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Mapping Contexts in Brazil, Russia, India, and China

“The five contexts (below) can help companies spot the institutional voids in any country.

An application of the framework to the four fastest-growing markets in the world reveals how
different those countries are from developed nations and, more important, from one another.
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Spotting Institutional Voids

Managers can identify the institutional voids in any country by asking a sries of questions.
“The answers--or sometimes, e lack of them - willtell companies where they should adapt
their business models to the nation's institutional context.

POLITICAL AND SOCIAL SYSTEM
1. o whom ar th country’s polticians accountable? Are there
strong politca roups that oppose the ruling party? Do eec
tionstake plac reguiary?
2. Ave the roles o th legstatv, executive nd judicary ey
defined? Whatsthe disrbution ofpower between th -
ralstate,and ety governments?

3. Does the qovernment 9o beyond reglating business o nter
fering n tor running companies?

4. Do the lws artculate and protec privatepropery rights?

8. What s the qualiy o thecountry’s breaucats? Whatare
bureaucratincentives and creer taectories”

. 1sthe judiciary ndependent? Do the ourts adjudicatedis-
putes and enforc conracs i a tmely and imparial man
ner?How effctve ar the quasudical regulatory st
tionstht set and enforce rules fo business acivies?

Do elgious,linguisticregional, and ethnic groups coeist
peacefullyorare thee ensions between them?

. How ibrant and Independent i the media? Are news.
papers and magazine neuta, or o hey represent sectar
aninterests?

. Arenongovernmenta!crganizations,civl ights groups, and
environmentalgroups acive inthe country?

10. 00 peopl okrate corrupton n businessand goernment>
L1, Whatroledo il tespay Inbusiness?

22. Cansrangersbe rusted to honor  conrat i the country?

opmuEss

1. e the countrysgovernment, medi, and people receptive

o foreign investment? Do iizens st companies and ind
viduls rom some parts of the worid more than thers?

. Wi estrctions does the government lace o foreign
nvestment? Arethos resrictions i isc o faciltatethe
growth of domestic companie, o protect state monopoles,
orbecause peope aresuspiciousof mltinationals?

3. Cana company make reenfeld investmerts and cauire
localcompanies, o can it nly bk ntothe marke by
entring int it vntures? Wil tht company befree o
chooseparoers based purelyon economic conideatons?

4. Does the country alow the presence offoreign intermeds
aries such 35 marke esearch and advertising firms, rears,
media companies,bank, insurance companie,veture capt-
al s, audiing irms, management consuling frms, and
educationa instittions?

5. Howlong does it take tostart  new venture in the country?
How cumbersome are the government’ proceduresfor per-
mittingthe launch of 3 wholy oreign-omned businss?

6. Arethere restricions on portfolo investments by versess
companie or ondividend reatiation by mulinationals?

Does themarke rive exchange rtes, o doesth govern-
ment conrol them? I ' the ate, does the qovernment
tryto mainain a stable exchange at, o does i ry o favor
domestic products over mport by propping up th focal
currency?

8. What would be the impact ofrifs o a company's capial
goods and raw materials mports?How would importdutes
afectthat company’ abiity to manufacure s products
Iocally versus exporting them fom home?.

9. Can a companyset up s business anywhere n the country?
fthe goverment estrctsthe company’slocaton chices,
are it matives poitical,o i it inspied by logiclrelonal
development stateqy?

10 Has thecountry igned freerade agreements with other
Pations? s, do thos agreements favor investments by
companies rom some partsof the worid over thers?

11, Does the government llo foreign executivs o enter
and eave th county freely? How difficul s 110 gt work
permitsfor managers and engineers?

12, Does the country sl s citizens o trave abroad freey?
Can deas flowntothe country nvestricted? Are people
permitted to debate and accept thos ideas?

PRODUCT MARKETS
L. Can companies easiyobtan reiable datson customer tastes
and purchase behaiors? A there cutura barriers o mar-
Kt resarch? Do worldclass market reserch irms aperate in
thecountry?

. Canconsumers asily obain unbised information on the
qulity o the oo and srvces thy want o buy? Avethere
ndependent consumer organizationsand publications hat
provide such informaton?





image9.png
PRODUCT MARKETS

vy

‘Sophistcated product
design apabltes ae
avalabe Gavernments
enforce 1PRand proect
trademark, 0 R&D in-
vestments yild compet-
e advantages.

‘Companies use natonal
and intermatonal suppl-
ers. Firms outsource and
move manufacturing
and servies ofshore
instead o ntegrating
verial.Aighlydevel
oped infastrcture s in
place,but urban aress
e saturted,

Loca design capabity | The country hasastrong
exss IPR disputes with | localdesign capably
the United Satesexst | butexhibits an ambiv-
insome secors. | tent attitue about PR,
| suffcentreguiatory
| authriyexsts,buten-
| forcement s patchy.

Supplers are avilable in | Companiesca relyon

the Mercosur region. A |
good networkofhigh- |
ways,airports, and ports |
e,

localsuppirs for simple
componens.The Euro-
pean regionhasdecent
Jogiticsnetworks but
trans Urs Russi s not
weldeveoped.

Some localdesgn
capabily is valaie.
PR problems with the

| United Sttes et in

some industries.Regu-
atory bodies monior
product qulity and
faud.

l

Supples areavailabl,
buttheir quality and
dependabilty varies
greatly.Roadsare in
poor condton.Pors
and airpors are under-
developed.

'

Imitation and piracy
abound. Puishment
for PR theftvares
actoss povinces and by
leve ofcorruption.

Several supplers have
srong manufacuring
capablie,but ew.
vendors have advanced.
technical abilfe. The
oad network s well de-
veloped. ort facies
areexcellent.

Alargeand aried pool
of welbrained manage.
ment talent exit.

“Thelarge ol of man-
agement aent has vary-
ing degrees f prof-
cency in English.Both
focaland expariate
managersholdsemor
management jos.

The arge ool of mn-
agement alen hs vary-
ng degres ofpofciency
in Englsh, and t s sup-

plemented by expatriae |

mansgers Empioyment
agencies ae booming.

Marketsare mature and | Consumersacceptboth | Consumers referglobal | Consumersbuy both | Consumers preer o buy
have stronglocaland | local and obal brands. | brands i automobiles | localand global brands. | products rom American,
globalbands.The profu- | Global aswell s ocalad | and high tech.Local | Global ad agenciesare | European, andjapanese
sionofbrands luters | agenciesare resent. | brands thive Inthe food | presen,butthey have | companies. Mulinational
consumerchoie.Nu- and beverage busineses. | been esssuccessflthan | 3d agencies dominite
merous ad sgencies are Somelocaland lobalad | localad agenies. thebusiness.
auilale agencies are walabe.

LABOR MARKETS.

e Brast Rossia ot hina.

‘The country has a highly
Tiqud pool of nglish-
speaking maragement
talnt fueed by business
and echnicl schools.
Local iresare prferred
over expatrites.

There is a elatively
smalland static market.
for managers, especialy
away from the eastern
seaboard. Many senior
and middie managers
arenft fuent i English,
Alarge number of man-
agers ae expatites.
Some members of the
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More Mapping Contexts:Turn page >>
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3. Can companies access raw materas nd components of good
Qualty? I there a deep network of suppliers? Avethre firms.
thatasses supplirs qulityand reliabilty? Can companies
enfoce contracts with suppliers?

4. How strongare the logstis and ransportaton nfastrctures?
Have global logistics companiesset uploal operations?

8. Do arge retalchins exs inthe county? 1, dothey covr
th enire country or only the maor ctes? Do they reach all
consumers o nly wealthy ones?

8. Ave there athr ypesofdsribution chanels,such s irect
tw<onsumer channes and discount retailchannels,tht delver
products o customers?

T s ificut for mulintionls o collect receiabies fromfoca
retsiers?

8. Do consumers use cretcards,ordoes cashdominate tansac-
ions? Can consumers getcredit 0 make purchases? At data
on customer reditworthiness availabi?

. What recoure do consumers hav agans: falsecaims by com-
panies o defective products andservices?

10. How do companies dlver atersalessevice to onsumers? s
I€posibe 10 st up a nationwide sevice network? Are tird-
pary serviceprovders elabe?

1. A consumers willng oy new products and srvices? Do
theytrustgoods rom lcalcompanies? How about from for-
elon companies?

12, Whatind of product-elaed environmentl and sfetyreg-
ultions re inpace? How do th authriies enforce those
reguatons?

LABOR MARKETS
1. How strong s the county’s education ifasructure, especially

fortechnical and management aining? Does t havea good
lementary and secondary educaion sysem s well?

. 00 peope sty and do business n English o insnothernter-
nationalanguage,or do hey mainly speak loca anguage?.

3. Ave data avllble o helpsort ut the auaityof the country’s
educaiona nsttutions?

8. Can employees move asly from one company toanckhr? Does
thelocal culturesuppert that movement? Do ectutment age-
ciesfaclate excutive mobily?

. What are the major postrecrutmentsaining needsof the peo-
Pl that mulinationls hire localy?

. s payfor performance a standard pracice? How much weight
o executives give seniority, 5 apposed to meri, n making
promation decisions?

7. Wouid a company be sbie o enforce employment contracts with
Senior eecutves? Coudf prtect sl against eecutives who

leave th irm an then compete agains ? Could i stop em-
ployeesfom tealing trade secrets and ntellectsl property?

8. Does thelocal cltre accept foreign maragers? Do th laws
allow im0 tansterlocaly ired peope o anciher country?
Do managers want o sty o leave the ration?

. Howareth righs o wokers protected? How strong are the
countrys rade unjons? Do they defend warkers ntrests o
onlyadvance a politca sgenda?

0. Can companiesuse sock options and tack based compens-
on schemes to motihate employees?

1. Do the laws andregulations imita ' ability o restrucure,
owsize o shut down?

12, 1fa company were 0 dopt s loc rals o suppliers busness
practices,sucha the use of child bor,would thit tamish t
image overseas?

CAPITAL MARKETS
. How efectvear th country's baks, nsurance companies,

and mutual fundsat collecting savings and channeling them
intoinvestments?

2. A financialinstutions managed wel? s thei decision mak-
ing ransparent? Do noneconomic considerations, such s fa-
iy s, nfence thei nvestment decsions?

3. Can companies aselarge amounts of eauty aptal i he
stock market s thre a marketfor orporae debt?

4. Does averture capal industry it 15, doesf llow ndivid
wals with good deas o ralse funds?

5. Howrelable ae sources o nformation on company per-
formance? Do the accauntingstandards and disclosure reg-
ultionspermit investrs and crditorsto monitor company
management?

8. Do ndependent inancial analysts,raing agences, and he
medta offr unbiased information on companies?
7. How effectiv ae corporategovernance norms and standarés
at protecting shareholder nterests?
8. Ave corporat boards Independent and empowered, and do
thy have independent diectors?
0. Are reguistors efective st manitoing the banking industry 3nd
stock markets?
10 How well o the courts deal with fraud?

L. Do the laws permit companies to engage i hostie akeovers?
Cansharehokdrs organiz themselves o emave entrenched
managers though provy fghs?

2. s there anordery bankrupcy pocess tht alances the nter-
estsofowners,creditors and other stakeholders?
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those nations.In China,state-owned en-
terprises control nearly half the econ-
‘omy, members o the Chinese diaspora
control many of the foreign corpora-
tions that operate there, and the pri-
vate sector brings up the rear because
entrepreneurs find it almost impos-
ble o accesscapital. India i the mirror
image of China. Public sector corpora-
tions, though important, occupy no-
where near a prominent a place as they
‘doin China. Unlike China, Indiais wary
of foreign investment, even by mem-
bers of the Indian diaspora. However,
the country has spawned many private:
sector organizations,some of which are:
globally competitive. 1€s diffcult to
imagine a successful business in China
that hasnt had something to do with the
‘government; in India, most companies
have succeeded in spite of the state.

Brazil mixes and matches features of
‘both China and India. Like China, Brazil
has floated many state-owned enter-
pries. At the same time, it has kept its
doors open to multinationals, and Eu-
ropean corporations such as Unilever,
‘Volkswagen,and Nestlé have been able:
t0 build big businesses there. Volks
wagen has six plants in Brazil, domi-
‘nates the local market, and exports its
Gol model to Argentina and Russia.
Brazil also boasts private sector compa-
nies that,lke Indian firms, go head-o-
head in the local market with global
firms. Some Brazillan companies,such
as basic materials company Votorantim
and aireraft maker Embracr, have be-
come globally competitve.

Russia i also across between China
and India, but most of ts companies are
less competitive than those in Brazil
A few multinationals such as McDon-
alds have done well, but mas foreign
firms have failed to make headway
there. There are only a few stron pri-
vate sector companies in the market,
such as dairy products maker Wim-
BillDann and cellular servicesprovider
VimpelCom. The Russian government
s involved, formally and informally, in
severalindustrie. For nstance, the gov-
‘emments equity stake in Gazprom al-
lowsit o influence the country's energy
sector. Morcover, administrators at all

levels can exercise near veto power
over business deals that involvelocal o
foreign companies, and getting permits
and approvals is a complicated chore in
Russia.

One level deeper, the inancial mar-
Kets in Brazil, Russia, India, and China
vary,too.In Braziland India, indigenous
entrepreneurs, o are multinationals”
‘mainival,ely on the ocal capital mar-
kets for resources. In China, foreign
companies compete with state-owned
enterprises, which public ector banks
usually fund. The difference is impor-
tant because nether the Chinese com-
panies northe banks are under pressure
0 show profts. Moreover,financal re-
porting in China is't transparent even
f companies have listed themselves on
stock exchanges. State-owned compa-
nies can for years pursue strategis that
increase their market share at the ex-
pense of profts. Corporate governance
standards in Brazil and ndia also mimic
those of the West more closely than
do those in Russia and China. Thus,in
Russia and China, multinationals can't
count on localpartners'internal systems
€0 protect their interests and assets -
especially their intellectual property.

The Three Strategy Choices
When companies tailor stategis to
each county’s ontext,they can capi
talize on the strengths o particular
locations. Before adapting their ap-
prosches however,fims must compare
the benefts of doing 50 with th add
tional coondination costs thy'l incur.
‘When they complete this exercise, com-
panies il find that they have three
distinct choces: They can adapt theic
business model o countris while keep-
ing ther core value proposiion con
santtheycantry ochange theconexts
‘or they can stay out of countries where
adapting srategies may be uncconomi-
al or impractical. Can companies sus-
ain stategies that presume the exis
tence of instiutional voids? They can.
1t t0ok decadeso il institutional vids
inthe West.

Adapt your strategies. To succeed,
‘multinationals must modify theirbusi
ess models for each ation They may

have t0adapt tothe voids na country's
product market, it input markets or
both. But comparies mustretan thei
core business propositionseven as they
adap their usiness models Ifthey make
shifts that are 100 radical, these fims
willose thei adantages of lobalscale
and gobal branding.

‘Compare Delr's business models n
the United States and China. In the
United Sate,the hardware maker of-
fers consumers a wide variey of con-
figuratons and makes mst computers
0 order. Dell doesn' use distributors
orreseles shipping most machinesdi-
rectly o bupers. In 2003, nearly 5o of
the company'srevenues n North Amer-
ca came from orders placed through
the Inteme.

“The comerstone of Dell's business
‘model is that it caries ltle or no n
ventory ut Del ealizedthat s diect
salesapproach wouldn't work n China,
because individuals weren' accustomed
10buying P through the Iternet. Chi-
nese companies usd paperbased o
procesing 50 Dell had t0rely o faxes
and phones rather than online sals.
And several Chinese government de.
partments and state-owned enterprises
insisted that hardware vendors make
their bids through systems integrators.
“The upshot s that Dell elie heavily o
distributors and sstems integrators in
China. Whenit st entered the market
there, the company offered a smaller
product range than i didn the United
States o keep inventory levels low.
Late,as ts supplychain became more
eficient, it ofered customers in China
afllrange of products.

Smart companies like Dell modify
thir business model without destroy-
g the parts i that give them a com-
pettive advantage over rivals. These
firms tart by entiyin the alue propo-
sidons that they wil not modify,what-
everthe context. That's what McDonakl's
dideven st comprehensively adapted
its business model to Russa's factor
markets. In the United States, McDor-
ak's has utsourced mostof s supply
chain operatons.But when i tried to
moe nto Russia in 1990, he company
was unabl to find local suppliers. The
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fastfood chain asked several of ts Eu-
ropean vendors to step up, but they
weren'tinterested.Insead of giving up,
'McDonald' decided togo it alone. With
the help of its joint venture partner,
the Moscow City Administration, the
company identified some Russian farm-
ers and bakers it could work with. It
imported cattl from Holland and rus-
set potatoes from America, brought in
agricultural specialsts from Canada and
Europe to improve the farmers’ man-
agement practices, and advanced the
farmers money so that they could nvest
in beter seeds and equipment.

“Then the company bult a 100,000
square-foot McComplx in Moscow to
produce beef; bakery, potato, and dairy
products; ketchup; mustard; and Big.

local markets, When Asi's first satellte
TV channel, Hong Kong-based STAR,
launched in 1991, for example, it trans-
formed the Indian marketplace in many
ways. Not only did the company cause:
the Indian government to lose ts mo-
nopoly on television broadcasts over-
night, but it also led to a booming TV-
manufacturing industry and the launch
of several other satellite-based chan-
nels imed at Indian audiences. By the
‘mid1990s,satelte-based TV channels
had become a vibrant advertising me-
dium, and many organizations used
them to launch products and services
targeted at India's new TV-watching
consumer class.

‘The entry offoreign companies rans-
forms qualitystandards i local product

Brazilian accounting firms could pro-
vide those services, o the Big Four audit
firms-Deloitte Touche Tohmatsu, Emst
& Young, KPMG, and Pricewaterhouse-
Coopers - decided to set up branches
there. The presence o those companies
quickly rased financialreporting and
auditing standards in Brazil

In a similar vein, Knauf, one of Eu-
rope’s leading manufacturers of buikding
‘materials, i trying to grow Russiastal-
ent market. During the pastdecade, the
German giant has built 20 factories in
Russiaand invested more than $ 400 mi-
lion there. Knauf operates in a people-
intensive industry;the company and its
subsidiaries have roughly 7,000 employ-
es i Russia. To booststandards n the
country's construction industry, Knauf

Multinationals may have to adapt to the voids in a country’s
product markets, its input markets, or both. But companies must
retain their core business propositions even as they adapt their

business models.

Mac sauce. It set up a trucking flect to
move supplies to restaurants and fi-
nanced itssuppliers o tha they would
have enough working capital to buy
modern equipment. The company also
brought n about 50 expatriate manag-
ers to teach Russian employees about

service standards, quality measure-
ments, and operating procedures and
sent a 23 person team of Russian man-
agers to Canada for  fourmonth train-
ing program. McDonald'screated a ver-
tically integrated operation in Russia,
but the company clung o one princpic:
It would sellonly hamburgers fries, and.
‘Coke to Russansina lean environment -
fast.Fifteen years after serving itsfirst
Big Mac in Moscow's Pushkin Square,
McDonald's has invested $250 million
in the country and controls 8o of the
Russian fastfood market.

‘Change the contexts. Many multi-
nationals are powerful enough to alter
the contents in which they operate. The
products or services these companies
offer can force dramatic changes in

markets, which can have far-reaching
‘consequences. apan's Suzuki triggered
a quality revolution after it entered
India in 1981. The automaker's need
for large volumes of high-quality com-
ponents roused local suppliers. They
teamed up with Suzuki' vendors in
Japan, formed quality clusters, and
Worked with Japanese experts t0 pro-
duce better products. During the next
two decades the total quality manage-
‘ment movement spread to other indus-
tries i India. By 2004, Indian compa-
nies had bagsed more Deming prizes
than firms in any country other than
Japan. More important, India’ automo-
tive suppliers had succeeded in breaking
into the global market, and several of
them, such as Sundram Fasteners, had
become preferred suppliers to intema-
tional automakers ke GM.
Companies can change contexts in
factor markets,too. Consider the capital
‘market in Brazil As multinationals et
up subsidiares in those countries, they
needed global-quality audit servicesFew

opened an education center in St. Pe-
tersburgin 2003 that works closely with
the State Architectural and Construc-
tion University. The school acts both
s a mechanism that supplis talent to
Knauf and as an institution that con:
tibutes to the much needed develop-
‘ment of Russian architecture.

Indeed,as irms change contexts, they
‘must help countries flly develop their
‘potential. That creates a winwin situa-
tion for the country and the company.
Metro Cash & Carry, a division of Ger-
‘man trading company Metro Group,
as changed contexts in a socially ben-
eficial way in several European and
Asian countries. The Diisseldorfbased
company - which sells everything to
restaurants from meats and vegetables
to napkins and toothpicks - entered
China i 1996, Russiain 2001, and India
i 2003. Metro has pioneered business
links between farmers and smallcale
manufacturers in rural areas that sell
their products to small and midsize
urban companies.
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Forinstance, Metro invested ina cokd
chain in China 50 that it could deliver
goods ke fish and meats from rura re-
ions to urban locations That changed
local conditions in several important
ways. First, Metro'sinvestment induced
farmers n China o invest moreintheir
agricultural operations. Metro also lob-
bied with governments for quality stan-
dardsto prevent companies from sllng
shoddy produce to hapless consumers.
By shifting transactions from roadside.
markets to computerized warchouses,
the company’s operations brought pri-
mary products nto the tax net. Gov-
ernments, which need the money to
invest in local services, have remained.

the company soldthose operationsfor
netloss of $14 million. At the time, CEO
Robert Nardelli emphasized that most
of Home Depot’s future growth was
likely to come from North America. De-
spite that nitial setback, the company
hasn't entirely abandoned emerging
markets. Rather, it has switched from
2 greenield strategy to an acquisiton-
led approach. In 2001, Home Depot en-
tered Mexico by buying a home im-
provement rtailer, Total Home, and the
next year, it acquired Del Norte, another
small chain. By 2004, the company had
42 stores in Mexico. Although Home
Depot has recently said that it is expior-
ing the possbilty of entering China,

For instance, GE Healtheare (formerly
‘GE Medical Systems) makespartsfor its
diagnostic machines in China, Hungary,
‘and Mexico and develops the software
for those machines in India. The com-
‘pany created this system when it eal-
ized that the market for diagnostic ma-
chines was small in most lowincome
countries, GE Healthcare then decided
0 use the faciliy it had set up in India
in1990 25 a lobal sourcing base. After
several years, and on the back of bor-
rowed expertise from GE Japan, the
India operation's products finally met
‘GE Healthcare's exacting standards. In
the late 19905, when GE Healthcare
wanted to move a plant from Belgium

‘While companies can’t use the same strategies in all developing
countries, they can generate synergies by treating different
markets as part of a system.

on the company’s side. That's a good
thing for Metro since, in developing
markets,the jury s always out on for-
eign companies.

Stay away. It may be impractical or
uneconomical for some firms to adapt
their business models to emerging mar-
Kets. Home Depot, the successul do-t-
‘yourself . retailer, has been cautious
‘about entering developing countries.
‘The company offers a specific value
proposition to customers: low prices,
great service,and good qualit. To pull
that of, it relies on a variety of US.-
specifc nsttutions. It depends on the
US. highways and logistical manage-
ment systems to minimize the amount
of inventory it has to carry in ts large,
Warehouse-style stores. It relies on em-
Ployee stock ownership to motivate.
shop-level workers to render topnotch
service. And ts value proposition takes
advantage of the fact that high labor
costs in the United States encourage
home owners to engage in dovtyour-
self projects.

Home Depot made a tentative foray
into emerging markets by setting up.
two tores in Chik in 1998 and another
n Argentina in 2000, In 2001, hovwever,

perhaps by making an acquisition, it
doesn't have retail operations in any
other developing countries.

Home Depot must consider whether
itcan modify its .. business model to
st the institutional ontextsof emerg-
ing markets. In a country with a poorly
developed capital market,for example,
the company may not be able to use em-
ployee stock ownership as a compensa-
tion tool. Similarly,in a country with
a poorly developed physical infrastruc-
ture, Home Depot may have dificuty
using its inventory management sys-
tems, a scenario that would alter the
economics of the business. In markets
‘where labor costs are elatvely low the
target customer may not be the home
owner but rather contractors who erve:
as intermediaries between the store
‘and the home owner. That change in
customerfocus may warrant an entiely
different marketing and merchandising
strategy - one that Home Depot sn't
convinced it should deploy et.

‘While companies can't use the same
strategies in all developing countries,
they can generate synergies by treating
different markets as part of a system.

to cut costs, the Indian subsidiary beat
its Mexican counterpart by delivering.
the highest quality a the lowest cost.
‘Under its then-CEO, Jeff Immelt, GE
Healthcare leared to use all its opera-
tions in low-income countries - China,
‘Hungary, Mexico, and India -as parts.
of a system that allowed the company
to produce equipment cheaply for the
‘world market.

Parent company GE has also tapped
into the talent pool in emerging mar-
Kets by setting up technology centers in
‘Shanghai and Bangalore, for instance.
In those centers,the company conducts
research on everything from materials
designto molecular modeling to power
electronics. GE doesn't treat China and
India just as markets but also as sources
of talent and innovation that can trans-
form its value chain. And that's how
‘multinational companies should engage
with emerging markets if they wish to
secure their future. °

Ay K, N Kl s Snche and M Y
e e A
MDA cxampis n s rcle.

Reprint roso6c
To order,see page 151,




image1.png
Risk and Reward in World Markets (el
Spotiight

Strategies That Fit
Emerging Markets

Fast-growing economies often provide poor soil for profits.The cause? A lack of
specialized intermediary firms and regulatory systems on which multinational companies
depend. Successful businesses look for those institutional voids and work around them

by Tarun Khanna, Krishna G. Palepu, and Jayant Sinha,

EOs and top management toams of arge corporations, partcularly

in North America, Europe, and apan, acknowledge that globalization is

the most criticalchallenge they face today. They ar alo keenly aware that
ithas become tougher during the past decade to identify intermationalization strat
egies and o choose which countris t do business with. Still,most companies have:
stuck to the strategies they've traditionally deployed, which emphasize standard
ized approaches to new markets while sometimes experimenting with a few local
twists. As a result, many mulinational corporations re struggling to develop suc
cessful strategies in emerging markets.

Part of the problem, we beleve, is that the absence of specialized intermediaries,
ulatory systems, and contract-enforcing mechanisms in emerging markets -
“institutional voids; we christened them in a 1997 HBR artcle ~hampers the im-
plementation of globalization srategies. Companes i developed countries usually
take for granted the ritcal ol that“soft infrastructure plays n the execution of
thei business modelsin their home markets. But that infrastructure s often un-
derdeveloped or absent in emerging markets. There's o dearth of examples.Co
panies can't fnd skiled market research firms to inform them eliably about cus-
tomer preferences o they can aior productstospecific eeds and increase people’
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willingness to pay. Few end-o-end lo-
gistics providers, which allow manu-
facturers to reduce costs, are avalable
o transport raw materials and finished
products. Before recruiting employees,
corporations have to sreen large num-
bers of candidates themselves because
there aren't many search frms that can
dothe job for them.

Because of all those institutional
voids, many multinational companies

Since the early 19905, developing coun-
ries have been the fadtest growing mar-
ket i the world for most products and
services. Companies can lower costs by
seting up manufacturing facilties and
service centers in those areas, where
skilled abor and trained managers are
relativly inexpensive. Moreover,sveral
developing-country transnational cor-
porations have entered North America
and Europe with low-cost strategies

systems. Because the services provided
by intermediaries either aren'tavailable
in emerging markets or aren't very so-
phistcated,corporations can' smoothiy
transfer the strategies they employ in
their home countries to those emerging
markets.

During the past ten years, we've re-
searched and consulted with multna:
tional corporations al over the world.
One of us led a comparative research

Successful companies develop strategies for doing business in
emerging markets that are different from those they use at home
and often find novel ways of implementing them, too.

have fared poorly in developing coun-
tris. All the anecdotal evidence we.
have gathered suggests that since the
19905, American corporations have per-
formed better in their home environ-
‘ments than they have in forelgn coun
tries, especially in emerging markets.
Not surprsingly, many CEOS are wary
of emerging markets and prefer 10 in-
vest in developed nations instead. By
the end of 2002 acconding to the B
reau of Economic Analysi, an agency
of the US. Department of Commerce -
‘American corporations and their affl-
fate companies had $1.6 tillion worth
of assets i the United Kingdom and.
$s14 billon in Canada but only $173 bi
lion in Brazil, Rusia,India, and China.
combined.That' just 2.5 ofthe $6.9 -
lion in investments American compa-
nies held by the end ofthatyear.Infact,
although Us.corporations investments.
in China doubled between 1992 and
2002, that amount was sl lessthan
of al their overseas asets.

Many companies shied away from
emerging markets when they should
have engaged with them more closely.

(China's Haier Group in household elec-
trical appliances) and novel business
mdels (India’ Infosys in information
technology servies). Western compa
nies that want to develop counter-
strategies must push deeperinto emerg-
ing markets, which foster a different
genre of innovations than mature mar-
ketsdo.

If Wester companies don't develop.
strategies forengagingacross thir value.
hains with developing countries they
are uniikely to remain competitve for
long. However, despite crumbling tarif
barrier, the spread of the Intenet and.
cable television, and the rapidly im-
proving physical infastructure i these.
counties, CEOs can't assume they can
o business in emerging markets the
same way they doindeveloped nations.
“That's because the qualiy of the mar-
et infrastructure varies widely from
country tocountry. In general,advanced
economies have large poolsofseasoned
‘market intermediaries and effective
contract enforcng mechanisms, whercas
lessdeveloped economies have unskiled
intermediaries and less ffectve legal

Tarun Khanna tkhanna@hbs edu) s the orge Pl Lemann Pofesor and Krishna G.
Palepu (kpalepu@hbs.edu) i th Ross Graham Walker Pofessr o Business Adminis-
tration at Harvard Business Schoolin Boston. Ty are the coauthors of“Why Focused
Strategies May be Wrong for Emerging Markets” (HBR July-August 1997) and “The
Right Way to Restructure Conglomerates in Emerging Markets” (HBR July-August
1999).Jayant Sinha Gjayant_sinha@mckinse.com) is a partner at McKinsey & Com-

pany in New Deli,

project on China and India at Harvard
Business School, and we have all been
involved in McKinsey & Company’s
Global Champions research project.
We have leamed that successful com-
panies work around insttutional voids.
‘They develop srategies or doing busi-
ness in emerging markets that are
ferent from those they use at home and
often find novel ways of implementing
them, 100, They lso customize theirap-
proaches to fit each nation's insttu-
tional context. As we will show, firms
that take the rouble to understand the
institutional differences between coun-
ries ar likely to choose the best mar-
Kkets o enter, select optimal srategies,
and make the most out of operating in
emerging markets.

Why Composite Indices
Are Inadequate

Before we delve decper into institu-
tional void,is important to under-
stand why companis ofen target the
‘wrong countries or deploy inappropri-
ate lobaization srategies Many cor.
porations enter new lands because of
senior managers’personal experiences,
family s, gut felings,or ancedotal -
idence. Othersfllow key customers or
ivls into emerging markets;the herd
insint s trong among mulinationals.
Biases, too, dog companics forcgn in-
vestments.or insance, the reason US.
compunes prefrred oo business with
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(China rather than Indiafordecades was
probably because of Americals omance
with China,firt profiledin MIT politi-
calscientist Harold Isaacs's work in the
late 19505 Isaacspointed outthat patly
asa result of the work missionaries and
scholars didin China in the 15005, Amer-
icans became more familiar with China
than with India.

‘Companies that choose new markets
systematically often se tools like coun-
ty portfolio analyss and poliical isk
assessment, which chiefly focus on the
potential proits from doing business in
developing countries but leave ot es-
sential information about the soft n-
frastructures there. In December 2004,
when the McKinsey Global Survey of
Business Executives polled 9,750 enior
managers on their priorites and con-
cems, 61% said that market size and
growth drove their irms’ decisions to
enter new countries. While 1% felt that
politcaland ecoriomic stabiliy was the
most important factor in making those
decisions, oy 13w said that structural
conditions in other words, nstitutional
contexts) mattered most.

Just how do companies estimate a
nation's potential? Executives usually
‘analyze its GDP and per capita income
growth rates, it population composi-
tion and growth rates, and is exchange
rates and purchasing power parity in-
dices (pas, present, and projected). To
‘complete the picture, managers consider
the nation'sstanding on the World Eco-
nomic Forunt’s Global Competitiveness
Index, the World Bank's governance
indicators, and Transparency Interna-
tional's corruption ratings; its weight
in emerging market funds investments;
‘and, perhaps, orecasts of s next polt-
ical trnsiton.

Such composite indices are no doubt
useful, but companies should use them
as the basi for drawing up strategies
only when their home bases and target
countries have comparable institutional
contexts. For example,the United States
and the United Kingdom have similar
product,captal, and labor markets,with
hetworks of skilled intermediaries and
strong regulatory systems. The two na-
tions share an Anglo-Saxon legal sys-

Strategies That Fit Emerging Markets

The Trouble with Composite Indices

‘Companies ofen base thei globalizaton strategies o country rankings, but on
mostists,t s impossile to el developing counties apart.According o the six
indices below, Brazi, India, and China share similar markets while Rusia, though
an outieron many parameters, s omparable o the othr nations. Contrary to
‘what these rankings suggest, however, the market infastrcture in each o these
countiesvares widely, and companies need t deploy very diffrent strategies
tosucceed.

Brast | Russia | naia | China.
Growth Competitiveness Indexranking' 57 70 5546
(outof o4 countries; for 2003)

‘Business Competitivensss Index ranking” 38
(outof 103 countris;or 2003)

‘Governance indioators (percentile ankings)**
(outof99 countries; for 2002)

Voice and accountabilty 81
Polica tabilty r
Government effctiveness 500
Regulatory qualty 4
Ruleoflaw s00
Control o coruption 567

‘Corruption Perceptions Index ranking™** 59
(outof s countris;or 2004)

‘Composite Country Risk Ponts"+*
(forJanuary 2005; the large the number,
the less sy the county)

‘Wolght n Bmerging 696n
Markots Index (34
(for February 2004; out of 26 emerging markets)
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tem as well. American companies can  productsall over the country. Those e
enter Britain comfortable in the knowl-  dangerous assumptions to make in an
edge thatthey will ind competent mar-  emerging market, where skilled inter-
Ket research firms,that they can count  mediaris or contractenforcing mech-
on English law to enforce agreements  anisms are unlikely to be found. How-
they sign with potential partners,and ever, composite indices don't flash
that retilers will be able to distribute  warning signals to would-be entrants
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about the presence ofnstitutional voids
in emerging markets.
Infact,compositeindex-based analy-
ses of developing countriesconceal more
than they reveal. (See the exhibit “The
‘Trouble with Composite Indices?) In
2003, Brazil, Russa, India, and China
appeared similar on several indices Yet
despite the four countries' comparable:
standings, the key success factors in
‘each of those markets have turned out
o be very different. For instance, in
China and Russia, multinational retal
hains and local retalershave expanded
into the urban and semi-urban areas,
whereas in Brazil, only a few global
chains have set up shop in key urban

product, labor, and capital markets
‘work -and don't work — in thei target
countres. This will help them under-
stand the differences between home
markets and those in developing coun-
tries. n additon, each country’ social
‘and poliicl milieu-as wella the man-
‘er in which it has opened up to the
outside world — shapes those marets,
‘and companies must consider those fac-
tors too.

“The five contexts framework places
a superstructure of key markets on a
base of sociopolitical choices. Many
multinational corporations look at ei-
ther the macro factors (the degree of
‘openness and the sociopolitcal atmo-

‘The thorny relationships between
ethnic, regional, and linguistic groups
inemerging markets alsoafectsforeign
investors. In Malaysi, for instance, for-
eign companes should enter nto joint
ventures only after checking iftheir po-
tential partners belong o the majority
Malay community or the economically
‘dominant Chinese community, s asnot
to conflict with the government’ long-
standing policy of transferring some
assets from Chinese to Malays This pol-
fcy arose because of a perception that
the raceriots of 1969 were caused by the
tension between the Chinese haves and
the Malay have-nots. Although the thet-
oric has changed somewhat n the past

Can companies sustain strategies that presume the existence of
institutional voids? They can. It took decades to fill institutional

'voids in the West.

centers. And in India,the government
prohibited foreign direct investment
in the retaling and real estate indus-
ries until February 2005, 50 mon-and-
pop reailers dominate. Brazil, Russia,
India,and China may all be big markets
for multinational consumer product
‘makers, but executives have t0 design
unique distrbution stategies for each
‘market. That process must sart with a
thorough understanding of the differ-
ences between the countries’ market
infrastructures. Those differences may
‘make it more attractve for some busi-
esses to enter, say, Brazi than India

How to Map
Institutional Contexts

A we helped companies think through
their globlization strategies, we came.
upwithasimple conceptualdevice-the
five context Framework-that et exee-
utves map the nstitutional context o
any county. Eonomics 101 tellsusthat
companies buy inputs in th product,
1abor,and capital marketsand sl hei
outputsinthe products (raw materials
and iished goods) o services marke,
When choosing strategie, therefore,
exccutives need to figure out how the

sphere) or some of the market factors,
but few pay attention to both. We have
developed sets of questions that com-
panies can ask to create a map of each
country's context and to gauge the ex-
tent to which businesses must adapt
their strategies to each one. (See the ex-
hibit*Spoteing Institutional Voids?) Be-
fore we apply the framework to some
developing countries, e’ briefly touch
on the five contexts.

Political and Social Systems. As
we've discussed, every country’ politi-
cal system affects ts product, labor,
‘and capital markets. I sciais societies
like China, for instance, workers cannot
form independent trade unions in the
labor market, which affects wage leels.
A country’ social environment i also
important.In South Africa, orexample,
the government' support for the trans-
fer of assets to the historically disen-
franchised native African community -
alaudable social objective -has afected
the development of the capital market.
Such transfers usually price assetsin an
arbitrary fashion, which mabes it hard
formultinationals o figure out the value:
of South African companles and affcts
their asessments o potential partners.

few years,the pro-Malay policy remains
in place.

Executives would do wellto identify
 country’s power centers, such as its
bureaucracy, media, and civil society,
‘and figure out if there are checks and
balances in place. Managers must also
determine how decentralized the polit
icalsystem s if the government s sub-
e to oversight, and whether bureau-
crats and politicians are independent
from one another. Companies should
gauge the level of actual trust among
the populace as opposed to enforced
trust. For instance, if people believe
‘companes won't vanish with ther sav-
ings, firms may be able o raise money
locally sooner rather than later.

Openness. CEOs often talk about
the need for economies to be open be-
cause they believe s best toenter coun-
triesthat wekome direct investment by
‘multinational corporations - athough
companies can get into countries that
don't allow foreign investment by en-
tering ntojoint ventures or by licensing
ocal partners. Sil, they must remem-
ber that the conceptof‘open”can be de-
ceptive. For example exccutives believe
that China s an open economy because
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the government welcomes foreign -
vestment but that India is @ relaively
closed economy because of the luke-
warm reception the Indian government
givesmultnationals. However, Inda has
been open o ideas from the West, and.
peope have always been abie 10 travel
freelyin and out o the country, whereas
for decades, the Chinese government
i allow iscitizems o travel abroad
freely, and it still doesn'tallow many
deas o cross s borders. Consequently,
while it may be true that multinational
companies can invest in China more
easilythan they can n India, managers
in India are more inclined to be market
oriented and globally aware than man-
agersare in China.

“The more open a country’s economy;
the more lkely it s that global inter
mediaries will be allowed t0 operate
there. Multinationals, therefore, will
find it easier to function in markets
that are more open because they can
use the services of both the global and
local intermediaries. However, open-
ness can be a double-edged sword:
government that allows local compa-
nies o access the global capital market
neutralizes one of foreign companies”
key advantages.

“The two macro contexts we have just
described - political and social systems
and openness - shape the market con-
teats. For nstance, in Chile, a miltary
‘coupin the early 19705 led o the estab-
lishment of a right wing government,
‘and that government's iberaleconomic:
policiesld toa vibrant capital market in
the country. But Chile’s labor market
remained underdeveloped because the
‘government did not allow trade unions
10 operate freely. Similarly, openness
affectsthe development of markets. If
a country's capital markets are open to
foreign investors, fnancial intermed-
aries will become more sophistcated.
“That has happened in India, for exam-
ple, where capital markets are more
open than they are in China. Likewse,
inthe product market, if multinationals
caninvestn the retalindustry logistics
providers will develop rapidly. This has
een the case in China, where provid-
ers have taken hold more quickly than

they have in India, which has only re-
cently allowed multinational o invest
in retailing.

Product Markets. Developing coun-
tries have opened p their markets and
gtown rapidly during the past decade,
but companies silltruggle to get rel-
able information about consumers,es-
pecialythose with low incomes, Devel-
oping a consumer finance business s
tough, for example, because the data
sources and credit hisories that firms
draw on in the West don't exist in
emerging markets. Market research
and advertising are n theirinfancy in
developing countries, and its diffcult
tofind the deep databases on consump-
tion patters that allow companies to
segment consumers in more developed
markets. There are few government
bodies o independent publications like:
Consumer Reports n the United States,
that provide expert advice on the fea-
tures and quality of products. Because:
of a lack of consumer courts and advo-
cacy groups i developing nations, many
people feel they are at the mercy of big
companies.

Labor Markets. I spite of emerging
markets' large populations, multina-
tionals have trouble recruting manag-
ers and other skilled workers because:
the qualityoftalent s ard toascertain.
‘There are relatively few search firms
and recruting agenciesin lowincome
countris. The high-quality irms that
o exis focus on top-evel searches, 0
companies must scramble to identify
middle-level managers, engineers, or
floor supervisors. Engineering coleges,
business schools, and training instiu
tions have proliferated, but part rom
an it few, there's no way for compa-
s totell which schools produce siled
managers. For instance,several Indian
companies have sprung up o ran peo-
ple forjobs in the call center business,
but no rganizaton rtes the quality of
the raining it provides.

‘Capital Markets. The capial and i
nancial markets in developing coun-
ries are remarkable for their lack of
sophistication. Apart from a few stock
exchanges and governmentappointed
regulators,therearen't many relable -

termediarieslke credit rating agencies,
investment analysts, merchant bankers,
or venture capital firms. Multinationals
can'tcount on raising deb orequity cap-
ital localy to finance their operations.
Like investors,creditors don't have ac-
cess to accurate information on compa-
nies. Businesses can't casily assess the
creditworthiness of other firms or col-
lect receivablesafer they have extended
credit to customers. Corporate gover-
‘nance s also notoriously poor in emerg-
ing markets. Transnational companes,
therefore, can' trust their partners to
adhee to local laws and joint venture
agreements. I fac,since crony capital-
ism thrives in developing countries,
‘multinationals can't assume that the
profit motive alone is what's driving
local firms.

Several CEOs have asked us why we
‘emphasize the role of institutional in-
termediaries and ignore industry fac-
tors. They argue that industry struc-
ture,such asthe degree of competiton,
shouldalo influence companies strate-
les But when Harvard Business School
professor Jan Rivkin and one ofthe au-
thors of thisarticl ranked industries by
profitabilt, they found that the corte-
lation of industry rankings across pairs
of countries was close to zero, which
means that the attractiveness of an in-
dustry varied widely from country to
country. So athough factors like scale:
economies,entry barriers, and the abil
ity to differentiate products matter in
every industry, the weight of ther im-
portance variesfrom place to place. An
attractive industry in your home market
may tum out to be unattractve in an-
other country. Companies should ana-
Iyze industry tructures-alwaysa useful
exercise - only after they understand a
country's intitutional content.

Applying the Framework
When we appled the five contexts
framework o emerging markets i four
countries - Brail, Russi, India, and
China~the differences between them
became apparent (See th exhibiMap-
ping Contexts in Brazi, Russia, Inia,
and China?) Multinationals face dif
ferent kinds of competition in cach of
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