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INTRODUCTION

A SHOPPING MALL IN EVERY POCKET

MY EYES LOCKED ON THE KNIFE BLADE, NOW WITHIN INCHES OF my throat. My attacker’s three accomplices held my arms behind my back, exposing my chest. For a moment, e-commerce was the last thing on my mind. The more important question was, Am I going to die here, in broad daylight, in a Bogotá alleyway?

“Barrio! . . . barrio! . . . barrio!” Even with my Sesame Street Spanish, I recognized that word. Neighborhood. Clearly, I had entered the wrong one.

My first trip to South America was off to a bad start. I had arrived in Bogotá the night before to kick off a five-city speaking tour, during which I would share my experience of working at Alibaba and observing the e-commerce boom in China. I played it safe at first, crashing in my hotel room despite the tempting salsa music emanating from the bar across the street.

When daylight came, I ventured out along the avenue to the Plaza de Bolívar, a wide-open square lined by Spanish colonial buildings. The entire city seemed to be outside, with kids playing freely in the streets, which were closed to traffic. Maybe Colombia is much safer than what was depicted in all the drug movies I watched when I was growing up, I thought.

The only signs of Colombia’s violent past were the police, dressed in military fatigues and toting rifles over their shoulders. Stationed at regular intervals along the avenue, they were clearly in place to keep the peace and allow pedestrians to enjoy their Sunday morning.

Emboldened by the added security, and eschewing old stereotypes, I ventured outside the city center to see if I could find a path to the top of a nearby mountain to get a view. I passed a yellow church and could hear people singing hymns. From behind the church I walked up a cobblestone path in the direction of the mountain. That’s where I met my teenage attackers.

As their angry yells got louder, the ringleader fumbled to lock his folding knife in place, as if preparing to stab me. I began to panic. “Please! Please! No comprende. No comprende!” I pleaded. I pulled my wallet from my back pocket and dropped it on the ground in front of me. I reached into my front pocket and handed over my iPhone. Although they didn’t seem to actually want my money, I was offering everything I had.

Finally, the attackers let go of my arms and took a step back. The leader scowled at me and motioned with his hand, shooing me away. The message in his eyes was clear—don’t come back. I ran down the hill as fast as I could, cursing my naiveté.

“You must have crossed one of the barrio’s invisible lines,” a local told me later. “There is a lot of drug and gang activity up there, and people know where the boundaries are. People can be killed for just walking into the wrong neighborhood. You’re lucky you didn’t fight back.”

I couldn’t believe how naive I’d been. Personal safety was something I’d never had to worry about in China. This was a much-needed reminder that in most developing countries, poverty comes with a fair degree of violence.

Once I shook off the nerves, I realized I might have a bigger problem. The Colombian government had sponsored my trip to spread the gospel of e-commerce and entrepreneurship by drawing upon what I had learned in China. In a country where safety and security were such a concern, could those lessons apply? Just a few years earlier, Colombia was considered a failed state. Narcotrafficking had done huge damage to the country, destroying the economy and trust in government institutions.

But at that moment I finally understood the true role of e-commerce in emerging markets: e-commerce had succeeded in China precisely because the economic and legal infrastructure of the country was weak when the Internet was introduced. China lacked the economic, political, and legal institutions necessary for commerce to thrive, and Internet companies and their online communities had stepped in to fill the void.

And why wouldn’t that be true elsewhere? From Bogotá to Shanghai, from Mumbai to Lagos, the weaker the institutions, the greater the opportunity for e-commerce to take root. And just as e-commerce entrepreneurs in China had faced and solved logistical, payment, and trust issues, Colombian entrepreneurs could use the Internet to address local concerns, including safety and security. And as a business community addresses these issues, e-commerce blossoms, creating new opportunities for entrepreneurs, multinationals, and customers alike.

Does this notion seem Pollyannaish? Absent the example of China, it might. But I had a front-row seat during China’s e-commerce revolution, so it’s clear to me that other countries are following suit, transforming both their economies and the way retail is conducted around the world. The boom will affect brands, retailers, providers of logistics, and financial institutions in highly disruptive ways that will become fully apparent only over time.

Just look at where China is today. In 2000, when I joined Alibaba, just as it moved out of founder Jack Ma’s apartment, skeptics told me that e-commerce would never work in China. The reasons they cited were many: Payment infrastructure was inefficient. Credit card use was nearly nonexistent. Logistics infrastructure was poor. Engineering and management talent was concentrated in Silicon Valley. And, most important, they said, Chinese shoppers would never trust online merchants enough to buy products online.

Fast-forward less than twenty years, and the figures are staggering:


• China has now become the largest e-commerce market in the world.

• In 2016, in a single twenty-four-hour period, Alibaba’s consumer websites alone handled more than $17.8 billion in transactions, more than the total combined online sales of Black Friday and Cyber Monday in the United States.

• E-commerce in China now represents 14 percent of total retail sales in the country, compared to 8 percent in the United States. By 2020, e-commerce in China will reach an estimated 21.5 percent of total retail sales in the country.1



And this is with only half of China’s population online. We can only imagine how big the market will become as the rest of China moves online.

Since Alibaba’s $25 billion2 initial public offering (IPO) in 2014—the largest in history for any company—China has received most of the headlines about e-commerce. But the China experience has triggered an investment wave in e-commerce in India, Southeast Asia, Latin America, and Africa. This book will take you through these emerging mega-markets to show where they started, where they stand now, and where they likely are going.

To give the discussion historical context, I will begin in the United States, at the American frontier of the 1800s, when retail took root in the great emerging market of its time. Part of the story is how retail’s gradual evolution in the United States made for a relatively smooth transition from traditional commerce to e-commerce, which the giants eBay and Amazon dominated in the early days. The other reason to start with the United States is that the early history of e-commerce in today’s emerging markets has been one of failed attempts to apply US business models to developing countries. Understanding how the US experience skewed early attempts to introduce e-commerce to emerging markets can help us understand why e-commerce in the developing world—and brands and companies there—is growing in a different direction.

In Chapter Two we head to China, the biggest e-commerce market of all. To understand how China’s deep cultural roots have led to a more social approach to e-commerce, we will visit some of China’s remote villages. Then I’ll explain how, after years of Maoism, the opening of China’s economy triggered the conditions that enabled China’s e-commerce to leapfrog beyond that of the West and play a much more important role in China than its counterparts did in North America and western Europe. In tracing this evolution, I will discuss some of the key players, including Tencent, Jingdong, and my former employer, Alibaba.

Chapter Three will cover China’s current state of e-commerce and its likely future direction. China’s market has matured into a more structured one than India’s and Southeast Asia’s, so it provides an excellent window to the future of e-commerce in emerging markets. I will describe how China’s main platforms for e-commerce differ from those of eBay and Amazon. I also will show how Chinese businesses are making the most of the e-commerce opportunity and discuss some of the bigger trends and lessons of the Chinese experience.

In Chapters Four and Five we travel to India, the world’s next mega-market. Mumbai’s dabbawallas (lunchbox deliverymen) provide a great example of how innovative companies are overcoming one of India’s biggest challenges, logistics. When I interviewed the key pioneers of e-commerce in India, they generously discussed their mistakes and their successes, India’s unique challenges, and where its e-commerce may be headed. All the global e-commerce leaders, from eBay to Amazon to Softbank to Alibaba, have made India the center of a proxy war for global dominance of e-commerce, investing billions of dollars in a mad scramble for “the next China.” What they are doing provides a sense of how businesses should be positioning themselves for India’s e-commerce boom.

In Chapter Six we focus on Southeast Asia, which, after India and China, offers the greatest potential for e-commerce to flourish. But not all the new e-commerce companies in emerging markets are working in their own backyard. Rocket Internet, the company pioneering e-commerce in Southeast Asia, and the one most aggressive in its efforts to do e-commerce business there, is based in, of all places, Berlin. Although Rocket is not nearly as well known as Amazon, eBay, or Alibaba, it has been rolling out an e-commerce empire that spreads well beyond Southeast Asia to Nigeria, Pakistan, and Mexico City. It’s known as a clone factory for starting small companies modeled on Amazon and Alibaba in more than one hundred countries and relentlessly building, through much trial and error, some of the leading e-commerce companies in their markets. But Rocket has also burned through cash and stirred controversy among investors, who are wondering when the payoff will come. Has Rocket pioneered a new model for the Internet as a “venture builder” that quickly and profitably adapts successful US business models for the developing world? Or has it simply led investors astray with salesmanship and a cynical business model based on copying the hard work of others? My interview with a senior Rocket executive provides some insights.

Indeed, e-commerce is booming in Southeast Asia. Indonesia has been the magnet for investors’ money: Tokopedia alone has reportedly raised nearly $250 million to take on Lazada, a company started by Berlin’s Rocket Internet. When I interviewed Tokopedia’s founder, he described how he expects his company to battle Lazada, whose new controlling shareholder is Alibaba. Can Tokopedia, the self-proclaimed “komodo in the jungle,” beat Alibaba’s crocodile in the Yangtze at its own game? And what will the lessons be for other Southeast Asian markets?

In Chapter Seven we travel to Latin America, where e-commerce is beginning to take off after a somewhat slow start. Some of the early pioneers of Mercado Libre, the e-commerce leader in the region, have interesting ideas about why e-commerce expansion in Latin America has trailed growth in China—and why that may be about to change. In Mexico City, executives at Linio, Mercado Libre’s Rocket-backed challenger, think they are poised to win the market in Latin America.

In Chapter Eight we travel to e-commerce’s final frontier, Africa. There we meet Africa’s largest homegrown e-commerce company, Konga.com, based in Lagos, Nigeria. One of the most formidable business assets of Nigeria, Africa’s most populous nation, is its optimistic entrepreneurial spirit, quite a powerful force when attempting to overcome political instability and widespread corruption in order to do business.

Much of this book is written like a travelogue, and I want to explain why. In my eight years at Alibaba, I saw a common reaction from investors and Western companies that were entering the China market. They’d spend a lot of time discussing numbers, market potential, and the “what?” of the market. But they spent remarkably little time asking “why?” the market is how it is. I am hoping that by providing some additional texture—of places, the people who live there, and their culture—readers will get a better understanding of the context in which e-commerce is unfolding. It’s not enough to know that China has 1.3 billion people and nearly 500 million of them shop online.3 I want to help explain how they shop online and why they shop the way they do. That may help you avoid some of the pitfalls that have literally cost businesses billions of dollars as they attempted to crack e-commerce in emerging markets.

You’ll see that I cover some markets, like China, in extensive detail, whereas my discussion of others, such as Southeast Asia, is broader. My goal is not to discuss every detail of every emerging market. Plenty of detailed analyses do that quite well. Rather, my goal is to focus on certain markets or companies to find the broad themes that tell the story of how e-commerce is developing.

You’ll also notice that I’m focusing on e-retail of physical products, not other areas that are often included in e-commerce, such as travel and other services. That’s because e-retail represents the biggest segment of consumer commerce. Once the market for physical products is transformed into e-commerce, other markets, such as online media and digital products, tend to follow.

A quick word about conflicts of interest. Although I have previously been employed by, or served as a consultant for, some of the companies I discuss in this book, I am no longer affiliated with any of them. With the exception of privately held Flipkart, in which I hold a small number of shares, I do not have a financial interest in any of the companies mentioned in this book.

For some of the entrepreneurs in the book who share a last name, such as Jack Ma and Pony Ma, or Binny Bansal and Sachin Bansal, I often use their first name, rather than last, so that readers can keep clear which Ma or Bansal I’m referring to.

Although I began this book with the idea of sharing what I had learned about breaking into e-commerce in emerging markets, I realized after my unfortunate encounter in that alley in Bogotá that those teenagers were precisely the people who could most benefit from e-commerce. In China I’d seen how e-commerce empowered struggling villagers by allowing them to sell their products online. And it offered those villagers who ventured to the city entry-level jobs as couriers. E-commerce has provided young students and recent graduates, who might otherwise have been destined to work in creaky state-owned enterprises, an outlet to pursue their dreams, create their own brands, and earn enough money to think about life and ideas beyond the need to put food on the table. It has also absorbed unemployed or displaced workers, giving them a foothold from which to rebuild their careers.

E-commerce has proved to be more creative than disruptive in emerging markets, creating opportunities that otherwise would not have existed, not simply killing old retail incumbents, as it did in the West. I hope that explaining how e-commerce is growing in emerging markets will help accelerate its adoption.

To be sure, creating opportunities for people to more easily buy and sell more stuff won’t save the world. But e-commerce can arguably play a larger role than any other industry in lifting emerging markets out of poverty. The smartphone has done more than put a shopping mall in every consumer’s pocket: it has also put a retail storefront in every entrepreneur’s pocket. Plugging more small entrepreneurs from emerging markets into the global economy will help them escape poverty. Perhaps those successful entrepreneurs will include my attackers in Bogotá.

The story of the first twenty years of e-commerce was about the scramble to serve the developed world’s one billion shoppers. The story of the next twenty years will be even more fascinating, as e-commerce marketplaces from China to India to Africa give entrepreneurs access to an even bigger prize—the emerging world’s six billion shoppers.


1

HOW THE WEST WAS WON


O-ho the Wells Fargo Wagon is a’comin’ down the street,

Oh please let it be for me!

—The Music Man


BEFORE YOU CAN TRULY UNDERSTAND E-COMMERCE IN EMERGING markets—and the mistakes it’s already made—it’s helpful to remember how e-commerce evolved in the United States. So I want to go back in time, to the American frontier—an open market if ever there was one.

IT’S 1875 ON the Nebraska plains, and as you watch the summer sun rise over your wheat fields, things are looking up. It should be a bumper year on the 160 acres that you occupied for five years and finally acquired from the US government. Thank goodness for the Homestead Act, you think to yourself. It’s harvest time, and from now on, all profits from every harvest will be yours.

A rooster crows, telling you it’s time to get the day started. You head outside and secure your horses to a mechanical reaper. You take a seat atop the reaper and grab the reins. With a strong whip and a loud “Yaaarrr!” you set the horses in motion. But before the squeaky wheel behind you has made a full revolution, you hear a loud snap! The horses veer off to the side, and the reaper spins out of control before finally wobbling to a standstill.

Darn it, you think. The leather on that brittle old harness must have broken. You dismount the reaper, examine the harness, and realize the leather is beyond repair. You’ll need a new harness. So you unhitch the horses, take off the harness, saddle up your strongest horse and put the other in a field, and head off on the hourlong trip to town to visit the general store.

The dusty road takes you past neighboring homesteaders. Some are out in the fields. Spread across the countryside are a mix of wooden homes and wheat fields, some still occupied and some abandoned by homesteaders who found living off the land too hard or too lonely compared with the bigger towns and cities they came from.

After clomping along a dusty road for an hour, you arrive in town, which is not much more than a small cluster of wooden buildings. You head straight to the general store, a two-story log structure that also hosts the town’s church. After tying up your horse, you walk in through the swinging doors, pleased to see some familiar faces.

“Well, look who’s here!” announces the shop owner, Lee Addison, as you enter the room. You make the rounds, shaking hands with the other farmers, and take a seat in a rocking chair next to an empty barrel that doubles as a table. Gina Addison, who is married to Lee, soon puts a glass of lemonade on the table for you. “This will help you cool down,” she says. “There’s more where that came from.”

“So what brings you to town?” asks Lee.

“Broke my harness this morning. I’m hoping you’ve got one here I can buy.”

“I think I’ve got one in the storeroom. It runs fifty dollars. Let me go check.”

Lee heads to the back of the store and you turn to your friend John Moore, who lives down the road. “Fifty dollars?” you whisper. “I love old Lee, but that’s a lot of money for a harness. Farming is a good living, but in my next life I’m going to run a general store. That’s where the real money is.”

“I know what you mean,” John replies. “Lee’s a good man. But while we’re out there sweatin’ in the fields, he’s sitting pretty here, sippin’ lemonade and making a handsome profit. But ever since I got that Montgomery Ward catalog, I buy my big-ticket items there.”

“Montgomery Ward? What the heck is that?”

John cranes his neck to make sure that Lee’s not within earshot, lowers his voice to a whisper, and pulls out a small booklet with Montgomery Ward Catalog at the top. “Here, take a look,” he says. “I’ll bet you can find that same harness in here for half the price of what old Lee’s sellin’ it for.”

Curiosity piqued, you flip through the book until you come across a selection of harnesses. You’re amazed by the variety: double-buggy harnesses, single-strap harnesses, long-tug harnesses, plow harnesses, and even goat harnesses.

Running your finger along the page, you come to a double harness. It’s only $25!

“Told you so,” says John. “It’ll only take a few weeks to get here, and I’ve got a harness I can lend you in the meantime. And if you don’t like the new one, you can send it back for a full refund.”

“But do you trust these fellas with your money?” you ask. “There are a lot of hucksters out there.”

“I pay it cash on delivery. When you get to the American Express office, take a look at the harness. If you don’t like it, you can send it back. Satisfaction guaranteed.”

“No penalty?”

“Not even a dime. In fact, the wife and I are putting in an order next week. If you’d like, you can put your order in with ours.”

You take John up on his offer and put in an order. And because you are saving money, you decide to add a couple items—a new hand mirror for your wife and a harmonica for your son.

“Keep the catalog,” John says. “I’ll get a new one with the order.”

You hear old Lee’s footsteps and quickly slip the catalog into your satchel. “Let’s just keep this between us for now,” John says. “I don’t want old Lee gettin’ upset. I have to see him at church every Sunday.”

Lee comes back into the room with the harness. “I found what you’re looking for,” Lee announces. “Why don’t you come have a look?”

“Thanks, Lee. It looks nice. But I think I may have found a solution. What do I owe you for the lemonade?”

“All right, sir, as you wish,” Lee says with a puzzled look. “Don’t worry—the lemonade is on me.”

You slap a penny on the counter and shake Lee’s hand. He deserves something for the fresh lemonade, after all. “Thanks, Lee. Always a pleasure.”

You walk out the swinging doors, untie your horse, and climb into the saddle. As you ride away, Lee scratches his head and turns to his wife. “He’s a nice fellow. But that sure is a long way to ride for some lemonade.”

THE EVOLUTION OF RETAIL

When we think of the first e-commerce innovators, several names come to mind. Amazon’s Jeff Bezos. EBay’s Pierre Omidyar. Even my former boss at Alibaba, Jack Ma. But few people would put Aaron Montgomery Ward on their list. In fact, what I remember of Montgomery Ward from my childhood is a crumbling old department store in a nearby shopping mall.

But Montgomery Ward was the Jeff Bezos of his time. If a Tech-Crunch Disrupt conference had been held in 1875, Montgomery Ward would surely have been the headliner. His business model was both innovative and disruptive, changing the way people shopped in the American West.

In 1872, the year Montgomery Ward was founded, the United States was the great emerging market of the world. The Civil War was nearly seven years in the past, and the peace accelerated a huge migration from East to West. The original spark for this migration was the Homestead Act, which Lincoln signed in 1862, thirteen months after the start of the Civil War, to encourage western migration by offering settlers 160 acres of public land. To earn the land homesteaders had to pay a nominal fee and live on the property for five years. After that it was theirs.

Before the Homestead Act, only 14 percent of Americans lived west of the Mississippi River. By 1890 that figure had nearly doubled.1 About 70 percent of the population still lived in rural areas,2 but the westward expansion helped make Chicago a major hub for the growing railway system. And where the railroads didn’t go, express delivery services such as Wells Fargo and American Express served the western settlements with horse-drawn wagons.

The settlement of the West created an agricultural boom as the value of agricultural products tripled during the last five decades of the nineteenth century.3 During this period manufacturing became increasingly important, and by 1900 the United States led the world in manufacturing, producing twice as much as England and half of all of Europe combined.4 Although the diversity and availability of products quickly increased in the coastal cities, such goods had not yet found their way to the homes of customers scattered throughout the American West.

Residents of rural areas typically shopped at the local general store, which played an important part in the social lives of its customers, who had few other gathering spots. The general store was where the shopkeeper dispensed the latest crop intelligence and gossip about neighbors, and men might throw back some whiskey while complaining about the latest goings-on in Washington.

Yet farmers often resented store owners, who captured sizable margins on the products they sold. At the general store flour might be twice the wholesale price. The markup on shoes was 60 to 200 percent. Wool suits cost three times the wholesale price. And if customers purchased products on credit, they typically paid a punishing interest rate of 12.5 percent.5

Against this backdrop came Aaron Montgomery Ward, a former general store manager and traveling salesman. Ward had worked and lived among farmers and was familiar with their problems. He came up with a catalog business so he could sell directly to them. With $2,400 and his brother as a partner, Ward’s first catalog was a single sheet of paper, just a price list for a handful of products. By 1874 it had grown to a seventy-two-page catalog with images, prices, and product descriptions.6

The Montgomery Ward catalog was the first general-item mail-order catalog to be published and shipped to farmers. Ward told his customers they would receive “the lowest wholesale prices. . . . By purchasing with us you save from 40 to 100 percent which are the profits of the middleman. . . . Don’t waste your money by paying $35.00 for an article which you can get for $20.00.” Throughout the catalog were small nudges for skeptical shoppers to take a leap of faith: “Never let good opportunities go by. If you do, you will never be rich.”7

Ward knew westerners would be skeptical, so he encouraged buyers to check his references, saying, “We do not wish to be classed with the numerous swindlers of our city, and particularly desire every person to make inquiry about us before giving us an order. If this plan is always followed, honest men will be supported and swindlers will die out.”8 He encouraged his customers to tour Montgomery Ward’s warehouse in Chicago. He also encouraged customers to contact his team, saying, “We cheerfully answer inquiries” and “We have 25 typewriters always ready to wait on you.”9

If you didn’t want to pay COD, you could send payment by US Post Office money order, American Express money order, or cash at a local Express office (and “express” at the time meant package deliveries done by horse and wagon). Where these services were not available, customers could pay with postage stamps. And anyone who examined their order upon delivery and found it not to their liking could simply return it for a refund.10

Before long, the Montgomery Ward catalog was available throughout rural America. By 1904 Ward was mailing more than three million of his six-hundred-page catalogs. While his catalogs did not replace the general store, they certainly challenged and disrupted it. Long trips to the growing cities to buy hard-to-find items were not as necessary. Montgomery Ward had brought Chicago’s Michigan Avenue to shoppers on the frontier. With his catalog he’d put a well-stocked store on every kitchen table.

THE RISE OF BIG RETAIL

Had the Internet come along in Montgomery Ward’s time, the majority of retail might have leapfrogged online, with Ward pioneering the way. But, as we know, this didn’t happen, and America’s physical retail infrastructure began its slow and steady evolution.

While catalogs battled general stores for retail dominance in rural America, cities gave rise to department stores, America’s new “palaces of consumption.” In 1878, when Macy’s opened for business, a New York Times headline announced “The Great Sixth-Avenue Bazaar; Opening Day at Macy’s & Co.’s—A Place Where Almost Anything May Be Bought.” Other department stores appeared, including Marshall Field’s in Chicago and Hudson’s in Detroit. These glistening department stores, with their festive lighting and attractive window displays, became entertainment destinations, attracting city dwellers and visitors alike to spend an entire Saturday browsing the wide selections while dining at the stores’ restaurants and tea rooms.11

The industrial revolution gave rise to a growing middle class hungry for new products. Seeing this trend, Ward and his rival, Richard Sears, extended their businesses beyond the catalogs, starting and aggressively growing their own retail stores. Ward had no stores in 1926 but had five hundred just three years later.12 Sears rapidly grew his retail empire as well, building not just department stores but, after 1950, entire shopping malls, with Sears stores serving as the anchor tenant. J.C. Penney appeared in the western United States and built a large chain of department stores.13

America’s growing culture of consumption survived the Great Depression and World War II, only to explode during the postwar boom. With the Depression and two wars behind them, Americans were more than ready to shop. When they turned on their television sets for the first time, they were exposed to a steady stream of product propaganda created by Madison Avenue. With the winds of national media at their backs, regional brands sailed outside their traditional boundaries and grew into national brands.

During the 1950s the demographics of the United States were changing along with its geography. The growing interstate highway system, combined with white flight from the cities, encouraged the growth of suburbs. When the white middle class moved to the ’burbs, retailers followed, and American shoppers drifted away from downtown department stores and into the enclosed malls, strip centers, and mass retailers that took their dollars from the 1950s into the 1990s. In the suburbs retailers faced lower costs of doing business and less expensive land, which helped them cut prices. Increasing car ownership meant shoppers could not only get to the malls but also stock up on products, filling the huge trunks of their cars with a month’s worth of supplies.14

Retailers’ consolidation into regional chains gave them even greater economies of scale. But it took a former general store owner named Sam Walton to recognize that American retail was ripe for yet another dramatic step.

THE WALMART EVOLUTION

If Montgomery Ward was the great retail disruptor of the nineteenth century, Sam Walton was his twentieth-century counterpart. His Walmart took physical retail to the limits of efficiency in a pre-Internet world. Combining scale with technology to bring down prices dramatically, he laid the groundwork and provided the inspiration for Jeff Bezos and Amazon. Walton’s journey is worth exploring, because it helps explain the critical evolutionary step that emerging markets missed out on.

In 1945, when Sam Walton opened his first general store, a Ben Franklin franchise, retail in rural America was still fragmented and inefficient, with few chains that reached beyond their home markets. As Walton writes in his autobiography, “Our [Ben Franklin] store was a typical old variety store, 50 feet wide and 100 feet deep, facing Front Street, in the heart of town, looking out on the railroad tracks. Back then, those stores had cash registers and clerk aisles behind each counter throughout the store, and the clerks would wait on the customers. Self-service hadn’t been thought of yet.”15

Having clerks fetch products off the shelf might have helped prevent shoplifting, but customers found the process slow and annoying. But more significant than the slow service was that shoppers in rural America still had the same primary complaint they’d had for a hundred years—high prices. Retailers’ margins ran from 30 to 45 percent, yet they offered little selection.

Walton pioneered the idea of accepting lower margins in exchange for higher volumes. Women’s panties gave Walton his eureka moment: he saw that discounting prices on women’s underwear at prices well below those charged by his competitor across the street led to much higher sales volumes. In what seems like common sense now, Walton explained his insight by saying:


Here’s the simple lesson we learned—which others were learning at the same time and eventually changed the way retailers sell and customers buy all across America: say I bought an item for 80 cents. I found that by pricing it at $1.00 I could sell three times more of it than by pricing it at $1.20. I might make only half the profit per item, but because I was selling three times as many, the overall profit was much greater. Simple enough. But this was really the essence of discounting.16


Selling high volumes of discounted products was the founding principle of the first Walmart, which opened in 1962 in Rogers, Arkansas. Walton was not the only one who figured this out. The same year, several other major discount chains opened, including Woolco, Kmart, and Target. Backed by parent companies that were goliaths of retail, like F.W. Woolworth, S.S. Kresge, and Dayton-Hudson, Walmart’s discount competitors enjoyed strong financing and decades of experience. Yet Walmart would eventually best its competitors and emerge as the titan.

So what made Walmart succeed where others struggled?

In Walton’s own words, it was necessity: “The things that we were forced to learn and do, because we started out underfinanced and undercapitalized in these remote, small communities, contributed mightily to the way we’ve grown as a company.”17 Indeed, an inefficient rural retail infrastructure meant that Walmart was able to leapfrog past its competitors and establish an entirely new way of doing business.

Walmart’s explosive growth was an all-American tale of entrepreneurship. In the eight years after Walton opened that first store in Rogers, Walmart went on to build thirty-two stores with combined annual sales of $31 million. The strategy was to saturate rural markets: “Each store had to be within a day’s drive of a distribution center. So we would go as far as we could from a warehouse and put in a store. Then we would fill in the map of that territory, state by state, county seat by county seat, until we had saturated that market area.”18

An avid pilot, Walton scouted for locations from the cockpit of his two-seat turboprop airplane, which he originally bought as a way to get from one store to another. “But once we started really rolling out the stores, the airplane turned into a great tool for scouting real estate. . . . From up in the air we could check out traffic flows, see which way cities and towns were growing, and evaluate the location of the competition—if there was any. Then we would develop our real estate strategy for that market.”19

One important factor helped propel Walmart beyond its competitors—Walton’s early embrace of the computer. In 1966 Walton enrolled in an IBM school for retailers and saw the potential of using computers to capture sales information and manage inventory and logistics. He recruited a techie from among his classmates to help put together a computerized warehouse and distribution system. “We were forced to be ahead of our time in distribution and in communication,” he wrote, “because our stores were sitting out there in tiny little towns and we had to stay in touch and keep them supplied.”20

By 1980 Walmart had 276 stores that were generating $1.2 billion in revenue. With its distribution centers serving as the hub, routes to the stores serving as the spokes, and computer systems seamlessly linking them, Walmart was able to saturate retail in rural America. Walmart’s expansion ultimately defeated the inefficient variety stores out on the frontier. “They were so accustomed to getting their 45 percent markup, they never let go,” Walton later explained. “It was hard for them to take a blouse they’d been selling at $8.00 and sell it for $5.00, and only make 30 percent. With our low costs, our low expense structures and our low prices, we were ending an era in the heartland. We shut the door on variety store thinking.”21

Walmart’s explosive growth continued and the company seemed unstoppable. As Walmart entered the 1990s, it was the largest retailer in the United States. By 1992 it had 371,000 employees. The early 1990s saw Walmart begin to expand globally, and by the summer of 1995, it had nearly 2,500 stores.22 Inspired by Walmart’s successful business model, big-box retailers and category killers emerged, such as Toys “R” Us, Circuit City, and Barnes & Noble. One by one, these retail chains sucked up the business of smaller retailers, courting customers—and controversy—along the way. They pushed down prices, squeezing the margins of local retailers who couldn’t compete with the scale and efficiency of their discount competitors.

By 1995 the efficiency of US retail seemed to have reached its upper limits. Virtually any product a consumer needed was within arm’s reach and at a reasonable price. Want a Coke? Just stroll down to the local 7–Eleven or reach out to a vending machine. Want a new dress? Head to the nearby air-conditioned mall to shop in a wide variety of department stores and specialty retailers. Need groceries? The local supermarket has everything you could want. Want a book? Head to Barnes & Noble.

Indeed, by 1995 the US retail market was about as efficient and convenient as one could imagine. Products were readily available and prices were reasonable.

The American retail landscape had evolved from independent general stores and mom-and-pop shops to glossy air-conditioned stores with nationally recognized names in neon. Payment was easy: by credit card, debit card, or personal check. Shipping was convenient, reliable, and inexpensive.

Not sure about a product’s quality? Just read Consumer Reports. Not sure about a retailer’s integrity? Call the Better Business Bureau to find out if anyone has lodged complaints against that business. There seemed to be no new frontiers for retail.

Of course, as everyone now knows, the opposite was true—1995 was the start of a new era, when Netscape’s IPO triggered the Internet revolution, with retail taking center stage. But when the Internet age arrived, it built on an efficient and mature physical retail infrastructure that had already embraced computers and data analysis. This perfect confluence of developments set the cogs of invention in motion for a young financial analyst in New York . . .

THE AMAZON REVOLUTION

For about fifty years Sam Walton carried the retail baton, pioneering the discount retailer business model. His folksy personality, sense of showmanship, and understanding of rural retail had made Walmart the king of the hill. But the advent of the Internet ushered in a new, more data-driven era, requiring a different set of skills. And a quant jock from Wall Street—Jeff Bezos—would take the baton from Walton and carry retail into the era of e-commerce.

Bezos got his initial inspiration for Amazon while working for a New York financial firm with a strong belief in quantitative analysis as the Internet began to take off. Analyzing the market, Bezos decided that books represented the best product category from which to start his “Everything Store.” So he headed to tax-friendly Seattle, Washington, and started Amazon in his garage.

Although he and Walton approached retail with different personalities and from different angles, Bezos drew a great deal of inspiration from Sam
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