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My anchors in a nomadic life







Introduction

The Emergence

of Emerging Markets




“There are no markets outside the United States!”

The year was 1974. I was a young banker, still wet behind the ears, working at Bankers Trust Company in New York. I had been asked to conduct a study on recycling petrodollars. Helping governments overseas to invest on a truly global basis seemed like a logical concept. But when I interviewed the bank’s trust department (at the time among the largest in the United States), an intimidating executive tugged on his red suspenders and wrathfully snarled: “There are no markets outside the United States.

The man had at least two decades of experience in the banking industry on me. My own perspective was, for better or worse, different. I had grown up in Holland and had owned a few shares of Philips, Shell, and Unilever as a boy. Little did my interlocutor at Bankers Trust (nor I, for that matter) know that the great inviolable institution we worked for would one day be taken over by Deutsche Bank—a global rival from one of these “nonmarkets.”

Experiences like this made me skeptical of conventional wisdom. They taught me to rigorously scrutinize faulty assumptions that even the experts—in some cases, particularly experts—all too frequently make as a matter of course. Ever since taking a course in development economics at the Netherlands School of Economics from Professor Jan Tinbergen (a brilliant econometrician who later became the first Nobel Laureate in economics) I had been fascinated with the fate and fortunes of what was then known disparagingly as “The Third World.” Later, as a graduate student in Russian and East European studies at Yale in the late 1960s, I realized that central planning and communist ideology had little future, and longed to find out how foreign investment might help or hurt Third World development.

At Bankers Trust, I gained some exposure to a few of the more exotic forms of Third World economic development. I helped Iran Air lease airplanes and hire crews in Ethiopia, was involved in financing Ghana’s cocoa exports, and grew wise to the ways—many of them laughably one-sided—that developed nations interacted with what were in many cases recent European colonies. Less than a year into my first job at Bankers Trust, I surprised no one more than myself by becoming suddenly, uncharacteristically, and inexplicably bored with analyzing American companies for the bank’s credit department. For some reason, the dynamism of the world seemed to lie elsewhere. I managed to convince my open-minded superiors at the bank that it would be useful—not just to me personally, but also to the bank—for me to take a trip to Asia to study foreign investment in the region.

My trip turned out to be, as the popular parlance of the time had it, a mind-blowing experience. At the Seoul airport in 1971, the military policeman at immigration cocked his gun when he mistook the sunglasses in my pocket for a weapon. Seoul looked like a city in the Soviet Union, which I had just crossed on the Trans Siberian railroad: shabby, chilly, and poor. No skyscrapers yet loomed over the cramped center city and antiaircraft guns were starkly visible on just about every street corner. Even after a decade of 9 percent growth, Korea’s per capita income stood at a dismal $225 (it is now over $10,000) although that was already three times higher than that of India. Still, the executives I met were already dreaming of export markets when they were not conducting their compulsory military training exercises.

That first trip to Asia took me to an exotic continent in which the war in Vietnam was still raging, to a Japan stuck in its first postwar slump, to a China still closed to outsiders like myself, and to an India nervously watching Bangladesh separate itself from Pakistan. Cars that looked like throwbacks to the 1950s were the only ones to be seen on the roads in New Delhi. Yet I could already feel the dynamism of many companies I visited, and their determination to make it big. I heard how companies from Hong Kong and Singapore were beginning to relocate their most labor-intensive operations to their lower-cost Asian neighbors. I intuitively grasped during that youthful Asian sojourn that multinationals would one day be attracted to subcontracting labor-intensive operations to countries with an abundant, cheap labor supply rather than merely assembling components in protected, local mass markets.

Upon my return to New York and Bankers Trust, I went to work for the International Department, an island of like-minded souls, but elsewhere there were few who shared our enthusiasm for the booming business prospects of Asia. This abiding sense of being outside the loop provided an important motivation for my acceptance, several years later, of an offer to move to Thailand to manage a local investment bank, majority-owned by Bankers Trust, which I chose over a rival offer to run the bank’s branch in Paris. Bangkok or Paris? After my Asian trip, the choice seemed obvious to me, but one that many of my colleagues at the bank found hard to understand.

I spent the next four years in Bangkok happily learning the ins and outs of foreign markets as the managing director of the premier Thai investment bank. We were instrumental in bringing some of the first shares issues of local companies to the stock market, while riding like a bucking bronco one of the perennial boom-and-bust cycles of the Securities Exchange of Thailand. My turbulent tenure in Bangkok taught me that foreign investors would be better off hedging their bets by investing in a basket of markets in developing nations as opposed to a single one. Equally important, I observed the astonishing rapidity with which local firms absorbed international lessons, from raising chickens or producing textiles to assembling cars, and how they often managed to add their own local innovations to the mix.

In 1979, I left Bangkok for Washington, D.C., to join the International Finance Corporation, the private sector arm of the World Bank. Initially, I was taken aback to learn that the idea of portfolio investment in developing economies was regarded with suspicion, as fundamentally unsound. The knee-jerk reaction of the majority of development experts at the World Bank Group was surprisingly dismissive and resistant to the idea of investing in immature economies. How could these tiny and volatile casinos, my colleagues wondered out loud, possibly exert the slightest impact on real economic growth and development? How could these fledgling economies ever gain traction or attention or sizable investment flows from serious investors? This was my second lesson in how seriously flawed conventional wisdom can be.

Under the leadership of my courageous and decidedly unbureaucratic director and later friend, David Gill, another former investment banker, and with a handful of colleagues we gradually convinced the skeptics at IFC and the World Bank that increasing portfolio investment in developing countries might help entrepreneurs succeed and make companies less dependent on foreign aid and debt. My stay in Thailand had convinced me that a number of interesting new companies in the Third World were simply being ignored by major investors. But as David Gill used to say, correctly, “Finding one single successful example of people making money will be more convincing than a hundred academic papers.” That is precisely what we proceeded to do.

Yet even sympathetic listeners tended to raise eyebrows when we brashly proclaimed that, in the near future, foreign portfolio investment would become more important than the World Bank as a source of funds for developing economies. At the time, IFC only invested directly in a strategy that requires an investor to take a major stake in companies and often a seat on the board of directors. To IFC’s lasting credit, any number of major emerging market blue-chips would never have evolved to their current size without its seed money and perhaps more importantly, strategic and technical advice. Yet surprisingly little had been accomplished in the area of portfolio investment, which requires an investor to purchase shares on the open market after the company has been listed and gone public.

In a speech to the local Thai-American Chamber of Commerce before leaving Bangkok, I first proposed the idea of creating an investment fund that, as opposed to investing in a single country, would pursue a diversified strategy of investing in a group of countries to minimize the risk of one economy crashing and taking the entire fund down with it. We were acutely aware that the very idea of portfolio investment in still rudimentary capital markets would continue to invite skepticism without hard data to back it up. One of my first self-assigned tasks at the IFC was to commission a study of the stock performance of leading firms in a number of developing economies. Those returns, computed for the years 1975–1979 with the help of Professor Vihang Errunza of McGill University, turned out to be quite attractive. Now, well armed with good data, we were determined to present them to the investment community in as dramatic a fashion as possible.

How “Third World” Became “Emerging Markets”

In September 1981, I stood behind the lecturn at Salomon Brothers headquarters in New York City, preparing to pitch the idea of a “Third World Equity Fund” to a group of leading investment managers. Our central message to prospective investors was that our data demonstrated a real possibility of making real money in emerging markets, despite their admitted volatility. Developing countries, we argued, enjoyed higher economic growth rates and boasted a rich set of hitherto-ignored promising companies. We persuasively demonstrated that investing in a basket of companies and countries would provide the diversification required to mitigate the risk of investing in individual stocks and countries.

Twenty to thirty fund managers, including representatives from TIAACREF, Salomon Brothers, J.P. Morgan, and other major institutions, attended that conference. Judging by the faces in the crowd, I could sense that some were clearly intrigued, others were skeptical, and that just possibly we might win over one or two confirmed skeptics to our cause. At the conclusion of my presentation, Francis Finlay of J.P. Morgan remarked: “This is a very interesting idea you’ve got there, young man, but you will never sell it using the name ‘Third World Equity Fund’!”

I immediately knew he had a point. We had the goods. We had the data. We had the countries. We had the companies. What we did not have, however, was an elevator pitch that liberated these developing economies from the stigma of being labeled as “Third World” basket cases, an image rife with negative associations of flimsy polyester, cheap toys, rampant corruption, Soviet-style tractors, and flooded rice paddies.

Over the weekend, I disappeared into one of the mental isolation spells my wife and children so heartily dislike, but which I often find oddly productive. Racking my brain, I at last came up with a term that sounded more positive and invigorating: Emerging Markets. “Third World” suggested stagnation; “Emerging Markets” suggested progress, uplift, and dynamism.

The following Monday, I sat down at my desk at IFC and dashed off a memo that made my message explicit. From now on, we would consistently refer to our Third World database as the Emerging Markets Data Base and the first index we created for emerging markets would be the IFC Emerging Markets Index. Thus, a phrase was coined. Born from conviction and based on firsthand observation in Asia, it was also a branding maneuver at a time when brands remained the exclusive province of consumer goods companies like Procter & Gamble. In the following years, we spent a lot of time negotiating with governments and convincing investment bankers as well as investors to create various country funds. And finally the diversified “Third World” equity fund became a reality as the Emerging Markets Growth Fund managed by Capital Investment, Inc., the first and soon largest fund of its type with a group of prestigious institutional investors from all over the world. Templeton, another candidate to manage the IFC-inspired fund, soon set up its own New York Stock Exchange listed fund.

Just weeks before the October 1987 stock market crash on Wall Street, with a group of colleagues from the World Bank, I founded a new firm, Emerging Markets Management, focused exclusively on investing in emerging markets. Over the years since, we have actively participated in the often-dizzying ups and downs of those markets and companies together with such other pioneers as David Fisher and Walter Stern of Capital, Mark Mobius of Templeton, and Nick Bratt at Scudder.

In the initial years, we were often the first analysts to interview companies’ managers. My former experience as an interrogator in the Dutch Army stood me in good stead when I attempted to sort the wheat from the chaff while deciphering and discounting often inscrutable management spin. We learned that companies in many emerging markets were often heavily protected by their local governments, not very competitive, and all too quick to take on crippling loads of debt. The traumatic crises of the 1990s in Mexico and Asia changed all of that. Leading companies were forced to become competitive not just in their domestic markets, but on the global stage. Some did precisely that; others perished. The survivors in this struggle for survival of the fittest became better, leaner, more finely focused, less dependent on debt. The groundwork was laid for the best of the lot to become fiercely competitive and, in a word, world class.

Twenty-five years ago, most sophisticated investors considered the notion of putting even a tiny portion of respectable retirement funds or endowments into shares of “Third World” countries as nothing short of preposterous. Today, a number of those countries have gone from Third World to Emerging, while a few are even recognized as major economic powers. Yet in the minds of even knowledgeable observers today, the firms that form the foundation of these economies are still widely regarded as third-rate, at best second-rate, and certainly by no means world class. The evidence suggests otherwise.

The companies portrayed in the following pages are in many cases models to be emulated, examples to learn from, and repositories of skills and knowledge that we in our comfortable cocoons may not even imagine exist. Being newcomers in the global competitive race, these firms have found niches others ignored and have conceived innovative strategies others disdained but that are, in fact, better suited to an interconnected world and volatile new markets. They all followed different roads to success, but most of us in the developed world know neither the companies nor the people who run them nor the strategies they employed to claw their way to the top of fiercely competitive industries.

I hope to change that with this book.









Part I

Globalization

has No Borders


“World history, with its great transformation, does not come upon us with the even speed of a railway train. No, it moves in spurts but then with irresistible force.”1

—OTTO VON BISMARCK













Chapter 1

Who’s Next?

How emerging multinationals you’ve never heard of could eat your lunch, take your job, or possibly be your next business partner or employer




For a few minutes, I held the future in my hand. Suddenly my Blackberry looked like a Model T Ford. I was trying out a prototype of a new third-generation cell phone. It certainly looked stylish, but more intriguing was the fact that this was a video phone that actually let me see the person on the other side of the line. And that was not all: on a bright screen that easily fit in my pocket, I could check local traffic, watch breaking TV news, and play interactive group computer games. Naturally, I could access the Internet, email, update my calendar, and listen to downloaded CDs. This was a smart phone indeed.

Was I visiting Verizon, Apple, or Nokia? No, it was January 2005 and I was standing in the research lab of High Tech Computer Corp. (HTC), a Taiwanese company that with its 1,100 research engineers had invented the iPAQ, sold it to Hewlett Packard, and gone on to make a successful series of state-of-

the-art handhelds and smart phones for the likes of Verizon, Vodafone, Palm, and HP. All around me were young, smart, ambitious engineers from Taiwan and China, hard at work testing everything from sound in a sophisticated acoustics studio to new antennas, drop impact, and the scratch resistance of new synthetic materials. Designed in Taiwan, these high-tech video phones would shortly be mass produced, and one day soon sold around the world.

I was not just looking at the prototype of a new smart phone, but making a pilgrimage to the prototype of a new kind of company—savvy, global, high-tech (as its name suggests) and, most importantly, well ahead of its nearest competitors even in the United States and Europe. My experience at High Tech was not as unusual as you might expect. For thirty years I had been visiting little known companies all over Asia, Latin America, Eastern Europe, and Africa, convinced of the long-term potential of these unknown markets and companies even if few firms or economies were as yet globally competitive. Managing an investment portfolio that has since grown to over $16 billion has only confirmed my belief that just as conventional wisdom wrongly depreciated emerging markets twenty-five years ago as “Third World,” today’s all too common error is to underrate the leading companies from these markets. Largely unnoticed in the mature economies, the firms profiled in this book have succeeded against the odds and become battle-hardened survivors of tough crises and Darwinian competition. With the rising power of China, India, and other emerging markets, and the resultant shift of consumer demand from the West to these markets’ exploding middle class, we have now formally entered the Emerging Markets Century.

The Emerging Markets Century

Instead of being peripheral, as they have been since the first Industrial Revolution,1 key economies of the former Third World will soon reemerge as the dominant economies of the future. In about twenty-five to thirty years, the combined gross national product (GNP) of emerging markets will overtake that of the currently mature economies (see table). Although comprising about 85 percent of the world’s population, low per capita incomes in many emerging markets have kept their share of global GNP to about 20 percent. But this ratio is bound to change as the emerging economies continue to grow at a rate nearly twice as fast as their more mature cousins. This second industrial revolution will constitute nothing less than an economic landslide, causing a major shift in the center of gravity of the global economy—away from the developed to emerging economies.

Emerging markets will catch up
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The Rise of BRICS and other Emerging Markets

in the Global Economy (In Trillions)

[image: 11-2]Source: Author’s calculations based on Goldman Sachs projections for the four BRICs and eleven other major emerging markets and J.P. Morgan data for other countries. Goldman Sachs assumes that growth in emerging markets will slow and exchange rates in these markets will generally appreciate as their purchasing power increases, as has been the general experience in economic history.


According to Goldman Sachs projections, just four of the largest emerging markets (known as BRICs, for China, Brazil, India, and Russia) will overtake the seven largest industrialized countries, the G7 (United States, Japan, Germany, France, UK, Italy, and Canada) by 2040.2, 3 Including the next group of eleven major emerging markets,4 the fifteen leading emerging markets will together be larger than the G7 soon after 2030. Their combined GNP is projected to reach $41 trillion, compared with the G7’s $43 trillion after taking account of a probable slowing in China to less than half its current growth rate. Adding in the remaining developed and emerging nations, my own projections show that emerging markets as a group will overtake the developed world by around 2030–35. By the middle of this century, the emerging markets, taken in aggregate, will be nearly twice as large as the current developed economies.

A new breed of companies will play a critical role in producing this shift, a select number of which truly deserve to be regarded as world class. In the face of these firms’ vigorous emergence onto the world stage, there will be a temptation to go into protective panic mode, as some American politicians began to do after Chinese companies made a few runs at long-established Western brands, and as European politicians did after Mittal Steel, the world’s largest steel group with its Indian-born CEO, made a strong takeover bid for #2 steelmaker Arcelor, a major European conglomerate. But if we fall prey to a defensive response, we do ourselves a profound disservice by ignoring potentially attractive opportunities for business partnerships and investments. Anyone who wants to play in this global game needs to know the strengths and weaknesses of the players on the opposing team.

During that same multiweek tour through Asia, I visited a number of other corporations that would surprise those who still regard “Third World” companies as raw material producers or imitative makers of cheap electronics. I toured Bumrungrad hospital in Thailand where patient information is entirely paperless (in sharp contrast to even the most advanced hospitals elsewhere in the world) and to which hundreds of thousands of patients from all over the globe flock each year for treatments ranging from heart operations to cosmetic surgery, all obtainable at a fraction of the price in the United States. I spoke with petrochemical engineers no longer interested in producing cheap polyester but focused on developing sophisticated new synthetic materials. I listened to researchers speak excitedly about applying nanotechnology to flexible computer screens that could be folded and rolled up. And most importantly, I tested out a whole host of new products that based on the quality of their design, sophistication of function, and durability, were equal if not superior to competing products made in the United States, Japan, or Europe.

The broader phenomenon I had witnessed during my sojourn to the future could, of course, be loosely labeled with the tired term “globalization.” But as Moises Naim, editor of Foreign Policy magazine, not long ago observed to me, “Globalization is not an abstract notion but driven by real actors who are pushing these changes.” He has a point. It was plain as day that a number of the companies I visited on my last trip were no longer bit players, but leading actors, even budding international superstars, on this new global stage.

By now we have all heard ad nauseam about globalization, the startling rise of the Asian Tigers, China and India as economic powers, outsourcing and offshoring, both pro and con. Yet in the “West” (as the developed nations of the United States, Europe, Japan, Australia, and New Zealand continue to be conveniently, if not correctly, called) we go on clinging to the comforting notion that at least “our” top companies continue to lead the world—in global presence, in technology and design, and above all, in brand recognition and marketing prowess. But is this still true? Are the leading corporations headquartered in Korea, Taiwan, China, India, Brazil, Mexico, and Russia really so far behind their counterparts in the industrialized West? Can we consider our complacency—occasionally shattered by periods of anxiety verging on panic—justified at a time when:


	Korean Samsung’s powerful global brand is now better recognized than Sony’s, its R&D budget is larger than Intel’s and its 2005 profits were higher than those of Dell, Nokia, Motorola, Philips, or Matsushita.

	The regional jets we fly are made by Embraer in Brazil.

	Mexico’s CEMEX has become the largest cement company in the United States, the second largest in the UK, the third largest globally, and the leader in many other markets.

	Computers are now not just made but largely designed in Taiwan and China.

	We get most of our advice about how to fix those computers from India.

	Russia’s Gazprom’s gas reserves are larger than those of all the oil majors combined and its market capitalization rivals that of Microsoft. Europe would freeze in the winter without its gas supplies, as was pointedly demonstrated when it briefly turned off the tap. Meanwhile, Russian Lukoil’s gas stations (bought from Getty Oil) can be found near the White House, the New York Stock Exchange, and all along the East Coast.

	Modelo, a Mexican company, sells more beer (Corona) to Americans than Heineken. And a Brazilian CEO became head of Inbev-Ambev, the world’s largest beer company, in a merger in which “old” European beer companies were amazed at the efficiency of their Brazilian partners.



That is not all—not by a long shot. Today, Korean engineers are helping U.S. steel companies modernize their outdated plants. New proprietary drugs are being developed in Indian and Slovenian labs no longer content to compliantly turn out high volumes of low-cost generics for resale in the mature economies. New inventions in consumer electronics and wireless technology are moving from Asia to the United States and Europe, as opposed to the other way around.

Often overlooked when people speak glibly of “globalization” is that a new kind of firm is fast arising and flexing its muscles in the nations of the former Third World.


The era of emerging markets companies being nothing more than unsophisticated makers of low-cost, low-tech products is rapidly coming to a close. Something different and dynamic is happening in these new economies, blessed with robust rates of growth our mature economies can only envy. What is often overlooked when people speak glibly of globalization is that a new kind of firm is fast arising and flexing its muscles in the nations of the former Third World. These companies frequently serve dual roles of competitor and business partner with established First World multinationals. It would be naïve for us to dismiss them for deriving their competitive advantage “unfairly” from “cheap labor.” More often than not, factors other than price or cost have been the prime determinants in their arduous climb to world-class status. Chief among these “man-made” factors are: (1) an obsessive focus on quality and design, (2) brand building, (3) logistics, (4) being ahead of competitors in adapting to changing market trends, (5) acquisition savvy, (6) sustaining an edge on competitors in information technology, (7) clever niche strategies, and (8) unconventional thinking. These companies and their leaders represent the next big economic superstars of the Emerging Markets Century.

The era of companies from emerging markets which were nothing more than unsophisticated makers of low-cost, low-tech products is rapidly coming to a close.


The Invisible Champions

It is time to start getting used to the idea that the household names of today—whether we are speaking of IBM, Ford, and Wal-Mart in the United States; Philips, Shell, and Nestle in Europe; or Panasonic, Honda, and Sony in Japan—are in danger of becoming the has-beens of tomorrow. After all, most of us were blissfully unaware that companies from emerging markets were already playing a major part in our lives. They make much of what we eat, drink, and wear, in addition to providing us with energy and raw materials. Fifty-eight of Fortune magazine’s top 500 global corporations are headquartered in emerging markets. Many of these are not less but more profitable than their peers in the United States, Europe, or Japan. Emerging world-class multinationals have a number of things in common. They


	Are widely recognized as leaders in their industry on a global, not just national or regional basis.

	Have a truly global presence in exports and, often, production.

	Have a top-three market share in enough countries to be a global player.

	Are globally competitive not just in price but in quality, technology, design, and management.

	Can be benchmarked against the biggest and best in the world.



The household names of today are in danger of becoming the has-beens of tomorrow.


Ten years ago, I would have been hard put to name even one such company, but today there are at least twenty-five emerging multinationals that are already world-class. And within a decade, I expect this number to grow to well over 100. In succeeding chapters, I will focus on themes—from building global brands to turning the outsourcing model upside down—which explain the secrets behind their success and are often unique to emerging markets. Each year, more and more of these world-class companies emerge into the mainstream. Among these new entrants are producers of some of the basic commodities on which all of us in the world economy depend, from oil and gas to iron ore, pulp, steel, and cement. But also among these new entrants are emerging-markets-based representatives in a broad range of technology-oriented, capital-intensive industries represented in the Fortune 500 list. Some industries boast more than one company that can be classified as “world-class” (Korean Samsung and LG in electronics, for example, or Indian Infosys and Tata Consulting in IT services). For the sake of clarity and cohesion I have chosen to include only the leader in each industry. The list also excludes a number of smaller niches in which emerging market companies happen to excel, from pianos to textiles.

Nearly one in ten of Fortune magazine’s top 500 global corporations comes from emerging markets.


One reason that emerging multinationals have remained below the radar of so many executives, as well as the general public, is that companies such as Yue Yuen and Hon Hai remain deliberately hidden in the shadows cast by better-known brands such as Nike, Dell, or Nokia. Even though they are the actual producers of products for those companies, bigger brand names continue to control the distribution and marketing. When will they emerge from the shadows? These firms’ prevailing invisibility—a conscious stealth strategy in some cases—does not mean that they are powerless, less profitable, or that they will be content to take the low-profile road forever. It won’t be long before the biggest companies you have never heard of become household names.

Just as the rise of the United States after the Industrial Revolution turned American companies from imitators into innovators, emerging market multinationals will increasingly do the same.


Companies like Samsung, LG, and Hyundai began by making products efficiently and cheaply but now have recognized brand names, a high quality image, world-class technology, and appealing designs. China’s Haier and others are following in their footsteps. In fact, they are already better known than GE, Sony, or Toyota by hundreds of millions of consumers in China, India, and other emerging nations. Some are bound to find the ways and means to distribute their products globally without having to rely on the big brand names to handle the consumer end. As time goes on, more emerging-markets firms will take over long-established Western companies, including those they now supply. We are seeing this trend played out as global supply chains turn upside-down, with Western companies selling components and services to global giants from emerging markets. General Electric sells jet engines to Brazilian plane builder Embraer. Other smart firms will soon follow suit.

In the nineteenth century, aristocrats looked down on the new entrepreneurs and emerging middle class without understanding that a new era had begun. Analyzing the evolution of the twenty-five companies in this book is a first step toward making sure that we don’t make that same mistake again.


Time to Face Reality—

and Exploit its Opportunities

Our ever-shrinking world is poised on the threshold of a new period of competitive threat, but also one of thrilling opportunity, when the global playing field is not just leveling (as Tom Friedman has persuasively argued in his book The World Is Flat) but tilting away from its former owners. Tracing the contours of this tilting field is the subject of The Emerging Markets Century. While globalization has achieved enormous prominence as a social and economic trend, our profiles of the twenty-five emerging multinationals can teach us valuable lessons about the real actors in this new world.

We can learn from these upstarts in emerging markets about:


	Competitiveness

	Process innovation

	Adaptation to new markets

	Future industry trends

	The types of jobs we should be training for

	The future of trade deficits

	Strengthening basic research and infrastructure

	New ways to deal with the aging of populations, and

	Shifts in political and economic power



World-class emerging multinationals are the foot soldiers in today’s global competitive battle. Just as the rise of the United States after the Industrial Revolution turned American companies from imitators into innovators, emerging market multinationals will increasingly do the same. In the nineteenth century, during the first industrial revolution, aristocrats looked down on the new entrepreneurs and emerging middle class in America and Europe without comprehending that a new era had begun. As we now face a second industrial revolution, analyzing the evolution of the twenty-five companies discussed in this book can be a first step toward insuring that we don’t make that same mistake again.

Reversal of Roles

Decades of good times created innumerable legacy problems for many long-established multinationals, but brutal crises in recent years squeezed out many emerging markets companies that had pinned their hopes on protection. The ensuing Darwinian struggle for survival left only battle hardened survivors still standing. As newcomers, emerging multinationals had to fight for shelf space and against preconceived notions of inferior product quality (not always without justification). In the end, the world-class companies described in this book carved out leading roles. These are not overnight wonders.

The Three Waves

There have been, in my opinion, three distinct waves defining the commercial relationships between the former First and Third Worlds in the past century.

 

Wave 1: Foreign Direct Investment in Overseas Plants

During the postwar period, an American, Japanese, or Western European company would set up a manufacturing plant in an emerging market and import virtually everything except labor from the home country, including its own managers, machinery, capital, technology, and management techniques. They would operate copper mines or oil fields, assemble cars, run agri-businesses or make televisions or disk drives. Their purpose was to turn out inexpensive products for export using low-cost local labor and raw materials, while participating in the growing local market for their products. It was the logical business model for its time because homegrown companies in emerging markets typically had little or no track record, the technology on which they depended needed to be imported, there were few trained managers available, local capital markets were nonexistent, and banks would only lend to them on a short-term basis. Some played up these overseas plants as crucial modernizers who brought much needed capital and technology to the Third World. Others decried them as neo-colonialist outposts who operated in splendid isolation and simply substituted commercial for political and social control. Ideologues on both sides of the debate misunderstood their real impact. Over time, these overseas plants familiarized a local labor force with global technology, trained local managers, set rigid standards for efficiency and service, and introduced management methods that spread quickly to their local suppliers and competitors. All of which, in turn, set the stage for…

 

Wave 2: Outsourcing and Offshoring

Over the past two decades, many traditional multinationals realized that it was no longer necessary to set up overseas subsidiaries: local corporations enjoy easy access to the capital markets, and could easily buy the latest technology themselves and learn how to operate sophisticated machinery in huge plants. Local schools and universities produce an ample supply of skilled workers and engineers. At a later stage, the Internet allowed instant communications and easy dialogue. Long-term business relationships developed the trust needed to rely on overseas suppliers rather than in-house operations. First a single component or cheap, low-tech part, then whole modules or products, then finally the design of entire sophisticated, high-tech products, were increasingly “offshored.” True, the client in the United States, Europe, and Japan remained in the driver’s seat and this symbiotic relationship seemed to remain between the mother ship and its dependent partners. Yet even as multinationals distributed and stamped their brand name on the products, they in turn became dependent on the process technology of the companies to which they “offshored.” In the meantime, the outsourcing companies were able to earn excellent margins, often higher than those of their clients.

 

Wave 3: Peer-to-Peer Emerging World-Class Competitors

We are now entering the early years of Wave 3: the emergence of world-class multinationals from emerging markets. In some cases, a powerful emerging markets firm, a Samsung or High Tech in consumer electronics, a Modelo in beer, or an Embraer in aviation, has risen to a status that thrusts it into the same class as traditional multinationals. India’s Infosys (IT) or Argentina’s Tenaris (oil pipes) rank as global competitors. Brazil’s Companhia Vale do Rio Doce (mining) and Mexico’s CEMEX (building materials) have learned how to cleverly become global players without losing the particular advantages of their location in low-cost markets.

Emerging Multinationals Benefit from Role Reversal


	Just as good times create bad habits, serious crises leave only battle-hardened survivors.

	Decades of experience easily turn into the burden of “legacy” and without this burden, emerging market companies sometimes leapfrog.

	The “home market” advantage is shifting to faster-growing emerging markets with more middle-class consumers than in the West.

	Suddenly, China is more admired by many in Asia than the “West.”

	A new world of consumers is making its presence felt.



From Headwind to Tailwind

We all sense—and those who travel frequently know from experience—that the pulsing center of the 24/7 global economy is shifting rapidly away from the cosmopolitan cities of London, Paris, and New York to the equally cosmopolitan cities of Shanghai, Mumbai, Seoul, and Mexico City. Today, while the so-called industrialized nations continue to produce 80 percent of the world’s gross national product, they represent a mere 15 percent—a small and shrinking fraction—of the world’s population. As a consequence of these unalterable demographic facts, the ongoing dominance of the former First World (for so long an immutable economic given) can last only so long as the rest of the world remains poor. Who truly believes that this deep disparity is likely to continue indefinitely, or that it would be desirable in the long run to maintain it?

While so many in the poor countries remain poor, today there are far more middle-class consumers in the world’s emerging market nations than in the West. Their combined purchasing power, sophistication, and confidence are growing by the day. Middle-class educated consumers in Shanghai, Seoul, and Bangalore in Asia, Moscow and Prague in Eastern Europe, Sao Paulo, Buenos Aires, and Mexico City in South America—to name just a few emerging metropolises—are confidently buying more cell phones, refrigerators, televisions, or beer than their middle-class counterparts in the West. U.S. multinationals like General Electric, Procter & Gamble, DuPont, and General Motors soberly expect more than half of their future growth to come from emerging markets. For so many decades, these markets were peripheral to these companies, but they are counting on them over the next decade to keep their shareholders content. Jeff Immelt at GE, a bellwether U.S. conglomerate if ever there was one, has committed his firm to doubling its revenues derived from emerging markets from its current 15 percent ($25 billion) to 30 percent by 2010.5

This sometimes boisterous yet dynamic state of affairs stands in sharp contrast to the anemic growth forecasts by mainstream economists for many products in traditional markets. If current growth trends continue unchanged, China and India will be solidly diversified middle-class economies well before mid-century, much as Korea and Taiwan are today. Could travelers landing at New York’s bedraggled JFK Airport in recent years, flying in from sleek modern airports in Shanghai, Seoul, or Singapore, be forgiven for wondering whether they have just landed in an underdeveloped country or a developed one?

It is the New Economies, Stupid!

Only a decade ago, it was the fervent conviction of many a long-range visionary in the United States and Europe, from former AOL Time Warner chairman Steve Case to Vivendi Universal’s grandiose Jean-Claude Messier, that the world-class companies of the future would exclusively arise from the bright and shining “new economy.” Today, as the reality of the current global dynamic gradually sinks in, it is more likely that many if not most of the world-class firms of the future will come from the “new economies” of Asia, Latin America, and Eastern Europe—perhaps even the Middle East and Africa.

Many of the world-class firms of the future will come from the “new economies” rather than the “new economy.”


China and India: New Mega-Markets Sprout New Multinationals

Before the middle of the twenty-first century, China’s economy alone will be not only the largest in the world (as it was before the Industrial Revolution) but this time around it will not live in splendid isolation but will become the anchor economy of the world—the leading global importer, exporter, as well as trendsetter. China will not only dominate its region but also become an important investor overseas, rather than the largest destination for foreign investment as it is today. With the gap between rich and poor countries fast eroding (even if disparities within countries remain), the industrial nations led by the United States will no longer be the exclusive arbiters of taste, standards, and technology. Just as third-generation mobile telecommunications will flourish in Asia before the United States, new fashions in clothing and retailing will begin to move from East to West rather than the other way round. In China, for the young set, Korean rather than Western cosmetics, clothing styles, video games, and rock bands are now “cool.” Hyundai cars, LG air conditioners, and Samsung refrigerators have become leading brands in China. While the best-selling Chinese cars today are still largely made by multinationals or are copycats, within a decade the Chinese will export well-engineered cars to Europe and the United States.

In India, at the Tata Institute of Fundamental Research in Mumbai, research on “string theory”—the universal theory that proponents suggest can be used to explain black holes and the origin of the universe—is among the most advanced in the world. India is also one of only six nations in the world capable of building and launching satellites. While ancient India was known for knowledge, innovation, and discoveries (including the mapping of planets and the solar system, as well as the invention of the zero), it took nearly ten more centuries for India to enjoy a second Golden Age, marked by internationally recognized software and pharmaceutical industries, which today no longer rely on the crude economics of sheer cost advantage but on intellectual capital to advance globally.

R&D activity in India is increasing rapidly, while improving laws on intellectual property rights offer protection for innovation to excel, particularly in the pharmaceutical industry. Private equity funding is now available in India, angel and seed funding are on the rise, and the government generously supports departments of science and technology as well as funding research at over forty high-tech institutes. In addition to pharmaceuticals and software—currently the leaders of economic growth—aerospace, defense (India’s current president, Dr. A. P. J. Abdul Kalam, is best known as the father of India’s missile program), and automobiles are increasingly driving new innovation and discovery.

A Dragon Unleashed

In May 2005, after flying home to Washington, D.C., from Asia, I opened up The Wall Street Journal to read the announcement that IBM had agreed to sell its iconic PC Division and esteemed ThinkPad brand name to low-cost Chinese computer producer Lenovo. Curiously, the news elicited little more than a mild sense of unease in the business and policy communities, even though IBM was the company that had first mass-marketed a PC twenty-five years before, sparking a personal computer revolution that continues to this day. More attention was paid when—in rapid succession—the Chinese appliance maker Qingdao Haier Ltd., together with two American private equity funds (Blackstone Group and Bain Capital), sent the Maytag Corporation an indication of interest and the Chinese government oil company CNOOC made a bid for Unocal. Now Chinese companies were not only producing goods at low prices and even competing with American firms on their home turf, but they were trying to take over venerable American brand names and resources. Suddenly, what had been viewed as a convenience became seen as a threat. As The Wall Street Journal perceptively noted in July 2005:

Whether successful or not, Haier’s emergence represents an inevitable push by Chinese manufacturers to get hold of well-known Western brand names. Having clawed into the marketplace with ultra-low-cost manufacturing, these companies are acquiring both the sheen and the substance of global players, and they increasingly have financing to realize their global ambitions.


The chorus of questions inevitably raised by Haier’s surprise bid for Maytag—Who was this Chinese appliance manufacturer? What did they want with Maytag? Was the storied Maytag repairman slated to lose his job to a counterpart from Shanghai?—remained remarkably restrained, in part because it was so easy to cast Haier in the role of savior of this faltering icon as opposed to an alien invader seeking to steal a crown jewel from the heartland of America. As Andrew Ross Sorkin pointed out in The New York Times, “Haier was less likely than its earlier suitors to lay off the Maytag repairman, not to mention thousands of his co-workers, so that it could flip the firm to yet another private equity firm.”6 Haier was also more likely to perpetuate “the Maytag brand, its culture and its legacy” than a domestic bidder. Only later, after venerable white goods brand Whirlpool entered the bidding war for Maytag, did Haier reluctantly fold its cards. This was not a sign that the Chinese hunt for brand names and resources was likely to slow down. The Chinese would learn from their mistakes, and polish their game for yet another run at key American companies and brands.

Yet the complacency with which Americans greeted the IBM and Maytag bids was abruptly shattered in late June 2005, when the 70 percent state-owned Chinese oil company CNOOC made a strong bid for the U.S. oil firm Unocal—founded in 1890 as the Union Oil Company of California—in an attempt to top Chevron’s rival $16.4 billion offer. At precisely this point, the supposedly level playing field suddenly seemed (to some) to be tilting too sharply toward Asia. Murmurings and rumblings about “national security” amplified into a howl of protest. Impolitic demands from the Chinese Ministry of Foreign Affairs for Congress to refrain from interfering in a “strictly commercial transaction” only served as a proverbial red flag waved before an onrushing bull.

Political grandstanding, irrational fears, and some undoubtedly valid concerns began to form an incendiary mix. Part of the outrage and protest was prompted by a sense of “how dare they?” based on antiquated twentieth century superpower notions as opposed to twenty-first century realities. When American oil companies were angling for control of Russia’s Yukos as another “strictly commercial transaction,” few concerns were raised on this side of the pond as to how a change in ownership of strategic Russian oil resources would play in Moscow. Lost in the rhetoric was also the fact that little of the oil from Unocal’s wells ever reached American shores, or that the technology of deep water drilling was no longer an American preserve. Most of Unocal’s reserves were, in fact, in Asia, and today the technology of drilling in 3,000 meters of deep water and a further 5–10 kilometers down into the rock is well mastered by Brazil’s Petrobras. The drilling pipes used are as likely to come from the Japanese subsidiary of the Argentinean company Tenaris as from anywhere else. Even after the CNOOC bid was ultimately withdrawn as the political risk of a protracted national security review of the deal threatened to defer it indefinitely, it was no longer possible for Americans, along with others in the former First World, to ignore the issue. More recently, an international firm controlled by the government of Dubai gained control of the venerable British P & O, the largest operator of shipping ports in the world, sparking an artificially stoked outcry from politicians and the public. Many cooler heads viewed this as thinly veiled xenophobia masquerading as post 9/11 anxiety. The upshot was that Dubai Ports World agreed to sell off its American assets, rather than endure the suspicions of Americans regarding its ability to adequately secure vulnerable U.S. ports.

Despite occasional setbacks, takeover bids initiated by emerging multinationals, flush with money from higher commodity prices or eager to get access to technology, brands, or design, have been increasing steadily over the past years. French electronics giant Thomson was purchased by Chinese consumer electronics TCL. Taiwan’s BenQ acquired Siemens Mobile. Turkish appliance maker Beko recently acquired the German brand Grundig. During 2005 alone, emerging multinationals spent a record $42 billion in takeover deals in Europe (more than twice the previous year) and another $14 billion (in ninety-six separate deals) in the United States, well above the $10 billion previous peak in 2000.7 It should be pointed out that this phenomenon is not confined to the United States or Europe. Canadian oil producers are being bought by the Chinese and Brazil’s CVRD made a $17.6 billion takeover bid for Canadian nickel giant Inco, Ltd. Indonesian mining reserves have fallen into Chinese hands. China’s Petrochina as well as India’s Oil and Natural Gas Corporation (ONGC) are drilling in Sudan. Chinese firms are also buying mining and oil drilling rights all over Africa.

Interestingly, the largest buyers of U.S. assets have been Indian as opposed to Chinese companies, but the latter have finally arrived at a point when such transactions represent a logical strategic move and therefore a genuine competitive threat. Despite its huge local market, Chinese appliance maker Haier understands that it needs to be global and is following in the footsteps of Samsung by focusing on developing a global brand. Even as the latest rounds of bids failed, they were undoubtedly the leading edge of a trend. “The Chinese government has been preparing its top 100 to 150 companies to go overseas and expand,” noted Jack J. T. Huang, chairman of the China practice at the large international law firm Jones Day. “The government wants to use [the recent bids] as a testing ground, to see how well the companies stand up to competition.”8

The response on the part of the target societies to the sudden emergence of powerful and competitive firms in the emerging markets can be regarded as remarkably reminiscent of Elisabeth Kubler-Ross’s famed delineation of the sequence of emotional stages people undergo when confronting the prospect of life-threatening changes: First denial, then fear, then anger, then acceptance.

As of 2006, America and Western Europe have not quite arrived at the stage of acceptance of the Emerging Markets Century and the global ambitions of emerging multinationals. We have at last grudgingly accepted that these firms do exist, and that some of them are growing very strong, along with their governments. Yet we still have trouble coming to terms with the twenty-first century reality that the former First World no longer rules the global roost unchallenged. When it comes to emerging multinationals, we still lack knowledge. And where knowledge is lacking, fear, anger, and anxiety will rule.

The Competitive Threat is Only Half the Story

Those who can clearly recall the Cold War may be forgiven for entertaining a sense of déjà vu regarding the emerging threat of emerging multinationals, because the frisson of tension aroused by takeovers from the world’s former basket cases is distinctly reminiscent of earlier anxieties prompted by the launching of Sputnik. After that fateful night in October 1957, fears arose that the Russians were winning the Cold War, or at least the space race. Two decades later, the overwhelming success of Toyota and Sony prompted a similar alarmed battle cry that “The Japanese are winning.” Now, in the early years of the twenty-first century, it is the Chinese and the Indians who are winning. Yet those who speak exclusively of losers and winners clearly regard a global economy as a zero-sum game. What if, instead, the rise of emerging markets and emerging multinationals were to become a win-win for both sides?

Just as Sputnik touched off the creative response of the space program and all the products and technologies it spawned; just as the Paul Revere cry of “The Japanese are winning!” led American companies to adopt TQM (total quality management), Six Sigma, and just-in-time inventory processes, so today’s cry of alarm, “The Chinese, the Indians, the Taiwanese, and the Koreans are winning!” may well induce in the formerly complacent, suddenly anxious nations of the former First World a comparably creative response. There is ample scope for such a response, not based on naïve internationalism or misplaced fatalism but on the well-justified belief that the global economic scene is not a zero-sum game.

Emerging multinationals are no longer interested in being perceived as Korean, Mexican, Taiwanese, or Chinese companies. They aspire to be truly global, to operate globally, think globally, manage globally, and grow globally. This goal is rapidly becoming a reality for many, a reality to which both the emerging multinationals and the rest of us are only gradually beginning to adjust. Many emerging multinationals are already owned by shareholders from all over the world: Samsung is owned 52 percent by international shareholders, CEMEX 71 percent, Hon Hai 57 percent, Infosys 54 percent, and the emerging multinationals as a group about 50 percent. Moreover, emerging multinationals are becoming significant employers in the United States and Europe and attractive prospective employers for business school graduates, designers, and scientists. The Mexican cement producer CEMEX ploys over 30,000 in the United States and Europe, more than it employs in Mexico.

“The Russians are winning!” (1950s and 60s), “The Japanese are winning!” (1970s) and now, “The Chinese and Indians are winning!”


CEMEX’s management meetings are conducted in English, while more than half of the firm’s employees worldwide do not even speak Spanish. Hyundai just opened a plant in Alabama employing 2,000, while its regional suppliers employ an additional 5,500 workers. Haier makes most of its refrigerators for the U.S. market in a plant in North Carolina. Embraer obtains many of the components for the planes it builds from the United States, Japan, France, Spain, and Russia. When I recently asked to interview the CEO of the Indian pharmaceutical company Ranbaxy, I found myself greeted by CEO Brian Tempest, from the UK. Since 1995, Samsung’s Innovative Design Lab (IDS) has served as an in-house school where promising designers can study under experts from one of the top U.S. design schools, the Art Center College of Design in Pasadena.

As a long-time investor in emerging markets, I have seen these companies survive the crises that hit them when, in short order, Mexico and Asia devalued, went into deep recessions, and seemed to get lost on their road to success. I have seen them turn problems into platforms for global success. I have watched the best of them grow in front of my own eyes from small, second-rate producers of cheap goods to well managed, globally competitive, large-

scale, state-of-the-art corporations that are leaders in their industries and top-ranked in their market niches. Many of the next Microsofts, General Electrics, and McDonald’s are more likely to appear in emerging markets than in the United States, Europe, or Japan.

The Emerging Markets Century tells the stories of how twenty-five companies made it to the top of the global heap, and how others in the same industries and countries fell by the wayside. It details what it takes to become a world-class company in an emerging market and what we—and other emerging market companies—can learn from that often harrowing experience. Formulating a creative as opposed to a defensive competitive response to this dramatic and often painful shift of power has become the central economic challenge of our time.









Chapter 2

Against the Odds

The strategies that propelled twenty-five emerging multinationals into world-class corporations




When the Russian composer Piotr Ilyich Tchaikovsky premiered his bold, highly colored Concerto for Violin and Orchestra in D Major (Opus 35) in Vienna in 1881, the most influential Viennese critic of the period wrote disparagingly that “For a while [it] moves soberly, musically, and not without spirit. But soon vulgarity gains the upper hand…. [The] finale transfers us to a brutal and wretched jollity of a Russian holiday. We see plainly the savage vulgar faces, we hear curses, we smell vodka…. Tchaikovsky’s Violin Concerto…stinks to the ear.”1




The most striking aspect of that review is not that a major musical critic could have missed the artistic boat by such a wide margin, but that the writing reeks more of cheap prejudice than Tchaikovsky’s concerto did of cheap vodka. Yet this attitude of reflexive superiority on the part of an Austrian connoisseur to a presumably low-born composer from Russia is not so different from the unconscious biases still harbored by many citizens of the First World when thinking about the companies of today’s developing nations.

The main reason that investing in emerging markets over the past quarter century has been so rewarding is that conventional wisdom based on outdated perceptions proved to be so wildly off the mark. The idea that dozens if not scores of potential global competitors might one day arise out of those markets, and be worthy of respect, emulation, possibly even fear, from established firms in the industrialized lands was widely dismissed as absurd. But in the words of George Soros, successful investing takes advantage of the “gap between perception and reality.”2 Often that gap may simply go by the name “prejudice.”

Supposedly efficient markets continue to undervalue and assign an excessive risk premium to many of the companies portrayed in this book. The path to success of many emerging multinationals is full of examples of the irrational prejudice to which their founders and managers have been routinely subjected. To cite just a few:

 

1. In 1969, assessors for the World Bank advised the South Korean government that their proposed construction of an integrated steel plant in Korea was “a premature proposition lacking economic feasibility.”3 By 2005, the Pohang Iron and Steel Company (POSCO) built by the Korean government with the help of Japanese technical advisors was honored by the editors of Fortune as a “globally most admired company” and named “the most competitive [steel company] in the world” by leading steel industry analysts.


2. In 1988, a procurement manager at Royal Dutch Shell advised the senior technical manager of the Argentinean steel-pipe maker Tenaris to “return to this office when you can do better than copying your competitors.” Today, Tenaris has become the top supplier to Shell in ten countries.


3. In 1992, when the Mexican cement company CEMEX announced its intention to acquire two large Spanish cement companies, its stock promptly plunged 30 percent. Why? International investors, preferred debt repayment and questioned the feasibility of a Mexican company taking over a Spanish one. As CEMEX CEO Lorenzo Zambrano dryly observed, “They said a Mexican company couldn’t manage in Europe.” Today, CEMEX is not only one of the largest producers of cement in Europe, but leads in the United States as well.


4. In 1984, when Morris Chang, founder of the Taiwan Semiconductor Manufacturing Company (TSMC), approached Intel founder Gordon Moore (legendary for “Moore’s law”) with his notion of constructing a capital intensive pure foundry that would manufacture silicon chips under contract in sharp contrast to the tradition of electronics firms manufacturing them in-house, Moore airily dismissed the proposition as “a bum idea.” Today, that bum idea has grown into the largest dedicated semiconductor foundry in the world, the market leader in an industry that in 2005 racked up over $27 billion in revenues, according to the trade association FSA.


 


In future chapters we will encounter multiple examples of these failings on the part of Western analysts to properly account for these brash new entrants. To overcome the prejudice displayed by so many experts and market participants, only palpable pride could have motivated many of these companies to attempt their Herculean climbs to the top. Whether it be the triumph of Samsung Electronics or Hyundai Motors in Korea, Tenaris in Argentina, TSMC, Hon Hai, or High Tech Computer in Taiwan, or Infosys in India, in virtually every corner of our world pride has spurred workers and managers on to prevail against often daunting adversity, including prejudice. Again and again during my visits to these companies, I have seen, heard, and felt the sheer psychological force of their deep pride in taking on the best in the world in their ceaseless determination to become tops in their field.




To overcome the prejudice displayed by so many experts and market participants only palpable pride could have motivated so many of these companies to attempt their Herculean climbs to the top.




These firms might never have achieved world-class success in the absence of the adversity, obstacles, and prejudice that they encountered along the way. A comprehensive review of these companies’ often stellar performance over the past two decades reveals one common theme: they are survivors who have thrived through unconventional thinking. What in hindsight is often termed “strategy” could more accurately be described as creative adaptation, a series of decisive, often daring and imaginative adjustments to adverse market conditions, strategic mistakes, or setbacks. Prominent among these have been a number of severe financial crises that have buffeted these firms and their managers like “gales of creative destruction,” including currency devaluations and nearly total economic collapses. From the ashes of these crises have emerged formidable firms whose attitudes have been fundamentally shaped by the narrow survival of these Darwinian struggles.


Talk About a Revolution

As I was preparing for my annual presentation to our clients a few years ago, I asked my special assistant Nowshad Rizwanullah, a young Yale graduate from Bangladesh who went on to work for the Indian emerging multinational Mahindra & Mahindra, to research data on the aging and rejuvenation of companies in emerging markets. For some time, I had suspected that companies had appeared and disappeared more rapidly in emerging markets than most people realized. That year, I wanted to shift the focus of my presentation from a narrow discussion of what had occurred over the past year to the broader picture of how companies from emerging markets had progressed and evolved (or, in some cases, fallen ignominiously by the wayside) since we launched our firm fifteen years before. Among our more startling findings:



	Just ten years ago, there were no companies in emerging markets that could be considered world class. Today, emerging markets companies are among the leaders in twenty-five global industries.

	In 1988, when we launched our first fund, there were just twenty companies in emerging markets with sales over $1 billion. Many were banks and commodities producers, an overwhelming majority of which were based in Taiwan. By 2005, there were at least thirty-eight companies with sales over $10 billion and 270 with sales over $1 billion, all survivors of a shakeout quite unlike any seen in the West for decades, if not centuries.

	In fifteen years, a startling 80 percent of the companies that had dominated the index for emerging markets had disappeared from the top 100 list.4




Interestingly, twelve (or about half) of my list of twenty-five world-class companies were among those twenty survivors. This was not just Darwinian survival in practice: it reflected the tremendous dynamism of these new markets with eighty new names.

What, to cite just one example, was Hua Nan Bank? Back in 1990, it was the third largest company in emerging markets, but practically nobody recalls it today. Then again, who would have believed back in 1990 that the Soviet energy company Gazprom would be capable of literally sending a chill down the spine of Western Europe by briefly turning off the gas taps to the Ukraine, or that by 2005 it would become the largest emerging market company in the world by market capitalization?

In the early 1990s, while attending a conference in Buenos Aires, I nervously ventured the dire prediction that the names of most of the blue chips on the Argentinean stock exchange would no longer exist (through failure, merger, or acquisition) within a decade. My audience of leading Argentinean executives was shocked. Ten years later, I was proven dismally correct. We now know that an overvalued exchange rate typically leads to perilous overborrowing in seemingly cheap foreign currencies, and that it is well nigh impossible in a world lacking protective barriers for any one company to be simultaneously competitive in oil and gas, construction, and numerous other activities.

Argentina was neither alone nor radically different from other emerging markets. By making annual visits to so many companies, I soon came to realize that the universe of emerging market firms was likely to constantly transform over time. Not only would crises and globalization inevitably take their toll, but government policies and other macroeconomic events would contribute to the awesome constructive and destructive power of these economies with new markets opening up, state-run companies being privatized, and new industries being born. The market capitalization table shows that none of the top ten companies in 1990 and 2005 remained the same. Fifteen years later, the top ten firms were all at least ten times larger than their predecessors. Of the twenty-five largest emerging market companies in 1990, only three firms made the Top Twenty-Five list again in 2005, all three from Korea (Samsung, then #20, Kepco, and POSCO). This was more than just change; this was a revolution.

Top Ten Companies in Market Capitalization
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Not only companies but whole countries and industries are new to the list of industry leaders. Banks, securities and cement companies in Korea and Taiwan, steel and glass companies in Mexico, car and gambling companies in Malaysia were among the leading players that lost their dominance over the past fifteen years, giving up their places in the sun to oil and gas, technology, mobile telecommunications, and resources. Today, firms in the BRICs (Brazil, Russia, India, and China) dominate the top ten instead of Taiwan, Malaysia, and Korea. While Korea and Taiwan remain important, technology companies have replaced many then-dominant financials and utilities on the 1990 list.

In retrospect, these results should not be so surprising. When our firm Emerging Markets Management started to invest in 1988, China, Russia, and Eastern Europe were still tucked away behind their impenetrable “iron curtain” while energy, telephone, and power companies—not to speak of roads and trains—remained in the seemingly permanent grasp of government hands virtually everywhere. Argentinean companies were being crushed by untenable rates of inflation. The South Korean market was dominated by a few local conglomerates (chaebols) which specialized in excluding foreign competitors and stymieing the emergence of smaller fry in the domestic sphere.

Most emerging markets companies were small, made second-rate products, were protected from competition, or—if they were bigger—were trying to do too many things at once. In Asia, more often than not, firms’ balance sheets were wildly overburdened with debt. In Latin America, interest rates tended to be so daunting that even the finest firms were unable to attract financing at anything close to reasonable cost. As an active investor in emerging markets, I could not help but be attuned to the dramatic changes in our investment universe that occurred over the next decade and a half. To highlight just a few of the most transformative macroeconomic forces:


	The elimination of hyperinflation in Brazil and Argentina entailed privatizing many economic sectors, from telecommunications to electricity distribution; even water and roads that were traditionally held in state hands became publicly held companies, subject to the discipline of market forces.

	A rapid shift from centrally planned, Communist economies to market orientation in Russia, Eastern Europe, and China not only added major countries and many privatized companies to the list of emerging markets (and oligarchs to the list of the world’s billionaires) but opened up many new arenas for local entrepreneurship and foreign investment.

	The Mexican, Asian, and Russian crises forced countries to get their macroeconomic house in order. Gone are the huge budget and current account deficits, inflation and interest rates are way down, and emerging markets now own most of the world’s foreign exchange reserves, led by China, Taiwan, and Korea. The whole macroeconomic picture is completely different and much more stable today.

	Over the past decade, key developing countries like China and India yearned to become members of the World Trade Organization (WTO). But in order to qualify for membership in that exclusive club, nations had to be willing to slash import tariffs and eliminate protective quotas. Soon, noxious licensing requirements and cumbersome local monopolies came under general attack, although of course many have survived the assault. Along with those other vestiges of a vanishing era, the cozy feeling that being part of the local industrial club would keep competitors out was consigned to the “trash heap of history.”

	
Outsourcing was an unknown concept in 1990 but has become an important driving force by exposing many companies to demanding customers and high standards. Before not very long, products manufactured for local consumption also dramatically improved.



Undergoing such sweeping change has been neither automatic nor easy. In many cases, the intellectual and policy lights went on only after countries and companies suffered through devastating crises which are nearly too numerous to enumerate. A complete collapse of the banking system in 1982 forced Chile to change course following the ill-advised introduction by that nation’s military junta of a fixed-exchange rate. A precipitous drop in India’s foreign exchange reserves to near-bankruptcy levels in 1991 led to long-overdue structural reforms. Argentina and Brazil could only battle hyperinflation and economic stagnation in the early 1990s by privatizing significant swathes of their economy. The 1994 Tequila Crisis in Mexico forced companies to either reform their old practices or wither away under the onslaught of heightened competition. The 1997 Asian financial crisis persuaded Korean, Thai, and Indonesian companies of the need to de-leverage their bloated balance sheets and deprived them of their belief that they could do everything well. In Russia, the 1998 collapse of the bond market made the newly minted oligarchs finally feel vulnerable, and grudgingly willing to adjust their farflung and often flabby operations to market realities.

In a World Without Borders,

Only Global Competitiveness is Good Enough

With all of these disparate developments in progress, only those companies that aspire to be competitive globally can hope to attain a sustainable competitive advantage. This has become not just a desirable option but a necessity. To be globally successful, companies need to be fiercely determined to be the best within their industry, not just as measured against local competitors but against the best the world has to offer. Those firms that turn out not to possess the right globe-straddling stuff will simply fail to survive. Personally, I find it ironic that the same global investors eager to apply this iron law of survival for companies in the major market economies often mentally excluded emerging markets companies from this seemingly immutable rule. Given the legacy of past protection, many investors—even some corporate managers—firmly believed that companies in emerging markets could slide by on their merits just as long as they remained competitive in their domestic markets. They had not learned the most critical lesson of globalization: stern market forces, by definition, enjoy and suffer no borders.

As my colleagues and I continued to crunch the data and ruminate on their implications, what I found most intriguing was that some emerging market winners had become as large and profitable as their counterparts in the United States, Europe, and Japan. On top of that once unimaginable feat, they had become as operationally efficient, conducted as much R&D, earned as many patents, and conceived of equally innovative designs as their First World counterparts. The best of the best worldwide were now in a class by themselves, not just in scale but in quality. Two simple tables illustrate this profound evolution from domestic to global competition. The table below depicts a straightforward comparison of the earnings among global companies. Clearly, the leading emerging market companies are no longer small, while their earnings approach—and at times even exceed—those of better-known names in developed markets. In addition, their revenues and profits have tended to grow at a rate significantly higher than their First World peers.

Earnings in Million US$

[image: 36-1][image: 36-1]The table below concisely illustrates the forward and upward thrust toward the top ranking in global market share among a select group of emerging multinationals. Today, a significant number of emerging multinationals have attained the #1 global market share in their respective industries, which are no longer limited to a narrow slice of resource-based, low-tech activities. In fact, world-class emerging multinationals now maintain dominant market positions in some of the world’s fastest growing markets. For example, Samsung (followed by Hynix, another Korean company) is the global market leader in flash memory cards used in popular iPods, cameras, and mobile phones. This market skyrocketed from $370 million in 2000 to $13 billion in 2006, according to estimates by the trade group World Semiconductor Trade Statistics.

Emerging Multinationals with #1 Global Market Share
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Big is Not the Same as World Class

Each year Fortune draws up a list of the world’s largest corporations ranked by revenues. Among the fifty-eight largest emerging market companies that made the Fortune Global 500 list in 2006,5 each boasted in excess of $12 billion in sales. But I have included only six of these firms among the twenty-five world-class industry leaders in this book. Many emerging Fortune 500 companies are government-owned companies, often in the energy industry, that have attained global scale but are not yet world class in industry leadership, efficiency, market share, global orientation, or technology. The six on the Fortune 500 list that also made my list of twenty-five world-class contenders are: Samsung Electronics, Hyundai Motors, POSCO in Korea, Petrobas in Brazil, Hon Hai in Taiwan, and Reliance Industries in India.

The industry leaders in emerging markets are well represented among the largest publicly traded companies in emerging markets whose shares can be purchased by international investors. Of the twenty-five world-class emerging multinationals, eleven enjoyed sales of over $10 billion in 20056 and only one (Concha y Toro) had less than $1 billion in sales. Thirteen had at least $1 billion in net earnings.7 Their market capitalization ranged from over $100 billion (Samsung Electronics) to $3 billion (Ranbaxy) and $1 billion (Concha y Toro).

The growth in emerging markets has been nothing short of astounding. In 1981, the total value of all stocks listed on emerging markets stock exchanges was $80 billion. That was less than the market capitalization of the largest emerging market firm,8 Samsung Electronics, in 2005. Over the past quarter century the total market capitalization of emerging markets as a group has risen to over $5 trillion.9 In 1981, portfolio investors had invested less than a few hundred million in emerging markets firms. Today, record annual portfolio investment flows of over $60 billion10 constitute the leading edge of a trend.

As a value investor, I am intrigued by the prospect of analyzing why certain companies turn out to be attractive long-term investments while others, which at one time may have seemed promising, never really pan out. Why do some companies—even in the same country or the same industry—become successful while others fail? Understanding the traits that these successful companies have in common will aid us in determining which firms will be in the ascendant among the next generation of successful companies and investments.

Methodology for Picking

World-Class Companies

Relying not only on my own research and many years of company visits but also on judgments by industry peers, other leading executives in emerging markets, and broker analysts, I began by analyzing which companies stood out in their various industries in terms of size, long-term growth, and industry reputation. I followed up on this raw data by interviewing many CEOs, CFOs, COOs, and other senior managers. Later, I further narrowed down the group in a more systematic and rigorous fashion by screening them for the five criteria specified below to pick the companies that were not merely big or well-known but had earned truly world-class credentials.


	a leader in its industry globally

	global presence in exports and, often, production

	top-three market share in enough countries to be a global player

	globally competitive not just in price but in quality, technology, and design

	benchmarks itself against the biggest and best in the world



A Succession of Steps to World-Class Status

In my discussions with the CEOs and in my related research, I found that not one single step but a succession of steps prompted emerging multinationals to make the lion’s leap into the world-class category. The process of learning typically began with adopting unconventional thinking and moving beyond the comfort of infant industry protection to surviving brutal (even life-threatening) crises that led to greater focus and the need to de-leverage the company’s balance sheet. Bold management decisions frequently made the difference between wallowing in mediocrity and attaining the high honor of world class. An intuitive understanding of the need for quality, design, and technology helped companies like Samsung, Embraer, Hyundai, Infosys, and High Tech Computer: Instead of shying away from high-tech, high-stakes arenas they eagerly embrace them, despite the higher risks. Finally, either building or buying a brand has become the capstone for consumer-driven companies to establish themselves on the global scene.

The Power of Unconventional Thinking

Emerging multinationals did not enter the world-class club by just following textbook practices and solutions. Unconventional thinking challenged (and even leapfrogged) well-established industry practices as a success driver for nearly every one of these companies. More than half of the twenty-five emerging multinationals created a quiet (or sometimes noisy) revolution in their own industries, by introducing innovations that were often widely ridiculed as simply not feasible at their inception. As new entrants, these firms frequently had little choice when attempting to gain market share from deeply entrenched incumbents but to attempt audacious solutions.

Surprisingly, a strong-willed government official was sometimes responsible for pushing through a new idea by selling it to entrepreneurs who in turn would sell it to backers and customers. In Taiwan, a far-seeing government minister (Mr. K. T. Li), determined to move the island beyond making televisions and other low-tech electronic products, persuaded Morris Chang after a lifetime of experience in Silicon Valley to launch a semiconductor plant lacking its own, in-house clients. What was once a gleam in the eye of that government minister became—under the guidance of entrepreneur Chang—TSMC, the largest independent pure foundry silicon-wafer fabricator in the world.

A young Norwegian who had fought in the forests during the Resistance in World War II and had been admitted to the Harvard Business School without ever going to college, landed in Brazil in the early 1950s. Erling Lorentzen became convinced that he could produce better and cheaper fibrous pulp from fast-growing eucalyptus trees than from the slower-growing Scandinavian pines of his home country. Just as the Korean government ignored the advice of the World Bank that constructing a steel mill lacking proximate reserves of iron ore, coal, or experience was insane, Lorentzen was not in the slightest bit discouraged when the World Bank’s private sector arm IFC beseeched him to forget about making pulp from Brazilian eucalyptus, because the idea would never work.

How Life-Threatening Crises Forced Companies to Adapt and Reform

In some cases, it took a life-threatening crisis to shake up companies with sufficient force to oblige them to transform themselves—or die. The Mexican crisis sparked new ways of doing business all over Latin America. Faced with plummeting demand and a lack of credit, companies needed not only to cut staff and idle factories but to rethink their entire business model. As Paolo Rocca, the CEO of Tenaris in Argentina, succinctly put it: “Only companies that were able to adapt to the crisis survived.” When Rocca’s major client, Mexico’s national oil company Pemex, suddenly stopped all purchases of drilling pipes, Tenaris’s Mexican subsidiary TAMSA used superior information technology to help Pemex forget its inventory woes and began to deliver pipes only when needed—a capable and impressive twist on by-then-fashionable Japanese-style “just-in-time delivery.” Similarly, the Asian financial crisis acted like a tsunami in swallowing up many uncompetitive companies but left standing those that had already begun to change. Samsung’s CEO Jong Yong Yun candidly admitted to me that “the Asian crisis made it clear to everyone that we had no choice but to change.”

From Survival to Global Leadership

While surviving a crisis certainly concentrates the mind, a major setback does not automatically translate into a rousing success story. In Korea, the largest conglomerate, Daewoo, virtually vanished from the map while the smaller Samsung and Hyundai groups seized the opportunity to radically restructure and focus their ambitions and build major global brands. In Mexico, in the wake of the 1994 Tequila Crisis, large Monterrey-based companies such as the leading conglomerate Alfa, chemical producer Cydsa, and glass manufacturer Vitro never fully recovered or were unable to adjust to the resulting more open economy. In contrast, Mexican entrepreneur Carlos Slim Helu built a massive empire out of privatized companies (including Telmex), starting out before the crisis and only gaining strength from having survived the slowdown. In the process, he became the world’s third richest man, according to Forbes magazine.

The difference between “world class” and “also ran” was frequently the product of management’s willingness to take ambitious but disciplined gambles aimed at moving the firms into new business areas that demanded a combination of super-high quality and a willingness to jettison second-rate product lines. These entrepreneurs were not afraid of first-class technology and innovative design. Samsung in Korea set its sights on becoming the world’s largest, most efficient and technologically advanced maker of memory chips in the world. It later entered the brand-new world of mobile phones with its own technology. Hyundai Motor’s chairman Mong Koo Chung made the bold claim that “the only way to survive is to raise our quality to Toyota’s level” when its American sales were still reeling from scraping rock bottom in the J.D. Power quality surveys. Yet another now independent part of the Hyundai Group evolved into the world’s largest shipyard. All three companies were major but not dominant players in their domestic market before the Asian crisis. After the crisis, both emerged as world leaders in their respective categories, once their less adaptive domestic competitors bit the dust. As exporters, they were at first viewed as producers of cheap and respectable low-quality products. But in the wake of the crisis, they emerged as top-notch respected brands after overhauling their product lines and relentlessly focusing on quality.

The Twenty-Five World-Class

Emerging Multinationals

More than half of the companies of world-class status operate in capital intensive or technology-oriented industries requiring high rates of spending on research and development to remain competitive. Most but not all of these high-tech and financially sophisticated firms are located in emerging Asia. My list includes fourteen high-tech or capital-intensive companies among the Top Twenty-five.
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Five others are basic commodity producers, of which just two are truly resource-based: iron ore for CVRD and eucalyptus trees for Aracruz. The other three are increasingly sophisticated producers of cement, petrochemicals, and energy but their resources are abundant and each has had to develop its own special edge—both technological and logistical—in order to remain globally competitive.
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The remaining six emerging multinationals are consumer firms and service companies, producing a wide range of products from shoes to refrigerators, beer, and wine, and providing telephone service (both mobile and land-line) and media and entertainment.
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Country of Origin of Emerging Multinationals
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Still a Long Way to Go in Some Industries

My list of world-class global competitors does not include members of such labor-intensive industries as textiles, toys, food, and retail. Finance and banking are also conspicuously absent. While there are indeed plenty of good-sized textile and food companies in emerging markets, most have yet to graduate into global superstars. The textile and toy industries remain so deeply fragmented that even fierce competition has not given any single company, or even handful of firms, a chance to rise above the fray. In food and retail, some companies (including the chicken and meat processor Sadia in Brazil and the retail chain Shinsegae in Korea) have been able to build local brands or even gain a significant level of exports, yet still lack the sophistication and global scope of Nestle, Unilever, Carrefour, or WalMart.

In banking, the Hong Kong and Shanghai Bank (HSBC) originated in China but expanded much later on a worldwide basis away from its traditional Asian roots. HSBC, for example, acquired control of the Marine Midland Bank in the United States, and in the wake of the 1997 handover of Hong Kong to China, relocated its world headquarters to London. The Indian mortgage and real estate lender Housing Development Finance Corporation (HDFC), along with the HDFC Bank and ICICI Bank, all qualify as innovative financial institutions of sizable scope, which to their credit have shaken up the sleepy, clubby, state-dominated banking sector in India. Yet none has taken the necessary steps out of their local markets onto the global stage that would justify inclusion in a selective list of world-class players. Hyperinflation combined with the resulting stratospheric interest rates made Brazilian banks like Banco Itau highly efficient and respondent to external stimuli. Nevertheless, no bank originating in emerging markets has succeeded in establishing a global presence or leading its industry in innovation.

Surprises and Myths

The resulting carefully culled list of twenty-five world-class emerging multinationals may shatter some comfortable myths and contain more than a few surprises. The following observations are apparent from the mass of data and thematic conversations with principals:


	Only a handful of emerging multinationals rely on natural resources or cheap labor as a major competitive edge.

	Many have held their own—or even leapfrogged previous industry leaders—in highly capital-intensive or high-tech industries.

	The competitive edge of these companies typically includes “man-made” factors (driven by management) rather than merely “natural” factors.

	World-class companies can be found not just in emerging Asia (14) but also in Latin America (10) and in South Africa (1). They are still missing in Russia and Eastern Europe.

	While some of the leading Russian and Chinese energy and telephone companies are global in size, they are not yet world class in either market share, efficiency, or technology.



It is widely but erroneously believed that emerging multinationals typically rely on cheap labor to form a critical facet of their competitive advantage. Even if that was true early in their history, that is rarely the case today. The same holds true of another emerging markets environmental factor: being sheltered by government policies of infant-industry protection. Although many (but not all) firms were at one time heavily government subsidized, promoted, or protected, few would have become successful on a global scale if they had failed to wean themselves of this clumsy shield or had not tested themselves in the demanding arena of export markets. None of the world-class companies on my list currently benefits from government protection in any significant way. Nor do natural resources score high on the list of key success factors for the top twenty-five.

Unconventional thinking, an ability to adapt to life-threatening crises, a global mind-set, and disciplined ambition are crucial ingredients for virtually all companies that succeed in attaining world-class status.


Key Success Factors
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Source: Interviews and research by author


This makes the primary success drivers different from general perception. “Manmade” factors turn out to be more important than natural resources or the advantage of low-cost labor in determining whether a firm wins or loses over the long haul. It turns out that unconventional thinking, an ability to adapt to life-threatening crises, a global mind-set, and disciplined ambition are crucial ingredients for virtually all companies that succeed in attaining world-class status.

A Global Mind-Set: Breaking out of the Infant Industry Protection Shell

An early and strong export orientation emerged as the major success factor for a whopping twenty-one out of the twenty-five world-class companies. Even firms like Sasol, Reliance, Petrobras, and Telmex, which for a long time catered to domestic customers, learned that lesson eventually. Such international contacts helped some companies to find companies in the United States and Europe that were ready to outsource some of their production.

Most companies found that exporting was not easy and, in fact, many overseas ventures did not work out in the first foray. Hyundai’s first entry in the American car market, to cite just one prominent example, ended in disaster, with a long list of customer complaints about poor car quality followed by the ultimate humiliation of becoming the butt of Jay Leno’s late night talk show. The major international oil companies were reluctant to buy Tenaris’s drilling pipes at first, until Tenaris vastly enhanced its quality and service. Infosys spent nearly a decade wooing American customers before the first companies were willing to outsource some of their IT services. Before long, though, a trickle became a flood.

Getting a lucky break can be crucial. For Samsung Electronics, an anti-dumping suit against Japanese semiconductor producers gave it its first inroad into the U.S. market. For Infosys, the widespread fear of a millennium software bug brought it new business. For CEMEX, yet another anti-dumping suit drove it to go on an acquisition spree in Europe and Asia, ultimately leading it to buy the company that launched the dumping suit against it. Today, CEMEX and its U.S. subsidiaries are the largest producers of concrete products in the United States. In the end, however, taking clever advantage of opportunities spurned by others is often of greater importance than luck. A different way to say the same thing might be that great companies, like great people, have a way of creating their own luck.

Obsession with Execution and Quality

A far more critical ingredient for sustainable success than the vision and strategy so beloved by management and investment books is a relentless and even obsessive focus and drive to achieve superior execution and quality. This drive must come straight from the top, but only succeeds if it becomes deeply ingrained in the corporate culture. At all levels, managers and employees in successful companies not only shout service, execution, and quality (sometimes literally) as their mantra but, more importantly, take a palpable pride in making products that are regarded as world-class by substantial groups of objective observers.

Samsung chairman Kun Hee Lee went as far as to declare that “product defects are cancers that must be completely eradicated.” This is the pride that counters the prejudice. Nearly every manufacturing company in our survey seemed to have a similar story about poor products literally getting smashed or burned on the assembly line, to serve as near-biblical reminders that there are dire consequences attached to shoddy or careless work.

An emphasis on technology and design tends to go hand-in-hand with execution and quality. Most emerging multinationals recognize that the era of “reverse engineering” and other forms of blatant imitation (if not piracy) are coming to an end. They are enormously eager to have their own R&D, develop their own engines, conceive their own designs, and—in short—transform themselves from imitators into innovators.

Of course, such a relentless focus on execution, quality, technology, and design is not unique to emerging markets. It is common to just about every successful company everywhere. What is surprising is how early and fast emerging multinationals have learned this crucial lesson and have learned to apply it in new ways. Sometimes we tend to forget that sloppy execution and second-rate quality were the general rule among many emerging markets companies as recently as ten to fifteen years ago. Just as “Made in Japan” was a term once widely associated with cheap shoddy goods. “Made in China” or “India” still carries a stigma today, but not for long. Korea shed that stigma with astonishing rapidity in just a few years.

Leapfrog Competitors by Inventing a Unique New, Logistics-Based Organizational Model

A critical discovery for smart entrepreneurs in emerging markets has been that producing low-cost products may be a good short-term shot in the arm, but does not provide a sustainable competitive advantage. As soon as a company succeeds at something, hundreds of new imitative competitors will jump into the fray, impose new efficiencies on a replicable product or process, and force profits to rapidly disappear. Something extra is needed to maintain attractive profit margins. This “extra something” typically has little to do with cost, scale, efficiency, or flexibility—although all are important. The crucial difference often has to do with logistics, as in helping a client solve a problem in managing the supply chain rather than with the production process itself. For example:


	Terry Gou, CEO of the consumer electronics firm Hon Hai in Taiwan, makes everything from Sony PlayStations to entire modules of components found inside Dell computers or Nokia handsets. When Dell introduced its direct distribution model, Gou immediately foresaw that a one-stop shopping model would soon be needed and that the future would be in joint design.

	CEMEX combined its early focus on information technology with the example of Domino Pizza’s quick delivery policy to deliver ready mix to construction projects within half an hour.

	Argentina’s Tenaris introduced “just in time” inventory management at the wellhead for global oil companies as far away as Nigeria well before its competitors because “we are completely in tune with an interconnected world,” according to CEO Paolo Rocca. These types of innovations turned out to make the difference not only in establishing good client relations but in maintaining a sustainable advantage against global competitors.



Such “man-made” as opposed to natural competitive advantages have been critical to the success of world-class companies such as Embraer, Tenaris, and CEMEX, all of which have employed the power of advanced information technology to create a sophisticated—even unique—organizational model that has helped them leapfrog over their slower competitors in serving clients. These firms frequently found a way to dispense with a legacy of old habits, ossified ways of doing things, outmoded management concepts, and outdated plants to create new business practices that combine the immediacy of the Internet with the intimacy of family business.

Strategies: from “Tried and True”

to “Emerging Markets Twist”

Successful companies everywhere know the tried-and-true textbook policies and disciplines. These are Corporate Strategy 101:


	Focus on core activities, outsource noncore activities

	Become a market leader in major economies

	Keep costs low and product quality high

	Service customers well

	Invest in R&D

	Hire the best and brightest and keep them motivated

	Build a strong brand

	Motivate employees through options and other incentives



Like great companies everywhere, emerging multinationals first followed these textbook rules, but then learned to move conceptually beyond them. Not only are they better at operating in other emerging markets—with their poorly developed distribution channels, much needed courting of government officials, erratic regulation, and constant pirating—but as newcomers in global markets, they have learned that in a world replete with well-established brand names, they need to offer a special angle to differentiate themselves. To prevail against stiff and often intense competition, they learned to improve on the textbook “best practices” and develop new and/or unique business models and different strategies with a special “emerging markets twist.”


Emerging Market Twist #1:

“Unbundle” an industry by taking advantage of “legacy thinking” to create opportunities for newcomers.



Mines must be kept close to steel plants. Paper plants must be located near forests. IT services must be kept in-house to provide quick help. Fabrication of computer chips must be set up adjacent to the final product. All of these were immutable industry principles for decades before the world changed. Huge ships made it possible to ship commodities cheaply. Computers transformed inventory management. Virtually cost-free Internet communications rendered the question irrelevant of whether a programmer was sitting in the next cubicle or the next continent. Eager newcomers spotted these opportunities faster than well-established companies, whose legacy thinking had created old habits they found hard to shake.

In Korea, POSCO dared to build a huge steel mill without having any raw materials—iron ore or coke—nearby. Taiwan’s TSMC built its semiconductor plant as an “independent fab” without ensuring a captive market of customers, bucking the trend of industry leaders like IBM and Intel. Aracruz in Brazil ignored the standard industry practice of its Scandinavian, Canadian, and American competitors, which supplied pulp to their own paper mills. Instead, it made a name for itself by servicing clients unable to produce enough pulp to supply their own mills or (in the case of tissue producers) required a different kind of pulp tailored to meet their special needs. Aracruz vertically dis-integrated by producing pulp on a massive scale for a global market and shipping pulp halfway around the world, even if that meant disregarding conventional wisdom, which stated that keeping costs low demanded shipping pulp only to customers within a region. All of these companies became successful by unbundling (or as some would say, “disaggregating”) their industry.


Emerging Market Twist #2:

Vertically integrate the supply chain by building on related expertise.



Focusing on core activities (Corporate Strategy 101 lesson #1) works well when there is a network of reliable suppliers nearby able to pick up the other pieces. Lacking such a proximate network, the consumer electronics firm Hon Hai in Taiwan (which prospered by manufacturing components under contract) decided to vertically integrate: it first discovered that it could use its molding expertise for more than a few components, then that it had an edge in combining its mechanical and electrical engineering talents to produce even larger modules for computers and mobile handsets. Finally, having absorbed the lesson that its clients like Dell, HP, Sony, and Nokia increasingly preferred one-stop shopping, Hon Hai moved into producing entire component sets for better-known names, while hiding its own contributions from consumers’ eyes under a modest veil stitched together from bigger brands.

Emerging Market Twist #3: Be a chameleon


The “gun that won the West,” the Winchester rifle produced in New Haven and made popular by Teddy Roosevelt and John Wayne, is a classic example of a great innovation that became an outdated technology. Its factories at one time employed 19,000 but that fell to 200 before the company finally closed.11 Similar lessons have not been lost on Samsung or, for that matter, virtually every technology company in Taiwan, Korea, and China. While the Asian financial crisis taught them the hard lesson that it is impossible to be good at everything, to simply narrowly focus on core activities does not make a winning strategy either.

Instead, many Asian companies follow a deliberate chameleon strategy, taking care to move incrementally up the value chain until they reach the stratosphere of high-end branded product. Take Samsung Electronics, for example, which relentlessly moved from toasters and televisions to semiconductors, handsets, and flat screens. While all companies adapt to survive (or die if they don’t), East Asian companies have a history of being quicker on their feet than virtually any others around the world.


Emerging Market Twist #4:

Turn the outsourcing model upside down.



Instead of producing parts for other plane manufacturers in the United States and Europe, and becoming an outsourcing service and product provider for bigger clients, Embraer of Brazil insisted upon remaining in the driver’s seat by designing two generations of sophisticated small jets from scratch. In effect, Embraer turned the outsourcing model upside down by becoming the outsourcer as opposed to the outsourcee. By enlisting sophisticated U.S., European, Russian, and Japanese companies as its subcontractors—or “production partners”—Embraer produces top-quality regional jets that have been market best sellers while competitors like Fairchild-Dornier and Fokker went bankrupt and Canada’s Bombardier has had a tough time keeping up.


Emerging Market Twist #5:

Follow a South-South strategy.



Once upon a time, if you wanted to make it big in the world, you had to first make it big in the United States and Western Europe. But today, and increasingly in the future, if you want to make it big, you will need to make it big in China and, to a lesser degree, in India. China is well on the road to becoming the world’s anchor economy in the twenty-first century, just as the United States was in the twentieth. Emerging multinationals grasp these trends far more acutely than many of their First World counterparts and competitors. They understand where their long-term future lies: often closer to home than ever before. As formerly peripheral economies become the world’s rising economic powers, the primary markets will no longer be limited to just the affluent Western economies. Their own experience with volatile, poorly regulated markets lacking sophisticated distribution networks helps them to adapt quickly and has taught them how to seduce and cajole often resistant (and even corrupt) government officials.

Plane builder Embraer sells its regional jets in Saudi Arabia, India, and China knowing that it has an edge in these countries because none of them wants to be dependent exclusively on U.S. suppliers. Pharmaceutical company Ranbaxy developed a “BRICs” strategy to expand its generics sales in Brazil and Russia where it has a better chance to become a market leader even if its current sales in the United States are still much higher. Hyundai Motor recently upped the ante in the United States by constructing a billion-dollar factory in Alabama but has also built equally large new plants in China and India, where it reasonably aspires to vault into a top-three market position. While it does not have similar hopes for the United States and Europe, it does aim to build its global reputation in those markets. Samsung has turned itself into a premium brand in China, well ahead of local and even international brands. In developed markets, Samsung is content to be recognized among the leading brands; it does not need to become Number One.

Mexico’s Televisa uses the emerging markets wavelength as a competitive edge in exporting its telenovelas to over one hundred countries. Televisa is so finely attuned to Hispanic culture and language that its soap operas (telenovelas) often attract higher audiences than major network stations in the United States. Its television series focused on upwardly mobile heroines also appeal to many impoverished households.


Emerging Markets Twist #6:

Solve the zip code problem by going global.



As Roger Agnelli, the CEO of CVRD in Brazil, put it to me: “Brazilian companies suffer from being in the wrong zip code. Even though we sell globally, we pay more for finance. It took us a long time to convince the rating agencies.” The fact is that having the wrong zip code can prove a massive obstacle to achieving true world-class status, particularly for companies in countries like Mexico, Brazil, and Argentina that have suffered from debt problems in the past. Difficulties in obtaining project finance and lines of credit can be as great a handicap as overcoming amateurish management, chronic nepotism, or less-than-optimal corporate governance.

One way to solve the problem is not only to operate but also to borrow in the mature markets of the United States, Western Europe, and other economic centers. CEMEX in Mexico took over leading Spanish cement companies in part to raise funds and borrow as a “Spanish” company. Tenaris in Argentina has European members of its group that can borrow on European terms. Both succeeded in changing their zip code.

New world-class companies are becoming employers of significance in industrial nations, driven by their global marketing efforts, their eagerness to work closely with their most demanding clients, and their search for the most up-to-date technology and design



Emerging Market Twist #7:

Use a veil of anonymity by aspiring to be the largest company no one has ever heard of.



Samsung, Hyundai, and Grupo Modelo’s Corona are all examples of emerging markets global brands. Other emerging multinationals, not quite so patient, including Lenovo with IBM ThinkPad and Haier with Maytag, have endeavored to buy brands on the open market by taking slow-growing businesses off their First World owners’ often eager hands. Other even more obscure companies have methodically built a global presence behind a veil of anonymity. Hon Hai of Taiwan produces for Dell, HP, Sony, Nokia, and others; Yue Yuen produces athletic shoes for Nike, Reebok, and Adidas and casual shoes for Timberland.


Emerging Market Twist #8:

Translate the classic Chinese Sun Tzu war strategy into focusing on a niche ignored by market leaders.



Size can make all the difference. The planes built by Boeing and Airbus are often too large for regional routes but many travelers don’t like the slow speed and weather-related bumpiness of noisy turbo props. Market deregulation and competition from new carriers provided an opening for small, regional jets that Brazil’s Embraer spotted before most others. China’s Haier exploited another niche to get noticed in the American market. Its mini-fridges for college students became so popular that big box stores like Wal-Mart began to notice the newcomer in the appliance area and sourced other models from Haier’s product line.


Emerging Market Twist #9:

Offer cheap brainpower instead of cheap brawn power (making R&D and software development more affordable).



The new economy came in like a lion and went out like a lamb: the great fanfare and sky-high expectations finally fizzled (at least in the short term) when it largely failed to deliver on its outlandish promises. Technology moved so fast that much less fiber optic cable was needed than was installed around the world. But in the meantime, the Internet—invented to allow the Pentagon to communicate even after a nuclear strike and first used by nerdy academic types—took the world by storm. All of a sudden, free and instantaneous digital communication allowed people everywhere to be in touch at virtually no cost. Even if pornography and sports headed the list of “information” people searched for as they browsed the World Wide Web, in the end, the Internet rendered it irrelevant whether the person you worked with was sitting in an adjacent cubicle or thousands of miles away.

Armed with the Internet, a college graduate in India with software expertise or even English language skills could do as good a job—sometimes even better—as a similar professional in the United States or Europe, while being paid one-tenth or one-fifth as much as his or her First World counterpart. Not only goods could be traded but services became frictionless and mobile. IT services companies like Infosys, Tata Consultancy Services, and Wipro in India were quick to take advantage of this unprecedented opportunity. Ranbaxy Laboratories and others soon followed suit by offering drug research to global pharmaceutical companies while also working hard at developing their own proprietary drugs. In the end, the secrets of becoming world class boil down to bold ambition, discipline, adopting a global mind-set, and making adaptability a core capability.

Lessons


	Find the most (rather than least) demanding taskmasters as clients.

	Compete globally, not just locally or regionally.

	Expect trouble—and react in a decisive way to bounce back.

	It is OK to not get it right the first time, as long as you get it right the second time.

	Vision is important but execution is paramount.

	Patience and persistence rather than flamboyance are key.

	Build a brand—or buy one.
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