring them from surface to surface and person to person.4 Hands are used to feed children and prepare food, and in an Indian context, people do not typically use knives and forks.


Hands are the main vector of diarrheal pathogens, transferring them from surface to surface and person to person.



A lack of sanitation facilities is also widespread throughout India. The majority of India’s population is poor, with approximately 83 percent of the population (885 million people) earning a median household income of less than 2,000 rupees ($43) per month.5 Almost 35 percent of the country is living below the poverty line.6,7 Hand-washing habits also differ between urban and rural areas. Twenty-six percent of urban Indians (173 million) and 74 percent of rural Indians (492 million) do not wash their hands with soap every day.8 Although the penetration of soap in Indian households is actually high, with 95 percent of Indian households owning soap, 665 million Indians do not use soap every day. Others use substitute products such as clay, ash, or mud. After visiting the toilet and before and after every meal, 62 percent of the population used water plus ash/mud, 24 percent used water alone, and only 14 percent used soap and water.9


Hand-washing habits also differ between urban and rural areas.



If a solution to diarrheal disease is simply washing hands with soap, why is this problem still stunningly pervasive? Historically, this issue has been approached as a public-health issue that could be solved through large infrastructure projects, a timely and costly proposition for governments in developing countries. In addition, three other reasons are ascribed for the persistent incidence of diarrhea.10 First, the disease fell into the multiple domains of Ministries of Public Health, Water, or Environment. However, no group ever assumed full responsibility for the disease. Second, attention has been focused on “hot” issues such as HIV that command more public attention, leaving diarrheal disease to be “championed by no one.” Third, behavior programs to address diarrheal disease are difficult to design and implement, and are “more complex and problematic than expected.”

Changes in consumer beliefs and behavior are especially difficult to engineer in India. First, a deep understanding of the current practices, motivations, and hindrances preventing the use of soap and hand washing is required. This understanding is difficult to obtain in a country dominated by local cultures. India’s billion citizens are spread across 25 states and 7 union territories. They speak more than 15 official languages and 325 different dialects, many of which are so different they are only understandable to those in a small geographic area.11 Second, messages on health and hygiene to create behavior change are difficult to communicate to dispersed populations. Many rural parts of India are “media dark” areas, where citizens have little to no access to mass-media channels.12 Only 22 percent of the population has a TV, and only 43 percent has a radio.13 This lack of a mass-communication venue adds complexities and costs to education campaigns, requiring targeted messages distributed through unconventional means.


Changes in consumer beliefs and behavior are especially difficult to engineer in India.




In recent years, the CEO’s increasing focus on differentiating HLL’s products based on a health platform has pushed employees to delve deeper into consumers’ needs and behaviors in an effort to find opportunities to make their products become imperative to a family’s health and safety.



HLL is the largest soap and detergent manufacturer in India, with $2.4 billion in sales, 40 percent of which is from soaps and detergents.14 In recent years, the CEO’s increasing focus on differentiating HLL’s products based on a health platform has pushed employees to delve deeper into consumers’ needs and behaviors in an effort to find opportunities to make their products become imperative to a family’s health and safety. Currently, HLL accounts for 60 percent of all soap sales in India. Other large competitors include Nirma, with 11 percent of the market, Godrej Soaps with 6.2 percent, and Johnson & Johnson with 1.6 percent.15 Only 5 percent of all soaps come from the small-scale sector. The market is subdivided into several segments, including discount, popular, premium, and super premium, with the discount segment currently the largest segment in India.

HLL sought out initiatives that connect the use of soap to health and hygiene behaviors, including hand washing. In the fall of 2000, as part of its research centered around hand washing, HLL learned of a public-private partnership (PPP) being developed between the World Bank, the Water and Sanitation Program, the London School of Hygiene and Tropical Medicine, UNICEF, USAID, and the Environmental Health Project. The PPP envisioned a large-scale hand-washing intervention that used lessons learned from pilot projects to promote the approach on a global scale. They entitled the initiative the Global Public-Private Partnership for Handwashing with Soap (later to become Health in Your Hands—A Public Private Partnership).

The structure for the program was based on the successful Central American Handwashing Initiative, a public-private partnership that united four private corporations (La Popular, Colgate-Palmolive, Unisola [Unilever], and Punto Rojo), the USAID, and UNICEF.16 Before the program was initiated, diarrheal disease caused “19 percent of under-five mortalities in Honduras, 23 percent in Nicaragua, 20 percent in El Salvador, and 45 percent in Guatemala.” The initiative developed hand-washing education messages that each private partner incorporated into its own marketing campaigns. The hand-washing program resulted in a “30 percent increase in hygienic hand-washing behavior in mothers and an estimated 1,287,000 fewer days of diarrhea per year for children less than five years of age in the two lowest socioeconomic groups.”


The initiative developed hand-washing education messages that each private partner incorporated into its own marketing campaigns.



At the same time HLL was trying to expand the soap market through the PPP, one of its oldest and most successful soap products, Lifebuoy, was losing top-line growth at the rate of 15 percent to 20 percent per year, starting in 1999.17 The Lifebuoy brand team was trying to determine appropriate next steps to revive the ailing brand and began to look toward hand washing. As a means of countering sales declines, the Lifebuoy brand looked to HLL’s work on the PPP for new ways to attract and win customers.

The team decided to leverage the historical brand platform of health by tying soap usage to the eradication of family health problems. HLL also linked the data demonstrating how soap can help eliminate common health problems, such as diarrhea, to Lifebuoy, finding that members of families often experience stomach infections (diarrhea), eye infections, and infected sores. As described by Yuri Jain, this results in a significant loss of time and disposable income for an Indian family: “Every time a diarrheal episode takes place, and for a poor family this could be two to six times a year, there are treatment costs, there are medicine costs, there are doctor costs. And so there is a spectrum of savings that is amassed.”18 The team also changed the target audience from men to entire families, to expand its audience for the health message and to cater to the increased influence of women on household purchases. HLL hoped this revitalized health platform would create relevance for the new Lifebuoy target consumers and reassure existing customers that it was still health soap.

To address the health needs of one billion Indians, the team created a reformulation that was relevant, accessible, and affordable to the mass market. HLL replaced the carbolic smell with a more fragrant smell to better appeal to families and women. The team also changed the manufacturing process from “hard” soap production to milled soap production, a change that made Lifebuoy longer-lasting and produced more lather.19 Its new positioning was now targeted at the entire family’s health.

In addition to these changes, HLL wanted to ensure it could differentiate its product on a health platform. The team decided to add Triclosan, a common antibacterial agent, to strengthen the antibacterial power of the soap. In Europe and the United States, Triclosan has been the center of the antibacterial controversy. Dr. Laura McMurray at Tufts University School of Medicine found evidence that bacteria could develop resistance to Triclosan and propel the creation of more dangerous forms of bacteria.20 Despite these criticisms, HLL believed the use of an antibacterial agent was critical in producing the health impact of eradicating and preventing germ regrowth. They named the ingredient Active-B as a cue to the consumer that Lifebuoy provided additional health benefits over other soaps.

The team also had to ensure Lifebuoy was still affordable for its consumers. HLL Chairman Manvinder Singh Banga explained: “Lifebuoy is priced to be affordable to the masses.... Very often in business you find that people do cost-plus pricing. They figure out what their cost is, and then they add a margin and figure that’s their selling price. What we have learned is that when you deal with mass markets, you can’t work like that. You have to start by saying I’m going to offer this benefit; let’s say it’s germ kill. Let’s say it’s Lifebuoy. You have to work out what people are going to pay. That’s my price. Now what’s my target margin? And that gives you your target cost—or a challenge cost. Then you have to create a business model that delivers that challenge cost.”21

As a starting place, the Indian state of Kerala was chosen for the pilot program. Despite higher levels of education and sanitation access, research studies in Kerala found that only 42 percent of mothers used soap after using the toilet, 25 percent used soap after cleaning up a child, 11 percent used soap before eating, and 10 percent used soap before preparing food. The Kerala results also showed those who did not wash with soap were five times more likely to have diarrhea than those who washed with soap.

Based on this data, the PPP designed a program that tried to link the hand-washing initiative to life-changing events or times when new behaviors are most likely to be adopted (such as the arrival of a new baby or vaccination).22 The complete program was to include four main pieces: a direct-contact campaign, a mass-media campaign, evaluation, and communications development. The first piece was a direct-contact program for women when they visited health or social service institutions. The PPP also designed a direct-contact program in schools, consisting of four health hygiene education days per year and the creation of a mandatory lunchtime hand-washing program for children ages 6 to 11. Finally, the plan included a mass-media campaign.

Calculations for Kerala suggested that through this program, “Seventy percent of households would be reached 43 times a year via mass media, and 35 percent of households would be reached 9 times a year through the direct-contact program.”23 The initial cost estimate for Kerala was a little more than $10 million spread over three years to cover the whole state. Per-person costs were estimated to be $.10 per year.24 Program administrators estimated that savings in health-care costs would cover total program costs after two years.

The Indian government agreed to fund the mass-media campaign, while the Kerala government and UNICEF agreed to pay for the direct contact program.25 The World Health Organization took charge of the evaluation function, and the private sector agreed to fund the communications research and message development. This allocation of costs among partners allowed each party to achieve a larger objective while only bearing a portion of the costs each year. The private sector committed to take on one-third of total program costs. These costs were further divided among all participating companies (primarily HLL, P&G, and Colgate-Palmolive). HLL agreed to bear the majority of the private-sector costs because it is the largest player in the market. However, this funding model might change. In total, HLL planned to contribute almost $776,000 per year (15 percent of total program costs) or $.027 per head per year.26

For HLL, it was an opportunity to stimulate demand for soap through education campaigns. The health sector and development agencies sought to leverage additional resources and expertise in designing and implementing education campaigns. The government sought to reduce costs and gain professional communication skills and resources in tackling the general health issues associated with diarrheal disease.


For HLL, it was an opportunity to stimulate demand for soap through education campaigns. The health sector and development agencies sought to leverage additional resources and expertise in designing and implementing education campaigns. The government sought to reduce costs and gain professional communication skills and resources in tackling the general health issues associated with diarrheal disease.



Program design and implementation plans progressed until the spring of 2002, when nonprofit groups and political opponents started speaking out against the initiative in Kerala. Environmental and antiglobalization activist Dr. Vedana Shiva, director of the Research Foundation for Science, Technology, and Natural Resource Policy, wrote, “Kerala has the highest access to safe water, highest knowledge of prevention of diarrhea because of high female literacy and local health practices such as the use of jeera water and high use of fluids during diarrhea. The World Bank project is an insult to Kerala’s knowledge regarding health and hygiene. It is in fact Kerala from where cleanliness and hygiene should be exported to the rest of the world. People of Kerala do not need a World Bank loan for being taught cleanliness.”27

Others accused the Kerala government of side-stepping the real problem: proper toilets and sanitation facilities.28 This opposition soon spread to politicians such as Mr. V.S. Achuthanandan, leader of the opposition in the state assembly, who began speaking out against the initiative.29 The criticism generated by adverse press began to hinder the PPP’s efforts. The World Bank asked the government of Kerala to respond to the criticism, but the state refused. Meanwhile, the state cabinet had not yet approved the proposal, bringing the initiative to a standstill. Final negotiations for the effort are under way, but as an alternative, the PPP has downsized the initiative from $10 million over three years to $2 million for one year30 and begun to discuss options of moving the initiative to other states in India.31

Moving forward with the downsized pilot, the PPP hired the Indian Market Research Bureau to conduct studies on hand-washing habits in Kerala. To reach its rural consumers, HLL had to first understand rural behaviors and preferences. HLL researched hygiene and hand-washing practices and the trigger points for using soap. HLL found that while attention to cleanliness has been increasing over time, most customers still associate cleanliness with the absence of dirt as opposed to the eradication of bacteria. For example, focus group and observational interview participants in rural areas often described their hands as being dirty if they were sticky, oily, discolored, or smelled badly. However, if their hands looked and felt clean, consumers considered their hands to be clean. Through this research, HLL determined the trigger for a consumer to wash his or her hands was to remove unpleasant contaminants, not to kill germs that cause infections. They also found this perception of “visual clean is safe clean” leads to infrequent hand washing and limited use of soap.

Focus group research showed similar results in that only 5 of 13 people washed their hands before eating, and only 10 of 18 washed their hands before preparing food.32 Moreover, if consumers did wash their hands, they most often used water or a proxy product for soap such as mud or ash. The same study found that after handling cow dung, 5 of 7 interviewees rinsed their hands with water, one washed with mud, and one used soap. Consumers were not using soap because they did not believe they were dirty or did not perceive that soap had added benefits over water or other materials. Therefore, HLL decided it would have to educate customers on germs and the consequences of germs on health to increase soap usage as a means of deterring bacterial infection.

HLL teamed up with the rural India outreach arm of Ogilvy & Mather to design a behavior change education campaign focused on uniting the health attributes of Lifebuoy soap with health messages of germ eradication. First, HLL and Ogilvy & Mather brainstormed a way to communicate the negative effects of “invisible” germs in an easily understandable and relevant message to the rural consumer. They also decided to highlight the unique attribute of Lifebuoy soap, Active-B. HLL and Ogilvy & Mather outlined the following key messages:

• Invisible germs are everywhere.

• Germs cause diseases common to rural families, including painful stomach, eye infections, and skin infections.

• Lifebuoy soap with Active-B can protect you from germs.

• Wash your hands with Lifebuoy soap to prevent infection.


HLL teamed up with the rural India outreach arm of Ogilvy & Mather to design a behavior change education campaign focused on uniting the health attributes of Lifebuoy soap with health messages of germ eradication.



HLL titled the program Lifebuoy Swasthya Chetna (Lifebuoy Glowing Health). HLL hoped to change the trigger for washing hands from “visual clean is safe clean” to a social convention of frequent hand washing.

Through strategic selection of villages, Swasthya Chetna has maximized use of limited funds to reach targeted demographics to increase Lifebuoy sales. This not only results in cost-savings and efficiencies, but also might be more effective than an unbranded campaign in creating behavior change. Research shows that use of a brand can help strengthen the health messages being delivered by conveying quality, increasing consumer confidence, and ensuring that messages are delivered in a nonpatronizing or nondemeaning tone.33 By reaching out to poor populations with strong brands and building habits involving their brands, HLL can create an unshakable hold on consumers’ wallets. Conversely, the PPP seeks overall market sales, which might or might not directly benefit HLL.

At the same time, promotion of a branded product can leave the company open to criticism. Therefore, it is important that the campaigns have a solid science-based foundation and are transparent. The Lifebuoy Swasthya Chetna campaign meets this criteria. As explained by Harpreet-Singh Tibbs, “We’re not shying away from the fact that Lifebuoy is going to benefit or we’re trying to get soap consumption up. We’re being upfront about it. But we’re also telling them that we’re doing something for the good of the community, and it’s there for you to see yourself. And that’s the reason we’re actually going into schools and schools are giving us permission to go in. Because they believe that what we’re saying is actually making sense.... I’m trying to develop the category because I believe soaps can reduce diarrheal incidents by 40 percent. And if you believe it’s true, there’s no reason why you should dispute this program.”34

A central challenge in “selling” health is the development of successful partnerships between private business and public-health offices and organizations. Both groups need to invest together to create the market for a product. Private organizations contribute competencies around behavior change and delivery of low-cost products, while public organizations provide access to consumers, in effect the channels to deliver messages and extend product reach. Both groups are investing in and addressing a common problem but are evaluated on producing two different results: NGOs and governments are interested in an increased quality of life, while private businesses seek increased earnings.


A central challenge in “selling” health is the development of successful partnerships between private business and public-health offices and organizations.



These different motivations produce an inherent tension in the public-private partnership model. This tension is apparent in the status of the highly publicized Global Handwashing Initiative PPP, where political roadblocks have slowed down the program and thus impacted HLL’s plans to deliver health education and expand the soap market. Yet, these lessons have helped HLL to transfer knowledge from the Global Handwashing Initiative PPP to improve its own branded health education program, Swasthya Chetna. Working with more localized partners, in this case village schools, HLL is rapidly scaling its program throughout rural India. By learning how to build partnerships and work in PPPs, even if toward seemingly different ends, HLL has gained a competitive advantage. HLL can leverage its experience accessing public-health channels to sell products as health solutions, while increasing its market share both in India and abroad.
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This case study was written by Mindy Murch and Kate Reeder under the supervision of Professor C.K. Prahalad. The case study is intended to be a catalyst for discussion and is not intended to illustrate effective or ineffective strategies.


For the update on HLL, see the “Hindustan Unilever Case Updates” section at the conclusion of “Hindustan Unilever: Iodized Salt (Annapurna Salt).”




Hindustan Unilever: Iodized Salt (Annapurna Salt)

Iodine deficiency disorder (IDD) is the world’s leading cause of mental disorders, including retardation and lowered IQ. Research indicates that 30 percent of the world’s population is at risk of IDD. Well-balanced diets provide the required amount of iodine, making the poor particularly susceptible to this condition. A beggar on the street with a prominent goiter on his neck is one visible sign of IDD. Children living in iodine-deficient areas have an average IQ 13 points less than that of children in iodine-sufficient areas. The most severe form of this disease is hypothyroidism and is prevalent among young children in remote areas where the daily iodine intake is less than 25 micrograms (mcg).1 Hypothyroidism causes cretinism, gross mental retardation, and short stature. In India, almost 90 percent of the population earns less than $3,000 per year;2 over 70 million are already afflicted with IDD, and another 200 million are at risk.3

Because even the poorest people eat salt, it is globally recognized as the best vehicle for supplementing diets with iodine. However, many still do not receive the required amount of iodine from salt because

• Only about 25 percent of edible salt in India is iodized.

• Many consumers are not educated as to the human body’s requirements for iodine, despite the availability of iodized salt in the marketplace.

• Even those who understand the importance of iodine might be reluctant to pay the premium for iodized salt over the cost of noniodized salt.

• Traditionally, iodized salt loses a significant amount of iodine in storage, transportation, and Indian cooking. Even consumers who purchase iodized salt for its health benefits might not actually receive the recommended daily allowance of iodine.

The paradox of IDD is that the solution is known and is inexpensive. The issues are how to reach and educate the poor while, at the same time, getting salt producers to innovate inexpensive methods to guarantee a minimum level of iodine concentration in salt. In developing countries, such as India, traditional methods of iodizing salt are no guarantee that the salt will retain its iodine content as it reaches the consumer.


The paradox of IDD is that the solution is known and is inexpensive. The issues are how to reach and educate the poor while, at the same time, getting salt producers to innovate inexpensive methods to guarantee a minimum level of iodine concentration in salt.



Nongovernmental organizations and governmental organizations are traditionally called on to solve problems pertaining to the poor and public-health crises such as IDD. Conversely, multinational corporations typically limit their involvement with the poor to corporate social responsibility. Although many multinational corporations have tapped into India’s wealthy, urban populations, few have attempted to reach the poor. Yet multinational corporations have a greater breadth of key capabilities, such as technological know-how, distribution networks, marketing experience, and financial backing that enable them to combat public-health problems such as IDD at a profit. The key to tackling epidemics such as IDD is the collaboration between nonprofits and multinational corporations.

Unlike other parts of the world, mineral salt only comprises 5 percent of the Indian salt market because India’s topography does not lend itself to salt mines. Ninety-five percent of Indian salt is obtained by “salt farming,” a lengthy evaporation process whereby seawater is pumped and stored in man-made inland pans. The salt market attracts a large number of producers, despite its being a low-unit-price business. Salt margins can be quite high, and although the absolute values of revenues and profits are not as high as some consumer products, such as soaps and detergents, the return on capital employed makes for an attractive business. India’s salt market is dominated by more than 300 local players producing unbranded products of varying quality. A few branded manufacturers produce 500,000 to 600,000 tons per year, whereas most local producers sell less than 1,000 tons.4 Because it is virtually impossible to differentiate refined salt on the basis of taste, smell, or color and because honest packaging laws are inadequately enforced, Indian consumers face unique challenges:

• Imitation brands such as Captain Hook in place of Captain Cook or Tota for Tata lead confused consumers to purchase the wrong product.

• Many manufacturers print “iodized salt” on packs when, in fact, the salt is not iodized.

Under pressure from the world health community, China (1995) and India (1997) banned the sale of noniodized salt. India’s Universal Salt Iodization law mandated that all salt manufacturers add at least 15 parts per million (ppm) of iodine to edible salt.5 The law was hailed as a positive step by the health community. However, it was vehemently protested by independent salt producers who accounted for nearly one-third of India’s salt production that was consumed by 200 million people. These producers argued they could not afford the additional cost of purchasing iodine, machinery, and packaging to iodize salt.6 Salt industry employees continued to consume noniodized salt. (This population is now afflicted with some of the highest incidences of IDD.) Succumbing to intense lobbying by the producers, many of whom operated manual 10-acre coastal plots that were leased from the government, the government of India repealed the Universal Salt Iodization law in July 2000. Although a few manufacturers voluntary added iodine, most uneducated consumers continued to purchase the lower-priced uniodized salts, perpetuating IDD. Since 2000, a few individual states, including Gujarat, have reversed the federal government’s repeal and forced manufacturers to iodize salt.

Environmental factors such as air moisture, high temperatures, poor quality of raw salt, impurities in salt, low environmental pH, and time before consumption can all exaggerate the instability of salt iodized with potassium iodate, resulting in excess iodine loss. Most Indian salt is farmed in desert areas near India’s coastline and must be transported long distances to reach consumers, adding storage time and exposure to external conditions. According to the National Institute of Nutrition (NIN) in Hyderabad, India, “Under Indian climate and storage conditions, iodine loss in fortified salt has been observed to be 25 percent to 35 percent in the first three months and 40 percent to 70 percent by one year.”7

Indians’ unique cooking style leads to further iodine loss. Traditional Indian cooking calls for salt to be added before food is fully heated, boiled, fried, or cooked; this contrasts with most Western cooking, in which salt is added for taste after food has been completely cooked. In addition, the varying pH levels of Indian spices interact with salt and result in further iodine loss. “The loss of iodine in Indian culinary practices ranges from 20 percent to 70 percent.”8 The cumulative effect of heat, storage, and cooking can result in an almost complete loss of iodine by the time the consumer eats salt. Because salt is the primary carrier of iodine and a typical adult consumes 10 grams of salt per day, iodized salt must deliver 15 ppm of iodine upon consumption to achieve the recommended daily allowance of 150 milligrams of iodine per day. Acknowledging that iodine is lost during storage and transport, the Indian Prevention of Food Adulteration law of September 2000 mandated that manufacturers of iodized salt add at least 30 ppm of iodine to ensure that 15 ppm are delivered to the consumer at retail. This law, however, did not take into account the iodine lost during “Indian cooking.”9


The cumulative effect of heat, storage, and cooking can result in an almost complete loss of iodine by the time the consumer eats salt.



A few national players dominate the Indian salt market, which is also saturated with numerous local players. Although many brands of salt are also iodized, Annapurna, a product of Hindustan Lever Ltd. (HLL), was the first to be marketed based on the iodized and healthful platforms. As the government of India and the International Council for the Control of Iodine Deficiency increased attention on the problems of iodine deficiency and the role salt could play to combat IDD, HLL seized the opportunity to become the first to market salt on an iodized platform. Though other branded salts were iodized, none were advertised as such. HLL became the first corporation to address IDD-related health concerns such as mental retardation and goiters and, subsequently, earned an endorsement from the International Council for the Control of Iodine Deficiency.


HLL became the first corporation to address IDD-related health concerns such as mental retardation and goiters and, subsequently, earned an endorsement from the International Council for the Control of Iodine Deficiency.



When determining which part of the salt market to enter, HLL considered which segments offered the greatest potential. HLL created the Annapurna brand for its new line of salt and atta (milled wheat flour). Annapurna (an means food or grain; purna means to prepare) is also the name of the Hindu goddess of abundance. In 1995, after considering input from brand managers and executives, Gunender Kapur, director of foods division, led his team to enter the refined salt market with the primary goal of upgrading the 75 percent unrefined market (Bottom-of-the-Pyramid consumers) to Annapurna and the secondary goal of converting branded consumers to Annapurna.

The 1997 launch of Annapurna salt forced HLL to compete at the lowest price point of any product in the history of HLL; the brand team realized the need to differentiate the commodity in the increasingly competitive salt market. After the launch, sales and market research indicated consumers were more interested in the appearance and taste of salt than its chemical properties.


Its research lab developed a proprietary product, K15, a stable iodine released only in an acidic environment such as the human stomach, which ensures that as much iodine as possible gets into human systems instead of being lost in the cooking process.



HLL made sure its product actually was more effective in conveying iodine. Its research lab developed a proprietary product, K15, a stable iodine released only in an acidic environment such as the human stomach, which ensures that as much iodine as possible gets into human systems instead of being lost in the cooking process. The salt team believed all mothers are motivated by the same dreams of bright, healthy children. As a result, all Annapurna’s subsequent advertisements conveyed this message. During the 2001 relaunch of Annapurna with K15, HLL aired a puppet show about IDD on Doordharshan, an Indian government-run television network, sharing costs equally with the network. The infomercial was extremely successful. According to HLL market analysis, the target group viewed Annapurna advertisements an average of four times. Although the long-term retention is unknown, the immediate recollection of the advertisement’s message was about 90 percent.

Transport times can be long because of India’s poor road infrastructure. HLL also had to look to getting its product to market swiftly. Because the shelf life of salt is only one year, minimizing storage time in the godowns (storage areas), decreasing transport distances, and increasing the number of consumer purchase points are vital. The Annapurna salt supply chain varies significantly from region to region and takes between one and a half to six months from natural evaporation of sea salt to a customer’s purchase, the bulk of which is during the salt farming stage. In response to these concerns, HLL successfully executed a salt supply-chain innovation in the beginning of 2001. HLL began to use rail, mitigating some of the problems with trucking and earning an edge on competitors.

HLL also recognized the Bottom of the Pyramid’s inability to pay for large packages of salt. Annapurna responded by introducing 200g and 500g low-unit-price packs to appeal to these consumers. Although the proportionate cost of manufacturing low-unit-priced packs is currently higher than that of the 1kg bag, HLL is researching technologies that would drive the cost down. Another way HLL aims to increase consumer demand for Annapurna salt is by aggressively increasing volumes in retail outlets. Although stockists educate retailers on HLL brand differentiation, most retail outlets are driven primarily by margins and schemes (promotions). Most dealers sell brands from a variety of companies, many of which offer competitive schemes. Annapurna salt successfully penetrated many retail chains and converted shopkeepers with superior promotions. These schemes have spawned price wars among manufacturers and resulted in even less brand loyalty from store owners.

The company also had to develop means beyond standard mass marketing to reach India’s poor. As Vindi Banga, chairman and CEO, HLL, says, “One of the greatest challenges with rural India is that the media only reaches 50 percent of the population. This leaves over 500 million people that don’t see your message. The population lives in 600,000 villages, and over half don’t have motorable roads, so we needed unique means to communicate to them. This challenge is the same in other emerging markets.” This awareness led to Project Shakti. Shakti (meaning strength in Sanskrit) is a direct-to-consumer initiative targeted at individuals in the Bottom of the Pyramid in rural India.

Project Shakti utilizes women’s self-help groups (SHGs) for entrepreneur development training to operate as a “rural direct-to-home” sales force, educating consumers on the health and hygiene benefits of HLL brands and nurturing relationships to reinforce the HLL message. This direct-to-consumer initiative is expected to not only stimulate demand and consumption to earn huge profits for HLL, but also to change the lives of people in rural India, something that mass marketing alone cannot accomplish.


Project Shakti utilizes women’s self-help groups (SHGs) for entrepreneur development training to operate as a “rural direct-to-home” sales force, educating consumers on the health and hygiene benefits of HLL brands and nurturing relationships to reinforce the HLL message.



A Shakti dealer or Shakti amma (mother) works as an HLL direct-to-consumer distributor, selling primarily to individuals from her SHG. She also relies on smaller distributors, retailers, and consumers in six to ten satellite villages to supplement her business. Most training is in a market setting (versus a classroom) with dealers learning selling, business, and record-keeping skills. Although sharing success stories with other dealers in a classroom could be beneficial, HLL has found the logistics difficult to manage.

The Shakti pracharani or communicator is a person hired on a fixed monthly sum and typically earns less than a Shakti dealer. An ideal pracharani is confident and outspoken, with excellent communication skills. Unlike the dealer, whose travel is limited to her village and a few satellite villages, the pracharani must travel throughout the district. She is paid bonuses for attending more than her required number of SHG meetings. At such meetings, she facilitates games and tests members’ knowledge with questions such as how to identify Annapurna salt from an imitation product. True to HLL’s vision...

• A picture of a laughing sun (the universal symbol for iodine) is printed on all Annapurna salt packaging so that those speaking other languages or even the illiterate can recognize the symbol and identify Annapurna salt.

• The Pracharani distributes pamphlets and other educational material on IDD during SHG meetings.

• Other educational marketing initiatives such as a two-week Annapurna salt drive and Iodine Day (as a part of World Health Day) further the stable iodine message in rural markets.

From the corporate perspective, Shakti’s greatest challenge is distribution with India’s underdeveloped infrastructure. For the sales managers on the front line, training rural women to work on their own for the first time poses the primary hurdle. For dealers and pracharanis, educating rural consumers about the quality of HLL products continues to prove difficult because most villagers are accustomed to less-expensive, unbranded, local products. Even if they are convinced of HLL’s marketing message, many imitation products cloud the market and confuse consumers.


HLL is demonstrating that for multinational corporations, the Bottom of the Pyramid can serve as a profitable impetus of innovative technology and marketing savvy, and that corporations together with nongovernmental organizations can address social problems at affordable costs.



HLL is demonstrating that for multinational corporations, the bottom of the pyramid can serve as a profitable impetus of innovative technology and marketing savvy, and that corporations together with nongovernmental organizations can address social problems at affordable costs. Annapurna salt’s K15 technology is uniquely positioned to combat IDD, a worldwide health problem, while delivering substantial profits to HLL. Similarly, Project Shakti is proving to be a repeatable model that can empower the Bottom of the Pyramid to enhance their quality of life and help pave a road from the bottom of the neglected social strata to a sought-after market. Although these accomplishments are admirable, several questions still remain. It is unclear whether Annapurna consumers truly appreciate the breakthrough technology embedded within the salt and purchase it because of K15, or whether most sales are a result of margin-driven shopkeepers who push Annapurna over other brands. HLL has not yet determined whether consumers are willing to pay a price premium for Annapurna based on the technology alone. Only time will tell; until then, HLL is working to decrease costs, which in turn can lead to a price decrease of Annapurna salt if the market demands it.

Should HLL keep the K15 technology proprietary? If K15 alone is not a differentiator in the sale of the product, would HLL earn higher profits by licensing the technology to other salt manufacturers and, at the same time, battle the IDD endemic on a larger scale?

HLL acknowledges that for Project Shakti to be a significant part of the company’s rural penetration, dealers and communicators must be well trained. It is unclear how dealers will perform in an expanded infrastructure. Also, HLL needs to determine whether the Project Shakti model is repeatable in other countries. Indian family structure and village interaction provide a unique diffusion mechanism that is an effective vehicle for Shakti. Whether this model would succeed in Africa, South America, or other parts of Asia (considering the cultural differences in village structures) must be further explored.

Even though these questions remain unanswered, HLL has developed an innovative model that other corporations can examine to determine how they might utilize the Bottom of the Pyramid to enhance their bottom line.
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Hindustan Unilever Case Updates

By Nitin Paranjpe, CEO & MD Hindustan Unilever Ltd. & Executive Vice President Unilever South Asia



I. Project Shakti

Hindustan Unilever’s (HUL) Project Shakti is a rural initiative that targets small villages populated by less than 2,000 individuals. It is a unique win-win initiative that catalyzes rural affluence even as it benefits business.

Project Shakti makes an impact on society in two ways—the Shakti Amma (mother) Entrepreneur program creates livelihood opportunities for underprivileged rural women of direct-to-consumer distributors of products like iodized Annapurna Salt and the Shakti Vani (the voice of Shakti) program improves quality of life by spreading health and hygiene awareness by women trained to communicate on those issues.

Project Shakti benefits business by significantly enhancing Hindustan Unilever’s direct rural reach, and by enabling Hindustan Unilever’s brands to communicate effectively in media-dark regions.

The Shakti Entrepreneur program recognizes that while micro credit plays a key role in alleviating poverty, its capability to do so depends on the availability of investment opportunities. Shakti contributes by creating profitable micro enterprise opportunities for rural women. Armed with micro credit, rural women become Shakti entrepreneurs: direct-to-home distributors in rural markets. This micro enterprise offers low risks and high returns. The products distributed are some of the country’s most trusted brands of consumer goods and include a range of mass-market products especially relevant to rural consumers. Moreover, Hindustan Unilever invests its resources in training the entrepreneurs, helping them become confident, business-savvy professionals capable of running their own enterprise.

Shakti entrepreneurs typically earn between 600 Rupees (R.) to Rs 800 per month. Because most of these women are from below the poverty line and live in extremely small villages (with a population between 2,000 to 5,000), this earning is significant and often doubles their household incomes.

Poor hygiene practices are the single largest cause of common diseases, such as diarrhea. Lack of awareness of basic health and hygiene practices kills more than 500,000 children every year in rural India. The Shakti Vani Program educates the rural community about basic health practices. Rural women are appointed as Vanis (communicators) and trained to communicate in social venues, such as schools and village get-togethers. The Vani program covers areas including pre- and post-natal care, infant nutrition, sanitation, good hygiene practices, and the prevention of common diseases. By the end of 2007, the Vani program had covered more than 50,000 villages, reaching out to more than 50 million people.

Various central and state government agencies, including the governments of Andhra Pradesh, Karnataka, Madhya Pradesh, Chhatisgarh, Uttar Pradesh, and Orissa have extended support to Shakti. More than 300 NGOs are actively involved in the project. A national MOU (memorandum of understanding) has been signed with CARE India, covering the fields of health and hygiene awareness and functional adult literacy.

Shakti’s impact on society is far-reaching. The Shakti entrepreneur program creates livelihood opportunities for underprivileged rural women. It has already improved the lives of more than 45,000 families of Shakti entrepreneurs, Vanis, and iShakti kiosk entrepreneurs. The Shakti Vani program works to improve the quality of life in rural India, by spreading awareness of best practices in health and hygiene. The iShakti community portal empowers rural community by creating access to information.

Shakti operates in fifteen states: Andhra Pradesh, Karnataka, Tamil Nadu, Gujarat, Madhya Pradesh, Chattisgarh, Maharashtra, Uttar Pradesh, Punjab, Haryana, Rajasthan, West Bengal, Bihar, Jharkhand, and Orissa. There are more than 45,000 Shakti entrepreneurs covering more than 135,000 villages across 15 states. The Vani program has covered more than 50,000 villages.

Since 2007, Hindustan Unilever has also started several new initiatives to help the Shakti entrepreneurs get additional sources of income. Hindustan Unilever has made a tie-up with an affiliate of USAID that is piloting a project to sell ORS (Oral Rehydration Salt) to villagers. Directionally efforts are planned to create a larger community of Shakti Entrepreneurs that will work together to develop themselves.



II. The Challenge of Safe Drinking Water

A major source of disease in the developing world is poor-quality drinking water—in fact, 80 percent of all diseases are water-borne, and this burden is most acute among the poor. As an example, it is estimated that every year, there are four billion episodes of diarrheal disease, with two million child fatalities. In this context, the World Health Organization (WHO) has established that water purification inside the homes will reduce diarrheal and enteric diseases substantially, even in the absence of other hygiene measures.

Given this context, Hindustan Unilever has embarked on a mission to provide safe and affordable drinking water through in-home water purification. Unilever scientists have worked for many years to develop a range of technological breakthroughs that have led to the creation of Pureit, which is an affordable in-home water purifier that provides water that is as safe as boiled water, thereby providing children and families complete protection from all water-borne diseases including diarrhea, jaundice, typhoid, and cholera.

Pureit’s germ-kill performance meets the criteria of the Environmental Protection Agency (EPA)—the toughest regulatory agency in the USA. This ensures that consumers are protected even with the most severe germ contamination that they might come across in their drinking water. The Pureit technology is the only one in the world that provides this level of safety without dependence on electricity, pressurized tap water, or cooking gas, thereby making safe drinking water both accessible and affordable to urban and far-flung rural families. What is remarkable is how affordable Pureit is—at a price of just 24 paisa per liter of water, with an upfront cost of Rs 2000.

The Government of India’s premier health assessment agency, the National Institute of Epidemiology (NIE) has conducted a year-long scientific study on the impact of Pureit on diarrheal disease in the slums of the tsunami affected southern Indian city of Chennai. The NIE scientifically established that homes using Pureit had a 50 percent lower incidence of diarrhea. Notably, this health benefit was delivered even in the absence of any other health, hygiene, or sanitation intervention.

In 2008, Hindustan Unilever completed the launch of Pureit throughout India. More than five million people have already been protected by Pureit. The company is working with leading national and international social and nongovernment organizations to bring the benefit of safe drinking water to the needy.

Reflective of growing external recognition, Pureit has received the following awards in 2008: i) the Water Digest award supported by UNESCO for the best domestic nonelectric water purifier; ii) the Golden Peacock innovative product award; and iii) the innovation award in India from the United Kingdom Trade and Investment organization.

Based on the high consumer acceptance of Pureit, Unilever has an ambitious vision of bringing safe water to many millions more. This ambitious vision would, in turn, make a significant contribution in helping to achieve the United Nations’ Global Millennium Development Goals.



III. Lifebuoy Swasthya Chetna—Health and Hygiene Education

Lifebuoy Swastya Chetna (LBSC) is a rural health and hygiene initiative that was started in 2002. LBSC was initiated in media-dark villages (in Uttar Pradesh, Madhya Pradesh, Bihar, West Bengal, Maharashtra, Orissa) with the objective of spreading awareness about the importance of washing hands with soap.

The need for a program of this nature arose from the fact that diarrhea is a major cause of death in the world today. It is estimated that diarrhea claims the life of a child every 10 seconds, and one-third of these deaths are in India. According to a study done by the London School of Hygiene and Tropical Medicine, the simple practice of washing hands with soap and water can reduce diarrhea by as much as 47 percent. However, ignorance of such basic hygiene practices leads to high mortality rates in rural India.

Being India’s leading personal wash health brand, Lifebuoy saw a role for itself in propagating the message of hygiene and health in villages. Hindustan Lever launched its Lifebuoy Swasthya Chetna initiative with this in mind.

LBSC is a multiphased activity that works toward effecting behavior change among the rural population it touches. It demonstrates that “visible clean is not really clean,” thereby proving the importance of washing hands. It targets children because they are the harbingers of change in society and mothers because they are the custodians of health.

The campaign has been divided into various phases. In the initial phase, a Health Development Officer (HDO) and an assistant initiates contact and interacts with students and influencers of the community (Key Opinion Leaders)—that is, village community representatives, medical practitioners, school teachers, and so on. A number of tools such as a pictorial story in a flip chart format, a “Glo-germ demonstration,” and a quiz with attractive prizes to reinforce the message are used. The “Glo-Germ demonstration” is a unique tool to make unseen germs visible and emphasize the need to use soap to wash hands and kill germs. Each phase of the activity is customized to the needs of the respective group, interactive games for kids and mothers, and such. The various stages reinforce the message, which is crucial to affect awareness and behavior change in favor of hand wash hygiene.

The program involves meeting the local Panchayat bodies—especially Anganwaadi workers—and seeks their help in implementation at the village level. The program was working closely with government bodies such as NRHM and also UNICEF (2008) for Initiatives on Hand Washing programs.

The Indian postal department released a special postal cover on Lifebuoy Swatshya Chetna on the occasion of World Health Day (April 7) in 2006.

The Department of Posts has a long history of honoring great personalities, institutions, and monuments through commemorative postage stamps. A few events are commemorated by the Department of Posts through the issue of a Special Postal Cover. Special Postal Covers are of great importance and philatelic relevance that have emerged as a vehicle to accord symbolic recognition to past and present events and to honor individuals, institutions, and organizations. Lifebuoy is the first and the only brand to receive this honor and recognition in India.

The impact of LBSC is as follows:

• Increase in awareness of germs among the population covered in this campaign from 52 percent to 83 percent.

• Increase in association of germs with disease in the population covered from 35 percent to 57 percent.

• Since 2002, the project has touched 50,676 villages and 120,000 million people. In 2008, LBSC had contacted 15,000 villages in Uttar Pradesh, Madhya Pradesh, Maharashtra, Bihar, and Karnataka.


Jaipur Foot: Prosthetics for the Poor

At age fourteen, Sudha Chandran, an aspiring dancer, lost her right foot and part of her leg in a car accident. Devastated and convinced she would never walk again, let alone dance, she spent several months on crutches. Then one day in 1984, she read about Jaipur Foot.

A prosthetic foot in the United States costs on average $8,000. This cost is far beyond the means of the poor in developing countries,1 and even many of the poor in the United States.2 As many as four billion people, in India and the rest of the world, live in poverty on less than two dollars per day. When someone loses a limb, the inability to work is catastrophic, often for a whole family. The Jaipur Foot is tailored specifically to the lifestyles of the poor and costs only about $30—affordable to all, and it is often given away free to many of the handicapped poor who have lost a limb. Here is a working model of a nongovernmental, nonreligious, and nonprofit organization able to financially sustain itself while helping the world’s disabled poor.3


The Jaipur Foot is tailored specifically to the lifestyles of the poor and costs only about $30—affordable to all, and it is often given away free to many of the handicapped poor who have lost a limb.



There are 10 to 25 million amputees in the world, a figure that grows by approximately 250,000 each year. People in developing countries are particularly susceptible to the loss of lower limbs4 from disease (70 percent), trauma (22 percent), congenital or birth defects (four percent), and tumors (four percent). In developing countries with recent war-torn histories, such as Afghanistan, land mines account for a significant number—approximately 300,000 children are severely disabled because of land mines, with an additional 15,000 to 20,000 new victims each year.5 In Afghanistan alone, there are nearly 10 million land mines.6 Diseases such as diabetes and even polio are the cause of even more of the amputees.

The Jaipur Foot was first developed in 1968 by Ram Chandra, one of Jaipur city’s finest sculptors. Concerned by the inadequacy of performance and the cost of imported artificial limbs, he began work on a rubber foot,7 which he refined with the help of Dr. P.K. Sethi, an orthopedic surgeon, Dr. S.C. Kasliwal, and Dr. Mahesh Udawat into what became known as the Jaipur Foot. To facilitate the spread of the foot, its creators decided not to patent it. Their society, Bhagwan Mahaveer Viklang Sahayata Samiti (BMVSS), was organized in 1975 to treat amputees and to distribute the product at as low a cost as possible, or for free when necessary.

The Jaipur Foot was designed to simulate normal foot movements and provide a quality solution for the masses that also allowed the poor to continue to earn a livelihood. Aspects specific to the cultural and working needs of the poor included being suitable to activities such as squatting, sitting cross-legged, walking on uneven ground, and barefoot walking. Other constraints the designers had to consider included the following:

• Poverty—The cost of fabrication, with the possibility of adjustments and alignments, had to be low (while creating an effective product).

• Closed economy—Limited import of foreign materials in India meant the foot had to be fabricated from readily available local materials.

• Work lifestyle—Most amputees work hard and long hours in an agricultural economy. Days spent without limbs threaten livelihood and sustenance, which is reason to seek an acceptable prosthesis that could be fitted quickly.

• Cultural issues—The everyday lifestyle involved sitting cross-legged, walking barefoot on uneven ground, and squatting.

• Limited training manpower—Lack of skilled labor relative to the huge demand for prostheses necessitated a simplified manufacturing process that could be performed with limited training.

The distribution of the Jaipur Foot occurs at BMVSS sites (of which there are seven in India, two in Jaipur alone) and at camps, including camps in 19 countries, including Afghanistan, Bangladesh, Dominican Republic, Honduras, Indonesia, Malawi, Nigeria, Nairobi, Nepal, Panama, Philippines, Papua New Guinea, Rwanda, Somalia, Trinidad, Vietnam, Zimbabwe, and Sudan. At a main site, such as one in Jaipur, a full-time doctor is on staff; other doctors contribute time to ensure the proper prosthetic fit and follow-up. Each foot is fitted by a technician, an artisan who makes the equivalent of $1,200 annually, about twice the per-capita income in India. The actual cost of materials used for an above-the-knee prosthetic foot is about $7.68, which includes the Jaipur Foot itself and the simulated joints for a below-knee limb. The most expensive piece of equipment used in a prosthetic fitting is the vacuum-forming machine used to get an exact replica of the mold of the patient’s remaining limb (stump). These run about $4,000 and last from five to seven years.

About 60 patients each day obtain prostheses from Jaipur Foot’s main facility in Jaipur, India. Remarkably, unless other medical conditions intervene, each patient is custom fitted with a prosthesis in one day—usually within three hours. The goal is to return the patient to his or her profession and an independent life after the patient’s first visit to the clinic. The society’s services do not just include a speedy fitting of a prosthesis. The operating process also attends to psychological needs, and there are on-site meals and overnight accommodations for patients at no cost. Free meals and accommodations are also provided for the patient’s family members who can therefore provide on-site support and comfort.

BMVSS has laid down extremely simple procedures for reception, admission, measurement taking, manufacturing, fitting, and discharge of patients. Unlike in all other medical centers all over the word, patients are admitted as they arrive without regard to the time of day. In addition, patients are provided boarding and lodging facilities at the centers of BMVSS until they are provided with limbs, calipers, or other aids. In most orthopedic centers around the world, patients must come back several times for a custom fit. This process can take several weeks. Such a system is unsuitable to poor patients who find it extremely difficult, both in physical and financial terms, to come back a second time from long distances. Jaipur Foot is custom fitted on the same day (in fact, in less than four hours). Most significant, the prosthetics, orthotics, and other aids and appliances are provided totally free of charge to the handicapped. But for this policy, more than 90 percent of the patients would have remained deprived of artificial limbs, calipers, and other aids and appliances. The setting up of patient-oriented value and management systems was an equally important innovation.

BMVSS has ten branches in India. In addition, approximately 60 workshops fabricate or fit the Jaipur Foot in India. The society also has aided the establishment of several centers abroad. Funded by the Indian government and philanthropic groups, BMVSS and similar organizations offer medical care, room, board, and a prosthetic at no cost to the patient. It also has helped launch free clinics in more than a dozen countries.

The determination was made at the outset that the Jaipur Foot prosthesis would be provided at a low cost, or free when necessary, which necessitated a nonprofit framework. The prospect of no (or little) incoming funds for prostheses fitted forced administrators to focus on containing costs. In particular, emphasis was placed on the cost of the materials used to construct the Jaipur Foot, the capital equipment required to fabricate the foot, and the method by which the foot was fitted to a patient to make the prosthesis widely available.

Cost-efficiency is reflected in Jaipur Foot’s annual expenses. Jaipur Foot’s expense breakout for the 2002 fiscal year underscores the efficiency of expense and underpins the society’s effort to serve as many patients as possible given its financial resources. About 90 percent of the company’s expenses in the 2002 fiscal year were directly related to the cost of producing and fitting prostheses for the poor. Another 7 percent of the company’s expenses went toward other forms of charitable assistance. Only 4 percent of its expenditures went toward administrative and overhead expenses.

The number of limbs fitted every year by Jaipur Foot is about 16,000. Between March 1975, when BMVSS was established, and March 2003, the society fitted 236,717 limbs in India (and 14,070 others around the world). BMVSS is still finding innovative ways to help the poor. With all of its innovations in technology and management, and understanding the needs of its patients, BMVSS has developed a unique business model. This model spreads the Jaipur Foot technology that allows rickshaw-wallah (pedicab operators) amputees to perform their job, farmer amputees to be farmers, and in the case of fourteen-year-old Sudha Chandran, classical Indian dancer amputees to be classical Indian dancers.

Endnotes

1. http://www.jaipurfoot.org.

2. According to Mark Taylor, from the University of Michigan Prosthetics Department, because of insurance company policies and high costs, only 50 percent of patients in the United States receive the prosthetic medical care they require.

3. Bhagwan Mahaveer Viklang Sahayata Samiti (BMVSS) fabricates and fits approximately 16,000 patients annually with the Jaipur Foot.

4. www.mossresourcenet.org/amputa.htm.

5. U.S. Centers for Disease Control, cited at www.openroads.org.

6. United Nations data.

7. A variation of the Solid Ankle Cushion Heel (SACH) foot developed in 1956 at the Biomechanics Laboratory at the University of California, Berkeley, which had become the most popular prosthetic foot.

This case study was written by Scott Macke, Ruchi Misra, and Ajay Sharma under the supervision of Professor C.K. Prahalad. The case study is intended to be a catalyst for discussion and is not intended to illustrate effective or ineffective strategies.

Jaipur Foot Update

By D.R. Mehta, founder and patron, Bhagwan Mahaveer Viklang Sahayata Samiti (BMVSS), Jaipur

Bhagwan Mahaveer Viklang Sahayata Samiti, the nongovernmental, voluntary society in India for helping the handicapped started in 1975, has expanded its reach. By the end of March 2008, the number of beneficiaries getting artificial limbs, calipers, wheelchairs, hand-paddled tricycles, crutches, and other aids and appliances has been in the millions. Of these, the number of persons getting artificial limbs was more than 3,300,000. Approximately 2,800,000 people got calipers. The other aids and appliances numbered 4,200,000. By the end of March 2009 (the end of the financial year), the total number of beneficiaries was approximately 10,900,000.

Since the first edition of The Fortune at the Bottom of the Pyramid BMVSS’s position as the world’s largest prosthetic provider continues with a further increase in the number of beneficiaries. In the financial year April 2007 to March 2008, the total number of beneficiaries of BMVSS was 66,181, of which the number of beneficiaries provided with artificial limbs was 20,181.

A comparison with the International Committee of Red Cross (ICRC) that runs a program called Special Fund for Disabled validates BMVSS as being the largest providers of aids and appliances to the Bottom of the Pyramid amputees. According to the Report of the International Committee of Red Cross Special Funds for Disabled for the years 2007 and 2008 drawn from the Internet provides the following points:

• In 2007, Special Funds for Disabled provided support for the handicapped in 28 countries through 58 projects in association with nongovernmental organizations.

• In 2007, Special Funds for Disabled contributed to the rehabilitation of approximately 15,000 persons worldwide, including the fitting of 8,970 artificial limbs and 9,752 calipers.

• In 2008 Special Funds for Disabled, the figures of the disabled rehabilitated has not been given, but it is mentioned that SFD was operated in 29 countries through 61 projects in association with nongovernmental organizations.

The first edition of The Bottom of the Pyramid mentions that the Jaipur Foot fabricated and fitted by the BMVSS costs less than $30 compared to $8,000 for a comparable prosthesis in the United States. Now, the cost of a Jaipur Foot is $40, while the comparable figures of the U.S. limbs are not known. But, considering the price increase of various raw materials and labor, the price might not be less than $12,000.

Despite the mass customization on such an increased scale, Jaipur Foot continues to be given free of cost to the amputees.

Whereas, at the time of the first edition, Jaipur Foot was in 16 countries, now 22 countries (including India) are covered by BMVSS in Asia, Africa, and Latin America.

BMVSS held camps in 19 countries. This figure has increased to 22 countries.

The number of branches of BMVSS in India was only 10. This number has gone up to 19 now (including two branches in Jaipur, one each in Delhi, Mumbai Chennai, Ahmedabad, Hyderabad, Bangalore, Indore, Patna, Srinagar, and Ambala, and seven more in the State of Rajasthan at Kota, Bikaner, Udaipur, Jodhpur, Pali, Bharatpur, and Ajmer). Further apart from helping other nongovernmental organizations to set up Jaipur centers in various countries, in 2007, BMVSS set up one artificial limb fitting center in Colombia-Madeline as a joint venture. BMVSS also became a technical partner in two artificial limb fitting centers in Pakistan (Karachi and Islamabad).

BMVSS not only supports the setting up of new artificial limb fitting centers by other organizations to help benefit more handicapped, it also has increased its own centers from 10 in 2002 to 19 by 2008 and was planning to cover all the major states of India within three years of that.

Jaipur Foot seeks constant technical improvement. BMVSS’s effort as a social organization is to combine sentiment with science. The philosophy of BMVSS is that poor patients will be helped properly only if the artificial limbs, even though given free of charge, should be constantly made into better and more lasting products. Toward this end, it has established links with world-renowned technology institutions like Stanford University and MIT in the United States and with the Space Research Organization (ISRO)—India’s topmost and one of the world’s leading scientific institutions. It is also establishing contact with IIT—Madras and Malviya Regional Engineering Deemed University—all for the improvement of existing devices and development of new devices.

Stanford University and BMVSS signed a letter of understanding in the beginning of 2008 for the development of a new knee joint for above knee prosthesis. In highly costly “above knee” prostheses, getting an efficient and cost-effective knee joint is a problem. After detailed computerized studies at Stanford, several visits of experts of Stanford to the center of BMVSS at Jaipur, and feedback from the patients provided by BMVSS, a new four-bar linkage knee joint has been developed. It is simple in design; however, it is very efficient. Field trials of this joint are under way at Jaipur Foot. The feedback up until now is very positive. Yet, the cost of this joint is only $25.

MIT has developed and given BMVSS a different prototype toward a different type of final product.

Further product development includes cooperative work with DOW Chemicals, a world-renowned chemical and polymer company, which is helping by providing better material and technical advice. Approximately 1,000 polyurethane foot pieces based on modified design of ISRO with material support and advice of DOW Chemicals have been put on field trials. The results so far are very positive.

In addition, BMVSS has signed a nonexclusive manufacturing agreement for the manufacture of special wheelchairs of the Whirlwind Wheelchair organization. These are light, sturdy, and safe. They will be exported all over the world.

BMVSS is also getting the hand-paddled tricycles and crutches of the Indian Standard Institute (ISI) certification. ISI joints for calipers are also underway.

In the workshop, special alignment systems have been imported from the United States, UK, and Germany for ensuring proper fit and gait.

Special emphasis has also been placed on training and repeated training of the technical staff, also available to the technicians of the other organizations making the Jaipur Foot, both in India and abroad. Bhagwan Mahaveer Viklang Sahayata Samiti is continuing its effort for its mass customization in India and abroad. Constant ongoing efforts are connecting with some of the best technology institutions in the world to improve the quality and reduce the cost so that the major problem of affordability of the standard products, in the disability segment of the health sector, is addressed even more effectively. The objective is “Jaipur Foot—that all may walk.” On the other hand, the patient-centric value system and humane management continues unabated. All these efforts and arrangements are ultimately for the goal: mobility and dignity.


Aravind Eye Care: The Most Precious Gift

For an estimated 45 million people worldwide, and nine million in India, the precious gift of sight has been snatched away, most often quite needlessly. One man, seized with a passion to eradicate needless blindness, decided to do something about it.

In 1976, Padmashree Dr. G. Venkataswamy, popularly referred to as Dr. V, retired from the Government Medical College, Madurai, as the head of the Department of Ophthalmology. Rather than settling for a quiet retired life, Dr. V was determined to continue the work he was doing at the Government Medical College, especially organizing rural eye camps to check sight, prescribe needed corrective glasses, do cataract and other surgeries as needed, and advise corrective and preventive measures: in short, provide quality eye care. This was to be provided to the poor and the rich alike. His vision was simple yet grand: Eradicate needless blindness at least in Tamil Nadu, his home state, if not in the entire nation of India.


His vision was simple yet grand: Eradicate needless blindness at least in Tamil Nadu, his home state, if not in the entire nation of India.



Dr. V. started a modest hospital with his personal savings and with partial government support1 for cataract surgeries done on poor patients from eye camps. From the beginning, a policy was put in place—there would be paying as well as free patients. The paying patients would be charged only moderately and not more than comparable hospitals in the city charged. There were to be no “five-star” customers to cross-subsidize the poor patients. Dr. V was certain that high productivity and volumes were necessary if the hospital were to be viable and generate a surplus to provide expansion funds.

Indeed, the hospital generated a surplus from the beginning, and using such surplus it was possible to open a 30-bed hospital within a year, in 1977. A 70-bed hospital meant exclusively for free patients was built in 1978. The existing paying hospital building was opened in 1981, with 250 beds and 80,000 square feet of space over five floors. The initial focus was on cataract surgery, but other specialties such as retina, cornea, glaucoma, pediatric ophthalmology, neuro-ophthalmology, uvea, low vision, and orbit were gradually added. No compromises were ever made on the equipment; they were of the best quality, and many were imported. However, the rooms (including those of doctors), waiting halls, and examination rooms were utilitarian. In 1984, a new 350-bed free hospital was opened to cater exclusively to free patients in Madurai. In stages, the number of beds increased to the present 1,468 beds (1,200 free and 268 paying) in the hospitals in Madurai.


The initial focus was on cataract surgery, but other specialties such as retina, cornea, glaucoma, pediatric ophthalmology, neuro-ophthalmology, uvea, low vision, and orbit were gradually added.



In addition, other hospitals in other towns in Tamil Nadu were being opened. In 1985, a 100-bed hospital at Theni, a small town 80 kilometers west of Madurai, was opened, mainly to cater to additional eye camp patients. A hospital with 400 beds was opened at Tirunelveli, a town 160 kilometers south of Madurai, in 1988. In 1997, an 874-bed hospital was opened in Coimbatore, the second-largest city of Tamil Nadu, to cater to the needs of the population in that area. In 2003, a 750-bed hospital was opened in Pondicherry (a Union Territory but within the geographical area of Tamil Nadu) to cater to the people living in northern Tamil Nadu. In total, the five Aravind Eye Hospitals (AEH) had 3,649 beds, consisting of 2,850 free and 799 paying beds.

Though the initial focus was on building hospitals and reaching out to the poor to do cataract surgeries, it was soon clear to Dr. V that to reach their goal of eradicating needless blindness, several other activities had to be put in place. Thus, over the years, these activities were added, and Aravind Eye Hospitals evolved into the Aravind Eye Care System, with its many divisions: Aurolab, the manufacturing facility set up primarily for manufacturing intraocular lenses; a training center named Lions Aravind Institute of Community Ophthalmology (LAICO); a center for ophthalmic research named Aravind Medical Research Foundation; a research center for women and children named Aravind Centre for Women, Children and Community Health; and an international eye bank named the Rotary Aravind International Eye Bank. All the activities of these divisions relate to the core mission of eradicating needless blindness.

Eye camps represented a popular way to reach out to rural communities. These camps were formed in different villages, with prior publicity in the form of posters, loudspeaker announcements from vehicles, and pamphlets. Charitable trusts or individuals sponsored the eye camps and contributed to the publicity necessary to get people to the camps. The government and institutions such as the World Bank covered the costs of surgery and treatment. The eye camp checkups and subsequent treatment were free for the patients. On the day of an eye camp, patients were examined, and those requiring surgery were advised of such. In some camps, surgeries were done in situ in makeshift tents. AEH believed this was neither hygienic nor productive, so it performed the surgeries only in its base hospitals. Follow-up checks and prescriptions for glasses were made in subsequent camps or during patients’ visits to hospitals.


Eye camps represented a popular way to reach out to rural communities.



The cost (for a sponsor) of an eye camp varies with the nature of the camp. A “small” camp with 300 outpatients (leading to about 60 patients for surgery) costs about 6,700 rupees, whereas a large camp, with 1,000 outpatients and 200 surgeries, can cost up to 42,500 rupees. Finding sponsors is not a problem. Generally, local NGOs, Lions and Rotary clubs, local industrialists, and businessmen and philanthropists sponsor the camps. Sponsors also cover publicity expenses (posters, pamphlets, banners, megaphone announcements from vehicles, and so on) and expenses related to the organization of the camps (usually in a school or public place).

Other community outreach programs at eye camps include a diabetic retinopathy management project that screens nearly 12,000 people per year, a community-based rehabilitation project supported by Sight Savers International that is aimed at rehabilitating incurably blind persons through community-based support, and an eye screening of school children that helps train teachers to detect eye defects so corrective measures can be taken early. (In 2002, for instance, 68,528 children in 80 schools were screened, and 3,075 children were given glasses to correct refractive errors.) The Aravind Medical Research Foundation coordinates ongoing research, such as clinical, population-based studies and social and health systems research conducted using the data readily available in the hospitals and the community outreach programs.

Despite having a majority of patients as free patients, the Aravind Eye Care System has always been financially self-supporting. Even from the beginning, it did not depend on government grants or donations (except for the support given by the government toward eye camp patients), and until recently it had not applied for any other government grants for service delivery. Dr. V, now in his 80s, stresses the point that not only is the Aravind Eye Care System self-sufficient in terms of operational income and expenditure, but it also takes care of capital expenditure for all expansion and new units. Said Dr. V: “You management people will tell me, why don’t you go to the banks, take loans, and grow faster? Cost of debt is low. But we, as a policy, will not go to the banks for loans, since it will compromise our freedom.” Each new hospital is not built until enough surplus has accumulated.


Despite having a majority of patients as free patients, the Aravind Eye Care System has always been financially self-supporting.



Aravind Eye Care System’s purchase of the best equipment available includes an IT system that tracks all patients, regulates workloads, and closely monitors postoperative complication rates. The contrasting utilitarian rooms for doctors and staff confirm that the emphasis is placed on quality care for patients. Doctors and staff work longer and harder than in other health-care programs, in large part driven by the spirit of Dr. V’s original commitment. The dedication of the earliest doctors and staff of the system extends itself with training and recruitment programs, among which is the Aravind Eye Hospital (AEH) & Post Graduate Institute of Ophthalmology, initiated in 1982, which had admitted around 30 resident doctors as of 2003. All admissions are based strictly on merit, and no admission or capitation fee are collected; the going rate in 2003 at other private teaching hospitals was about 1.5 to 2 million rupees.

Doctors are crucial at AEH, and most were recruited as residents. A doctor explained, “We do commit ourselves totally to the cause of eradication of avoidable blindness. That means we have to do a certain number of surgeries every day. (Each doctor does about 2,600 surgeries per year; the all-India average is about 400.) We have a unique culture based on service. All the doctors speak softly to patients and nurses. No shouting here. If a doctor behaves in an unacceptable manner, word goes around the hospital in no time, and the doctor will be in trouble. We believe in mutual respect as a core value.” The system also recruits and trains its own ophthalmic assistants (900 on staff each year, and 99 percent of those trained stay in the system). Nurses, like the doctors, are there because they want to be. As one nurse said, “I work more than the government hospital nurses do; I get paid a little less or at par with them, but I get much more respect in the society. When I go in the bus, someone will recognize that I work in AEH and offer me a seat or be nice to me. I really feel happy about it.” The staff strength of the Aravind Eye Hospital, Madurai, as of February 2003, was 762. For about 113 doctors, there were 307 nurses, 38 counselors, and 304 other staff. The pattern of staffing in other units is broadly similar.


Each doctor does about 2,600 surgeries per year; the all-India average is about 400.




“When I go in the bus, someone will recognize that I work in AEH and offer me a seat or be nice to me. I really feel happy about it.”



The driving culture of the Aravind Eye Care System is that of giving as much time and effort as they can toward the organizational mission of reducing needless blindness. Dr. V’s leadership style is that of “leading by doing.” Dr. V and other top staff pick up pieces of paper lying on the hospital floor and hand them over to the next sweeper they see. They do not shout or get upset with the sweeper but by their action demonstrate the value of cleanliness and humility. Dr. V has reason to be pleased with his achievements, but he looks to the future beyond the Aravind Eye Hospitals with the urge to develop other sustainable systems that better utilize doctors and heighten their productivity. Despite all their efforts, only about seven percent of the target population comes to the camps, and he hopes to increase that percentage. Also, he hopes to improve the skills of all doctors who perform eye surgeries, which will reduce recuperation time and increase the subsequent ability of patients to earn a living. Even better postoperative care and counseling are part of his ongoing efforts to ever improve the vision of everyone, while in his small way he spends every day making a difference.


Dr. V has reason to be pleased with his achievements, but he looks to the future beyond the Aravind Eye Hospitals with the urge to develop other sustainable systems that better utilize doctors and heighten their productivity.



Endnotes

1. “Partial” in the sense that although the government paid an amount for each surgery performed on poor patients from eye camps, this fell quite short of the total cost of the operation.

Compiled by C.K. Prahalad from a more detailed case study prepared by S. Manikutty and Neharika Vohra of the Indian Institute of Management, Ahmedabad, 2003.

Update: Aravind Eye Care

By R.D. Thulasiraj, Executive Director, Aravind Eye Care System

The Aravind Eye Care System at present is comprised of five hospitals; a manufacturing wing that produces intraocular lens, suture needles, cataract kits, pharmaceuticals, and instruments related to eye care; an institute for training; an institute for research; an international eye bank; four managed care hospitals; community outreach; and well-structured IT systems.
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In the financial year 2007 to 2008, the Aravind Eye Care System screened 2,396,100 outpatients and performed 285,745 surgeries, making it the largest eye care provider in the world (in terms of volume). The consortium of nine hospitals, including Aravind Managed Care Hospitals, performed one million eye surgeries each year. The nine hospitals worked with at least 100 hospitals each in their regions to deliver quality and affordable eye care. The Aravind Eye Hospital is now working with 249 hospitals in the country and abroad.
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An average day at Aravind Eye Hospital network includes

• 6,000 outpatients in hospitals

• 4 to 5 outreach screening eye camps

• Examining 1,500 people

• Transporting 300 patients to the hospital for surgery

• 850 to 1,000 surgeries

• Classes for 100 Residents/Fellows and 300 technicians and administrators

This makes Aravind the largest provider of eye care services and trainer of ophthalmic personnel in the world.

Aravind is known the world over for its innovative approaches, which have become a replicable model ensuring efficient service delivery.

Community outreach, a cornerstone of Aravind’s high-volume work, is one such approach that encourages active involvement of the community in providing eye care services. This approach, complemented with appropriate systems and processes at all levels of the organization, enables it to perform high-volume, high-quality, and affordable eye care services.

But the current reality is as shown in the following figure.
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With nearly 70 percent of the Indian population residing in the rural areas, it is natural that a significant proportion of blindness and ocular morbidity is concentrated in these areas. Unfortunately, these are the areas that remain outside the mainstream of eye care services.

Vision Centre with a focus on primary eye care was designed to remove the barrier of access. Each Vision Centre is designed with the capabilities to do comprehensive eye examination and carry out basic intervention, including provision of glasses for refractive errors and rehabilitation for the blind. Each Vision Centre covers a population of 50,000.

• The Vision Centre is linked to the base hospital through low cost tele-connectivity with adequate bandwidth facilitating face-to-face interactions between the patient and the ophthalmologist.

• Persons identified with cataract, squint, diabetic retinopathy, glaucoma, and other ocular problems are referred to the base hospital for further surgical and procedural management. Aravind always focuses in developing sustainable and replicable models/approaches, thus benefiting the general public at large globally. Sustainability of the vision centers will be attained by collecting a nominal fee of Rupees 20 (50 cents) per OP consultation; the sale of spectacles at an affordable cost ranging from Rs 200–300 (U.S. $4–6). In addition to this, other services like blood tests to identify or monitor diabetes will also be provided for a small fee. The vision centers serve as a replicable model to be put up in any part of the country. This initiative has ensured sustained access to basic eye care to the community unlike the approach of screening eye camps that is proven to be cost-intensive and provider-dependent.
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Diabetic Retinopathy Screening Through Mobile Van

• Diabetes is a major health problem in industrialized countries and a rapidly emerging problem in urban areas in developing countries. In developed countries, the prevalence of diabetes is approximately 5 percent. The implications for the provision of eye care are evident because everyone with diabetes will eventually develop diabetic retinopathy if they live long.

• Aravind developed a “Mobile Clinic for Advanced Eye Screening” powered by VSAT connectivity with the support of World Diabetes Foundation (WDF) and Indian Space Research Organization (ISRO).

• The main objective of the mobile van screening is to screen diabetic patients through digital imaging with tele-transmission for further diagnosis by the retina consultant.

• This screening unit is definitely helping the diabetic patients as an expert opinion is made available immediately without the need for the patients to travel to the tertiary center or the specialist.

• Experiences from this initiative have shown that only 20 percent of the patients needed further examination by the ophthalmologist, thus avoiding unnecessary travel for the rest of the diabetic patients. At the same time, awareness levels on the impact of diabetes-related eye problems improved.
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School Screening Camps

• Children constitute 3 percent of the world’s blind population; childhood blindness has not been given its due importance during allocation of resources.

• The major causes for needless blindness—either preventable or avoidable—are refractive errors, lens anomalies (cataract 0.05 percent), and retinopathy of prematurity.

• Screening of school children done mainly to detect and treat refractive error, amblyopia, and rarely other diseases.

• Aravind Eye Care has developed a unique process where the school teachers are given training at the base hospital, and they do the basic screening before the ophthalmic team examines the children with an extended human resource.

• Aravind Eye Care intends to cover special schools for the visually impaired and integrated school in this area.



Scaling up Services by Developing Business Models and Extending to the Northern Part of India



AMECS—Aravind Managed Eye Care Services

• Aravind eye hospitals located in Tamilnadu and Pondicherry contribute to 42 percent of the cataract surgeries performed in the State of Tamilnadu and 5 percent of the overall national performance.

• This scale of operations is made possible by adopting innovative approaches and strategies: standardized systems and processes, innovations in human resources management, compassionate patient-centered care, and backward integration for the supply of critical resources like human resources and consumables.

• Aravind has now developed the approach of Managed Eye Care as a strategic direction to address the basic issues of providing eye care in the underserved regions.

• The goal is to perform 500,000 surgeries annually through 25 eye hospitals by the year 2015.

• This process involves working with local partners who are socially conscious individuals/organizations wanting to invest in eye care.

• While the partner organization invests in capital expenditure and local liaisons for the seamless implementation of the project, Aravind will carry out complete turn-key solutions starting from planning, operationalizing the project, implementation, and monitoring.

• Aravind is currently working with four such like-minded organizations in the states of West Bengal: Madhya Pradesh Birla group, Uttar Pradesh-Rajiv Gandhi Charitable Trust, Gujarat-Sun Pharma Group, and Rajasthan-Narotam Sekhsaria Foundation.

• Aravind has currently opened three hospitals in places like Kolkatta (West Bengal), Amethi (Uttar Pradesh), Lucknow (Uttar Pradesh), and Amreli (Gujarat).
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LAICO—Lions Aravind Institute of Community Ophthalmology

• A major part of LAICO’s activities centers around enhancing the capacity of existing and new eye hospitals worldwide for comprehensive organizational development through sharing the best practices in eye care. It works in collaboration with international voluntary organizations such as the Lions Clubs International Foundation, Sightsavers International, Christian Blind Mission, International Eye Foundation, Right to Sight, Seva Foundation, ORBIS International, Lavelle Fund for the Blind, and the World Health Organization.

• Consultancy is carried out in phases.

• Needs assessment visits

• Vision building workshops

• Follow-up visits and monitoring followed by a final situation analysis visit

• Until December 2008, LAICO has provided this service to 249 eye hospitals spread across the country and in other developing nations.

• The following management and skills development courses on eye care services are offered at LAICO:

• Management Priorities in Eye Care Delivery

• Management Training for Eye Care Program Managers

• Management Training and Systems Development for Hospital Administrators

• Community Outreach

• Fellowship in Eye Hospital Management

• Training in Eye Hospitals Operation Project Management Training for Eye Care

• Instrument Maintenance and Training



Aurolab

• On September 30, 2007, Dr. Allen Foster, president, Christian Blind Mission, inaugurated the new facility.

• The new facility is located in a sprawling campus amid the lush grounds of Aurofarm that sets the atmosphere for dedicated work, while the beautiful design of the building inspires employees to do even better than what Aurolab has been doing for the past 16 years.

• Aurolab has commenced operations in the new facility, and each division is expanding its capacity and upgrading its technology to take advantage of the available space.

• The factory is a 110,000 square-foot operating area including the 20,000 square feet of clean rooms. The new facility is constructed as per the international regulations, like Schedule M, USFDA, and UK MHRA.
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Dr. G. Venkataswamy Eye Research Institute

From the initial days of performing large-scale operational studies on barriers of service delivery, research at Aravind has grown all areas of research in ophthalmology—basic, clinical, operations research including community outreach and, with the establishment of Aurolab, product development. To integrate all these, the Dr. G. Venkataswamy Eye Research Institute was formed to be the nodal body.

The research activities at Aravind reflect Aravind’s commitment to finding new ways to reduce the burden of blindness. The combination of high clinical load, extensive community participation, and access to a large network of eye hospitals provide ideal opportunities for conducting clinical, laboratory, population-based studies, and social and health system research.

Numerous randomized, controlled trials have been made possible by virtue of the high patient load. The integration of the manufacturing arm of the Aravind Eye Care System, the Aurolab, helps the clinicians to work in close tandem with engineers and designers to develop and evaluate new instruments and allied gadgets. Now, with the establishment of Centers of Excellence within Aravind’s specialty clinics, along with its continued emphasis on academic rigor and its recent thrust on developing comprehensive service delivery models in areas like Diabetic Retinopathy, Glaucoma, and Pediatric ophthalmology, and its rapid strides in the field of tele-ophthalmology with remote consultation and teleconferencing between hospitals, Aravind is poised as never before to take on new challenges in research.



Training

Aravind Eye Care System with the support of the Indian Space Research Organisation has established a Virtual Academy for teaching and training ophthalmologists, eye hospital managers and administrators, and midlevel ophthalmic personnel through an online system. Initially it will cover the five centers of Aravind, and later the network will be extended to 30 to 40 partner hospitals out of 227 hospitals LAICO is currently working with.

So far, 10 percent of the ophthalmologists from India have undergone some sort of clinical training at Aravind.

Aravind is also a recognized center for MRCO (Member of Royal College of Ophthalmology) and ICO (International Council of Ophthalmology) examinations. It has been recognized by The Tamilnadu Dr. MGR Medical University to offer postgraduate courses in ophthalmology and postdoctoral programs in clinical ophthalmology.

LAICO (Lions Aravind Institute of Community Ophthalmology) is recognized by the Indian Institute of Technology (IIT) Madras to offer a doctoral program in healthcare and biomedical engineering.



Eye Bank

Rotary Aravind International Eye Bank, started in 1998, is one of the six accredited eye banks in India that has received accreditation from IFETB (International Federation for Eye and Tissue Banks) and is also a lifetime member in the EBAI (Eye Bank Association of India).



IT Services

Aravind Computer Department was started in 1983 with two Apple computers for patient statistics and report generation. A LAN was set up in 1990, and online system patient care management was implemented in March 1991, with 11 computers at Madurai. In Tirunelveli, an online system was implemented in 1995, and in Theni, it was implemented in 1997. Coimbatore and Pondicherry hospitals were started in 1997 and 2001, respectively, with online systems from day one. More recently this has also been deployed in our managed hospitals.

Recent developments include

• Implement “EyesTalk” software in other hospitals for ophthalmologists/physician/eye care providers in any part of the globe to consult with Aravind Eye Hospitals ophthalmologist

• Aravind Virtual University: a facility to conduct classes, discussion, and sharing thoughts over satellite connectivity

• Wireless PDA applications in patient care and facility maintenance

• Aravind Diabetic Retinopathy Screening software, a simple and valid tool to assist in the detection of sight-threatening retinopathy and could supplement dilated fundus examinations (diagnostic procedures that employ the use of mydriatic eye drops to dilate or enlarge the pupil to obtain a better view of the internal surface of the eye) by ophthalmologists on patients to detect diabetic retinopathy

• Provision of primary eye care services to 30 centers across Tamilnadu through Aravind Tele-ophthalmology network.


ICICI: Financial Services for the Poor

The world’s poor traditionally are trapped in the dilemma of having neither money nor the means to borrow any. Micro financing to the level of their needs has not been part of the agenda of formal banking, until now. For the poor in India, particularly in rural areas, ICICI Bank, the second-largest banking institution in the country, is beginning to convert the poorest of the poor into customers and, thus, at the same time empower them.

Ms. Pundiselvi, in the village of Nahramalaiphur, for instance, procured a bank loan to lease a small parcel of land to raise chilies for cooking and flowers for decorative purposes. The cost of the land was 10,000 rupees ($200) for the season, and the seeds cost a few thousand rupees. So far, Ms. Pundiselvi has paid back 7,000 rupees ($140), or 70 percent of the loan, from income generated from her land. In the same village, Ms. Saraswathi owned and operated a small grocery shop with a small inventory and limited selection of goods. With a 10,000 rupees ($200) loan, she expanded her existing shop and now enjoys a boost in monthly income. Ms. Saraswathi has never missed a monthly payment and has paid back 6,000 rupees ($120), or 60 percent of her loan. One enterprising woman pooled the money from a loan with other family assets and dug a new well for her village. She charges other farmers and villagers 25 rupees ($.50) per hour to pump water for irrigation purposes. The irrigation system the pump feeds has also increased the yield of her own nearby fields.

The number of people living on less than $1 per day in India is significantly greater than the entire population of the United States. From a social perspective, this is a humanitarian pandemic. From an economic perspective, these people represent the Bottom of the Pyramid. From a commercial perspective, these people, given their miniscule individual purchasing power, are usually not considered a viable market.


The number of people living on less than $1 per day in India is significantly greater than the entire population of the United States.



Traditionally, banking in India has focused on upper-income groups, principally in urban areas. With a rural population of 741.6 million in India, the rural penetration of banks is as low as 18 percent.1 Micro financing, even in the formal sector, has existed for some time, but it usually has been characterized by its nonsustainable donor-led model. The primary focus of micro finance institutions has been access to credit, a capital-intensive process. Micro finance institutions have generally ignored the other plank of banking: savings. Also, most micro financing lending goes to people who are not at the bottom of the economic pyramid (the poorest of the poor).

The poor of India, in the absence of formal institutions, often must resort to the informal sector, which is characterized by monopolistic practices and exorbitant interest rates—at times even in the form of human capital. “Informal systems may be inefficient and even exploitive due to their monopoly power. Interest rates in the informal market vary from 3 percent to 10 percent a month. Vegetable vendors are known to borrow at even 10 percent a day to finance their daily working capital needs.”2 Yet formal financial intermediaries, such as commercial banks, typically do not serve poor households. The reasons include the high cost of small transactions, the lack of traditional collateral, geographic isolation, and simple social prejudice.


Informal systems may be inefficient and even exploitive due to their monopoly power.



The government of India has been aware of and sensitive to the asymmetric access to banking. “Of the 428 million deposit bank accounts in the country, 30 percent are in the rural areas. With a rural population of 741.6 million, the rural penetration of banks...is as low as 18 percent.”3 The Reserve Bank of India, through the Rural Planning and Credit Department and National Bank for Agriculture and Rural Development, has instituted several policies to encourage rural banking and the extension of credit to the rural hinterlands. The first was an initiative that required banks to open one rural branch for every three urban branches opened. As stipulated in Section 22 of the Banking Regulations Act of 1949, “Private sector banks...are required to open a minimum of 25 percent of their total branches in Rural/Semi-Urban areas as a condition of the license issued to them....”4

The Reserve Bank of India, also through the National Bank for Agriculture and Rural Development, started a pilot project in 1991 for purveying micro credit to the rural poor by linking self-help groups (SHGs) with banks. “A healthy micro finance sector leads to a healthy finance sector in general. This mutual link has to be established by the micro finance institutions/nongovernmental organizations and realized by the policymakers.”5 This pilot project was initiated because, despite having 150,000 rural banking outlets, a 1981 Reserve Bank of India survey found that 36 percent of the rural poor still utilized informal sources of credit. The project, the SHG-Bank Linkage Program, encouraged state banks with rural branches to give loans directly to SHGs as opposed to leaving the onus of Bottom-of-the-Pyramid credit to micro finance institutions.

Government initiatives, though great for the development of the Indian countryside, were viewed by most banks as developmental and, thus, nonprofitable. Providing credit to poor farmers and opening costly rural branches were seen as loss-making or break-even propositions at best. ICICI, however, viewed these reforms as an opportunity. K.V. Kamath, CEO and managing director of ICICI Bank, stressed that ICICI “...wants to lend in a sustainable way to rural India.”6 ICICI took a proactive approach when entering the retail banking sector, not only to satisfy the Reserve Bank of India regulations, but also to go above and beyond. “In the true ICICI style, we said if we have now acquired this initiative, let us see in what way we can actually make this initiative truly scalable.”7


Government initiatives, though great for the development of the Indian countryside, were viewed by most banks as developmental and, thus, nonprofitable.



As a commercial entity with shareholders to satisfy, ICICI Bank could not enter this market aggressively unless it was convinced it could be done profitably. “At the ICICI Bank, we were very clear we would not restrict this initiative to be a mere marginal experiment. We decided we wanted to actually develop a model that not only is scalable, but is low cost and commercially viable.”8 Thus, the management of ICICI entered this market fully convinced it could be a profit-making venture. With this market in mind, ICICI outlined three strategic goals: to increase banking penetration in rural areas through innovative ways of defining distribution points, to prepare rather than react to the increasingly important rural market, and to support the downtrodden as a good corporate citizen.9 All these goals were aimed at enabling the poorest of the poor to “...become active and informed participants in socioeconomic processes as opposed to passive observers.”10

ICICI was well situated to take the lead in rural banking. ICICI was a universal bank providing a wide range of banking services and was technologically driven. For example, ICICI was the first bank in India to launch a Web site (1996), the first bank to launch Internet banking (1997), the first bank to launch online bill payment (1999), and the only bank in India with more than one million online customers. ICICI’s channel usage reflects this technological approach toward banking. “If you are going to gain sustainable competitive edge, you have to leverage technology in a big way. Our aim was to move from physical branch banking to virtual banking. Block by block, we slowly built up a clicks-and-mortar strategy.”11 This progressive and imaginative use of technology was a vital key to ICICI’s capability to serve the Bottom of the Pyramid profitably.

ICICI was also a new entrant to retail banking. ICICI started retail banking under a new and changing regulatory regime that was decidedly more market-based than before. As a new player in this environment, ICICI was not burdened with legacy thinking and could attack the issue with fresh ideas. Additionally, ICICI was not hampered with a large physical branch network and was, therefore, well positioned to introduce low-cost banking channels. In contrast, the State Bank of India, one of the oldest and largest banks in the country, had to financially support a network of more than 13,000 branches.12

As ICICI oriented the banking operations toward the bottom of the economic pyramid, they began looking at entering the micro financing field because there certainly was, and still is, a vast unmet demand for credit in rural areas. “In rural areas, only one million households have received access to micro credit from micro finance institutions.”13 Yet the competitive situation was relatively crowded. “India currently boasts more than 500 micro finance institutions.”14 However, the incumbents in this space were all struggling to turn profits because they were used to working as donor-funded and -supported institutions. This dependence often affects scalability and sustainability. Additionally, these micro finance institutions were experiencing low savings-to-credit ratios, liquidity problems, high “capacity building” costs, and general inefficiencies. ICICI saw a real opportunity in this area, believing that many of the problems/risks with micro financing could be alleviated by the capital, expertise, scale, and reach of a major bank. By entering the micro financing field, ICICI has taken on the role of social mobilization and financial intermediation.

In addition to looking at micro financing, ICICI wanted to increase its banking presence in rural areas. To do this, the bank needed to rapidly proliferate its points of presence (or distribution points). However, the traditional brick-and-mortar approach to expansion is prohibitively expensive given the vast and varied landscape of India. Additionally, it is difficult to staff rural branches with competent bankers because educated urbanites do not want to live in these areas, and often there is a dearth of qualified locals. To minimize the costs associated with expanding rapidly and to gain qualified rural staff, ICICI decided to partner with nongovernmental organizations and micro finance institutions currently in the field. By “piggybacking” on the established network of these rural-oriented players, ICICI believed it could gain knowledge about the market it intended to serve and eventually increase its banking presence. ICICI has combined the social mobilization strength of nongovernmental organizations and micro finance institutions with the financial strength of the bank.

ICICI developed two innovative models geared toward serving the bottom of the economic pyramid:

• Direct-access, bank-led model—Catalyzed by the merger with the rural banking institution Bank of Madura, this model utilizes the power of ICICI to promote and grow SHGs and to increase dramatically the scope and scale of rural savings and lending.

• Indirect-channels partnership—This model leverages the relationships, knowledge, and rural network of organizations in the field to avoid the costly brick-and-mortar expansion process and thus helps efficiently cultivate ICICI’s banking presence.

Upon entering the new millennium, ICICI’s executive team had identified three areas as the next sectors of growth: international, urban retail, and rural retail. With the rural sector targeted as an important driver of growth, ICICI began looking for a suitable partner. They identified the Bank of Madura as a profitable, well-capitalized private-sector commercial bank in operation for 57 years. The main advantages for ICICI were the addition of 1.2 million customers and the Bank of Madura’s rural branch network. The Bank of Madura’s most-significant presence was in the southern states, with 77 branches in the rural area of Tamil Nadu. The Bank of Madura was especially strong in small and medium-sized corporate banking, which would help ICICI expand its corporate business. An additional strength was the Bank of Madura’s micro financing initiative. ICICI made it clear it intended to aggressively grow this initiative. The Reserve Bank of India approved this merger on March 10, 2001. With the merger, ICICI Bank became one of India’s largest private-sector banks.

Earlier, the Bank of Madura, familiar with the Grameen Bank model in Bangladesh (providing small loans to clients below the poverty line), believed the efforts in Bangladesh could be replicated in India. In 1995, it developed and implemented the Rural Development Initiative, focused on economic empowerment of the poor in rural areas. To begin, it had to find the right people. Word spread quickly throughout the organization of the new and prestigious program. The Bank of Madura had reversed the negative perception of the rural managerial positions by creating a lengthy interview process for what was previously deemed a marginal job. Applicants were turned down if they expressed the slightest hesitation regarding the demands of the job or the time frame for the post. In addition, existing personnel in the rural branches were reviewed, and those who did not match relevant profiles were weeded out. The applicants had to have the desire to help the poor and become personally involved with their economic development.

The interview process produced a team of 325 individuals and a core executive team of 15. The bank also initiated a new policy that stipulated that any individual working in the rural sector could request a transfer at any time. This was a perk for the rural field agents and added to the allure of the position. Then, the team had to learn the intricacies of micro financing and how to make it successful. They began a serious study of micro financing with experts around the country; after all, many nongovernmental organizations and academics were already active in this area in India.

After a number of consultations with outside experts, the core team held a two-day retreat and decided the strategic and organizational directions the bank would take next. The program was placed under certain restrictions: no additional expenditures, including for new staff; operating costs to remain the same. Over the course of the retreat, the team decided that the clients, bank, and program would be better served with its own unique program. Of course, it drew upon many important lessons it had seen in the field from other players; however, with the financial backing of the savings institution it represented, it saw a new opportunity. The essential strategic design of its program was to form, train, and initiate small groups of women into formal savings, banking, and lending groups. The vehicle conceived for this was the Self-Help Group (SHG).


The essential strategic design of their program was to form, train, and initiate small groups of women into formal savings, banking, and lending groups. The vehicle conceived for this was the Self-Help Group (SHG).



The Bank of Madura’s conception of the SHG was as follows:

• A group of 20 women from the same village whose individual annual incomes placed them below the poverty line. Multiple groups could be formed in the same village.

• The members did not participate, as of yet, in the formal banking sector.

• Leaders should be selected from within the group to bear responsibility for collecting the savings, keeping the accounts, and running the monthly meetings.

• Upon formation of the group, the bank would undertake to educate these women as to the basic concepts of banking and encourage them to begin a savings program for themselves, thereby creating new customers for the bank.

After one year of training and monitoring the regularity of meetings, loans were dispersed to the group in the average amount of 10,000 rupees ($200) per member. This was a considerable loan, above the amount normally given for consumption purposes, to begin a small business or expand an existing operation in agriculture, for instance. The loans were given based on need, not in ratio to existing savings deposits.

The Bank of Madura’s SHG vehicle allowed for many other positive intangible changes in the participants’ self-esteem and confidence as they were allowed to decide on and influence events in their own homes and villages. The maturation of an SHG followed the general pattern shown in Figure 1.

Figure 1 Maturation of an SHG.
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At the time of the merger between ICICI and Madura Bank in 2001, there were 1,200 SHGs already formed; a social vehicle with considerable power had been created. Women participating in the SHGs found themselves becoming more articulate, confident, and empowered. The focus of the SHG movement was on the maturation of the individual and thus the group as a whole by enforcing a strict meeting schedule and savings regimen. Ultimately, federations were formed, representing large numbers of SHGs that included thousands of members. The rapid spread was due in part to the training structure the Bank of Madura provided.

The greatest difficulties the SHG program had to face first were intangible. How would a bank raise the confidence and motivation of a group of women without familial relation, without incentive to trust one another, without any formal participation in the financial sector? Further, a stigma was attached to formal banking, that it was not a trustworthy institution. This mistrust was based on prior experiences some of the women had with bank loan officers who demanded bribes and wrapped the entire savings and loan process in obscurity to confuse the locals.


Further, a stigma was attached to formal banking, that it was not a trustworthy institution.



The potential candidates for the SHGs, of course, understood their needs very well but had not been actively seeking alternatives. The answer to developing the group dynamic lay in the composition of the groups so that a feeling of mutual dependence was immediately created, not merely financial but also psychological. Additionally, the framework that created a joint guarantee for the loan of all the members was vital. This joint guarantee encouraged interaction between women who formerly would not have had any (or very little) reason to engage with one another. Eventually, a small number of groups began forming, and the members soon felt the benefits, initially in the form of increased confidence, the mutual benefit of cooperation, and other externalities of a diverse and established support network. Concepts of citizenship were developed; that is, members began to recognize their duty to the communal setting in which they played a role. As time passed, established groups and their most proactive members were trained to form new groups, which spread the SHG movement at an accelerating pace.

To date, there have been many instances of total transformation, not only of the individual’s self-confidence, but also of village politics, ethics, and social norms. The SHG units began to develop a fierce identity both for themselves and within the context of the larger SHG network. Members of the SHGs adopted a certain color and style of sari to demonstrate their solidarity. The hustle and bustle at the local bank offices has become a flurry of blue, maroon, and yellow robes as the women go about their daily business. Songs and ceremonies have emerged celebrating the SHG unit and are offered at the commencement of each meeting to bring the members together in thought and act.

When ICICI inherited the Rural Development Initiative from the Bank of Madura, the SHG program was still not financially sustainable. To reach profitability, the number of SHGs had to expand exponentially without increasing ICICI’s costs of managing these groups. ICICI developed a simple three-tier system. Under this system, the highest level is a bank employee called a project manager. Project managers oversee the activities of six coordinators, approve loan applications for the area manager, and help with the development of the SHGs. The coordinator is an SHG member with a contractual relationship with the bank. She overlooks the actions of six promoters. The promoters’ primary responsibility is the formation of new groups. Within a year of election to promoter, promoters become social service consultants (SSCs) and must form 20 groups within the next 12 months. If the groups are formed, the SSC is financially compensated by the bank and becomes part of the pyramid structure of creating and monitoring the SHGs.

Under the ICICI model, SHGs form and expand in a pyramid structure. In early 2001, at the time of the merger, 1,200 SHGs had been formed under the Bank of Madura structure. By March 2003, more than 8,000 SHGs had been formed. The acceleration and success of the program depended on training and empowerment of the women participating in the existing SHGs. At a certain degree of maturity, existing members who have demonstrated leadership ability are trained by the bank to become SSCs. The SSC’s primary responsibility is to form new SHGs in neighboring villages and thus expand the SHG network. ICICI provides a small financial incentive of 100 rupees for each new group formed, and the Social Service Consultants must fulfill certain quotas to retain their status. The SSC must travel to villages within a 15-kilometer radius and form five new groups within 2 months and 20 groups within 12 months. ICICI has set strict guidelines for potential membership: All members must be from the same village; they must be married (to ensure a family receives the benefits, too); they must be between the ages of 20 and 50; SHGs must focus on the illiterate and those existing below the poverty line.

The National Bank for Agriculture and Rural Development created a list of questions to determine the poverty level of a family and to assess eligibility for SHG participation:

• Is there only one source of income for the family?

• Are there any permanently ill members of the family?

• Do you regularly borrow from moneylenders?

• Do you live far from your drinking-water source?

• Do you belong to a scheduled caste or scheduled tribe?15

Those who answer yes to three or four of the questions are considered good candidates for the SHG. After a series of visits with multiple families, plans for the group formation begin. The most successful groups have members who share some sort of similarity (perhaps they are from the same caste or have had a similar experience of poverty, for example). Before the first SHG meeting, the Social Service Consultant meets again with the village elders and gets their permission to work on a more significant level with the village to aid its development.

The National Bank for Agriculture and Rural Development estimates that the process of group formation can take five to six months. In the first few meetings, it is not unusual for members to leave and new members to arrive. When a core set of members has been established, a leader must be selected along with two animators. These three women are agreed on by all members and share the duties of running the group and keeping the accounts. The animators keep the minutes book (which details the proceedings of the meetings), the savings and loan register, the weekly register, and the members’ passbooks. Proper documentation of the activities, especially of the internal lending, helps the approval process from the bank. The preliminary meetings also include Basic Awareness Training given by a Social Service Consultant (SSC), coordinator, or project manager. The SHG also must agree on the meeting times, penalties for missed meetings, and repayment guidelines.


The motto of the SHG becomes Savings First—Credit Later. They are taught that the savings habit is crucial to their rise out of poverty, in that savings reduce their vulnerability to consumption and medical emergencies.



The motto of the SHG becomes Savings First—Credit Later. They are taught that the savings habit is crucial to their rise out of poverty, in that savings reduce their vulnerability to consumption and medical emergencies. After the group has gone through training and begins to gather its own momentum, the SSC leaves to form new groups but is still responsible for a degree of monitoring and training assistance. After the Social Service Consultant has formed 20 groups, she earns 2,000 rupees ($40) from ICICI Bank and then becomes a promoter. During this process, she reports her activities to her coordinator. In the SHG hierarchy, a coordinator overlooks the activities of six Social Service consultant/promoters who have fulfilled their quota of forming 20 groups within one year. Similar to the Social Service Consultants, promoters are selected on the basis of talent and skill. With each promoter in charge of 20 groups, the coordinators overlook the activities of 120 groups. ICICI provides them an annual salary of 2,400 rupees ($48) for the 120 groups or some proportional piece thereof depending on how many are formed. The coordinators and the promoters work closely with the bank personnel who support their efforts. They are not considered official employees of the bank but as contracted agents who perform a particular function. These women have passed through various levels of election and are considered to be the most talented and motivated members. Of course, they began as members within a particular SHG and continue with their duties to that original vehicle. Within the official hierarchy of ICICI, managerial positions support the efforts of the SHGs and their various executives, as shown in Figure 2.

Figure 2 SHG management structure.
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The SHG process is oriented toward building new disciplines and capabilities. Collective responsibility and group pressure act as social collateral. Toward this end, the process has three essential steps:

1. Learn to save.

2. Learn to lend what you have saved.

3. Learn to borrow responsibly.

In the first monthly meeting, each member must bring 50 rupees ($1) to contribute to a joint savings account with the other members. The leader and representatives are responsible for collecting this money and opening up the savings account for the group. Instructions have been issued by the Reserve Bank of India to all commercial banks to allow registered and unregistered SHGs to open savings accounts in their group’s name. It is imperative that each woman contributes and participates each month. This begins to build the momentum of savings that ICICI believes is essential for greater economic independence.

After six months, they have amassed 6,000 rupees ($120) plus interest. At this point, the idea that they are contributing to something that can expand beyond their individual means is evident. The savings are converted into a fund. The group can access this fund and use it for emergency lending to an individual within the group. This marks the first step in a transition to formal lending and a departure from the dependence on the local moneylender. Emergency lending is available for immediate payment of a medical emergency, short-term borrowing for consumption purposes, or other health-care reasons. This emergency loan is short term, and the women pay an interest rate of 24 percent per annum to the account. The members know, even if they have little or no education, that these loan terms are desirable compared to dealing with moneylenders. They compare the internal rate of the SHGs with the informal rate, which can be as high as 10 percent a day.

Often, monthly meetings take on a completely different agenda. Generally, the activity revolves around the needs of the village and other concerns of the women. In Tamil Nadu, water availability and purification, transportation, and electricity were the most highly debated topics. The SHG allows women to stand together as thousands, and local politicians take them seriously. Chanda Kochhar, the executive director of Retail Banking at ICICI, related stories of women who had rarely stepped out of their homes before joining the SHG. Through working with their peers, they gained such a degree of confidence and esteem that they began debating with local politicians on such issues as the construction of a dam and the digging of a well. SHGs also focus on literacy training.

One year after the formation of the SHG, the women are ready to submit a loan proposal to a bank manager, a relatively paper-intense process. Key supporting documents are required, including loan agreements signed by each member of the SHG, an updated family survey, a No Due certificate that guarantees that no outstanding loans are owed by any member, and a Letter of Sanction approved by the area manager. The size of the total loan to the SHG is 250,000 rupees ($5,000), with a distribution of 12,500 rupees ($250) to each member. Activities that can be funded with this amount include the purchase of livestock, the leasing of land for agricultural purposes, the opening of a small tea shop, candle manufacturing, and the purchase of a home. These loans are noncollateralized. The savings account cannot be held as collateral against the loan, because the bank wants to continue encouraging the internal lending process. However, the SHG as a whole is responsible for each member’s loan, which builds a strong degree of social collateral. This social collateral has proved able enough to achieve a repayment rate of 99.99 percent, making the rural sector one of the most creditworthy in the banking industry. To fulfill the repayment terms, each member must pay 400 rupees ($8) to the bank for 43 months, an effective annual interest rate of 18 percent. Within India, this is higher than most home loans, which are in the area of 9 percent, and other commercial lending at 12 percent. ICICI charges this rate to cover the training costs and salaries of the promoters and coordinators who make this operation sustainable.

The National Bank for Agriculture and Rural Development has correlated high repayment rates with certain characteristics of SHGs, as follows:

• Is the group between 15 and 20 members?

• Are all members considered very poor?

• Was a fixed amount of savings collected each month?

• Is there more than 20 percent literacy?

• Have they used their savings for internal lending purposes?

• Have the members kept a high level of attendance?

If the SHG meets a certain number of these criteria, the loan officer is instructed to grant the loan immediately. If the SHG is lacking in many areas, the loan application is suspended, and they are granted four to six months to improve their operation. The officer is also encouraged to examine the books of the SHG and determine their accuracy and appropriate depth of content. Though the accounts are relatively small, the small savings of many SHGs grow into valuable large accounts. Cost-savings occur because, although the savings account and loan represents 20 people, only the three elected officers interact directly with the bank officers, saving time and labor of the bank. In addition, because there is internal monitoring for repayment, the bank incurs little cost in loan appraisal and monitoring. Further, the bank’s reputation increases its social base of recognition within the village and attracts more business from other sectors.

In subsequent monthly meetings, individual members report on the progress of their various business enterprises. The members also bring their personal monthly loan payment. These payments are collected by the animators, recorded in each member’s passbook, and taken to the bank the next business day. If a member misses a payment, the SHG assesses a penalty against that member, the amount of which is added to the shared savings account. If the first round of lending is successful, the SHGs can approach the bank for a second round, with an increased credit line of 15,000 rupees ($300) per member.

ICICI’s dedication to the SHG program has a dual inspiration. The first is that ICICI believes the rural sector will be the next area of growth for India and that the SHG movement, if properly scaled and managed, makes good business sense. The bank expands its customer base and receives new deposits while reducing the cost of single transactions with the use of the animators and SHG leaders. The second aspect of the SHG program comes from ICICI’s sense of corporate social commitment to the development and enabling of the rural poor.

The indirect-channel partnership model is another approach ICICI is taking in its effort to increase distribution points and cost-effectively serve the bottom of the economic pyramid. The model looks to leverage the current infrastructure and relationships that micro finance institutions and nongovernmental organizations have in place to deliver banking services to the rural poor. By “piggybacking” on this network, ICICI does not have to implement a costly brick-and-mortar expansion model. Also, ICICI can learn from these organizations, whose sole focus is to serve this customer class, and thus minimize its learning-curve costs.

ICICI found that giving grants and loans to micro finance institutions to spur the rural poor’s credit activities was too passive, so the bank developed a more commercial partnership role in which ICICI provides micro finance institutions with a line of credit to meet a cash flow deficit for three years. In the fourth year, the micro finance institution begins to repay the loan (and in total within the ensuing two to three years). ICICI also developed partnerships by making equity investments and creating technologies that would help penetrate the rural areas. The first steps in this indirect-channel partnership model were as follows:

• The development of the Humane Action Foundation in Karnataka, a regional nongovernmental organization that assists the poor in micro credit, in researching the idea of kiosks, and in looking at “...rural information and communication technology projects that seek to bring emerging technologies like low-cost computing and Internet access to rural households.”16

• Professional Assistance for Development Action in Jharkhand, providing loans so it could expand its SHG lending and, in the process, learn about setting up women’s savings and credit groups.

• Credit and Savings for the Hardcore Poor in Uttar Pradesh, an association of Grameen Bank Replications in Asia, in the form of an equity investment, to catalyze the micro finance institution movement and to learn from the innovative Grameen model.

• ICICI has set up additional partnerships with EID Parry, n-Logue, ITC e-Choupal, and BASIX to take advantage of the rural kiosk network each has established. The partnerships were designed to build on the unique strengths of each organization and on the context in which they are working.

Though ICICI has already made a significant impact by providing credit to the bottom of the economic pyramid, its effort is still in its nascent stages. ICICI constantly strives to cost-efficiently serve this customer class by developing innovative technologies; novel distribution models; and new initiatives, such as rain insurance, venture capital, mobile ATMs, and derivatives. One of the key challenges for the future is how to create more convenient and low-cost access points for rural customers. Most important, ICICI has made profitable inroads into serving the bottom of the economic pyramid. “Banking with the poor has undergone a paradigm shift. It is no longer viewed as a mere social obligation. It is financially viable as well.”17
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This case study was written by Todd J. Markson and Michael Hokenson under the supervision of Professor C.K. Prahalad. The case study is intended to be a catalyst for discussion and is not intended to illustrate effective or ineffective strategies.

Update: ICICI Bank

By Mr. K.V. Kamath, who was Managing Director and CEO at ICICI Bank until April 2009. In May 2009, he took over as the Chairman of the Board of Directors of ICICI Bank.

ICICI Bank’s approach to reaching the Bottom of the Pyramid has evolved from the following three drivers: (1) acquisition of the Bank of Madura, which had significant linkages with rural Self-Help Groups (SHGs) in Tamil Nadu; (2) meeting priority sector and rural lending requirements set by the Reserve Bank of India; and (3) micro finance activities through our social and nonprofit initiatives.

ICICI’s strategy toward providing financial services to the Bottom of the Pyramid focuses on creating an ecosystem that serves the following purposes:

• Facilitating universal access to basic financial services

• Providing access to markets by bridging the gaps

• Creating complementary and facilitative infrastructure

• Improving the efficiency of financial systems

In this context, initiatives to cater to this market include

• The micro credit and business correspondent model

• Farmer financing

• Micro insurance and Micro Systematic Investment Plan products

• Formation of the ICICI Foundation to expand the scope of our developmental work in this area



1. The Micro Credit and Business Correspondent Model

One of ICICI’s micro credit strategies has involved offering liquidity to micro finance institutions, which in turn are best equipped to reach out to the poor. When ICICI ventured into this segment in early 2000, micro finance institutions were in general highly capital-constrained and faced significant difficulty in scaling up. In 2004, ICICI pioneered the Partnership Model, an innovative financing structure for micro finance institutions. This scaled up ICICI’s micro finance portfolio rapidly as ICICI became the largest supplier of funds to micro finance institutions in the industry. Between 2003 and 2008, ICICI lent more than $3.5 million to micro finance borrowers through this model. The key social benefit of this financing structure has been to enable smaller micro finance institutions to rapidly scale up operations at a time when most of the industry faced severe constraints. Today, the micro finance institution landscape in India has transformed significantly with external funding available through private equity and venture capital firms. In light of these new developments, ICICI Bank’s strategy has also accordingly undergone changes and is now focused on commercial lending to micro finance institutions.

With a view to expanding access to financial services, Reserve Bank of India established guidelines for banks to work with certain entities under the business correspondent model for the delivery of financial services. As per the Reserve Bank of India’s guidelines, business correspondents can undertake services such as collection of small value deposits; receipt and delivery of small value remittances and other payment instruments; sale of third-party products such as micro insurance, mutual funds, or pension products; disbursal of small value credit; and the recovery of principal and collection of interest.

With the enabling business correspondent framework in place, ICICI Bank has actively pursued financial inclusion through this channel. The business correspondent model has enabled us to offer easy savings facilities to the poor where ICICI has focused on a technology-driven model. ICICI delivers a zero-balance savings facility using state-of-the-art technology provided by Financial Information Network & Operations Ltd.


FINO Smart Cards

Financial Information Network and Operations (FINO), a technology solutions company, provides innovative technology solutions to enable financial providers to reach millions of under-served people. One of FINO’s key solutions is a biometric-enabled, multi-application smart card and a portable point-of-sale terminal, which combines with back-end software. The smart card forms the basis for ICICI Bank’s micro savings product. ICICI Lombard is also using Financial Information Network and Operations’ biometric cards to lower costs of enrollment and claims processing in the micro health insurance scheme. In partnership with Manipal Group of hospitals, smart cards have been piloted for some clusters, where enrollment stations have been established equipped with laptops for online enrollment of members into the health insurance program. The card will also be used for premium collection in the near future.



Through this technology, customers transact using a personalized e-passbook, which provides biometric authentication when used with an authentication device. Apart from this savings account, ICICI also offers recurring and fixed deposits to enable customers to avail higher return on their savings. ICICI currently works with 41 business correspondent partners in 13 states and union territories. These partners serve more than 91,000 customers through 105 business correspondent branches.

ICICI expects mobile banking to emerge as a major channel for expanding access to banking in rural areas. The rapid spread of mobile telephony and its low cost provides an opportunity to significantly scale up delivery of banking services through this channel, with appropriate regulations and safeguards.



2. Farmer Financing

ICICI Bank has sought to introduce several new products to meet the farmer’s need for credit. Soon after harvest, prices for all commodities are at their lowest. The smaller and marginal farmers are most likely to succumb to a low price because their need for realization of funds is more acute. Realizing that the availability of finance at the right time strengthens a farmer’s inventory holding capacity, ICICI launched a warehouse receipt-based financing product. This allows a farmer to avail of a loan against the produce stored in a warehouse. ICICI has also focused on enhancing credit to farmers by leveraging on corporate partnerships. For example, ICICI has partnered with various dairies to provide financing to farmers for purchase of milk cattle. This lending strategy has also been successful in the sugar and poultry industry.



3. Micro Insurance (Health and Nonhealth) and Micro Systematic Investment Plans

In addition to the Bank, ICICI’s subsidiaries are also actively involved in reaching out to this segment of the population. Risk mitigation is an important service for the poor considering the uncertainties in their income cycle, which increases their vulnerability to economic shocks. Providing insurance products to the poor thus becomes important, and an effective way to deliver such insurance products is to bundle them with micro credit. In this respect, ICICI’s subsidiaries are actively involved in the provision of insurance products to the poor.

• ICICI Prudential Life Insurance has promoted financial security among the rural poor and through its life insurance product. The total number of lives insured annually increased from 64,700 in 2003 to about 561,600 during April 2008 through December 2008, an increase of 770 percent in five and a half years. This scale up was aided by affordable premiums for rural policies as low as 25 cents for every U.S. $25 sum assured. In the provision of such products, ICICI Prudential Life Insurance is one of the first insurance companies in India to use innovative processes such as call center support in five local languages, financial awareness through audio-visuals, and simple application forms available in eight regional languages.

• In addition, ICICI Lombard General Insurance provides a range of nonlife insurance products, including health, weather, and cattle insurance to help mitigate the impact of other contingencies such as illness or crop failure. Micro-health Insurance is a significant part of ICICI Lombard’s health portfolio targeted at financial inclusion of the Bottom of the Pyramid. Total lives covered under the micro health insurance program increased from 5.5 million lives in the fiscal year 2007 to 9 million lives in fiscal 2008. By November 2008, ICICI Lombard had extended its weather insurance products to cover 33 crops in 50 districts in 12 states covering about 316,000 farmers.

• ICICI Prudential Asset Management Company recently launched India’s first Micro Systematic Investment Plan, a mutual fund targeted to the poor. The minimum investment amount for this plan is as low as $1. Although the product requires some policy support before it can be mainstreamed, the Micro Systematic Investment Plan offers a real opportunity for the poor to tap into returns offered by the Indian equity markets.



4. The ICICI Foundation

Considering the broad array of work that is involved in an effective financial inclusion endeavour, the ICICI Group has facilitated the creation of the ICICI Foundation for Inclusive Growth. The ICICI Group will provide a part of its annual profits to the Foundation and work with it closely to help achieve its mission of improving social, economic, and human development outcomes at the national level.

The Foundation’s focus areas follow:

• Facilitating better access to markets for low-income households

• Promoting the development of better human capacity among the lowest-income households through interventions in education and health

• Promoting environmental sustainability and growth of a strong civil society

The Foundation seeks to focus on the preceding areas by actively mentoring institutions that work in these areas. For instance, the Foundation has facilitated a private equity fund (the Network Enterprises Fund) to invest exclusively in rural supply-chain companies. These specialized supply-chain interventions are required to expand lending to a variety of business enterprises in rural India. Its approach involves building channels that deliver financial and other services in rural remote locations nationwide, and creating Network Enterprises that invest across the supply chain in sectors like processed foods, handicrafts, energy, rural retail, dairy, housing, and so on.

Another focus area of the Foundation includes direct micro financial services to individuals via 200–300 micro finance institutions that it intends to establish across the country. To meet this goal, the ICICI Group is working through its following specialized entities:

• The Social Initiatives Group and Development strategy group within ICICI Bank to develops channels, products, and a facilitating policy environment for financial inclusion.

• The micro finance institution Strategy Unit that works with micro finance institutions whose volumes require stronger planning and processes at different levels to expand or consolidate their operations and manage an increasing inflow and outflow of funds.

• The Emerging Micro Finance Institution Team that is involved in micro finance institutions incubation and building micro finance institutions and identifying and developing organizations or individuals to take up micro finance as a viable business.

In addition to these, ICICI Bank is also involved in developing infrastructure to cater to the Bottom of the Pyramid population. These efforts include technology development through a partner Financial Information Network and Operations and multiple research and development centers through the Institute of Financial Management and Research. ICICI has also been supporting entities such as GIVE India, the MITRA Foundation, Governance Matters, and InfoChange to support the growth of civil society organizations and nongovernmental organizations to serve the Bottom of the Pyramid.


ITC e-Choupal: Technology for the Poor

Most people would agree that information technology has changed their lives—linked them to the global community, enabled them to share vital business data, and even provided entertainment and opportunity. For the rural poor, in countries such as India, this “connection of the times” to the world has been denied and has been far out of their reach, until now.

Picture, though, an agricultural village where a farmer goes to a computer and does something as simple as check the weather. In the past, unreliable weather information might result in prematurely planted seeds being washed away by early rains. Other farmers exchange information about crops and agriculture, mutually investigating approaches that allow them to compete in the outside world, not just locally. Or the village of Khasrod, where 2,000 local students printed out their report cards, saving them days of waiting or a long trip. Children also now use computers for schoolwork and even games. Like youngsters everywhere, those in the villages use computers to investigate the latest movies, cell phone models, and sports news. Some even explore their aspirations for the future in a world now within reach. They are, for the first time ever, connected.

This communication miracle—the empowerment of India’s agricultural poor—began simply enough as a company’s effort to reengineer the process of more efficiently and fairly getting the farmers’ soya crop to market. The ITC Group, one of India’s foremost private-sector companies, with a market capitalization of approximately $4 billion and annual revenues of $2 billion, had to initiate challenging social changes in addition to business changes to make this miracle happen.


This communication miracle—the empowerment of India’s agricultural poor—began simply enough as a company’s effort to reengineer the process of more efficiently and fairly getting the farmers’ soya crop to market.



The innovation—placing as many as 2,000 computer kiosks in rural agricultural villages as part of information centers (e-Choupals)—required ITC to address an existing traditional system governed by the Agricultural Products Marketing Act (1937), which had led to the establishment of a marketing channel through mandis, delivery points where farmers bring their produce for sale to traders and to be taxed. Inefficiencies, and corruption, had led to an outdated monopolistic system that unfairly restrained the farmers. ITC made a commitment in mission and resources to change the system in a way that would be fair to the farmers and yet profitable to ITC.


ITC made a commitment in mission and resources to change the system in a way that would be fair to the farmers and yet profitable to ITC.




e-Choupals

The e-Choupals, information centers containing a computer linked to the Internet, represent an approach to seamlessly connect subsistence farmers with large firms, current agricultural research, and global markets. The name is derived from the Hindi word choupal, meaning a traditional village gathering place. The network of these, each operated by a local farmer in each community called the sanchalak, allows for a “virtual integration of the supply chain” and significant efficiencies over the traditional system.



Traditional mandi trading was conducted by commission agents called adatiyas (brokers who buy and sell produce). They are of two types, as follows:

• Kachha adatiyas are pure purchasing agents and buy only on behalf of others.

• Pukka adatiyas, on the other hand, finance the trade as representatives of distant buyers and sometimes even procure on their own account.

All the adatiyas belong to the Agarwal and Jain community, which manages grain trade across the entire country, an amazing fact considering the vast cultural and social diversity across the nation. It challenges the assertion that rural India is culturally unfathomable.

Three commercial channels exist for agricultural products: mandis, traders for eventual resale to crushers, and producer-run cooperative societies for crushing in cooperative mills. Traditionally, farmers keep a small amount for their personal consumption and have the produce processed in a small-scale, job-shop, crushing-plant called a ghani.

The lack of professional competition combined with the communal stranglehold on rural trading has made commission agents extremely wealthy. One commission agent, who belongs to a medium-size mandi, talked casually of assets and incomes in crores of rupees (millions of dollars). This counters the notion that there is no money in rural India. The adatiyas established the soya industry and grew it on the basis of familial and community trust, not professional norms. Buying and selling was based on oral agreements, mutual understanding, and community norms. Their network within this industry and their financial knowledge made them a formidable presence.


The mandi system reflected the heavily regulated government intervention in days of production shortfalls, controlled land ownership, input pricing, and all aspects of product marketing.



The mandi system reflected the heavily regulated government intervention in days of production shortfalls, controlled land ownership, input pricing, and all aspects of product marketing. Produce could only be sold in government-recognized locations to authorized agents. Processing capacities, private storage, forward trading, and transport were restricted. The result was corrupt, ineffectual, and archaic systems.

Typical inefficiencies and sources of unfairness of the mandi system from the farmers’ perspectives include the following:

• The farmer does not have the resources to analyze or exploit price trends.

• When the mandi opens in the morning, farmers bring their trolleys to display areas within the mandi. Buyers inspect the produce by sight. There is no formal method of grading the produce, and the only instrument used is the moisture meter. Formal testing for oil content is not performed, and neither are global safety checks performed.

• After potential buyers have inspected the produce, a mandi employee conducts the auction in which commission agents place bids. The farmers have a largely negative opinion of the auction for nonfinancial reasons. They feel a systematic loss of dignity in the auctioning process. The fact that their lifework is auctioned off is seen as an insult. The final indignity is that the farmer cannot refuse the sale at the auctioned price. The agents belong to a close-knit community that is socially and economically distinct from the farming community. Although they might not collude in pricing, they do collude in establishing the practices of the trade. These practices uniformly exploit the farmer’s situation.

• Mandi laborers bag and weigh the produce. A traditional compensation of these laborers is the sale of spilled produce. They, therefore, ensure that some portion of the produce is spilled in the weighing area, and then gather and sell this grain at the end of the day.

• The exploitative tone of interaction also runs through the payment process. The farmer is never paid in full at one time. Payments are stretched over time. The farmer often travels many hours to get to a mandi. Repeating the trip costs him time and money. The farmer bears all the cost of bagging and any overnight-stay costs. The farmer is also at the agent’s mercy because the grain has already been delivered. Apart from the multiple trips to the agent’s office, the farmer gets no interest for the delayed payment and bears the cost of the time and travel. In addition, crushers pay agents usurious rates for the privilege of delayed payment.

[image: image]

Figure 1 Marketing prior to the e-Choupal.


A unique set of tactical, strategic, and social imperatives drove ITC to conceive the e-Choupals and reengineer the entire value chain by deploying them.



When ITC entered this industry, produce was bought and crushed by small crushers who were also traders. The company soon realized it needed a greater presence in the chain to better understand product dynamics. ITC then began renting processing-plant time and buying soya from mandis. ITC’s procurement has grown rapidly since, and its initiative has seen the introduction of professional practices, transparency, and formal contractual relationships between agents and buyers. A unique set of tactical, strategic, and social imperatives drove ITC to conceive the e-Choupals and reengineer the entire value chain by deploying them. The mandi was clearly not an optimal procurement channel. Agent commissions would seem to be a source of inefficiency, but this sum is comparable to the salary paid to an employee for rendering similar services. The real sources of inefficiency were the price and quality distortions due to the agents’ stranglehold on the market and ITC’s distance from the farmer. Some examples of this are as follows:

• Distance from farmer—ITC had no direct interaction with the farmer. This gap created a range of supply-chain issues. ITC’s knowledge of its crops and suppliers (and therefore supply risks) was limited. ITC’s capability to improve the quality and quantity of its supply by bringing modern agricultural practices to the farmers was also limited.

• Daily price inflation—The agent purchased grain through the day on ITC’s behalf. Some produce of good quality would command a premium. Some of poor quality would sell at a discount. The agent purchased a range of qualities through the day at a range of prices. He mixed them at the end of the day and charged ITC a single price near the higher end of the spectrum.

• Seasonal price inflation—A corollary effect was that high-quality produce was used to make an entire lot of lower-quality produce acceptable. Agents, therefore, paid an inflated premium for high-quality produce. This drove up the high mandi price for the day. Few farmers actually got this price, but this price acted as the benchmark for the next day’s pricing, thereby inflating the mandi price over a length of time. This created a distortion that inflated the overall seasonal procurement prices for ITC.

• Capture of intra-day price shifts—Mandi prices are fluid and vary within the day. ITC provided the agent a price range for the day to buy within. If the agent’s average buy price within the day was lower than the ITC price, the agent sold the grain to ITC at the ITC price and pocketed the difference. If the average buy price was higher than the ITC price, the agent would still buy the produce but tell ITC that because its price was not high enough, no grain could be bought. He would store the grain and sell it to ITC the next day when ITC raised its price to make up for the previous day’s procurement shortfall. Commission agents, therefore, captured the entire benefit of intra-day price shifts.

The agent never lost. Officially, the agent’s commission is one percent of ITC’s price. In reality, ITC estimated the agent’s operating margin is approximately two and a half percent to three percent. The other insight is that the auction process is transparent in name only. The market is created, manipulated, and managed by the agents. The e-Choupal is an ideal vehicle to communicate directly with the farmer and thereby bypass the inefficiencies arising out of agent intermediation.

While the inefficiency in the supply channel was causing ITC to look inward, a changing landscape was forcing it to look outward. The agricultural commodity trading business was small compared to international players. By 1996, the opening up of the Indian market brought in international competition. These established and large companies had better margin-to-risk ratios because of wider options for risk management and arbitrage. To replicate their operating model would require a massive expansion of horizontal and vertical presence.


By 1996, the opening up of the Indian market brought in international competition.



ITC devised a strategy to systematically deploy information technology to change the game. An existing horizontal integration deficiency was addressed through customer-relationship, management-based solutions used to identify and provide for the nonstandard needs of customers in an industry where the basic services had been standardized. Customized information technology application and realignment of business goals and processes were deployed to manage risk and build the organization’s knowledge base. The e-Choupal network was conceived to achieve “virtual vertical integration: by extending ITC’s engagement all the way to the farmer in the field.”
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The ITC Group

The ITC group is one of India’s foremost private-sector companies, with a market capitalization of approximately $4 billion and annual revenues of $2 billion. ITC has a diversified presence in tobacco, hotels, paperboards, specialty papers, packaging, agri-business, branded apparel, packaged foods, and other fast-moving consumer goods (FMCG) products. Spurred by India’s need to generate foreign exchange, ITC’s international business division was created in 1990 as an agri-trading company with the goal to “offer the world the best of India’s produce.” Today, that division is a $150 million company that trades in commodities such as feed ingredients, food grains, coffee, black pepper, edible nuts, marine products, and processed fruits. When ITC entered this industry, produce was bought and crushed by small-scale crushers who were also traders. ITC began with buying and exporting DOC (de-oiled cake, as that from soya). In a year, it realized it needed a greater presence in the chain to better understand product dynamics. ITC then began renting processing-plant time and buying soya from mandis.



The social agenda is an integral part of ITC’s philosophy. ITC is widely recognized as dedicated to the cause of nation building. Chairman Y.C. Deveshwar noted, “ITC believes its aspiration to create enduring value for the nation provides the force to sustain growing shareholder value.” This vibrant view of social conscience allowed ITC to recognize the unique opportunity of blending shareholder value creation with social development. The social impact of the e-Choupals as envisioned by ITC ranges from the short-term provision of Internet access to the long-term development of rural India as a competitive supplier (and buyer) of a range of goods and services to the global economy. The sustainability of the engagement comes from the commitment that neither the corporate nor social agendas will be subordinated in favor of the other.


Implementing and managing e-Choupals is a significant departure from commodities trading practices in India.



Implementing and managing e-Choupals is a significant departure from commodities trading practices in India. Trading is not capital intensive because processing is outsourced and commodities are traded for margins that come through arbitrage of knowledge, time, or location. On the other hand, the e-Choupal model required significant capital outlays. Getting concurrence from the ITC board for such a venture and the diligent management of its progress required clarity of vision and an understanding of revenue streams and operations. Through its tobacco business, ITC dealt for decades with Indian agriculture, from research to distribution. ITC’s translation of its strategic, tactical, and social imperatives into a business model demonstrates a deep understanding of both agrarian systems and modern management methods. Some of the guiding management principles included the following:

• Reengineer rather than reconstruct—The conventional view of transforming established business systems begins with the failure of the current system and means to change it. ITC looked at what was good with the current system and, therefore, what they could build on. ITC not only kept efficient providers from the existing system but also created roles for some inefficient providers from the previous system. This philosophy has two benefits. First, it avoids reinventing the wheel in areas where ITC could not add value through its presence. Second, it co-opts members of the rural landscape, thereby making their expertise available to ITC while foreclosing the same from ITC’s competition. A good example of this in action is the role created for the commission agents (as discussed later in this chapter).

• Address the whole, not just a part—The farmer’s universe consists of many activities, ranging from procuring inputs to selling produce. Today, the village trader services the spectrum of the farmer’s needs. He is a centralized provider of cash, seeds, fertilizers, pesticides, and marketing. In doing so, the trader enjoys two competitive benefits. First, his intimate knowledge of the farmer and village dynamics allows him to accurately assess and manage risk. Second, he reduces overall transaction costs by aggregating services. The linked transactions reduce the farmer’s overall cost in the short term but create a cycle of exploitive dependency in the long term. Rural development efforts thus far have focused only on individual pieces rather than entire needs. Cooperatives have tried to provide agricultural inputs, rural banks have tried to provide credit, and mandis have tried to create a better marketing channel. These efforts cannot compete against the trader’s bundled offer. Functioning as a viable procurement alternative, therefore, requires eventually addressing the gamut of needs, not just marketing.


From the conception of the model, an information technology-driven solution was recognized as fundamental to optimizing effectiveness, scalability, and cost.



From the conception of the model, an information technology-driven solution was recognized as fundamental to optimizing effectiveness, scalability, and cost. Information technology is 20 percent of all the effort of the business model, but it is deemed the most crucial 20 percent. The two goals envisioned were as follows:

1. Delivery of real-time information independent of the transaction. In the mandi system, delivery, pricing, and sale happen synchronously, thus binding the farmer to an agent. The PC was seen as a medium of delivering ITC and other rates prior to the trip to the mandi, thus giving the farmer an empowered choice.

2. Facilitate collaboration between the many parties required to fulfill the spectrum of farmer needs. This goal follows from the need to address the whole, not just the part.

It is a tribute to ITC’s understanding of rural value systems that it did not hesitate to install expensive information technology infrastructure in places where most people might think twice. It is a tribute to rural value systems that not a single case of theft, misappropriation, or misuse has been reported from among the almost 2,000 e-Choupals.

Profitable reengineering requires the unambiguous understanding of value provided, the circumstances in which they are applicable, and the revenues they are capable of generating. Three sources of payback were expected:

• Crop-specific intervention—ITC recognized that agrarian systems vary by crop. This means the sources of inefficiency in the supply chain, the correction required from the e-Choupal, and the magnitude and timing of the resulting efficiencies will differ by crop. For example, the systems, and consequently the e-Choupal models and payback streams, for coffee and shrimp differ significantly from that of soya. ITC’s goals for the soya intervention reflected this nuanced analysis, and the project was targeted with recovering the entire cost of infrastructure from procurement savings. This is in contrast with the coffee and shrimp efforts, where the source of e-Choupal value is such that the investment recovery horizon is much longer.

• Low-cost last mile—The same system of physical and information exchange that brings produce from the village can be used to transfer goods to the villages. Because infrastructure has already been paid for by procurement, it is available at marginal cost for distribution. This ties in nicely with ITC’s larger goal of transforming the e-Choupal network into a distribution superhighway. ITC’s current channels reach areas with populations of 5,000 and more. The e-Choupals allow penetration into areas with populations less than this. Products such as herbicides, seeds, fertilizers, insurance policies, and soil-testing services are, for instance, being sold through e-Choupals.

• Intelligent first mile—After the notion of consumerism and service has been established in the minds of the village farmers, their creativity and intimate knowledge of rural needs can be used to conceive the next product to be sold in villages. Thus, the farmers are transformed from being consumers to participants in the process of product design. This helps broaden the ITC offering and further bolster payback.

When the e-Choupals were conceived, they faced a fundamental regulatory obstacle. The Agricultural Produce Marketing Act (1937), under whose aegis mandis were established, prohibits procurements outside the mandi. ITC walked the government through the spirit of the Agricultural Produce Marketing Act as opposed to the letter and convinced them that e-Choupal procurement was in line with the goals of the act. Because ITC would not be using the mandi infrastructure for its procurement and it would have to incur its own costs on the e-Choupal infrastructure, the government offered to waive the mandi tax on the produce procured through the e-Choupal. ITC recognized the tax was a major source of revenue for the government and local mandis. Also, because ITC’s competition was also subject to it, the tax itself was not making ITC uncompetitive. ITC, therefore, chose to continue paying the tax rather than risk relationships with the government and the mandi.


ITC walked the government through the spirit of the Agricultural Produce Marketing Act as opposed to the letter and convinced them that e-Choupal procurement was in line with the goals of the act.



The e-Choupal, which physically consists only of a computer with an Internet connection, is established in a village. A local farmer, called the sanchalak (coordinator), runs the village e-Choupal, which resides in the local sanchalak’s living room. In keeping with the philosophy of modular increments based on proven results, ITC experimented with a variety of village conditions before developing a checklist for attributes it looks for in the selected village. The goal that ITC is working toward is to saturate its operating areas so that a farmer has to travel no more than 5 kilometers to get to an e-Choupal. ITC expects each e-Choupal to serve about five to seven villages in this 5-kilometer radius. Today, e-Choupal services reach out to more than a million farmers in nearly 11,000 villages through 2,000 kiosks across four states (Madhya Pradesh, Karnataka, Andhra Pradesh, and Uttar Pradesh). Of the e-Choupals in Madhya Pradesh, the one in Khasrod services about 500 to 700 farmers in 10 villages, and another one in Dahod services 5,000 farmers in 10 villages. The average seems to be about 1,000 farmers per e-Choupal.

ITC manages the geographical and cultural breadth of its network by channeling communication through a local farmer called the sanchalak. Recruiting a farmer as sanchalak from the community served several purposes:

• For generations, the Indian farmer has been betrayed by institutions, individuals, and even the weather. Trust is the most valuable commodity in rural India. No transaction will happen without trust, regardless of the strength of the contract. The sanchalak is selected to provide this vital ingredient to ITC’s message.

• ITC did not have to invest in building and securing a physical infrastructure such as a kiosk for housing the computer.

The sanchalak is trained in computer operation and can act as a familiar and, therefore, approachable human interface for the often-illiterate farmers and other villagers.

• ITC expects to leverage the power of the small-scale entrepreneur.

The sanchalak receives a commission for every transaction processed through the e-Choupal. Working as a sanchalak also boosts his social status, an important aspect of rural Indian life.

ITC insists that at no time should the sanchalaks give up farming, because this would compromise the trust the sanchalak commands. The fact the sanchalak works on commission could undermine his credibility. ITC mitigates this by projecting the role as a public office as opposed to a profitable venture. This is one reason he holds a title (sanchalak). This image is reinforced by a public oath-taking ceremony, where in the presence of a gathering of the local villagers, the sanchalak takes an oath to serve the farming community through the e-Choupal.

The sanchalak undergoes a training program at the nearest ITC plant. The training includes basic computer usage, functions within the e-Choupal Web site, basic business skills needed to function as a sanchalak, and quality inspection and pricing. For the sale of products through e-Choupal, the sanchalak receives product training directly from the manufacturer, with ITC involved only in product design and facilitation. In reality, the sanchalak gets most of his training on the job, which makes selecting sanchalaks with a natural drive all the more important.

“Virtual vertical integration” can work only if there is a continuous flow of information between the e-Choupals and ITC. Because of the numbers and geographic spread of the e-Choupals, this communication must be initiated by the sanchalaks. If their motivation to communicate with ITC diminishes, the channel will still function for procurement, but lack the vitality to manage supply risk, distribution, or product design. Maintaining continuous commercial flow keeps the sanchalak motivated to spend time and money in calling the ITC representative to ask about new products, convey village demand, and provide local updates. An example of the power of local information was seen early in e-Choupal implementation. A competitor tried to divert produce coming to the ITC factories by stationing motorcycle-riding representatives on the roads leading up to the plant. This person would stop farmers and offer them a premium over the ITC rate to divert their trolleys to the competitor’s plants. Information about this came to ITC from alert sanchalaks, and ITC could take necessary measures.

ITC maintains commercial volumes (and therefore commission checks) flowing through e-Choupals by intelligently sequencing procurement and sales year round. Purchases and sales have been arranged so that kharif (crop season coinciding with India’s monsoon, July to October) procurement, rabi (winter crop season in irrigated areas) inputs, rabi procurement, and kharif inputs sequentially maintain a steady stream of revenue for sanchalaks.

The previous day’s mandi closing price determines the benchmark fair average quality price at the e-Choupal. The benchmark price is static for a given day. This information and the previous day’s mandi prices are communicated to the sanchalak through the e-Choupal portal. The farmer brings a sample of his produce to the e-Choupal. The sanchalak inspects the produce and based on his assessment of the quality makes appropriate deductions (if any) to the benchmark price and gives the farmer a conditional quote. The sanchalak performs the quality tests right in front of the farmer and has to rationalize any deductions to the farmer. The benchmark price represents the upper limit on the price a sanchalak can quote. These simple checks and balances ensure transparency in a process where quality testing and pricing happen at multiple levels. If the farmer chooses to sell his beans to ITC, the sanchalak gives him a note bearing his name, the village, particulars about the quality tests (foreign matter and moisture content), approximate quantity, and the conditional price. The farmer takes the note from the sanchalak and proceeds to the nearest ITC procurement hub, ITC’s point for collection of produce and distribution of inputs sold into rural areas.

The farmer bears the risk of transportation until the produce is delivered and the sale completed. The transportation costs he incurs are reimbursed by ITC. This reimbursement was initially based on the distance of the issuing e-Choupal from the processing center. This gave farmers the incentive to travel to a far away e-Choupal with their samples to get a higher transport reimbursement. ITC, therefore, did away with differential compensation and replaced it with a system of uniform compensation. Much of the procurement hub-related logistics are managed by the samyojak. Their responsibilities include the following:

• Labor management at the hub

• Bagging and baggage handling

• Storage management

• Transportation from the hub to processing factories

• Payment processing and cash management

• Handling mandi paperwork for the grain procured at the hub

For his services in the procurement process, the samyojak is paid a 0.5 percent commission.

Farmers’ gains from the e-Choupal approach include the following:

• Better information—Prior to the e-Choupal, the farmer’s information was incomplete or inaccurate. The only sources of information were the village grapevine and the commission agent. The e-Choupal gives farmers access to prices at several nearby outlets. Some e-Choupal sanchalaks have taken this a level further. They have begun accessing external pricing indicators such as prices on the Chicago Board of Trade Web site to track global trends and determine the optimum timing of their sale.

• Better use of time—An indicative price was available only when the farmer traveled to the mandi, incurring costs that he could ill afford. The final price of the transaction was available to the farmer only upon the completion of the auction, at which time there was no backing out of the transaction. At the e-Choupal, the farmer has access to price choice prior to his trip.

Both of these preceding factors work together to provide the farmer a better price for his crop.

• Transportation cost—The farmer bears the cost of transporting the crop to the mandi for a sale. ITC compensates its sellers for their transportation costs.

• Transaction duration—The mandi process can stretch into several days from arrival to full payment. Most farmers have traveled long distances to come to the mandi and incur costs of overnight stays or multiple trips. The sale to ITC takes no more than a few hours. (ITC targets two hours; farmers spoke of two to three hours. Our observation is that it probably takes two to three hours, possibly more in the peak season, but far less than a day.)

Both of these preceding factors result in a lower logistics costs for the farmer.

• Weighing accuracy—The mandis’ manual scales are inherently inaccurate, easily manipulated, and subject to manual errors. ITC’s electronic scales are accurate and impartial.

• Granularity of weighing—The manual scales require that the produce be first transferred into bags. This intermediate bagging results in pilfering and loss of produce and the compounding of manual weighing errors over the entire load. The single weighing at ITC in which the entire wagon is weighed eliminates these losses.

Both of these preceding factors contribute to lower transaction loss.

• Professionalism and dignity—The ITC procurement center is a well-maintained, professionally run operation where the farmer is treated with respect and actually serviced as a customer. The farmers we spoke with evinced great emotion for the dignity accorded to them by a professional process. Farmers mentioned simple touches such as a shaded area with chairs to await their paperwork as indicators of ITC’s respect for them and their produce.

Even though intangible in the short term, the self-confidence created by the professional treatment is changing the way farmers conduct themselves. Sanchalaks, and even a commission agent, noted this change in farmer attitudes.

ITC’s gains from the e-Choupal approach include the following:

• Disintermediation savings—The commissions paid to the agents were not excessive, but the true cost of intermediation, including the rent seeking, was between two and a half percent and three percent of procurement costs. A half percent commission to the sanchalak has replaced this.

• Freight costs—Direct reimbursement of transport costs to the farmer is estimated to be half of what ITC used to pay the commission agents for transport to their factory.

• Quality control—Removal of intermediary manipulation of quality and the capability to directly educate and reward quality in the customer base results in higher levels of quality in e-Choupal procurement. This results in higher post-processing yields.

• Risk management—The e-Choupal allows ITC to develop long-term supplier relationships with its farmers and attain some modicum of supply security over time. Risk is also managed in the e-Choupal world by a far stronger information infrastructure. Sanchalaks and samyojaks working on behalf of ITC provide excellent ground information on pricing, product quality, soil conditions, and expected yields. This information allows ITC to better plan future operations.

One of the most exciting aspects about the e-Choupal model is that it profitably provides an inaccessible village with a window to the world. The e-Choupal is the first and only PC in most of these villages. This fact, coupled with the higher remuneration and appreciation of the professional transaction, is causing several shifts in the social fabric.
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Overall, the change brought about by the e-Choupal is overwhelmingly positive. It is, however, important to note that some parties are adversely affected in the short term. Diversion of produce to e-Choupals has caused soya volumes to shrink by 50 percent at mandis. Most people who have lost are closely connected to the mandi, as follows:

• Commission agents—Despite ITC’s best efforts to maintain the mandi volumes and compensate the commission agents for lost income, there is little doubt that on the whole they have lower incomes after the e-Choupal than before.

• Mandi laborers—The workers in the mandi who weighed and bagged the produce have been severely impacted by the drop in volume. ITC’s long-term vision is to employ many of these people in the hubs in much the same functions as they perform in the mandi. The Sonkach mandi has 28 tulavatis (weighers) and 300 laborers.

• Bazaars near the mandi—When farmers sold produce in the mandi, they would also purchase a variety of commodities at the local bazaars. This revenue has now been diverted to shops near the ITC hubs, which is actually more a diversion of revenue than its elimination.

• Some mandi operations—ITC still pays the mandi tax for all the grain procured through e-Choupals, but it now pays the tax to the mandi nearest to the procurement center. As a result, tax is being diverted from several mandis to the few mandis near procurement hubs. The result of this is that regional mandis have lost taxes that contribute to maintaining their infrastructure.

• Competing processors—Even before the advent of the e-Choupal, the soya-crushing industry suffered from severe overcapacity; half of all capacity was excess. The efficiency pressures imposed by the e-Choupal have spurred industry consolidation.

There are other challenges to the e-Choupal system of which ITC is aware. The computer in the village is revolutionary, but there is also no doubt that the villages are socially stratified to the point where not everybody can walk up to the sanchalak and ask to be shown the computer. There are clearly income levels and the entire adult female population who do not have access to the computer. The innate power of the computer to drive social change will not transcend this barrier unaided. This fact is by no means a reflection on ITC; it is a reflection on the nature of the underlying society in rural Madhya Pradesh. The solution might lie in observing where the system has driven social change. Village farmers belong to many social and economic strata. Yet, the sanchalaks are servicing all of them equally. In this case, the potential for commerce has broken a barrier that society has built. Similarly, engagement with the isolated demographics, especially women, might be possible through the active procurement and distribution through the e-Choupal of products tailored specifically to them.

ITC recognizes the limitations of today’s e-Choupals in their manifestation as vehicles of procurement efficiency. Not every crop lends itself to such an intervention. In crops such as soya, where value is to be had, followers will soon imitate ITC and eliminate the competitive advantage. ITC’s vision for the e-Choupals extends many generations as the e-Choupal evolves into a full-fledged orchestrator of a two-way exchange of goods and services between rural India and the world. At the very least, though, ITC has connected many rural villages to the rest of the world and taken real steps that while making a profit improve the condition and the situation of the rural poor.1

Endnotes

1. In April, 2005, P.M. Sinha, chairman of the Agriculture & Rural Development Committee of the Federation of Indian Chambers of Commerce and Industry, made a presentation at the Agricultural Summit in New Delhi, an excerpt of which follows:

“At present, though agricultural production is largely free from controls, the same is not true of marketing and processing of agricultural commodities. The present agricultural marketing system is highly restrictive and regulated, owing to a large number of laws enforced by the states and the center. Monopolistic practices and procedures have prevented development of free and competitive trade in agri-products. The state governments alone are empowered to set up markets for agricultural commodities, in notified areas. Processing industries cannot buy directly from the farmers, except through the notified markets, where intermediaries take away a sizable share from the price of the produce. Currently, a study shows that the farmer receives only 30 to 35 percent of the end-consumer price, the intermediaries take up the balance. Hence we suggest:

• Amend the Agricultural Produce and Marketing Act (APMC) to encourage direct marketing, to free the farmers to sell to whoever they want, enable them to get the best price for their produce, and create partnerships with banks, finance, and logistics companies, for lowest-cost financing and marketing. We feel states should be incentivized through budget allocation for speedy implementation of the amendments.

• Treat organization of markets as a service industry, and allow markets to be set up by the private sector and farmers’ cooperatives. This will attract private investment in creation of much needed marketing infrastructure, create competition, and ensure better service to the farmers.

• Abolish the mandi tax system.”

This case study was written by Kuttayan Annamalai and Sachin Rao under the supervision of Professor C.K. Prahalad. This case study is intended to be a catalyst for discussion and is not intended to illustrate effective or ineffective strategies.

Update: ITC e-Choupal

By S. Sivakumar, CEO, International Business Division, ITC Ltd.



1. The Ideas Behind e-Choupal

a. Value creation: As a physics student, I was deeply fascinated by Einstein’s famous insight e=mc2. Until he figured out the implication of the speed of light, energy and mass were two independent and unrelated fields. With one stroke of genius, he converged the two, and the world was never the same again. In a similar manner, capitalist markets, with the self-interest of the entrepreneur as the foundation, were never thought of as a means to achieve social equity. Interest of the disadvantaged communities, on the other hand, was always considered as the exclusive domain of government or community-based organizations or not-for-profits. Much later, when our experience at ITC had demonstrated that markets do deliver social equity when you co-create them together with empowered communities, I felt the same excitement as I did when I understood Einstein’s equation. In other words, co-creation concept has converged the two independent domains of equity and markets. A new meaning to e=mc2! And the core idea behind the value creation process in e-Choupal.

b. Value delivery: Another metaphor from physics, lever, helps in easily understanding the idea behind the value delivery process in the e-Choupal system. People at the BOP access markets under constrained conditions because of the voids in physical or institutional infrastructure, besides limitations in some of their own capacities. Filling in these gaps in infrastructure can act as a multiplier (lever) and enable market access for the BOP consumers and producers. Investment in information and communication technologies was the key lever that made all the difference in the case of e-Choupal, through the process of price discovery in the village.

c. Value capture: Yet another physics principle, chaos theory, explains the most important idea in the e-Choupal model, namely the value capture mechanism. In the world of chaos, an attractor ensures stability and predictability. Much the same way, the orchestrator of the e-Choupal ecosystem—ITC—puts the network together and innovates the value capture mechanisms that do not strain the small wallets of the BOP customers. Win-win outcomes for all stakeholders can be achieved through logistics reorganization. Producers and buyers can get value through the ability to identify the source of the crops. This is an example of value creation.



2. Evolution of e-Choupal

a. Scale: The original report talks about 2,000 e-Choupals covering 11,000 villages servicing a million farmers. Today the network has scaled to 6,500 e-Choupals, 40,000 villages and 4 million farmers. The Hubs morphed into integrated Farmer Facility Centers, christened Choupal Saagars. There are 24 Choupal Saagars already operational. The business too has multiplied five-fold, demonstrating the scalability and replicability of the design that worked across product-service-geographic markets. While the basic character of agriculture is the same across India, value chains of different crops have their own intricate dynamics. So do the socio-economic characteristics of different regions. These complexities were factored in while operationalizing e-Choupal. The variations do nuance the supply chain designs, business processes, and revenue models across crops and geographies.

b. Scope: Underscoring the broader scope of evolution since the six waves were articulated in the original report, the multiple versions of e-Choupal are renumbered as 1.x and 2.x series. The original four waves are now called 1.1 to 1.4, describing the different models of agri-business. The rural marketing and distribution ideas described as wave 5 have been rolled out since then. They are renumbered as 2.1 to 2.6, covering agri-inputs (information, knowledge, risk management solutions, credit, seeds, nutrients, etc), consumer goods, financial services, retail hypermarkets at Choupal Saagars, health, and education respectively. The first four are full-fledged businesses, while the last two are in pilot scale. The different components under the 3.x series are being prototyped at this time. These cover new anchor businesses (much like the 1.x series in agriculture) and deeper personalization of the solution through the integration of mobile devices and analytics. These are likely to be scaled during 2009. The earlier wave 6 is now 4.x series, and work remains on the drawing board until the broadband reaches rural India at a substantially better price performance equation.

c. Social impact: Farmers benefited through better prices for crops as they are now able to make informed choices, through higher crop yields and improved quality enabled by better practices and quality inputs. Real-time information led to better alignment of production with markets, more valuable in perishable crops and organic produce. Research has concluded that information asymmetry between large mandies and small reduced in e-Choupal catchments. Competition from e-Choupal improved systems and efficiencies of the traditional mandi system. The success of e-Choupal inspired many other corporations to look at businesses in rural India more seriously, while the government has been comfortable reforming the various laws that constrained the entrepreneurial energies along the agriculture value chain. Above all, the optimism and confidence of a farmer arising from the freedom of choices is very visible. This is in great contrast to a mood of resignation.



3. Principles in Operationalizing e-Choupal

a. Quality, cost, and experience—no trade-offs: Trade-offs imply compromises and that some value needs to be given up to acquire some other value. It is envisaged from the beginning that the e-Choupal platform will offer full freedom of choice to the participants without any trade-off dilemmas. Better quality produce is acknowledged and rewarded with differentiated premium. Costs of participation are made near-zero to encourage rapid network build-up. Farmers participating on the platform were treated with dignity and respect that is not experienced by them in the alternate channels. Hypermarkets at Choupal Saagars not only offer quality screened products and services to the rural consumers at competitive prices but provide an in-store experience normally extended in high-end luxury store formats in cities.

b. Multi-tiered innovation structures: Institutional structures and the capacities to use them always existed in urban centers; the voids are acutely visible in rural hinterlands. Because of the institutional abilities, the enterprise activity in urban centers is vibrant and dynamic. In a sense, ITC e-Choupal catalyzed the diffusion of innovations to rural hinterlands and vice versa through a three-tier structure (i) village level, (ii) cluster level, and (iii) network orchestrator. This multi-tiered e-Choupal architecture is supplemented with the co-option of social capital in the form of Sanchalaks and Samyojaks, as well as ITC’s field force recruited from villages and small towns. This combination led to a change in the interpersonal communication dynamics, leading to deeper engagement with farmers through culturally sensitive dialogue that generates ideas from the routine daily interactions. At the other end, collaborative effort across firms in the ecosystem versus the traditional competitive approach enabled opportunities for extraordinary value creation.

In the case of wheat, for example, the transformation in the industry is led by e-Choupal’s ability, through its processes and infrastructure, to bridge the disconnect between the way wheat is bought (physical properties), is processed (chemical properties), and the way the final product is bought by the consumer (rheological properties and organoleptic tests), which ensures the quality consistency in differentiated forms of Atta (Indian flour). This was just not possible—or too expensive—in the pre–e-Choupal days.

c. Open yet self-regulating governance mechanisms: When the ITC e-Choupal was first rolled out, mega successes of open source–based models such as Wikipedia or community-centric commerce platforms such as eBay were yet to happen. From day one, the e-Choupal model established a code of conduct quite unique to the business world with counterparty contracts based on moral contract rather than a written legal deed. Individual responsibilities and community ownership is emphasized and accentuated through processes and events. It is not in the interest of an individual to default on obligations because the peer-group enforces compliance. For example, if a farmer defaults on the quality of produce while delivering at the designated location, it gets identified and published. Once it gets known within the local community, the community actively discourages such behavior as it will impact the efficiency of the system.

Once every six months, large-scale face-to-face assemblies are arranged for all the participants, namely farmers, rural consumers, manufacturers, service providers. These assemblies serve to foster close-knit communities, reward innovators, and encourage behaviors that facilitate the realization of e-Choupal objectives.



4. Vision of e-Choupal

Another physics metaphor! Black Holes for a Green World. Curious? The next edition of the book will have the details.


Voxiva: Health Alerts for All

“We were able to get started because we raised money from people who thought what we were doing was important to the world and also thought there was a business.”

—Paul Meyer

Over the past two decades, the spread of new diseases such as HIV/AIDS, severe acute respiratory syndrome (SARS), hepatitis C, and dengue haemorrhagic fever, and outbreaks of traditional diseases such as typhus and diphtheria, have generated a renewed awareness of the global threats posed by infectious diseases. Indeed, infectious diseases, such as cholera, meningococcal disease, and measles, cause 63 percent of all childhood deaths and 48 percent of premature deaths. Approximately 300 million people have acute cases of malaria, 90 percent of them in Sub-Saharan Africa.1 Infections also cause cancers, cardiovascular, and respiratory/digestive deaths. The overall toll of infectious diseases is significant around the world.


The threat of rapid national, regional, and global spread of infectious diseases poses a new challenge: early detection and coordinated and rapid reaction by public-health authorities locally and globally.



The threat of rapid national, regional, and global spread of infectious diseases poses a new challenge: early detection and coordinated and rapid reaction by public-health authorities locally and globally. A basic surveillance system built on a low-cost communications infrastructure is critical. The innovation from Voxiva, Inc., in tackling such a challenge in Peru is proving to be robust, with applications in developed countries such as the United States and developing countries such as Afghanistan, Iraq, China, and India.

Continuing threats of emergent diseases, such as SARS, threaten state and regional economies. According to the Asian Development Bank (ADB), the SARS outbreak will have a significant economic cost (in addition to the loss of life it will cause). ADB estimates that SARS will cost Asia approximately $7 billion in lost economic output, and the region as a whole could lose up to $28 billion.2 However, early disease detection, clear and rapid communication, and coordinated action by health authorities can inhibit the spread of infectious diseases. According to the World Health Organization, “Reporting systems are the intelligence network that underpins disease control and prevention. Without this framework in place, it is impossible to track where disease is occurring, measure progress in disease control targets, monitor antimicrobial drug resistance, or provide an early-warning system for outbreaks and the emergence of new diseases.” Surveillance data also is needed to assess where resources should go for maximum cost-effectiveness. Research in public health, around the world, has resulted in four simple conclusions to minimize the spread of disease:

1. We need widespread recognition that infectious diseases present a significant threat to global health, both in human and economic terms.

2. Active surveillance is critical for early detection. Often, the difficulty is the surveillance in remote regions of the developing world with poor communications and health infrastructure.

3. Early detection and subsequent relevant action reduce the probability of the spread of a communicable disease.

4. The ability to communicate between groups affected and public health authorities who can trigger the appropriate actions is critical.

Voxiva, Inc., considered these four factors when tackling a challenge with their technological solution. Though Voxiva first designed their platform around an epidemiological application, these criteria have applied to other types of cases found the world over, such as reporting crime, supplying blood to hospitals, and testing new vaccines. Though these solutions might seem obvious for people who never leave home without a mobile phone, Voxiva looked beyond the U.S. borders to rural areas where 70 percent of the world’s poor live with limited access to telecommunications.3

Voxiva exists to bridge a communications gap, at the same time targeting a market that makes less than $2 a day. Its value added is socially admirable, and at the same time it seeks to be profitable. Its basic assumption is that there are a lot more telephones in the world than computers, and that telephones are a much more accessible and practical tool for conveying urgent data and information. Voxiva challenges an implicit assumption held by many: Computer usage must proliferate in rural communities to connect the poor. In bypassing this assumption, Voxiva provides a solution divorced from hardware configuration. Instead, it adds value by streamlining the flow of critical information through the existing telecommunications infrastructure.
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Voxiva was co-founded by Paul Meyer and Dr. Pamela Johnson, who both have extensive experience in linking humanitarian projects with business enterprises. Meyer was founder and chairman of IPKO, the first and largest Internet service provider in Kosovo; Johnson was previously the coordinator for child survival at the U.S. Agency for International Development overseeing public health programs in fifty countries. Voxiva leverages the convergence between the public and private sector, creating a social venture with the goal of creating a better world by promoting public health in developing economies. These ventures are driven by profits, scalability, and ROI as much as by the social good they can do.

The health-care industry relies heavily on the management of critical information, and technological solutions hold great promise for providing support for challenging and complex interdependent managerial decisions and interventions that characterize health practice. The health-care sector is second only to the business sector as a major user and promoter of tools and methodologies to harvest knowledge through intensive use of ICT.4 As a social venture, Voxiva (with its credibility and track record) has positioned itself not only as an expert in public health, but also as a business truly interested in solving public-health problems. As a result, Voxiva attracts a unique type of worker: The ideal Voxiva employee is part McKinsey consultant, part Microsoft technician, and part Peace Corps volunteer.


Why Peru?

The Gates Foundation and the World Health Organization suggested Peru as a testing ground because it provided an environment in which Voxiva’s unique data collection system could be more or less isolated and tested. Peru has a history of utilizing data to fight infectious diseases, a strong public-health orientation, and a demonstrable commitment to rural connectivity.

However, the missing link in Peru’s existing disease surveillance was effective communication between central decision makers in Lima and the front-line health workers in rural areas. The two key elements that made Peru a fertile testing ground were its disperse rural populations and Voxiva’s capability to identify and create two solid partnerships: with Telefónica, Peru’s largest telephone company; and with a “superuser” at the operational level within the health-care system who took ownership of the pilot.

Finally, the importance of an active and involved user cannot be underestimated for the success of the pilot. Also known as a superuser, the role of Peru’s Department of Epidemiology (OGE) was to actively help design the system, participate in its rollout, integrate it with its own training programs, and test it thoroughly to find the glitches and limitations. As Dr. Johnson emphasized, “The head of the OGE not only understood the role of information technology, but could see the power behind it. We worked with people who are really hungry for information so they can use it.”



Voxiva’s pilot launch application, Alerta, gave voice to marginalized communities in rural Peru that were only part of a health-care system according to a zone map, but not in practice. Voxiva’s Alerta brought these remote and disaggregated groups into the fold years before their governments thought it was possible. Voxiva’s primary challenge was to deconstruct a complex information reporting system into the “lowest common denominator” necessary to achieve the defined goals. This included not only the reporting structure, but also developing a user-friendly audio interface and assisting organizations accustomed to “snail mail” to leverage real-time information.

Voxiva piloted a system that connected approximately 204,000 individuals in two sparsely populated districts south of Lima to the national health surveillance system. The population density of Chilca-Mala was 15 residents and of Cañete 24 residents per square kilometer, respectively. The system incorporated 76 health clinics, health centers, and district centers (SBS) that are part of the four levels of the Ministry of Health. In total, Peru has 135 health posts (operations), 53 district-level health centers (or SBSs), and 34 state-level health centers (or DISAs that play a vital role in disaster-outbreaks management), along with the Department of Epidemiology (or the OGE), and the Ministry of Health (or the MINSA) located in the capital, Lima.
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Figure 1 National public-health surveillance, Peru.

To improve communication, Voxiva’s reports are available 24 hours a day, 365 days a year, in near real time, through text messaging to cell phones or e-mail.

The pilot ran from March 2002 through early September 2002. Preliminary results showed that prior to Alerta’s installation, 28 health posts reported on a weekly basis, whereas 22 reported on a monthly basis to the Chilca-Mala SBS. The MINSA required that health posts and centers report on a weekly basis, but because of the cumbersome process of transporting the reports, many only reported monthly. After Alerta’s deployment, 12 of the 22, which had previously reported on a monthly basis, began reporting on a weekly basis because of access to a telephone in their village. During the pilot, 26,264 cases were reported over 4,167 calls. Two hundred and four users, including front-line health workers and management, utilized the program.

A survey conducted in August, as the pilot neared its end, revealed that 90 percent of the respondents who used the system believed the faster responses from supervisors were the primary benefit of the system, and 70 percent of the users cited the increased communication with their colleagues and supervisors as a primary benefit of the system. In addition, 50 percent believed that reporting was easier, 40 percent believed more cases were reported, and 40 percent believed they saved time over the previous paper-based system. The time used to make a call has fallen from 3 minutes and 32 seconds to 2 minutes and 21 seconds, where the time has seemingly stabilized. Anecdotally, there seemed to be early adoption with younger medics and an increased interest in computers among all doctors.

There were several reasons for noncompliance. Because Alerta was a pilot, all health posts were required to use the previous paper-based surveillance system; some officials did not want to report twice. Reports were submitted inconsistently because of unfamiliarity with the system. Juan Rodriguez, director of the pilot program, said, “We expected the phone would be a familiar enough device where training would be minimal. Instead, we found that training is still required because of unfamiliarity with IVR and voicemail. For instance, a training session was held in July 2002 in Chilca-Mala to provide additional training for voicemail use.”

The lessons learned from the Alerta pilot launch included the following:

• The environment and deployable resources will dictate the type of communication device used. For instance, the need to collect data from widely distributed communities entails the ability to accept data from a variety of input devices such as a computer, cell phone, or a land-line phone.

• Decreasing the cycle time in the data input and aggregation process to provide a near real-time assessment of the situation in the field will likely help prevent or decrease the duration of outbreaks. Responding quickly to events by incorporating near real-time data assessment into policy and public health decisions and communicating immediately with dispersed individuals via a suite of messaging and notification services will stem the rise of diseases.

• The system increases the quality and quantity of data available to facilitate decision making.

• The system must be cost-effective. The deployment of the Alerta system is inexpensive relative to other IT rollouts because it leverages the existing telecommunications infrastructure.

• The technology must be intuitive to facilitate adoption and use. Because a technology is only as good as the people using it, continuous training is critical, not only to familiarize the technicians with the hardware, but also to alter the culture.

• The technicians and doctors were receptive to the technology and liked connecting with the authorities on a regular basis.

• Only 21 percent of respondents used voicemail two times or more during July and August 2002 compared with 64 percent who used the system “never” or “occasionally.” This usage pattern might be attributable to several factors, including unfamiliarity with use or the technology, no cases that would prompt voicemail usage, or that the telephone was in a public place the respondent thought was not conducive to sending a voicemail.

• Collaboration among customers, partners, and users drives problem solving.

• Remote locations with no access to the phone used the radio to contact a health post with a phone to report to the closest health post or clinic with a telephone.

• Health-care workers in remote locations used the voicemail system to communicate with their relatives.

• Group lists were created and used by directors or program coordinators to call for emergency meetings, workshops, courses, or staff meetings—something never done before on a regular basis.

• Industry-wide standard best practices must be adhered to, including those associated with security, flexibility to interoperate with other systems, and versatility of input devices and exportability.

The pace of business within international development is much slower than that of Wall Street. The benchmarks are different, and one significant indicator is the value of time. In the public sector, time is seen as a commodity; whereas with corporations, time translates into actual liquidity and must be accounted for in every respect. This clash of cultures is one tension Voxiva faces on several levels. Time spent on relationship building in the Peru office might or might not result in a funded proposal or pilot now but is crucial as a door opener for future possibilities.

In many ways, Voxiva’s original intent to target the developing countries’ health markets has paid off in the United States, where Voxiva seems to be a novelty based on its rare social mission as a start-up company with operations in Peru. In Peru, on the other hand, multi-and bilateral development aid in South America is big business. Many businesses position themselves as having a social mission or just convert to NGOs to gain more access to development funds. The idea of social responsibility for companies is an unfamiliar concept and as such misunderstood and distrusted. In the United States, however, any organizations associated with public funds, especially civil society, are seen as a threat to business sectors’ status quo and regarded as inefficient and bureaucratic; moreover, NGOs from developing countries are suspected of being corrupt.

In short, Peru’s development aid market is saturated; many groups are all vying for a piece of the pie. Voxiva-Peru’s challenge is to become a viable business seeking public-sector funds. With pressure to realize new contracts quickly, the Lima office is applying two short-term tactics: networking within the circles of friends, former colleagues, family, and public offices with healthy budgets. In Peru, this translates into pitching to the mayors of wealthy districts of Lima and their corresponding municipalities. Alternatively, Voxiva Peru has a choice to cultivate inroads into the private sector, which has a greater ability traditionally to make faster decisions. This effort, however, is also filled with its own menu of complications. First, there is the risk that if they do find a market, as small as it might be, there will be competition within the IT market. Many large IT corporations who have deep pockets to court the donor community might be disposed to do so with the additional benefit of satisfying their role as a socially conscious business. Second, because Voxiva has no propriety ownership, a low profile might be in order. In addition to these factors, its positioning as an IT company within health has its complications, especially with operations in the developing world. The biggest worry with investors is recouping investment in a sector so heavily managed by the public sector in Latin America. It is harder to see the who, when, and how the payback will occur without the help of large international donors stepping in to fund the infrastructure of public services.

Two years after the successful launch of Voxiva and close to break even, Meyer still relentlessly challenged his employees to create innovative applications that deliver on two bottom lines: social and business. His track record and the story behind Voxiva were compelling to many investors. Trust, credibility, and social zeal helped him to raise another $3 million during the second quarter of 2003. Meyer is focusing on pulling in the right people who are smart and driven with initiative to innovate new solutions applying the formula of success: the power of the Internet, the reach of the phone. He constantly finds himself weighing the business opportunities versus the social benefits, short-term results over long-term impact, and fighting the inclination to grow all at once into different social sectors.

His successful run so far as a social entrepreneur is paying off. Over the summer of 2003, Voxiva-Peru launched its second application: Citizen’s Alert, in Lima, Peru. This time the social good was safety. The pilot was funded by the mayor of Miraflores, a popular neighborhood of Lima with upscale restaurants and shops that cater to tourists. When the elite of Lima caught wind of this public service, they also demanded it be applied in their neighborhoods. The outcome favored all citizens of Lima because the four mayors consolidated their resources and scaled up the program to apply to the greater Lima area, population seven million. (The price structure is on a per-user basis.) Following on the heels of this launch were requests from their client base in the United States—proving again that challenges found in developing countries do not differ greatly from those in our backyard.
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Update: Voxiva

By Paul Meyer, Chairman and President of Voxiva, Inc.

Eight years after starting, Voxiva is going strong—operating in 13 countries across Africa, Asia, and North and South America and employing more than 150 people. Although Voxiva is still focused on meeting the enormous need for innovative information services at the Bottom of the Pyramid, it is also taking what it learned there and applying those lessons in the U.S. health-care market.

When Voxiva started in 2001, there were only 750 million cell phones in the world. Many of the people approached with the idea for Voxiva thought it crazy to think that mobile phones could be leveraged to improve the delivery of health services to poor people in poor countries. Not only were there many fewer cell phones, but also technologies like Short Message Service were only just emerging and the mobile Internet was still a long way off.

Fast forward to 2009, and there are more than four billion cell phones in the world. For the first time in human history, it is possible to communicate, interact, and transact individually and in real-time with the majority of the people on the planet. For most people in the world, the cell phone is their first electronic connection to the outside world—not a landline phone, not e-mail, not the Internet. As a result, they use their phones for much more than making calls and texting their friends. They use their phones to access information, buy things, sell things, to send money, and much more—many of the things the Internet is used for in developed countries. Not only have developing countries leap-frogged the old telephone wire infrastructure and adopted wireless communications at a stunning rate, they have leap-frogged the old-fashioned PC-based Internet and adopted mobile information services at a much faster pace than their counterparts in developed countries. In health care, because developing countries are not burdened by the nightmarish jumble of legacy IT systems that plague developed countries, they are leap-frogging from paper straight to interactive mobile health services.

For Voxiva, the explosion in cell phone adoption in the last few years has meant that the company could extend the reach of its mobile health applications all the way to patients and consumers. In the early years, most of its end users were rural doctors or community health workers using the systems to report disease outbreaks or manage the supply of drugs. Now, in addition to providing applications that support health workers and health delivery systems, Voxiva provides a broad range of mobile health applications to help individuals manage their health. Although cell phones can’t make diagnoses or dispense drugs, they can collect information, monitor patients, provide reminders, and give people timely information they can use to keep themselves healthy.

For example, in Mexico, Voxiva launched a series of mobile health services in partnership with Telcel, the leading mobile operator, the CARSO Health Foundation and Medical Clinica, the leading network of private health clinics serving lower-income populations. The Vidanet service allows HIV/AIDS patients to get medication and appointment reminders, access information and tips on living with HIV/AIDS, and track their treatment progress all via their mobile phones. The Diabediario lets diabetics track their glucose levels and other key metrics with their phone.

Given the chronic lack of trained health professionals in most of the developing world, these kinds of direct patient support services can result in significant improvements in health outcomes while reducing the burden on overtaxed health systems.

Voxiva’s experience in the developing world and the credibility that stems from it have been invaluable as the company entered the U.S. health market. Unlike the developing world, Voxiva feels the U.S. health industry is just waking up to the potential of mobile health—the idea that the phones people carry around all day might be a better technology tool to help us live healthy lives than computers.


E+Co: Energy for Everyone

It is possible to combine clean and distributed energy development (a significant component of sustainable development) and provide access to electricity for the poor. The success of E+Co’s investments in Tecnosol, in Nicaragua, with the local entrepreneur as the driving force in the market, demonstrates that locally based nongrid energy systems can work.

Globally, approximately 1.8 billion people lack access to electricity, and 2.4 billion people use wood fuels for cooking. The poor spend roughly $20 billion per year for ad-hoc solutions, such as kerosene lamps, candles, charcoal, firewood, dung fires, and batteries, just to meet basic energy needs.1 Lack of modern forms of energy, particularly electricity, keeps people from escaping poverty and becoming more productive, and these substandard substitutes are often more expensive and more damaging than modern alternatives. For these reasons, electricity access has been a top priority for world governments, multilateral development organizations, and nongovernmental organizations for more than 50 years. However, the number of people without access to modern forms of energy has remained approximately the same despite these efforts.

In 1994, E+Co, a rural energy finance company, was formed to pioneer a different approach to the global energy problem. Focusing on local entrepreneurs, E+Co combines the traditional training and support services of a nongovernmental organization with the capital investment strategies of private equity and banking firms. The result could lead to a dramatic rethinking about how to reach and provide access to energy to the world’s poor.


Focusing on local entrepreneurs, E+Co combines the traditional training and support services of a nongovernmental organization with the capital investment strategies of private equity and banking firms.




E+Co

E+Co had its genesis through pilot activities chartered by the Rockefeller Foundation, and led by Phil LaRocco, to develop new concepts for public-private partnerships in the area of rural energy. They saw an opportunity to install a fundamental building block that would support and reinforce every other important social need in rural societies, including increased economic output (and reduced waste); greater access to information and education; and improved health, especially from the reduction of pollution from wood, kerosene, and other fuels. The foundation recognized, however, that rural energy did not have a one-size-fits-all solution that could be developed in a lab, easily replicated, and scaled worldwide.

The organization quickly evolved and by 2002 had grown to include regional offices in South Africa, Nepal, and Costa Rica with an affiliate office in Bolivia and a global (main) office in Bloomfield, New Jersey. All together, these offices managed a $9 million loan and equity portfolio encompassing 62 active investments in more than 20 countries. In addition, a new office was in the process of being launched in northeastern Brazil. Each regional office, led by an E+Co manager, is responsible for sourcing deal flow, managing existing investments, and preparing investment recommendations for opportunities throughout their region.



Over 10 years, E+Co invested in 90 energy enterprises, reaching more than 200,000 people with modern energy across a variety of technologies and geographical contexts. The firm intentionally cast a broad net by working in more than 20 countries on multiple continents as it has sought to experiment, replicate, and prove its model. This phase of experimentation revealed four main conclusions:

1. There is a willingness and capacity to pay for modern forms of energy at the Bottom of the Pyramid.

2. Renewable energy technologies are an appropriate and increasingly reliable solution.

3. Private enterprises serving local markets are a necessary component for the provision of clean energy.

4. Local entrepreneurial talent with rural reach is a crucially valuable and widely available resource in communities around the world.

The demand for electricity in rural unelectrified areas is largely driven by the need for basic lighting and productive uses such as irrigating fields or operating machinery. One light bulb can keep a store open through the night or provide light for reading, household chores, and even basic security. An electric water pump can save hours of time fetching water. In addition, as globalization continues, there is increasing demand for telephone and even the Internet. When 60,000 poor people were asked to name the number one thing they wanted, they said technology and information, not food and charity. Poor people know that what keeps them poor is lack of competitiveness and knowledge.2 Without electricity, there is little or no possibility these aspirations would come true.


When 60,000 poor people were asked to name the number one thing they wanted, they said technology and information, not food and charity.



Poorer countries tend to have the lowest levels of electrification because per-capita income and the percentage of a country that has electricity are unequivocally correlated. This is further supported by the observation that when a country’s per-capita income is less than $300, typically 90 percent or more of the population uses firewood and dung for cooking. However, when incomes have exceeded $1,000 per capita, most people switch to modern fuels, which further perpetuates their ability to earn greater income.3

Families in rural areas of developing countries spend approximately $10 per month on energy, which can represent between 10 percent and 40 percent of a family’s income.4 A billion people in rural markets have the ability to pay for energy, with many of these billion people spending $5 to $10 a month exclusively for lights.5 Rural customers around the world are estimated to spend between $8 and $12 per month for lighting services, including candles, kerosene, dry cells, or battery charging.6 These sources of energy are dirty and inefficient, and on a per-kilowatt basis, they cost anywhere from 5 to 100 times more than modern fuels and electricity. The paradox is that the poor are spending a disproportionate share of their income on a product that richer people can get cheaper and of higher quality.

Although the cost of energy would appear to be the main driving concern of rural households, experience indicates that high quality and reliability are the most valued attributes of an energy system. Willingness to pay for electricity that is reliable, safe, and of high quality is often higher than what is currently spent on energy services.

Modern distributed energy in developing nations might take many forms, but among the most exciting is the potential for widescale adoption of renewable energy technologies. Renewable energy is characterized as an energy resource that is inexhaustible in a reasonable period of time. The global renewable resource base is considered large but is currently being utilized far below its potential. The most advanced renewable energy technologies include solar photovoltaics, wind power, biomass, geothermal, and hydropower. A main advantage of renewable energy technologies is that the majority of the cost is up front, while the “fuel” costs are for the most part free.

Table 1 Renewable Energy Electricity-Generation Technologies
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Cost reductions in renewable energy technologies have driven renewed interest in the potential of alternative means to generate electricity. Technological advancements and economies of production supported by increased demand have led to this cost decline, which is predicted to continue as markets for renewable energy further develop. Wind power and solar photovoltaics in particular have been growing at more than 20 percent per year, while conventional sources of energy are barely growing or declining. The learning curve7 for photovoltaics has been over 20 percent, resulting in an 80 percent cost reduction since 1980.8 Wind power, currently the world’s fastest-growing energy source, has grown at a rate of nearly 40 percent between 1997 and 2000; in locations with good wind resources, it is considered to be the lowest-cost energy option.9

Given that grid extensions can cost up to $10,000 per kilometer, renewable energy technologies are often a more cost-effective and appropriate solution to meeting the energy needs of rural noncontiguous areas in developing countries. Adoption of renewable energy technologies to meet energy needs in rural areas offers an opportunity to “leapfrog” the traditional development paradigm characterized by centralized electricity generation by fossil fuel power plants. Renewables also are a good solution in many developing markets because the amount of power they provide comes in scales that are quite appropriate to the demands of the market. Depending on the size, a photovoltaic array on the roof of an individual household can provide enough electricity to power a few lights, a radio, and television.

At the heart of a revolution in distributed energy is a series of success stories developed over the past decade. E+Co is transforming how the Bottom of the Pyramid obtains and uses energy by emphasizing “energy through enterprise,” the delivery of clean energy through local entrepreneurs. In general, the prevailing view was one of generally large-scale, project-oriented investing implemented through government programs or grants to in-country nongovernmental organizations. Many of these projects and programs took the form of aid financing programs sponsored by multilateral institutions such as the World Bank Group for electricity grid extension or for subsidized “giveaway” programs to the rural poor. The expectation was that access to modern energy would generate a host of additional benefits, including greater economic prosperity. This prosperity would allow the government to repay the aid financing and would support further organic growth of the energy infrastructure. The fundamental flaw in many of these programs was how they distorted or ignored fundamental market forces and issues when targeting underdeveloped areas.


At the heart of a revolution in distributed energy is a series of success stories developed over the past decade. E+Co is transforming how the Bottom of the Pyramid obtains and uses energy by emphasizing “energy through enterprise,” the delivery of clean energy through local entrepreneurs.



Often, with grid extension projects in areas where people were subsistence farming, the government or a nongovernmental organization would install power lines and lights, and then expect to charge a monthly bill at the same rates as for people in the city. Of course, the farmers had no significant disposable income, so the project would eventually fail.10 In other cases, nongovernmental organizations would get a grant to install a certain number of solar panels at no cost in a region. This would be fine until the panels stopped working because of faulty installations, worn-out batteries, or other problems. Before then, the nongovernmental organization would have filed a final report with details on how many installations had been accomplished, how many households had been served, and so forth, and would have moved on to the next grant proposal. Many of these programs just were not sustainable in any kind of business sense.

In contrast to the top-down structured plans of the multilateral institutions and aid agencies, E+Co proposed to seek out and invest in entrepreneurs in developing markets who would develop new products and services to meet the energy needs in their communities. Because many of these entrepreneurs would not have significant business or even energy experience, the investment would be coupled with significant support services provided on a nonprofit basis.


In contrast to the top-down structured plans of the multilateral institutions and aid agencies, E+Co proposed to seek out and invest in entrepreneurs in developing markets who would develop new products and services to meet the energy needs in their communities. Because many of these entrepreneurs would not have significant business or even energy experience, the investment would be coupled with significant support services provided on a nonprofit basis.



Rather than focusing broadly on growth finance across multiple industries, E+Co was designed from the outset to accomplish a specific mission: the provision of clean, modern energy to the world’s poor via locally developed, market-based solutions. By focusing on energy, E+Co expects to have substantial social, environmental, and economic benefits that will reinforce continued growth in each community in which it invests. Well beyond accomplishing a major feat of economic and social development, this strategy has important implications for the growth of E+Co and its investment portfolio. If successful, E+Co and its investors will realize a real return on their seed capital and create substantial opportunities for follow-on investments by commercial institutions.

By targeting the entrepreneur, E+Co shifts the focus away from technology, demonstrations, and donor programs to enterprise, markets, and competitive growth. A key metric of success is the capability of the businesses to grow to a point at which they are self-sustaining or can access larger, commercial sources of investment. E+Co’s approach identifies market opportunities and business models through direct interaction with entrepreneurs and then provides them with the tools, training, and capital to mature their concept into successful, commercially viable businesses.
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Figure 1 Modern energy is the key link to eliminating poverty, by stimulating social benefits and economic development in an environmentally sustainable manner.11

The initial relationship between the entrepreneur and E+Co or its partners is an opportunity to evaluate each other’s goals and expectations. Contact between an entrepreneur and an E+Co representative typically begins with a training session in a given region publicized through local partners. During this “market opening,” E+Co staff and local partners present success stories, describe the E+Co investment process, and provide general comments about opportunities that could qualify for potential investment. Basic business planning resources are distributed. During this and subsequent events, serious entrepreneurs are identified and engaged in more detailed discussions with investment officers who eventually select a limited number to participate in a more formal and detailed program of Enterprise Development Services. Roughly one in five entrepreneurs whom E+Co has any substantial contact with are selected to receive significant support; one in 20 might actually receive an investment.

The scope of E+Co’s investments, although sometimes beginning at only a few thousand dollars, should not be confused with micro financing, which is generally designed for incremental economic activity such as short-term working capital for the purchase of individual livestock. Although the average E+Co investment is just more than $110,000, it varies widely by region with the mean investment in Africa being less than half that amount. E+Co also provides substantial support in attracting and negotiating follow-on investments for portfolio companies and in assisting them in raising their stature in their community. In many cases, the investment triggers increased access to commercial capital, better vendor financing terms, and increased positive attention from government policy officials.

Operating in an area between traditional development programs and commercial capital, E+Co’s strategy incorporates elements of both approaches to investing. In combining these styles, the firm has pioneered several innovative strategies to meet its needs for investment capital, operational funding, and increased organizational impact in providing access to modern energy. As a provider of quasi-commercial capital, E+Co cannot earn true market rates of return on its early-stage investments. Therefore, to create a pool of investment capital, E+Co has targeted the philanthropic community to generate low-interest loans or outright grants from foundations, socially oriented investors, and corporations seeking a triple bottom-line return.12

E+Co’s ideal investments are companies that have successfully penetrated the market with unique, defendable strategies and are now in a position to expand their business through next-stage growth capital. One such example is Tecnosol in Nicaragua. Tecnosol sells and installs distributed solar PV, wind, and hydroelectric power systems to mostly rural unelectrified populations throughout the country. Despite generally unfavorable economic conditions and a chronic shortage of working capital, the company has doubled its sales each year.


E+Co’s ideal investments are companies that have successfully penetrated the market with unique, defendable strategies and are now in a position to expand their business through next-stage growth capital. One such example is Tecnosol in Nicaragua.



Tecnosol succeeded primarily on the strength of a market strategy that allows it to reach deep into rural markets with a clearly differentiated and well-publicized offering. Tecnosol also leveraged universal and regional knowledge in the field of rural and especially solar-based power business through close consultation with E+Co and its partners’ broad experience base. This has allowed Tecnosol to significantly advance the sophistication of its business plan and has opened opportunities for new sources of capital (in particular, a major loan from E+Co). The combination of a superior market strategy and access to both dedicated business advisory support and growth capital is allowing Tecnosol to find new avenues for growth to better serve the large market for electricity in rural areas of Nicaragua. The company has installed more than 3,500 PV systems, 20 wind systems, and a few small hydroelectric systems. Growth has been highly organic and has benefited from a reputation for good quality and service. As the firm’s reputation has spread, so has its growth.


Tecnosol’s Relationship with E+Co

Tecnosol was introduced to E+Co in 2001 as a potential candidate for Enterprise Development Services and follow-on investment, a phase that lasted nearly two years and included a detailed market study to confirm Tecnosol’s claims about the market structure and opportunity. The market study confirmed Tecnosol’s business model, indicating 91.4 percent of the population in four target regions in Nicaragua did not have access to electricity, and 60 percent of the population in those target regions had a strong interest in the company’s products and could afford them. It also was determined this population could pay between $10 and $50 on a monthly basis for energy, and the richest farmers could spend between $50 and $200 per month. This was backed up by results; better targeting and the growing effects from positive word-of-mouth advertising had caused sales to jump to close to 700 systems per year, from around only 400 in the prior year.

E+Co’s investment in the company, completed in early 2003, was designed to increase Tecnosol’s working capital and expand the company’s creditworthiness. Taking the form of a two-year, $100,000 loan at 11 percent interest, the investment has allowed Tecnosol to purchase additional inventory in one large-volume order, dramatically saving on shipping costs. The increase in inventory also allowed the company to extend a greater line of credit to its dealers so that they can increase their sales volume and carry a larger selection of products.



Tecnosol’s business model is to sell renewable energy systems to customers primarily on a cash basis. In addition to complete packages for solar, wind, and hydroelectric systems, the company also sells accessories, including lighting systems, electric fencing, refrigerators, fans, water pumps, and water purification devices. If requested by the customer, the company will also place custom orders for various other electrical devices. Although margins on these additional requests are sometimes quite low, they are part of a strategy of providing complete service to meet the needs of the customer.


Tecnosol’s business model is to sell renewable energy systems to customers primarily on a cash basis. In addition to complete packages for solar, wind, and hydroelectric systems, the company also sells accessories, including lighting systems, electric fencing, refrigerators, fans, water pumps, and water purification devices.



Tecnosol focuses primarily on customers who can more easily afford renewable energy systems, which mainly includes farmers and landowners. As pointed out by an E+Co investment officer, “Tecnosol taught us a lesson. It is not always necessary to go after the poorest people first—there are often many customers who are willing to pay higher amounts even in what would be considered underdeveloped areas.”

A common means of accessing the capital needed to buy a system in such areas is through the sale of livestock. One interviewed customer, who was quite pleased with his purchases, described how he sold 6 cows for an illumination system and 10 cows for a water-pumping system. Even then, the addition of electricity to his property resulted in real monetary savings (about $40 per month in labor for carrying water and about $8 per month in the cost of kerosene candles13) and an overall increase in property value. To meet the needs of a range of potential customers, Tecnosol offers prepackaged systems for a variety of levels of affordability, including a small 14-watt PV system for the poorer people.

Tecnosol provides a full-service installation on all energy systems and gives verbal and written instruction to the customer on proper system maintenance. Two other smaller companies sell renewable energy systems in Nicaragua, but Tecnosol distinguishes itself by focusing on quality and customer service. Technicians travel any length to reach a customer (on horse if necessary), and if any problem is reported, a technician is always available to solve the problem. One lesson of previous rural electrification companies around the world is that quality is a key value driver in many rural markets because many people are skeptical the new technology will function as advertised, especially when compared to traditional solutions such as buckets (for carrying water), candles, and wood. Because word of mouth through existing customers is a primary driver of new buyers, quality and service satisfaction takes on an added importance. To support this spread of information, the company also uses a variety of media, including radio, newspaper, and market fairs, to advertise its products throughout the country. Tecnosol offers eight main packages for its customers, anywhere from a basic lighting system to a complex system for water pumping or refrigeration.

In what is an increasingly common revision of policy in many developing nations, the government of Nicaragua acknowledges it does not have the capacity to meet the energy needs of most people in the 50 percent unelectrified population in the country. As stated by Gioconda Guevara, the director of energy policy for the National Commission of Energy:

Investment in the energy sector must be from private sources because the government does not have the capacity to make that necessary investment. Thus, Tecnosol or any other company that develops technology for energy projects will be looked upon highly. There are not many companies yet, but it is the government’s intention to support private developers in the energy sector to augment the government’s capacity.

As a response to the success of the private sector in serving the energy needs of rural communities, governments and multilateral institutions have started to adopt policies and build programs that support further expansion of private businesses for delivering energy services.

Companies selling and installing solar photovoltaics, wind, microhydro, and biomass power systems to unelectrified regions of developing countries are proving to be a lower-cost, cleaner, and faster way to deliver energy compared to traditional approaches. The historical perception of the energy problem as a “development issue” has been altered by a new approach that emphasizes local entrepreneurship in meeting the energy needs of underdeveloped communities. E+Co has effectively demonstrated that business models, technologies, and willingness to pay are not the limitations in meeting this energy need. The main challenge is bringing the necessary investment to scale up currently profitable enterprises and to build new businesses in unserved markets. This new paradigm emphasizes market forces, sustainable business, and replication over technology demonstration, donor gifts, and individual projects.

Addressing the energy problem at the Bottom of the Pyramid involves elements relevant to both developing and developed countries:

• Sustainable development

• Clean and distributed energy technologies

• Local knowledge and global reach

• Private enterprise with supporting policies

• Investment (public and private) to reach scale

A new energy future is being sculpted in both developing and industrialized countries reflecting these themes. This future entails energy being generated from renewable sources and delivered close to the site where it will be consumed. Although technologies that are allowing this transition to take place have been formulated largely in the north, developing countries are taking the lead in their dissemination. The results from this phenomenon could significantly impact the way the energy sector evolves. Through both economies of scale in manufacturing and an approach that emphasizes locally managed and controlled energy delivery, the success of energy enterprises using renewable energy technologies at the Bottom of the Pyramid might prove to be the most important innovation in the energy sector for years to come.
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Update: E+Co/Tecnosol

By Mr. Phil LaRocco, CEO, E+Co

E+Co has grown from an experiment to a successful energy investment firm with a proven track record and 15 years of experience. E+Co has now invested in more than 250 energy businesses that, in turn, supply clean and modern energy to more than four and a half million people throughout Africa, Asia, and Latin America. In addition to increasing access to good-quality energy, E+Co’s portfolio has reduced carbon dioxide emissions by more than three million tons, decreased deforestation, and improved indoor air quality. (And Tecnosol, the solar company highlighted in Bottom of the Pyramid, is now a ten-year-old, successful company, serving more than 100,000 households.)

To achieve these results, E+Co continues to rely on its enterprise-centered model of providing services and capital to entrepreneurs in developing countries. Over the years, E+Co has added innovations to this core model. In 2006, for instance, E+Co established E+Co Capital and the Central American Renewable Energy and Cleaner Production Facility (CAREC), a $20 million for-profit investment fund. This innovation allowed a concentration and focus that certain investors wanted. In 2007 and 2008, E+Co launched a carbon monetization program, including the creation of E+Carbon, a for-profit entity that bundles and monetizes the carbon dioxide offsets of E+Co’s portfolio companies, and the entry of carbon sale arrangements with Goldman Sachs. Each of these innovations serves E+Co’s core mission of increasing access to modern energy through the establishment of local energy businesses in developing countries. Other strategic partnerships with firms such as Accenture demonstrate the slow but steady recognition of the importance of small and growing businesses to the delivery of life expanding services to the poor.

In 2008, the Financial Times, the International Finance Corporation, named E+Co the Sustainable Investor of the Year. Based on such success, E+Co expects to grow to scale. By 2012, E+Co plans to serve more than 20 million people with access to clean energy—80 million by 2020.

Scaling up, however, is not without its challenges. Because of the additional costs of capacity building and asset management in emerging markets, there is a first-cost premium to investing in this space. Through the support of grant-makers, governments, specialized programs, social- and mission-related investors, and others, E+Co has funded this premium, to the point where the return on the all-in cost of creating successful enterprises, net of losses, produces a portfolio with a steady 3 percent rate of return. That is, if the world recognizes the social and environmental benefits of these companies and accepts a 3 percent regular return from this market, the scale that could be achieved in Bottom of Pyramid environments is enormous. There remains a wealth of entrepreneurs in developing countries who through appropriate training and access to capital can supply needed energy products and services to the Bottom of the Pyramid. There are reliable, affordable technologies to deliver modern energy. There are dozens of examples of success to emulate—these have names such as SELCO-India, Tecnosol (Nicaragua), SME-RE (Cambodia), Toyola (Ghana), Zara Solar (Tanzania), LaEsperanza (Honduras), and Red Ceramics (Bolivia). These are not rare exceptions. These examples are the product of a proven method of enterprise development and investment in emerging markets, a method underpinned by that most important and limitless resource: the power and desire of people to improve their quality of life.

E+Co has learned (in what could be called an accountant’s argument) that a preliminary step to serving the Bottom of the Pyramid is to often serve the Middle of the Pyramid market segment. Entering with this market allows the establishment of basic business operations (and the coverage of fixed costs). Then it is more cost-effective (that is, with fixed costs covered) to expand into the lower market segments. In addition, it is also more strategic for the small business, in that it allows a deeper penetration into a market location and a greater diversity of product offerings without having to expand the business to new locations. Locally placed enterprises provide choices to unserved and underserved markets that represent development and business opportunities too often overlooked.


Biographies of the Researchers and Writers of the Success Case Studies from The Fortune at the Bottom of the Pyramid

Jennifer Anderson

Jennifer first developed her passion for economic development in emerging markets while working at an investment bank in New York City. Since then, she has traveled, volunteered, or consulted on projects in multiple countries across Asia, Latin America, the Middle East, and Africa. She is currently a management associate in a global leadership development program at Citigroup, where she also works with the Citi Micro finance group. Jennifer is actively involved in several other micro finance networks and is a proponent of poverty alleviation through entrepreneurship. In 2008, she received her MBA from the Stephen M Ross School of Business at the University of Michigan with a concentration in international business and entrepreneurship. Prior to that, she worked as a risk manager within the equities divisions of both Morgan Stanley and Banc of America Securities. Jennifer earned a BS in business from Wake Forest University, and in her spare time, she enjoys vetting new entrepreneurial endeavors and creative writing.

Kuttayan Annamalai

Kuttayan is from Tamil Nadu, India. He earned his bachelors degree in engineering from Birla Institute of Technology and Science, Pilani, India, in 1995. In 2004, Kuttayan earned his MBA from the University of Michigan Business School, with emphases in strategy and finance. Prior to his MBA, Kuttayan was a consultant at a technology services company, where he led initiatives to solve strategic technology issues for Fortune 500 clients. The Bottom of the Pyramid project was an eye-opener for him, as he explored innovative business models that not only catalyzed rural transformation but also redefined corporate social responsibility.

Scott Baron

Scott graduated in May 2004 from the University of Michigan and will earn his MS from the School of Natural Resources & Environment and his MBA from the Michigan Business School. Scott’s focus is on renewable energy, particularly wind and hybrid power systems. Working with C.K. Prahalad for the past year, he was inspired to start his own business implementing renewable energy projects in Bottom-of-the-Pyramid markets. This venture won numerous distinctions at business plan competitions around the country, including Best Social Return on Investment at the Global Social Venture Competition. Prior to coming to Michigan, Scott worked in the field of climate change, where he helped start the Chicago Climate Exchange, a voluntary market for the trading of greenhouse gases. Scott is from Chicago and graduated from Northwestern University with a BS in economics and environmental policy.

Cynthia Casas

Cynthia, who cofounded the XMAP program with Praveen Suthrum, is a first-generation American of Mexican descent from El Paso, Texas. After obtaining her BS in international business from American University in 1994, she worked for GE Capital in London and then IBM in Singapore. In 1996, Cynthia embarked on a new career path, first at an environmental nonprofit organization in the United States and then at the World Bank, where she worked in the Corporate Strategy Group and External Affairs departments. In 2004, Cynthia earned her MBA from the University of Michigan Business School, where she brought together her backgrounds in business and economic development to bear on defining the role of the business sector in poverty alleviation. Through her work with C.K. Prahalad, she has had the chance to study profitable companies that seek to improve the economic viability of the regions and communities in which they operate. Copresident of the Emerging Markets Club and member of Net Impact while at Michigan, she is passionate about discovering and initiating business practices in developing countries that are both socially and environmentally sustainable.

Sami Foguel

Sami is from Salvador, Bahia, Brazil. He received his undergraduate degree in engineering from Universidade Estadual de Campinas in 1998 and worked for McKinsey and Company as a consultant mainly focused on financial institutions. In 2004, Sami earned his MBA from the University of Michigan Business School, where he concentrated in general management and finance. After graduation, Sami returned to McKinsey and Company in their São Paulo office. What impressed him most about his experience with Casas Bahia was the management’s capability to understand and fulfill the untapped financing needs of the poor population in Brazil.

Nina Henning

Nina is motivated by her desire to improve economic conditions in emerging markets through innovative business ventures that respect the environment and indigenous cultures. She has experience in financing the commercialization and distribution of clean technologies, both internationally with the Acumen Fund and domestically with the University of Michigan’s Frankel Commercialization Fund. In addition, Nina spent five years in Kathmandu, Nepal, as the managing director of Wild Earth Pvt. Ltd., a mission-driven herbal cosmetics company, where she led a turnaround from bankruptcy to profitability. Nina graduated from the University of Michigan in 2009, earning an MBA from the Ross School of Business and an MS from the School of Natural Resources & Environment. She earned her BA in history from Princeton University and is the coauthor of Hybrid Organizations: New Business Models for Environmental Leadership (Greenleaf Publishing, 2009).

Michael Hokenson

Michael is currently a second-year CEMP student, earning an MBA and an MS in environmental science from the University of Michigan. He was raised in New Jersey and received his undergraduate degree from St. John’s College in Santa Fe, New Mexico, majoring in philosophy and mathematics. After traveling extensively in Asia in 1997, he founded MINLAM, Inc., a fair trade manufacturing firm designing handicraft products in Nepal in cooperation with the NGO Rugmark. Michael has worked in various entrepreneurial ventures, including the launch of Kinetix LLC in 2001, a consulting firm based in New York City whose mission is to assist businesses in the profitable alignment of financial goals with ethical and ecological principles. Michael believes the landscape of development currently taking place in emerging economies is transforming because of the need to balance development with environmental considerations. After graduation, Michael plans to focus on serving the capital and conservation management needs of small- and medium-sized enterprises in emerging economies.

William LaJoie

William is from Denver, Colorado, and his primary interests are the underlying factors that drive exponential growth. After obtaining his BA in English literature from the University of Notre Dame, he spent two years volunteering at the Working Boys’ Center, a school for the working poor, in Quito, Ecuador, teaching in the elementary school, high school, and adult literacy program. After returning to the United States, William worked as a program manager for LinkShare Corporation, a provider of Internet-based affiliate solutions, where his clients included Dell and Ford. In 2004, William earned his MBA from the University of Michigan Business School, where he combined his interest in marketing, technology, and emerging economies. He is pursuing a career in market research and is looking forward to living happily ever after with his fiancée, Dana.

Scott Macke

Scott is from Marshalltown, Iowa, and graduated from Butler University in Indianapolis, Indiana, in 1996 with a degree in accounting. He worked in auditing and tax for an Indianapolis-based accounting firm for three years and then worked for two years conducting privately held business valuations for a regional CPA firm in Denver, Colorado. Scott is concentrating on finance and corporate strategy at the Michigan Business School and will work for Robert W. Baird in equity research after graduation.

Todd Markson

Todd is from Concord, Massachusetts. He graduated from Brown University in 1997 with a BA in political science and economics, having studied abroad for one semester at Yonsei University in Seoul, South Korea. After Brown, Todd entered the Peace Corps in Mali, West Africa, as a small enterprise development volunteer, working with native entrepreneurs in starting new ventures and attracting the flow of micro finance to underdeveloped communities. After returning to the United States, he was part of the founding team of two startups in the Bay Area of California, one a contact updating software company and the other an entrepreneurial incubator still in existence. Todd received his MBA with Distinction in April 2004 from the Michigan Business School with concentrations in corporate strategy, international business, and finance. Todd will be a senior associate at DiamondCluster, a strategy consulting firm, out of their London, England, office. The most intriguing aspect of this research is the realization that with business model modifications and innovative application of technology, vast new markets open up. Multinational companies can profitably expand their reach while providing individuals at the bottom of the economic pyramid with products and services that they need and desire.

Ruchi Misra

Ruchi is from Montville, New Jersey. After graduating from Barnard College, Columbia University, in 1997, she became a financial analyst for Salomon Smith Barney’s Equity Capital Markets Group in both the New York and Hong Kong offices. Two years later, she was promoted to associate at Freeman & Co., a financial services management consulting firm in New York City. There she focused on mergers and acquisitions, strategy for asset management, and investment banking clientele. In 2004, Ruchi earned her MBA from the Michigan Business School and an MS in environmental science from the University of Michigan School of Natural Resources. At Michigan, Ruchi focused on corporate social responsibility and making the business case for sustainability.

Sharmilee Mohan

Sharmilee, a Class of 2003 MBA graduate, participated in the CEMEX project focusing on understanding Mexican society and CEMEX’s (and competitors’) strategy to provide housing for the poor profitably. She traveled to Guadalajara, Mexico, with no Spanish-speaking skills or a Spanish–English translator. She considered her one-week trip to Guadalajara an adventure and a huge success from an academic and cultural standpoint. She learned a lot about Mexican society, especially the poor, firsthand. As an Indian citizen, she is no stranger to a wide range of issues surrounding emerging economies today, such as poverty, gross domestic product growth, abundance of educated and semiskilled labor, corruption, globalization, exploding consumerism, outsourcing, and so on. Nevertheless, her experience in Guadalajara was an eye-opener when she approached the same issues and challenges that shroud emerging economies from a business perspective. Currently, she works for a management consulting firm in New York focusing on strategy and operations.

Mindy Murch

Mindy graduated from the Corporate Environmental Management Program, a dual masters program between the University of Michigan’s School of Natural Resources & Environment and Business School in 2004. Prior to graduate school, Mindy worked for PricewaterhouseCoopers Management Consulting Service and the U.S. Department of Agriculture Forest Service in Washington, DC. Mindy holds a BA in Russian Language and Literature from Bowdoin College.

Marion Ntiru

A national of Uganda, Marion was born and raised in Nairobi, Kenya, before moving to New York City in 1992. After graduating from Mount Holyoke College in 2002 with a dual major in mathematics and economics, she worked as a consultant for Mercer HR Consulting (Retirement Practice) and PricewaterhouseCoopers, LLP (Risk and Compliance) in New York. In 2008, Marion earned her MBA in international business from the Stephen M. Ross School of Business at the University of Michigan. She is currently a management associate with Citi Cards in the New York office. Having lived in both developed and developing nations, she hopes one day to combine her background in business with economic development to alleviate poverty in Africa. Marion loves to travel and is on a quest to visit all seven continents of the world; she also enjoys dance and music.

Jeff Phillips

Jeff is from Olathe, Kansas. He graduated from the United States Air Force Academy in 1997 and served five years on active duty in the Air Force. At the Michigan Business School, he concentrated on corporate strategy and international business. After graduating in April 2004, Jeff began working for the management consultancy Booz Allen Hamilton in Cleveland, Ohio. What amazed him most about this experience was creating knowledge that will fundamentally alter the way companies view emerging economies. He hopes one day to own and operate a business incubator in a developing country.

Anuja Rajendra

Anuja grew up in Patiala, India, and Okemos, Michigan, a paradoxical combination that invoked her passion for global economic development. After earning a BS in industrial and operations engineering from the University of Michigan, Anuja worked in business development for American Power Conversion Corporation, where she was promoted three times in 18 months, becoming the regional sales support manager for the Northern United States. In 1997, the tragic death of her sister, Rachana, in an automobile accident motivated Anuja to start Moon-baked Creations Contemporary Art Lounge and Café in Okemos, Michigan. She later became the Director of Strategic Partnerships for a technology startup and then the Director of Development for a $1.5-million nonprofit organization. While a 2004 MBA candidate at the University of Michigan Business School, Anuja focused on global social entrepreneurship and hoped to start a business that served the Bottom of the Pyramid.

Sachin Rao

Sachin grew up in Mumbai, India, and holds an undergraduate degree in software engineering. He spent seven years executing, managing, and selling offshore software solutions for clients around the world before coming to the Michigan Business School to get his MBA. At Michigan, his focus has been on corporate strategy, international business, and watching his son, Dhruva, grow. Sachin’s most enduring lesson from the experience is that at the BOP, social consciousness enables rather than compromises shareholder return.

Kate Reeder

Kate is from Providence, Rhode Island. She earned her MBA in April 2004 from the Michigan Business School, where she focused on marketing and corporate strategy. Prior to graduate school, Kate lived in San Francisco, California, and worked on a variety of projects as a creative services consultant for Sapient Corporation, a technology consultancy. She holds a BA in political science from Brown University.

Shara Senior

Shara is helping to start a U.S.-based BOP business incubator focused on creating businesses that improve health as a consultant to Ascension Health. Her career interests are in creating businesses that use holistic value chain approaches to providing critical goods and services by including the BOP as producers, consumers, and entrepreneurs. Shara graduated from the Stephen M. Ross School of Business at the University of Michigan with her MBA in 2008. Prior to Ross, Shara worked at Nissan North America as an engineer, and owned and operated a property management company. Shara is a native of Kingston, Jamaica, and holds a Bachelor of Science degree in mechanical engineering from the University of California, Los Angeles.

Tej Shah

Tej has a strong background in health care after spending three years at Deloitte Consulting. In 2004, Tej earned his MBA from the Michigan Business School, where he concentrated on marketing and corporate strategy. Tej became interested in emerging markets after developing grant applications for an HIV/AIDS nonprofit organization in Harare, Zimbabwe, in 2002. Working on this book allowed him to experience firsthand the power of an underserved community. Following graduation in 2004, Tej returned to Deloitte in its Chicago office as a senior consultant.

Ajay Sharma

Ajay is from Jaipur, India. After receiving a BTech degree in electrical engineering from the Institute of Technology in Varanasi, Ajay joined Infosys Technologies (India), where he provided IT solutions to Fortune 500 clients. He later worked in the Management Consulting Services group of PricewaterhouseCoopers (USA) as principal consultant. In 2004, he earned his MBA from the Michigan Business School, where he focused on Corporate Strategy and international business. From the Bottom of the Pyramid project, Ajay developed amazing insight into how developed economies can learn from innovations created in resource-constrained emerging economies.

Ajit Sharma

Ajit’s native state, Bihar, is at the Bottom of the Pyramid in India, the poorest state in the nation. Paradoxically, it is the richest state in terms of natural resources. It has a glorious past, being the birthplace of two religions (Buddhism and Jainism), the place from where Ashoka ruled over India, the place where the first university (Nalanda) was established, and the place from where Gandhi started his fight for India’s independence. Ajit believes that the BOP paradigm opens up new possibilities for the development of regions, like Bihar, caught in the downward spiral of poverty. For this reason, the concept is very close to his heart, and he hopes to use it someday for the development of his state. Ajit earned his BTech degree in manufacturing engineering from the National Institute of Foundry and Forge Technology (NIFFT), Ranchi; and his masters degree from NITIE, Mumbai. He completed his MBA from the University of Michigan in 2005. Ajit would like to express his gratitude to his parents, Shri Balram and Smt. Sushma, his brother Amit, and his wife Pratibha for their unconditional love and support.

Praveen Suthrum

Praveen, from Hyderabad, India, cofounded the XMAP program at the University of Michigan Business School. He obtained his BS in electrical engineering from the Mangalore University. Praveen then worked for six years with Satyam Computer Services, India’s IT outsourcing leader, in various capacities, and more recently as a business manager serving Fortune 100 clients. In 2003, he adapted the eGovernance model, developed as part of the XMAP program, to aid reconstruction efforts in Iraq and presented the model to key dignitaries, including former Secretary of State Madeleine Albright and the Prime Minister of Iraqi Kurdistan, Dr. Barham Salih. Additionally, Praveen consulted with the U.S. Institute of Peace on the feasibility of eGovernance in Iraq. At the Michigan Business School, he has focused his studies on corporate strategy and emerging markets.

George Weinmann

George grew up in New Orleans, Louisiana. He graduated from the University of Virginia with a BS in aerospace engineering before working for the Boeing Company for five years, where he helped organize Boeing Ventures and led several new businesses in energy and telecommunications. At the Michigan Business School, George concentrated on entrepreneurship, strategy, and international business and was a student member of the Wolverine Venture Fund. After graduation in 2004, George pursued a career in international business. For George, this project impressed on him the power of entrepreneurship and investment to solve critical societal needs.

Andrew Wilson

Andrew received his undergraduate degree in business from Southern Methodist University and spent more than five years with Deloitte Consulting as an associate consultant focused on the energy sector. In 2004, Andrew earned his MBA from the University of Michigan Business School, where he concentrated in strategy and general management. What impressed him most about his experience with Casas Bahia was the management’s hands-on role in changing the lives of customers. He is excited that the group’s collective work is helping to shape global development.


Part V. Video Clips

• Jaipur Rugs

• Casas Bahia

• CEMEX

• Annapurna Salt

• Hindustan Lever Limited

• Jaipur Foot

• Aravind Eye Care

• ICICI Bank

• ITC e-Choupal

• EID Parry

• Voxiva

• E+Co/Tecnosol

• Andhra Pradesh

These videos are available on the book’s CD and online at www.ftpress.com/Prahalad. They include engaging success stories from the bottom of the pyramid, filmed on location in India, Peru, Mexico, Brazil, and Venezuela.
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Customer (large retailer)
placed order with JRI

JRI communicated order 10 JRC

JRC forecasted and acquired Rs.2271 049 15 days
raw materials (includes wool

bough in Bikaner or imported

from another country)

JRC compleced pre-production  Rs. 35,09 072 30 days
stics (cleaned, prepared, and
delivered wool to weaver with

lo

cug map)

Weaving process Rs 1005 2.8 32 days (@2 sq
fiday)

Post-production logistics Rs 2662 038 3 days

(finished carpet recurned to
JRC and packed for shipment)

Toral JRC cost Rs 18247 $598
JRC wholesale price charged to JRI 5050

Shipping cost (paid by custome)® 5025 45 days
JRI wholesale price (charged by $5.00

JRI co cuscomer)**
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*Shipping cost is ssumed co be feight and includes all cuscoms fees, duties, and final
ransportation co customer. Shipments by air cosc $1.3/Sq. . and are only for back-ordered
prodiuces. JRI pays for che shipment in this case (approximately 15 percent of all shipments).
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Asha CEO, JRT Bachelor’s degree from
Emory Universicy

Archana €O, JRI Bachelors degree from
North Carolina State
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Kaviea Design Director, JRC  BA in Textiles from the
Ilinos Institute of Arc
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University in 2009
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Single-Serve Value at Retail

Rs. s Typical Products

050001 Shampoo, confectionary, matches. tea

100 002 Shampon, salr, biscuits, ketchup, fruit drink concentrate

200 004 Detergent, soap, mouth fresheners, biscuits, jams, spreads,
coffe, spces

500 010 Biscuits, tothpaste, color cosmetics, ragrance, bread, cooking

oil, skin cream

le: Shampoo and biscuits are shown under differen price ranges because these items are
available in muleiple single-serve and low unit pack quantities.
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eye camps around the
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patients for reatment.

Patients transported by
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to comfort patients
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facilities and highly trained
doctors and nurses. Clear,
innovative work process for
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Post-aperative care and
counseling. Follow-up.
Research center focusing
on preventable eye disease
around the world,

Collection of milk from
individual farm families from
over 50,000 villages and
500,000 families. Guarantee
quality by inspection at
paint of orgination,

Milk transported to main i
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National and global marketing
of Amul brand of products.
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them. Therefore, the BOP cannor be a
source of innovacions.
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Afford worid-class products and services; shape their own experiences.

Every person as a producer, entrepreneur:
Have access to global markets
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Nirma  HLL HLL
(Wheel) ~ (High-End)

Total sales (§ million) 150 100 180
Gross margin (%) 18 18 25
Return on capital (%) 121 9 22
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BoP 1.0 BoP 2.0

+ BoP as producericonsumer - BoP as business partner
 Deep listening + Deep dialogue
+ Reduce price points « Expand imagination
+ Extend distribution - Marry capabllties
+ Am's length relationship  Direct, personal
via NGOs relationships

“Creating Mutual Value”






images/00018.jpeg
Adversarial e

Non-Legiimate™

\:omwmw nvesors

Suppliers = F? <= Customers
/’E,,,,,mm\

“Core" Stakeholders

Isolated
[

‘
Non-Human !
4

Communities Regulators 4

Disinterested »

“Fringe Stakeholders’





images/00051.jpeg
The cost of being inside the system
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Point of Departure

Basic Premise

Implication

Poverty alleviation
through
subsidies and aid

BOP as a market
Poverty alleviation
as a market
development task

BOPasa
source of
innovations

Transaction governance
capacity (TGC) as the

foundation for private
sector development

i

Global Opportunity

BOP Outcomes.

BOPasa
global market
opportunity

Social and
economic
transformation
of the BOP
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Payment of urility bills
Elecericity

Water and sewerage

Telephone bills

Propery tax

Filing of CST recurns

Filing of A2 recurns of APGST
Filing of AA returns of APGST
Collection of examinacion fee
Filing of IT recurns of salaried class
Sall of prepaid parking rickers
Permits and licenses

Renewal of crade licenses.
Change of address of a vehicle owner
Teansfer of ownership of a vehicle
Issue of driving licenses

Renewal of driving licenses
(nonceansporc vehicles)

Regiseration of new vehicles
Quarterly tax payments of autos

Quarterly tax payments of goods
vehicles

Lifetime cax payments of new vehicles

Cenificates
Registracion of birth
Registracion of death
Tssue of birth cerrificares
Issue of death cerrificates

Reservations and other services
Reservation of APSRTC bus rickets
Reservation of water tanker

Filing of passport applications

Sale of nonjudicial stamps

Trcerner services
Incerner-enabled electronic payments

Downloading of forms and government
orders

Sale of trade Ticense applications
Sale of Narional Games ickers
Sale of entry rickers for WTA
Sale of EAMCET applica
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News

Dainik jagran, Web Dunia

Marke prices

One sanchalak actually followed Chicago Board of Trade
prices for a month and arrived at  correlation with the local
market prices. He used this information to help ocher farmers
decide when to sell

Entertainment

Movie trivia.
Rent CDs to watch movies on the computer.
Music downloads from the Inceenet

Sporcs

Cricket-related news

Education

Students use the Internet co check their results and grades
online,

Communication

E-mail

“The sanchalaks have e-mail accounts an Yahoo! Char.
Some sanchalaks frequent chac rooms and chat with other
sanchalaks and ITC managers.

Genersl inrescaalodher

‘Tnfoemetine st coll pibooss,
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Fearures

Description and Operational Goals

Weather

Users can select cheir districe of iterest by clicking on the appropriate
region of a map. Localized weather information is presented on regions
within a 25-km range. Typically, 24-72-hour weather forecasts are
available along with an advisory. The advisories are picces of
information direcely relared to the farmer, which he can pu to use. For
inscance, during the sowing season, 2 weather forecase for days
following rains might include the advisory that instructs the farmer to
sow when the soil i still wet

Weather data is obained from che Indian Mereorological Depastment,
which has a presence even in small cowns and can provide forecasts for
rural areas,

Pricing

“The e-Choupal Web site displays both the rate at which ITC offers to
procure commodities and the prevailing mandi races. ITC’s next-day
rates are published every evening. The prices are displayed
prominenely on the rop of the Web page on a scrolling ricker.

News

For che soyachoupal Web sire, relevant news is collared from various.
sources and presented. Aside from ageiculrure-related news, chis
section also includes current affairs, entertainment, sporcs, and local

Bese practices

Here, best farming practices are documented (by crop). Here again, the
information presented is actionable. For instance, in this section, the
farmer would nor only find what kind of ferilizers to use, but also
how and when to use them,

Qx4

“This fearure enables two-way communicacion. Here a farmer can post
sty agricultute-related question he needs snewered.
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Traditional
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Access to information

Limited

Unlimited; large firms,
government, and
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incerest to chem,

Communicy.

Locationally bound,
eypically a cluster of
villages

‘Could be regional, national,
and global

Pacterns of ineraction
ind access o knowledge

Limited

Infinitely more; word of
mouth “turbocharged.”

Ability to make.
independent choces

Low

High and can get very
sophiscicared through
dialoaos dnd Taveweeioh
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Guiding Prin

Explanation

Consultation

Public consulted regarding service level and qualicy

Service standards

Educate public on level of service entidled.

Access Equal access egardless of sociecal position
Courtesy Trear peaple with courtesy and consideration
Informacion Give public full and accurace informarion abour service

Openness and
transparency

Inform public sbour government operacions and budger.

Redress

Apologize and cedress f promised service is nor given,
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medium local firms.

enterprises MNCs






images/00042.jpeg
Farmer [0 Famer i
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Commission 0 100 0 50 ‘
Handling and transitlosses 50 10 0 0 ‘
Labor costs 50 70 0 8

Bogsingand weighing 70 75 o o
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Hindustan Lever Ltd.
2002 Rs. 10,952

1962, 54
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The system of laws and institutions of market economy.
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Step 1:
Organization of
the group
(Formation of SHG)

Step 2:
Mobilizing savings
(Fiscal responsibility)

Step 3
Investing savings
(Learning contracting
and its obligations)

i

Step6:
Access to
bank capital
(Micro loans)

Step 5:
Taking responsibility
for the village
(Local politcs)

Step 4:
Learning leadership
(Meeting regimen)
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Laws to Institutions for
protect property enforcement
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People

Source of power

Accountability

Government

Expected oversight
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Selthelp groups

200,000 BOP customers
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Nirma HLL (Wheel) HLL (Surf)

Sales (3 Million) 150 00 T80
Gross margin (%) 18 18 25
Return on capital employed (9%) 121 93 22

Motes: The botcom line can be very profieable. Low margins/high unic sales. Game is abour volume
und capical effciency. Economic profi versus gross margins.

Souee: Yok Riislev. venior vics vresideiit. Uiileves PLC:





