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How Social Entrepreneurs Think Global reasons. First, disease, malnutrition, poverty, illiter-
acy, and other social problems exist on a large scale in

many developing countries. Second, the resources—.
funds, institutions, and governance systems—to tackle
those issues are mainly in the developed world. Third,
FOPSESs that tackle specific conditions can often be
enterprise (FOPSE. for short), based in Washington, adapted to other countries. For instance, in 2002, Shane
D.C. Having also been stationed in Latin America Immelman founded The Lapdesk Company to provide
for many years, TOChif‘akO had observed the large portable desks to South African schoolchildren, a third
cash remittances coming from immigrants in the of whom are taught in schoolrooms that don’t have ad-
United States, as well as the exorbitant charges they equate surfaces on which to write, The company asks
paid commercial banks and the Poor sexvice they large corporations in South Africa to donate desks—
received. Sensing a business opportunity and the with some advertising on them—for entire school dis-
chance to do some good, he decided to provide im- tricts. By doing so, these companies are able to meet
migrant workers with inexpensive remittance, check- the South African government's requirement that they
caslg/i{;g;, ins"“‘?m‘:e’ and mi{""fc’le“di.“g *;‘;”;lc‘?s' g invest part of their profits in black empowerment
was_1nternational from its birth in June s
2003, with 6perati0ns in the United States and EI pn?grams. FEilin Imme.Ima'n W ATt
? : i ’ business model to Kenya, Nigeria, and the Demo-

Salvador. Since then, it has expanded into a dozen cratic Republic of Congo and has launched pro-
Latin American countries and further extended its grams in India and Latin America.
reach by allowing multinational financial institu- & o
tions, such as the UAE Exchange, to use its propri-
ctary Internet-based settlement platform,

Like Tochisako, many entrepreneurs today com-
bine social values, profit motive, and a global focus.
Social entrepreneurs are global from birth for three

Atsumasa Tochisako is an unlikely entrepreneur.
When he was in his mid-fifties. he left a senior posi-
tion at the Bank of Tokyo-Mitsubishi to set up Mi-
crofinance International, a global for-profit social

Entrepreneurs shouldn’t fear the fact that the world
isn’t flat. Being global may not be a pursuit for the
fainthearted, but even start-ups can thrive by using
distance to gain competitive advantage.

Reading 1-2 Distance Still Matters: The Hard Reality
of Global Expansion
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When it was launched in 1991, Star TV looked programming to a media-starved Asian audience.
like a surefire winner. The plan was straightfor- It would target the top 5% of Asia’s socioeco-
ward: The company would deliver television nomic pyramid, a newly rich elite who could not
only afford the services but who also represented
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programs into people’s homes, it would sidestep
the constraints of geographic distance that had
hitherto kept traditional broadcasters out of Asia.
Media mogul Rupert Murdoch was so taken with
this plan—especially with the appeal of leveraging
his Twentieth Century Fox film library across the
Asian market—that his company, News Corpora-
tion, bought out Star’s founders for $825 million
between 1993 and 1995.

The results have not been quite what Murdoch
expected. In its fiscal year ending June 30, 1999,
Star reportedly lost $141 million, pretax, on rev-
enues of $111 million. Losses in fiscal vears 1996
through 1999 came to about $500 million all told,
not including losses on joint ventures such as Phoe-
nix TV in China. Star is not expected to turn in a
positive operating profit until 2002,

Star has been a high-profile disaster, but simi-
lar stories are played out all the time as companies
pursue global expansion. Why? Because, like Star,
they routinely overestimate the attractiveness of
foreign markets. They become so dazzled by the
sheer size of untapped markets that they lose sight
of the vast difficulties of pioneering new, often very
different territories. The problem is rooted in the
very analytic tools that managers rely on in making
Jjudgments about international investments, tools
that consistently underestimate the costs of doing
business internationally. The most prominent of
these is country portfolio analysis (CPA), the hoary
but still widely used technique for decidin g where a
company should compete. By focusing on national
GDP, levels of consumer wealth, and people’s pro-
pensity to consume, CPA places all the emphasis
on potential sales. It ignores the costs and risks of
doing business in a new market.

Most of those costs and risks result from barriers
created by distance. By distance, I don’t mean only
geographic separation, though that is important.
Distance also has cultural, administrative or politi-
cal, and economic dimensions that can make for-
eign markets considerably more or less attractive.
Just how much difference does distance make?
A recent study by economists Jeffrey Frankel and
Andrew Rose estimates the impact of various

factors on a country’s trade flows. Traditional
economic factors, such as the country’s wealth
and size (GDP). still matter: a 1% increase in ei-
ther of those measures creates, on average, a .7%
to .8% increase in trade. But other factors related
to distance, it turns out, matter even more. The
amount of trade that takes place between countries
5,000 miles apart is only 20% of the amount that
would be predicted to take place if the same coun-
tries were 1,000 miles apart. Cultural and admin-
istrative distance produces even larger effects.
A company is likely to trade ten times as much
with a country that is a former colony, for instance,
than with a country to which it has no such ties.
A common currency increases trade by 340%.
Common membership in a regional trading bloc
increases trade by 330%. And so on. (For a sum-
mary of Frankel and Rose’s findings, see the ex-
hibit “Measuring the Impact of Distance.”)

Much has been made of the death of distance
in recent years. It’s been argued that information
technologies and. in particular, global communi-
cations are shrinking the world, turning it into a
small and relatively homogeneous place. But when
it comes to business, that’s not only an incorrect
assumption, it's a dangerous one. Distance still
matters, and companies must explicitly and thor-
oughly account for it when they make decisions
about global expansion. Traditional country port-
folio analysis needs to be tempered by a clear-eyed
evaluation of the many dimensions of distance and
their probable impact on opportunities in foreign
markets.

The Four Dimensions of Distance

Distance between two countries can manifest
itself along four basic dimensions: cultural, admin-
istrative, geographic, and economic. The types of
distance influence different businesses in different
ways. Geographic distance, for instance, affects the
costs of transportation and communications, so it
is of particular importance to companies that deal
with heavy or bulky products, or whose operations
require a high degree of coordination among highly
dispersed people or activities. Cultural distance, by
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contrast, affects consumers’ product preferences. It
is a crucial consideration for any consumer goods
or media company, but it is much less important for
a cement or steel business.

Each of these dimensions of distance encom-
passes many different factors, some of which are
readily apparent; others are quite subtle. (See the
exhibit “The CAGE Distance Framework™ for an
overview of the factors and the ways in which they
affect particular industries.) In this article, I will
review the four principal dimensions of distance,
starting with the two overlooked the most—cultural
distance and administrative distance.

Cultural Distance. A country’s cultural attributes
determine how people interact with one another
and with companies and institutions. Differences in
religious beliefs, race, social norms, and language
are all capable of creating distance between two
countries. Indeed, they can have a huge impact on
trade: All other things being equal, trade between
countries that share a language, for example, will be
three times greater than between countries without a
common language.

Some cultural attributes, like language, are eas-
ily perceived and understood. Others are much
more subtle. Social norms, the deeply rooted sys-
tem of unspoken principles that guide individuals
in their everyday choices and interactions, are often
nearly invisible, even to the people who abide by
them. Take, for instance, the long-standing toler-
ance of the Chinese for copyright infringement. As
William Alford points out in his book 7o Steal a
Book Is an Elegant Offense (Stanford University
Press, 1995), many people ascribe this social norm
to China’s recent communist past. More likely,
Alford argues, it flows from a precept of Confu-
cius that encourages replication of the results of
past intellectual endeavors: “I transmit rather than
create; I believe in and love the Ancients.” Indeed,
copyright infringement was a problem for Western
publishers well before communism. Back in the
1920s, for example, Merriam Webster, about to
introduce a bilingual dictionary in China, found

that the Commercial Press in Shanghai had already
begun to distribute its own version of the new
dictionary. The U.S. publisher took the press 10 a
Chinese court, which imposed a small fine for us-
ing the Merriam Webster seal but did nothing to
halt publication. As the film and music industries
well know, little has changed. Yet this social norm
still confounds many Westerners.

Most often, cultural attributes create distance
by influencing the choices that consumers make
between substitute products because of their pref-
erences for specific features. Color tastes, for ex-
ample, are closely linked to cultural prejudices.
The word “red” in Russian also means beautiful.
Consumer durable industries are particularly sensi-
tive to differences in consumer taste at this level.
The Japanese, for example, prefer automobiles and
household appliances to be small, reflecting a social
norm common in countries where space is highly
valued.

Sometimes products can touch a deeper nerve,
triggering associations related to the consumer’s
identity as a member of a particular community.
In these cases, cultural distance affects entire cat-
egories of products. The food industry is particu-
larly sensitive to religious attributes. Hindus, for
example, do not eat beef because it is expressly
forbidden by their religion. Products that elicit a
strong response of this kind are usually quite easy
to identify, though some countries will provide
a few surprises. In Japan, rice, which Americans
treat as a commodity, carries an enormous amount
of cultural baggage.

Ignoring cultural distance was one of Star
TV’s biggest mistakes. By supposing that Asian
viewers would be happy with English-language
programming, the company assumed that the
TV business was insensitive to culture. Manag-
ers either dismissed or were unaware of evidence
from Europe that mass audiences in countries
large enough to support the development of local
content generally prefer local TV programming.
If they had taken cultural distance into account,
China and India could have been predicted to
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Measuring the Impact of Distance

Economists often rely on the so-called gravity
theory of trade flows, which says there is a posi-
tive relationship between economic size and trade
and a negative relationship between distance and

Distanee Attribute

trade. Models based on this theory explain up
to two-thirds of the observed variations in trade
flows between pairs of countries. Using such a
model, economists Jeffrey Frankel and Andrew
Rose' have predicted how much certain distance
variables will affect trade.

Change in International Trade (%)

Income level: GDP per capita (1% increase)
Economic size: GDP (1% increase)
Physical distance (1% increase)
Physical size (1% increase)*
Access to ocean®

Common border

Common language

Common regional trading bloc
Colony-colonizer relationship
Common colonizer

Common polity

Common currency

paper. May 2000.

'Jeffrey Frankel and Andrew Rose, “An Estimate of the Effects of Currency Unions on Growth,” unpublished working

=Estimaled effects exclude the last four variables in the table.

+0.7
+0.8
— 1l
-0.2

+50

+80
+200
+330
+900
+190
+300
+340

require significant investments in localization. TV
is hardly cement.

Administrative or Political Distance. Historical
and political associations shared by countries greatly
affect trade between them. Colony-colonizer links be-
tween countries, for example, boost trade by 900%,
which is perhaps not too surprising given Britain’s
continuing ties with its former colonies in the com-
monwealth, France's with the franc zone of West
Africa, and Spain’s with Latin America. Preferential
trading arrangements, common currency. and politi-
cal union can also increase trade by more than 300%
each. The integration of the European Union is prob-
ably the leading example of deliberate efforts to di-
minish administrative and political distance among
trading partners. (Needless to say, ties must be friendly
to have a positive influence on trade. Although India

and Pakistan share a colonial history—not to mention
a border and linguistic ties—their mutual hostility
means that trade between them is virtually nil.)
Countries can also create administrative and
political distance through unilateral measures. In-
deed. policies of individual governments pose the
most common barriers to cross-border competition.

" In some cases, the difficulties arise in a company’s

home country. For companies from the United
States, for instance, domestic prohibitions on brib-
ery and the prescription of health, safety, and en-
vironmental policies have a dampening effect on
their international businesses.

More commonly, though, it is the target coun-
try’s government that raises barriers to foreign
competition: tariffs, trade quotas, restrictions on
foreign direct investment, and preferences for do-
mestic competitors in the form of subsidies and
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favoritism in regulation and procurement. Such
measures are expressly intended to protect domes-
tic industries, and they are most likely to be imple-
mented if a domestic industry meets one or more of
the following criteria:

o [t is a large employer. Industries that represent
large voting blocs often receive state support
in the form of subsidies and import protection.
Europe’s farmers are a case in point.

o It is seen as a national champion. Reflecting a
kind of patriotism, some industries or compa-
nies serve as symbols of a country’s modernity
and competitiveness. Thus the showdown be-
tween Boeing and Airbus in capturing the large
passenger-jet market has caused feelings on both
sides of the Atlantic to run high and could even
spark a broader trade war. Also, the more that
a government has invested in the industry, the
more protective it is likely to be, and the harder
it will be for an outsider to gain a beachhead.

o It is vital to national security. Governments
will intervene to protect industries that are
deemed vital to national security—especially in
high tech sectors such as telecommunications
and aerospace. The FBI, for instance, delayed
Deutsche Telekom’s acquisition of Voicestream
for reasons of national security.

» It produces staples. Governments will also take
measures to prevent foreign companies from
dominating markets for goods essential to their
citizens’ everyday lives. Food staples, fuel, and
electricity are obvious examples.

o [t produces an “entitlement” good or service.
Some industries, notably the health care sec-
tor, produce goods or services that people be-
lieve they are entitled to as a basic human right.
In these industries, governments are prone to
intervene to set quality standards and control
pricing.

« It exploits natural resources. A country’s physi-
cal assets are often seen as part of a national
heritage. Foreign companies can easily be con-
sidered robbers. Nationalization, therefore, is a
constant threat to international oil and mining
multinationals.

o It involves high sunk-cost commitments. Indus-
tries that require large, geography-specific sunk
investments—in the shape, say, of oil refineries
or aluminum smelting plants or railway lines—
are highly vulnerable to interference from local
governments. Irreversibility expands the scope
for holdups once the investment has been made.

Finally, a target country’s weak institutional infra-
structure can serve to dampen cross-border economic
activity. Companies typically shy away from doing
business in countries known for corruption or social
conflict. Indeed, some research suggests that these
conditions depress trade and investment far more
than any explicit administrative policy or restric-
tion. But when a country’s institutional infrastructure
is strong—for instance, if it has a well-functioning
legal system—it is much more attractive to outsiders.

Ignoring administrative and political sensitivities
was Star TV’s other big mistake. Foreign ownership
of broadeasting businesses—even in an open society
like the United States—is always politically loaded
because of television’s power to influence people. Yet
shortly after acquiring the company, Rupert Murdoch
declared on record that satellite television was “an un-
ambiguous threat to totalitarian regimes everywhere”
because it permitted people to bypass government-
controlled news sources. Not surprisingly, the Chinese
government enacted a ban on the reception of foreign
satellite TV services soon thereafter. News Corpo-
ration has begun to mend fences with the Chinese
authorities, but it has yet to score any major break-
throughs in a country that accounts for nearly 60% of
Star TV’s potential customers. Murdoch of all people
should have foreseen this outcome, given his experi-
ence in the United States, where he was required to be-
come a citizen in order buy the television companies
that now form the core of the Fox network.

Geographic Distance. In general, the farther you
are from a country, the harder it will be to conduct
business in that country. But geographic distance is
not simply a matter of how far away the country is
in miles or kilometers. Other attributes that must be
considered include the physical size of the country,
average within-country distances to borders, access
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The CAGE Distance Framework

The cultural, administrative, geographic, and eco-
nomic (CAGE) distance framework helps manag-
ers identify and assess the impact of distance on

Cultural Distance

Administrative
Distance

various industries. The upper portion of the table
lists the key attributes underlying the four dimen-
‘sions of distance. The lower portion shows how
they affect different products and industries.

Geographic
Distance

Economic Distance

Attributes Creating Distance

Different languages

Different ethnicities:
lack of connective
ethnic or social
networks

Different religions

Different social norms

Absence of colonial ties

Absence of shared
monetary or political
association

Political hostility

Government policies

Institutional weakness

Industries or Products Affected by Distance

Products have high
linguistic content
(TV)

Products affect
cultural or national
identity of consum-
ers (foods)

Product features vary
in terms of:

* size (cars)

o standards (electrical
appliances)

» packaging

Products carry
country-specific
guality associations
(wines)

Government
involvement is high
in industries that are:

producers of staple
goods (electricity)

= producers of other
“entitlements” (drugs)
large employers
(farming)

large suppliers to
government (mass
transportation)
national champions
(aerospace)

vital to national
security
(telecommunications)
exploiters of natural
resources (oil. mining)
subject to high sunk
costs (infrastructure)

°

o

Physical remoteness

Lack of a common
border

Lack of sea or river
access

Size of country

Weak transportation
or communication
links

Differences in
climates

Products have a low
value-to-weight
or bulk ratio
(cement)

Products are fragile
or perishable
(glass, fruit)

Communications
and connectivity
are important
(financial services)

Local supervision
and operational
requirements
are high (many
services)

Differences in
CONSUMET incomes
Differences in costs and

quality of:

natural resources

= financial resources
« human resources

+ infrastructure

« intermediate inputs
 information or
knowledge

Nature of demand varies
with income level
(cars)

Economies of
standardization or scale
are important (mobile
phones)

Labor and other factor
cost differences are
salient (garments)

Distribution or business
systems are different
(insurance)

Companies need to be
responsive and agile
(home appliances)
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How Far Away Is China, Really?

As Star TV discovered, China is a particularly
tough nut to crack. In a recent survey of nearly 100
multinationals, 54% admitted that their total busi-
ness performance in China had been “worse than
planned,” compared with just 25% reporting “bet-
ter than planned.” Why was the failure rate so high?
The survey provides the predictable answer: 62%
of respondents reported that they had overestimated
market potential for their products or services.

A quick analysis of the country along the di-
mensions of distance might have spared those
companies much disappointment. Culturally, China
is a long way away from nearly everywhere. First,
the many dialects of the Chinese language are no-
toriously difficult for foreigners to learn, and the
local population’s foreign-language skills are lim-
ited. Second, the well-developed Chinese business
culture based on personal connections, often sum-
marized in the term guanxi, creates barriers to eco-
nomic interchange with Westerners who focus on
transactions rather than relationships. It can even be
argued that Chinese consumers are “home-biased”;

market research indicates much less preference for
foreign brands over domestic ones than seems to
be true in India, for example. In fact, greater China
plays a disproportionate role in China’s economic
relations with the rest of the world.

Administrative barriers are probably even more
important. A survey of members of the American
Chamber of Commerce in China flagged market-
access restrictions, high taxes, and customs duties
as the biggest barriers to profitability in China.
The level of state involvement in the economy
continues to be high, with severe economic
strains imposed by loss-making state-owned en-
terprises and technically insolvent state-owned
banks. Corruption, too, is a fairly significant prob-
lem. In 2000, Transparency International ranked
the country 63rd out of 90, with a rating of one
indicating the least perceived corruption. Consid-
erations such as these led Standard & Poor’s to as-
sign China a political-risk ranking of five in 2000,
with six being the worst possible score.

So, yes, China is a big market, but that is far
from the whole story. Distance matters, too, and
along many dimensions.

to waterways and the ocean, and topography. Man-
made geographic attributes also must be taken into
account—most notably, a country’s transportation
and communications infrastructures.

Obviously, geographic attributes influence the costs
of transportation. Products with low value-to-weight
or bulk ratios, such as steel and cement, incur par-
ticularly high costs as geographic distance increases.
Likewise, costs for transporting fragile or perishable
products become significant across large distances.

Beyond physical products, intangible goods
and services are affected by geographic distance
as well. One recent study indicates that cross-
border equity flows between two countries fall off
significantly as the geographic distance between

them rises. This phenomenon clearly cannot be ex-
plained by transportation costs—capital. after all, is

not a physical good. Instead, the level of informa-
tion infrastructure (crudely measured by telephone

traffic and the number of branches of multinational
banks) accounts for much of the effect of physical
distance on cross-border equity flows.

Interestingly, companies that find geography
a barrier to trade are often expected to switch to
direct investment in local plant and equipment as
an alternative way to access target markets. But
current research suggests that this approach may
be flawed: Geographic distance has a dampening
effect, overall, on investment flows as well as on
trade flows. In short, it is important to keep both
information networks and transportation infrastruc-
tures in mind when assessing the geographic influ-
ences on cross-border economic activity.

Economic Distance The wealth or income of
consumers is the most important economic attribute

that creates distance between countries, and it has
a marked effect on the levels of trade and the types
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of partners a country trades with. Rich countries,
research suggests, engage in relatively more cross-
border economic activity relative to their economic
size than do their poorer cousins. Most of this ac-
tivity is with other rich countries, as the positive
correlation between per capita GDP and trade flows
implies. But poor countries also trade more with
rich countries than with other poor ones.

Of course, these patterns mask variations in the
effects of economic disparities—in the cost and
quality of financial. human, and other resources.
Companies that rely on economies of experience,
scale, and standardization should focus more on
countries that have similar economic profiles.
That’s because they have to replicate their exist-
ing business model to exploit their competitive
advantage, which is hard to pull off in a country
where customer incomes—not to mention the cost
and quality of resources—are very different. Wal-
Mart in India, for instance, would be a very differ-
ent business from Wal-Mart in the United States.
But Wal-Mart in Canada is virtually a carbon copy.

In other industries, however, competitive advantage
comes from economic arbitrage—the exploitation of
cost and price differentials between markets. Compa-
nies in industries whose major cost components vary
widely across countries—like the garment and foot-
wear industries, where labor costs are important—
are particularly likely to target countries with differ-
ent economic profiles for investment or trade.

Whether they expand abroad for purposes of
replication or arbitrage, all companies find that
major disparities in supply chains and distribution
channels are a significant barrier to business. A re-
cent study concluded that margins on distribution
within the United States—the costs of domestic
transportation, wholesaling, and retailing—play a
bigger role, on average, in erecting barriers to im-
ports into the United States than do international
transportation costs and tariffs combined.

More broadly, cross-country complexity and
change place a preminm on responsiveness and agil-
ity, making it hard for cross-border competitors,
particularly replicators, to maich the performance of
locally focused ones because of the added operational

complexity. In the home appliance business, for in-
stance, companies like Maytag that concentrate on
a Timited number of geographies produce far better
returns for investors than companies like Electrolux
and Whirlpool, whose geographic spread has come at
the expense of simplicity and profitability.

A Case Study in Distance

Taking the four dimensions of distance into account
can dramatically change a company’s assessment
of the relative attractiveness of foreign markets.
One company that has wrestled with global expan-
sion is Tricon Restaurants International (TRI), the
international operating arm of Tricon, which man-
ages the Pizza Hut, Taco Bell, and KFC fast-food
chains, and which was spun off from Pepsico in
1997.

When Tricon became an independent company,
TRI's operations were far-flung, with restaurants
in 27 countries. But the profitability of its markets
varied greatly: Two-thirds of revenues and an even
higher proportion of profits came from just seven
rmarkets. Furthermore, TRI's limited operating cash
flow and Tricon’s debt service obligations left TRI
with less than one-tenth as much money as archri-
val McDonald’s International to invest outside the
United States. As a result, in 1998, TRI's president,
Pete Bassi, decided to rationalize its global opera-
tions by focusing its equity investments in a limited
number of markets.

But which markets? The exhibit “Country Port-
folio Analysis: A Flawed Approach™ provides a
portfolio analysis of international markets for the
fast-food restaurant business, based on data used by
TRI for its strategy discussions. The analysis sug-
gests that the company’s top markets in terms of
size of opportunity would be the larger bubbles to
the center and right of the chart.

Applying the effects of distance, however,
changes the map dramatically. Consider the Mexi-
can market. Using the CPA method, Mexico, with a
total fast-food consumption of $700 million. is a rel-
atively small market, ranking 16th of 20. When com-
bined with estimates of individual consumer wealth
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Industry Sensitivity to Distance

The various types of distance affect different in-
dustries in different ways. To estimate industry
sensitivity to distance, Rajiv Mallick, a research as-
sociate at Harvard Business School, and I regressed
trade between every possible pair of countries in the
world in each of 70 industries (according to their
SIC designations) on each dimension of distance.

The results confirm the importance of distin-
cuishing between the various components of dis-
tance in assessing foreign market opportunities.
Electricity, for instance, is highly sensitive to ad-
ministrative and geographic factors but not at all
to cultural factors. The following table lists some
of the industries that are more and less sensitive
to distance.

CULTURAL
DISTANCE
Linguistic Ties

ADMINISTRATIVE
DISTANCE
Preferential

Trading Agreements

GEOGRAPHIC
DISTANCE

Physical Remoteness

ECONOMIC
DISTANCE
Wealth Differences

More Sensitive

Meat and meat
preparations

Cereals and cereal
preparations

Miscellaneous
edible products
and preparations

Tobacco and tobacco
products

Office machines
and automatic
data-processing
equipment

Less Sensitive

Photographic
apparatuses, optical
goods, watches

Road vehicles

Cork and wood

Metalworking
machinery

Electricity current

Gold, nonmonetary

Electricity current

Coffee, tea, cocoa.,
spices

Textile fibers

Sugar, sugar
preparations.
and honey

Gas, natural and
manufactured

Travel goods.
handbags

Footwear

Sanitary, plumbing,
heating, and
lighting fixtures

Furniture and
furniture parts

Electricity current

Gas. natural and
manufactured

Paper, paperboard

Live animals

Sugar, sugar
preparations,
and honey

Pulp and waste paper

Photographic
apparatuses, optical
goods, watches

Telecommunications
and sound-
recording
apparatuses

Coffee, tea. cocoa,
spices

Gold. nonmonetary

MORE SENSITIVE

A

(Economic distance
decreases trade)

Nonferrous metals

Manufactured
fertilizers

Meat and meat
preparations

Iron and steel

Pulp and waste paper

(Economic distance
increases trade)

Coffee, tea, cocoa,
spices

Animal oils and fats

Office machines
and automatic
data-processing
equipment

Power-generating
machinery and
equipment

Photographic
apparatuses, optical
goods, watches

—> LESS SENSITIVE
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¥54 hibitia Country Portfolio Analysis (a flawed approach)

Hei ¢’s how country portfolio analysis 400
{CPA) works. A company’s
actuial and potential markets are
plotted on a simple grid, with a
measure of per capita income on
one axis and some measure of prod-
uct performance, often penetration
rates, on the other. The location of
the market on the grid reflects the
attractiveness of the market in terms
of individual consumer wealth and
propensity to consume. The size
of the bubble represents the total size
of the market in terms of GDP or
the absolute consumption of the
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how large the relative revenue
opportunities are. This CPA map
compares a number of non-U.S.
markets for fast-food restaurants.
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and per capita consumption, this ranking would im-
ply that TRI should dispose of its investments there.
But the exhibit “Country Portfolio Analysis: Ad-
justed for Distance” tells a different story. When the
fast-food consumption numbers for each country are
adjusted for their geographic distance from Dallas,
TRI’s home base, Mexico’s consumption decreases
less than any other country’s, as you might expect,
given Mexico’s proximity to Dallas. Based on just
this readjustment, Mexico leaps to sixth place in
terms of market opportunity.

Further adjusting the numbers for a common
land border and for membership in a trade agree-
ment with the United States pushes Mexico’s rank-
ing all the way up to second. after Canada. Not all
the adjustments are positive: adjusting for a com-
mon language—not a characteristic of Mexico—
pushes Mexico into a tie for second place with the

United Kingdom. Additional adjustments could
also be made, but the overall message is plain.
Once distance is taken into account, the size of the
market opportunity in Mexico looks very different.
If TRI had used the CPA approach and neglected
distance, the company’s planners might well have
ended up abandoning a core market. Instead, they
concluded, in Bassi’s words, that “Mexicois one of
TRI's top two or three priorities.”

Factoring in the industry effects of distance is
only a first step. A full analysis should consider
how a company’s own characteristics operate to
increase or reduce distance from foreign markets.
Companies with a large cadre of cosmopolitan
managers, for instance, will be less affected by
cultural differences than companies whose manag-
ers are all from the home country. In TRI's case,
consideration of company-specific features made
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Exhibit1b Country Portfolio Analysis (adjusted for distance)

Taking distance into account dramati-
cally changes estimates of market
opportunities. In this chart, each

of the fast-food markets has been
adjusted for a number of distance
attributes, based on the estimates by
Frankel and Rose. The relative sizes
of the bubbles are now very different.
For example, Mexico, which was
less than one-tenth the size of the
largest international markets, Japan
and Germany, ends up as the second
largest opportunity. Clearly, the CPA
approach paints an incomplete picture,
unless it is adjusted for distance.
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Mexico even more attractive. The company already
owned more than four-fifths of its Mexican outlets
and had a 38% share of the local market, well ahead
of McDonald’s.

Consideration of the interaction of company-
specific features and distance is beyond the scope
of this article. But whether the analysis is at the
industry or company level, the message is the
same: Managers must always be conscious of

distance—in all its dimensions. The CAGE dis-
tance framework is intended to help managers meet
that challenge. While it is necessarily subjective,
it represents an important complement to the tools
used by most companies seeking to build or ratio-
nalize their country market portfolios. Technology
may indeed be making the world a smaller place,
but it is not eliminating the very real—and often

very high—costs of distance.



