Recently interests toward emerging market
economies and companies have sharply
increased. Do youinterpret such changeasa
‘temporary phenomenon’ or ‘a new historical trend"?

This is without doubt a new historical trend. The reason is
simple enough: emerging markets are the new engines of
global GDP growth. By some measures, they will account for
60 percent or more of world GDP growth in the coming
decades (measuring GDP at PPP). This will be the result of the
slowing down of growth in theadvanced countriesaswellas
the acceleration of growth in every corner of the emerging
world—Asia, South America, and even Africa. For almost
two decades Japan has ceased to be an engine of global GDP
growth. Now Europe and the US are also showing signs of
sputtering growth. Following the 2008-09 financial crisis,
peopleare speaking of a“new normal™in which US growth
will be slower, less leveraged with debt, and more controlled
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by government. Following the 2010crisisin theeuro zone, the
outlook for growth in that part of the world isalso dimming,
because of the need of several European governmentsto cut
governmentspending.Inthis context,emerging marketsare
theonlyreally bright spotsin the global economy these
countries arestill projected to grow at 5-6 percent peryearfor
another decade or two.

Which factors in particular induced you to study
companies in emerging markets?

As one who has been researching emerging markets for 30
years, itbecame apparent ten years ago that these countries
were starting to produceinternationally competitive firms in
growing numbers—the future Samsungs and Sony’s of the
world, if you will. For several years after these countries
liberalized their economies, local firms feared that foreign
multinationals would easily conquer theirhome markets.So
they began to restructure their operations, modernize their
technologies, build scale in the home market through new
plants and acquisitions, and even invest in R&D. By about
2000, many local firms in countries like Brazil, China, India,
and Mexico were not only strongly entrenched in their
home marketthey began to expand aggressively into
foreign markets.

Global companies are currently striving hard to
expand into emerging markets. What kinds of

merits and attractiveness do you see in emerging
markets?

Emerging markets offer three kinds of opportunities for
global companies.Themost obviousoneis thattheyarethe
growth markets of the future. There is a burgeoning middle
classin many of these countries.Chinaand India, in particular,
have a middle class whose purchasing power is growing by
leapsand bounds.Inaddition, these two countries will join the
USto become the world’s three largest mega-economies.No
globalfirm can afford to ignore these markets. Second,
emerging markets are a very attractive base for low-cost
production of goodsand services. Itis well recognized by now
that China has become the world's factory and India the
world's back office. Many companies have seized on this
opportunity, as seen by the growth in offshoring of
manufacturingand services toemergingeconomiesinevery
part of the world, including Central America, Africa,and
Eastern Europe. Thisis perhaps the most promising and least
risky source of short-term profits for Western firms, because
the cost savings from shifting work from high-labor-cost
countries to low-labor-cost countries occursimmediatelyand
findsits way directly to the bottom ine.

Third, emerging markets are hot-beds of innovation. Many
new ideas are coming out of emerging markets, some of
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which will even find their way to developed markets. Global
firmsare only beginning toleverage this aspect of emerging
economies.Inarecent paper Prof Govindarajan of Dartmouth
and I have explored how the potential for reverse innovation
will change the strategy and organization of many Western
multinationals.Vijay Govindarajan and Ravi Ramamuirti.
2010."Reverse innovation, emerging markets, and global
strategy, Global Strategy Journal (forthcoming).In the future,
breakthrough innovations will come not just fromrich
countries but also from emerging markets.Recentexamples
include microfinance (asan alternative to traditional banking),
the ultra-low-price car, the Tata Nano, as an alternative to
traditional cars,or Mindray’s portable ultrasound devicesasan
alternative to GE's expensive ultrasound machines.In the
future, there willbe many more such innovations, forexample
in wireless banking, education, health care, wind energy,
decentralized power generation,and even high technology
fields like biofuels, bio-technology,and nanotechnology.

Growing number of companies from emerging
markets are appearing on the list of Fortune’s top
500 global companies. What do you think lies
behind emerging market companies’ stepping up
asglobal players?

Threefactorsare driving the internationalization of
emerging market firms. First, their confidence has
growninthelastdecade,asthey discovered that they
could compete effectively in theirhome markets
against the world’s largest MNCs. As a result, their
aspirations have alsogrown:many of them nowaimto join
thetop league of firmsin theirindustry worldwide. Second, as
theworld hasbecome*flatter’and more open, ithasbecome
easierfor firms everywhere to globalize, and this applies also
tofirmsinemerging markets.Technology, capital, specialized
services, management talent—all these are now as freely
available tofirmsin emerging markets as they are tofirmsin
theWest. This has made internationalization cheaper, easier,
and less risky. Third, in countries like China, the government
has mandated that state-owned firms should becomeglobal
players. Under the“go globalpolicy announced a few years
back, China setagoal toget 50 of its companies on to Fortune
magazine’s Global 500 list. Therefore, many Chinese firms
have made large acquisitions abroad, notably Lenovo, TCL,
Haier, Huawei,and soon.

As presented by certain M&A cases where emerging
market companies acquire western companies,
companies from emerging market are emerging as main
players of corporate acquisitions. Which certain cases
would you rate as model cases?

The buyersinvolved in the worlds largest cross-border M&A
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deals are still from the develgped.countries. However,a
growing number of companies inemerging marketsarealso
becoming active in cross-border M&A deals, and this is
gettingadisproportionateamountof media coverage because
itisanew and unexpected trend. There is a saying in English
thatifadog bitesamanitis not news, butifamanbitesadogit
is!The total foreign acquisitions by emerging-market firmsis
still only 20 percent of the world’s total foreign direct
investment, but it was less than 3 percent of the total a few
decades back.So, yes, the growth is dramatic. Also, two-thirds
of thatforeign investment by emerging-market firmsgoesto
otheremerging markets,and only one-third goesto purchase
assetsorcompaniesindeveloped countries. Yet, the latter gets
alot of media coverage.| do not mean to minimize the
significance of such deals—after all, it is truly surprising that
firms from poor developing countries would buy established
firmsin rich countries—butitisimportant to understand the
real extent of such deals in the overall scheme of things. That
said, firms from a few emerging markets, such as Brazil and
India, acquired several large Western companiesin 2007 and
2008, before the global financial crisis led to a severe credit
tightening. In India, the largest deals involved the Tata Group,
which bought a giant steel company, Corus, and the British
auto firms, Jaguar and Land Rover. In Brazil as well as Russia,
someof the largest deals were in the natural resources sector,
InChina, one of the most visible cases was Lenovos purchase
of IBMs personal computer business.

Itis too early to judge the success orfailure of these deals. The
Tata Group, which has a reputation for enlightened
management, was very careful not to scare away senior
executives ortechnical talentfrom the acquired companies, or
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toantagonize trade unions by slashing jobs or cutting benefits.
Chinas Lenovo was similarly careful to retain talent when it
bought IBMsPC business,and even moved the headquarters
from Chinatothe UStoassure USemployees that they would
have a loud voice in the firm. Both companies have done
many things right, but the fundamental soundness of their
strategies is yet to be proven.The Tata Group, for instance,
went through a very anxious time during the financial crisis,
when sales of Jaguarand Land Rover vehicles plunged, losses
rose, and tight credit conditions made it hard to finance the
firm’s operations. Similarly, Lenovo has yet to demonstrate
that it can make good returnsinthe PCbusiness.So,lam not
sure there are compelling role models available yet of how
emerging-market firms.

Personally, | much prefer firms that make small targeted
acquisitions of Western companies, to obtain something very
specific, such as technology, distribution, or brands. Indian
software companies have tended to make such acquisitions,
even though they have had thefinancial clout tomakelarge
acquisitions. Smaller deals do not make the newspaper
headlines, but they are less risky, less expensive, and easier to
integrate into existing operations than mega-deals.

Overseas companies that have entered into emerging
markets are facing fierce competition against local
companies, and only a few survive. What are the features
and strategies found in successful companies?

Overseas companies that survive in emerging markets are
oftenearlyentrantswhohave had thetimetounderstand what
it takes to succeed in these highly competitive markets.Some,
like Unilever or Nestle, have operated in these markets for
decades, giving them time to understand local customersand
their distinctive needs. A second characteristic of these
companiesis that they take the long view and are willing to
investin building products, distribution,and brands in these
markets.In many emerging markets there are highly
competitive local firms that have strong brands, distribution,
and products.Thesefirmsarealso completely at ease dealing
with the difficult business environment of emerging markets,
such as unreliable power supply, poor
physical infrastructure, weak suppliers,
under-developed financial sector,and ‘
intrusive governments. Overseas
companiesare often stymied by these \
conditions—unless they have time to
adjusttothese realities. That brings me to

a third characteristic of successful
overseascompanies—and thatis
their readiness to learn from
local firms, suppliers, and
competitors, rather than to
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enter with the naive confidence that their strong
brands and advanced technologies will
automatically produce success. |
particularly like the example of a small
Danish firm, Danfoss, that said its goal
was to make“China a second home
market’What the firm meant to say
wasthatitwanted toengage deeplyin
China, asif it were a Chinese firm,and
play inall segments of the market, not
such the premium segment. Only with
such an attitude can overseas firms
succeed in countries like China and India.
Unfortunately, many overseascompaniestendto
assume (incorrectly) that they can simply take proven
approachesfrom other marketsand apply them successfully
inemerging markets. Unfortunately, they learn the hard way
thatthe company hasto develop carefully astrategy foreach
emerging market. Often, this requires working with local
partnersthrough JVsoralliances.
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Following the rapid growth of emerging market, we are
observing dramatic changes in the patterns of
consumption in those countries. Regarding the
consumption patterns in those countries, which features
would you point out as distinguished from that of
developed markets?

One must be careful generalizing about emerging markets
becausetheyarenotallthesame.Butthereareafewinteresting
and robust differences between consumption pattemsinrichvs.
poor countries that | would like to highlight. One such
differenceisthattheaverage consumerin poorcountriesisvery
value conscious—he or she does not want to pay top dollar for
products, yet expects the products to be pretty good. This is
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leading to a wave of“affordability innovations”in which
products are being developed from scratch or redesigned to
make them much cheaperand yet of fairly good quality. Prices
forthese“good enough”products cannot just be 100r 20
percentlowerthanintheWest, they oftenmustbe 50-80 percent
lower. ForWestern firms, this represents a major challenge,
because they are confronted with the need to develop new
product platforms just foremerging markets.
Anotherinteresting difference is that products for emerging
marketshavetobefunctionallyeasiertouse. Thismeansmaking
productssimplertooperate, easiertomaintain,andsturdierforthe
harsh environmentin which they must be used. An exampleis
Mindraysdevelopmentof portable ultrasound machinesfor
ruralChinathatallowsdoctorstouse thetechnologyin

remote areas. Another example is GES simple-to-
use ECGmachineswhichare battery-powered,
have justa couple of buttons, usea simple
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of greentechnologies, where Chinaismoving
aggressivelytoencouragesuchindustries, evenas
itcontinuesto betheworldslargest polluter(interms

of total emissions). Other examples would include
wireless banking, theadoptionof biometricIDs, novel methods
foreducatingilliterate people, and providing healthcare for the
poor.In other words, new business models and advanced
technologiesare beingdeveloped toservethe poor.

Alarge number of leading emerging market firms grow
on the back of government’s protection or abundant raw
materials in the region such as oil. However, this kind of
growth can be interpreted as conveying risks (could be
fatal in certain circumstances) when privatizedor suffer
from price fluctuations of raw materials. This can be
concluded that we have to admit existence of limitsin
growth of emerging market companies. What is your
opinion on this?

You raise a valid and important question. The boomin
emerging markets—and the resulting dynamism of
emerging-market firms—is spurred by many factors,
including the sharp rise in the last decade of raw material
prices, following the demand boom in countries like China
and India. Many countries in Asia, Africa, and Latin America
have enjoyed record foreign exchange earnings and GDP
growth for this reason. At the same time, many emerging
markets have made genuine structural reforms that have
contributed to their recent economic dynamism.The latter

=do] Y1 3.

Ae 2l 7IeR viE Aue 2=

£ Aotk 7HE $8%t e 23 HlasRA)

A T2 7S AlACIA 71 Eol vl

P She s 9l BT EA] Feld 3420

e}, HE A= A A, AR 7T,

Hc]— =] 2__1;_7445;_ _o] o]r/} D]-a] u]——H/q Hu]

o FlolA A= AR mEla) 24l 7]sso] Ak A et
<ol

ofs

B
o
L

NoHE
(o] QE: Ololv
=1|
|

o
o

-

¢

oro o|HZE! O3t 7[o| HE HSL| IS 22 Szt X|Ho| EXM

3t 2IRFRHON QIRIsHA AYEISHCE, TIRALE O SRl o’é*Oil— 2|
ATy} QUCkn MZHEIC), BISHE|ALL 2IRITY 712 HE0| S
Gl SIS 4 Sick Tt Ol o 7ol Mol B
A7k SUCH= ZisHoll HSHANS OfEIH| 4215717

50  EMERGING INVESTOR

will lead to sustained growth, whereas the boom resulting
from high raw material prices will peter out if prices fall. We
gotataste of thatin 2009, following the global recession, but
prices have sincerecovered,asgrowth revived intheemerging
markets. The good news is that in the short to medium run,
growing demand may continue to keep raw material prices
high,and the associated emerging-market firms will have the
resources to internationalize upstream or downstream,
depending onwhether theyare looking to secure marketsfor
their raw materials (e.g. Brazil, Russia) or looking to secure
raw materials to meet burgeoning domesticdemand (e.g.
China, India). The Asian tigers--Japan, Korea, Taiwan,
Singapore,and Hong Kong—grew at remarkably high rates
for 3-4 decades even though they were not endowed with
natural resources. That is not the case with many of today’s
emerging markets. | should add, however, that evenin
countries rich in natural resources, economic reforms have
helped create severalinternationally competitive firms thatare
not based on natural resources. In South Africa, for instance,
there are companies like MTN (telecommunications), SAB
Miller (beverages), or Standard Chartered Bank thatare doing
well internationally (some of these firms have since moved
their headquarters outside S. Africa); In Brazil, there are firms
like Embraer (aircraft), Gerdau (steel), Sabo (auto
components),and Odebrecht (construction); and even in
Russia there are firms like Vimpelcom (telecommunications)
thatare doing wellathomeandabroad.

What do you think are the problems that emerging
markets are facing and have to overcome in the future?
And specifically what emerging markets can do to
overcome the barriers?

Thereare so many problems that emerging markets need to
worryabout. At the economic level, there are problems with
infrastructure, with the environment, with social inequalities,
regional disparities, skill shortages,and corruption. You could
write a whole book on each of these topics. At the political
level, too, many emerging markets lack the systemic
robustness of mature democracies such as the US, EU, or
Japan. Animportant example here is China, whose political
system s less robust and stable than one might think at first
glance.Each of these problemsis a big can of worms.Whena
country grows at 6 or 9 percent per year, it is difficult for the
government to manage that growth andalso solve problems
like those listed above. Someone likened it torepairingacar’s
engine while it was running at 60 miles per hour! At a
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