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Glossary of business model and financial terms?

ValueLinks uses the following terms to describe business models and financing, They
complement the glossary in volume 1.

Accounts Payable

Accounts payable are amounts owed by an enterprise for goods and services that have been
received but have not yet been paid for. Accounts payable usually involve the receipt of an
invoice from the enterprise which provides the goods or services.

Accounts Receivable

Accounts receivable are the outstanding invoices an enterprise has for the goods or services
it has delivered, i.e. the money that the enterprise is supposed to receive from its clients.
Asset

Assets are the enterprise-owned resources employed in the production, marketing and sale of
products.

Asset-Based Financing (ABF)

Asset-based financing relies on the asset values of the enterprise, such as accounts receiva-
ble, inventory, land, buildings and equipment. These are collaterals that could be used as a
secondary source of repayment.

Business model

Every enterprise uses a business model, which is the specific combination of the product or
service it makes and offers, the target customers and markets, internal business operations
and technology, financial and human resources and the supply and marketing links that the
enterprise uses to succeed and grow. A good tool to describe a business model is the business
model canvas.

Business model canvas

The business model canvas is a table that visualizes the elements of a business model in nine
boxes. The format is shown in Box 5.2.4.

Capital

All sources of finance (both debt and equity) that an enterprise uses to fund/create the assets
it uses to provide goods and/or services to its customers with the intention of generating a
profit for the enterprise.

Cash flow

The balance of accounts receivable and payable, current assets minus current liabilities.

Chain of custody

Standard systems require that that a certified product can be traced back to the origin of pro-
duction. A chain of custody standard regulates the methods documenting the flow of produce
from one value chain stage to the next keeping certified and non-certified products.

! For other frequently used terms in the ValueLinks manual see the glossary in volume 1. Words in
italics are glossary terms in the glossaries.
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Certification

This is the written statement of an independent auditor that the product in question meets the
criteria specified in a particular standard. Enterprises use certificates to prove and communi-
cate their quality claims, e.g. by labelling.

Collateral

Assets legally owned by a borrowing enterprise that the enterprise has handed over to a finan-
cial institution in order to provide assurance in the event that it cannot fulfill its obligations.
Third-party legal commitments can also act as collateral, e.g. guarantees by a strong business
partner in the value chain. In this case, the third party becomes a source of cash repayment
for a defaulted loan obligation.

Contract farming

Contract farming is agricultural production by farmers carried out based on an agreement with
a buyer, often a processing company or a trader. Contracts often specify the quality required
and the price, with the farmer agreeing to deliver at a future date.

Debt

Debt includes both short-term and long-term loans taken from individuals and financial institu-
tions, supplier credits (i.e. accounts payable) as well as other liabilities such as tax payments
due. For a financial institution to provide loans to an enterprise, the enterprise must demon-
strate that it can generate sufficient revenues and profits over time so as to sustainably repay
the financial obligation.

Equity

Equity includes the entcesr(ije.rsavings in the forenrobcash and n

other assets) that they provide to their business for its start-up operation as well as growth.
Obviously, enterprise owners would like to put as little of their own capital in their business as
possible so as to maximize their return on equity invested and limit how much of their savings
they could lose. Alternatively, financial institutions would like enterprise owners to have a
larger-degree of equity invested in their enterprises so that the financial institution reduces its
risk when providing financing to the enterprise.

Factoring

A factor buys an asset, usually accounts receivable, from an enterprise for cash. The purchase
price is at a discount to the account receivable value. Factoring is not financing; it is the sale
of an asset. Another term for factoring is bill discounting.

Investment

The additional assets an enterprise purchases with internal and/or external-provided financing
enabling it to create further goods/services which it can sell to customers, thereby growing its
business.

Leasing

A long-term financing instrument that allows an enterprise the use of a capital good in return
for a periodic payment. The payment can be in the form of rent where the enterprise must
return the capital good after a period of time or as an installment whereby the enterprise even-
tually owns the capital good upon the payment of the final installment. Ownership of the capital
good remains with the financial institution and it can repossess the asset in cases of borrower
payment default without going through legal foreclosure and bankruptcy proceedings. Leasing
is also referred to as hire purchase.
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Liabilities
Funds either borrowed or waiting repayment used for the purchase or creation of enterprise
assets.

Liquidity

Defined as a sufficiently large working capital position and in essence means the enterprise
has enough access to cash-generating resources in order to run its business in an efficient
manner as well as take advantage of growth opportunities. Liquidity can also be referred to as

the speed and ease in which a particular asset can be changed into cash. Liquid i.e. easily
converted into cash.

Loan principal (and interest)

The amount of an initial loan amount that remains to be paid. Loan principal can be split into

equal amounts that are paid periodically (i.e. monthly, semi-annually, annually) over the life of

the |l oan. This is referred to as fiamortizingo or
on the outstanding loan principal amount and added to the periodic principal amount.

Operational service / operational service provider

Operational services are those services that either directly perform value chain operations on

behalf of the value chain operators or are closely connected to them. Many operational ser-

vices are not specific to the value chain but generic in nature, such as transport, maintenance

or accounting services. Operational service providers entertain business linkages with value

chain operators but dondt thbmnsevenlae thovalneecham mapf t he |
the service relation is distinguished from the vertical business linkages between operators by

using a different type of arrow.

Real property

Real property is property that includes land and buildings, and anything affixed to the land or
immovable. For an enterprise, real property would include warehouses, factories, offices and
other buildings owned by the enterprise. It does not include movable items such as equipment.

Return On Assets (ROA)

ROA is a calculation of the profitability of total assets owned. The ratio is net profit divided by
total assets. Return on individual assets, such as loans, can also be calculated and is a com-
mon metric that financial institutions use to determine the attractiveness of existing and poten-
tial financial service products.

Standard

A standard is a set of rules describing product and process quality. St andar ds ar e fAdoc.L
established by consensus and approved by a recognized body, that provide, for common and

repeated use, rules, guidelines or characteristics for activities or their results, aimed at the
achievement of the optimum dégree of order in a

Support service / support service provider

Contrary to operational services, support services do not directly support (or perform) basic
functions in a value chain. Instead, they refer to general investment and preparatory activities
benefitting all or at least several value chain operators simultaneously. Support services there-
fore provide a collective good shared by the value chain actors. Typical examples are the
setting of professional standards, provision of information, trade fairs and export marketing,
research on generally applicable technical solutions, vocational training or political advocacy.

2 See IS0, http://www.iso.org/sites/ConsumersStandards/1 standards.html
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Support services are often provided by business associations, chambers or by specialized
public institutions. They belong to the meso level of the value chain.

Value proposition

The value proposition is the product or service, an enterprise offers to its clients. The point is
that the product should have value for the customer. It is a proposition because the customer
finally decides.

Working capital

A

Enterprise owner 6s -terop aperatipnal@ssetsiemploged and mot finanoced t

by short-term liabilities (i.e. short-term assets minus short-term liabilities). Financial institutions
look for sufficient working capital to act as a first line-of-defense to take losses for subpar
business performance before their loans to an enterprise would be put at risk of loss. Incre-
mental working capital needed for VC upgrading efforts will hence need to come from (i) addi-

tional ownersé equity, (ii) external finance

sources.
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Introduction into Volume 2

Value chain solutions

The second volume of ValueLinks 2.0 deals with concrete fields of change in which the devel-
opment of a value chain becomes manifest. ValueLinks distinguishes six major fields of
change: Business models, business linkages, services, value chain financing, quality and
standards, policy instruments (see Overview

). Modules 5 to 10 introduce these topics and provide basic considerations and tools. It is clear
that each topic opens up a universe of its own. ValueLinks does not pretend to cover them.
The idea is to show the importance of subjects such as cooperative development or financial
systems for value chain development. We look at these topics from a value chain perspective
and try to make the connection between the value chain context and other fields of knowledge.
There are links to different resources exploring the subjects in more detail.

All modules are fields of development action at the same time. In every case, we treat the
technical questions on one side, and the promotional aspects on the other.

From strategy formation to value chain solutions

The following considerations pick up from modules 3 and 4 in the first volume of this manual.
ValueLinks module 3 examines the strategic options and describes how value chain actors
could arrive at a shared vision for chain development®. The strategic vision is the basis for
identifying constraints and needs as well as any new opportunities that arise in the process.
The actors involved in strategy formation will come up with ideas to advance chain develop-
ment, especially innovations in technology and business processes, the improvement of
knowledge and skills, better product quality, storage and transport, market access and many
other issues. From the value chain perspective, the decisive point is to translate these ideas
into the corresponding change of value chain structure and performance.

Technical innovation is a case in point: Introducing a new technology into a value chain first
has implications for the enterprises adopting the technology, because they have to review their
business processes and change the business model. As a result, a new type of operator enters
the scene. Most likely, this means including additional value chain functions. If the innovation
calls for different kinds of inputs, there will also be consequences for the supply linkages and,
possibly, the cooperation of small-scale enterprises. The technical innovation thus expresses
itself in several changes of the value chain.

We can locate all innovations somewhere in the extended value chain map, at the micro level
of operators, business linkages, operational service providers and markets reached, or further
up at industry association or the policy level®. In fact, only if an improvement or innovation
leads to structural change and a subsequent change in the numbers, we can speak of value
chain development.

The next two charts show how to make the move from the strategic vision and the related
constraints, needs and opportunities to value chain solutions. The first one, in Box 0.1.1, is a
table presenting typical issues arising in the discussions about the value chain strategy in the
left column. These issues are translated into one or several value chain solutions in the right

3 See chapter 3.6
4 See the explanations on value chain mapping in module 2, in the first volume
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column. The table shows selected issues and their relation to the value chain. The important
point is to translate the critical issues into different categories of chain solutions. We distinguish
six types of solutions that are treated in modules 5 to 10. The place of value chain solutions
becomes visible in the chart in Box 0.1.2 which shows the elements of the value chain map
where the change materializes.

Box 0.1.1: Concept i From constraints and needs to value chain solutions

Constraints/needs
and opportunities ...

... translated into
value chain solutions

Improved business model(s)

Production technology and 5
processes, byproducts, losses Investment plan(s)

Processing capacity

Lack of capital Financial products/ VC finance 8
Market access Vertical business linkages,

Coordination, (mis)trust, conflict Horizontal cooperation, 6
Market power Business membership organizations

Stability of supplies, access toinputs  New supply linkages

Access to operational services Service arrangements 7
Information, skills Needs oriented support services

Product quality and safety Traceability & certification

Sustainability problems Adoption of a standard system 9
Resources degradation, pollution Environmental policy

Employment conditions, wages Economic and social policies 10

Infrastructure

Private-public dialogue

It should be noted that the table in Box 0.1.1 above is illustrative in nature and only shows the
principle connections. In fact, most constraints and needs will lead to more than one value
chain solution. For example, if product quality is a constraint (and quality improvement an op-
portunity), we can look for a traceability system along the value chain (covered in module 9).
Of equal importance will be to improve the business models of the operators concerned (mod-
ule 5) and the business linkages to the markets for high quality products (module 6).

Overview of value chain solutions

Box 0.1.2 shows the place of the six categories of solutions in relation to the elements of the
value chain. We can classify them as follows:

Value chain solutions at the micro level refer to the operators and their linkages. This includes
business model solutions (module 5) and linkage solutions (module 6) along the main se-
guence of the value chain map. The business model solutions also comprise the value chain
functions.

Another type is service solutions. These include the arrangements for providing operational
and support services (module 7) and the financing instruments and arrangements (module 8).
In both cases, solutions also cover the capacity of service providers.

ValueLinks 2.0 Introduction 2



The third category is governance solutions, which concern all value chain actors alike. These
include collaborative quality management systems along the value chain, and the standard
systems regulating and certifying sustainability criteria in particular (module 9). Another field
of governance solutions is public policy regulations of the industry (module 10). The policy
level may not be visible in many chain maps, but is an important part of the system®.

Box 0.1.2: Concept T The place of solutions in the value chain system

Norms
& standards

Policies

Service
provider

Business

— Operator

Consumers
(the market)

Association

orizontal

linkages L8] ) ertical

linkage |8l

The classification does not mean that ValueLinks can offer any standard solutions for value
chain development. Modules 5 to 10 rather provide tools and ways how to arrive at sensible
solutions. While there are typical patterns of development, we have to design the solutions
carefully for each case. This is all the more important since value chain strategies often go for
combinations of upgrading and governance solutions.

ValueLinks 2.0 has two entirely new modules 8 module 5 on business models and module 8
on value chain finance solutions. Modules 9 and 10 on the governance solutions have been
completely revised. The basic ideas of module 6 on business linkages and module 7 on service
solutions remain the same. Nevertheless, these modules have undergone a complete revision
as well, and now contain additional content®.

5 See the definition of micro, meso and macro levels of the value chain in module 2, chapter 2.2.1
6 For the changes in module 11, see the following section
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The key role of business model improvement

It is no coincidence that the first solution in the sequence concerns business models. Business
models are the building blocks of value chains and the mainstay of value chain development.
Every strategy necessarily includes one or several business model solutions.

The main reason is that a change at any point in the system has implications for the enterprises
concerned and, conversely, business model change goes hand in hand with upstream and
downstream business linkages and the provision of operational and financial services. There
is also a close connection with cooperative development, and with the effectiveness of policy
regulations. Second, financial viability is an indispensable prerequisite for success. Unless the
innovations make financial sense for the operators, no enterprise will go ahead and invest.
Business model assessment is the touchstone for the validity of a value chain strategy.

External support to value chain solutions

The second volume of ValueLinks 2.0 also builds on the design of chain projects and the pro-
cesses of strategy formation, planning and implementation covered in chapters 4.2 and 4.5 of
module 4. Below is the reproduction of the chart describing the two-tier process of value chain
development that we have discussed in module 4. The scheme clearly indicates at which point
the value chain solutions come into play.

Box 0.1.3: Concept i From vision to action in value chain development?®

Value chain 4 =k Strategic
analysis considerations
Formulating a Assessing
vision 9 \'needs, constraints
& opportunities
\\k\
Implementation Process: Project 1 \ *
|
Decision on scope Review analyses, .
of VCD project considerations & vcc::f::,lﬁeﬁ o(:xfs VC project
depending on MISION Drojact plariting > implementation
resources, time, etc. formulate project
objective
v
Implementation Process: Project 2 %
A |
Decision on scope Review analyses, .
of VCD project considerations & Vgr:::lf;ioor:s VC project
depending on Vision project plannirflg = implementation
resources, time, etc. formulate project
objective

7 in the first volume of ValueLinks 2.0
8 This is the same scheme as in Box 4.5.1. in the first volume.
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The process chart in Box 0.1.3 shows in the upper part, how the analysis and visioning process
determines strategic directions. On this basis, project planners choose the value chain solu-
tions to work out and promote in particular projects. Every project supports specific solutions.

The second volume of ValueLinks starts with the assumption that the actors agree on the vision
for value chain development. The modules about the different value chain solutions provide
tools and ideas to master the pivotal point between strategy formation and project implemen-
tation.

In addition to the technical aspects, the modules also deal with the question what external
projects can do to promote and facilitate the solutions in practice. This relates back to the
issues of program and project implementation covered in module 4 in the first volume.

What can the value chain approach achieve?

ValueLinks module 11 completes the entire cycle from the chain analysis, strategy formation
up to the implementation of value chain solutions. The question is what the value chain ap-
proach actually achieves for sustainable development. Which are the most effective solutions
and interventions? How significant are external support activities for the development of mar-
kets and value chains anyway? We have to ask these questions in order to get a better under-
standing of what works and find the right points of leverage in the next round of investment
and project support.

Assessing the impact and sustainability of the support programs is a key task in chain devel-
opment. Completing this task faces the double challenge of gathering the necessary value
chain data and tracing the process of chain development correctly. Both meet with serious
information problems.

For one, decisions makers simply need reliable data on the value chain and its evolution. Alt-
hough it is not difficult to find studies on many value chains, the available data are incomplete
and often inconsistent. Module 11 provides some ideas and tools to improve the data basis. It
is particularly difficult to generate information on the sustainability of value chains. Sustaina-
bility metrics pose difficult measurement and valuation problems and therefore tend to be con-
tentious. In addition, data analysis is costly and the budget allocated cannot go beyond a nar-
row limit.

Despite the measurement problem, the first challenge can still be handled more easily than
the second 1 assessing the effects of external interventions into value chains. Program man-
agers and evaluators have to understand the mechanisms of value chain development to find
the most effective entry points and plan new projects. However, anticipating the results of chain
development projects, as well as evaluating them ex-post is faced with difficult methodological
questions.

One point is the dynamic character of markets and economic systems. It is the very nature of
market processes that they evolve unplanned. Economic development is not so much a matter
of political decision-making, but follows from the interplay of individual investment and produc-
tion decisions. Public support is one factor only. Another difficulty is to establish the connection
between results at the level of individual enterprises and the large-scale structural and regula-
tory improvements. While it is possible to attribute business model changes of particular oper-
ators to a development project supporting them, we have difficulties establishing the connec-
tion between external support activities and the wider process of sustainable chain develop-
ment. A clear-cut attribution of change to external support activities is only possible for a man-
ageable number of beneficiaries. Correlating structural change with previous support activities

ValueLinks 2.0 Introduction 5



is much less evident. The fundamental question is how any one project can actively6 dev el op o
a chain, given that economic development is an evolutionary process in which many factors
are at play.

The ValueLinks philosophy has the following answers to this question: For one, we have to
accept the fact that there are no definite cause-effect relationships. It is impossible to anticipate
value chain development. Even ex-post, it may not always be clear which have been the deci-

7

sive driver s tributianlgap® gree mad8ihmes 0 a

A realistic view on transformation relies on recurrent patterns of economic change that only
become visible when projects carefully monitor the change process. Programs need to close
the learning cycle between planning, action and evaluation. Module 11 offers some tools to
achieve this.
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Module 5 Business Models

5.1 Introduction: The business model concept

The development of a value chain necessarily implies changes in the way operators perform
their business. A value chain evolves as the enterprises make better products, adopt new
technology, change business processes and engage with other partners i in short, as they
develop their business models. The first topic of chain development therefore is the improve-
ment of the business models employed in the value chain.

We define a 6business model 6 as the specifi

firm, the technology utilized and the scale of production, the backward and forward market
linkages and financing arrangements. These elements have to fit together constituting a sys-
tem that enables an enterprise to operate successfully. The principles of designing good busi-
ness models apply throughout. The concept applies to any type of enterprises, from small
farms and enterprises to large companies. All enterprises can be described in terms of their
business model, even if the owner of the business has not spelled it out explicitly and may not
even have it purposefully designed.

This module explains business model improvement as an important field of innovation in a

val ue chain, the first and foremost 6VC sol

tive, has a smaller ecological footprint and enables owners and workers to make a decent
living. Business model improvement therefore is a key field of VC development action. It is not
by coincidence that this subject opens the series of modules on VC solutions.

Essentially, a sustainable value chain has to be composed of sustainable enterprises. The
number of possible business model innovations is endless. In this module, we are not looking
into any particular technological or organizational improvements but into the main quality cri-
teria of good business model solutions i their inherent logic and consistency captured by the
business model canvas and their financial viability. Business models have to pay off to be
successful.

5.1.1. The place of business models in ValueLinks

The business model concept occupies a key role in the ValueLinks methodology. Understand-
ing business models is an essential element in VC analyses, in strategy formation, and in
several fields of VC development action.

Business models in value chain mapping

Value chain operators are the building blocks of value chain maps. ValueLinks visualizes them
by a yellow rectangular®. To define a specific type of operator in the value chain map analysts
look for its business model. Often, farms and many processors and traders of standard prod-
ucts follow very similar ways of doing business. In the chain mapping exercise enterprises of
similar size and with similar business models are grouped together. Enterprises that have a
business model in common are classified as a particular category of operator. The business
models of the operators constitute the backbone of the value chain map.

9 See volume 1, chapter 2.2 on value chain mapping
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In fact, the position of an operator in a chain map tells us much about its business model: From
the VC map it is clear which product an enterprise makes, and which business operations it
performs. Arrows link the operator to its suppliers and to its buyers. Economic VC analysis
provides information on the prices paid. The value chain works because operators follow busi-
ness models that relate to each other. Thus, the business model is present in the chain analysis
from the start.

Business model solutions in the chain development strategy

Value chain development translates into changes at the level of the operators constituting the
chain. For example, chain development strategies aiming at economic growth or better re-
source efficiency have implications for the use of technology at firm level. Inclusive chain de-
velopment seeks business models that are accessible to micro-entrepreneurs. New regula-
tions force entrepreneurs to change their ways of doing business. Practically, all chain devel-
opment strategies thus imply changing the business model(s) of operators. Working to improve
business models thus is the foundation of chain development. A viable business model can
and will be replicated delivering products and services to more people and over a wider geo-
graphic area.

Business model solutions for one group of operators also have implications for solutions in
other parts of the chain development strategy:

One is business linkages: Business models only work if they are connected to those of suppli-
ers and buyers. If one operator changes its business model, its partners most likely have to

follow suit and agree on new business contracts.

in which two (or sometimes more) business partners coordinate their business models?°.

Another important aspect is financing. Improving the business model has financial implications.
Even small technological changes often increase the working capital: Farmers have to pay for
seed and fertilizer, small handicraft manufacturers for the material. Better capacity utilization
implies additional financial needs because more raw material has to be purchased. To obtain
the necessary financing, operators have to present a business plan and financial analysis.
Developing an appropriate VC finance solution crucially depends on a previous investment
calculation. Therefore, the present module 5 should be read in connection with module 8 on
financing solutions.

Business model considerations are also relevant for improving the service delivery in the chain.
Service providers can only be financially viable if they have a sufficiently large number of sol-
vent clients. Unless small enterprises are able to pay, it does not make much sense to develop
a service market for them.

5.1.2. From chain strategies to improved business models

Business model solutions are essential elements in the value chain strategy. Innovations along
the chain lead to changes in the business models of operators. Conversely, operators chang-
ing their business model contribute to transforming the value chain at large.

The question is what constitutes a good business model solution and which improvements of
the business model are necessary for the chain strategy.

10 See module 6 for contract linkages as part of business models
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How to derive a business model solution

In order to grow out of poverty, the business models of poor entrepreneurs have to become
more competitive. Strengthening the economic and financial viability of poor operators
therefore is an important solution in any pro-poor VC development strategy. The improvement
of business models is an ongoing process. Every entrepreneur thinks about improving his or
her business constantly.

For ValueLinks the starting point is the strategic options!! for chain development. The value
chain strategy involves changing the business models utilized by one or several operators.
Some of the strategic options can directly be translated into modified or new business models,
others have indirect implications. For example, strategic option 1 (value chain upgrading and
innovation) implies more productive technology, contracting with more buyers and new link-
ages with suppliers of inputs. In order to conquer new markets, operators have to make quality
products and seek new marketing channels. Strategic option 4 (Improving resource efficiency)
means using resource-saving technology and processes and requires additional services and
different inputs. Likewise, strategic option 6 (business models benefitting the poor) and 9 (eco-
nomic empowerment of women and the young) have a direct bearing on the ways business
should be done.

The value chain map is a tool to visualize the implications of the chain strategy for the operators
concerned. Box 5.1.1 shows the example of the rice value chain in West Africa and how the
value chain strategy translates into changes in the business models of different types of oper-
ators.

Box 5.1.1: Case - Rice VC strategy and its implications for business models

delivery Production trade

Large commercial farms + integrated mills
—>

>Seed & fertilizer Paddy Paddy bulkin> Milling Wholesale Retail

Agro $ Urban
dealers Outgrowers in Whole- markets,
contract . H
H sale Super- middle
arrangements g"’ e =3 markets, to high
i : traders shops income
\ Buvi Integrated EEOuRS
Smallholders uymtg rice miller- [**’]
\ / AgenL> traders
/ \(
Requirements: Requirements: Requirements: VC upgrading objective:
renewal of product More production of Better capacity utilization Growth of quality rice
portfolioto include selectedvarieties, greater volume of paddy sales in urban markets
varieties and specifi intensification, procured, improvement of through backward inte-
inputs improved yields \productquality, gration of smallholder
farmers

Key business models

11 The content of strategy formation is covered in module 3, the process issues in chapter 4.5 (Vol. 1).
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To arrive at business model solutions, the lead actors in value chain development have to carry
forward the strategic considerations discussed in module 3. The line of thinking moves from
the formulation of a strategic option to the necessary innovations of products, technologies,
business processes and linkages. These innovations always relate to the operators in the
value chain. Each time, the question is what the strategic option means for the different groups
of operators.

By placing the likely implications of the chain strategy for the operators directly into the map,
the connection becomes visible. For example, if a chain upgrading strategy seeks higher qual-
ity products by introducing new food processing technology, the processors will have to invest
into equipment and likely expand their scale of operations. This means that they not only have
to improve the product itself but also the production processes and the use of resources. To
sell the additional volume of production, the traders in the sales channels will have to expand
their business as well. At the same time, the farmers supplying the raw material to processors
probably have to think about the varieties to use and the quality of products.

Another example is the improvement of resource efficiency. To reduce the water footprint of
food production, farmers may use water-saving technology. This implies changes in the
production process and possibly the investment into new equipment which entails the need to
work with new partners providing the required services and financing. The insights derived
from the chain strategy thus lead to new business model ideas at several stages of the value
chain. The chain map shows how they are interlinked.

Using the value chain map to work on business ideas has its limits, though: There simply is
not enough space to accommodate all relevant points within the map.

Once it is clear which operators need to adapt their business models, both enterprises and
analysts can focus on the right solutions. To systematically assess the consequences of value
chain development for the enterprises concerned. ValueLinks suggests two instruments:

1 The business model canvas
1 Tools for the financial analysis of enterprises

The first serves to check how far the changes go and to make sure that the demands made on
enterprises can be fulfilled. In most cases, the necessary change will go beyond small modifi-
cations. The second instrument is the financial reality check.

Checking the solidity of a business model idea

The change in the business model varies from case to case and it is not possible to make a
general statement on the right business solutions. Therefore, this module presents tools for
the assessment of business model solutions, not the business models itself.

Determining the internal consistency of a business model

A good business model solution is a combination of product, customers, technology and
business partners that responds to the demands of both customers and society. It is important
that the different elements go together smoothly. The best tool to achieve consistency is the
dusi ness mod 4 laqualaative desciiption of a business idea that allows visualizing
the connection between the different elements (fbuilding blocksg that constitute a business
model. Whichever ideas for business improvements are derived from the chain strategy, they
have to fit together and lead to a realistic concept that is free of contradictions. A good business
model also needs innovative elements. Simply reproducing existing models involves risks.
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Determining the financial viability of a business model

The most important incentive for developing a new business model is the ability to earn money
with it. There can be no doubt that operators have to be financially viable. Unless the
enterprises earn money, there is no incentive and no prospects for sustainable chain
development either. The criterion for the economic sustainability of a business model is
straightforward 1 itis its profitability. Every business model first has to generate enough income
to sustain the operations. Second in line is the compliance with laws and standards.

Before a business model idea can be supported as a solution for chain development, it has to
undergo a financial reality check. The financial analysis of the business model is the second
instrument that delivers the hard facts about the financial implications. Analysts have to show
whether the proposed new or revised business model is profitable or not, whether the capital
requirements are reasonable, and whether it is attractive enough for investors.

Value chain improvement has to make business sense for the operators concerned. Ultimately,
it is the operators investing into their business models who are behind the evolution of the
value chain at large. Without financial benefits for operators there is no incentive for value
chain improvement.

The financial analysis brings out requirements that have to be fed back into the business model
canvas: Typically, the investment into production capacity will only pay off, if the number of
units produced exceeds a certain critical level. This means that the business model canvas
has to include a statement on how to secure raw material supply, on how to store the additional
production and on which new clients to sell to. It may also turn out that the conditions of doing
business have to change as well i conditions of infrastructure, taxation or financial incentives.
It takes several iterative steps combining the work on the business model canvas with the
respective financial calculations to arrive at valid business model solutions for the operators.

5.1.3. Concepts of sustainable business models

For more than the last decade, proponents of pro-poor growth and the transformation towards
a green economy have been looking for ways to harmonize private business interest with social
objectives. The development debate has led to the idea of socially and environmentally re-
sponsible business models. Key terms include social business, green business and inclusive
business.

Social business

Social entrepreneurs, just as green or inclusive entrepreneurs, are motivated by values and
ethical considerations. The ethical dimension is a major issue to take into account in green
and social business alike!2. Mohammed Yunus introduced social business as the model of a
company tamsacial mssios at fis core. (It is) set up to solve a specific problem to the
benefit of poor or disadvantaged members of societ y3.0Social businesses generate profits
like normal companies but reinvest them into serving a social cause such as employment,
education, healthcare, clean water and clean energy. Social business is driven by a social
causel.

12 | innanen, 2002, p.76ff.
13 See http://www.yunussbh.com/about/
14 Yunus, 2010
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A similar business concept is iCreating Shared Valuedthat aims at a social value proposition
and develops the competitiveness of an enterprise while simultaneously driving the economic
and social development of the communities in which it operates?®.

Green business

The ecological dimension of sustainability calls for business models that use ecologically effi-
cient technology and offer products that do not harm the environment. Environmentally sus-
tainable enterprises follow two main approaches to greening*é:

1 Green products or services: The enterprise offers products with a smaller ecological foot-
print (e.g. reducing greenhouse gas emissions) or products and services that help other
businesses or consumers reduce their own footprint (e.g. green business development
services or green technology).

1 Greening of business processes: Here, the enterprise uses cleaner production and mar-
keting processes. This can refer to the internal processes (such as avoiding hazardous
substances, use of energy and water efficient technology17) and/or to the processes in
the supplying enterprises (green procurement and recycling systems).

As it stands, these approaches correspond to essential elements of the business model can-

vas. The first approach to greening translates into changes regarding the value proposition,

the product of an enterprise. The second approach concerns key activities and marketing

channels. Green businesses introduce ecological considerations into the business model can-

vasmaki ng dgrnteen Abusi ness semchhptdr 52 below)altssibould be clear

that greening a business model does not make the other sustainability dimensions redundant.

A wider definition eqguatuy, giegnrbesmes®modelstcdnsidrs ust ai I
the social benefits to society as well8,

Inclusive Business

The term Ainclusive businesso refers to medium
and for the poor including them in their core business operations. Inclusive companies

generate social benefits by providing new business opportunities to collaborating smallholder

farmers and micro-enterprises, by hiring staff or by supplying poor customers products and

services they would otherwise not have access to. They create a stable market outlet for their
small-scale partners and help them access technology. Two factors drive the inclusive busi-

ness model concept. One is the commercial benefit of serving markets catering to poor cus-

tomers; the other is the ethical and cultural commitment of entrepreneurs to working with the

poor.

Inclusive business models seek collaboration with poor partners upstream as well as down-
stream in the value chain. They collaborate with poor people on a commercially viable basis
integrating them as suppliers, distributors or retailers, or working for them as customers?®.

Upstream, inclusive business models integrate poor suppliers of raw material, intermediate
products or services. A typical example is cosmetics or food companies procuring biodiversity-
based raw material from poor communities that collect the material in natural forests following

15 Porter and Kramer, 2011; see also http://sharedvalue.org/
16 Henriksen et al., 2012, p.8

17 See the criteria in GIZ, 2016, p.38

18 Glz, 2016, p.18

19 G20 Development Working Group, 2015, p.3
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sustainable practices. A case in point is traders and food processors sourcing from smallholder
farmers via production contracts?.

Downstream, inclusive business models include micro entrepreneurs as partners in the sales
channel T as distributors, retailers or micro franchisers. Often, the sales products are destined
to poor communities which need frequent and small deliveries in line with their sporadic cash
flow. Examples are pay-per-use services and small-scale sanitary or food articles. To develop
solutions for energy and water supply to poor customers, inclusive business models engage
in partnerships with local enterprises. Another option is the supply of tailor-made inputs for
poor micro-entrepreneurs. An example is packages of construction material that allow com-
pleting small building tasks at a manageable cost.?!

In all these cases, inclusive business models create a network of enterprises around them.

Box 5.1.2: Concept T The inclusive business ecosystem

Technology Civilsociety
partners organizatio
Low-income Inclusive Micro Franchise Poor
producers& (€ Business [€ > farnners,rural consumers
suppliers distributors ,atthe base
Company of the
pyramid‘
Box5.1.2above visualizes the idea of ??asmpartiohvalllieusi ve i

chains serving poor customersatt he fAbase of the econonfheBORPyr ami d
concept goes back to Prahalad and Hart®?® who refer to the great potential in doing business
withandforthe f our bi | | i oThe base oflthe éconormpiopyranddsig the lowest

income segment in society and commonly considered to include people earning up to $8/day.

Inclusive business models address poor people also as customers. This includes providing

consumer goods that are affordable for poor consumers and reduce their cost of living, e.g. in

small packages, via accessible marketing channels or in combination with services.

The inclusive business concept has emerged as a development approach that starts with indi-
vidual companies but has the potential to transform entire value chains. The concepts of social,
green and inclusive business provide general principles and give directions. However, they do
not present any standard business model solutions. The range of sustainable business models

20 Strengthening the business linkages between poor producers and their commercial partners is a
separate value chain solution that is treated in module 6, section 6.2.2.

21 See GlZ, 2014 for more examples
22 The term inclusive business ecosystem is explained by Gradl, 2011.
23 Prahalad and Hart, 2002, and Prahalad, 2006
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is wide; and the search for new ideas needs to continue. Any business model that can be easily
copied seizes to be a solution at some point.

That& why the following chapters are not structured according to types of business models but
according to the generic instruments for developing and testing business model solutions. The
issues differ from one value chain to the next. Any improvement of business models is welcome
if it contributes to sustainable development. ValueLinks can only offer criteria and considera-
tions; the business ideas as such have to come from the enterprises.

We first discuss the application of the business model canvas in chapter 5.2 followed by tools
for financial assessment in chapter 5.3. The viability and competitiveness of the business
model is particularly important for small marginal entrepreneurs. This is the subject of chapter
5.4.
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5.2 The business model canvas

The business mod edescobks the ntiorale bfdowpan orgamzation creates,
delivers, and captures valuedo. This is the short
Pigneur?*. The creation and delivery of value depends on the type and quality of the product

or service offered, on the target customers, the production technology and processes, the

types and sources of raw material, inputs and services used and the delivery channels. These

elements need to be specified so that, taken together, they constitute a viable system enabling

an operator to serve its market with a product according to demand and at a price that covers

costs. The concept applies to all types of enterprises, big and small alike.

5.2.1. Concept of the business model canvas
The most widespread concept f or bugisessenodeltcanzi ng bu
vaso, developed by Ost erTwuael diiebru sai nnde sPsi gmoeduerl (c2aOnivC
an enterprise as a system of nine interrelated elementsit he Abui |l ding bl ockso t

business idea. Box 5.2.1 presents the building blocks of the canvas in the left column. The
right column tells the story of the enterprise.

Box 5.2.1: Concept i The buildingbl ocks of the fAbusiness model ca
Building blocks é and the story they tell
Customer Segments The enterprise serves one or several customer segments.
Value Propositions It seeks to solve customer problems and to satisfy customer needs

with value propositions.

Channels Value propositions are delivered to customers through communi-
cation, and distribution and sales channels.

Customer Relationships Customer relationships are established and maintained with each
customer segment.

Revenue Streams The revenue streams result from value propositions successfully
offered to customers.

Key Resources Key resources are the assets required to offer and deliver the
products and services according to the value proposition.

Key Activities Key activities are the necessary business processes. They utilize
a defined technology.

Key Partnerships Some activities are outsourced and some resources are acquired
outside the enterprise.

Cost Structure The resources acquired, and the key activities result in the cost
structure.

24 Osterwalder and Pigneur, 2010, p.14
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If these elements fit together, the business model is likely to work and generate revenue for
the enterprise. The business model canvas has the form of a table as shown in the Box 5.2.2
and Box 5.2.4. The first scheme shows the business model canvas in simplified form. Put very

simply, the basic structure relates the product

middle to the value creating (production) activities on the left side and the value capturing
(marketing) activities on the right. The left part translates into costs, the right into revenues.
Together, they explain how the enterprise makes a profit.

The complete format of the business model canvas is shown in Box 5.2.4 further below includ-
ing a number of questions that help filling it in.

Box 5.2.2: Concept i Simplified visual structure of the business model canvas

Partners / suppliers | product
Value-creating
activities and
resources

Distribution channel
(,value proposition”) | Costumers
Costumer relations

Cost structure Revenue stream

Profit or Loss

The concept is generally applicable, to the most advanced companies as well as to small en-
terprises in marginal locations.

Al nterl ockingd business model s

In a chain context, the relationship between the business models of different types of operators
is of particularly interest. The business
on a contractual arrangement between both parties.

The scheme in Box 5.2.3 shows the relationship and mutual influence between the business
models of two enterprises who relate to each other in the value chain. This idea is further
elaborated in the ALINK methodology&®.

Of particular interest are partnerships linking big companies with small-scale suppliers. The
classic example is contract farming where the business model of the supplying farms is directly
related to the business model of the buyer. The conditions of the contract form an important
element of the business models on either side.

25 Lundy et al., 2012
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Box 5.2.3: Concept i Links between two related business model canvasses

W . ¥

Partners, ostumers Partners, Costumers
Product -1 Product
Supply relations Supply relations
linkages linkages
Cost Revenue Cost Revenue
structure stream structure stream

The business contract between the enterprises determines the fcustomer relationsoof the sup-
plying enterprise and, at the same time, the fsupply linkagesoof the buyer. The business mod-
els of both enterprises are interlocked. Apart from the delivery and/or sourcing activities addi-
tional elements in the business models of participating enterprises may be affected, e.g. the
production technology (key activities) and the resources used i depending on the degree of
collaboration. This has direct implications for the cost structure and the revenue streams. En-
tering an interlocking arrangement with buyers offers small enterprises the possibility of devel-
oping their own business model more quickly and more thoroughly. Contract farming is a busi-
ness linkage solution in the first place (see module 6, section 6.2.2) but it can be interpreted
as an fAinterlocked business model 06 at the
of both partners.

same t

5.2.2.

Every enterprise has to find a solution for each element of its business model. Ideally, that
solution should have been consciously chosen but it may also have emerged from tradition.

Developing business model solutions

The choice of an improved business model solution follows from the strategies for VC devel-
opment. The strategic options defined by ValueLinks have a direct bearing on business model
solutions?6; Value chain upgrading and improving natural resource efficiency necessarily lead
to different value propositions of operators and translate into changes in their key activities and
key resources. Business models benefitting the poor have consequences for the choice of key
partners and customer segments. In any case, sooner or later any chain development im-
pinges on the business models.

The connection between chain development and business model improvement has been
stated repeatedly. An important publication that connects the business model canvas with de-
vel opment approaches | i nkilnigNK aMentehfosdabexmicyaor k et s

26 See ValueLinks2.0 module 3 in volume 1
27 Lundy et al., 2012
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connects the value chain map with the business model canvas. A second set of tools is the
fiGreen Business Model Navigatorowhich is an internet-b ased fAi nteracti v
p r o d? it dtacts from the UN sustainable development agenda and provides an overview of
tools used for making business models greener. The Navigator presents different types of in-
novative green business models categorizing them according to their core focus either on
green products or on green processes, and according to the stages of the product life cycle.
This classification delivers different types of business models that are described in terms of
the business model canvas. Apart from these guidelines that are the most relevant to our sub-
ject, a large number of tools supporting the development and implementation of business mod-
els exists, not least the books by the authors of the original business model canvas them-
selves®®>. The fAGreen Business Model Navigatoro
pecially to sources on sustainable and ecological business models.

The business model canvas template

The canvas is a template that can be used by entrepreneurs and advisors likewise to system-
atically collect the relevant information about the building blocks of a business model. The
template below in Box 5.2.4 is taken from the book of Osterwalder and Pigneur (2010). The
list of questions for each of the nine building blocks has been slightly adapted from the original.

Box 5.2.4: Tool i The complete business model canvas template

28 5ee www.greengrowthknowledge.org/learning/green-business-model-navigator and GIZ, 2016

29 See https://strateqyzer.com/
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