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The world turned upside down

The emerging world, long a source of cheap labour, now rivals therich
countries for businessinnovation, says Adrian Wooldridge

N 1980 American car executives were SO

shaken to find that Japan had replaced
the United States as the world’s leading
carmaker that they began to visit Japan to
find out what was going on. How could the
Japanese beat the Americans on both price
and reliability? And how did they manage
to produce new models so quickly? The
visitors discovered that the answer was
not industrial policy or state subsidies, as
they had expected, but business innova-
tion. The Japanese had invented a new sys-
tem of making things that was quickly
dubbed “lean manufacturing”.

This special report will argue that
something comparable is now happening
in the emerging world. Developing coun-
tries are becoming hotbeds of business in-
novation in much the same way as Japan
did from the 1950s onwards. They are com-
ing up with new products and services
that are dramatically cheaper than their
Western equivalents: $3,000 cars, $300
computers and $30 mobile phones that
provide nationwide service for just 2 cents
a minute. They are reinventing systems of
production and distribution, and they are
experimenting with entirely new business
models. All the elements of modern busi-
ness, from supply-chain management to
recruitment and retention, are being re-
jigged or reinvented in one emerging mar-
ket or another.

Why are countries that were until re-
cently associated with cheap hands now
becoming leaders in innovation? The most

obvious reason is that the local companies
are dreaming bigger dreams. Driven by a
mixture of ambition and fear—ambition to
bestride the world stage and fear of even
cheaper competitors in, say, Vietham or
Cambodia—they are relentlessly climbing
up the value chain. Emerging-market
champions have not only proved highly
competitive in their own backyards, they
are also going global themselves.

The United Nations World Investment
Report calculates that there are now
around 21,500 multinationals based in the
emerging world. The best of these, such as
India’s Bharat Forge in forging, China’s
BYD in batteries and Brazil’s Embraer in jet
aircraft, are as good as anybody in the
world. The number of companies from
Brazil, India, China or Russia on the Finan-
cial Times 500 list more than quadrupled
in 2006-08, from 15 to 62. Brazilian top 20
multinationals more than doubled their
foreign assets in a single year, 2006.

At the same time Western multination-
als are investing ever bigger hopes in
emerging markets. They regard them as
sources of economic growth and high-
quality brainpower, both of which they
desperately need. Multinationals expect
about 70% of the world’s growth over the
next few years to come from emerging
markets, with 40% coming from just two
countries, China and India. They have also
noted that China and to a lesser extent In-
dia have been pouring resources into edu-

cation over the past couple of decades. »
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» China produces 75,000 people with higher
degrees in engineering or computer sci-
ence and India 60,000 every year.

The world’s biggest multinationals are
becoming increasingly happy to do their
research and development in emerging
markets. Companies in the Fortune 500 list
have 98 R&D facilitiesin China and 63 in In-
dia. Some have more than one. General
Electric’s health-care arm has spent more
than $50m in the past few years to build a
vast R&D centre in India’s Bangalore, its
biggest anywhere in the world. Cisco is
splashing out more than $1billion on a sec-
ond global headquarters—Cisco East—in
Bangalore, now nearing completion. Mi-
crosoft’s R&D centre in Beijing is its largest
outside its American headquarters in Red-
mond. Knowledge-intensive companies
such as 1T specialists and consultancies
have hugely stepped up the number of
people they employ in developing coun-
tries. For example, a quarter of Accenture’s
workforce is in India.

Both Western and emerging-country
companies have also realised that they
need to try harder if they are to prosper in
these booming markets. It is not enough to
concentrate on the Gucci and Mercedes
crowd; they have to learn how to appeal to
the billions of people who live outside
Shanghai and Bangalore, from the rising
middle classes in second-tier cities to the
farmers in isolated villages. That means re-
thinking everything from products to dis-
tribution systems.

Anil Gupta, of the University of Mary-
land at College Park, points out that these
markets are among the toughest in the
world. Distribution systems can be hope-
less. Income streams can be unpredictable.
Pollution can be lung-searing. Govern-
ments can be infuriating, sometimes med-
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dling and sometimes failing to provide ba-
sic services. Pirating can squeeze profit
margins. And poverty is ubiquitous. The is-
lands of success are surrounded by a sea of
problems, which have defeated some
doughty companies. Yahoo! and eBay re-
treated from China, and Google too has re-
cently backed out from there and moved to
Hong Kong. Black & Decker, America’s big-
gest toolmaker, is almost invisible in India
and China, the world’s two biggest con-
struction sites.

But the opportunities are equally ex-
traordinary. The potential market is huge:
populations are already much bigger than
inthe developed world and growing much
faster (see chart 1), and in both China and
India hundreds of millions of people will
enter the middle class in the coming de-
cades. The economies are set to grow faster
too (see chart 2). Few companies suffer
from the costly “legacy systems” that are
common in the West. Brainpower is rela-
tively cheap and abundant: in China over
5m people graduate every year and in In-
dia about 3m, respectively four times and
three times the numbers a decade ago.

This combination of challenges and op-
portunities is producing a fizzing cocktail
of creativity. Because so many consumers
are poor, companies have to go for volume.
But because piracy is so commonplace,
they also have to keep upgrading their pro-
ducts. Again the similarities with Japan in
the 1980s are striking. Toyota and Honda
took to “just-in-time” inventories and
quality management because land and
raw materials were expensive. In the same
way emerging-market companies are turn-
ing problems into advantages.

Until now it had been widely assumed
that globalisation was driven by the West
and imposed on the rest. Bosses in New
York, London and Paris would control the
process from their glass towers, and West-

The Economist April 17th 2010

ern consumers would reap most of the
benefits. This is changing fast. Muscular
emerging-market champions such as In-
dia’s ArcelorMittal in steel and Mexico’s
Cemex in cement are gobbling up Western
companies. Brainy ones such as Infosys
and Wipro are taking over office work. And
consumers in developing countries are get-
ting richer faster than their equivalents in
the West. In some cases the traditional glo-
bal supply chain is even being reversed:
Embraer buys many of its component
parts from the West and does the assembly
work in Brazil.

Old assumptions about innovation are
also being challenged. People in the West
like to believe that their companies cook
up new ideas in their laboratories at home
and then export them to the developing
world, which makes it easier to accept job
losses in manufacturing. But this is proving
less true by the day. Western companies
are embracing “polycentric innovation” as
they spread their R&D centres around the
world. And non-Western companies are
becoming powerhouses of innovation in
everything from telecoms to computers.

Rethinking innovation

The very nature of innovation is having to
be rethought. Most people in the West
equate it with technological break-
throughs, embodied in revolutionary new
products that are taken up by the elites and
eventually trickle down to the masses. But
many of the most important innovations
consist of incremental improvements to
products and processes aimed at the mid-
dle or the bottom of the income pyramid: »
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» look at Wal-Mart’s exemplary supply sys-
tem or Dell’s application of just-in-time
production to personal computers.

The emerging world will undoubtedly
make a growing contribution to break-
through innovations. It has already leap-
frogged ahead of the West in areas such as
mobile money (using mobile phones to
make payments) and online games. Micro-
soft’s research laboratory in Beijing has
produced clever programs that allow com-
puters to recognise handwriting or turn
photographs into cartoons. Huawei, a Chi-
nese telecoms giant, has become the
world’s fourth-largest patent applicant.
But the most exciting innovations—and the
ones this report will concentrate on—are of
the Wal-Mart and Dell variety: smarter
ways of designing products and organising
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processes to reach the billions of consum-
ers who are just entering the global market.

No visitor to the emerging world can
fail to be struck by its prevailing optimism,
particularly if his starting pointis the reces-
sion-racked West. The 2009 Pew Global At-
titudes Project confirms this impression.
Some 94% of Indians, 87% of Brazilians and
85% of Chinese say that they are satisfied
with their lives. Large majorities of people
in China and India say their country’s cur-
rent economic situation is good (see chart
3, previous page), expect conditions to im-
prove further and think their children will
be better off than they are. This is a region
that, to echo Churchill’s phrase, sees op-
portunities in every difficulty rather than
difficulties in every opportunity.

This special report will conclude by

First break all the rules

The charms of frugalinnovation

ENERAL ELECTRIC’S health-care lab-
oratory in Bangalore contains some of
the company’s most sophisticated pro-
ducts—from giant body scanners that can
accommodate the bulkiest American foot-
ball players to state-of-the-art intensive-
care units that can nurse the tiniest prema-
ture babies. But the device that has cap-
tured the heart of the centre’s boss, Ashish
Shah, is much less fancy: a hand-held elec-
trocardiogram (EcG) called the Mac 400.

The device is a masterpiece of simplifi-
cation. The multiple buttons on conven-
tional EcGs have been reduced to just four.
The bulky printer has been replaced by
one of those tiny gadgets used in portable
ticket machines. The whole thing is small
enough to fitinto a small backpack and can
run on batteries as well as on the mains.
This miracle of compression sells for $800,
instead of $2,000 for a conventional ECG,
and has reduced the cost of an ECG test to
just $1per patient.

In Chennai, 200 miles (326km) farther
east, Ananth Krishnan, chief technology
officer of Tata Consultancy Services (TCs),
is equally excited about an even lower-
tech device: a water filter. It uses rice husks
(which are among the country’s most com-
mon waste products) to purify water. It is
not only robust and portable but also rela-
tively cheap, giving a large family an abun-
dant supply of bacteria-free water for an
initial investment of about $24 and a recur-

ring expense of about $4 for a new filter ev-
ery few months. Tata Chemicals, which is
making the devices, is planning to produce
1m over the next year and hopes for an
eventual market of 100m.

These innovations are aimed at two of
India’s most pressing health problems:
heart disease and contaminated water.
Some 5m Indians die of cardiovascular dis-
eases every year, more than a quarter of
them under 65. About 2m die from drink-
ing contaminated water. The two compa-
nies are already at work on “new and im-
proved”—by which they mean simpler and
cheaper—versions of these two devices.

Budget-minded
There is nothing new about companies
adapting their products to the pockets and
preferences of emerging-market consum-
ers. Unilever and Procter & Gamble started
selling shampoo and washing powder in
small sachets more than two decades ago
to cater for customers with cramped living
spaces and even more cramped budgets.
Nike produces an all-enveloping athletic
uniform to protect the modesty of Muslim
women athletes. Mercedes puts air-condi-
tioning controls in the back as well as the
front of its cars because people who can af-
ford a Mercedes can also afford a driver.
But GE and TCs are doing something
more exciting than fiddling with existing
products: they are taking the needs of poor

asking what all this means for the rich
world and for the balance of economic
power. In the past, emerging economic le-
viathans have tended to embrace new
management systems as they tried to con-
solidate their progress. America adopted
Henry Ford’s production line and Alfred
Sloan’s multidivisional firm and swept all
before it until the 1960s. Japan invented
lean production and almost destroyed the
American car and electronics industries.
Now the emerging markets are developing
their own distinctive management ideas,
and Western companies will increasingly
find themselves learning from their rivals.
People who used to think of the emerging
world as a source of cheap labour must
now recognise thatit can be a source of dis-
ruptive innovation as well. m

consumers as a starting point and working
backwards. Instead of adding ever more
bells and whistles, they strip the products
down to their bare essentials. Jeff Immelt,
GE’s boss, and Vijay Govindarajan, of the
Tuck Business School, have dubbed this
“reverse innovation”. Others call it “frugal”
or “constraint-based” innovation.

There is more to this than simply cut-
ting costs to the bone. Frugal products need
to be tough and easy to use. Nokia’s cheap-
est mobile handsets come equipped with
flashlights (because of frequent power
cuts), multiple phone books (because they
often have several different users), rubber-
ised key pads and menus in several differ-
ent languages. Frugal does not mean sec-
ond-rate. GE’s Mac 400 ECG incorporates
the latest technology. Many cheap mobile
handsets allow users to play video games
and surf the net. Frugal often also means
being sparing in the use of raw materials
and their impact on the environment.

The number of frugal products on the
market is growing rapidly. Tata Motors has
produced a $2,200 car, the Nano. Godrej &
Boyce Manufacturing, one of India’s oldest
industrial groups, has developed a $70
fridge that runs on batteries, known as
“the little cool”. First Energy, a start-up, has
invented a wood-burning stove that con-
sumes less energy and produces less
smoke than regular stoves. Anurag Gupta,
a telecoms entrepreneur, has reduced a »
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» bank branch to a smart-phone and a fin-
gerprint scanner that allow ATM ma-
chines to be taken to rural customers.

Frugalinnovationisnotjustaboutre-
designing products; it involves rethink-
ing entire production processes and
business models. Companies need to
squeeze costs so they can reach more cus-
tomers, and accept thin profit margins to
gain volume. Three ways of reducing costs
are proving particularly successful.

The first is to contract out ever more
work. Bharthi Airtel, an Indian mobile
company that charges some of the lowest
fees in the business but is worth $30 bil-
lion, has contracted out everything but its
core business of selling phone calls, hand-
ing over network operations to Ericsson,
business support to 1IBmM and the manage-
ment of its transmission towers to an inde-
pendent company. To make this work,
Bharthi had to persuade its business part-
ners to rethink their business models too.
For example, Ericsson had to agree to be
paid by the minute rather than for selling
and installing the equipment, and rival
mobile companies to rent their towers
rather than own them outright.

The second money-saver is to use exist-
ing technology in imaginative new ways.
TCs is looking at using mobile phones to
connect television sets to the internet. Per-
sonal computers are still relatively rare in
India but televisions are ubiquitous. TCS
has designed a box that connects the tele-
vision to the internet via a mobile phone. It
has also devised a remote control that al-
lows people who have never used key-
boards to surf the web. This idea is elegant
as well as frugal: by reconfiguring existing
technology it can potentially connect mil-
lions of people to the internet.

The third way to cut costs is to apply
mass-production techniques in new and
unexpected areas such as health care. Devi
Shetty is India’s most celebrated heart sur-
geon, having performed the country’s first
neonatal heart surgery on a nine-day-old
baby, and numbered Mother Teresa
among his patients. Yet his mostimportant
contribution to medicine is not his surgical
skill but his determination to make this
huge industry more efficient by applying
Henry Ford’s management principles. He
believes that a combination of economies
of scale and specialisation can radically re-
duce the cost of heart surgery. His flagship
Narayana Hrudayalaya Hospital in the
“Electronics City” district of Bangalore, not
far from Gg, Infosys and Wipro, has 1,000
beds (against an average of 160 beds in
American heart hospitals), and Dr Shetty

and his team of 40-odd cardiologists per-
form about 600 operations a week.

The sheer number of patients allows
surgeons to acquire world-class expertise
in particular operations, and the generous
backup facilities allow them to concen-
trate on their speciality rather than wast-
ing their time on administration. Dr Shetty
has performed more than 15,000 heart op-
erations and other members of his team
more than 10,000. The hospital charges an
average of $2,000 for open-heart surgery,
compared with $20,000-100,000 in Amer-
ica, but its success rates are as good as in
the best American hospitals.

Dr Shetty has devoted much of his en-
ergy to boosting his customer base, largely
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for humanitarian reasons but also be-
cause he believes that higher vol-
umes lead to better quality. He has
established video and internet links
with hospitals in India, Africa and
Malaysia so that his surgeons can
give expert advice to less experienced
colleagues. He also sends “clinics on
wheels” to nearby rural hospitals to test
for heart disease. He has created a health-
insurance scheme, working with various
local self-help groups, that covers 2.5m
people for a premium of about 11 cents a
month each. About a third of the hospital’s
patients are now enrolled in the scheme. A
sliding scale of fees is used for operations
so that richer customers subsidise poorer
ones. The entire enterprise is surprisingly
profitable given how many poor people it
treats. Dr Shetty’s family-owned hospital
group reports a 7.7% profit after taxes, com-
pared with an average of 6.9% in American
private hospitals.

The group has recently built three other
hospitals next to the heart clinic—a trauma
centre, a 1,400-bed cancer hospital and a
300-bed eye hospital. They all share cen-
tral facilities such as laboratories and a
blood bank. Dr Shetty is also setting up
“medical cities” in other parts of the coun-
try. Over the next five years his company
plans to increase its number of beds to
30,000, making it the largest private-hospi-
tal group in India and giving it more bar-
gaining power when it negotiates with
suppliers, thus driving down costs further.

From jugaad to shanzhai
Indians often see frugal innovation as their
distinctive contribution to management
thinking. They point to the national tradi-
tion of jugaad—meaning, roughly, making
do with what you have and never giving
up—and cite many examples of ordinary
Indians solving seemingly insoluble pro-
blems. But China is just as good as India at
coming up with frugal new ideas. Mindray,
for example, specialises in cheap medical
products such as EcG devices, and BYD
has radically reduced the price of expen-
sive lithium-ion batteries by using less
costly raw materials and learning how to
make them at ambient temperatures rath-
er thanin expensively heated “dry rooms”.
This has reduced their price from $40 to $12
apiece and made them competitive with
less powerful nickel-cadmium batteries.
The Chinese have made two distinctive
contributions to frugal innovation. The
first is the use of flexible networks—pow-
ered by guanxior personal connections—to
reduce costs and increase flexibility. Li & »
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» Fung, a Hong Kong-based company, has
long been a pioneer, working closely with
a network of about 12,000 companies op-
erating in more than 40 countries. It puts
together customised supply chains fromits
vast network of associates and keeps an
eye on quality and order fulfilment. Simi-
larly, Dachangjiang, a motorcycle-maker in
China’s Guangdong province, works with
hundreds of parts suppliers.

These post-modern guanxihave several
powerful qualities. They can contract or
expand with demand. Li & Fung and Da-
changjiang seldom have problems with
excess capacity when times are hard or
with waiting lists when times are flush.
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And they can be turned into engines of in-
novation. Li & Fung relies on its partners to
help solve problems, not just fulfil orders.
Dachangjiang provides its suppliers with
rough sketches rather than detailed blue-
prints and encourages them to innovate.

A second area where the Chinese excel
is in “bandit” or “guerrilla” innovation,
known as shanzhai. The original bandits
lived in isolated villages and carried out
raids on upright citizens. Today’s bandits
live at the margins of official society but
are much in evidence: in Shanghai’s Peo-
ple’s Square you will be offered a cheap
watch or phone at every step.

These bandits are parasites who profit

Easier said than done

Emerging-market consumers are hard to reach

NILEVER’S Concept Centre in mid-

town Shanghai attracts hundreds of
human guinea-pigs every day, ranging
from housewives with time on their hands
to migrant labourers looking for easy
work. The centre is a consumer’s paradise.
There are salons where people can get
their hair done. There is a living room and
a bedroom—called “the chatting room”—
where they can make themselves athome.
There is a shop where they can browse the
company’s latest products. Researchers
discreetly monitor consumers’ reactions
from behind one-way mirrors.

The Concept Centre is just a small part
of Unilever’s growing R&D effort in China,
where it has struggled in the past and
where it is now determined to catch up
with its perennial rival, Procter & Gamble.
Half an hour’s drive away, in one of the
city’s sprawling office parks, the company
has a huge new R&D centre where it does
everything from conducting basic research
to producing three-dimensional mock-ups
of new packaging.

Emerging markets are far more varied
and volatile than mature ones. There is lit-
tle money around: the average income per
person in Chinais around $3,500 and in In-
dia $1,000. Cultural complexities are con-
founding and tastes are extraordinarily flu-
id. People who are not used to brands flit
easily from one to another.

This has turned great metropolises such
as Shanghai into vast laboratories of con-
sumer research. Companies are always
coming up with new products, or tweak-

ing old ones, to suit local tastes and meet
idiosyncratic preferences. Unilever makes
its soaps and shampoos foamier than their
Western equivalents. P&G produces tooth-
paste in herbal and green-tea flavours. Pep-
siCo adds spice to its potato chips. Adidas
has created two kinds of shops—*local”
ones that specialise in sportswear de-
signed for Asian bodies and “global” ones
that sell the same products as in the West.
The shopping mall beneath the company’s
regional headquartersin Shanghaihas one
of each kind.

Innovation extends to changing entire
business models. Yum! Brands, which
owns KFC and Pizza Hut, has repositioned
itself as an upmarket company in China,
offering comfortable dining for middle-
class families rather than fast food for the
masses. It has also launched a new chain
of restaurants, East Dawning, serving Chi-
nese dishes. Levi Strauss has introduced a
pay-as-you-wear model for its most fash-
ionable jeans in India to preserve their up-
market status while broadening its cus-
tomer base. Dell sells its pcs in China
through shops as well as to order.

Because of the lack of brand loyalty,
companies have to put even more thought
into marketing than they do in the West.
Shanghai is plastered with advertisements
on everything from airport trolleys to lava-
tory walls. Companies project giant logos
onto the sides of skyscrapers. Many lifts
and cabs have televisions that pour out a
constant stream of commercials. Mobile
phones are bombarded with texts adver-

from China’s weak property rights, but
they are also talented innovators, quickly
producing copies of high-tech gadgets that
are cheap enough for migrant workers to
be able to afford them but also fashionable
enough for young professionals to covet
them. Some of the more exotic phones are
designed to look like watches or packets of
cigarettes (they even have room for a few
real ones) and often have striking new fea-
tures, such as solar chargers, superloud
speakers, telephoto lenses or ultraviolet
lights that make it easier to detect forged
currency. In their own way the bandits de-
ploy as much innovation and ingenuity as
their legitimate counterparts. m

tising holidays, massages and much more.

Emerging-market companies are partic-
ularly adept at adding the human touch.
Most consumer-goods firms, and a grow-
ing number of electronics ones, use sales
representatives to demonstrate their pro-
ducts to customers. Unilever employs an
army of “Pond Girls” who show depart-
ment-store customers how to use the
eponymous face cream.

Bottom-fishing
As companies work their way down the
income pyramid, the problems proliferate.
Distribution is tricky: modern retail chains
account for only a third of consumer goods
sold in China and a fifth in India. Branding
can have pitfalls: the locals may be suspi-
cious of foreign products. Companies may
find themselves up against feisty rivals that
they have never heard of, not to mention
unscrupulous pirates. And China’s rural
areas account for 54% of its population but
produce a much lower share of its GDP.
Companies in search of the much-
vaunted fortune at the bottom of the pyra-
mid have to start not with consumers but
with non-consumers. They need to get in-
side poor people’s heads to develop new
markets, shaping people’s tastes and estab-
lishing habits. The techniques they use in-
clude “embedding” employees with local
families in order to study their day-to-day
behaviour. P&G sends young marketing
people to live with Chinese peasants for
months on end. They hand out their pro-
ducts free (sometimes through local »
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» NGOS) to see what people make of them.
GE donates medical equipment to rural
health-care centres and keeps a careful
watch on how they are used.

Some companies even employ cor-
porate anthropologists. Jan Chipchase,
who until recently worked for Nokia, uses
ethnographic techniques to study the way
people use mobile phones, particularly in
emerging markets, where the devices
make a much bigger difference to people’s
everyday lives than in the rich world. Mr
Chipchase’s discovery that poor people of-
ten share their phones prompted the com-
pany to make handsets with multiple ad-
dress books.

Heavy investment in education is also
essential. Unilever has teamed up with va-
rious NGOs to teach people about the im-
portance of washing their hands and other
aspects of personal hygiene. So far more
than13om people have undergone such in-
struction, which makes it perhaps the big-
gest educational exercise in human his-
tory. This has helped not only to create a
market for the company’s soaps and deter-
gents but also to forge a bond of trust with
potential consumers. Metro Cash and Car-
ry,a German wholesaler that sells to hotels
and restaurants, trains farmers in looking
after their crops, encouraging them to store
their vegetables in boxes rather than leav-

ing them to spoil on the ground.

Yetitisno use educating consumers un-
less they can get hold of the products. Even
the most sophisticated companies have to
fall back on established distribution sys-
tems. That might mean working with local
“mom and pop” shops. P&G puts products
into packages small enough to fit on
crowded shelves and uses a network of lo-
cal representatives to keep the shops
stocked. Or it might mean using local
women to sell things to their friends and
neighbours. In India Unilever employs an
army of shakti entrepreneurs who sell
goods from their homes and educate their
friends in health and hygiene. In Brazil
Nestlé sends its comestibles to local entre-
preneurs who sell them to their neigh-
bours. Some companies provide locals
with bicycles so they can cover a wider
geographical range.

East African Breweries, a division of
Diageo, launched a cut-price beer, Senator
Keg, to help reduce demand for illicit alco-
hol, which is cheap but is frequently con-
taminated with methanol, fertilisers and
battery acid. The company reduced the
cost of the beer by negotiating a tax waiver
with the government and by distributing it
in kegs rather than bottles. The company
made use of the shadow economy to get
the beer delivered to the outlets. It also
trained bar staff to understand the impor-
tance of rotating kegs to make sure the beer
was fresh, and of washing glasses. Senator
Kegis now ubiquitous in Kenya, sold in ev-
ery makeshift roadside bar, and is affec-
tionately known as “Obama”.

Dealing with distribution problems can
lead to some surprising innovations and
even generate entirely new businesses.
The Future Group, India’s largest retailer,
has introduced “organised chaos” into its
shops to make consumers feel at home,
breaking up long aisles with untidy-look-
ing displays. Grupo Elektra, a Mexican re-
tailer, started offering credit to consumers
who did nothave abank account, and end-
ed up holding so much financial informa-
tion on its customers that it decided to take
the next step and go into banking. The
company now has one of the country’s
biggest network of bank branches as well
as one of its most popular retail chains.

New technology can also work won-
ders for distribution. The India Tobacco
Company, one of the country’s biggest
conglomerates, has created a network of
more than 5,000 internet kiosks known as
e-choupals to help farmers communicate
with both the supply and the distribution
chains. Farmers can bring their goods for
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sale and 1Tc will display their products.
Tata Consultancy Services has installed
sensors in some rural areas to gather infor-
mation about local soil and weather con-
ditions. Farmers can call helplines on their
mobile phones and receive advice about
the best products to use in those condi-
tions, which in effect creates a market. And
recall the Indian entrepreneur who dis-
tilled an ATm into a smart-phone and a fin-
gerprint scanner: local bank clerks now bi-
cycle out to villages and set up shop under
a tree, using the scanner to identify savers
and taking in or handing out money. The
transactions are recorded over the mobile
phone and the banker-on-wheels returns
to the local bank branch with the money.

Learning to play the price piano
The most difficult trick of all is what some
call “straddling the pyramid” or “playing
the piano”: serving both the people at the
bottom of the pyramid and those at the
top. The acknowledged masters of this are
consumer-goods giants such as p&G and
Unilever. These companies not only rigor-
ously segment their markets by income
level, they also lead consumers up the val-
ue chain as they become richer. A couple
of decades ago Unilever noted that rural
Indians were in the habit of washing their
clothes with bars of soap, so it first offered
detergentsin a bar and then began to intro-
duce its customers to washing powder. The
company is now trying to pull off a similar
trick with tea in the Middle East. Most peo-
ple in the region prepare their tea from
leaves, but Unilever has introduced tea
bags that appeal to local tastes and has
started selling them in trendy cafés.
China’s Haier has proved particularly
good at market segmentation. It produces a
line of extremely robust washing ma-
chines for rural users, having discovered
that older models frequently got clogged
with mud because farmers were using
them to clean vegetables as well as clothes.
It also makes small washing machines that
are just right for young urban profession-
als, many of whom live in tiny apartments.
But the masters of pyramid-straddling
are mobile-handset makers. Nokia pro-
duces phones for every market, from rural
models designed to cope with monsoons
to fashion accessories that will look cool in
a Shanghai nightclub. The cheap phones
are sold through a vast network of local
outlets, such as mom-and-pop stores and
rural markets, and the upmarket models
through shops in fashionable city centres.
The aim is to create a brand that is at once
universal and aspirational. m
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Grow, grow, grow

What makes emerging-market companies run

HE view from the 87th-floor lobby of

Shanghai’s Grand Hyatt hotel is a won-
der to behold (if you can behold it through
the ever-threatening smog). Lesser sky-
scrapers glow with the logos of global
giants such as Citi and HsBcC. The river car-
ries ships loaded with the riches of the
world’s workshop. High-rise housing pro-
jects stretch into the distance: the city’s
population, already 19m, is forecast to
grow to 45m by 202s.

The emerging world is enjoying the
most spectacular growth in history. Its
share of global gDP (at purchasing-power
parity) increased from 36% in1980to 45% in
2008 and looks set to grow to 51% in 2014.
Emerging-market consumers have been
outspending the Americans since 2007; by
last year their share of global consumption
had gone up to 34% against America’s 27%
(see chart 4).

This dynamism shows no signs of wan-
ing. Emerging countries are shaking off the
recession as developed countries continue
to struggle. In the last quarter of 2009 Thai-
land grew at an annual rate of 15.3% and
Taiwan at 18%. Many economists expect
growth in emerging markets to be four per-
centage points higher than growth in the
rich world for at least the next five years.

Thanks to such rapid advances, many
of the developing world’s champions have
risen from zero to hero in just a couple of
decades. In 1990 Mittal was an unknown
producer making steel in Indonesia. Today,
as ArcelorMittal, it is the world’s largest
steel company, bigger than the next three
combined. Lenovo, which did not exist in
1990, bought 1BM’s personal-computer
business five years ago and is now the
world’s fourth-largest pc-maker, after
Hewlett-Packard and Dell. South African
Breweries in 1990 was a local brewer con-
fined to its home country by anti-apart-
heid laws. Today it is one of the world’s
three largest beer companies.

That sort of growth is not confined to
local champions. The current boss of
L’Oréal’s Chinese operations, Paolo Gas-
parrini, arrived in the country in1996 with
just a briefcase full of cosmetics. Now
L’Oréal’s Chinese operations represent
$150m-worth of investment and the com-
pany treats China as a manufacturing hub,

producing cosmetics for most of Asia, as
well as one of its most important markets.

Growth shapes the outlook of the cor-
porate world. There is a buccaneering spir-
itabroad thatis rare in the West, born from
a mixture of optimism and arrogance. The
business news buzzes with stories of ac-
quisitions and start-ups. The corporate go-
getters love to explain that if you can make
it here, despite the poverty, the dismal in-
frastructure and the unpredictable politi-
cians, you can make it anywhere.

The growth is driven as much by com-
panies’ internal dynamics as by the abun-
dance of opportunities. The importance of
volume means they have to keep expand-
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ing in order to justify their investments.
The ambitions of their relatively youthful
workforce push in the same direction.
Their up-and-coming managers have nev-
er experienced anything but hypergrowth,
and their lower ranks are staffed by young
men in a hurry who expect to be given
their heads.

To flourish in this atmosphere, it helps
to have the spirit of a frontier settler, not a
corporate bureaucrat. Companies are ob-
sessed with grabbing their share of the
frontier, both geographical and technologi-
cal, before somebody else does. This puts a
premium on both speed and flexibility. But
businesses also sometimes engage in later-
al moves that make little sense to Western
managers. A property company, say, might
suddenly move into computers. Rather
than worrying about synergies or core

competences, they see opportunities and
seize them.

The pursuit of growth is forcing firms to
engage in relentless innovation, nowhere
more so than in two of the basic building
blocks of corporate management: mergers
and acquisitions (M&A) and recruitment
and retention. Even as Western companies
reeled from the recent recession, emerging-
market giants went on a shopping spree.
India’s Tata Consultancy Services bought
Citigroup Global Services, the outsourcing
division of the American bank, for $512m
in October 2008. HcL, another Indian
technology group, snapped up Britain’s
Axon Group for $672m two months later.
Reliance Industries, yet another Indian
company, is pursuing LyondellBasell In-
dustries, a chemical company, in a $14.5 bil-
lion bid, and Bharti Airtel is in the process
of gobbling up Zain, aleading African tele-
coms company, for $9 billion.

Nirmalya Kumar, of the London Busi-
ness School, says that two things are allow-
ing emerging-market giants to rewrite the
rules of M&A: money and flexibility. The
combination of rapid growth and exten-
sive internal restructuring has left many
companies with plenty of cash in their
pockets. Profit margins of 10% are com-
mon, double the average in the West. And
because ownership is concentrated, com-
panies find it easier to take risks. Business
families and founding entrepreneurs, with
large shareholdings in their companies,
are willing to make long-term bets on
growth and do not have to worry about
losing control of their companies if their
stocks take a nosedive.

Reverse M&A

Mr Kumar points out that emerging-mar-
ket firms have a different approach to M&a
from their Western counterparts. They are
less interested in cutting costs—through
synergies, greater efficiency and lower
head count—because they know that they
can deal with those issues by plugging
their acquisitions into their low-cost pro-
duction machines at home. What is much
more important to them is to acquire the
skills, brands and distribution channels
that will enable them to join the club of
world-class companies. In many ways this »
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»is “reverse M&A” to complement reverse
innovation: instead of Western companies
buying cheap manufacturing in the devel-
oping world, emerging-market companies
are buying sophisticated corporate ma-
chinery in the West.

India’s Hindalco is a good example. The
aluminium company used a succession of
well-planned acquisitions to turn itself
into a global force, boosting its revenues
from $500m to $15 billion in seven years. It
was notjust trying to achieve rapid growth
(which it already enjoyed) or deal with
overcapacity (which was not an issue). In-
stead itidentified internal weaknesses and
systematically eliminated them.

Perhaps Mr Kumar is being a tad bull-
ish. The Tata Group’s two big acquisitions
of British companies—Jaguar Land Rover
for $2.3 billion and Corus Group for $12 bil-
lion—have not lived up to expectations.
The company paid too much at the height
of the boom. Some emerging-market ac-
quisitions are driven by a combination of
hubris and frontier mentality. Bharti Airtel
bid for Zain because it was looking for vir-
gin territory for its low-cost business mod-
el as the Indian market became saturated.
But with emerging markets continuing to
surge, local champions will be on the
prowl for more acquisitions.

Touting for talent
The maharajah’s palace in Mysore is one
of the architectural wonders of southern

India, built to awe the local population as.

well as to delight a succession of princes.
Yet it is tiny compared with Infosys’s 335-
acre campus nearby, which houses one of
the world’s largest corporate universities. It
has a permanent faculty of 250, trains
some 10,000 new “Infosysians” a year and
provides advanced instruction for thou-
sands of existing employees. It is awash
with swimming pools, gyms, tennis and
badminton courts, a multiplex cinema, a
cricket pitch, an enormous laundry and
5,000 bicycles.

Everything about the campus is de-
signed to underline the company’s claim
that it is world-class, not just an Indian
company that happens to have had a good
run. Its mantra is “No caste, no creed, only
merit”. The buildings are a strange mixture
of international styles. One of the training
centres looks like a Disneyland version of
Washington’s Capitol, and the multiplex
resembles a giant glass golf ball. The Taj
Mahal meeting room sits next to the John
Pierpont Morgan lecture hall. To a young
Indian on the way up all this says that the
world is his oyster. No wonder most Info-

e

sysians like to bring their extended fam-
ilies to tour the campus.

Infosys grasped from the start that to
challenge global companies such as 1BM it
would have to attract India’s best and
brightest. In 1993 it decided to go public,
even though it did not need the cash, in
large partin order to be able to build a cam-
pus that could rival anything America
could offer. It not only paid more than its ri-
vals, it was also one of the first Indian com-
panies to issue stock options to its employ-
ees, so they had a much better chance of
becoming a millionaire than if they
worked for a foreign multinational.

This investment in talent has paid huge
dividends over the past two decades of
pell-mell growth. The company’s work-
force has swollen from 10,000 in 2001 to
more than 105,000 today, and its market
capitalisation has risen to $35 billion. Oth-
er companies are now imitating its model.
India’s office parks and electronic cities are
full of training campuses churning out the
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bright and ambitious citizens of a new and
more meritocratic India.

Emerging countries in general, and Chi-
na and India in particular, boast a huge
number of relatively cheap brainworkers.
Between them these two countries pro-
duce twice as many people with advanced
degrees in engineering or computer sci-
ences as the United States every year
(more if you allow for the fact that 50% of
American engineering degrees are award-
ed to foreigners, most of them Indians or
Chinese). This is one of the main reasons
why Western companies have started to
move their R&D activities to the emerging
world—and why companies such as Info-
sys and Huawei are challenging the West-
ern giants.

Yet staff turnover in India and China’s
high-tech sector has continued to average
25-30% during the recession. One reason is
that companies are growing much faster
than the education infrastructure. Infosys
and Huawei increased their sales by more
than 40% last year. Another reason is that
the region is so new to world-class compe-
tition: challenging the West on quality is
much harder than on price. Moreover, the
available talent pool is much smaller than
the raw numbers suggest. Senior managers
of high quality are rare because the Indian
economy was closed until the early 1990s
and China sacrificed an entire generation
to the Cultural Revolution. Many of the
millions of graduates churned out by the
local universities lack the skills to compete
with the world’s best. McKinsey reckons
that only 25% of India’s engineering gradu-
ates, 15% of its finance and accounting pro-
fessionals and10% of those with degrees of
any kind are qualified to work for a multi-
national company.

Emerging-market companies are thus
confronted with two huge interconnected
problems: recruiting and retaining workers
at a time of rapid growth, and producing a
world-class workforce virtually overnight.
This is producing a flurry of innovation in
what is infelicitously known as “human-
resource management”. Companies not
only need to think more imaginatively
about recruitment than Western compa-
nies do, they also have to devote more ef-
fort to continuing training. The combina-
tion of rapid growth and high staff
turnover means that they are always in
danger of losing the very skills that have
made them successful.

Companies have made vigorous use of
two tried-and-trusted tools—sticks and car-
rots—to turn themselves into world-class
employers. Everybody has heard stories of »
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» Asian bosses who stopped the conveyor
belt and smashed the products coming off
itto show that they would not tolerate sub-
standard output. But there are also plenty
of stories of extravagant bonuses being
handed out freely.

China’s Haier is a market leader in the
vigorous use of sticks and carrots. The
company has made pay 100% perfor-
mance-related. It also makes extensive use
of naming and shaming. Photographs of
local managers are prominently displayed
in every workplace and marked with a
magnetic badge (a red smiley face for good
performance, a yellow frowning one for
doing badly). The company also celebrates
outstanding innovators in public ceremo-
nies and names new products and busi-
ness innovations after the people who
think them up.

Other companies reach deep into local
traditions to motivate their workers. Brian
Gu left school at 16 and started repairing
air-conditioning systems. He is now the
boss of Yongguan, one of China’s largest
shelving companies. One of his biggest

Here be dragons
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problems when he started his business in
1988, he recalls, was the attitude of his
workers: they spat on the floor and gener-
ally behaved in a disrespectful manner. Mr
Gu used a combination of relentless ex-
hortation and Buddhist philosophy to
make them more disciplined.

Now they listen to Western classical
music as they work. Posters list the times of
the next quality-circle training sessions.
The walls are plastered with improving
notices such as “Quality is our life” and
“Concept innovation leads to innovation
in management”. The factory islaid out ac-
cording to feng-shui principles, with the
buildings arranged so that they are full of
sunlight. Mr Gu’s piéce de résistance is the
Buddhist garden next to the factory. The
best workers have trees planted in their
name. Poor performers are sent to spend
time in a temple to contemplate a giant
statue of the Buddha.

The best companies in emerging mar-
kets treat “talent” as a supply chain that
needs to be relentlessly managed, not an
isolated problem that can be solved on a

The emerging world is teeming with new business models

N DECEMBER 1872 HMS Challenger sailed

from Portsmouth to conduct the most
ambitious survey of the oceans ever. Dur-
ing the ship’s four-year journey the crew
discovered over 4,000 unknown species
and provided invaluable material for the
raging debate about evolution.

Business travellers in today’s emerging
markets often feel a bitlike the Challenger’s
crew. They constantly come across what to
Western eyes look like exotic corporate
species and new, unfamiliar kinds of busi-
ness which raise profound questions
about the evolution of companies and
business models.

Most emerging countries have a pen-
chant for highly diversified conglomer-
ates. India’s Tata Group, which accounts
for almost 6% of the country’s Gpp, has
subsidiaries in carmaking, agricultural
chemicals, hotels, telecommunications
and consulting. Reliance Industries’ range
sprawls from petrol products and clothes
to fresh food. But such diversification is not
confined to giant organisations. China is
full of small and medium-sized companies
that have fingers in many pies, taking ad-

vantage of opportunities as they arise.

Many emerging countries also rely
heavily on state-owned enterprises.
These organisations are peculiar hybrids
that have never been seen before; the clos-
estrelatives are the European trading com-
panies of the 16th-19th centuries, such as
Britain’s East India Company. They are not
old-fashioned nationalised companies
run by the government and designed to
control chunks of the national economy,
but nor are they classic private-sector com-
panies that sink or swim. Instead they are
amphibious creatures that flit between sea
and land, borrowing money from govern-
ments at subsidised rates one moment,
plunging into the global market the next.

China and Russia are the main expo-
nents. Thousands of Chinese companies
have convoluted ties to central or local gov-
ernment. Russia has created a large class of
state companies that enjoy various legal
privileges. But countries in Latin America
and the Middle East are jumping onto the
hybrid bandwagon.

Hybrid organisations are particularly
prominent in the energy sector. The

piecemeal basis. The glitzy training centres
are only the beginning. Firms also invest
heavily in creating “educational ecosys-
tems”. They dispatch managers to give
speeches at universities. GE, for instance,
has charged each of its top ten managers in
China with cultivating relations with a
particular university. They spot bright
youngsters and treat them to tours of their
campuses and scholarships.

This enthusiasm for education and
training is not limited to high-tech compa-
nies. Pantaloon, a huge Indian retailer that
is opening new shops at the rate of one a
week, invests in local business schools.
Nor is it confined to first-tier cities such as
Shanghai and Bangalore. Intel decided to
deal with the problem of labour shortages
by setting up an operation in Chengdu, an
industrial city that has not so far attracted
brain-intensive companies, and improv-
ing the quality of local education. The
company works closely with the schools
and universities in the area. The price of
high growth is continuous investment in
human capital. m

world’s 13 largest oil companies, as mea-
sured by reserves, are all controlled by gov-
ernments, and three-quarters of the
world’s crude-oil reserves are in the hands
of state-backed companies. Many of Chi-
na’s best high-tech companies, such as
China Telecom and Lenovo, are also state-
backed. But such organisations are active
in lots of other areas too. Like the develop-
ing world’s private giants, they are often
diversified.

Adapt and survive

In their different ways both of these cor-
porate forms are creative responses to their
circumstances, much like the exotic ocean
creatures that the Challenger’s crew
dredged up from the depths. Diversified
conglomerates can adapt to environments
rife with political and financial risks. Tarun
Khanna, of the Harvard Business School,
argues that they are also good at dealing
with shortages of vital resources such as
capital and talent. The Tata Group can use
capital from established businesses to sup-
port growth in new ones, and has the re-

sources to attract and train the best people. »»
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» It can also use its brand name to sell all
sorts of products. Indians who have grown
up enjoying Tata tea might be more in-
clined to buy the latest Tata electric car.

State-owned companies also draw on
long traditions. Authoritarian govern-
ments can use them to direct economic ac-
tivity (and also to preserve their economic
power). Local entrepreneurs can use them
to seize business opportunities. And even
Western multinationals can use them to
gain access to difficult markets. Looked at
one way, a huge organisation such as Chi-
na Mobile is a throwback to an earlier era;
looked at another way;, it is an attempt by
those in charge to embrace a more dy-
namic economy—an evolutionary change.

How are these companies likely to fare
as they compete in a global marketplace?
Most Westerners have little time for diver-
sified conglomerates; they expect a “con-
glomerate discount” when they buy such
shares on the stockmarket, and regard
them as a primitive corporate form that
will tend to disappear as local stockmark-
etsimprove and investors rather than com-
panies get to do the diversifying. But the in-
efficiency of capital markets is only one of
the reasons for diversification. Two of the
others—talent shortages and brand-build-
ing—are likely to be around for a long time
yet. Conglomerates may have an enduring
advantage in attracting and training talent
in rapidly growing markets, and in build-
ing brands in regions where brand recogni-
tion is low and potential consumers are
numbered in their billions rather than mil-
lions. The Tata Group reckons that its
brand is worth about 100 billion rupees
($2.2 billion).

The case for state-owned companies is
less robust. Hybrid companies are inher-
ently confused organisations: unclear

whether they are responsible to
the state or the marketplace, and
buffeted by contradictory pressures. They
are subject to political meddling, often
called upon to save “strategic” jobs and
regularly used to oil the state patronage
machine. Outsiders often find it hard to
know whether to treat them as a busi-
ness or an arm of government. And the
OECD says that state-owned enterprises
have significantly lower levels of produc-
tivity than private firms. But the road to
real privatisation will be a long one, and
the recent financial meltdown has hardly
made emerging-market governments
more favourably disposed towards the An-
glo-Saxon model.

It would be foolish for Western compa-
nies to dismiss these new corporate life
forms as evolutionary dead ends, but there
is little scope for emulating them. The
same is not true of many of the business
models that the emerging world has come
up with. They are not only importantinno-
vations in their own right but have serious
implications for the way that Western
companies run their affairs.

-

Learning from the masters

Three of them are particularly powerful.
The first concerns rethinking economies of
scale, which usually involves scaling up.
Companies reduce unit costs by centralis-
ing their manufacturing and producing
long runs of standardised items. But cen-
tralised production adds expensive layers
of bureaucracy, and is it hard to make it
work in emerging markets where popula-
tions are often widely scattered and distri-
bution systems abysmal.

The Boston Consulting Group notes
thata growing number of entrepreneurs in
the emerging world are replacing scaling
up with scaling out, which means involv-
ing a wider range of people in the process
of production and distribution, something
thathas been made much easier by mobile
phones and the internet. The most success-
ful examples of this are clinics on wheels,
but there are plenty of others. Nutriset, a
French manufacturer of fortified food for
malnourished children, has outsourced
production to local franchises in Africa.
The company maintains quality control
and the franchises are close enough to the
children to make distribution quick and
easy. Kenya’s Child and Family Wellness
Shops offer shares in the company to the
nurses who operate the clinics, which en-
courages them to serve more children and
helps stem the brain drain from rural areas.

A second business model takes an
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equally contrarian approach to produc-
tion. John Hagel and John Seely Brown,
who run Deloitte’s Centre for Edge Innova-
tion, argue that Western companies have
spent the past century perfecting “push”
models of production that allocate re-
sources to areas of expected demand. But
in emerging markets, particularly those
where the Chinese have a stronginfluence,
a very different “pull” model often pre-
vails, designed to help companies mobil-
ise resources when the need arises. Hong
Kong’s Li & Fung or China’s Chingquing Li-
fan Group can use their huge supply
chains to produce fashion items or motor-
cycles in response to demand. Taiwan’s
Quanta and Compel can produce cheap
computers and digital cameras for a fash-
ion-conscious digital marketplace.

These pull models fundamentally
change the nature of companies. Instead
of fixed armies looking for opportunities,
firms become loose networks that are for-
ever reconfiguring themselves in response
to a rapidly shifting landscape. Such mod-
els are not peculiar to emerging markets:
Dell builds computers to its Western cus-
tomers’ specifications, and Western man-
agement gurus have been advocating net-
works for decades. But according to Messrs
Hagel and Seely Brown they are far more
widespread in emerging countries.

The developing world’s most innova-
tive business model may be the applica-
tion of mass-production techniques to
sophisticated services. This started with
India’s outsourcing firms, which demon-
strated that economies of scale and scope
could be reaped from services that used to
be highly fragmented and geographically
rooted. These outsourcers are still expand-
ing and moving upmarket. Indian consul-
tancies are now challenging Western ones
in complex services, not just dealing with
customer complaints.

Emerging-market entrepreneurs want
to apply these techniques beyond 1T and
the back office. For example, they see a
huge market for legal services requiring a
high level of expertise. Dr Shetty is only
one of many Indians who are applying
Henry Ford’s principles to health care. Life-
Spring has reduced the cost of giving birth
in a private hospital to $40 by looking after
many more mothers. Aravind, the world’s
biggest eye-hospital chain, performs some
200,000 eye operations a year. It takes the
assembly-line principle literally: four oper-
ating tables are laid side by side and two
doctors operate on adjacent tables. When
the first operation is done, the second pa-
tientis already in place. m
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New masters of management

Pervasiveinnovation adds up to a new management paradigm

USINESS innovation in the emerging

world has got to the point where all
those individual advances add up to more
than the sum of their parts. Just as Japan’s
quality circles and just-in-time delivery
were part of anew system called “lean pro-
duction”, so the emerging world’s reverse
innovation and frugal production are part
of anew approach to management.

This new management paradigm
pushes two familiar ideas beyond their
previous limits: that the customer is king,
and that economies of scale can produce
radical reductions in unit costs. Compa-
nies are starting with the needs of some of
the world’s poorest people and redesign-
ing not just products but entire production
processes to meet those needs. This can in-
volve changing the definition of a custom-
er to take in all sorts of people who were
previously excluded from the market econ-
omy. It means cutting costs to the bone and
eliminating all but the most essential fea-
tures of a product or service. And it often
stretches the idea of economies of scale be-
yond what the emerging Japanese giants
of the 1970s could aspire to. Most compa-
niesin developing countries have access to
large domestic markets and all of them
have opportunities for mergers and acqui-
sitions that did not exist a few decades ago.

But they are also extending economies
of scale into new areas, potentially gaining
bigger markets without the disadvantages
of a centralised bureaucracy. They are also
pushing the logic of economies of scale
into sophisticated services that have tradi-
tionally been dominated by professionals
who have little interest in efficiency gains.

The evolution of this new paradigm is
strikingly reminiscent of the emergence of
earlier management paradigms, particu-
larly the rise of mass production in Ameri-
ca in the 1900s and lean production in Ja-
pan in the 1960s. Emerging-market
companies are harnessing technologies
such as mobile phones and the mobile in-
ternet in much the same way as American
companies harnessed the railroads and
the telegraph. They are discovering new
customers, much as American companies
discovered their Everyman. They are turn-
ing disadvantages (such as poverty and
dreadful distribution systems) into

strengths, much as the Japanese invented
just-in-time production to compensate for
their lack of storage space. This new man-
agement system, like all successful ones
that went before it, is self-reinforcing. New
technology allows companies to bring
their services to more customers and to ap-
ply economies of scale to new areas. Glo-
balisation allows them to cut costs by serv-
ing ever more customers.

There are good reasons to be suspicious
of new management paradigms of any
sort. Even the best ones can end in tears.
Toyota, the company that was at the heart
of the Japanese management revolution
and thrived on it for years, is currently
fighting off complaints about quality, the
very thing that was supposed to define
that revolution. And there are several ob-
jections to a new emerging-market para-
digm in particular.

First, there is nothing new in any of this.
Companies have always tried to put their
customers first and cut costs. And many of
the “de-engineered” products being made
for the emerging markets seem to be just
modern versions of the Model T Ford (of-
fered in any colour so long as it was black).

The second objection is that this sup-
posed emerging-market paradigm is just a
set of disparate responses to different cir-
cumstances. There is arguably no such
thing as a single emerging market, let alone
an emerging-market paradigm. China en-
joys a comparative advantage in manufac-
turing, India in services and Brazil and Rus-
siain energy and commodities.

I Not easy, but worth it B

2010 rank on doing business, out of 183 countries
High ranking = poor performance

China Brazil India
Ease of doing 89 129 133
business
Starting a 151 126 169
business
Dealing with 180 113 175
construction
permits
Employing 140 138 104
workers

Source: World Bank

Third, it is argued, all this talk of new
paradigms simply signals another mani-
festation of irrational exuberance: the
overselling of emerging markets. In reality,
emerging countries are plagued by huge
problems. The 2010 “Doing Business” re-
port published by the World Bank ranked
India133rd out of 183 for ease of doing busi-
ness (see chart 5). China has a heavy-hand-
ed government and an inflated property
market. Emerging countries in general con-
tinue to rely on cheap labour rather than
innovation to drive their growth. The only
way that companies can prosper in these
markets is to cut costs relentlessly and ac-
cept profit margins close to zero.

The genius of the sandwich

The first objection contains an element of
truth: none of this is new. But Donald Sull
at the London Business School points out
that many great business innovations are
of the Earl of Sandwich variety: bread and
meat had both been around long before
the earl put meat between two slices of
bread so that he could eat while gambling.
The Japanese lean-production school bor-
rowed from American management gurus
such as W.Edwards Deming and Joseph Ju-
ran, but put their ideas together in new
ways. Likewise, extending Henry Ford’s
manufacturing revolution to heart and eye
surgery is truly innovative.

The second objection also has some
truth to it. Smoothly managed China is
very different from chaotic India. Brazil-
ians have a much higher standard of living
than Indians. Plenty of emerging-market
companies are flourishing without either
reverse innovation or frugal production.
But emerging markets nevertheless have
something in common. They face similar
challenges (such as large numbers of poor
people) and similar opportunities (such as
rapid economic growth). And emerging-
market companies interact all the time,
learning from each other and poaching
each other’s customers.

A number of these companies have set
up joint ventures. Mahindra & Mahindra is
working with a Chinese company, Huawei
has opened a research centre in Bangalore
and Lenovo is now applying the model

that served it so well in China to India. It »
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» has also moved its global advertising head-
quarters to Bangalore. Brazil’s Embraer has
found keen customers in Saudi Arabia,
Panama and Poland and set up a joint ven-
ture in China. GE sells its electrocardio-
grams as successfully in China asin India.

As for the argument that emerging mar-
kets are being oversold, there is surely a lot
to justify the enthusiasm. This starts at the
macro level: emerging-market companies
are learning how to compete on productiv-
ity, not just low cost. Last year productivity
in China grew by 8.2%, compared with a
rise of 1.0% in America and a decline of
2.8% in Britain. A few years ago Airbus and
Boeing were willing to outsource only ba-
sic work to Indian firms, but now they en-
trust some of their most complicated tasks
to them. Airbus hired Infosys to design
part of the wing of its double-decker A380
and Boeing asked HCL Technologies to
produce two vital bits of machinery, one
that averts airborne collisions and another
that allows planes to land in zero visibility.

In some areas emerging-market firms
are leapfrogging Western ones. Mobile-
phone companies are pioneering mobile
money in Kenya and elsewhere. Comput-
er-games makers are introducing several
innovations in the emerging world, such
as the use of mobile phones for video-
gaming and the creation of a market in
“virtual” goods such as swords and toys.

High-level and low-level innovation
are often combined to excellent effect in
emerging markets. GE’s ultra-cheap elec-
trocardiogram, for instance, is driven by a
state-of-the-art algorithm. vN1, an Indian
company based in Haryana, has rede-
signed mobile-phone base stations so that
they can run on a solar-powered battery,
not only helping poor people who are not
connected to the electricity grid but also

creating a new green technology:.

The emerging markets’ new manage-
ment paradigm also has an army of prose-
lytising gurus and consultants, led by an
Indian elite, who are busy refining it, advis-
ing companies on how to exploit it and
selling it to companies anywhere in the
world that want it. Many teach in some of
the West’s best business schools. C.K. Pra-
halad has been one of the most influential
gurus for many years: over the past couple
of decades his interests have shifted from
the West to emerging markets, not just be-
cause he feels the call of his native India
but also because he thinks that this is
where the cutting edge of innovation is.

Mr Prahalad has been joined by a num-
ber of rising superstars such as Vijay Go-
vindarajan, Tarun Khanna, Ranjay Gulati,
Nirmalya Kumar and Anil Gupta. They
keep in close contact with their mother
country. Many of them sit on corporate

The power to disrupt
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boards. Most have a spe-
cial interest in the emerging
world in general. Mr Prahalad’s
book, “The Fortune at the Bottom of the
Pyramid”, has been hugely influential over
the past decade. Mr Govindarajan’s article
on reverse innovation in the Harvard Busi-
ness Review made him famous. Cam-
bridge’sJudge Business School maintains a
website about Indian innovations.
Emerging-market countries are invest-
ing heavily in business schools. The most
recent Financial Times three-year-average
ranking of business schools includes three
from emerging markets among the world’s
top 20: Hong Kong University of Science
and Technology Business School (14), the
Indian School of Business (16) and the Chi-
na Europe International Business School
(14). They are also developing high-quality
consultancy services, with the Indians
once again taking the lead. Tata Consultan-
cy Services, which operates in 42 countries
and had revenues of $6 billion in the 2009
tax year, is a vigorous advocate of frugal in-
novation. The emerging-market paradigm
may have been a response to local defi-
ciencies, but some of the world’s best busi-
ness brains are now turning it into a coher-
ent management system that is just as
applicable inrich asin poor countries. ®

Businessinnovations from emerging markets will change the rich world too

URING the long boom of the 1950s

and 1960s the Marxist intelligentsia in
the rich countries, furious at their proletari-
at’s refusal to rise up in revolt, turned to the
third world instead. Frantz Fanon celebrat-
ed anti-colonial revolutionaries in “The
Wretched of the Earth” (1961). A generation
of student radicals wore Che Guevara T-
shirts and chanted “Ho, Ho, Ho Chi Minh”
atany passing university dean.

These days the third world is known as
the emerging markets, the Che Guevara T-
shirts are made in China and the wretched
of the earth are enjoying growth rates that
are the envy of the former colonial pow-
ers. Moreover, these emerging markets are
likely to shake things up not only in their
own backyards but in rich countries too.
Clayton Christensen, of the Harvard Busi-
ness School, has coined the term “disrup-

tive innovation” for new products that
slash prices and new processes that radi-
cally change the way they are made and
delivered. Today many of these disruptive
innovations hail from the emerging mar-
kets. They will make a bigger difference to
life in the West than lean production, the
previous great disruptive management in-
novation from the East.

There are four reasons why things will »
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» move faster and further this time. The first
is that the markets for corporate control
and for senior managerial talent are much
more liquid than they were 20 years ago.
The great Japanese and South Korean
giants grew organically, whereas emerg-
ing-market champions are keen on merg-
ers and acquisitions. They have access to
highly developed capital markets, both
public and private, and to armies of experi-
enced investment bankers and consul-
tants. In 2007, before the crisis struck, Chi-
nese companies did $30 billion-worth of
outbound deals, 60% more than the previ-
ous year and $5 billion more than inbound
deals. The figure for Indian companies was
$35 billion, five times more than the previ-
ous year and $10 billion more than in-
bound deals. The gold rush continues. This
year has already produced two mega-bids
by Indian giants: Bharti Airtel’s for Zain
and Reliance’s for LyondellBasell.

The second factor is the sheer size of the
emerging markets. The Japanese export
machine was powered by just a few en-
gines, notably cars and electronics. By con-
trast, the emerging-market export machine
has enginesin almost every industry. Arce-
lorMittal is the world’s biggest
steel company. Infosys .
and Tcs are among
the world’s biggest
IT companies.
Haier is the fourth-
largest manufactur-
er of home appli-
ances. ZTE, which
started foreign opera-
tions only in 1997, looks
set to become one of
the world’s top five
mobile-handset mak-
er.Justa decade ago not
a single emerging-mar-
ket company could be
considered world-class.
Today such companies are
among the world’sleadersin
25 big industries, according to
the Boston Consulting Group.

The third reason to expect a big im-
pactis the emphasis on volume. Emerging-
market companies are obsessed by finding
new markets to make up for their slim pro-
fit margins. Indian and Chinese mobile-
phone companies have been adding
8m-10m new subscribers a month for the
past few years. Emerging-world giants
such as Infosys and zTE have been grow-
ing at more than 40% a year.

Fourth, the West’s best companies have
grasped the potential of emerging markets.
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Henry Ford II, who ran the Ford Motor
Company for decades after the second
world war, continued into the 1980s to dis-
miss Japanese cars as “those little shit-
boxes”. By contrast, the best Western com-
panies are now looking to emerging
markets as sources of innovation and
growth. Cisco expects 20% of its best peo-
ple to work in its “Cisco East” centre in the
future. Britain’s Prudential, a financial-ser-
vices company, has recently bid $35.5 bil-
lion for the Asian assets of American Inter-
national Group. If the bid goes through,
the company will be earning more than
half its overall profits from Asia.

The West is ripe for frugal innovation.

Western consumers and governments
have been on a debt-fuelled spending
spree for many years. American house-
hold debt rose from 65% of GDP in the
mid-1990s to 95% in 2009. The American
government was cutting taxes and raising
public spending even before the recession
struck. The British government increased
public spending from 35% of GDP in
2000-01t0 43% in 2009-10.

Look at my new hair shirt
Now the age of profligacy is giving way to
an age of austerity. Governments are hav-
ing to put their fiscal houses in order and
consumers are cutting back on their spend-
ing, worried about unemployment and
shrinking wealth (American household
wealth dropped by 22% between 2007
and 2009). An annual survey of con-
sumer spending by Booz & Com-
pany suggests that two-thirds of
Americans are trading down and
buying cheaper items. Andy
Bond, the boss of Asda, a Brit-
ish retailer, says the frivolous is
now unacceptable and the
frugalis “cool”.
But these spending cuts
will  inevitably dampen
growth in the West, creating
yet more demand for frugal-
ity. Historically, big financial
crises have been followed by
long periods of slow growth
and economic malaise, and
the recent crisis has been big-
ger than most. Olivier Blan-

chard, the iMF’s chief economist,
predicts that painful retrenchment
in Europe could last for 20 years.
Moreover, the need for such retrench-
ment comes at a time when demand for
welfare services is rising as the baby-
boomers start to retire and medical inno-
vations push up health-care costs. By 2050
one in three people across the rich world
will be drawing a pension. America’s Con-
gressional Budget Office predicts that
spending on entitlements will grow from
10% of GDP today to 16% in 2035. Many
European countries, particularly in the
south, will come under even greater pres-
sure. The search for cutbacks in public
spending will become ever more ur-

gent. According to Thomson Reuters,
America’s health-care system wastes
$600 billion-850 billion every year
because of inefficient administration, un-
necessary treatment and litigation costs.
(On the other hand it has proved to be a
huge job-creation machine.)

»
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»  Dr Shetty first started thinking about
the dismal management of health care
when, as a trainee doctor at Guy’s hospital
in London, he had to spend hours sitting
around doing nothing. Most Western bu-
reaucrats try to deal with such problems
with successive rounds of cost-cutting. But
the experience of the emerging markets
suggests that “cost innovation”—redesign-
ing both products and processes from
scratch to take out costs—is a much more
productive strategy.

A growing number of Western com-
pany bosses have become aware of the po-
tential for such innovations to change the
way business is done in the West. Carlos
Ghosn of Renaulthas praised India’s frugal
innovation. Jeff Immelt of GE has backed
the idea that his company should disrupt
itself with cheap products from India and
China. When Arun Sarin was boss of Vo-
dafone, he sent his top executives to India
to learn about its low-cost business model.

Shifting the centre of gravity

The same message can be heard from man-
agement gurus. Peter Williamson, of the
Judge Business School at the University of
Cambridge, regards emerging markets as
repositories of “value-for-money strat-
egies for recessionary times”. John Hagel
andJohn Seely Brown have even predicted
“blowback” from emerging-world innova-
tions: the Western companies that export-
ed capitalism to developing countries in
the first place may soon find themselves
humbled by more innovative companies
from that part of the world.

Frugal innovation is already beginning
to make itself felt in the West, particularly
in health care. GE’s cheap ultrasound de-
vice, originally developed for the Chinese
market, has become the basis of a global
business, with eager customers in the de-
veloped as well as the developing world.
This year 6m Americans are expected to
travel to developing countries such as In-
dia in search of affordable health care, up
from 750,000 in 2007. At the same time Dr
Shetty is building a 2,000-bed hospital in
the Cayman Islands, a short flight from Mi-
ami, where he will offer surgery at half the
price charged by American hospitals.

But the trend is apparent in consumer
goods too. Haier has become the market
leader in the West for cheap fridges. Most
Western carmakers are producing small,
inexpensive vehicles that have been influ-
enced by the Nano. Mahindra & Mahin-
dra’s nifty little tractors are popular with
hobby farmers and gardeners in America.

Westerners have long been less enthu-

I Still learning 6 |
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Source: “Why Do Management Practices Differ across
Firms and Countries?” Nick Bloom and John Van Reenen

siastic about globalisation than people in
emerging markets. According to the 2009
Pew Global Attitudes Project, only 65% of
Americans think that external trade and
business ties are good for their country,
compared with more than 90% of Indians
and Chinese. Hostility to globalisation in
the developed world is likely to grow as
emerging giants disrupt one product mar-
ket after another. Yet such disruption will
bring benefits as well as problems for rich
countries. Re-engineered medical devices
could slash health-care costs without re-
ducing the quality of care. Compact cars
will allow people to keep driving but cause
less damage to the environment.

The developed world still has some
powerful weapons in its arsenal. The aver-
age Western company is much better man-
aged than the average emerging-world
company (see chart 6): for every Infosys
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and Haier there are plenty of poorly man-
aged and uncompetitive firms in develop-
ing countries. America in particular is re-
markably good at encouraging entre-
preneurial start-ups and allowing them to
grow. Michael Gibbert, of Italy’s Bocconi
University, notes that the West also has a
long tradition of inventiveness in hard
times, demonstrated during the second
world war. Mr Williamson points out that
Western companies such as Wal-Mart are
already making a success of value-for-
money strategies. And some of the most
articulate promoters of reverse engineer-
ing and frugal innovation from emerging
countries run Western companies or teach
in Western business schools.

Even so, the new management para-
digm now taking shape in the emerging
world has big implications for the global
balance of power. The world’s creative en-
ergy is shifting to the developing countries,
which are becoming innovators in their
own right rather than just talented imita-
tors. A growing number of the world’s
business innovations will in future come
not from “the West” but “the rest”.

Anand Mahindra, vice-chairman of the
eponymous family firm, says that these
days when Indians go to bed at night their
dreams about their country’s future “are
not just colourful but steroidal”. His com-
patriots are atlast beginning to believe that
“the sandcastles we build in our minds are
not going to be simply washed away by the
morning tide.” The same is true across the
emerging world, whose “sandcastles” are
now being built on the solid foundations
of business innovation. They will endure,
changing not just emerging markets but
the rest of the world as well. m
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