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Foreword




Entrepreneurship as a source of economic growth and as a weapon against poverty is underappreciated. The case studies of this book vividly illustrate this point. Adam Smith noted more than 230 years ago that people have a natural tendency to “truck and barter.” They also have a natural tendency to act entrepreneurially—to discover opportunities and better ways of doing things.

Innovative thinking and alertness to opportunity is present in all societies. Indeed, it is often found in unusual places. Who would have thought a poorly educated young Peruvian, washing cars in downtown Lima, would go on to develop the country’s largest textile business? Or who could have anticipated that a small retail shop selling blankets, mattresses, and clothing would develop into a giant supermarket chain that is improving the lives of millions of Kenyan consumers and workers? Or who could have known that women with little or no education in southwestern Nigeria would establish thousands of small indigo dyeing and design businesses, and thereby earn a living similar to that of managers and government employees in their native country? No central planner or development official would have chosen any of these people or business options as a tool to reduce poverty. Nonetheless, as this book highlights, all of these entrepreneurial activities have substantially upgraded the lives of millions of poor people.

In order to be successful in a market economy, entrepreneurs must produce goods that consumers value more highly than their cost. When this is the case, their actions will increase wealth. Others, including the poor, will be helped by the lower prices, improved products, and more attractive employment opportunities generated by the actions of the entrepreneurs.

The case studies presented here provide a fascinating story of entrepreneurs who succeeded under very difficult conditions. The roadblocks placed in their paths were many and varied. They included confiscation of property, pollution of the currency, bureaucratic corruption and inefficiency, excessive taxation, and unnecessary regulation. Remarkable entrepreneurs, like the ones presented here, are sometimes able to overcome these obstacles. Still, one cannot help but wonder how many other beneficial projects were derailed by the roadblocks.

Growth and prosperity are the result of entrepreneurship and gains from trade. When regulations limit trade and require people to get permission from the government in order to start a business and try out an innovative idea, they restrict economic progress. They also restrict basic human rights. People should not have to acquire permission from some government official in order to start a business. Neither should they have to get permission from the government before buying productive resources or selling their goods and services to consumers. Furthermore, regulations that force them to do so are nothing more than the raw materials for economic backwardness and political corruption.

There is a major difference among nations with regard to how they treat entrepreneurial activity. Some provide access to money of stable value, keep taxes low, protect property rights, enforce contracts in an evenhanded manner, and allow markets to direct and regulate the actions of entrepreneurs. When residents have substantial freedom to trade with others and keep what they earn, both entrepreneurs and the general populace will have a strong incentive to engage in productive activities. Further, as they help others in exchange for income, their actions will promote economic progress.

However, in many societies, the rules of the game incorporate barriers that restrict entrepreneurial activity and allow political officials to play favorites. This institutional structure undermines the operation of markets and encourages people to seek wealth through “legal plunder”—the use of the political process to take from some and give to others, particularly those in political power. When this incentive structure is present, even entrepreneurs will try to get ahead by seeking political favors. Rather than focusing on the production of better products at lower prices, many entrepreneurs will seek tax favors, subsidies, “sweetheart” government contracts, protected markets, regulations that harm potential rivals, and so on. Counterproductive actions will replace productive ones. Political corruption and arbitrary use of government power will be widespread. These societies will stagnate, and poverty will be a way of life for most of their citizens.

Institutions and policies that are consistent with economic freedom and allocation through markets are the key to growth and prosperity. In turn, economic growth will lead to lower rates of poverty, higher living standards, better education and health, and improvements in the quality of the environment. If you favor these things, you should be zealous in your support of economic freedom, particularly the freedom of entrepreneurs to start businesses, introduce new products, and engage in voluntary exchange with others. This book will enhance your understanding of these vitally important sources of economic progress.

James D. Gwartney
 Gus A. Stavros Eminent Scholar
 Professor of Economics
 Florida State University










Introduction

ALVARO VARGAS LLOSA




Entrepreneurial ability and energy are present almost everywhere. But in those countries that still languish in backwardness, the labyrinthine intervention of the state and the absence of adequate institutions have kept that ability and energy from translating into full development. For that reason, it is important to study both the entrepreneurial potential of poor countries and the success of the countries that used to be poor but have ascended from poverty to prosperity in recent decades.

The example of the countries that have achieved prosperity fairly recently tells us that the removal and elimination of certain obstacles, and the establishment of an institutional framework that is friendly to the process of creating wealth, can harness entrepreneurial activity for the social good. In all places where free-market reforms were carried out with boldness, consistency, and depth, we have seen an explosion of wealth creation through private enterprise, small and large. These nations demonstrate precisely which types of reforms unleash a proliferation of enterprises and make it possible for millions of people to become successful entrepreneurs in societies whose economies were once unproductive.

The center I direct at the Independent Institute has conducted a series of case studies of entrepreneurial success in Latin America and Africa, as well as studies of countries that have recently gone from underdevelopment to development, thanks to free-market reform in Asia and southern Europe. In the first type of study (published in this volume), we researched specific companies; in the second (to come in subsequent publications), we looked at overall reform in certain countries and its impact on wealth creation. The underlying questions to which we sought answers were these: Is there an entrepreneurial reserve in poor countries? If so, what facilitates its development and what hinders it? What is the relationship between the development of private enterprise and the reduction of poverty, or, to phrase it in a positive manner, what triggers prosperity?

The case studies you will find in this and successive publications illustrate the central idea defended by the theoreticians of entrepreneurial activities, from Richard Cantillon to Israel Kirzner to Mancur Olson: that the decisive element in the voyage from poverty to prosperity in any society is the development of the entrepreneurial reserves that exist in its men and women, and that the institutions that grant more freedom to their citizens and more security to their citizens’ possessions are those that best facilitate the accumulation of wealth.

All of the stories that make up this series were extensively researched on location by the various authors and their support teams. Together, they provide a tantalizing account of the potential and the achievements of poor people in Peru, Argentina, Nigeria, and Kenya, and of the way in which countries that were once deemed poor and hopeless, such as Spain, Vietnam, and Estonia, have seen their economic fortunes turn despite persistent problems (in the case of Vietnam, a dictatorial government that calls itself Communist, of course). In a couple of other cases, the authors address the link between the exploitation of natural resources and the environment in Mexico, a country that still treats its hydrocarbon resources as a government monopoly, and the perversion of democratic majoritism in Uruguay, which has validated increasing forms of government intervention over the years, reversing the fortunes of a nation that was once prosperous.

As you will see, entrepreneurship was a major factor in helping the Añaños family, which two decades ago was making its living on a small farm in the Peruvian Andes, an area that was being terrorized by a Maoist organization, become the biggest manufacturer of nonalcoholic beverages in Latin America. Entrepreneurship was also the determining element in the rise of Topy Top, Peru’s biggest textile exporting company, from the humble beginnings of its founder, Aquilino Flores, who used to wash cars. No less impressive are the achievements of Nakumatt, a major retailer in Kenya whose origins go back to a small shop in the town of Nakuru in the 1980s—and whose success led it to involve itself in that nation’s unhealthy political process more than it should have, a fate that contains important lessons about the limits of entrepreneurship in countries where successful enterprises are the exception because of the prevailing environment. Equally deserving of attention, if not more, is the clothing design industry that the heroic women of Abeokuta, in southwestern Nigeria, have established, with no outside help and against all odds.

These stories could easily replicate themselves throughout the developing world if major obstacles to enterprise were removed. That is the lesson we learn from the case studies that focus on free-market reform in Spain, Estonia, and Vietnam.

Estonia is a tiny country in the Baltic region, below the Gulf of Finland, with no more than 1.5 million inhabitants. It is also the nation that, along with Poland, has experienced the most radical reforms among the nations of the former Communist bloc in Europe. Thanks to these reforms, which occurred between 1991 and 2000, it has also seen the most economic growth in the region in the past several years. This achievement is all the more impressive when we consider that, unlike many countries in central Europe, Estonia was not only governed by the Communist Party but was also inserted into the asphyxiating economic structure of the Soviet Union.

The case of Spain is particularly interesting and instructive for those who think that certain nations are doomed forever by virtue of their culture. In the past two decades, Spain, whose culture was once inimical to notions such as self-reliance and individual initiative, has experienced an economic and social transformation. Beginning with institutional changes that were more or less liberal in nature, Spanish companies have learned to operate in the global economy. Family enterprises, cooperatives, and large companies have become increasingly competitive. Thanks to the dynamism of its enterprises, Spain today has a per capita income that represents almost 90 percent of the median revenue of the fifteen nations of the European Union (EU) before the EU expanded to twenty-five members. Thus, the Iberian Peninsula has practically caught up with its more prosperous and developed neighbors.

Each one of the studies presented in this series speaks to us of entrepreneurship as a transforming force in the developing world, and as by far the best bet against poverty. After half a century of failure, foreign aid can no longer be the preferred tool for lifting the masses of Africa and Latin America out of their economic prostration. After more than a century of welfare policies that have failed to deliver the goods, redistribution can no longer be seen as the best hope for those who aspire to the wealth of nations. To judge by the cases described here, the best antidote to the scourge of economic misery is to recognize the entrepreneurial energy of the people and to replicate, and even improve on, the recent “miracles” in central Europe, Asia, and southern Europe.

In recent years, governments, international bodies, and nongovernmental organizations have started to recognize the importance of the business climate—that is, of the regulatory framework in which business is conducted—in fostering or hampering economic growth and the reduction of poverty. The World Bank’s “Doing Business” report measures the ease of doing business in most countries using several parameters, including how many days it takes and how costly it is to start a firm, how many licenses are required to stay in operation, how cumbersome it is to register property, how onerous it is to hire and fire workers, and other aspects. The conclusion, as can be seen from Figure I.1, is that in poor countries the political and legal systems interfere with business more than in prosperous nations.
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FIGURE I.1. Poor Countries Regulate Business the Most

SOURCE: Doing Business database.

 

The fact that Puerto Rico, an island in the Caribbean that is tied to the United States through a commonwealth, has a per capita income of $19,100 (in terms of purchasing power parity, or PPP) while the Dominican Republic, another Caribbean island, has a per capita gross domestic product (GDP) of no more than $8,000 (PPP) (CIA, World Factbook) seems to mirror the relative position of those two countries in the world ranking of business climates. Whereas Puerto Rico is reasonably well situated in 19th place, the Dominican Republic is 117th. Similarly, Botswana, which is ranked in the 48th position, has a per capita income (PPP) that is ten times greater than that of Nigeria, which is ranked 108th (in this case, the comparison is more poignant since Nigeria is actually a bigger nation than Botswana and is richer in natural resources) (World Bank, 2006).

The business climate, of course, is not responsible for the existence of entrepreneurship in a society. But it plays a big part in making it possible for entrepreneurship to flourish and to boost a nation’s productivity or, conversely, in forcing much of that energy to go underground, into what is known as the informal economy, while those who choose to operate legally need to devote excessive time and resources to doing so. The fact that in Peru, despite significant reforms in recent years, starting a business continues to require at least ten procedures over a period of seventy-two working days and costs the equivalent of one-third of the nation’s per capita income probably means that many Peruvians who could replicate the success of the two Peruvian companies studied in this volume are put off by the system. Similarly, the fact that in Nigeria it costs a person more than half of the nation’s per capita income to open a business makes it hard to create industries as innovative as the one that the women of Abeokuta have successfully engaged in for years (World Bank, 2006).

Although it is true that regulatory barriers hinder entrepreneurship, it is also true that resourceful entrepreneurs have found and continue to find ways of creating wealth within the law by overcoming those obstacles. As the authors of the two Peruvian case studies indicate, the creators of Topy Top, the textile company, were able to use the opportunities afforded by the opening of trade in the 1990s to formalize their business. This case and others point to the fact that regulatory barriers do not necessarily prevent entrepreneurship, although they force entrepreneurs to devote more of their time and more resources than they would otherwise spend to the objective of operating within the law. And there are many different ways in which an economy can benefit from the informal economy long before the barriers are eliminated. Recognizing that the poor are entrepreneurial can thus be extremely advantageous for formal companies in the developing world. A recent article pointed out how Cemex, the largest cement producer in the world, built its wealth on its “ability to serve micro-markets—selling a bag at a time to poor folks” (Schaefer, 2006).

Other studies have shown that certain policies that were once seen as a panacea for wealth creation may not be enough to turn potential entrepreneurship into economic development. For example, the issuing of property titles—the formalization of squatter settlements—has not necessarily produced the democratization of credit that was expected. More than 1.2 million property titles were given away by the Peruvian authorities between 1998 and 2002. One recent study indicates, however, that “there is no evidence that titles increase the likelihood of receiving credit from private sector banks” (Field and Torero, 2006). In some cases, commercial banks seem to suspect that those who have obtained titles through well-publicized government titling programs are less trustworthy as loan recipients because they feel politically protected. Existing inadequacies in the institutional environment of the nation and the politicization of titling programs probably account in part for the fact that the formalization of property titles has not triggered a multiplication of entrepreneurial activity.

From the days of Richard Cantillon, an essayist of Irish origin who wrote in the first decades of the eighteenth century, until now, scholars have studied entrepreneurship and tried to determine what institutions facilitate or hinder its development.1 If the rules of the game in a given society do not act to benefit some parties at the expense of others, and people can reasonably expect that their property will be respected and contracts will be fulfilled, entrepreneurship will bring about an accumulation of capital through innovation and a corresponding rise in productivity. Conversely, when the prevailing political and legal arrangements are such that people perceive the government as an intrusive force or an unreliable enforcer of the law that will neither respect their property nor guarantee protection against third-party violation, entrepreneurship will tend to express itself in marginal, unproductive ventures that might permit the poor to sustain themselves but will not amount to the kind of continuous wealth accumulation that fosters development. If the political and legal system creates incentives for entrepreneurship, the result will be an expansion of the small, medium-sized, and large companies investing in the future, and therefore an ever-increasing number of goods and services that will raise the standard of living of the population.


That prodigious expansion is precisely what has happened in the West in the last couple of centuries, after the rise of liberal democracy under the rule of law allowed commercial and contract societies to extend beyond the limited confines of the past and provide millions of people with the kinds of safeguards that had previously been the privilege of a minority. Although they had many flaws, the societies that emerged after the eighteenth century in Europe and, by extension, in the United States flourished under arrangements that were much more conducive to entrepreneurship than those of previous centuries and of other regions of the world. That is why the conquest of poverty is very recent. Over the last two centuries, the world’s income has increased by an average of almost 1,000 percent, while the preceding ten centuries saw only a 50 percent increase (Norberg, 2007).

Prosperity, however, as the guilty consciences of the West remind us every day, is very unevenly spread out throughout the world. The fact that, today, millions of people manage to eke out a living in very creative ways under stifling bureaucracies, elitist systems, and despotic governments indicates that entrepreneurship is part of the human spirit and not the exclusive preserve of those countries that have generated astronomical wealth. But there are important differences between what happens to entrepreneurial activities in open societies and what happens to them in exploitative environments. One difference involves productivity; the other is perhaps best explained by William Baumol’s characterization of private enterprise as “parasitic” in societies that are not governed by neutral and limited governments (Baumol, 1990). By this he means that in societies dominated by politics, entrepreneurial energies are diverted to dividing the existing wealth rather than increasing it. Entrepreneurial energy is present in many types of societies, but only in countries with limited government, adherence to the rule of law, and respect for individual rights does this energy foster economic growth. Although a certain degree of parasitism is also present in what we call the free societies of today, the dimensions of the problem are infinitely worse in other types of societies. This, and not Western capitalism, is what keeps the poor stuck in their current condition, despite half a century of foreign aid.

In Ibero-America and in Africa, with some exceptions, the prevailing climate has rewarded parasites because economic competition has been politicized and the government has tended to pick the winners and losers. Those who have been able to work most efficiently through the political and bureaucratic system have tended to secure privileges for themselves that made it difficult, costly, and even unsafe for potential competitors to access the economic markets.

When looking at many developing countries, I am often reminded of Stanislav Andreski’s opinion that the countries of Latin America have traditionally constituted “a parasitic involution of capitalism,” meaning “the tendency to seek profits and alter market conditions by political means in the widest sense of that word” (Andreski, 1969, 77). That tendency, sustained both by interventionist governments and by the culture that they have generated over time, explains, to a large extent, why in the last thirty years every Latin American country except Chile has seen its per capita income fall as a proportion of U.S. per capita income, whereas Thailand and Indonesia, two middle-of-the-table Asian nations, have seen theirs rise by 40 percent. It also explains why, despite the fact that only twelve years ago Brazil’s economy was similar in size to that of China, the Asian giant, which is gradually shedding its parasitic economic system, now produces three and a half times more goods and services than Brazil (Vargas Llosa, 2006), and why Nigeria, a major oil producer, is ranked 145th in terms of income per capita.

But even under oppressive conditions, the enterprising spirit of individuals can be detected. Historical evolution suggests that people have, over time, developed an interest in property and private enterprise that we might call intuitive. This allows Richard Pipes to maintain that, even before the emergence of the modern state, in most countries property was possession, a claim based not on legal documents but on a prolonged holding that custom recognized as proof of ownership (Pipes, 1999, 117). In modern times, we have numerous examples of societies in which enterprise has tried and continues to try to defy the prevailing conditions. Many studies have been conducted in Africa and Latin America of the way in which, when forced to act under a large but incompetent state that did not provide the services it promised, the poor have organized spontaneous legal systems to bring security to their possessions and a certain predictability to their social activities (Vargas Llosa, 2005, 112–118). Those systems have not given rise to prosperous economies, but they have made the living conditions of the poor much less harsh than they would otherwise be.

Parasitism has, paradoxically, given private enterprise a very bad name in the developing world. Winston Churchill’s words are perhaps more applicable to the developing world than they were to his own country when he expressed them: “Some people regard private enterprise as a predatory tiger to be shot. Others look on it as a cow they can milk. Not enough people see it as a healthy horse, pulling a sturdy wagon” (quoted in Magleby, 2005). Instead of associating entrepreneurship with innovation and progress, with job creation and the abundant supply of goods and services, many people, both educated and uneducated, associate it with corruption, privilege, and predation.

Corporativism, state mercantilism, privilege, the transfer of wealth, and a politicized law—what I like to call the five principles of oppression—have hindered entrepreneurship among the poor, preventing it from realizing its potential. The result, for millions of people, is an economy of survival rather than ever-increasing wealth. The potential is certainly there. It is expressed, for instance, in the fact that those Latin Americans who have emigrated to the United States generate enough capital in their adopted country to send home between $40 and $50 billion every year, according to the Inter-American Development Bank. But the mercantilist system under which economic success depends on political intervention has impeded the development of the undeveloped. Because of the preservation of such a system in Mexico after the half-baked reforms of the last few decades, China has overtaken that country as the United States’ second-ranked trading partner.

One manifestation among many in the mercantilist system is the scant connection between research centers and producers—which explains why, with the exception of Mexico and Brazil, the Latin American economies are overwhelmingly dependent on natural resources and commodities (Brazil depends on them for a third of its exports, Peru for 70 percent.) The four largest firms in the region are government monopolies in oil exploitation and refining. A few years ago, economic nationalists decried the “unjust terms of trade” whereby Latin America and Africa sold cheap commodities and bought expensive industrial and capital goods. Today, those nations are basking in commodity dependence, which is making their governments—but not their people—rich. The countries that are prospering are those that did not stake their future on natural resources and are now buying them from Africa and Latin America.

Brazil has created some clusters of innovation in the form of tech parks; has made some breakthroughs in bioenergy, including ethanol fuel and biodiesel; and is now experimenting with biokerosene fuel for aviation. But these efforts are heavily dependent on government funds. In Jalisco, Mexico, some foreign investors are also developing technology. But a study by the Council on Competitiveness stated that the government forces the local pharmaceutical industry to sell cheaply to the state for its social security program, thereby making it very hard to invest in research and development. Only 0.4 percent of the country’s GDP is invested in R&D (Council on Competitiveness, 2005).

Entrepreneurship is a fascinating phenomenon. Austrian economist Ludwig von Mises pointed out that economics is interested in studying how individuals choose the means necessary to achieve specific ends. Because the means are scarce, entrepreneurs try to achieve their goals for a profit at the least possible cost. The entrepreneur tries to assign limited resources to create a supply that will seek to satisfy the unlimited needs and preferences of his or her fellow human beings. In the process, an element of creativity that is difficult to explain in words intervenes. The entrepreneur helps transform resources into goods, services, and technologies. Thanks to the competitive nature of entrepreneurship, everyone benefits: producers, consumers, and future generations. Kings and feudal lords could not even dream of the kinds of things that are available to a blue-collar worker today.

One would think that the overwhelming evidence pointing to the role of the entrepreneur in triggering wealth accumulation and therefore extended prosperity would make it obvious that governments need to eliminate obstacles and provide general security so that people can go about their business with a reasonable expectation that their efforts will not be ransacked by those who exercise authority or by third parties. But this reality is not recognized by many governments in the developing world and is even ignored by many intellectuals, politicians, and businesspeople in the developed world. That is why notions such as “corporate social responsibility” have come to dominate current thinking about the role of the corporation in today’s world. Many people fail to understand that an entrepreneur who discovers opportunity and transforms resources into wealth provides the most “social” service possible to the rest of the community, even when that is not the original intention.

Perhaps some of those who think that entrepreneurial activities are not “social” enough should take a look at studies such as the ones we offer in this volume. We all have much to learn from the many developing countries where recent reforms have unleashed a torrent of wealth creation on the part of small and medium-sized businesses, and from the heroes who, in those nations where profound institutional reform has yet to take place, have beaten the odds and created companies that have helped raise the standard of living of thousands of people, pointing the way for the rest of society.

Just over a decade ago, Peter Bauer, perhaps the greatest development economist of the twentieth century, wrote that,


Poor people can generate or secure sufficient funds to start on the road to progress if they are motivated to improve their material condition and are not inhibited by government policy or lack of public security…. What has to be remembered and emphasized is that having capital is the result of successful economic performance, not its precondition. Economic performance depends on personal, cultural, and political factors, on people’s aptitudes, attitudes, motivations, and social and political institutions. Where these are favorable, capital will be generated locally or attracted (Bauer, 2000, 45).



The stories you are about to read prove that prosperity is within reach of even the poorest communities of the world, and that entrepreneurship, not Western guilt, is the way to move forward.

NOTE

1.    Richard Cantillon is best known for his Essai sur la Nature du Commerce en Général, written in French circa 1732 and published anonymously in England two decades later.

REFERENCES

Andreski, Stanislav. 1969. Parasitism and Subversion: The Case of Latin America. New York: Schocken Books.

Bauer, Peter. 2000. Foreign Aid: Abiding Issues. In From Subsistence to Exchange and Other Essays. Princeton: Princeton University Press.

Baumol, William. 1990. Entrepreneurship: Productive, Unproductive, and Destructive. Journal of Political Economy 98, no. 5, part 1 (October): 894, 899.

Central Intelligence Agency (CIA). The World Factbook. Available at https://www.cia.gov/cia/publications/factbook/.

Council on Competitiveness. 2005. Catalyzing Cross-Border Innovation: The Mexican Life Sciences Initiative. Phase I Report. December. Available at www.compete.org.

Field, Erica, and Maximo Torero. 2006. Do Property Titles Increase Credit Access Among the Urban Poor? Evidence from a Nationwide Titling Program. March. Available at http://www.economics.harvard.edu/faculty/field/papers/FieldTorerocs.pdf.

Magleby, Kirk. 2005. MicroFranchises as a Solution to Global Poverty. Available at www.MicroFranchises.org.

Norberg, Johan. 2007. Entrepreneurs Are the Heroes of the World. Cato’s Letter 5, no. 1 (Winter).

Pipes, Richard. 1999. Property and Freedom. New York: Alfred A. Knopf.

Schaefer, Peter F. 2006. The Next Big Thing for Global Business. TCS Daily, December 6. Available at http://www.tcsdaily.com/article.aspx?id=111606A.

Vargas Llosa, Alvaro. 2005. Liberty for Latin America. New York: Farrar, Straus & Giroux for the Independent Institute.

Vargas Llosa, Alvaro. 2006. In Search of the Gem. Speech given at the Mont Pelerin Society in Guatemala City, November 6.

World Bank. 2006. Doing Business: Benchmarking Business Regulations. Available at http://www.doingbusiness.org/.









1

Amid Hopelessness, Hopeful Investment

The Case of the Añaños Family and Kola Real

DANIEL CÓRDOVA*




SUMMARY

In the late 1980s, the Añaños family made their living from a small farm in the department (province) of Ayacucho, Peru, the cradle of the Maoist terrorist movement known as Sendero Luminoso, or Shining Path. The region’s isolation, caused by the civil war, gave the Añaños an opportunity to found Kola Real in 1988. They never imagined that twenty-five years later they would be the main transnational manufacturers of nonalcoholic beverages in Latin America, with subsidiaries in Mexico, Venezuela, Ecuador, four Central American countries, and, soon thereafter, Thailand, placing Big Cola, their regional brand, right behind Coca-Cola, Pepsi, and Sprite, with more than eight million consumers in 2005. Today, the Añaños have fourteen manufacturing plants with a total installed capacity of two billion liters per year; they employ eight thousand workers, they own one hundred distribution centers, and their sales are estimated at US$1 billion. The Añaños case demonstrates that even in the environments most hostile to investment, free enterprise can allow people to achieve unimaginable development goals.

INTRODUCTION

Many in Peru look back on the 1970s and 1980s as the worst decades in recent memory in economic, political, and social terms. They were twenty years of socialist and populist experiments, by the end of which most of the companies in the export and public service sectors had been taken over by the state, and a radical agrarian reform had expelled entrepreneurs from the countryside. The predominant public policies of the time included almost all of the components of typical state intervention in Latin America: price controls, prohibitive tariffs, exchange controls, fiscal deficits, a central bank captured by the politicians, and so on. The per capita gross domestic product (GDP) was 60 percent of what it had been in the early 1970s, growing inflation became hyperinflation in the late 1980s, and a social convulsion occurred that was so violent that a terrorist movement of Communist origin, the Shining Path, came to threaten the very center of political power.

The Communist Party of Peru–Shining Path movement made news in the early 1980s when it began to set off bombs in the rural areas of the department (province) of Ayacucho. Less than ten years later, its attacks shook the entire country, and merchants avoided entering Ayacucho for fear of being identified as oppressive capitalists and murdered. The Añaños family, small landowners in the interior of Ayacucho, had their property attacked and sought refuge in the city of Huamanga, the capital of Ayacucho. As reported by writer Mario Vargas Llosa in 2003,


How could one make a living in that land ravaged by terrorism and counterterrorism, which, from being poor in the 1980s went to miserable, with thousands of jobless and marginal people begging on the streets? The Añaños studied their surroundings and noticed that, because of terrorist actions, Ayacuchans had been left without carbonated beverages. Coca-Cola and Pepsi-Cola trucks from Lima, which went up the central highway, were constantly attacked by the Senderistas or by common criminals who passed themselves off as guerrillas. Sick of the losses they suffered, the respective companies stopped their shipments or cut them back in such a way that the beverages that did arrive were insufficient to satisfy the local demand. One of the five children of Eduardo and Mirta Añaños, Jorge, an engineer and agronomist, devised the formula for a new beverage. The family mortgaged the house, borrowed money everywhere and put together US$30,000. With that sum, the Añaños founded Kola Real in 1988 and began to manufacture soft drinks in the backyard of their home, which they themselves poured into assorted bottles and labeled. (Vargas Llosa, 2003)




Fifteen years after its beginning, the Añaños Group occupied a privileged space in the market of nonalcoholic beverages in Latin America, having used a competitive strategy that broke with the traditional patterns of the soft drink industry. The experience of marketing their own formula—which was exempt from the royalties that the Coca-Cola and Pepsi-Cola bottlers were obligated to pay—to low-income consumers in Ayacucho led the Añaños to bet that they could “democratize” the consumption of carbonated beverages by offering a product similar to the well-known brands but at a very low cost. Their business model was not to take market share away from Coca-Cola and Pepsi but instead to take advantage of a new market, at the base of the “social pyramid”—those who could not typically afford the more expensive brand-name soft drinks. Little by little, they learned about the industry and the market spurned by the traditional producers, and they began to open plants in other provinces of Peru, reaching Lima in 1997.

Based on their experience in Peru, their entrepreneurial intuition, and their ability to reach their target market, the Añaños realized that what they had achieved in Peru could be replicated in the rest of Latin America. To expand internationally, the Añaños gambled on two large markets—Venezuela and Mexico—in addition to smaller markets that could be penetrated rapidly, such as Ecuador, Guatemala, Nicaragua, Costa Rica, and Honduras.

Soon after expanding into the huge Mexican market, where they withstood a dirty war from Coca-Cola distributors, the Añaños were billing more than the sales of Peru’s entire soft drink market. As of this writing, the group’s sales are approaching US$1 billion, and the Añaños are rapidly making incursions into new, emerging markets, such as energy drinks, sparkling water, and citrus drinks. In addition, they are making forays into the East Asian market through their new investment in Thailand. From the beginning, the Añaños’ philosophy has been guided by the market. Their increasingly global perspective is reflected in the name of their sparkling water: Free World.

In this chapter, we look at the Añaños phenomenon from three perspectives. First, we analyze the group’s history against the backdrop of recent Peruvian history. Next, we study their expansion into international markets. Finally, we look at the Añaños Group as a business case study, analyzing the factors that have been crucial to the group’s competitive success.


THE AÑAÑOS FAMILY’S BEGINNINGS IN PERU

In recent years, the Añaños Group has become Peru’s main transnational company. Its impressive growth in sales—which approached US$1 billion in 2002—has been due largely to its expansion into international markets (see Figure 1.1)1. Nevertheless, the success of the group’s entry into the markets of Mexico, Central America, Venezuela, and Ecuador would not have been possible without its previous growth within the provinces of Peru and eventually Lima.
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FIGURE 1.1. Añaños Group Sales, 1997–2002 (in thousands of US dollars)

SOURCE: Non-official data—estimated by UPC.

 

The history of the Añaños Group and Kola Real, its first and emblematic product, begins in the midst of a civil war unleashed by a messianic far-left group, the Communist Party of Peru–Shining Path, in the late 1980s. Because of the disruption caused by the conflict, other beverage distributors had almost abandoned the market in Ayacucho, leaving room for the launching of Kola Real. However, the emergence of the Añaños Group as a national company did not come until after the military defeat of Shining Path. And it was the company’s growth on a national level, beginning with the provinces, that laid the foundation for the Añaños Group’s leap from a Peruvian enterprise to a global enterprise.

Peru in the 1980s

Peru in the late 1980s was a country where all the imaginable social ills came together, due to terrorist violence and the consequent social chaos, as well as the worst economic crisis experienced since at least the 1930s.


The Terrorism of Shining Path

In the late 1980s, travel in Peru’s interior was almost a suicidal prospect. Shining Path was a threat in practically all the country’s provinces. The group’s leader, Abimael Guzmán, seeking to impose a Communist revolution, had begun advancing from the countryside to the cities, using the strategy pursued by Stalin and Mao Zedong. Estimates of the casualties related to the attacks and armed confrontations between the terrorists and the police range from 24,000 to 70,000 (Government of Peru, 2003).

In Ayacucho, the department (province) where Kola Real’s entrepreneurial adventure began, the estimate of dead and missing people was 25,000.

In 2000, the Peruvian government asked a group of prominent citizens to draw up a report that came to be known as the Report on Truth and Reconciliation. The report describes how the Communist Party of Peru–Shining Path (referred to throughout as Shining Path) initiated what it called a people’s war against the Peruvian government, with fierce attacks on the civilian population.

Although the report does not state this clearly, the movement’s origin was a Marxist intellectual movement at the state university at Huamanga, the capital of Ayacucho. The group of intellectuals who founded Shining Path in the 1970s took advantage of the poverty, ignorance, and weakness of Ayacucho’s rural population to begin recruiting “cadres,” gradually forming a sizable army. Contrary to the report, Shining Path’s origin was due neither to the poverty nor to the inequities that existed and still exist in the region. As Figure 1.2 shows, the per capita GDP in Ayacucho is about 56 percent of the national average. Figure 1.3 shows that 65 percent of the population is poor, with 25 percent living in abject poverty. The existence of similar levels of poverty before and after the Shining Path movement suggests that the incidence of poverty alone does not explain the development of such groups. The Marxist Shining Path group was able to exploit these conditions, sparking the emergence of the antigovernment movement.
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FIGURE 1.2. GDP Per Capita—Year 2001

SOURCE: INEI.
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FIGURE 1.3. Poverty Rate—Jan.-Dec. 2004

SOURCE: INEI.

 

Shining Path possessed a particularly efficient ideological apparatus that fed on the frustrations of the rural poor, who tend to be of indigenous origin, as opposed to the “Western” population of native-born whites, known as criollos. But the origin of Shining Path was neither rural nor indigenous. It was urban and criollo, as personified by Abimael Guzmán, the leader whose nom de guerre was President Gonzalo.

According to the commission report, the civil war between the terrorists and the rest of society went through five major periods:


	The start of the attacks (1980–1982), which the government of Fernando Belaúnde Terry minimized, failing to take appropriate action.

	The militarization of the conflict (1983–1986), during which the armed forces began a war against the terrorists, but without an adequate system of intelligence. During this period, many innocent civilians received brutal treatment.

	The spread of violence nationwide (1986–1989), during which Shining Path occupied areas throughout the country, established alliances with drug traffickers, and was complemented by another terrorist movement, the Tupac Amaru movement.2 The Añaños family founded Kola Real at the end of this period.

	The extreme crisis (1989–1992), when terrorism reached Lima, generating a sense of fear among many Peruvian citizens that ended abruptly with the capture of Abimael Guzmán, thanks to an intelligence strategy developed by the national police. Three years after the founding of Kola Real, Peru was nearly peaceful again, and the company could begin to expand.

	The dismantling of terrorism (beginning in 1992), during the ten-year regime of Alberto Fujimori. Fujimori was criticized for his authoritarian practices and for corruption within the National Intelligence Service, which was led by Fujimori’s adviser, Vladimiro Montesinos. During this period, Kola Real succeeded in becoming a transnational enterprise.



The Economic Crisis

The period of terrorist violence during the 1980s coincided with one of the worst economic crises in the history of Peru. The military government of General Juan Velasco Alvarado, in power from 1968 to 1975, had created policies that denied economic freedom and ran counter to the rule of law. A great many of these measures were not reversed until the early 1990s. Some of the most prominent of these included the following:

•    The nationalization of a large number of major companies, including mining, fishing, industrial, and service enterprises, to the extent that at one point state-owned companies accounted for 40 percent of the GDP. These companies incurred large deficits that had to be assumed by the state.

•    Agrarian reform measures that involved expropriating agricultural property and turning it over to peasants, resulting in the bankruptcy of much of the modern agricultural production. This phenomenon led to the spread of poverty in the rural areas.

•    The excessive growth of the state without tax revenues to support it and a very large foreign debt that in the long run accelerated the bankruptcy of public finances.

•    The prohibition of many imports and an increase in tariffs and other barriers to trade.

•    The rejection of foreign investment.

•    The creation of policies that discouraged exports by exerting artificial control over the rates of exchange.

The crises triggered by this social-populist economic model followed one after another from the mid-1970s to the late 1980s. Peru’s GDP grew very slightly during both decades (at a slower rate than the population growth, so per capita GDP actually fell), but, as Figure 1.4 shows, it was during the last three years of Alan García’s administration that the GDP dropped in real terms. As can be seen in Figure 1.5, that drop in the GDP was accompanied by a process of hyperinflation that reached 7,650 percent per year in 1990.
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FIGURE 1.4. Evolution of Peruvian GDP in Million of Soles (1970–2005)

SOURCE: INEI.

 

Neither the military government of General Francisco Morales Bermúdez (1975–1980), who reestablished democracy, nor the second administration of Fernando Belaúnde Terry (1980–1985), whose first administration had been overthrown by Velasco, changed the populist economic model, which led the Peruvian economy to continue its decline. However, the administration of Alan García (1985–1990) carried the populist model to an extreme. Its policies led to a record-setting fiscal deficit, squandered credit through the state bank, filled the ministries and public enterprises with members of García’s party, tightened controls over currency exchange, increased trade barriers, and attempted to nationalize private enterprises, to name only a few. In sum, it created a “perfect storm” that battered the economy and contributed to the spread of poverty. According to Nelson Shack, of Peru’s Ministry of Economy and Finance,
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FIGURE 1.5 Peruvian GDP (in Million of Soles) and Inflation (%) (1970–2005)

SOURCE: INEI/Peruvian Central Bank.


Surveys of living standards in metropolitan Lima indicate that in 1991 the population reduced its consumption by 48.5 percent in comparison with 1985. The effects of the economic crisis were felt most strongly in the low-income sectors. Between 1985 and 1991, the poorest decile of the population experienced a contraction in its level of consumption that exceeded 60 percent…. Between 1985 and 1991, the percentage of the population in a state of poverty rose from 43 percent to 59 percent nationwide. The increase of poverty was particularly notable in the urban sector, where it rose from 36 percent to 53 percent. Likewise, in the rural sector, the percentage of people in a situation of poverty rose from 55 percent to 80 percent. (Shack, 2004)



In this context, the carbonated beverage industry—in which the two main companies, Coca-Cola and Inca Kola of Peru, currently hold 71.4 percent of the market3—fell into a major decline, along with the rest of the nation’s industries. The industry recorded its lowest levels of consumption ever. With consumers’ purchasing power declining, the prices of carbonated drinks had to be lowered. The idle installed capacity of the traditional beverage manufacturers rose to about 50 percent. There was room for a different type of carbonated beverage company to emerge, one that might succeed in the context of recession and plummeting purchasing power.

The Beginnings of the Añaños Group

It was in the very center of that stage of violence and extreme economic crisis that Kola Real was founded, an enterprise that, fifteen years later, would become one of Peru’s most important transnational corporations. Terrorist violence and the economic crisis encouraged the Añaños to come up with a product that was different from the existing soft drinks—one aimed at low-income consumers.

The Environment of Terror in Ayacucho in the 1980s

The department of Ayacucho lies in a broad valley in the south-central mountains of Peru, 2,761 meters above sea level. Industrial production in that department was and is very limited. Most of the manufactured consumer goods come from the coast, particularly from Lima. This was the case for beer—the most popular alcoholic beverage in Peru—and nonalcoholic carbonated drinks in the late 1980s.

During the Shining Path era, distribution of soft drinks in the Peruvian Andes became very difficult. The trucks that distributed mass-consumption goods, particularly the ones owned by leading companies (which the terrorists equated with “exploitive” capitalism) were attacked by the terrorists. In addition, companies’ dealers and representatives were intimidated, and some were even murdered.

Pedro Castellano, the current director of the Human Factor Program of the Graduate Studies School of the Peruvian University of Applied Sciences, was at that time sales supervisor for the National Beer Company for the area that included the department of Ayacucho. The company produced, bottled, and sold Pilsen beer, the second-best-selling beer in Peru and the best seller in Ayacucho.

According to Pedro, who was known as “Pilsen” in the area, on one of his many visits to the city of Ayacucho (formerly called Huamanga), he went into a restaurant to eat and—as was his custom—handed out some merchandising trinkets among the customers, a gesture that identified him as a brewery employee. As he did so, a man at a distant table called out to him, and Pedro, always congenial, walked over to his table. In a threatening tone, the man said, “Do you know who’s going to die today?” All Pedro could respond was, “I’m here doing my job, so take it easy; calm down. I have nothing against anybody; I just want to have a good time in the company of friends.”

At that moment, a light-skinned man stood up from a table and tried to grab Pedro by the neck. Pedro, a former Peruvian Navy cadet, defended himself. A fight broke out, with shouting and gunfire. Pedro thought he was a dead man, but as luck would have it, several plainclothes policemen were present, and they rushed him to the police station as gunshots rang out all around. The policemen had been warned that an attack was going to occur in that restaurant and, dressed like civilian customers, they were ready for it. Pedro remained in the police station, under protection, for four days. Then he was taken to Lima and transferred by the company to another part of the country.

Shortly thereafter, a young, hard-working executive was appointed to replace Pedro. A few months later, he went to the same restaurant for lunch. A man approached him, asked, “So you are Pilsen?” and, without waiting for an answer, fired two shots in the young man’s face. A while later, the restaurant owner was also murdered.

Such was daily life in Ayacucho in the late 1980s. Deaths, intimidation, and threats were routine in the lives of people who, despite the danger, had to get up every morning and go to work.

The Añaños’ Initiative

The story of the Añaños family has taken on the stature of a legend, and Ayacuchans tell it with pride. It started long before they began their soft drink business, in the province of San Miguel (Ayacucho), where Nivardo Añaños, grandfather of the Añaños Group’s founders, owned the Patibamba farm. When agrarian reform was instituted under General Juan Velasco Alvarado (1968–1975), Patibamba was taken away from Nivardo and split up. Nivardo’s oldest son, Eduardo, and his wife, Mirta Jeri, a teacher, farmed one of the plots of land while raising their six children. His sister-in-law, Olga Jeri, was married to Amaniel Castro, who started the first bottling company in that area. The story goes that Eduardo became interested in bottling and distributing soft drinks. A while later, in the mid-1980s, pressured by the terrorist violence of Shining Path, he moved to Huamanga, the capital of Ayacucho, where in 1988 the Añaños began to manufacture and store Kola Real in their home.

Huamanga, a small city renowned for having thirty-three churches, was home to three other provincial bottling companies. But the Añaños noticed that the per capita consumption of soft drinks was very limited, restricted to an almost elite group of consumers, and that the leading bottlers made large profits.

The Añaños were middle-income folks whose children had attended public school. Nevertheless, their level of income was sufficient to allow them to send their sons to college in Lima. So before launching the enterprise that would change their lives, the Añaños brothers graduated from universities in the capital. Carlos, who later would be the company’s president, studied industrial engineering at Ricardo Palma University. Jorge, who later would head the company’s production department, studied agronomic engineering at La Molina Agrarian University, also in Lima.

What led the Añaños, a middle-class family like many other provincial families in Peru in the 1980s, to found a company that later would become the most important Peruvian enterprise? From what we have learned, their entry into the soft drink industry was the result of three circumstances that came together in the right way:

•    First, the family—which had been engaged in farming—was forced to leave the countryside. Its property had been attacked. They had emerged unhurt but chose not to live under permanent threat. Instead of moving to Lima, however, like most middle-class Ayacuchans, the Añaños decided to move to the capital of Ayacucho.

•    Second, the trucks operated by their competitors—Coca-Cola, Inca Kola, and Pepsi-Cola—were, for obvious reasons, the favorite target of the terrorists. So were beer trucks. Little by little, the trucks stopped coming, leaving the people of Ayacucho without any beverages.

•    Third, the children of Eduardo and Mirta Añaños pooled their skills to weigh the situation, and they sensed a tremendous opportunity. The keys to the decision to undertake the manufacture, distribution, and sale of soft drinks were, first, the Jeris’ familiarity with the beverage business and, second, the experience gained by Jorge, the oldest son, who, like Pedro Castellano, was a beer distributor.


Thus, as is the case for many successful businesses, first came knowledge of the market (in this case, the local market in Ayacucho), and later came the feeling that something was missing from that market, an intuition that would produce ideas for a new concept of soft drinks—ones priced within reach of the poor. An additional factor was Jorge’s knowledge; as an agronomic engineer, he was able to develop a formula that the family could manufacture in their backyard.

On June 23, 1988, while the city was rattled by bomb blasts and threats of subversion, the Añaños, motivated by Eduardo’s tenacity and vision and Jorge’s experience, founded the Kola Real Company. They had US$8,000 in personal resources and a US$22,000 loan from the Industrial Bank,4 for which they mortgaged their home. Altogether, their startup capital was US$30,000.

One year later, Eduardo Jr., another brother, began to manage the small bottling plant, and Carlos, the youngest brother, who was studying in Lima, took on the logistics and the supply of raw materials. By 1990, the two other sons, Arturo and Ángel, had joined the company, bringing the entire family into the business of manufacturing and selling a soft drink they named Kola Real.

Setting up the first plant was not a complex process, because the manufacture of carbonated beverages is relatively simple. All that’s needed is a concentrate made to specification by a local supplier, to which are added standard products such as sugar, sodium benzoate, caffeine, food coloring, and water. When a company is small, all that’s needed is a makeshift plant, with small machinery that can be old (secondhand), hand-operated, and slow.

The Añaños began with a very basic bottling machine that could fill fifty cases per day. The machine still can be found in one of the numerous Kola Real plants in Peru. The success of the initial formula, according to the Añaños, was due mostly to the technical knowledge of the two brothers, both engineers, who created a beverage that was pleasing to the taste of the population with the smallest possible amount of chemicals. Distribution began among the nearby neighbors and then expanded to the neighborhood. Little by little, the drink’s fame spread.

Like their first plant, the Añaños’ second plant, in Huancayo, was a makeshift operation in the backyard of a house. Their work pattern was not very systematic but was intense in terms of working hours. One of their collaborators said that in Huancayo they would get up at 4 o’clock every morning to unload the sugar from pickup trucks and begin to distribute the product. It was only when they made the leap to production on a larger scale, from seven thousand to twenty thousand cases per month in Huaura in 1993, and particularly when they boosted production to three hundred thousand cases per month in Huachipa in 1996, that the Añaños had to resort to more sophisticated technological systems to manufacture their beverages.

Because of the terrorist presence, the Añaños’ ability to distribute their soft drinks to a wider area was limited during their first few years of operation. In order to expand, they would open small plants in other cities, as they did in Huancayo, using small-scale bottling equipment similar to what they had started with. Thus, necessity compelled the Añaños to expand the business in a nontraditional manner. What might have been a weakness—the absence of a distribution network—in time became one of their greatest strengths: a novel system of distribution based on the use of informal networks.

The genius of the Añaños did not lie in the manual production of carbonated drinks, however. Such production was common in the provinces of Peru, with numerous soft drink companies appearing, producing beverages with different brands and flavors, and later disappearing or restricting themselves to small areas of distribution. The key to the Añaños’ success lay in the steps that followed and in all the factors that allowed them to grow exponentially and operate on a large scale, nationally and internationally.

During the early years, the Añaños took advantage of the shortage of both beer and soft drinks to make their debut in Ayacucho’s small market. Back then, and continuing to this day, the bulk of beer sales in Peru were in returnable glass bottles. Over time, many consumers had built up a stock of bottles in their homes. When the beer and beverage trucks stopped supplying the market, these bottles became useless. The Añaños then began to buy up (for a pittance) all the beer bottles they could find, so they could use them for their product, Kola Real. These were 720-milliliter bottles—known as “family size,” an expression that is preferable in Peru to “personal size.” The first bottles of Kola Real were distinguishable by their label, a pleasant flavor, their low cost, and their “family” presentation.

Although intuition was an essential component of the growth of the Añaños Group, the family had set a clear strategy from the beginning and, also from the beginning, studied the market in a most professional manner. Carlos Añaños’ recollection is, in that sense, revealing:


A market study we did in Peru revealed that as much as 85 percent of the population could not afford expensive products. The principal actors in the soft drink market were the larger brands, Coca-Cola and Pepsi-Cola, and we asked ourselves why there wasn’t another, more economical and quality alternative. (Aldunate Montes, 2003)



From that moment on, the Añaños did all they could to honor the slogan they use, even now, to introduce themselves in the markets of developing countries: “A beverage at a fair price.”

What were the strengths that allowed the Añaños to achieve what other entrepreneurial families had attempted without as much success? Undoubtedly, they had the distinctive features of entrepreneurial families: the desire to act, the willingness to make sacrifices to cope with the challenges, and the ability and intuition to expand as they went. These abilities allowed them to deal with their weaknesses one by one, to reduce risks, and to take advantage of the opportunities available in the markets where they positioned themselves. They had scant economic resources, a weak or nonexistent distribution system, and a limited knowledge of marketing. But they had created a product good enough for the market they courted.

They also had gumption and charisma to spare, and they found a way to pool their skills by maintaining familial harmony. Finally, by having the big competitors out of the market temporarily, they could accumulate capital, perfect their product, and learn to improve the stages of production.

The Añaños’ period of learning and accumulating start-up capital lasted three years. Their strategy of manufacturing a product similar to Coca-Cola but using their own formula and selling it in 750-milliliter bottles had borne fruit. In 1991, they began to operate a new plant in Huancayo, a larger and more affluent city than Ayacucho, also situated in the heart of the Peruvian Andes.

Huancayo is one of the centers of Andean commerce. It is relatively close to Lima (a six-hour automobile ride), which facilitates trade with the capital. It is also a transit stop between the jungle and the Andes and is surrounded by centers of agricultural and mineral production. The Huancayo plant was small but operated twenty-four hours a day. It had a manual machine that processed two hundred cases per day. Kola Real was immediately successful in Huancayo, allowing the Añaños to grow at a spectacular rate.

The third area of penetration was Andahuaylas, another central location in the Andes, where the Añaños set up a third Kola Real plant. Andahuaylas is smaller than Huancayo and Ayacucho, and, like those two cities, it had been abandoned by the competition because of terrorism. The profile of its consumers was similar: low-income Andean people under no pressure to consume brand-name soft drinks and willing to try something new. As a company representative recalled, “We couldn’t go to other areas, other provinces, where the traditional, internationally known brands had a strong presence. It would have been madness for us to come to Lima at that moment. We were aware of our financial and commercial limitations. We had to gain more experience” (Ministry of Labor and Job Promotion, 2003).

Nevertheless, the Añaños gradually moved closer to Lima. Shortly after opening the plant in Andahuaylas, they inaugurated another one in Huacho, north of the capital. This strategy of expansion was described years later by one of the Añaños Group’s publicists, with a touch of black humor that played on terrorist terminology: “The Añaños used the strategy of Shining Path, penetrating the nation with their revolution just the way Mao Zedong propounded it—they went from the countryside to the city.”

Happily for the country, the Añaños succeeded in their strategy, which led them to expand their activities, and Shining Path was eventually defeated. In addition, the 1990s and the early years of the twenty-first century were years of recovery for the Peruvian economy. Reforms were made that corrected the populist policies of the 1970s and 1980s, allowing the country to open to the process of globalization.

Peru Opens to Globalization

The last three years of the 1980s were particularly chaotic in Peru. An attempt by the government to nationalize the entire financial system triggered a political crisis that matched the ongoing economic crisis. The result was opposition to the government and a proposal for radical change toward a free-market economy. The Freedom Movement, led by writer Mario Vargas Llosa, who ran for president in 1990, proposed a set of reforms that would have reversed the policies instituted by the socialist military government.

Vargas Llosa did not win the election for various reasons, among them the success of a campaign against him that spread fear among the population about the economic adjustment that was needed to get the economy to grow at a realistic pace. The winner of the election was an unknown individual named Alberto Fujimori, the son of Japanese immigrants and a man who for eleven years had concealed his own Japanese nationality. Fujimori advocated not attacking the crisis head-on with the orthodox formulas being recommended by leading economists. After he took office, however, Fujimori had no choice but to apply the economic reforms that were part of Vargas Llosa’s proposal. He managed to do so with relative success, although he did not believe in the reforms his administration implemented.

For emerging enterprises, such as the Añaños’ business, the reforms made during Fujimori’s first term (1990–1995) were crucial. Inflation was curbed because the Central Bank was forbidden to lend money to the state by artificially increasing the monetary supply, and the state managed to balance the fiscal budget. A successful program was implemented to privatize the companies that had been nationalized by General Velasco. Tariffs were reduced considerably, trade policies that emphasized exports were established, and foreign investment was encouraged. At the same time, a series of complementary measures led to an improved economy and substantially broadened economic freedoms. In addition, the government captured Abimael Guzmán, the leader of Shining Path, which eventually led to the defeat of that movement.

The results of these changes began to be felt in 1993. As we saw earlier in Figures 1.4 and 1.5, production recovered and inflation fell until it was no longer a problem. Also, the country’s balance of trade gradually reversed, with exports overtaking imports.

During its first fifteen years, Kola Real benefited from many of the economic and political developments discussed here:

•    The pacification achieved by the defeat of Shining Path permitted the expansion of Kola Real’s business throughout Peru, something that would have been impossible in a country torn by civil war.

•    The gradual but sustained growth of the population’s purchasing power (see Figure 1.6) and the consequent decline in poverty permitted the reactivation of the soft drink sector (see Figure 1.7). These factors enabled Kola Real to expand its sales within the domestic market.

•    The lowering of tariffs (Figures 1.8 and 1.9) and the elimination of controls on exchange allowed the Añaños to gain access to capital goods and consumables at a lower cost.

•    The opening of the capital markets allowed the Añaños to invest abroad freely once the period of internationalization began.
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FIGURE I.6. Peru–Evolution of Private Consumption (1992–2005)

SOURCE: Peruvian Central Bank.
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FIGURE 1.7. Evolution of Beverage Production (1990–2004)

SOURCE: Peruvian Ministry of Production.

 

Obviously, all the other institutional changes—from the end of inflation to the elimination of price controls—positively affected the development of all businesses in Peru, including the soft-drink industry. Table 1.1 summarizes the principal measures that changed the institutional environment, helping spur economic growth and improve the business climate in Peru beginning in the early 1990s.
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FIGURE 1.8. Average Tariff (1990–2003)

SOURCE: Peruvian Ministry of Economy and Finance.
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FIGURE 1.9. Average Tariff and Capital Assets Imports in Millions of US Dollars (1990–2004)

SOURCE: Peruvian Ministry of Economy and Finance.

 

Despite these changes, for Kola Real to keep up the pace of its growth, using the strategy that had proved successful—an alternative beverage at a fair price—the national market would not be sufficient. Peru’s opening to globalization by eliminating capital export controls made possible the next phase of the Añaños Group’s expansion: its incursion into foreign markets.


 

TABLE 1.1: Principal Institutional Economic Reforms in Peru, 1990–199






	
REFORM


	
MEASURES


	
DATE – PERIOD

















	
1. Price Stabilization


	
–Elimination of price and exchange controls
 –Autonomy of the Central Reserve Bank
 –Extreme tax audit measures to reduce the deficit
 –Reform of tax management, giving effective independence to
 SUNAT (National Superintendency of Tax Administration


	
1990
 1993
 1991





	
 


	
 


	
 





	
2. Trade Opening


	
–Elimination of restrictions on external trade (prohibitions of imports, licenses, shares, record requirement)
 –Elimination of preferential systems, allowances, and artificial prices
 –Decrease in tariff rates
 –Elimination of tariff barriers
 –Creation of Reform Program of the National Customs Superintendency
 (SUNAD)


	
1991–1998
 1991





	
 


	
 


	
 





	
3. Capital Market


	
–Access barriers eliminated from trading activities
 –Tariff and fees collected by traders were no longer regulated
 –Banks and financial bodies could trade securities
 –Use of “provileged information” was standardized
 –Creation of private systems of risk classification for public offerings of securities
 –Creation of Public Register of Values and Traders to give investors access to information provided by value issuers.
 –”Securitization” of assets, investment funds, trade papers and short-term documents


	
1991
 1996





	
 


	
 


	
 





	
4. Privatization


	
–Passage of laws regarding international and private investment
 –Privatization in the communication, energy, industry, and mining sectors
 –Creation of independent regulatory agencies for public services


	
1993–1998





	
 


	
 


	
 





	
5. Private Pension System


	
–Creation of a system of individual pension accounts, containing the accumulated contributions of the active worker and the return obtained by the investing these resources
 –Appearance of the Pension Fund Administrators (AFPs)


	
June 1993





	
 


	
 


	
 





	
6. Improvement of the Financial Market


	
–Elimination of interest rates controls
 –Liberalization of the exchange market
 –Liquidation of the promotion public banks
 –New system of regulation managed by the Superintendence of Banks and Insurance


	
1991–1996









 

SOURCE: Abusada et al., 2000.

Searching for a National Market

By 1992, the year when the government began to defeat Shining Path, four Kola Real plants were in operation, producing twenty-four hours a day, seven days a week. The group was accumulating experience and had enough capital to continue to expand. With peace returning to the country, the risks of expansion were reduced. But it also was a test, because the competition from traditional companies was bound to return.

In 1993, barely five years after it was founded, Kola Real moved into the Peruvian jungle after creatively evaluating the chances for developing the industry in that market and assessing the favorable climatic conditions (high temperatures) that contribute to consumption of beverages. An additional factor influencing the decision to invest in the jungle (for the purpose of expanding into most of northern Peru) was the special tax code that benefits that area. The government of Peru grants a number of tax benefits to the Amazonian provinces because of the region’s lack of integration with the rest of the country, due to geographic and infrastructural disadvantages. As a result, many enterprises choose to invest artificially in those areas so as not to pay the taxes that exist in the rest of the country and then carry out a sort of “domestic smuggling” that is extremely profitable. In that regard, the Añaños were no exception and took advantage of those benefits, among them:

•     An exemption from the sales tax on fuels (natural gas, crude oil, and the derivatives of crude oil) that benefits the departments of Loreto, Ucayali, and Madre de Dios, and includes the general sales tax and the selective tax on consumer goods.

•     An exemption of the tax on the domestic sale of all goods and services produced in Amazonia, a tax law that is frequently broken by “domestic smuggling,” in which a sale is recorded in the tax-exempt region but in fact is made outside that region.

•     A special tax credit for companies that settle in the area, which allows a reduction in the amount of taxes paid on taxable transactions (sales outside the region or sales inside the region involving goods manufactured outside the region). The special tax credit amounts to 25 percent (Loreto, Madre de Dios, and Ucayali) or 50 percent (the rest of the region) of the gross monthly taxes, depending on the site in the Amazonian region where the taxpayer is located.

•     A refund of the sales tax paid on goods produced outside the area to the merchants in the jungle region.

•     A reduction of the income tax to 5 percent or 10 percent (depending on the taxpayer’s location), instead of 30 percent, which is the national average.

These tax exemptions have not had a major effect on business development in the regions involved. Most likely, investments like the Añaños’ would have been made—although probably elsewhere—even if the exemptions had not existed. But those were the rules of the game, and the Añaños adapted to them, starting from a simple cost-benefit analysis that saved them taxes though caused them to pay higher transportation costs (the “domestic smuggling” to other regions). The result was an operation that was convenient from their private point of view, though certainly not from the point of view of public policy.

The success of the Añaños’ incursion into Amazonia was impressive, and soon after its creation the small plant in Bagua could hardly supply the enormous demand generated by the magical combination of quality and price. And for the first time, the Añaños had to confront an aggressive competitor—not one of the big brands but a company with more experience in the same market Kola Real was entering, the northern provinces, where the population had an average income higher than that of the populations of Ayacucho, Andahuaylas, and Huancayo. This was the Concordia Group.

A Battle for the Market in Northern Peru

Concordia was known as a pleasant drink found in the provinces of Peru, particularly in the northern region. Its founder, Victor Rivera, had been a well-known beer distributor and dealer and set up the first Concordia soft drink plant in the city of Barranca, north of Lima, in 1938. That plant began by producing five flavors: cola, strawberry, pineapple, lemon, and soda. With the passing of years and the construction of highways, the company broadened its geographic coverage, gradually acquiring vehicles for distributing its soft drinks. In 1952, the company opened a plant in the city of Chiclayo. Concordia Beverages Inc. became the largest soft drink bottler in northern Peru.

In March 1982, the government enacted the General Law on Industries (Law No. 23407), which sought to promote the creation of industrial enterprises in border and jungle areas, using tax benefits as enticements. To take advantage of these tax benefits, the Concordia Group approved the installation of a plant in the area of Sullana, department of Piura, which began operations in 1986. By the early 1990s, Concordia was the market leader in northern Peru, including the city of Bagua, which it supplied from Sullana. The arrival of the Añaños Group and its flagship beverage, Kola Real, in that city threatened their position.

Concordia’s reaction was to initiate a price war in Bagua. The Riveras were convinced that they faced a weak competitor who could not last for long after Concordia cut its prices in half. They were wrong, however. The Añaños Group not only withstood the price war in Bagua but also struck a masterful blow: they set up a plant in Sullana, Concordia’s center of production.

One factor that helped Kola Real’s expansion in the north and jungles of Peru was Coca-Cola’s corporate decision to auction off its factories in Peru. The Añaños did not waste this opportunity and bought some of the equipment at auction. From its Sullana plant, the Añaños Group began to supply the department of Piura and the cities of Chiclayo and Trujillo (principal cities of northern Peru, 800 and 600 kilometers north of Lima, respectively), where Concordia had not reduced the prices of its soft drinks. In the heat of the trade battle, the Añaños brothers said, “You can poison a well but not a whole lake.” By this they meant that the price war Concordia had launched in Bagua could not be sustained at a regional level and was therefore doomed in the long run. They were right.

By this time, the Añaños Group’s production was considerable. The moment had come to stop using beer containers to bottle their products. It was time to make innovations in the presentation and the containers, and that included the use of larger containers and nonreturnable plastic bottles. It was also time to head toward Peru’s principal market, the city of Lima.

As had happened in the north with Concordia, Kola Real’s incursion into Lima would shake the very foundations of the market for many years. In Lima, it would have its first confrontation with Coca-Cola and would become a contributing factor in the collapse of the Peruvian company with the best reputation in the industry, J. R. Lindley, manufacturer of one of the most prestigious labels in Peru—the famous Inca Kola.

A Digression: Inca Kola and Its Takeover by Coca-Cola

Peruvians are particularly proud of a soft drink described as having “a national flavor,” the emblematic Inca Kola. Practically all Peruvian taste buds—particularly those of middle- and high-income people—have been “educated” to appreciate Inca Kola. The sociological success of Inca Kola has been so great throughout its history that Peru is one of the few countries in which a local product displaced Coca-Cola from first place in the market rankings.

After the Coca-Cola Company bought out Inca Kola in 2002, journalist Lucien O. Chauvin made this comment in an article in Beverage World titled “Inca Kola: A Peruvian Treasure Trying to Conquer the World”:



If anyone asks any Peruvian what he likes most about his country, he’ll hear a list that includes its history, the warmth of its people, its varied food, and Inca Kola. Today, as it begins a partnership with the Coca-Cola Company, Inca Kola is aiming at a successful exportation, worldwide, of its golden treasure…. Inca Kola is known in Peru as “the beverage with a national flavor,” “the flavor that unites us,” and “there’s only one Inca Kola and it resembles no other.” (Chauvin, 2003)



Johnny Lindley, president of the company and grandson of its founder, José R. Lindley, cites a combination of several elements as the reasons that this sweet, yellow carbonated beverage is one of Peru’s most characteristic products. “You cannot identify a single feature that makes Inca Kola so special,” he says. “The name refers to our past, the color is reminiscent of gold (for which Peru is famous), and the flavor reminds people of the broad variety of citrus fruits that grow in our country. Combined, these factors identify Inca Kola with Peru.” It should also be added that Inca Kola is more a sentiment than a drink, and that sentiment combines perfectly with the slogan “the beverage with a national flavor.”

Rolando Arellano, president of the marketing company Consumers and Markets, a Lima firm that studies market trends, says that, to many Peruvians, Inca Kola represents the story of David and Goliath. “Inca Kola is the symbol of the hard-working Peruvian worker, of the small man who confronts the big man and vanquishes him,” Arellano says. “That gives the product added value in the local market.”

The roots of Kola Peru Inc. go back to 1910, when José R. Lindley, a British immigrant, established his first bottling company in Peru. The company began to produce a wide variety of carbonated beverages with fruit flavors and rapidly became the industry leader. The Inca Kola brand was launched twenty-five years after the company was founded and has been its flagship beverage for almost sixty-five years. Today, the company has a network of bottling plants throughout the country, three of them its own and twelve in franchises that produce 320 million liters per year and employ approximately nine hundred workers. These franchises are in Piura, Chiclayo, Trujillo, Ica, Arequipa, Tacna, Cusco, Juliaca, Sicuani, Puerto Maldonado, Pucallpa, Tarapoto, Bagua, Iquitos, and Lima.

Marketing studies done in Lima in the late 1990s showed that the Inca Kola brand had captured 41.8 percent of the market share for carbonated refreshments.5 “There are other countries where the flavor of a local beverage is preferred, but I know no instance—other than Inca Kola—of a local beverage that has consistently occupied first place in sales, despite the competition from the most important manufacturers of carbonated refreshments,” Johnny Lindley says.

Although food at a McDonald’s in Peru can taste the same as in another restaurant in the chain anywhere else in the world, the customers in Peru’s ten McDonald’s franchises wash down their hamburgers and fries only with Inca Kola. The yellow beverage is also the only drink sold in Bembos, a Peruvian chain with twenty outlets that competes with fast-food franchises such as McDonald’s, Kentucky Fried Chicken, and others and holds an important portion of the market.

In 1997, the company began a process of restructuring, during which it increased its exposure to financial debt. Shortly thereafter, the Peruvian economy plunged into a recession and the company was unable to withstand the ensuing price war. Its level of indebtedness was too high. The only solution was to join up with its former competitor by means of an agreement that eventually saved the Inca Kola brand. In 1999, Johnny Lindley and Timothy Haas, executive vice president and president of Coca-Cola’s Latin American Group, announced that the Coca-Cola Company would assume control of 50 percent of Inca Kola Peru Corp., owner of the trademark, as well as 20 percent of the José R. Lindley Corp., Inca Kola’s bottler. The Wall Street Journal reported that the deal amounted to US$200 million (Luhnow and Terhune, 2003).

What caused the disappearance of Inca Kola as an independent company? One theory is that J. R. Lindley operated under the organizational rules of a traditional company such as Coca-Cola, aiming at the same market and borrowing heavily to achieve market share. This excessive debt meant that the company was unable to withstand the price war that erupted in the late 1990s. In contrast, Kola Real was geared to a different market, a lower-income one that required a business model with lower costs.

This was the competitive environment Kola Real faced when it came to Lima in the late 1990s.

Kola Real Enters Lima and Consolidates Its National Standing

By 1997, Kola Real had achieved a promising position in several departments (provinces) of Peru. Its founders then decided to attempt to conquer the market in Lima, by far the nation’s largest, and to produce and market in the capital the beverage that had been so successful in the mountains, jungle, and north of the country. They decided to build a plant outside Lima, in Huachipa, at kilometer 8.5 of the central highway, on a large expanse of land with abundant underground water. Two years later, to demonstrate that they had not lost sight of the regional markets, the Añaños set up a new plant in Trujillo, in response to demand that could not be met from the Sullana or Lima plants.

 

TABLE 1.2. Growth of Kola Real in Peru










	
1988


	
Plant startup in Ayacucho





	
 


	
 





	
1991


	
Search for business opportunities in other than the native town. Plant in Huancayo.





	
 


	
 





	
1993


	
Leadership consolidation in the Marañon Northeast region





	
 


	
 





	
1994


	
East region





	
 


	
 





	
1996


	
Opening of plant in the Peruvian north, Sullana Plant





	
 


	
 





	
1997


	
Change of bottle, a Kola Real design Start of support strategy and brand goodwill (investment in advertisement, but always modest) Kola Real introduction into the Lima market. Plant in Lima.
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