Fast Facts on Emerging Domestic Markets

Definition of Emerging Domestic Market

Emerging domestic markets refer to people, places, or business enterprises with growth potential
that face capital constraints due to systemic undervaluation as a result of imperfect market
information. These markets include ethnic- and women-owned firms, urban and rural
communities, companies that serve low-to-moderate-income populations, and other small- and
medium-sized businesses.*

Market Drivers

In the last 10 years, there has been a renewed interest by institutional investors in identifying
businesses and real estate opportunities in emerging domestic markets. This growth in investor
interest is driven, in part, by the recognition that changing demographics in the United States has
resulted in a significant increase in minority purchasing power and business development by
minority owned firms.?

Over thg next 40 years, 85% of the U.S. population growth will come from non-white ethnic
groups.

The current size of the United States Hispanic and African-American consumer market is larger
than the GDP of all but nine countries in the world.*

The Internal Revenue Service predicts that Latinos will soon own 1-in-10 businesses. Overall
growth rates in the number of minority-owned businesses are 3-to-4 times higher than for white-
owned businesses.”

Minority firms’ sales are growing 34% per year—more than twice the rate of all other firms.®

Small businesses provide approximately 75% of net new jobs in the nation.” In California, small
businesses comprise over 98% of all businesses and businesses with less than five employees make
up over 88% of all businesses in the state.®

Woman-owned firms, particularly among ethnic women, increased at a rate 5 times greater than all
firms. The rate of African-American women owned firms increased by 12% annually, as compared
to 2% for all firms and just under 4% for all woman-owned firms.®

Capital Market Limitations

Despite their growth, EDMS' ability to grow is constrained by their access to capital. Even after
accounting for a variety of factors (education, experience, industry, and location) EDM firms
receive less capital and on less advantageous terms.'® Latinos and African Americans are turned
down for business loans at 3 times the rate of whites with equivalent credit characteristics.™

Minority-owned firms tend to start their businesses with lower levels of personal wealth and face
barriers when tapping traditional financing sources, contributing to lower rates of overall success
and growth.*?



e In 2006, $130 billion was raised by private equity venture funds; approximately $25.5 billion was
invested in 3,416 deals.®* The composition of EDM venture portfolios differ from mainstream
portfolios. EDM venture portfolios are typically comprised of retailers, financial and business
service entities, makers and distributors of consumer products, and computer software companies.
These types of companies comprise only 10% of mainstream venture capital investments.**

e Although women own approximately 40 percent of all businesses in the US, they receive less than
five percent of all venture capital.*®

e Minority owners comprise 8% of all owner firms, with Hispanics owning close to 4%. However,
minority-owned firms receive less than 2% of venture capital.™®

e Rural entrepreneurs account for 10% of all businesses but receive less than 2% of all venture
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capital.

The EDM Marketplace Today

e Most providers of equity capital do not target mid-sized, traditional enterprises. Exceptions
include minority-focused venture funds, Community Development Venture Capital funds, triple-
bottom line funds, and increasingly, environmental funds. However, these models face constraints
due to a lack of scale capital in the market at the particular risk/return/social impact offering.®

e A public pension fund's decision to invest in EDMs is driven first and foremost by its fiduciary
duty and overarching mission to serve its members. Targeted investments in EDMs can play a part
in the fund's overall strategy to identify investment opportunities where traditional sources of
capital may have been overlooked, and to target investments in geographic areas that also benefit
the economic climate where their beneficiaries live and work.*

e Itis estimated that there is approximately $11 billion of public-sector pension fund commitments
across all asset categories targeted at EDM and economic development related investments®

e Despite the clearly identified opportunities, EDM businesses are projected to remain underserved
by mainstream institutional investors due to a lack of relationships, the poor fit between EDM
business types and mainstream venture capital preferences, and discrimination.?

e Although the Initiative for a Competitive Inner City has demonstrated through its "Inner City 100"
program that appropriate risk adjusted returns can be achieved, strong mechanisms do not exist to
connect the larger universe of inner-city companies to potential investors.?

e Research continually concludes that the current system for capturing and sharing market data about
lower income populations is too immature to be reliable.?®

e Reaching underserved markets is a specialized process that requires an in-depth understanding of
the market and having the ability to break through barriers like high information and transaction
costs. %

e The undercapitalization and lack of scale within the EDM market starves both individual
businesses and their surrounding neighborhoods. Without scale, private investment may be
insufficient to transform neighborhoods and companies and thus achieve the targeted returns.
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