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ABSTRACT
Increasingly, international development practitioners are adopting business approaches to attack poverty in emerging economies.  Directly or indirectly, international donors, governments, and private voluntary organizations are supporting the provision of business development services to help business clients grow their companies and, in turn, to trigger increases in employment and, ultimately, reductions in poverty.

Chemonics International Inc., an international development consulting firm, has developed a “buyer-led approach” to increase business sales and create jobs.  The approach is demand-driven, results-oriented, accountable, disciplined, transactional, and problem-solving in character.  Over the last decade, Chemonics has applied the buyer-led approach in more than a dozen USAID programs worldwide.

This paper examines Chemonics’s experience in applying the approach.  First, it analyzes the determinants of differences in cost-effectiveness among programs.  Second, in one case, it estimates the internal rate of return on USAID’s investment.

Cost-effectiveness.  For buyer-led programs in seven countries – Armenia, Azerbaijan, Bolivia, Kosovo, Nigeria, Paraguay, and Peru – Chemonics has comparable data on program costs and resultant sales.  It is therefore possible to estimate the cost-effectiveness of each program.   This paper analyzes qualitatively the reasons for the differences among programs.

Internal rate of return.  The paper estimates the internal rate of return on USAID resources in the program in Peru (27 percent).  The analysis is of methodological interest for how it converts financial data to meet economic analysis requirements.

The principal determinants of cost-effectiveness and return on investment include program longevity, geographic spread, and management discipline – all of which have implications for designing and managing future programs.

INTRODUCTION

Increasingly, international development practitioners are adopting business approaches to attack poverty in emerging economies.  Directly or indirectly, international donors, governments, and private voluntary organizations are supporting the provision of business development services to help business clients grow their companies and, in turn, to trigger increases in employment and, ultimately, reductions in poverty.
Chemonics International Inc., an international development consulting firm, has developed a “buyer-led approach” to increase business sales and create jobs.  The approach is demand-driven, results-oriented, accountable, disciplined, transactional, and problem-solving in character.  Over the last decade, Chemonics has applied the buyer-led approach in more than a dozen USAID programs worldwide.

This paper examines Chemonics’s experience in applying the approach.  First, it summarizes the approach’s distinguishing features.  Second, it analyzes the determinants of differences in cost-effectiveness among buyer-led programs.  Third, it estimates the internal rate of return on USAID’s investment in one case.  And, fourth, it draws programmatic conclusions.

THE BUYER-LED APPROACH
Table 1 summarizes the five core operational elements of the buyer led-approach.  
The first core element is making “demand-driven” real.  Although the phrase, “demand-driven,” has become a mantra in international development, few practitioners have internalized what it means and traced out its operational consequences.  The buyer-led approach supports only those business opportunities for which there are buyers, abiding by the maxim, “produce what you can sell, not “sell what you produce.”  Looked at another way, operationally the approach defines demand as buyers with first and last names, not statistical trends or market studies.

Second, the buyer-led approach solves the specific problems that stand most in the way of meeting specific buyers’ requirements, focusing on each transaction’s problema, not its problemática.  As a rule, it solves problems with transactional business solutions, relying on systemic – that is, policy – solutions only when necessary and the probability of success is high.  It searches for micro solutions and resists the urge to plan macro solutions.  Practitioners of the approach get their hands dirty in the details, resisting generic, one-size-fits-all training and building capacity in a learning-by-doing mode.

Third, the buyer-led approach manages for results, focusing on higher-order results like sales and jobs instead of lower-order results like the number of business plans written or training courses given. The approach’s practitioners set sales and jobs targets and hold themselves accountable for meeting them, managing with discipline and applying quantitative measures to help sift out cost-effective program actions from just “good” ones.  Serious monitoring and evaluation is essential to the buyer-led approach, focusing programs on performance.

Fourth, the buyer-led approach facilitates buyer-seller relationships through out-grower and similar contracting arrangements.  It focuses on the sustainability of buyer-seller relationships, not on the sustainability of implementing organizations.  Nurturing trust is normally the most important service the buyer-led approach provides.  For that reason, physical presence is essential. 

The fifth element is organizing program activities geographically, not by product or sector.  It resists picking winning sectors or clusters, focusing instead on whatever business opportunities have the potential to generate sales and jobs expansion cost-effectively (for more on the buyer-led approach, see Riordan (2007)). 
COST-EFFECTIVENESS
Comparable data exist on the program costs and resultant client sales of buyer-led programs in seven countries – Armenia, Azerbaijan, Bolivia, Kosovo, Nigeria, Paraguay, and Peru.  It is therefore possible to estimate the cost-effectiveness of each program.  A summary of cost-effectiveness findings appears in Table 2.

The discussion that follows touches briefly on each program in the table, starting from the bottom and working up.

The USAID/Armenia Micro Enterprise Development Initiative (MEDI) was not the first program to apply the buyer-led approach, but it generated results in a very short time.  The component of the program applying the buyer-led approach spent $275,000 over a 15-month period.  During that time, it facilitated $675,000 in client sales, yielding a ratio of incremental client sales to associated contract costs of 2.45.

How did MEDI deliver the results it did in such a limited time?  The main factor was exemplary management, management that kept its focus squarely on results and stayed disciplined throughout. 

At first glance, the USAID/Bolivia Rural Competitiveness Activity (RCA) appears the least cost-effective buyer-led program.  Over two years, it spent $9 million, generating a modest $12 million in client sales.  Two factors contributed significantly to the relatively low sales-cost ratio of 1.34.  First, the program works in a difficult environment, facilitating a transition from coca to licit economic opportunities.  Second, the most viable economic opportunities in the program’s area of influence are permanent crops, that is, crops that typically take two or more years to mature.  The results in Table 2 do not account for permanent crop investments in the first two years of the program bearing fruit later.
Over a 27-month period, the USAID Azerbaijan Business Assistance and Development (ABAD) program spent $2.8 million and generated $8.8 million in client sales, yielding a sales-cost ratio of 3.14.  ABAD supported a broad variety of businesses – rug, nuts, poultry, potato, and watermelon businesses, for example.  At its inception, ABAD experienced management problems, which contributed to the program getting off to a slow start.  Just as it was starting to gain momentum, the program ended, preventing it from taking advantage of the benefits of program longevity.
The results from the next three programs demonstrate how, all other things equal, the longer a program runs, the higher the ratio of incremental client sales to associated contract costs one can expect.  Each of the programs in question ran roughly twice as long as MEDI, RCA, and ABAD, and each generated sales-cost ratios roughly three times as large.
In its first three and a half years, the USAID/Nigeria Maximizing Agricultural Revenue and Key Enterprises in Targeted Sites (MARKETS) program spent $13 million and generated $105 million in client sales, for a sales-cost ratio of 8.08.  The program’s key to success has been its focus on high performers, especially a large, dynamic rice processor that expanded its operations significantly by providing assistance to and sourcing product from thousands of small rice farmers.
The cost-effectiveness of the USAID Paraguay Vende program is similar. In three and a half years, the program spent $4.8 million, generating $35.8 million in client sales, for a sales-cost ratio of 7.45.  Paraguay Vende worked in a variety of sectors, including agriculture, wood processing, textiles, marketing, and other services.  The program in Paraguay, the second buyer-led program, internalized and benefited directly from lessons learned from the first buyer led program – the USAID/Peru Poverty Reduction and Alleviation program (PRA) – on which it patterned itself to a large extent.  Paraguay Vende got off to an aggressive start, generating significant results early on.  In contrast to PRA, which set up ten business promotion offices in the interior of the country, Paraguay Vende set up three, a less cumbersome logistical task, especially since it could learn from experience in Peru.
The USAID Kosovo Cluster and Business Support (KCBS) program benefited from Kosovo’s relatively small size, which made it possible to manage the program from the capital of Pristina.  KCBS also benefited from strong, disciplined management.  Over four years, it spent $20.2 million and generated $165.5 million in client sales, yielding a sales-cost ratio of 8.18.   The bulk of the sales came from construction materials, livestock, and fruits and vegetables. 
The final buyer-led program, PRA, was the first buyer-led program.  It also ran the longest, over nine years.  During that time, the program spent $42.3 million and generated $307.3 million in client sales, yielding a sales-cost ratio of 7.26.  It worked initially in ten economic corridors in the interior of the country, but that number fluctuated up and down somewhat during the program’s life.  The magnitude of the program carried with it a heavy management burden.  As the first buyer-led program, PRA also did much learning by doing, especially in the program’s early years.  On the other hand, the length of the program allowed the program to build considerable trust with clients and achieve impressive results.
RETURN ON INVESTMENT
Cost-effectiveness ratios are very useful programmatically, but they are not a measure of return on investment.  With some adjustments, data from PRA’s first eight and a half years (that is, through March 2008) allow for estimation of the internal rate of return on USAID’s investment in the program.  Internal rate of return (IRR), sometimes referred to as economic rate of return, is the discount rate when all cash flows – benefits less costs – are equal to zero.  In other words, it is the rate of growth of a program or a measurement of the profitability of an investment.  Under very conservative assumptions, the IRR for PRA is estimated to be 27 percent.  The discussion below summarizes the methodology used to make that estimation.
The expenditures made by PRA correspond to the definition of costs in an IRR calculation.  Incremental client sales, however, do not correspond to the definition of benefits.  That is so for two reasons.  First, they are the incremental gross sales of program clients, not the value added by them.  Second, the sales reported do not take opportunity cost into account.  In the absence of the program, PRA clients would likely have done something else and grown in some measure.  In a similar vein, the labor employed by those clients would likely have engaged in some other, though most likely less remunerative work.  From an economic perspective, it is necessary to net out those counter-factual likelihoods to estimate the benefits to the economy for which the program can definitely take credit.

The conversion of financial data (client sales) to economic data (value added attributable to the program) takes place in two steps:  first, conversion of sales to value added; and, second, adjustment for opportunity cost.

The first step of converting sales to value added consists of two sub-steps: first, estimating PRA client profit margins; and, second, estimating the labor content of the incremental sales of PRA clients.  Return to labor is arguably the most meaningful measure of the program’s end objective of poverty reduction and is therefore particularly important.  PRA client profit margins are estimated conservatively at 15 percent (they ranged between 15 and 20 percent).  Labor content was highly variable, ranging from 10 to 33 percent of incremental gross sales over the life of the program.  It is estimated – again, conservatively – at 25 percent for Years 1-5 and 20 percent for Years 6-9.
The second step of adjusting for opportunity cost also consists of two sub-steps:  first, estimating how much clients would have grown in the absence of PRA; and, second, what earnings workers forewent by working for PRA clients.  In PRA’s first two years, Peru’s economy was basically stagnant.  From Year 3 through Year 9, Peruvian GDP grew at about five percent, but much of that growth came from a mineral export boom from which most of PRA’s economic corridors were largely immune.  For most of PRA’s life, the sales of PRA clients grew at an average of 40 percent.  Under the assumptions that client profits are proportional to sales and that sales would have grown at four percent in the absence of the program (the five percent growth of the economy less a conservative estimate of one percent to account for the mineral boom export effect), a generous estimate of the rate at which client profits would have increased without the program is four percent – or roughly one tenth of the rate at which they are estimated to have grown in fact.  To overcompensate, if anything, for what would have happened in the absence of the program, it is assumed that 90 percent of Year 1 and Year 2 profits are attributable to PRA, and 80 percent in Year 3 through Year 9.
Estimating what earnings workers forewent by working for PRa clients entails netting out what labor would likely have earned in the absence of PRA.  In the early years of the program, that is, from Year 1 through Year 5, it is estimated that program clients paid labor approximately five dollars a day.  In contrast, the going wage rate for unskilled labor at the time was as little as a third of that.  To be conservative in estimating the benefits of the program, therefore, it is assumed that the labor employed by PRA clients in the first five years of the program would have earned roughly one half of what they earned with the program.  In Years 6 through 9, the going wage rate is estimated to have risen proportionally more than what PRA clients paid their labor.  In the later years of the program, therefore, it is assumed that the labor employed by PRA clients would have earned roughly three fourths of what they earned with the program.
The resultant estimated IRR of 27 percent is conservative on a number of counts.  Apart from the assumptions discussed above, the benefits taken into account are far from all-inclusive.  The sales from which they derive include only the direct sales only of PRA clients only within the corridors within which PRA works only during the life of the program.  They do not include:

· Any benefits beyond the program’s life.  The calculations assume that all benefits took place during PRA’s life.  In fact, many of the commercial relationships nurtured by PRA together with the income flows from them — of profits to clients and of earnings to labor — are likely to continue for some time.

· The sales of copycats.  The results do not account for the sales of the many investors who saw the success of PRA clients and decided to invest in similar activities on their own.

· The value added that took place outside PRA’s corridors.  PRA calculated its results where it worked, that is, in the interior of the country; the results do not include any of the transport and marketing costs required to move final product to Lima or foreign markets, for example.

· Sales resulting from income multiplier effects.  The additional expenditures of households that earned more income from PRA-supported activities do not enter the calculus.

PROGRAMMATIC CONCLUSIONS
The analysis of the cost-effectiveness of seven buyer-led programs and the estimation of the return on USAID’s investment in PRA in Peru dovetail in their programmatic implications.  In essence, the major implications are three:

· The longer a buyer-led program runs, the more cost-effective it becomes and the higher the return it generates.  Limiting programs to two or three years can be premature, running the risk of missing out on the years that typically yield the most results.
· The greater the geographic spread of a buyer-led program, the less likely it is to be as cost-effective as programs limited geographically.  Recognizing the management burden a large program imposes is not an argument against scaling up.  Far from it.  It is simply a flag of caution for program designers not to have unrealistic expectations beforehand.
· Solid, disciplined management is essential.  Although a less tangible variable than program longevity and program spread, many of the differences in cost-effectiveness among buyer-led programs have to do with the quality of program management.
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TABLES

Table 1:  Core elements of the buyer-led approach
	Principles
	Operational Strategies
	Operational Tactics

	Make “Demand-Driven” Real
	Let demand drive what you do
	Support only those business opportunities for which there is market demand — abide by the maxim, “produce what you can sell,” not “sell what you produce”

	
	Make demand operational
	Define demand as buyers with first names and last names, not statistical trends or market studies

	Focus on Specific Problems
	Solve the specific problems that stand most in the way of meeting specific buyers’ requirements
	Focus on each transaction’s problema, not its problemáticaa

	
	Let the problem dictate the solution
	Do not become a pre-packaged solution looking for your problem

	
	Solve problems with transactional business solutions
	As a rule, rely on systemic — that is, policy — solutions only when necessary and the probability of success is high

	
	Search for micro solutions
	As a rule, resist the urge to plan macro solutions

	
	Get your hands dirty in the details
	Resist above-the-fray solutions

	
	Build capacity in a learning-by-doing mode
	Do not do generic, one-size-fits-all training

	Manage for Results
	Manage for final results like sales and jobs, not lower-level results like business plans and training courses
	Set targets and hold yourself accountable for meeting them

	
	Manage with discipline
	Apply at least some quantitative rule of thumb to sift out cost-effective program actions from just good ones

	
	Take monitoring and evaluation seriously
	Focus attention on performance — use monitoring and evaluation as a management tool, not just to report results

	Facilitate Buyer-Seller Relationships
	Promote commercial relationships between buyers and small producers
	Look to out-grower and similar contracting arrangements

	
	Nurture trust between buyers and sellers
	Establish physical presence for that purpose — honest brokering will normally be the most important service you provide

	
	Focus on the sustainability of buyer-seller relationships
	Do not focus on the sustainability of your program and its participating organizations

	Organize Geographically
	Organize work by economic corridors
	Do not organize by product or sector — do not pre-pick the sectors or clusters that will be the winners


a In Spanish, el problema means the specific problem of a specific situation; la problemática, the gamut of all interrelated problems.
Table 2:  Cost-effectiveness of buyer-led programs

	Programs
	Years of Operation
	Incremental Client Sales ($ million)
	Associated Contract Costs ($ million)
	Incremental Client Sales / Associated Contract Costs
	Main Factors Affecting Results

	PRA, 

Peru 
	9 
	307.3
	42.3
	7.26
	Large scale, learning by doing

	KCBS,
Kosovo 
	4 
	165.5
	20.2
	8.18 
	Good management, relatively small country

	Paraguay 

Vende 
	3.5 
	35.8
	4.8
	7.45 
	Rapid start-up, learning from PRA

	MARKETS, Nigeria 
	3.5 
	105.0
	13.0
	8.08 
	Large domestic market, large dynamic client

	ABAD, Azerbaijan
	2.33 
	8.8
	2.8
	3.14 
	Slow start-up, early close-out

	RCA, 

Bolivia 
	2 
	12.0
	9.0
	1.34 
	Predominance of permanent crops

	MEDI, Armenia 
	1.25 
	0.675
	0.275
	2.45 
	Pilot program, little time
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