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Asia’s next export: Innovation
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Innovation o Aci2

The threat of competition from Asia worries Western executives in nearly
every product and service industry. The chief concern for many is the
impact of low-cost Chinese manufacturing and Indian services on global
pricing. Focusing on this concern alone represents a profound misunder-
standing of the nature of the competitive threat.

As this issue of The McKinsey Quarterly makes clear, Asia is no longer
merely a source of comparative advantage based on low-cost labor; it
is fast becoming a source of competitive advantage based on management

innovation. The implication is clear: Asia can now compete on much
more than price.

Emerging markets might seem an implausible wellspring of innovation.
Certainly, most of their companies must overcome significant obstacles to
threaten those in developed ones. Yet the challenges of serving the develop-
ing world’s harder-to-reach, more cost-conscious consumers—who are also
typically less loyal to established brands—can force companies to design
and deliver products comparable to the offerings of developed nations for
as little as one-fifth the price. Doing so requires big changes to the design

of products and processes, and these changes may soon affect developed
markets dramatically.

In “Innovation blowback: Disruptive management practices from Asia,”
John Seely Brown and John Hagel 111 describe how companies are learning
to innovate by serving low-income consumers in the developing world.
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estern corporations, the authors suggest, will need to immerse
wes in it both to gain cost advantages and to build the capabilities
ultimately need to compete at home.

imnovations, and the forces giving rise to them, are an essential

ent of increasingly intense global competition. As the latest

ent of The McKinsey Global Survey of Business Executives makes
panies now face greater comperition and pricing pressure than
expect even more in the coming year.

tereme competition,” William 1. Huyetr and S. Patrick Viguerie

s the difficulties and opportunities of this environment, in
oversupply of labor, infrastructure, production, and capital
akened the performance of whole industries while helping upstarts
age established positions in global markets. The article urges
mies to increase their organizarional metabolism, cut their losses
and focus on strategic flexibility.

seh some business leaders underestimate the threat posed by competi-
fom emerging markets, many policy makers, under pressure to

- domestic jobs, are overestimating it. In “Don’t blame trade for US job
= Martin Neil Baily and Robert Z. Lawrence explain that protec-

n is misguided because trade and offshoring account for only a small
m of the jobs lost during the past few years.

mergence of developing markets as seedbeds of innovation is a
nd and unsettling change for leaders in the developed world. The best
or companies and countries alike—is to embrace this shift

e flexibility, the speed, and the openness to new ideas that accompany
perspective.
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For many US manufacturers, the biggest wave of offshoring is yet to come. Qur
analysis indicates that by 2015, 12 low-cost countries’ could account for nearly half

of US manufacturing imports, up from 42 percent in 2002—a shift worth hundreds of
billions of dollars. Some industries will feel substantial pressure for the first time, and
competition will lead many US manufacturers to source products from these countries
or even move plants abroad. The following exhibits show where and to what extent
these changes will occur.? The data cover the United States, but we believe that these
trends apply to other developed markets as well.

" For the purposes of this article, the group consists of Brazil, China, India. Indonesia, Malaysia, Mexico,
the Philippmes, Poland. Russia, South Africa, Thailand, and Turkey.
PP )
“Import figures arc used to measure the effects of outsourcing.

Offshoring rolls on
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g rolls on

Ehart shows, wherever conditions for sourcing products from low-cost

g= are favorable, manufacturers will follow. Which industries are next? Look
ll-intensive sectors highlighted in blue. Unlike labor-intensive sectors

e apparal) or even skill-intensive ones from the first wave of industries

i By outsourcing to low-cost countries (consumer electronics), this second

§ sectors has thus far seen relatively little competition from countries like
findia. In 2002 only 10 percent of the imports in second-wave sectors such
jponents and pharmaceuticals came from low-cost countries, although
poustries represented 45 percent of the total consumption of manufactured
% the US economy

3 operational risk in banking

SC private equity firms do
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Belgium back to work

L : BT seevice Imports from low-cost countries as share of US consumption, 2002, %

B Skill-intensive

sectors— 15t wave

g short- and long-term
nce L
Labor-intensive
sectors
Raw-material- Skéllﬁ@j;:: P
Sectors and capital- —E e
with low Intensive sectors
potential
Low Maderate High Very high
Ability to offshore to low-cost country'
 Ship and rail « |ron and stesl * Auto componenits = Computer = Apparel
coaches, engines * Aluminum » Fabricatad metals hardware  » Footwear
» Building materials » Machinery » Consumer
» Auto assembly electronics
* Pharmaceuticals
» Telecom equipment

1800
1200

g is yet to come. Our

acoount for nearly half

— shift worth hundreds of

”rn for the first time, and

) from these countries
& and to what extent

, but we believe that these

US constimption, 2002 § hillion

nelude cost to ship, intellectual-property risk, maturity of supplier base, predictability of demand.
3 of Economic Analysis (US Deparrment of Commercel; US Census Burcau; World Trades Darabase;

Andonesia, Malaysia, Mexico,

7



|
8 | The McKinsey Quarterly 2005 Number 1

Things change

By our estimates, this new wave of industries will account for nearly half of

all US manufacturing imports from low-cost countries by 2015, compared with
37 percent in 2002. Three factors are broadly responsible. First, sophisticated
supplier bases are emerging to meet the growing demand in ssctors such

as automotive components. In India, for instance, companies with strong engi-
neering and design capabilities already draw substantial investment from
global carmakers. Next, growth in emerging economies such as China will spur
the construction of globally competitive manufacturing capacity there in the
power-equipment and telecommunications sectors. Last. regulation plays a part:
$20 billion worth of patents expire annually in the US pharmaceutical industry,
and Indian drug companies will continue to reengineer their manufacturing
processes to bring products to market faster and more cheaply than ever,

Total US manufacturing imports from Imports from low-cost countries as

Iow-eo:lcmmriubvumy. % share of total US consumption, ¢
Sectors 100% = $450 billlon $1.2 trilfion
$1.6 milion
Low potential e =\ _d 5 310
Skill intensive—1st wave 3 60-70
Raw material. capital 5 510
ntensive
40 50-60
Labor intensive
10 20-25
Skill intensive—2nd wave
2002 25 2002 2015
projection projection

*Figures do not sum to 100%, because of rounding

Source: Bureay of Feonpmic Analysis (US Department of Commerce);

Cenrre for Monitoring Indian Econniy (CMIE);
US Census Bureay; McKinsey analysis

The shape of things to ¢

As imports from low-cost cou
soon look quite different. The ch
pace of globalization within thelr
manufacturing strategies in hope
supply-chain-management ski
supplier networks in low-cost o8

Projected US imports from low-cost ¢

Auto companants

Fabricated metals

Auto assembly

Ssmiconductors, electronic equipment
Machinery manufacturing

Telecom equipment

Miscellaneous electrical equipment
Industrial, medical electronics
Engines, turbine equipment
Pharmaceuticals

Power transmission equipment
Commercial air-conditioning, refrigeration
Spacialty chemicals

'Consumption 1s assumed 1o geow in line

Saurce: Burean of Economic Amlyjn s
Economist Intelligence Unit; McKinsey

3
Ramnath Balasubramanian s &

a principal in the Chicago office.



ape of things to come

for nearly half of

2015, compared with

ible. First, sophisticated

nd in sectors such

ipanies with strong engi-

&l investment from

S such as China will spur

J capacity there in the

st, regulation plays a part:
aceutical industry,

st manufacturing

cheaply than ever.

-

orks in low-cost countries.

Rank by § value of imports from
low-cost countries
40 30 20 10
Impaorts from low-cost countries as i
share of total US consumption, *- ®
‘ @
gRs, alectronic equipment L]
- Sril .
5 8 al squipment L]
cal electronics ®
QUIDME: L ]
. o
#5100 aquipment L
[asonditioning, refrigeration @
e °
2002 @ 215

1 assumed to grow in line with GDP.

ligence Unit: McKinsey analysis

Indian Economy (CMIF),

in the Chicago office.

s from low-caost countries in 2nd-wave skill-intensive sectors, 2015

208
755

Research in Brief | 9

rts from low-cost countries skyrocket, the manufacturing landscape could

pk guite different. The challenge for executives is to assess the extent and
globalization within their industries and then to reexamine therr sourcing and
g strategies in hopes of terreting out competitive advantages. Global
ghain-management skills will be crucial, as will the ability to build efficient

US consumption, % of US consumption
2002, § billion

from low-cost countries
by sector
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of Economic Analysis (US Department of Commerce); Centre for Monitoring Indian Economy (CMIE)

th Balasubramanian is a consuliant in McKinsey's Mumbai office. and Asutosh Padhi is
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China’s spectacular economic
success has prompted speculation that
the country's software-outsourcing Industry
could soon compete with India’s. A recent
McKinsey study of China’s software sector,’
however, shows that it will be many years
before the country poses a threat to its
continental rival in this arena. For starters,
the Chinese must consolidate their highly
fragmented industry to gain the size

and expertise needed to capture large
International projects. Currently, there is
little movement in this direction

To be sure, signs of healthy expansion
abound in China’s [T industry. The number
of engineering graduates and software-
applications professionals has grown
considerably in recent years. Since 1997
annual revenues in software and |T services
have risen by 42 percent a year, on average,
reaching $6.8 billion in 2003.2 Moreover,
the number of English-speaking graduates
in the workforce—particularly crucial in
software outsourcing—has doubled since
2000, to mare than 24 million in 2004

But shortcomings in the structure of
China’s IT industry prevent it from taking
full advantage of these changes. Although
revenues from |T services are rising,

they are barely half of India’s $12.7 billion
a year. Growth is driven by domestic
demand—most customers are small and
midsize Chinese enterprises that want their
software customized to their own needs
Moreover, the country’s nascent foreign-
software-outsourcing business accounts

no compete

Giuseppe De Filippo, Jun Hou,
and Christopher Ip

for just 10 percent of the industry’s total
revenue, compared with around 70 percent
for India. Japanese customers, which seek
mostly low-value application-development
contracts rather than more lucrative ones
for design, supply about 65 percent of this
sector’s income. And despite lower costs,
operating marains in Chinese software-
services companies average only 7 percent,
compared with 11 percent at similar com-
panies around the world, because many
projects are below optimal scale, suppliers
often compete on price, and collecting
payments can be problematic.

To compete effectively in global
outsourcing, China’s software industry
must consolidate. The top ten IT-services
companies have only about a 20 percent
share of the market, compared with the
45 percent commanded by India’s top

ten. Furthermore, China has about 8,000
software-services providers, and almost
threg-quarters of them have fewer than
50 employees. No company has emerged
from this crowded pack. indeed, only 5
have more than 2,000 employees. India,
on the ather hand, has fewer than 3,000
software-services companies. Of these,
at least 15 have more than 2,000 workers,
and some—including Infosys Technologies,
Tata Consultancy Services, and Wipro
Technologies—have garnered international
recognition and a global clientele.

Without adequate scale, Chinese players
are unlikely to attract top international
clients. In general, smaller companies
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} quarter of the Chinese companies

Bd are trying to implement the
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Research in Brief

of the companies in the survey said that
such efforts weren't necessary, feasible,
or worthwhile.

Chinese software-services providers

will also have to manage their talent much
better. Most do little 1o develop their
employees, and very few use stock options,
training programs, or other incentives

to build talent. Among the companies In
our sample, annual employee turnover

was about 20 percent, compared with an
average of 14 percent in the United States,
which itself has a very fiuid IT labor market
Scale would help—Ilarger companies tend
to attract more interesting projects, provide
better training opportunities, and offer
more generous incentives. All make it easier
to attract and retain workers with valuable
technical and linguistic skills.

With greater size and an improved talent
base, Chinese software-services companies
will be in a better position to address other
issues, such as building credible brands

in international markets and developing
knowledge of specific industries, including
finance and pharmaceuticals. Organizational
and operational changes are also needed

to protect the intellectual property of clients
Last, most companies will have to abandon
their project-based mentality and adopt a
new focus on giving clients long-term value

Giuseppe De Filippo is an associate principal
In MeKinsey's Singapore office, Jun Hou is

an alumnus of the Shanagha office, and Chris Ip
Is a principal In the Hong Kong office

"'We analyzed financial and corporate data and
mterviewed executives from 32 large Chinese
saftware-services companies, ncluding product
developers and service providers, We also spoke
with venture capitalists, government officials,
managers at multinatonal corporations, and other
industry observers,

* Estimares from International Data Corporation (IDC),
YA widely used framework thar applies total-quality
management principles to software development.
Created by the Software Engineering Instirure, the
CMM ranks processes at five levels, with five being

the highest.

1
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Lean cuicine

John R. McPherson and Adrian V. Mitchell

Beset by waste and operational variability, food service operators are taking

a page from industrial manufacturers and applying lean-production approaches to their
own operations. Lean techniques seek to Improve product and service quality while
simultaneously reducing waste and labor costs. For food service operators, the additional
trick is to link such improvements to customer loyalty. For one operator, this effort meant
tackling unpredictable demand and excessive error rates and wait times (ten minutes for
simple sandwiches) on orders. The operator mapped daily changes in demand to highlight
fluctuations, introduced a self-service counter, and redesigned kitchen and food preparation
procedures to standardize sandwich making and eliminate waste, which consequently fell
by 40 percent. Meanwhile, labor costs dropped by 15 percent and service times improved
by one-third. Best of all, sales increased by 5 percent and margins on affected products

more than doubled, since employees could spend more time influencing customers and
less time apologizing to them.

Service steps for fulfilling order (example: hot chicken sandwich)
Before improvements

oup By Teasts Warm prmpiteg el

" sl

QOoOQ heea 0
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0  DODO
Beguts Post T S = Breakfast sandwich

Betore [N 215
After N 124

n— voo Lunch sandwich

Before I 310
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John McPherson is a principal and Adrian Mitchell s 5 consultant in McKinsey’s Dallas office
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care institutions would have to spend
$2.2 million annually. Only the most
financially sound hospitals could afford
such expenditures.

Over the past ten years, several high-
profile yet unsuccessful efforts have
attempted to use medical technology to
link groups of patients, phystcians,
hospitals, and other providers. These
networks, also known as community
clinical-data exchanges, are intended to
facilitate the sharing of digital medical
records, laboratory resulits, prescriptions,
and insurance information {Exhibit 1).
They have been inspired by the belief that
up-to-date, clear, and easily transmit-
table information—accessible to doctors
and patients no matter what their location—
would cut the number of medical errors,
improve the quality of clinical care through
the more consistent practice of evidence-
based medicing, and make processes
more efficient.

Potential members of such networks

have been discouraged, however, by their
expense and by the disincentives facing
first movers. Indeed, only about 13 percent
of US hospitals and a small number of
doctors’ offices have pursued this idea.?
The slow pace of development has
frustrated its advocates in government,
including the Bush administration, which
in 2004 appointed Dr. David Brailer as the
nation’s first health information technology
coordinator. Community clinical-data
exchanges are critical stepping-stones
toward the creation of a national network
that could save $140 billion a year on
health care costs and help the federal
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EXHIBIT 2

Finding the sweet spot

Pradicted affects of community size and participation rates on net value of community clinical-data exchanges. § per year

Participation
Low

* 15% of physitians

High
* 35% of physicians

Community size’ * 33% of institutions « 66% of institutions
Large Benefits $1.300,000 Benefits $7.900,000
= 5,000 physicians Costs? $1,000,000 Coste? $2.200,000
* 10 major hospitals Net —aﬁ Net m
Midsize Benefits $900,000 Benefits $2.600,000
» 1,000 physicians Costs? $800,000 Caosts® $1.400,000
« 6 major hospitals "“ —_nm E m
Small Banefits $180.000 Bengfits $800,000
* 200 physicians Costs* $490,000 Costs® §780,000
s o h ——— =T St
AR HOAgA| Net $310.000 Net ~$180,000
T Determination of community size includes number of following i area: diagnostic imaging centers (large community, §; small
community, t); independent Lsboratories {3, 1); major physician groups (s, o); pharmacy-henefie managers (¢, sl

“Includes annual support costs and implementation costs amartized over § years.

government track trends, such as epidem-
ics, more successfully

Metropolitan and regional health care
communities have thus far lacked sufficient
data to justify the cost of building and
operating health information networks. Our
cost-benefit analysis demonstrates that
even larger communities must overcome
sizable financial and organizational hurdles,
such as achieving a critical mass in
numbers of participants, to gain financial
benefits that would make the investment
waorthwhile

Our analysis focused on quantifiable costs
and benefits. Savings from work flow
efficiencies and the concomitant reduction
in the number of full-time equivalents?
were included, for example, but anticipated
though as yet unproven reductions in
clinical-practice pattern varations® were
not. We divided the networks' benefits
Into two categories. The intrinsic benefits
are those a health care institution derives
from posting its data on the Internet.

The network benefits are the incremental
advantages it gains when it receives

relevant information from external sources
The costs of setting up and operating a
system include network and site-specific
hardware, software, and personnel. By
analyzing a series of hypothetical infor-
mation exchanges, we found that when
penetration is low their net value is modest
in large and midsize communities and
negative in small ones. Substantial returns
become apparent anly as the size of the
exchange grows and participation rates
increase. The agaregate costs for a large
community’s network were $2.2 million

a year, with benefits of $7.9 million
(Exhibit 2)

Although our study found that large
networks could reap a8 maximum annual
net benefit of $5.7 million, first movers
are at a distinct disadvantage. The network
initiator would likely bear a significant
portion ($290,000 annually) of the
exchange's costs and derive too little
reward to get its money’s worth unless
a full slate of constituents were on
board from the start. While physicians
have the most to gain from a network
($2,400 for a $40 investment per

physician), they are also the |
participate, given their historical
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A way 10 assess how data exchanges
improve the quality of health care is still
lacking. Here again, local governments
and foundations can play a critical role
by investing in tools to measure such
progress; the California HealthCare
Foundation is conducting this kind of
research. Studies that quantify the clinical
benefits—from lives saved to medical
arrors avolided—might help persuade
health care communities of all sizes to
establish information networks

Jon Duane is a director in McKinsey's Silicon
Valley office. and Jim Kalamas is a principal in
the San Francisco office,

"The study was conducted with Sam Karp, the
director of the California HealthCare Foundation, a
nonprofit dedicated to improving the delivery of
health care in California.

*David G. Brailer and Tommy G. Thompson,

“The decade of health information technology:
Delivering consumer-centric and informarion-rich
health care,” US Departmenr of Health and
Human Services, July 21, 2004.

* A standardized accounting of the aumber of full-
and part-ume employees.

Y That part of the doctor-to-doctor variation in the way
a specific type of patient (one with heart disease, for
example) 1s cared for that canmor be jusufied by each
patient’s situation, such as age, sex; or the severity of
the disease.

i Daniel N. Mendelson and Eileen Miller Salinsky,

“Health information systemns and the role of state
government,” Health Affarrs, 1997, Volume 16,
Number 3, pp. 106-19.

Logistics

¥ {|! | Y ] |

Nikolai Dobberstein, Carl-Stefan
Neumann, and Markus Zils

have a stronger economic impact than
another pier, runway, or paved mile, a recent
McKinsey study shows.'

Governments in markets such as Dubai,
Hong Kong, and Singapore already under-
stand the need to balance brick-and-mortar



16 | The McKinsey Quarterly 2005 Number 1

EXHIBRIT 1

The emerging-market disadvantage

Estimatad total logistics supply chain costs as % of GOP
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Direct
-
Indirect costs r §-10

4-5

Inefficiencies in emerging markets

Poor asset management rasults in
lower utilization, productivity

Pour Ingistics raliabiility/speed results in higher
inventories, shortages, obsolescente costs

2-24
= -

projects with policies, regulations, and
enforcement measures. But many
other developing nations have a single-
minded devotion to expanding their hard
infrastructure and thus overlook network
components—such as efficient customs
clearance and quality trucking services—
that can have a strong impact on GDP
We estimate that one Asian country, for
example, could increase its GDP by 1.5 to
2 percent as of 2010 if it reduced its
logistics costs by 15 to 20 percent. Cut-
ting indirect costs, such as excessive
inventary resulting from inefficient supply
chains, would account for the bulk of the
savings. This estimate doesn't include
multiplier effects,? which, we believe,
could contribute an additional percentage
point to GDP growth. Our experience in
other countries shows that these savings
are well within reach. By contrast, ongoing
infrastructure projects, costing a total of
about $10 billion, would generate only a
0.7 to 1 percent increase in this country’s
GDP over the same period

Without question, countries in the early
stages of development should focus on
building serviceable roads and adequate
ports. But initiatives to make supply chains
more efficient should rapidly supplement
core infrastructure programs. The time is
right for a shift if, for instance, the

W Tvoical Asian emarging market Typical European developed markat
0

domestic logistics industry is fragmented
and has few international players despite a3
high-quality infrastructure. In other words,
if old, rattletrap delivery trucks clutter

up pristine multilane highways. there is
substantial room for improvement

In any economy, the logistics industry
bears substantial direct and indirect costs.
In emerging markets, where networks
have significant shortcomings, they are
even larger (Exhibit 1), Direct costs,
including transportation, warshousing
and handling. tend to be transparent.
Indirect ones. such as stock-outs,
unnecessarily high inventories, and
obsolescence, are much less visible and
thus often overlooked, particularly by
small or unsophisticated companies.

Governments looking to manage their
logistics networks must first identify the
system'’s pain points. For the Asian country
cited earlier, we estimate that policy
changes or better enforcement of existing
regulations could cut annual transportation
and logistics expenses by $600 million to
$960 million. In just three years, the total
value created could exceed 1 percent

of GDP. The savings would either increase
corporate profitability or reduce prices

for customers. Both would fuel economic
growth

SXHIBIT 2

0id, overloaded, and slow

% of trucks over 5 years
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Estimated rate of overloading, *.
Typical Asian

— =
emerging markat 50-80

Westam Europe [} 0-5

Time to approval of permit
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Company | I 3-12 months
Company 2 NS 4-10 months

Australian
benchrrark I 3 days

i Bcror = ratio of excess capacity to dllowed capacity.
truck capacity: ie, $0% means truck s completely filled gomg one way, empty on teturn trip,

costs well enough to see the value in
paying a premium for reliable trucking
services, for instance, and those that do
are hard-pressed to find quality suppliers.
Generally, governments are responsible
for enfarcing weight limits more strictly
(as in the example of trucking), reducing
the corruption that allows overweight
trucks on the road, and lowering barriers
for new entrants. Other measures could
improve the quality of a country’s logistics
network. Speeding up customs clearance
and making processing times more consis-
tent, for example, would allow companies
to reduce their inventory levels, since
they could depend on supplies arriving
punctually. Or governments could educate
logistics suppliers and customers—many
of them mom-and-pop stores and other
small businesses—about the benefits of
better speed and reliability.

Improving logistics and encouraging a
more efficient supply chain would provide
an extremely attractive growth opportunity



18

The McKinsey Quarterly 2005 Number 1

for emerging economies. While such Nikolai Dobberstein is 2 principal in
initiatives are ralatively inexpensive and MeKinsey's Kuala Lumpur office, Carl-Stefan

don'th t o ital with Neumann s a director in the Frankfurt office
ORIENEVIILO:OOMPOIE IGHESRIEIWI and Markus Zils is a consultant in the Cologne

highly visible infrastructure projects, they office,
do need attention. It 1s much easier for
a governmerit to approve and embark on

"We examined 19 countries to weigh the impact of

an expensive infrastructure project involv- caprtal infrastructure projects, such as porr expansions
ing only one ministry than to improve and new airports, and of initiatives to improve
o ) the quality of logistics networks and to make domestic
the efficiency of supply chains by carefully supply chains more efficient:
coordinating the work of several branches *Lower costs from more efficient supply chains, for
ance, could reduce consumer prices and

of government. But a close look at the inssance; conl P

o increase demand. The World Bank estimates thar a
numbers makes the advantages of a better 10 percent reduction in transportation costs would
logistics network for any developing rase international and domestic trade by 20 percent,

country plain to see.

Joe Capp, Heinz-Peter Elstrodt,
and William Bebb Jones Jr.

Why is Brazil’s economic growth limited and sometimes even failing to register as

to 3 or 4 percent a year while fellow legal entities. In this way, they gain cost
emerging giants China and India are advantages and can compete successfully
increasing their GDPs by 7 to 10 percent? with more efficient, law-abiding compa-

A major, often overlooked reason is nies, despite achieving only 46 percent
Brazil's huge informal economy, which of the formal sector’s productivity, In turn,
inhibits productivity, discourages business formal companies lose out on profits and
investment, and reduces the potential for market share and therefore lack the means
growth. In fact, a study' shows that Brazil's  and incentive to invest in productivity-
economy could grow by an additional enhancing measures such as expanding
1.5 percent a year if the government capacity, adopting new technologies, and
followed the lead of other countries and improving the organization. The result is
launched a concerted effort to reduce the a handicapped economic-development
size of the gray market process.?

In Brazil, the informal economy accounts If, as we believe, reducing the size of

for about 40 percent of gross national the gray market is a prerequisite for accel-
income, a much bigger share than it erating Brazil's economic growth, it
claims in China and India (Exhibit 1) 1s worrisome that the level of informal
Gray-market companies operate outside employment has remained virtually

the law—partially or wholly—by avoiding unchanged. Despite the migration of
taxes, ignoring product guality and safety workers from rural areas to towns, gray-

regulations, infringing on copyrights, market employment held steady at
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competitive distortions created by informal
activity. Sectors such as residential con-
struction, in which small companies serve
individuals—an arrangement that makes
auditing and tax collection difficult—are
particularly hard-hit, as are laborintensive
sectors such as food processing, where
the benefits of evading payroll-related taxes
can be huge. In these kinds of sectors,
modern and very small companies and
individuals can profit greatly by operating
informally. Food retailing is a case in point:
Not surprisingly, 95 percent of the street
vendors in Brazil operate outside the law,
but we estimate that informal midsize
groceries and minimarts account for an
astonishing 60 percent of the Brazilian food-
retailing market. Compared with Mexico,
for example, Brazil has very powerful
incentives for informality, as the evasion

of Income and social taxes can more than
triple a supermarket’s bottom line (Exhibit 3,
on the next page)

Brazil's burdensome regulatory require-
ments, high corporate and social taxes,
and weak legal and law-enforcement
systems all contribute to the informal
economy. The World Bank consistently
places Brazil among the countries with
the most onarous bureaucracies {cpening
a business there takes 152 days, for
example, three times the world average)
and regards its labor laws as among the
most inflexible in the world. Moreover,
according to the International Institute for
Management Development (IMD), the
overall tax burden in Brazil increased from
26 percent of GDP in 1992 to 36 percent
in 2002—a level much higher than that of
most developing countries. Companies,
directly or indirectly, paid two-thirds of these
taxes. The result is that many businesses
choose to operate informally because

the benefits outweigh the relatively small
possibility and cost of being caught.

International experience suggests that
when a government makes informality a
top priority and tackles it broadly by carry-
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EXHIBIT 2
Under the table
Informality in Brail
Agricultural sector
Share of total Informaiity, % of
employment. % lahor force
915 898
Overall economy x
Informality, % - -
1902 2002 1937 2002 Informality is increasing in key
566 50 sectors of the market economy
= Nonagricultural sector
Inf lity, % fi
Share of 1wotal Informality, % ol O O et e
1992 2002 employment, % labor force 1992
Transportation, 285 420
720 750 - &0 communication
429 = Manufsctuning 269 371
. . Construction 63 711
1982 2002 992 2002 Retail 49 518
Services' 588 560
' Excludes public admmstration and socil services
EXHIBLT
A slanted playing field
Example of food ratailers, index: formal retailer’s net margin = 100"
; , Nonpayment
Not margin fov rutaiter Value-added, special taxes
Mexico Social security
o T e
f’nvroll taxes
Informal 28 3 176
Value-added, special taxes
Brazil Social security
fo | ' s

Payroll taxes (0)
s [T R TR e T e

Assumes representative small supermarket in each casc.

ing out structural reforms and tailoring also implemented more flexible labor

its approach to each sector, significant laws that contributed to a 40 percent drop
advances can be made in a relatively short in unemployment in just six years

time. In the 1990s, Spain simplified its

tax system and created a new agency to Brazil's government, which has focused
fight evasion—measures that increased on restoring macroeconomic stability,

the taxes collected from small companies should now step up Its efforts to reduce

by more than 75 percent. Its government informality. Several agencies are already
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¥ Agriculture and livestock, clothing and accessories,
construction, domestic services, furniture, gasaline
retailing, lodging, personal services, recreational and
cultural activities, retail and wholesale, and rexnles

' Automotive, financial services, and machinery and
equipment.

following an operational crisis can be far
greater than the financial loss. The first step
for banks will be to measure and under-
stand the full extent of their operational risk

We analyzed operational crises at European
and North American institutions for which
the actual financial loss was maore than

$1 million.? The average actual loss for the
sample was $65 million. In the short term,
the decline in shareholder value was, on
average, about equal to the financial loss
After 120 working days, however, the
former figure had ballooned to 12 times the
latter one, knocking almost 2 percent,

on average, off an institution’s total returns
to shareholders (TRS) (Exhibit 1, on the
next page). Even a small financial loss can
be followed by a significant drop in the
share price.

Different operational crises give rise
to different degrees of market loss. Look-
ing across the range of events,? we

21
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found that the most harmful ones were
embezzlement, loan fraud, deceptive

sales practices, antitrust violations, and
noncompliance with industry regulations
{Exhibit 2). Just under half of the risk events
in our sample fell into at least one of these
five categories

For European companies, the decrease in
shareholder value was initially higher but
tended to tail off, whereas North American
institutions expenenced smaller immediate
losses that were still growing 100 days
later. The fallout from an event may last
longer in North America because of greater
transparency: the market continues to
receive details about a crisis long after it
first hits the headlings, while in Europe
subsequent findings are ess likely to
become public

Losses also vary by subsector, Asset-
management and corporate-finance
companies are vulnerable to any incident
that undermines the customer's faith in

EXHIBIT 1
It gets worse
Impact of operational-risk event on market returmns’

Overall cumulative average of abnormal returns,”

Event date
v

25 | r

40 -2 i} 20 40 BO B0 00 20

Time to/from event in working days

"For 350 operational crises expenenced by financial institutions in Europe and North Amernica.
Abnormal returns for each stock calculated daily as difference becween actual and expecred rerums, adjusted tor movements in
broad markes index; unweighted average of daily abnormal returns caleulared across all operational-risk events to peevent “noise™

'y

of particular stocks from distorting overall results.
FAs share of total market capitalization,

Source: Fitch Ratings; Thomson: McKmsey analysis

them and thus are heavily penalized for
operational crises in both the medium and
long term. For retail banks, an initial decling
in share price may persist for the same
reason. Indeed, the market seems to turn
against these companies more during the
second three-month period following an
gvent than in its immediate aftermath.

In contrast, businesses without such a
customer franchise—sales, trading, and,
to some extent, retail brokerage—usually
recover after an initial loss. In these
subsectors, we believe, stock prices are
already discounted because of the volatile
nature of the companies’ revenue streams.

What triggers a risk crisis? About half of
the operational-risk events in our sample
arose from negligence, an unintentional
fallure to meet a professional obligation,
or a defect in the nature or design of a
product—problems that are largely within
the institution's contral. In particular,
these issues stemmed from improper

Actual loss vs abnormal returns,” %

Abnarmal retums; lime 10/from avent
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oss® 80
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Markat will discount approaching
seltiement, causing some market
lossas before fine itslf. negative
market reaction after fine can shave
aggregate 5.5% off shareholder value,
although some recovery may be
observed alter 3 months
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Comments

Perversely, valug increases around
date when svent is first revealed.
possibly because market doesn't
realize sxactly what happened

Market likely belleves such events
influgnce customers against brand ot
Institution

Market apparently takes dim view
of institutions that reveal such lack
af management competance

able lapses, such as using
S practices or concealing
acteristics. External and
d fraud were responsible

ively. while 8 percent were
peess failures, particularly in

soften the impact of a

et value by communicating
4ts shareholders. We compared
9 which unauthorized trading

8l losses of several hundred

for example One institution

issued a series of gloomy statements,
including upward revisions of the extent of
the loss and news of various resignations
and reorganizations. The market penalized
it heavily in the six months following the
incident. The other Institution was clear
from the outset about the size of its loss,
disclosed all of the pertinent details, and
issued no further bad news. This company
suffered no long-term damage to its market
value, and within six months its TRS had
nearly returned to the estimated valus had
the event not occurred

Operational crises can be unexpectedly
costly and potentially catastrophic events
Financial institutions need to understand
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the differant kinds of operational risk they
face and the amount of their potential
losses in order to reduce their exposure.
They can then apply the available
management tools for controlling risk® in a
more informed and systematic fashion.

Rob Dunnett znd Antonio Simoes are
consultants in McKinsey's London office, where
Cindy Levy s z principal

Private equity firms have long promoted
the virtue of active ownership—the hands-
on style that distinguishes them from
traditional portfolio investors. But what does
active ownership mean, and does it really
lead to superior performance?

Recent McKinsey research reveals a strong
correlation between five steps that private
equity firms can take to direct a company
in which they invest and outperformance
by that company—in other words, perfor-
mance better than that of its Industry peers
Many private equity firms have embraced
these steps and execute them well, yet
surprisingly few do so in the consistent and
systematic way that would increase the
returns from an active-ownership approach.

Eleven leading private equity firms, all
boasting betterthan-average track records,
made up our sample, Each of them
submitted five or six deals from which they
had exited. The deals represented a range

"Kevin S. Buchler, Vijay D'Silva, and Gunnar

P'ritsch, “The busmness case for Basel IL” The McKmsey

Quarterly, 2004 Number 1, pp. $2-91
(www.mckinseyquarterly.com/links/1 5 188).
*The study assessed about 350 operational-risk events

since 1990, with help in the early stages from Professor

Ran Anderson of the London School of Economics.
Firch Risk Management’s OpVar Loss database
provided our sample of events,

*To categorize the rypes of events in our sample, we
tollowed the Bank for International Sertlement’s
[BIS) three-level classification scheme tor actual losses
stemmung from operational-risk events,

*Kevin S. Buchler and Gunnar Pritsch, “Running with
risk,” The McKinsey Quarterly, 203 Number 4
PP 40— (www.mckinseyquarterlv.com/links/ 5190).

|

s do better

Joachim Heel
and Conor Kehoe

of returns from average to very good. To
calculate the value generated by active
ownership, we built a model to isolate the
source of each deal'’s value: overall stock
market appreciation, sector appreciation,
the effect of extra financial leverage on
those market or sector gains, arbitrage (a
below-market purchase price), or company
outperformance

The main source of value in nearly two-
thirds of the deals in our sample was
company outperformance. Market or
sector increases accounted for the rest
(Exhibit 1)." Outperformance, which
generated a risk-adjusted return twice that
of market or sector growth, was the least
variable source of value

These results show that outperformance by
companies is clearly the heart of the way
private equity firms create value. How do
top investors make this happen? Interviews
with deal partners and with the CEOs of

S=p=t companies—and the
of the resuits with cash-in/l
muinples’—identified five
et could constitute a code of §
gractice. The first two concem §
genats equity competencies,
#hw=e a more engaged form of
governance that we describe 33
ownership.

EIT 1

the pack

e of value creation, %

50 desls from 11 leading private squity

Arhitrage

First, successful deal partners
expertise before committing
in B3 percent of the bast
step for investors was to
knowledge: insights from the &
management, or a trusted

In the worst third of deals,
was sought less than haif of
Second, successful deal
substantial and focused
mcentives—usually a system
eqgualing 15 to 20 percent of
aquity. Such incentives heavily
company’s leading officers as

a handful of others who report
1o the chief executive. In
practice deal partners reguire
10 invest personally in these
There is no standard formula, B
most successful arrangs
significant commitment by
ensuring that the potential
make them too risk averse.
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private equity firms

Company
outperformance

deal partners seek out
ore committing themselves
L of the best deals, the initial
§tors was to secure privileged
ghts from the board,

© a trusted external source.
lj‘- of deals, expertise

s than half of the time.
essiul deal partners institute
nd focused performance
sually a system of rewards

#0 20 percent of the total
heentives heavily target a

g officers as well as
who report directly

- tive. In addition, best-

i partners require CEOs
sonally in these ventures
dard formula, but the

|l arrangements call for a
itment by CEOs while

3t the potential rewards don't
;i b fisk averse. Formulas
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that falled to account for the individual
circumstances of a company’s officers or
that spread incentives too widely proved
less effective

Next, successful deal partners craft better
value creation plans and execute them
more effectively. Naturally, management'’s
plan is a part of the process, but the best
new owners view It skeptically and develop
their own well-researched viewpoint that
they use to challenge it. Once developed,
the plan is subject to nearly continual
review and revision, and an appropriate

set of key performance indicators is
developed to ensure that it remains on track.
Firms implemented such a performance-
management system in 92 percent of

the best-performing deals and only half as
often in the worst.

Fourth, the most effective deal partners
simply devote more hours to the initial
stages of deals. In the best-performing
ones, the partners spent more than

half of their time on the company during
the first 100 days and met aimost daily
with top executives. These meetings

are critical in helping kay players reach a
consensus on the company's strategic
priorities: relationships are built and per-
sonal responsibilities detalled. A deal
partner may use the mestings to challenge
management’s assumptions and to
unearth the company'’s real sources of
value. By contrast, lowerperforming deals
typically took up only 20 percent of the
investors’ time during this crucial period
(Exhibit 2, on the next page).

Last, if leading deal partners want to
change a company's management, they do
so early in the investment. In 83 percent

of the best deals—but only 33 percent of
the worst—firms strengthened the manage-
ment team before the closing. Later in

the deal's life, the more successful deal
partners are likelier to use external support
to complement management than are the
less successful deal partners.
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EXHIBIL 2

Time well spent

Deals in which company autperformance was main source of valug (n = 38 deals)

% of deal partner's time devoted % of deal partners who engaged in % of deals in which deal

to company' ... more than 1 interaction per week partner interacted regularly
Deal during 15t Tt during 1st 100 days with both CFO and CEO
performance 100 davs 100 days
Top 3rd - s 5 F = = _ ==l e o2
Modesd ([l 1524 g5 I .
Worst 3rd B s 5 | E T

' Median nme of deal parmers in sample

Source: Interviews with deal partners and CEOs of exited mvestments; MeKinsey analysis

These research findings pinpoint the
practices that distinguish great deals from
good ones. The five steps are, In the
main, uncontroversial, They are applied
inconsistently, however, and their
implementation seems 10 depend on the
individual partner’s beliefs and skills. A
standard active-ownership process that
applies and develops best practices |s the
next step for the private equity industry

ctno Belgium

|

Herman A. De Bode, Philip Eykerman,

and Ruben J. Verhoeven

High labor productivity has afforded
Belgians the luxury of working shorter
hours and retiring earlier than do most
other Europeans while still enjoying a stan-
dard of living in line with the EU average.
As a result, only 26 percent of Belgians
aged 55 to 64 years still work This sweet
trade-off cannot last. Like most Western
countries, Belgium faces a demographic
squeeze as fewer workers contribute to
GDP and to the government’s coffers at a
time when the burden of supplying older

Joe Heel is a principal in McKinsey's Miami
office. and Conor Kehoe is a director in the
London office

"I 3 of the 60 deals, value was created primarily
through atbitrage. Since these deals are relatively rare,
and interviews indicated that they are difficult to
find. we excluded them from our analysis.

= Caleulated by dividing the cash realized from a deal
by the cash invested.

people with costly pensions and health

care needs is growing. Persuading more
Belgians to waork longer and creating more
jobs will be vital if the country is to support
its aging population, a study shows L

Compared with the rest of the European
Union, Belgium is particularly vulnerable
because it already has one of the lowest
employment rates—ijust 61 percent—

and citizens who do have jobs work five
days less each year than the EU average.?



% of deals in which deal
.“ per week partner interacted regularly
days with both CFO and CEQ
L 9 I 10
P ® o
= I

analvsis

g Heel is 3 principal in McKinsey's Miam:
2=, and Conor Kehoe is 3 director In the
gon office

——

[0k the 6o deals, value was created primarily

et arburrage. Since these deals are relatively rare,

Smterviews indicated that they are difficult to
L-r excluded them from our analysis.

:nnd by dividing the cash realized from a deal
cash invested,

e with costly pensions and health

E peeds is growing. Persuading more
gians to work longer and creating more
B will be vital if the country is to support
8ging population, a study shows.'

npared with the rest of the European
pn. Belgium is particularly vulnerable
Buse it already has one of the lowest
ployment rates—just 61 percent—
[eitizens who do have jobs work five

S less each year than the EU average.?

\of Belgian workers

& than that of their US
& 20 percent better than

& Bt productivity growth
bt 1) and won't be enough
skl the demographic
imnate that if Belgium's
abor participation, total
S productivity continue, 1ts
gould drop to 1.1 percent
B next quarter century
2030 the country could face
‘of up to 6 percent of
J-10-GDP ratio of almost

e ng Belgium's efforts
fahe debt, which reached
sreant of GDP in 1993

g absorb higher social
: needs to grow by an
percent a year—faster than
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, GOP? per hour worked

States - 100

B maintain a balanced budget,

Comparison of 2002 levels. index: United
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the 1.5 percent rate achieved since 1990
To meet this goal, we propose a program
that would put 440,000 more people to
work (thereby raising the employment rate
to 70 percent), stop any further substantial
decline in average working hours, and
achieve sustained productivity growth

of 1.75 percent a year (Exhibit 2, on the
next page).*

Creating so many new jobs while
improving productivity won't be easy
Belgium's paliticians, employers, union
leaders, and ten million people must rally
around a change program that promotes

a tavorable chmate for economic growth
One of the most important reforms will
be to reduce Belgium's high labor taxes,*
which discourage the creation of new jobs
Another will be to simplify regulations and
speed up bureaucratic procedures that
stifle entrepreneurship and investment.

Average working time of person employed,
hours per year

Belgim European Union’

1698 1581 1619

169
2002 1980 2002

Growth in Belgium, %

1930

31

<l 19 16

LT — | ||

O’ EE— 4

e s Of May 2004.
e for purchusing-power parity.

1880-2002 1990-200Z 1885-2002

Seiuckin 11T und Bart van Ark, Performance 2002: Productivity, Eanployment, and Income m the World's
Report R-1328-03-RR, The Conference Board, New York, Mar z003; Belgostat, Natiomal Bank of
mwth andd Development Centre (GGDC); Organisation for Economic Co-operation and Development
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EXHIBIT 2

A plan for Belgium’s future

Labor participation x working time |abor productivity = wealth creation
Labor participation,
: * T
e B N |
Population
1990 2002 2030° Creata 440,000 net jobs in 28 years to
X achieve 70% employment rate® and
S84 510 700 mmdfscuofaqmmhhor
oo
Warking-age population’
1990 2002 2030°
Waorking time of persons
employed, fours per year 1838 1881 1597
Slow the rats of decline in average working
Hours worked hours from 0.6% annually (1990-2002) 1o
Persans at wark 0.1% gaing forward
1890 2002 2030°
Labor productivity, £ per howr 543
o 36 386 . Boost labor productivity growth rate to
GopP 1.75% annually
Hours worked . .
1980 2002 203¢°
Wealth creation, £ per yzar 41379
GOP 20368 L Achieve targated growth rate of
. . 1.8% annually
Population
1980 2002 2030°
'Aged 15-64 years
*Forccast.
YTarget

“Target EU employment rate set by Lisbon Special European Council, Mar 2000,

In 2002 excessive regulation cost Belgian
companies about €9.1 billion—more

than they paid in corporate taxes. The
bureaucracy also creates time-consuming
delays: it takes an average of 144 days to
get approval for marketing a new drug.
compared with 68 days in the Netherlands
Less and smarter regulation is one of the
keys to boosting productivity in Belgium's
services sector, where most new jobs will
be created

Increasing demand for labor isn't enough
Supply must be stimulated by reactivating
the huge part of Belgium's working-age
population that 1s unemployed or in early

retirement. Of Belgians aged 55 to 64
years, only one in four is gainfully employed,
compared with almost three out of four in
Sweden. The situation is hard to justify,
especially as this age group becomes a
larger share of the population. Companies
have restructured their pension schemes
both to encourage early retirement and to
maintain peace with the unions. The result
1s that for many employees, the effective
pension age is 58 years, well below the
legal pension age of 65

We propose abolishing the various early-
retirement schemes by gradually raising
the effective rmimimum age for a pension

EXHIMT

Retiring too soon?

Share of Belgium's population at work
group, 2002, %

g B g5

8 g
| | | | |
75-20 a0-34 35-39 40-44 45-48

Seurce: National Institute of Statistios,
Organisation for Economic Co-uperation
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Employment rate of 55-64 age group in
Europe, 2002, %

Sweden —— AR 5
LI

Uniized Kingdom NG ::

Denmark

Finland I o
Nethetlands [ 12
Frarice I ——— )
Germany I s
Balgium I

on for I ic Co-af and Develog

B 65 years or by increasing the minimum
umber of work years needed to qualify

pr a pension. The government has started
5 adopt these guidelines for its own
loyees, and it is important that private-
tor employers and unions quickly

low suit. To gain acceptance for this first
p, however, it must be supported by
plementary initiatives. A company’s
ial contribution for workers older than

55 should be reduced each year until it
gventually reaches zero. This adjustment
wollld make it cheaper for companies to
tain older employees, as would phasing
automatic age-based salary increases.

Of Balgians aged 55 to 64

one in four is gainfully employed,
»yilhalmostthree out of four in

1 The situation is hard to justify,

2y 2= this age group becomes a

Share of the population. Companies
sstructured their pension schemes
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¥ peace with the unions. The result
Hfor many employees, the effective

jon age 1s 58 years, well below the
Bnsion age of 65.

oreover, all those older than 55 should
ive help finding work, including part-
‘ume jobs, suited to their talents and
needs. Last, the government needs to
Build awareness of the importance of this
ge group for the country's economy. One
successful example was Finland's recent

‘which encouraged companies to retain

‘older people, not to push them into early
pose abolishing the various early- fetirement.
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campaign, “Experience is a national asset,”

Palitique de I'Emploi, Belgique, Volume 2003, Number 7, 2003,
(OECD); McKinsey analysis

Herman De Bode is & director, Philip
Eykerman is a principal, and Ruben
Verhoeven is a director in McKinsay s
Brussels office.

"The study, Prospero: A New Momentum to Econonic
Prospenty in Belgium (2004), is available at
www.mckinsey.be/prospero. The work is based on data
from esrablished Belgian sources, such as the Federal
Planning Bureau, the National Bank of Belgium,
and the National Institure of Sratistics; from
international orgamzanons, incliding the European
Commission and the Organisation tor Economic
Co-operation and Develapment (OECD); and from
discussions with union leaders, politicians, acadermcs,
and top executives at Belgium’s private and public
mstitutions,

*1n this arnicle, EU staristics exclude the ten new member
countries that joined in May 1004.

#To free up the money needed to reach these targets, we
also propose measures to make public admimstranion
more efficient—and thus less expensive—and to reduce
Belgium's large informal economy, which robs
the government of billions of euros in tax receipts.

#Personal income taxes and social contributions
paid by workers and employers (a tax of 32.8 to
40.5 percent on top of employees” gross salarses) yield
a total tax rate of 5§ percent.
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Setter customer sernvice N bankst

Marukel Nunez and Corey M. Yulinsky

How can banks improve the customer experience? A survay of 2,100 retail-banking
customers in the United States suggests that institutions should start by examining
the everyday events that most affect, for good or ill, a customer's perception of them
These “moments of truth” represent jmportant opportunities for banks to assess
their customer service capabilities and to ensure a proper alignment of investments with
customer needs. The way such moments were handled was telling: mass-market
customers who had a negative experience (say, an unexpected fee) during the previous 24 leaders strugge 19
months kept 4 percent less with the bank than did those whao had a positive experience ' - mmw
(such as a deftly handled account opening). Worse, disaffected mass-affluent customers’
were twice as punitive—especially devastating, since they generate 13 times more
profit than mass-market customers did. Simple tools that expedite the opening of new _
accounts can help. but the way employees resolve problems is crucial. Clearly, banks ; mscert QTS esult
must reexamine their broader service-recovery processes if they are to address the '
lapses that wrn disgruntled customers Into former ones =
worc, whare most

% of respondents who experienced
resolution of event as positive |
Nagatve avent+— — Positive svent
% of respondents who : '
experienced event 0 100% » comparees Sted
I e T .
Customer opened checking, savings, of — 13 54w 2004
money-market account of certificate of deposit g STONg results
Customer acquired or refinanced mortgags — 10 oG =M Ve
ot home-equity loan/line of credit md them i
Bank made mistake 1N CustOmE?'s aucount _ 9 =< ww
& : 'l
i the shon

Customer opened investmeant sccount .

L 1&d lg8s

gank charget Cusiome eeaunt witl -.

D
Customer bouncad check B
Rank changad fers, Dalance requirement:

§ 0N customet

Customer received good financial advice R —

Customer needed to transter funds | K

“I'he 987 respondents who experienced “moment of truth™ during past 24 months
Source: 2003 McKinsey survey of 2,100 cetail-Banking customers in United Stares

Marukel Nunez (s an associate prncioz| and Corey Yulinsky s a principal in McKinsey's New York offig

1 Customers with more than $100,000 1n assets.
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te leaders struggle to
ig-term shareholder value. This
surpnse, given an increasingly
wronment in which financial
=0 evaluate a company and its
Bmost recent quarterly results
peglecting long-term
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Sther do not survive or are

B into companies listed on
from 1984 to 2004 shows
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On average, companies with strong overall
performance beat companies in all the other
quadrants on most measures, The average
TRS of the top corporations was 9.4 per
centage points higher than the average of
companies with mediocre short- and long-
term performance, and the survival rate

of the former was substantially higher:

73 percent were still around in 2004—the
end of the analysis period—as opposed 10
57 percent of the companies with mediocre
performance. A CEO at the top performers
remained in office almost three years longer,
and those companies’ stock prices were
substantially less volatile

Companies with robust long-term but lack-
luster short-term performance had survival
rates almost equal to those of the top
performers but scored lower on each of

the other measures. Companies with strong
short-term but weak long-term performance
had marginally less volatile stocks than

did companies with strong performance
overall but were weaker on the other three
measures.

Living up to investor expectations for any
length of time is usually demanding Our
analysis showed that, of the high-performing
companies in our sample, a few owed their
success to a prolonged sweet spot for

their products or services rather than to a
deliberate attempt to achieve balance. The
rest skilifully juggled current opportunities
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EXHIBnLT
The long and short of it

Companies’ performance fram 1984 to 2004 (for companies listed in S&P 500 in 1280)'

High  Total returns 10 shareholders [TRSL % 1686 TRS.% 185
Survival rate, % 72 Sunival mte, % 13
Termure of current CED in years 45 Tenure of current CEQ in years 17

8 Beta deviation from industry average  0.05  Beta deviation from industry average  -0.01
=

=

E 47 companies 62 companies

2

=

E TRS, % 81 TRS, % 142
= Survival rate. % 57 Suvival rate, % B4
§ Tenure of current CEQ in years 48 Tenute of current CED in years 60

Beta deviation from industry average 018 Bata deviation from industry average 004

81 companies 76 campanies

Low Short-term performance High

Methodology  * Shorterm parfotmance mearred o8 average retum ea capital employed ROCE for all bu financial companies, where it wi

meastired os retum on equity (ROET
* |ong-tem petformance muasured 35 @vorage Syear campuund annugl growth me |
averages of compEes wers compared with respective industry dverages
o Long-tetm TRS calculatad as rolling montnly aversge of 5-year CAGR betweon Jan 1888 and Dct 2004
o Sutvival rate measured as ratio of surviving companes vi tutal pimber of compantes
o CEQ tanue mpresants average tenures of mdividuals who wern CEQs when research was completed
o Hata deviation calculaied as average of diffarence between beta for sach comoany AN its tRSPECTIVE INOUSTTY pota

CAGH) in sales from 1384 10 2004, indivitual

‘For 266 campanies listed in S&P 00 in 1990; excludes 167 companies that were acquired or dissolved durmg period analyzed
and 67 companies considered marginal cases tor falling within + of —5 % margin of defining lmes of quadrants.
*Beta i measure of gaset’s risk relative o market; a given stock’s beta is >1.0 if. over ime, 1t moves ahead of market and <1.0 it

moves behind market.
Source: Barra; Bloomberg: Hoovers; Standaed & Poor’s: Thomson; McKinsey analysis

with others providing for long-term growth, for longevity need to balance trade-offs
This approach was relatively painless for between current earnings and shareholder
companies with large pools of capital value over an extended period of time.
to finance long-term options The majority How can these goals be achieved?

of corporations, however, balanced both

objectives only by making difficult trade- We found that many successful companies
offs with limited resources and in the face instilled a long-term mind-set They tended

of unrelenting shareholder pressure for to appoint CEOs who kept an eye on
short-term operational performance, far

an immediate return on equity.
example, while also constantly emphasizing

Even sweet spots turn sour over time, and innovation that could produce long-18rm
overflowing pools of capital occasionally growth. These companies also typically
run low. Regardless of whether (and how) introduced dynamic strategic processes 10
companies may be juggling short- and evaluate growth initiatives on an ongoing

Jong-term performance today, those aiming basis, thus enabling management 10
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Research In Brief

' By 1908, the average estimated tenure of a company
listed on the S&P 500 was ten years, If history is a
guide, over the next quarter century no more than a
third of today’s major corporations will survive in an
cconomically important way. See Richard N, Foster and
Sarah Kaplan, “Creative destruction,” The McKinsey
Quarterly, zoo1 Number 3, pp. 40-51
(www.mckinseyquarterly.com/links/15591).

*For a wide-ranging view of how to pick and manage
the right set of long-term growth mitiatives, see Lowell
L. Bryan, * Just-in-time strategy for a turbulent world,”
The McKmsey Quarterly, 200z special edition: Risk
and resilience, pp. 16-27 (www.mckinsevquarterly
com/links/r5592); und Lowell 1. Bryan and
Ron Hulme, “Managing for improved corporare
performance,” The McKinsey Quarterly, 2003
Number 3, pp. 94-105 (www.mckinseyquarterly.com/
links/1 55931,

2005 McKinsey & Company. All rights reserved
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of the rudimentary pistol, unlucky shooters were now and
unburned gunpowder escaped backward toward their
ieame to describe this unpleasant experience as “blowback,” a
s subsequently gained wider application in military affairs—
ighat turns on its maker.

8 an apt term for the unexpected consequences of the investments

companies have made in emerging markets. Since first

b several decades ago, and to a remarkable extent today, these
@ve tended ro view them in what Kenneth Lieberthal and

d* call “imperialistic™ terms: as a beguiling mix of increasingly

wonsumers and limitless pools of low-cost labor, Here, the

B, companies can expect to harvest the fruits of the R&D and
s painstakingly developed in their home countries.

8 dangerously complacent. The very presence of Western

the competition they create have inspired the emerging

nies to raise their game in response. Far from being easy
loitation, emerging markets are generating a wave of

product and process innovations thar are helping established

and C. K. Prahalad, “The end of corporate impenalism.™ Harvard Business Review,
81, Number 8, pp. 109-17 (www.hbr.com),
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companies and a new generation of entrepreneurs to achieve new price-

performance levels for a range of globally traded goods and services.

Eventually, such companies may capture significant market share in Europe

and the United States.

To be sure, these trends are in their early development, and most companies
in emerging markets face formidable obstacles to competing effectively at
home, let alone penetrating the developed world. Furthermore, most Western
companies haven’t yet begun to serve the emerging world’s low-income
segments, where crucial learning takes place. Even so, early indicarions
suggest the “innovation blowback” from emerging markets could come soon:

« Wal-Mart Stores” imports from China already account for 1 percent of
its GDP. Along with other value-conscious retailers, the company
stands ready to help a new breed of manufacturer target its wares at
shoppers in the United States and Europe.

» Citigroup’s Chinese M&A unit reports that outbound deals make
up the lion’s share of its pipeline—a sign that companies in China are

moving abroad.

« Still more significant, mounting evidence suggests that farsighted
vanguard Western companies are not only acquiring key capabilities
by serving low-income customers in emerging markets bur also
preparing to use that experience to attack the growing value segments
of developed markets. These companies, wielding advantages
based not on factor cost differences but on superior management,
show that blowback is as much an opportunity as a threat.

Most of the developed world’s companies must urgently reposition themselves
to deal with this offshore challenge. The solution isn’t just to bring their
products and business practices to the developing world, where they will
invariably fail to penetrate beyond small segments of relatively affluent
consumers and miss out on the vast purchasing power of less affluent ones.*
Nor can Western companies simply strip costs from existing products. They
must instead redesign their products and processes from a “clean-sheet”
perspective—one that amplifies their own distinctive capabilities and those of
other companies—by participating in and orchestrating networks of highly
specialized businesses. In fact, they can acquire the capabilities they will soon
need at home only if they face the intense compertitive pressures of serving

the mass market in emerging economies.
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Emerging-market hotbeds
Emerging markets are well known for their role in activities such as
ssembling consumer electronics products and providing low-level customer

support through burgeoning call centers. They will become even more
significant as catalysts for product and process innovation.

Two powerful factors are converging to transform them into catalysts of
this kind. One is the low incomes of consumers in China and India—a roral
of 457 million households in 2002, with an average annual income of less
than $6,000 a year. The other is the spending behavior of this immense
group of consumers, who, by Western standards, are unusually youthful,
demanding, open-minded, and adventurous. One study cited by Lieberthal
and Prahalad, for instance, showed that Indian consumers sample an

erage of 6.2 brands a year of a given consumer product for every 2.0

ds their US counterparts buy.*

[hese demographics and consumer traits set a stern precedent. To penctrate
this vast market, companies must charge prices that the majority of

its consumers can afford. Furthermore, the climate of openness implies
diminished loyalty to established brands and greater receptiveness to

pew participants and product features. Both will force companies to rethink
the way they develop and deliver their offerings.

Mobile technology demonstrates both the opportunity and the challenge.
China and India, thanks to their army of early adopters, have become

wo of the world’s largest markets for mobile phones. Burt these markets
differ from Western ones in important ways. According to Mouli Raman,
the chief technology officer of OnMobile, an entrepreneurial company spun
out of Infosys Technologies three years ago, the cost of equipment for
‘mobile-telephone networks must fall by a factor of five for it to succeed
‘in the Indian market. Pricing for mobile-network operators must also

be restructured, with smaller up-front license fees and more emphasis on
performance-based payments.

Established technology vendors such as Nokia or Sony Ericsson must
decide whether products designed for more developed countries will
succeed if merely adapted for Asia’s emerging markets or a radical new
approach to product and process design is required. A growing number of
such companies now acknowledge that going back to the drawing board
is the only choice in Asia. Products like mobile phones comprise many
interdependent systems and subsystems. When the products are designed,
their features require trade-offs and agreements about diverse systems

}Kenneth Licherthal and C. K. Prahalad, “The end of corporate imperialism,” Harvard Busmess Review,
August 2003, Volume 81, Number 8, pp. 10§-17 (www.hbr.com).
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and components, Companies that artem
features find that the second-order
trade-offs and agreements.

Pt, say, to incorporate fewer
effects ripple across these previous

The new models to follow

As Western companies Strip costs from the
rethink the processes they use to design and deliver their offerings. Many
will discover that their home-market organizations are no longer the
primary locus of innovation. Big global companies, after specifying the
performance parameters they
entirely. Contrary to the belief that multinationals must enter the emerging
world in a vertically integrated fashion ro ensure quality, they m
to disintegrate vertically there—nor just o assembly burt all the way to
product design. To some Western executives this might seem like a radical
notion, but the practice of outsourcing innovation is gaining ground.
Gateway and Hewlett-Packard, for example, recognizing thar they couldn’t
move quickly into consumer electronics markets, ha
design manufacturers in

ir products, they will have ro

ay begin

ve turned to original-
Asia for their new consumer product offerings.+

Companies have many ways to manage producr and process innovation in
emerging markets, but three are especially promising. Although presented
separately, they are nor mutually exclusive: a company can amplify the
impact of its own capabilities, and deliver greater value ar much lower
cost, by combining them. The first approach is described through a
cautionary tale about how Japanese motorcycle makers went to China only
to get beaten at their own game. But like the cases illustrating the other
approaches, this one also describes an opportunity for Western companies:

to turn blowback to their advantage by building distinctive capabilities in
the low-income segme

Production-driver modularit
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city is home to a network of comp
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nagement process that economists at Tokyo
networks in great depth, call “localized

illed, supplier-driven approach that speeds
Up a company’s time to market, cuts its costs, and enhances the quality

of its products. The heart of this NEw system is a series of “process networks”
mobilizing specialized companies across many levels of an extended
business process. Entrepreneurial and privately owned motorcycle assemblers
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h as Dachangjiang, Longxin, and Cixi Zongshen Motorcycle orchestrate
e networks.

e companies got their start by competing against established state-
swied assemblers that had partnered with leading Japanese motorcycle
nakers such as Honda Motor, Suzuki Motor, and Yamaha. The private
sssemblers refined the Japanese companies’ tightly integrated product
architecture into one that was more
flexible and modular but just as
functional. The Chinese system
makes it possible for the assemblers
to modularize production in parallel
by outsourcing components and
ubassemblies to independent suppliers. In contrast to more traditional, top-
fown approaches, the assemblers succeed not by preparing detailed design
wings of components and subsystems for their suppliers but by defining
pnly a product’s key modules in rough design blueprints and specifying
yroad performance parameters, such as weight and size. The suppliers

ake collective responsibility for the derailed design of components and
bsystems. Since they are free to improvise within broad limits, they have
rapidly cut their costs and improved the quality of their products.

Milnese system lets assemblers
IIZE’ p/—UULICL‘lO/1 In []dn’ff/ft"
gtsourcing work [0 suppliers

_ocating major suppliers and assemblers in the same city helps to mobilize
the appropriate specializations. Informal social networks, developed in
erowded teahouses and restaurants, supplement more formal efforts to
coordinate suppliers and assemblers. Throughout India and China, such
emerging local business ecosystems play a major role in speeding up product
and process innovation. In this production-driven form of modularization,
suppliers of components and subassemblies—the frame, the engine, the
aspension—take much of the responsibility for coordinating their work.
Solving problems by combining people from diverse fields makes the solution
more creative.

hanks to these innovations, China has made rapid gains in motorcycle
export markets, especially in Africa and Southeast Asia, and now accounts
for 50 percent of all global production of motorcycles. The average export
price of Chinese models has dropped from $700 in the late 1990s (already
several hundred dollars less than the cost of equivalent Japanese models)

to under $200 in 2002. The impact on rivals has been brutal: Honda’s
share of Vietnam’s motorcycle market, for instance, dropped from nearly
90 percent in 1997 to 30 percent in 2002. Japanese companies complain
about the “stealing” of their designs, but the Chinese have redefined
product architectures, in ways that go well beyond copying, by encouraging
significant local innovation at the component and subsystem level.
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Itisn’t all upside for the Chinese. Price competition has eroded the profit
margins of both assemblers and suppliers, jeopardizing their ability to
invest in further product innovation. Some consolidation by assemblers—
plus a move into marketing and service—seems likely,

Customer-driven modularity

Over the years, consumer packaged-goods companies have reduced

their products’ unit size in emerging markets to unlock demand among
consumers who can’t afford bigger portions. Coca-Cola, for example,
began selling 200-milliliter bottles of Coke in India in 2003; Britannia
launched Tiger Biscuits in 20-gram packages in 1999, What if companies
took this approach with more expensive purchases, such as mobhile
phones, or even with products for low-income businesses?

Cummins, the producer of diesel engines and power generators, recently
did just that in India. By modularizing a product for the distinct needs of
different kinds of customers and channel partners, the company cut

the total cost of ownership and of sales in the channel. The result: higher
demand for Cummins products.

How Cummins did it. By 2000 the company had already captured 60 per-

cent of the high-horsepower end of the Indian market. Bur it was only a
marginal player in the large and rapidly growing low-horsepower (under
1oo-kilowatt) end, where buyers include small retailers, regional hospitals,
and farmers requiring an assured power source in a country where outages
are frequent. This big market was potentially lucrative, but its demands
are daunting: each segment needs slightly different features. Farmers, for
example, want engines protected against dirt, while noise is a bigger issue
for hospitals. Cummins realized that it needed a low-horsepower engine
that could affordably meet the needs of all these customers.

The company realized that it couldn’t afford direct distribution, given the
need for low prices. Instead it would have to use third-party distributors,
all of them less skilled than its direct sales force and less able to help
customize the product for the needs of particular end users. The solution
Was to create a series of smaller, lower-powered, modularized engines
and to combine them with add-ons called “gensets” (generation sets) that
could be customized for different segments. By packaging components in
ready-to-assemble gensets, Cummins broadened the product’s appeal to
both customers and distributors. Customers liked the gensets because the
product came tailor-made; the hospital version, for instance, had a noise-
abatement hood that was omitted from the farm kit, which had dust and
dirt guards not included in the hospital version. Gensets also appealed ro
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distributors because they didn’t have to source these add-ons themselves—
something that would have been beyond their means and skills.

Modularizing the product to meet the needs of customers and channels
also helped solve operational dilemmas. Customized products ordinarily
mean smaller manufacturing runs, so Cuammins faced an increase in

he average unit cost of production for an offering that had to be cheap.
By modularizing it, the company increased production runs of common
subsystems and components, thus keeping overall costs low. It also
pressed suppliers of peripherals, such as the noise-abatement hood, to
standardize designs and cut costs.

Compared with the radical process innovations of
the Chinese motorcycle assemblers, which outsource
more of their core production, Cummins’s strategy
may seem familiar (see sidebar, “Beyond big bang
innovation,” on the next page). Western companies,
after all, have long grappled with customization

and “segment-of-one” challenges. Yet these efforts
often end at the factory door. When modularization
reflects only the need to cut manufacturing costs—
rather than the problem of reaching small, dispersed
segments of low-income customers through third-
party channels—it typically fails to cut the cost

of ownership for customers and the cost of sales in
the channel.

Beyond India. The new genset engines have been an unqualified success in
India, where Cummins has won 40 percent of the market over the past
three years. Genser sales now account for 25 percent of the company’s total
pwer generation sales there. Despite the much lower unit prices of the
‘mew range, its net profitability is comparable to that of the high end.
Exports began in 2002 to other parts of Asia and were later extended to
frica, Latin America, and the Middle East. Can it be long before Cummins
introduces its low-horsepower generators in more developed markets?

1f it does, it could leverage another advantage derived from competing in
Asian mass markets: the high levels of reliability it had to design into the
engines not only because its customers can’t depend on the local power
supply but also because the low prices they demand mean that its margins
can't sustain an after-sales service unit. This higher reliability could prove
sompetitively devastating in developed countries, where many vendors have
competed away margins on their products and now depend on profitable
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aftermarkets. An artacker selling products that don’t require after-sales

service could dry up that profit pool.

Process-driven services

Innovation in emerging markets won't be limited to manufactured goods.
The desire to reach vast low-income segments of Asia’s population is also
pushing service organizations to new levels of achievement. One vivid
example comes from the Aravind Eye Care System, at Madurai, in the south
Indian state of Tamil Nadu. The Aravind system—dedicated to eradicating
“needless blindness by providing appropriate, compassionate, and high-
quality eye care for all"™—includes a chain of hospitals and a manufacturing
center for sutures, syntheric lenses, and eye pharmaceuticals.

Aravind, which occupies a highly specialized health care niche, developed
efficient processes by treating huge numbers of extremely poor patients
in a country where 12 million people are totally blind and an additional

Beyond big bang innovation

When Western executives discuss innovation, they
tend to focus more on products than on processes
and mestly on breakthroughs rather than incremental
product innovations. Supercomputers, blockbuster
pharmaceuticals. fuel cells, nanotechnology,
lasers—innovations like these capture the
imagination and attention of executives in developed
countries.

Yet very few companies create significant
shareholder value through breakthrough product
innovations. most economic wealth comes from more
modest ones that accumulate over time. Process
innovations may be even more important for building
competitive advantage and generating wealth. Dell
and Wal-Mart Stores, for instance, have used them
to generate enormous amounts of it

In fact, most innovation involves creatively
recombining existing components of technologies.
products, or business systems. Schumpeter's “gales
of creative destruction,” for example, came not
from isolated, discontinuous events but rather from
ongoing efforts by entreprengurs to find better
ways of serving markets. Silicon Valley—for many,
the epicenter of innovation—generates most of

its economic wealth by incrementally enhancing
technology

If executives expand their view of innovation,

they may be batter prepared to see it in terms

of institutional capacity and pace. For example,
developing @ more modular and loosely coupled
product architecture—as Cummins and the
Chongging motorcycle assemblers did—increases
the institutional capacity for innovation and thus
promotes incremental improvement Specialization,
as in the example of the Aravind Eye Care System,
helps an organization develop innovative processes
more rapidly by providing it with lessons from a
larger number of comparable experiences

More important still, a broader view of innovation
that values the role of incremental change
communicates the power of bootstrapping.
Companies that start out with limited capabilities—
such as those in many developing economies—can
rapidly build them over time through a series of
modest process and product innovations. Ultimately.
individual innovations may matter less than the
institutional capacity to sustain a rapid series

of improvements and the pace at which they ara
developed and disseminated through the network
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8 million are blind in one eye. Its hospitals perform 200,000 operations a
year—nearly 45 percent of all such operations in Tamil Nadu and 5 percent
of those throughout India. High volumes are dictated by the affliction’s
scale and by the need to make the network’s nonprofit hospitals viable and
to generate funds for expansion.

Over the years, Aravind has carefully honed the flow of work through its
putpatient departments and surgical wards—and both have reached
impressive levels of efficiency. Cataract operations in Madurai, for example,
performed on four operating tables, side by side. Two doctors
operate, each on two adjacent tables. When the first operation is over,

the second patient is already in place. “Usually I do about 25 surgeries in a
half-day session,” a local doctor told the Indian writers of a case study.*
*Most [doctors| do this number.” The intense throughput doesn’t seem to
compromise quality. Indeed, major complication rates are highly satisfactory:
in virtually all “event” categories—such as iris trauma or prolapse—
Madurai’s 2002 figures were better than those of the United Kingdom (as
documented in a national survey by the Royal College of Ophthalmologists).

In this case, too, the need to serve low-income customers in challenging
sonditions spurred innovation. People in rural areas, for example, suffer from
active blindness resulting from the prohibirtive time, travel, and other
incidental costs of getting a pair of glasses. Aravind studied data on the needs
of patients, prepared lenses in advance, and set up mobile oprical shops in
remote villages so that patients could be examined near where they live and,
if necessary, supplied with glasses on the spot.

Other Indian health care entrepreneurs, using processes developed in similar
conditions, are already encouraging patients in more developed countries

to get better value for money by traveling to Indian facilities for specialized
services. Institutions such as the Narayana Hrudayalaya Foundation (a
‘cardiac care facility in Bangalore) and Escorts Heart Institute and Research
Centre, in New Delhi, are proving that services, though intangible, can be
delivered in a surprisingly flexible way. A recent study by the Confederation
of Indian Industry (CIT) and McKinsey predicted that medical tourism

in India could generate $2 billion a year in revenues by 2o12.

‘The implications for Western companies

‘These models of innovation spell out a clear message for many companies in
the developed world: if you're not participating in the mass-market segment
of emerging economies, you're not developing the capabilities you will need

o compete back home. Our first recommendation to Western companies is

Mankara Manikurry and Neharika Vohra, “Aravind Eye Care System: Giving them the most precious gife,”
Undian Institute of Management case study, Ahmedabad. India, 2003 (revised 2004).
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therefore to go offshore, not just to the affluent segments, and not just for
wage cost differentials, but to serve the mass market. Only there will

you be forced to innovate in the ways required to succeed in the future.
The recommendations that follow build on this basic idea.

Specialize

It was Adam Smith who first noted the power of division of labor to increase
productivity—the basis of the “dynamic economic theory™ laid out in
Wealth of Nations. As the economist Brian Loasby® points out, the power

of specialization follows not from specialization itself but from the new
capabilities it promotes. Viewed in this way, it becomes dynamic rather than
static; it enhances incentives and opportunities for further innovation.

Companies can’t have all the skills needed to deliver products or services; they
must choose what they do themselves and collaborate with others for the

rest. They should stick to one of three types of activities: managing infrastruc-
ture, managing customer relationships, or developing and commercializing
innovative products.” Specialization requires businesses to find partners that
enhance and complement their capabilities. Such cooperation calls for the
better coordination of resources across and within enterprises as well as

a fresh approach to managing processes. Offshoring in emerging markets
accelerates the building of capabilities on a global scale by helping companies
to participate in talent-rich process networks and then to orchestrate them.

QOrchestrate process networks

Companies can best accelerate the building of capabilities in two stages.
The first involves setting up, accessing, developing, and ultimately
orchestrating true process networks of the kind used by the motorcycle
makers in Chongging and, in the apparel industry, by the Hong Kong-based
company Li & Fung, which deploys a network of 7,500 specialized business
partners to create customized supply chains for each new apparel line.

Such process orchestrators decide which companies can participate in the
network, define each party’s role, and guarantee performance and fair
rewards. This gatekeeper role distinguishes emerging process networks from
more fluid aggregations of companies.”

The results are impressive. In the case of the motorcycle network, the
undertaking is divided among independent activities, each with a clear owner
accountable for performance. This “loose coupling™ promotes flexibility
(such as quicker responses to the customer’s needs) and scalability (the

“Brian Loasby, Knowledge. Institutions, and Evolution in Economics, London: Routledge, 2002,

" John Hagel 111 and Marc Singer, “Unbundling the corporation,” The McKinsey Quarterly, 2000 straregy
anthology: On strategy, pp. 147-36 (www.mckinseyquarterly.com/links/15776).

% [ohn Seely Brown, Scott Durchslag, and John Hagel 111, “Loosening up: How process networks unlock the
power of specialization,” The McKinsey Quarterly, zooz special edition: Risk and resilience, pp. 58-69
(www.mckinseyquarterly.com/links/15==7).
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ability to involve the largest possible number of participants and, hence,

to access a wide range of specializations). Mobilizing process networks 1s

4 formidable challenge requiring robust “performance fabrics™ technology-
and business-based ways of reducing the cost of interaction among

setwork participants. Successful orchestrators such as Cisco Systems,
which has invested heavily in distributed learning platforms, focus hard on
pne key ingredient: creating shared meanings. The ability to build trust
guickly is also a part of the recipe.

Brchestrate innovation networks

Moving from orchestrating processes to orchestrating innovation 1s

he second stage of efforts to speed up the building of capabilities.
Orchestrators like Li & Fung are learning to build them more quickly

pss enterprise networks, not just gaining access to specialized resources.
» succeed, companies must generate the friction that shapes and
sharpens learning when people of different backgrounds and skills
collaborate on real problems. Clear performance targets, an unconstrained
environment for finding solutions, and the sharing of prototypes across
arganizational boundaries generally produce the most beneficial results.
processes must be developed, with the help of new generations of
nformation technology, to ensure that innovations are disseminated across
the network. As productive friction expands within it, a virtuous cycle
einforces shared meanings and trust.

T
!

Western companies go offshore for many reasons: among others, to

cut wages (and thus costs), to gain access to distincrive skills that accelerate
the building of capabilities, and to seek new markets.” Too often, however,
investments in new markets focus only on the affluent segments of
emerging economies. By targeting instead the specific and demanding needs
of lower-income consumers, Western companies can address a far

bigger emerging-market opportunity and create the ability o rake
jnnovative products and services from the emerging world and use them

n new categories at home. Q

MWhvek Agrawal, Diana Farrell, and Jaana K. Remes, “Offshoring and beyond,” The McKinsey Quarterly,
2003 special edition: Global directions, pp. 24-35 (www.mckinseyquarterly.com/links/r5937).

n Seely Brown, the former head of Xerox’s Palo Alto Research Center and chief scientist
at Xerox, can be reached at jsb@johnseelybrown.com;
John Hagel, an alumnus of McKinsey’s Silicon Valley office, is now a senior adviser to
McKinsey and can be reached ar john@johnhagel.com.
This article is adapred from their upcoming book, The Only Sustainable Edge:
Wihy Business Strategy Depends on Productive Friction and Dynamic Specialization,
wirh permission from Harvard Business School Press.
Copyright © 2005 John Hagel 111 and John Seely Brown.
All rights reserved.
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Jack Welch once said that the 1980s would be a “white-knuckle™ decade
of intensifying industrial competition—and that the 1990s would be
tougher still. Despite history’s greatest bull market, rising incomes, and
unprecedented prosperity throughout much of the world, the former GE
chairman was proved right. The “topple rate,” at which companies lose
their leadership positions, doubled in the 20 years to the mid-1990s
{Exhibit 1, on the next page). New technologies eclipsed long-established
industry champions, and nimbler competitors with sharper value proposi-
tions and lower costs emerged, seemingly from nowhere, to take their place.

In many ways, however, the 1990s were just the start of a massive reshaping
of the global economy that will continue for the next 1o to 20 years.
Three supply-side forces will combine to unleash innovation and to expand
productivity and GDP on a scale never seen before: globalization,
particularly the integration of large, low-cost economies into the world’s
supply-and-demand base; technology, coupled with the exploitation of

the networking and communications infrastructure created in the 1990s:
and economic liberalization. The pie is still growing, and growing

fast, bur the increasingly uncomfortable reality is that the distribution of
growth—and profits—is anything but uniform or predictable.
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are particularly vulnerable: they face a double whammy of more intense
competition and declining average industry performance. A comparatively
gentle decline—like that of US automakers during the past 3o years as they
lost marker share to Japanese rivals with lower costs and better quality—
isn’t Iikely. Capital: Very cheap

Real lederal funds rate, 1975-2004, *
Few incumbents are in a position to respond well to the challenge. Decision-
making processes are often slow, backward looking, and incremental. Too
many companies need nothing less than a new competitive approach built
on speed, flexibility, and resilience—an approach that isn’t found in most
strategy textbooks or, for that matter, in the experience of business leaders
who won their spurs at a time of more incremental change.

Everything in oversupply

Let’s take a closer look ar the dynamics of supply-side growth—a term
familiar to politicians and economists but used less often in managerial
contexts. Every corporation requires, to varying degrees, labor, raw
materials, a communications infrastructure, production facilities, and

* At purchasing-power panty.
=11 line = digital-transmission line with
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pital. Over time, these factors of production and the way they combine

=

3 business systems have changed dramatically (Exhibit 2).

ke labor, for example. More than one-third of the world’s six billion
thabitants live in China or India, but 25 years ago their population
pols were out of reach for the developed world’s companies. Technology,
| the form of vastly more efficient communicarions and compurting
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er, has now made large numbers of people in these countries available
or an astonishing array of physical and knowledge work. The buildup of
prth American industrial capacity in the second half of the 1990s was
gually unprecedented. Finally, capital is both cheap and mobile. The
ederal funds rate, 15 percent in real terms in 1980, is close to zero today.
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Three industry efiects

Plentiful, cheap, and global labor, capital, capacity, infrastructure, and
information have affected industries profoundly. In microeconomic terms,
this growth in supply has had three broad consequences: the aggregation
of formerly distinct markets, enhanced market clearing and efficiency, and
greater specialization, particularly in supply chains.

Aggregation takes place when competitors in one geography can compete
in another because of falling shipping costs, lower search costs for con-
sumers (as a result of the ability to find sellers on the Internet, for example),
or both. Technology or deregulation can also bring abourt convergence,

a different kind of aggregation: like the geographic variety, it can quickly
create substitutes and new competitors. Technology-driven convergence

is common in consumer electronics—cell phones, for instance, are now
cameras and Web browsers too—and will become even more 50 as
communications, computing, and storage technologies continue their
forward march. Deregulation, as well, drives convergence: with the stroke
of a pen, and some subsequent litigation on both sides, US long-

distance and local telecom providers could invade each other’s markets.

Enhanced market clearing means that buyers can make more efficient
purchasing decisions. While sophisticated purchasing practices and

the scale of the buyers have long driven corporate purchasing power,
widespread information and the presence of new supply alternatives
with radically different economics now take the traditional “supplier
squeeze” to a new level. These forces promise to reshape the economics
of many industries as the products and services of competitors with
dramatically different cost structures become acceptable substitutes for
dominant offerings.

The combination of aggregating markets and enhanced market clearing
creates the third effect: increased specialization in the supply chain.

As transportation, communication, and coordination costs fall, suppliers
can more easily spread production across facilities and geographies, and
companies learn to optimize production by taking greater advantage of
scale, proximity to end consumers, and differing costs of labor, capital,

and raw materials.

Perhaps the clearest glimpse into the way these forces shape industries and
the companies that compete in them comes from the personal-computer
industry. In the early 1990s, it had three leaders—IBM, Compagq, and Apple
Computer—and dozens of other assemblers. During the past ten years,

the market aggregated dramatically. Geographically, demand for PCs became
global; funcrionally, major players clearly came to recognize the trend
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Extreme competition

toward digital convergence across PDAs, music players, and other devices
and the threats and opportunities it will pose. The increasing sophistication
of the buyers, low-cost sources of supply, and the widespread information
access facilitated by the relatively transparent component architecture of
the product itself have made PC manufacturing one of the world’s most
competitive businesses. Finally, open standards for the PC platform, coupled
with rapid innovation and short product life cycles, have fueled the
expansion of geographically distributed, highly specialized supply chains.

This transition to extreme competition was hard for many companies—

t look at Apple’s near-death experiences as personal computing coalesced
around the Windows-Intel platform, Compaq’s acquisition by Hewlett
Packard, and IBM’s pending exit from the business. Yet the industry’s
dynamism masked some of the harshness of the shift. For more mature
industries with legacy production capabilities and investments, a sudden
supply-led transition can be brutal. Consider the case of a US-based
white-goods manufacturer whose story will resonate with many midsize
manufacturers. In the late 1990s, the company, building on momentum
established through improved operational effectiveness, was posting record
results. By 2001, however, its principal customers were demanding major
price concessions in view of credible Chinese alternatives. In that year, the
company’s margins fell by 40 percent because of pricing concessions and
COSt-to-serve increases.
s Its response—major cost reductions
through increased Asian sourcing and
painful cuts to overhead—seemed

ental shift
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appropriately dramatic. But even

that wasn’t enough. The company’s
Chinese competitors made products
of comparable quality for 15 to

20 percent less, leaving it with a stark
and fundamental choice: to move
closer to their cost structure, to find
and exploit innovations they couldn’t
copy immediately, or to exit the
industry.
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A broader trend
US macroeconomic dara suggest that
such anecdotes are part of a broader

trend. Exhibit 3 shows that as productivity increased, inflation fell steadily

during each period of economic expansion during the past 30 years. The effect
of these trends has been most dramatic in manufacturing, where globalization
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and technology have also had their greatest direct impact. In the 1990s,
however, the productivity gains spread to the services sector.

Supply-side growth and its accompanying turbulence will continue and
even accelerate over the next 1o to 20 years. After all, the world economy
is nowhere near the end of the line in the search for new disruptive
technologies and for low-cost, high-talent labor to generate new products,
higher productivity, or both. China now accounts for a relatively small
part of the global supply base. Our analysis of the country’s role in ten
significant industrial segments indicates that Chinese exports represent
about 5 percent of total global production. While these share positions
may not seem significant, the trajectory is: more than half of this share
has been won during the past five years. Consider too the still unexploited
opportunities for outsourcing to the developing world and the impact
their eventual exploitation will have on costs and productivity. The transi-
tion to the new regime is reflected, to some extent, in the rising price of
inputs such as steel as China’s economy grows.

Zones of extreme competition
Extreme competition comes in three flavors (Exhibit 4). The first is

”»

traditional “trench warfare,” common in mature, undifferentiated indus-
tries when demand is shrinking or can’t keep pace with rapid growth
in supply. Either way, the result is shrinking profits caused by intensifying

competition but few changes among the market leaders.

The second flavor—*“judo competition™—is just the opposite: the overall
industry pie grows, but the scoreboard is constantly changing. Companies
on top often win big but face the perpetual risk that smaller or more
nimble attackers will topple them using product innovation or new business
models that compensate for a lack of scale or scope. Many newer indus-
tries, such as software, fall in this category. So do older trend-based
industries, like restaurants and branded apparel.

Finally, “white-knuckle competition™ combines the worst of both worlds:
a shrinking industry pie and high churn on the industry scoreboard.
Our analysis of industry leaders and rising topple rates suggests that many
industries are migrating north along the vertical axis of the matrix of
Exhibit 4. There is also an “eastward” pull toward the white-knuckle
quadrant as a result of several supply-side forces, notably major innovations
that spill over and disrupt adjacent industries. The telecom industry is

a good example. The growth of wireless telephony, the rise of broadband,
and the advent of VoIP (Voice over Internet Protocol) are forcing com-
panies to rethink their business boundaries. As telecom service providers
know all too well, their traditional wireline businesses can only shrink
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Extreme compatinan

as competitive offers gain ground. Growth calls for a broader set of offers,
including wireless, broadband, and even entertainment. Such a redefinition
brings with it major investments, new competitors—and considerable
uncertainty. Risks to the industry’s performance and to the market positions
of specific competitors rise alarmingly.

Six ways to win

Executives who develop responses to extreme competition should bear in
mind the breadth of the threats as well as the personalities of the new
competitors—mostly young, fit, and flexible. The strategic patterns they
are weaving are new, and their behavior is fresh and uninhibited. Mature
companies in the firing line—experience and pedigree norwithstanding—
must therefore learn their businesses anew to be ready for the seemingly
rash moves of compertitors with no regard for traditional pricing behavior.

Speed, flexibility, resilience, and energy are all attributes of youth. They will
be needed to make the transition to extreme competition and must be built
into the strategic and operational thinking of all vulnerable companies. The
ability to cut through a world of information overload and uncertainty—in
other words, foresight—will be among the most important requirements for

the tasks ahead.

The list of companies that have failed in this respect may be longer than
that of the successes, but executives can still take heart. Although the
challenges are formidable and the pressures more intense than they were ten
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vears ago, the freedom to act and the scope for new approaches are greater
than ever. Let’s consider what companies need to do differently and why
they must move quickly.

Retool strategy and restore its importance

Competitive strategy has taken a backseat at many companies during the
past five years: first came e-commerce and then the downturn—neither
conducive to longer-term planning. Now, however, the growing uncertainties
created by converging supply-side pressures, together with the aggregation

of industries and the shifting boundaries between them, demand a much
more explicit and high-level strategic response.

In many companies, strategy means nothing more than a plan based largely
on today’s markets, today’s product set, and today’s competitors and
emphasizing the financial forecast. Such a strategy may successfully identify
opportunities to capture the upside of the current business over the next
few years but can rarely anticipate extreme competition, much less show
how to reposition a business to face it. Effective strategy should steer
companies toward where an industry is heading, not where it is today.

Corporate leaders should therefore challenge busi-

ness units to move quickly and flexibly in new

. fa P directions by creating a portfolio of response options

1 - rather than building incrementally on existing
ones. Chief execurives should intervene more regu-

‘ ] L larly in conversations within business units and

stretch the imagination and urgency of their

leadership teams. A readiness to contemplate and

execute extreme solutions must start with the

CEO and the top team and then be integrated across

all layers of the company.

Manage transition economics

The economics of the shift to extreme competition must focus on cost

positions, productivity, and the relationship between prices and margins as

well as how they should all change over time. The significance of transition

economics derives from both the aggregation of markets and the increasing

efficiency of market-clearing mechanisms; the pace and scope of industry

change drive the timing.

At the heart of this managerial challenge is the age-old trade-off berween
margins and market share. When does it make sense to hold prices steady in
the face of new competition or to reduce them in the interest of holding
the customer base? Will reducing them now provide a more secure long-term
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product segments of the sani:
followed distinct pricing strate
“margin maximizing” in :«;ﬁ
pricing decisions are always {
broader industry transitions.
term profitability and long
enjoyed strong performance &
Costs too are an important fa|
cost positions earlier and
pays off. Moreover, a healthy
to cut prices or to invest in in
the market require them. Wh
a deep understanding of the 1
it does so. Take, for example,
productivity that comes froui
(as opposed to the usual four
40 percent more revenue per
Had major US airlines recog
advantage a decade ago—an
they have been quicker to rﬂ

No part of the cost structure
alternatives are often possibl
and selling, general, and adl@l
the development of pharmae
undertakings to which Wi J
power of Indian talent—ﬂ

I
Fight aggregation with diSag
As powerful forces of aggreg
and create a raft of unlikely s
as well as knowledge work—
are forming around each lin
product portfolios, custome
treat them less homogeneod
value proposition is more af

|
Scale advantages may push
the further aggregation of m
by creating more differentia
Production processes may €
Disaggregation helps to exi



iF new approaches are greater
fed to do differently and why

¥ companies during the

8 the downturn—neither

bver, the growing uncertainties
gether with the aggregation

een them, demand a much

than a plan based largely
ay’s competitors and

business over the next
tion, much less show
strategy should steer
not where it is today.

¥ and flexibly in new

10 of response options
tally on existing

d intervene more regu-

n business units and
and urgency of their

diness to contemplate and

IS must start with the

then be integrated across

on must focus on cost
Ween prices and margins as
significance of transition
markets and the increasing
and scope of industry

old trade-off between
to hold prices steady in
the interest of holding

a more secure long-term

Extreme competition | 58

competitive position? The answers, we believe, vary even within different
product segments of the same company. A leading telco, for example, has
followed distinct pricing strategies in different segments of its core business—
“margin maximizing” in some, “share maximizing” in others. These
pricing decisions are always carefully thought through in the context of
broader industry transitions. By striking a careful balance between near-
term profitability and longer-term strategic positioning, this company has
enjoyed strong performance in both profitability and share prices.

Costs too are an important factor in transition economics, Building lower-
cost positions earlier and more radically than seems necessary almost always
pays off. Moreover, a healthy cost structure provides the headroom needed
to cut prices or to invest in innovative products and business models should
the marker require them. When an incumbent transforms its cost structure,

a deep understanding of the attacker’s business model should inform the way
it does so. Take, for example, the attacker Southwest Airlines: the enhanced
productivity that comes from eight takeoffs and landings per aircraft daily
(as opposed to the usual four or five) enables the airline to generate up to

40 percent more revenue per aircraft a day than a traditional carrier does.
Had major US airlines recognized the significance of this productivity
advantage a decade ago—and of course hindsight is always 20-20—would
they have been quicker to rethink their business models?

No part of the cost structure should escape scrutiny; radically cheaper
alternatives are often possible for “below-the-line” expenses such as R&D
and selling, general, and administrative costs. Software engineering and
the development of pharmaceuticals are but two of the knowledge-intensive
undertakings to which Western companies have successfully brought the
power of Indian talent—and its lower costs.

Fight aggreaation with disaagregation

As powerful forces of aggregation and integration reshape entire industries
and create a raft of unlikely new competitors, supply chains—for physical
as well as knowledge work—are fragmenting and specialized new players
are forming around each link. Every incumbent should reexamine its
product portfolios, customer segments, and geographies in this light and
treat them less homogeneously by looking for the sharp edges where its
value proposition is more attractive or the comperition less intense.

Scale advantages may push some companies in the other direction, toward
the further aggregation of markets, but we believe that most will benefit

by creating more differentiated value Propositions to serve microsegments.
Production processes may often be uniform, but markets rarely are.
Disaggregation helps to expose value propositions that are stuck in the
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middle—dangerous territory when most markets are clustering around
either high excitement (Apple compurters, Porsche cars) or high value and
productivity (Dell computers, Toyota cars).

Seek out new demand and new growth

One upside to the new environment of extreme competition will be new
sources of demand creating many opporrtuniries for flexible and alert
companies. Think of the one billion fledgling consumers in China alone and
the scale of the opportunity as demand becomes universal. Executives must
identify novel customer segments and geographies, help form their consumer
trends, and spot emerging competitors (and partners) early. Although the
economics of this new demand may well be unusual, lower prices and
potentially lower margins shouldn’t be an automatic excuse to stay out. For
leaders of business units, the challenge will be to create new, less expensive
business models and to make new trade-offs berween capital and labor,

Extreme competition isn’t a signal to bury the old tool kit. Tried and trusted
techniques for moving quickly into position—acquisitions, alliances,
and licensing, for example—are more important than ever, since in many
industries purely organic business building will be a day late and a
dollar short.

Expanding the scope of a business through diversification is another way
to tap new demand and an important strategic consideration as product life
cycles become ever more compressed. Research suggests that moderately
diversified companies not only outperform more diversified ones but also
perform at least as well as—if not better than—more focused companies.’

Use the portfolio of initiatives to increase speed and flexibility

At least implicitly, every corporation owns a portfolio comprising initiatives
to launch new products, enter new segments, or reduce the cost of supply
chain processes as well as corporate-wide efforts to improve pricing, bolster
account management, or build a presence in emerging geographies.
Collectively, these initiatives represent where, how, and when the corporation
will create value.

A realigned and actively managed portfolio of initiatives is central to a
corporation’s response to extreme competition. By “realigned,” we mean the
decisive responses already discussed, together with a rich set of initiarives to
hedge major uncertainties; “actively managed™ means more frequent senior-
executive reviews of the portfolio and its initiatives. Both the speed and the
depth of the challenge to established ideas and assumptions must increase: this

"Neil W, C. Harper and S. Patrick Viguerie, "Are you too tocused?™ The McKinsey Quarterly, 200z special
edition: Risk and resilience, pp. 28—37 (www.mckinseyquarterly.com/links/15837)
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is no annual planning process but rather a dynamic approach that challenges
leaders to reallocate scarce talent and money across business units and puts the
spotlight on innovation and developing the next business model, not just on
new products, processes, and services within the company’s existing approach.
These wider reviews should include as broad a range of leadership experience
as possible: increasingly, familiarity with specific businesses is less important
than the ability to develop more and creative responses.

By helping the leadership team cut through layers of management, bypass
formal reviews, and force a wider and more urgent discussion of uncertainty
and the available options, the portfolio-of-initiatives approach can speed

up and increase the flexibility of a company’s response to the pressures of

extreme competition.

Count on strategic risk

Extreme competition means more volatile earnings—something that
worries equity markets obsessed by predictable earnings per share. Most
businesses monitor and control operational risks but pay too little atten-
tion to the more complex range of strategic ones. Four in particular merit
attention: the value proposition risk (will a cheaper product knock the
company out of the water?), the cost curve risk (will a low-cost competitor
steal the company’s market share?), the bad-conduct risk (will a price
war destroy the company’s profitability?), and the bad-bet risk (will the
company’s assumptions prove too optimistic?). Companies should assess
the source. extent, and timing of all these risks, communicate them appro-
priately to investors, and define the activities that will help mirtigate them.
Two things are fundamental to making such an assessment: a dispassionate
view of businesses whose trajectory indicates that they will never generare
satisfactory returns and a willingness to close or divest them.

Powerful supply-side forces—globalization, technology, and liberalization—
are increasing the pace and altering the shape of competition across the
world. Traditional players will be toppled if they don’t respond by embracing
the spirit of youth, by adopting a forward-looking perspective, and by
implementing radical solutions rapidly. Those that make the transition will
find a world of bright new opportunities. Q

The authors would like to thank Rich Steinmeier and Carrie Thompson for
their contributions to this article.
.
Bill Huyett is a director in McKinsey's Boston office, and Patrick Viguerie is a director
in the Atlanta office. Copyright © 2005 McKinsey & Company.
All rights reserved.
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Global Survey of Business
Executives

As competition gets tougher, innovation may be the only route to
organic growth.

Questions about strategy and competition form the nucleus

of the latest McKinsey Global Survey of Business Executives, conducted
in November 2004. At the broadest level, this survey of some 16,500
business executives from 148 countries aims to shed light on the nature
of competition in a wide range of industries and regions and on the

way it has changed during the past five years. Readers won't be surprised
to learn that competition is becoming more intense and that executives
think it will continue to do so. Respondents voiced concern about pricing
pressures, the ever faster development of new products and services,

the entry of new competitors into many businesses, and the globalization
of markets and supply chains. Taken together, these forces will make
companies innovate more aggressively to realize the organic growth

that executives from all industries and regions say they desire. Several
articles in this issue—including “Innovation blowback: Disruptive
management practices from Asia” and “Extreme competition”—present
fresh perspectives for companies that want to revisit their approach to
innovation as global competition intensifies.

For readers wishing to explore the results of the survey in greater depth
the principal findings are presented in the charts on the following
pages. Additional results can be found at www.mckinseyquarterly.com/
links/15916.
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i North America includes Bermuda, Canada, and United Srates: Asia-Pacific includes Australia, Hong Kong,
Japan, New Zealand, Singapore, South Korea, and Taiwan.

*Banking, finance: asscr management, banking, financial services, insurance, private equity; husiness services:
construction, consultancy, engineering. legal, real-estate management; consumer: agriculture, consumer
packaged goods, health care, media/entertainment, pharmaceuticals, retail, travel/logistics; heavy industry:
auromotive, chemicals, manufacturing, metals/mining; IT, telecom: computers and technology, I'T services,
software, telecommunications: and other: academia. nonprofits. public sector. among others.

PFigures do not sum to 100%, because of rounding.
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Source: Nov 2004 McKinsey Quarterly survey of 16,476 global busimess executives
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Sources of concern
What is the single most pressing business concern your company faces
during the next 12 months?

In the world as a whole, the top three concerns are pricing pressures, hiring
and reraining talent, and operational effectiveness. Respondents from the
largest companies feel the strongest pricing pressures, while those from

developing markets and midsize companies are most concerned abour ralent.

Finally, respondents from 10 percent of the US companies—more than from
any other region—say that the cost of health and social benefits is their
biggest problem.

What is the single most pressing business concern your company
faces during the next 12 months?
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Degree of competition
company faces How has competition in your industry changed over the past five years?
Houw do you expect it to change in the next year?

pricing pressures, hiring Competition has increased significantly across the board, and executives
. Respondents from the expect that it will continue to intensify. Executives from the largest companies
while those from are feeling the strongest competitive pressures.

concerned about talent.
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Pressure on prices
Which competitive pressures do you feel in your business?

In addition to being a concern of more respondents than any other issue,
pricing pressures are also the area in which more of them feel the impact of
competition. The fact that only 28 percent of the respondents described

the globalization of markets as a competitive concern might be explained
in ar least two ways. For one thing, pricing pressures themselves reflect

globalization, since the price of many goods is set at a world level. Also, survey

participants in service businesses might be less concerned about globalization
than are their counterparts in manufacturing businesses because many
services are not traded across borders and so are less subject to global forces.

Which of the following competitive pressures
do you feel in your business?
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Sources of growth

What will be the most important sources of earnings growth for your
company in the next 12 months? Do you prefer growth to be organic or
through M&A?

Executives from all industries and regions strongly prefer organic growth
to M&A. Their views may in part reflect concern about the difficulty of
making deals work: many studies have shown that a majority of them fail
to generate gains for the sharcholders of acquiring companies. Executives in
developing markets are the most eager to move into new regions and the
most open to M&A for that purpose. Executives of the smallest companies
and of companies in North America think that their biggest growth
opportunities lie in existing markets.

Which of the following will be the most important sources of earnings
growth for your company in the next 12 months?
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Emerging-market investment criteria
If you are developing new markets in emerging economies, what is the
single most important factor in determining where you invest?

For all executives, the classic factors—the size and growth of markets—
are by far the most crucial for expansion, even though emerging markets
still hold a range of significant, well-publicized risks. It’s notable that
considerations such as incentives, on which some governments spend
billions, barely register.’

If you are developing new markets in emerging economies, what is the
single most important factor in determining where you invest?
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' Diana Farrell, Jaana K. Remes, and Heiner Schulz. “The trurh abour foreign direct investment in emerging
markers,” The McKinsey Quarterly, 2004 Number 1, pp, 14-35 iwww.mckinseyquarterlv.com/links/15326).
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Short-term versus long-term focus
Out of 100 percent, how much of your strategic focus is on short-term
operating improvements versus long-term growth?

Upward of half of all respondents say that their companies focus more on
the short than on the long term. A higher percentage of respondents from
Europe than from any other region say that their companies focus primarily
on short-term improvements—a somewhat surprising result in view of
European corporate-reporting requirements, which tend to favor a longer-
term view. The survey’s findings could reflect the fact that many European
companies are giving attention to restructuring efforts that have already
been mounted in the United States.

Out of 100%, how miuch of your strategic focus is on short-term

operating imtprovements vs long-term growth?
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Leadership as

the starting point Or strategy

Tsun-yan Hsieh
and Sara Yik

When it comes time to implement a strategy, many companics find them-
selves stymied at the point of execution. Having identified the opportunities
within their reach, they watch as the results fall short of their aspirations.
Too few companies recognize the reason.

Mismatched capabilities, poor asset configurations, and inadequate execution
can all play their part in undermining a company’s strategic objectives.
Although well-regarded corporations tend to keep these pitfalls squarely in
their sights, in our experience far fewer companies recognize the leader-

ship capacity that new strategies will require, let alone treat leadership as the
starting point of strategy. This oversight condemns many such endeavors

to disappointment.

What do we mean by “leadership™? Whereas good managers deliver predict-
able results as promised, as well as occasional incremental improvements,
leaders generate breakthroughs in performance. They create something that
wasn't there before by launching a new product, by entering a new market,
or by more quickly artaining better operational performance at lower cost,
for example. A company’s leadership reaches well beyond a few good men
and women at the top. It typically includes the 3 to 5 percent of employees

throughout the organization who can deliver breakthroughs in performance.
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Since bold strategies often require breakthroughs along a number of fronts,
a company needs stronger and more dominant leadership at all levels if
these strategies are to succeed. A defining M&A transaction, for example,
requires leadership throughout an organization’s business units and
functions in order to piece together best practices and Wring out synergies
while striving to carry on business as usnal. In addition, leaders throughout
both companies must transcend the technical tasks of the merger

to rally the spirits of employees and to communicate a higher purpose.

As the number of strategic dimensions and corresponding initiatives
increases, so does the pressure on leadership. Not surprisingly, our work
in many industries with companies of all sizes has shown that high-
performers, especially those with lofty aspirations, have the most difficulty
meeting their leadership needs. Of course, companies that perform poorly
are also lacking in leadership capacity. The higher a company’s aspirations
or the more radical its shift in strategic direction, the larger the leadership
gap. This rule holds true for high performers and laggards alike.

The consequences of inattention

Most CEOs will agree that leadership is important, yet few assess their
leadership gap precisely. Fewer still build an engine to develop the right
quantity of leaders with the right mix of capabilities, at the right time, to
match opportunities.

If the number of leaders needed to achieve a strategic goal—for example,
expanding current operations or developing new businesses—were set
against the number of existing leaders, a company could uncover the numeric
leadership gap it must address. Even if an organization has enough leaders,

it may discover a shortfall in their capabilities. A company expanding
internationally, for example, could find that its current leaders lacked the
cultural sensitivity to operate in unfamiliar geographies. Or a corporation
entering new markets could find it had too many engineers and not enough
business builders.

The failure to assess leadership capacity systematically before launching
strategic initiatives can leave top executives scrambling to fill gaps at the last
minute—with significant consequences.

In the short term, companies that undertake new strategies without the
right leaders in place are forced to burden their existing ones with additional
responsibilities. As such leaders take on the new challenges, the demands
from day-to-day operations invariably increase, leaving less time for other
tasks. Often these leaders drop the activities with less tangible outcomes,
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such as staff development, for which the effects are nor immediately
evident. If a company stretches its existing leaders too far, their overall
effectiveness takes a nosedive. From the start, this trade-off compromises
strategic objectives. Companies executing strategies under these circum-
stances assume either that they can get by with suboptimal leadership or
that achieving just part of their initial objectives will caprure a corre-
sponding percentage of the strategy’s net present value. We know from
experience that these assumptions can be fatally wrong: one critical
misstep can jeopardize the entire investment.

In the longer term, a persistent leadership gap will be responsible for an
inexorable decline in the number and quality of leaders. Companies create
a vicious cycle in which good leaders become overextended or are moved
haphazardly and thus have less time to develop younger talent. The day
will come when they hand over the reins to a less experienced, ill-prepared
group of successors. Left unchecked, this cycle can ultimately put the
company’s core operations and strategic growth at risk.

Leadership first

Given the severe consequences of a leadership gap—the best-planned strategy
is no more than wishful thinking if it can’t be translated from concept

to reality—why do so many companies discover their leadership shortfall
only when executing their strategies? This question raises another, more
fundamental one regarding strategy and leadership: which is the chicken and
which is the egg? Companies have taken a number of useful approaches

to this puzzle.

One successful US conglomerate with global operations routinely holds
discussions thar integrate both strategy and leadership. Any consideration of
a strategic initiative invariably includes the question, “Who exactly will

get this done?” If the company does not have a sufficient number of the right
leaders, the plan does not proceed.

Another approach is to weigh a corporation’s strategic options against its
ability to launch new businesses, new approaches, and other forms

of breakthrough performance—in other words, its leadership. Consider, for
example, the global-expansion strategy for a successful resource company.
The effort included identifying the leadership required to drive breakthrough
performance over five years in areas such as running and expanding
existing businesses, developing new ones, renovating corporate processes
such as risk management, and providing overall change leadership. The
company then gauged its leadership gap by comparing these requirements
with the qualities of its current leadership bench. It made a number of




Thinking about leadership up front
can affect the direction, the path

and the actual outcome of a straregy
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strategic decisions to determine, among other things, which path was
best for realizing the strategy, whether to revise its aspirations, and whether
to develop leaders internally or hire them from outside.

A third approach is to plan the path toward a predetermined strategic goal
by raking into account the quantity, timing, and mix of leaders that

the various alternatives require. Companies using this framework may rule
out some possibilities if developing the requisite depth of leadership is
unrealistic in the time frame dictated by the marketplace. A leading food
company in Asia, for example, aspired to become the dominant

regional player. With five strong national brands, it had ar least three clear
options for how to achieve that goal: take a cautious approach by
launching one brand as a pilot in each overseas market before introducing
other brands; focus on China by building a beachhead with one brand

in a single city, then sequentially rolling that brand out region by region
within China; or, finally, acquire a player in one regional Chinese
market, thus gaining outlets and local expertise, and use this opening to roll
out all five brands to more markets in China over time.

While many factors, including the company’s appetite for risk, weigh on
these decisions, in this case each option had distinct leadership requirements.
The first, for example, would initially require at least five to ten well-
rounded leaders—entrepreneurs capable of establishing local networks,
operating under unfamiliar conditions, and managing all five brands. The
second option called for a
business builder who was deeply
familiar with the beachhead

city to direct a team of four to six
emerging leaders who could
spearhead the subsequent expan-
sion. A business-development leader would also be helpful in seeking

an alliance partner to speed up the company’s pace and bolster its confidence
during the regional expansion. The third possibility, by contrast, would
immediately require an expert to structure, valuate, and negorniate deals and,
in the medium term, a few executives capable of operating in each

of the regional Chinese markets. After the company critically reviewed its
current and potential leaders, it made the decision to adopr the third

of those options.

These three cases illustrate how thinking about leadership up front can
affect a strategy’s direction, path, and outcome. But can a company bring
leadership considerations into its strategic discussions even earlier,
before it chooses a general direction? To do so, the company must think
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rigorously about its current leadership pool—the types of leaders and their
mix of capabilities—and lay out the strategy accordingly. If a manufacturer’s
strong suit is leaders with superb marketing capabilities, for example, a
market-driven strategy would be implied and might include selling another
manufacturer’s products. Taken to this level, leadership becomes the true
starting point for strategy.

Filling the gap

A clear picture of the leadership gap can help guide strategic thinking,
but to retain as many options as possible, companies must also consider
ways to fill that gap. To reduce the risk of strategic failure, they need

to direct their approach to leadership with three time horizons in mind.

Long term: Position

Companies need to position themselves today to meer their strategic
obijectives during the next three to five years. In an 18-month period, for
example, a South Korean consumer goods company successfully expanded
its core business into Japan, where it diversified into noncore sectors such as
low-cost lodging. It achieved such deep penetration of this notoriously
closed and mature market so quickly by building its leadership bench in
advance. At least five years before the initiative’s launch, the company
began hiring managers and sending them to Japan—through exchanges
with friendly Japanese partners—thereby creating a cadre of South
Korean leaders trained to operate in Japan.

In many of Asia’s key growth markets, local leaders with a global perspec-
tive are highly sought after and often unavailable at almost any price.
Returning nationals, typically trained in Europe or the United States, may
be another option, but many companies have found these prospects

to be expensive and lacking in the tacit knowledge needed to operate success-
fully in the cultures of many corporations—and the industries they
compete in. A company must hire and groom potential leaders as much as
a decade or more ahead of market need and then help them build the
internal networks necessary for long-term success.

To cite another example, for decades a US financial-services giant systemati-
cally hired the best global talent, regardless of the market, and rotated
these leaders through every critical aspect of its operations. This investment
in human assets paid off handsomely. In most of the new economies the
company enters, it enjoys an almost unparalleled ability to field full-service
teams with strong leaders in the vanguard. Competitors, by contrast,

are forced to expand more selectively or to offer expensive packages to lure
top talent.

71
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Medium term: Cultivate

Companies must also begin cultivaring leaders for
specific roles one to two vears down the road.

This effort requires recognizing the skills, behavior,
and mind-set that leaders must possess to be pre-
pared for future roles. Many executives spend

years building their technical skills and industry
knowledge burt rarely develop expertise in areas
such as managing stakeholders and building net-
works. In a prominent resources company, for
example, top executives identified potential
successors for key leadership positions. It highlighted
the measures needed to bring each one up to

speed, including counseling, training, and new assignments, by considering
individual profiles (strengths and weaknesses, past experience, and skills)

as well as the key success factors for upcoming leadership positions (industry
or functional expertise, personal or change-management skills, and local
knowledge).

Another company informed appointees of their next assignment six
months ahead of time and then enrolled them in self-directed preparatory
programs. All of the leaders wrote a personal-development contract

related to the challenges of the new role and created a list of learning oppor-

tunities and developmental activities that would prepare them for their
new responsibilities. These tasks could include, for instance, seeking advice
from veterans or drawing up a plan for the first 100 days in the new role.

The company also provided four categories of learning modules: “lead self,”

for self-awareness, skill mastery, and developmental planning; “lead

others,” for getting the best performance from colleagues in specific settings;

“lead context,” for understanding and identifying trends in the competitive
environment; and “lead change,” for aligning key stakcholders, steering the
organization to breakthroughs, and challenging conventional approaches
and thinking.

nort tar
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Job experiences and stretch assignments are the primary development
vehicles for leaders. Opportunities to achieve performance breakthroughs
are critical not just for reaching a company’s performance goals but also
for developing its best people. Unfortunately, corporations that are par-

ticularly risk-averse often match their people to opportunities by look-

ing at track records and job experiences, which they see as indicators of

future performance. But such an approach is unlikely to succeed, since

the experience and skills needed for earlier successes are not necessarily
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precursors for those required to achieve performance breakthroughs in
subsequent opportunities.

A better approach is to use corporate-performance objectives and personal-
development goals to march current and potential leaders with oppor-
tunities. This multifaceted approach uncovers a better fit between the
individual and the opportunity. For this process to be successful, top
managers need to acquire a holistic understanding of each individual,
including professional abilities, such as leadership qualities, track

record, and potential, as well as key personal traits, such as style and
preferences, character and motivation, and current attitudes and mind-

set. Companies can assess these qualities through information—objective
and subjective—from superiors, peers, mentors, and other sources.

To help leaders develop throughout any of these three time horizons,

a company must first accurately identify who its leaders are and then
convince them of an opportunity’s potential. Companies often under-
estimate this challenge. Top managers typically assume they know which
of their best people are willing and able to take on new challenges, but

the reality is often very different. At one multinational corporation with
an ambitious growth agenda, the CEO asked the 20 members of his
management committee for written nominations to fill leadership positions
for 30 initiatives. Most committee members couldn’t confidently name
more than five to ten candidates, and large overlaps existed among the
members’ lists. Each had nominated the “usual suspects®—managers
who were well known in the executive suites. If the company pursued all
30 initiatives simultaneously, it would overload these candidates while
denying other potential leaders the chance to develop and shine. Corpora-
tions must instead look out along the three time horizons we have
described ro build a more systemaric leadership engine.

Strategy will not succeed in a void, and leadership often makes the difference
between merely reaching for great opportunities and actually realizing

their potential. Top managers must assess their company’s leadership gap
and find ways to close it over the short, medium, and long term. Better

still, they should integrate leadership with strategy development and thought-
fully match their portfolio of leaders with opportunities. Q

Tsun-yan Hsieh is a director and Sara Yik is a consultant in McKinsey's Singapore office.
Copyright © 2005 McKinsey & Company.
All righrs reserved.
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Finance 2.0: An interview
with Microsoft’s CFO

Bertil E. Chappuis
and Timothy M. Koller

When Microsoft announced, in July 2004, that it would tap its
legendary cash reserves to return some $60 billion to shareholders, analysts
immediately began scrambling to understand what the move might say
abourt the software giant’s strategy, its growth prospects, and the maturation
of the entire high-technology sector.

For John Connors, Microsoft’s chief financial officer, however, the decision
to pay a onetime special dividend amounting to about $30 billion and

to buy back as much as $30 billion of the company’s own shares over the
next four vears was merely the latest in a series of financial moves that
have positioned it at the cutting edge of financial innovation in the high-tech
industry. In 2002 Connors helped reconfigure Microsoft’s financial-
reporting processes around seven clearly defined business units, each with
its own CFO and profit-and-loss statement, to offer investors a greater
degree of organizational stability and transparency. The following year, the
company surprised many people by announcing that it would stop com-
pensating employees with stock options and would instead issue stock awards.

Connors believes that this combination of initiatives has helped build
a stronger value culture at Microsoft while permitting management to focus
on performance in the company’s increasingly diverse business lines. In an

interview at Microsoft’s headquarters, in Redmond, Washington, he talked
with McKinsey’s Bertil Chappuis and Tim Koller about the thinking behind
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Microsoft’s finance moves, the company’s plans for growth, and the role
of finance in the next era at Microsoft.

The Quarterly: The first dividends for Microsoft come out in December.
What was the strategic rationale for how much cash Microsoft holds onto,
disburses in dividends, and applies to share buybacks?

John Connors: The first thing was to keep enough cash on hand to give us
flexibility to manage things like a severe short-term economic dislocarion

or investment opportunities. We haven’t publicly said how much cash that
will be, but it’s probably fair to assume that, after the upcoming
distribution, we will still have around $25 billion to $40 billion on hand.

Even holding that much back, we still have a lot of money to distribute.
We also had a number of constituencies pushing us to do different things
with it: growth investors wanted a very large-scale buyback; income-
oriented investors were clamoring for an increase in the regular dividend;
and some investors just wanted all the money back so that they could
decide what to do with it. Of course, we also had our employees, who now
have stock awards as well as options from our legacy program.

We concluded we had enough cash to do something substantial on all
fronts, but we decided against a huge buyback. Not only would that have
disappointed the investors who simply wanted the cash but it would also

High-tech finance innovator

Career highlights
« Deluitte Haskins & Selfls (198486

~ Staff auditor
« Safeco (18B6-87)

— Staff accountant
« PIP Printing and Document Services (1988)

— Carporate controller
« Microsoft (1989—prasent)

Various managament positions (1983-84)

John G. Connors Corporata controller (1994-96)
~Vice president of Information Technology Groug, chiel information officar (1996-98)
—Vice president. Worldwide Enterprise Group (1998)

Stiior vice president of finance and administration, chief financial officer (1993-present|

Vital statistics
« Born February 6, 1959, in Miles
City. Montana

» Mamed with 4 children Fast facts
Education « Received Distinguished Alumni Award from University of Montana in 1997

» Graduated n 1984 with BA in « Sarves on board of directors of Avanade, Bellavue High School Foothall Boesters, Nature
accounting from University of Conservancy of Montana, and University of Montana Foundation
Mantana; is a certified public « Served as cochairman of Washington state finance committee for 2004 Bush/Cheney
accountant presidential campaign and for Dino Rossi gubernatorial campaign
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have been a monumental undertaking. Our analysis also showed thar if we
had committed ourselves to a $60 billion share buyback, we could have
ended up purchasing 5 to 8 percent of our stock every day that the Nasdaq
allows us to buy our own shares for the next three years, and some of

that inevitably would have been uneconomic. So we decided to take that
$60 billion and use roughly half of it for a special onetime dividend, with
the rest commitred to a multiyear buyback. That’s a pretty significant
percentage of the enterprise value, and a fairly decent percentage of the shares.

We believe thart this strategy will reward all of our investors. It will also
increase growth in profits and cash flow, which are what drive our valuation
and our return to shareholders.

The Quarterly: Any rules of thumb about how much cash companies
need to remain flexiblez

John Connors: We have a relatively unique model, in that our business is
not capital-intensive. What drove our approach is that Bill [Gates] and
Steve |Ballmer| and the board are pretty conservative. We don’t want to be
in the position where we have to make decisions because of the balance
sheet. And while we don’t anticipate that we would ever have a year with
expenses but no revenue, we’ll probably keep at least one year of
operating expenses and cost of goods sold in cash on hand—that’s around
$20 billion in cash and short-term investments.

We also want to have enough for acquisitions. We have made a series of
acquisitions, some of them for cash. And while most of them have

been fairly small, we also want to be able to make some game-changing
investments if we so choose. Any large acquisition would likely be a
combination of cash and equity.

The Quarterly: The high-tech industry is seriously underleveraged.

Are we seeing the beginning of a fundamental change in capital structure?
Do you think the industry will take on more debt over the next couple

of years in order to increase returns on equity?

John Connors: | don’t think we have seen any large-scale move in that
direction yet, primarily because tech companies still have high P/Es
relative to most other industries. The growth rate assumption priced into
tech companies’ stock is that tech will continue to grow faster than

other industries, although the differences in growth assumptions between
tech and other industries have begun to narrow.
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The real question would be whether the marker starts assessing technology
companies the way it measures companies in other industries. For start-ups,
the last thing in the world a company like Google is worried about right

now is whether or not it should have debt. While there will continue to be
great start-up home runs, | don’t see why the Wall Street analysis of mid-

size and large tech companies would be different from that of companies in
other industries five or ten years from now. So if the market starts to
measure technology in terms of returns on equity, capital, and assets, you
will probably see more financial engineering of technology companies to
bring them in line with companies in other industries.

The Quarterly: It has been a couple of

vears since Microsoft reorganized its financial
reporting along business-unit lines.

What has the impact been and has it lived up

-l. to expectations?

John Connors: One of the most positive
outcomes is the transparency the reorganization

1

[T

created. Prior to 2000, Microsoft was viewed
largely as a two-product company or a deskrop
company with phenomenal success in
Windows and Office. But in the mid-1990s,
we had expanded into gaming and mobile

_ il

,
L LRI

devices and into business applications for small
to midsize companies. By 2001 people were
not reallv certain which businesses we were
involved in. Today the outside world can
easily see Microsoft’s business units and how
well they are doing against their competitors.
Now investors can answer the following questions every quarter: How is
our Home and Entertainment Division competing against Sony? MSN
against Yahoo! and Google? Our server and tools business against IBM and
Oracle? How are we competing with Nokia in mobile devices? Investors
can also easily track the performance of Windows and Office as well as the
company’s growth beyond those two products.

The P&L focus also forced some improvements in resource allocation. One of
the big challenges we faced in 2001 was that, because of the company’s
orientation toward long-term investment, our research and development
efforts had created a broad range of new products that often outpaced

our capacity to sell and support them. Complicated products like the BizTalk
server created a great opportunity to automate many business processes,

EXHIBIT

Investors can see clearly now

(uarterly revenues for Microsoft'’s 7 core

Windows Client—includes Windows X2
desktap operating system, Windows 2000,
Windows embedded operating systam

Information Worker— includes Microsoft
Office, Microsoft Publisher, Microsoft Visio,
Microsoft Project

Server and Tools— includes Windows
Server System, integrated server software,
software-development tools, Micresoft
Developer Network (MSDN)

Business Solutions—inciudes Great
Plains and Navision business-process
applications. central buginess services

Home and Entertainment—ncludes
Micrasoft Xbox, consumer hardware/
software. online games, TV platform

Microsoft Network (MSN)-—incluges
MSN natwark, MSN Intemat access, MSN TV
MSN Hotmail

Mobile and Embedded Devices—ncluces
Windbws Poweret Pocket PC. Mobile Explorss
microbrowser, Windows Powered Smariphone
software platform

Source: Microsoft Web site
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Quartatly revenues for Microsoft's 7 core business units. $ million

Windows Client—Iincludas Windows XF
desktop operating system, Windows 2000,
Windows embedded operating system

Information Worker—ncludes Microsaft
Office. Microsoft Publisher, Microsaft Visio
Microsoit Projact

Server and Tools—includes Windows
Server Systam, integrated server sofiware
softwara-development tools, Microsoft
Developer Network IMSON)

Business Solutions — ncludes Graat
Plains and Navision business-procass
applications, central business services

Home and Entertainment—ncludes
Microsoft Xbox, consumer hardware/
softwars, online games, TV platform

Microsoft Network (MSN) —includes
MSN netwark, MSN Internet access, MSN TV,
MSN Hotrmail

Mohile and Embedded Devices—includas
Windows Powered Pocket PC, Mobile Explorer
microbrowser, Windows Powered Smartphone
software platform

Source: Microsoft Web site
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but in order for our customers to earn the best returns on the purchase of
our products they also needed specialist salespeople who understood the

supply chain, data warehouses, and financial flows. In some rapidly growing

categories, we also lacked a coherent worldwide brand proposition
for certain unique products, compared with our brand proposition for the
company as a whole. In the end, we had to decide what areas required
continued investment—and what areas did not.

As the bubble collapsed and technology spending slowed, it became very clear

that we could not continue to invest at the same levels. Today we all
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know how much money we have to invest, and we all have to agree on how

much will go into R&D, sales, marketing, and tactical initiatives.

The restructuring also forced a degree of organizational stability and

continuity. Historically, Microsoft had a major reorganization once a year

that coincided with our budgeting in the spring. This process worked

very well when we were smaller, had fewer units in fewer geographies, and

weren't invested in so many segments. But as the company got larger and

more complicated, we heard from customers and partners that Microsoft

was hard to keep track of. So once we organized around these seven
business groups and reported along those lines, customers and partners

believed we were serious about them.

The Quarterly: Did anything about the move surprise you?

John Connors: It was surprising how many people within the company

didn’t really understand how intensely analysts, investors, and the press

would follow each of these seven businesses. A lot of our businesses had

flown under the radar, and while we would talk about their long-term

opportunities in a way that investors appreciated, after a while they also

wanted to see how those investments were performing. Now there’s a

quarterly scorecard that reports—both relatively and absolutely—how we

are doing,.

Second, it was surprising how difficult it was to synchronize what we

called the “rhythm of the business” between our field organization and the
business groups. Traditionally, our field, or geographic, organizations could
move both people and marketing

A .l A sl - ~rtor s V-
Now there s a quarterly scoreca
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and absolutely—how we are dc

ra

neo

around to take advantage
of opportunities and to adjust

to changing market conditions.

While the P&Ls of our field

organizations still matter today, and
they still have a revenue quora, the business groups now have the ultimate
financial accountability and make the final resource allocation decisions.

The field is secondary in authority. That was a big shift, and if you look at
companies that have had collapses in financial performance, it often has to
do with the shifting of financial reporting from product to geography or vice

versa. So we took a relatively measured step over a two-year period.

The Quarterly: What about the impact of the restructuring on the finance

function specifically?

John Connors: It has al
because the finance folks in
dotted line back to the fi
And it’s much easier now
financial performance.
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we want to do a deal, it’s
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John Connors: It has allowed us to push much harder on performance
because the finance folks in those groups report solid line into the business,
dotted line back to the finance function in the center of the company.

And it’s much easier now for the center of the company to push on
financial performance.

It’s also helpful that this model can easily accommodate growth. When
we want to do a deal, it’s very clear that the CFO and the business-

unit leader are on point for that deal. If we want to add new businesses,
we have a model that will scale.

Last, the restructuring has allowed us to talk about the role of
finance in the next generation of Microsoft, which is quite different from its
traditional role.

The Quarterly: How will finance at Microsoft differ in the next generation?

John Connors: When we restructured, we decided very early on to designate
as CFO the lead finance person in each of our seven businesses. This
model is fundamentally different from the one Microsoft had in the past.

Historically, the top position outside the center of the company was

a controller, whose role was to control and measure. But today the finance
function must do more. For example, if you look at the incredible diversity
of the company now—the number of businesses, the different models, and
the economics of some of the new businesses—Microsoft today requires
much stronger strategy and business-development functions. Business units
like MSN and Home and Entertainment are entering into multibillion-
dollar contracts and alliances over long periods of time. Our mobile-devices
business requires a very different alliance model with handser carriers

and telecom operators than any we have had. Add the requirements of the
Sarbanes-Oxley legislation and you find that the control and risk-modeling
function has to be at a much higher level than it was three or four years ago.

In practical terms, that means we have a greater number of senior business
leaders in finance than we had prior to 2002. Of 125 corporate vice
presidents, for example, 9 are now from finance, whereas before there would
have been 2 or 3. And corporate-finance leaders at that level also have
different requirements: they have to be able to nurture other grear business
leaders, who then move into marketing, services, and sales, and they have

to be articulate spokespeople for the company at technology conferences
and industry events.
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The Quarterly: What’s the most value-added role a CFO can play in a
high-tech company?

John Connors: We are in an era today when technology isn’t really
different from any other industry. In the 1990s it was just growing a heck
of a lot faster than GDP. In the late 1990s the dot-com and telecom
meltdown made it pretty clear that such growth had been part of a bubble.
It’s unrealistic to expect that an industry this large will grow substantially
faster than GDP.

So a technology company’s CFO must be good at both top- and bottom-line
growth. The skills that a CFO has at Wal-Mart or GE or Johnson & Johnson
are much closer to what will be expected at technology companies now.

Technology also resembles other industries in that its consolidation focuses
mostly on cost synergies rather than growth synergies. Ar least in the

near term, Sarbanes-Oxley requires CFOs of companies in every industry to
spend a significant amount of time on how a company’s ethical or business-
integrity tone emanates across the organization. How does its internal-
control structure operate? How does its disclosure-control process operate?
And is it being really, really clear with investors in its SEC filings and

press releases? Sarbanes-Oxley tends to make CFOs focus on similar tasks
regardless of the industry.

The Quarterly: Speaking of Sarbanes-Oxley, what are the costs versus the
benefits when it comes to implementing Section 404, for example?’

John Connors: Publicly traded US companies have historically had a
premium on the equity side and a discount on the debt side relative to other
markets because of the value of transparency and trust thart investors had

in US markets. That trust and transparency gor violated, and we all have to
bear the cost of earning it back. Microsoft accepts that.

Of course, there are negatives in Sarbanes-Oxley. For example, there isn’t
much guidance on what is material for public-company financial
statements—not in the legislation itself or in the regulations or rules yet—
nor is there any case law defining this. There are far too many areas

where companies could take a reasonable risk with good business judgment
but still be subject to litigation.

"Section 404 of the Sarbanes-Oxley Act of 2002 requires all public companies to give the Securities and
Exchange Commission (SEC) an annual assessmenr of the effectiveness of their internal conrrols. In addinon,
the independent auditors of a corporation are required to review its management’s internal-conrrol processes
with the same scrutiny as its financial statements.
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Yet there are real benefits to Sarbanes-
Oxley. In our case, we knew what

our key controls were, we knew what our
materiality threshold was, we had tight
budgeting and close processes and strong
internal and external audits, but we didn’t
document everything in the way that
Sarbanes-Oxley legislation requires. So we
have done a complete business-process map

of every transaction flow that affects the

financials. In so doing, we have improved
our revenue and procurement processes, and
we can use controls to run the company in
a more disciplined way. So we have gotten
real business value out of all that process
documentation.

Sarbanes-Oxley also really forces you to evaluate the policies thart are in
place and whether they make sense. One of its requirements is that if a
company has a written management policy, people are expected to follow
it—whether or not it has a financial impact. For example, how much

can people discount contracts? Even if a company can record that contract
exactly right from a GAAP* perspective and the financials are correct,
are people following the discount policy? At Microsoft, we have raken a
really fresh and invigorating look at our management policy.

The Quarterly: Apart from the accounting issues, what was behind the
decision to give employees restricted stock rather than options? What effect
has the decision had?

John Connors: The options program was originally designed to give
employees enough money for retirement or a vacation home or to pay for
their kids” education—goals that usually take 15 or 20 or 25 years to
achieve. Yet because of the stock performance, people were making enough
money to send 3,000 kids to college or build 30 vacation homes. Then the
bubble burst, our stock declined by half, and roughly half our employees
had loads of money but were sitting in the same offices and doing the same
jobs as the other half, who would likely earn nothing from their oprions.

It was the worst of all possible worlds. At the same time, we were diluting
the heck out of sharcholders, who were telling us loud and clear that we

*Generally accepted accounting principles.
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should rethink the long-term value proposition of our options program.
course, shareholders hadn’t paid much attention to that dilution when it
was outstripped by growth, but when growth lags behind and expecta [0
change, that dilution looks a lot different.

In the end, we wanted a program that aligned employee and shareholder
interests over the long term. So we came up with the stock award progral
and we were very clear with employees about how many shares they 8
would get, how the stock would have to perform for them to be worse Off
and how the program would work over a multiyear period.
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We will have been wrong if Microsoft really outperforms the market
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would have been better off with
options. That was a bet we wes
willing to make. If you look
at the market in the 14 months

t hit by a bus

since we made the announcement, and the predictions of most market
prognosticators, the bet is pretty good so far.

The Quarterly: Having tackled such an ambitious agenda in your ten

what challenges are next for you?

John Connors: The big challenge is probably institutionalizing the finan
function and the finance 2.0 model we have been developing. And I feel
the company is in a good place right now; if I got hit by a bus, got fired
decided not to work here anymore, someone could step in and he or

she would be really successful. That’s important to me because | will
worked here for 16 years in January, and | believe people should leave
a job in better condition than it was when they started.

Second. while it’s essential to be viewed as a leader in investor relations,
treasury, tax, and corporate reporting, it’s also rewarding to be viewed
leader in creating great finance talent. Keith Sherin from GE was here last
week, and that corporation is just a machine for producing great talent.
the Puget Sound area alone, the CFO at Amazon is from GE; the CFO at
Washington Mutual is from GE. The company takes good people and ma
them great, and its ability to export these business leaders is phenomes
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I'm happy to say that we have also had some success along these lines. In
the past six months, two of our business-unit CFOs have left for CFO
positions at other corporations. It’s tough to lose good people, but whart a
great thing it is for people who are five or six years into their careers here

to be able to say, “I can become a CFO—either ar Microsoft or somewhere
else. I can be a business leader.”

And, on a personal note, I'd like to figure out how to have more time for
my wife and our four kids so that I don’t wake up someday and find that my
kids are off to college and I'm too old to climb Mount Rainier again. Q

Bertil Chappuis is a principal in McKinsey's Silicon Valley office. and
Tim Koller is a principal in the New York office. Copyright © 2005 McKinsey & Company.
All rights reserved.
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Don’t blame trade

Martin Neil Baily
and Robert Z. Lawrence

The US recession officially ended in late 2001, and ever since, despite
recent gains, aggregate job creation has been extremely weak—weaker

even than during the “jobless recovery™ that followed the 1990-91 recession

(Exhibit 1, on the nexr page). Contributing most to the overall number
of US jobs lost since 2000 has been the manufacturing sector, which shed
2.85 million of them from 2000 to 2003, notwithstanding the relatively
mild nature of the recent downturn in the economy as a whole.

Many people in the United States have looked at the enormous US trade
deficit and concluded that a flood of imported goods from China

and the offshoring of services to India are to blame for the loss of US jobs.
CNN'’s Lou Dobbs has called the problem “a clear call to our business

and political leaders that our trade policies simply are not working.”* The
issue isn’t the concern solely of US policy makers: the same fears about
trade are rampant throughout Europe and Japan, while protectionist senti-
ment is rising around the world.

But trade, particularly rising imports of goods and services, didn’t destroy
the vast majority of the jobs lost in the United States since 2000. We
analyzed detailed trade and industry data to estimate the extent of job dis-
location due to offshoring in the manufacturing and service sectors

from 2000 to 2003. This work was the first complete analysis of how the

"Lou Dubbs, “A home advantage for US corporations,” CNN. August 27, 2004

[# 4]
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EXHIBITY 1
Weaker than before
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“Troughs identificd by business-cycle-dating committee of National Burcau of Economic Research (United States).

Source: Employment survey statistics, July 2004, US Bureau of Labor Stansnes

economic downturn, imports, exports, and global competition interact—
directly and indirectly—to affect employment.*

Our research shows that, in fact, only about 314,000 jobs (11 percent

of the manufacturing jobs lost) were lost as a result of trade and that falling
exports, not rising imports, were responsible. Service sector offshoring
destroyed even fewer jobs. These figures are tiny relative to the millions of
positions lost and created every year in the United States by normal

market forces.

The real causes of job losses were weak domestic demand, rapid produc-
tivity growth, and the dollar’s strength, which dampened US exports.

It is vital that policy makers understand the forces at work, for otherwise
there will be a temptation to apply quick fixes, such as protectionism,

that won't restore employment, because they do not address the underlying
problems. The real solutions—stimulating domestic demand, cutting

the budget deficit, and pushing countries with artificially cheap currencies
to let them appreciate against the dollar—are harder to implement but
more likely to boost employment.

*For the full detauls of our analysis, see Martin Neil Baily and Robert Z. Lawrence, What Happened to
the Great US Job Machine? The Role of Trade and Offshormg, a Brookings Paper on Fconomic Acniviry to
be published in April 2005
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The decline of manufacturing jobs

Manufacturing’s share of rotal US employment has been falling for ar least
half a century—a trend that is typical not only of developed economies

burt also of many developing ones. In the 1990s, manufacturing employment
was fairly stable. From 2000 to 2003, however, payroll employment

in manufacturing fell by 16.2 percent, the largest decline since the end of
World War I1° and steeper than the declines experienced by other

sectors (Exhibit 2).

While the job losses were concentrated among producers of capital goods
and apparel, every major manufacturing sector saw payrolls fall. The
bursting of the high-tech bubble resulted in the loss of half a million jobs in
computer and electronics production. Other large declines occurred

in machinery, fabricated metal products, and textiles.

EXHIBIT *
Tough times for US manufacturers
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For many observers, trade was the obvious
culprit. Since 1992 the United States has run an
increasingly large trade deficit, which reached
$403 billion in 2003. The size of this deficit and
its pervasiveness across economic sectors make it
tempting to believe that trade played a major
role in the manufacturing recession. What these
observers have missed is the subtle relationship
among productivity growth, domestic demand,
exports, and imports. It is this interplay that
leads us to the counterintuitive conclusion that
the influence of trade has been minor.

The role of trade

During the late 1990s, trade wasn't a significant cause of job losses, because
the United States enjoyed full employment. A shortage of labor, not unem-
ployment, was the problem of the day. The trade deficit in part reflected the
fact that the country was producing less than it was consuming,.

After 2000, as the economy fell into recession, US exports fell. We estimate
that more than 3.4 million manufacturing workers were producing goods
for export in 2000; by 2003, this number had fallen below 2.7 million. All
told, the export slump destroyed 742,000 US manufacturing jobs.

On the import side, though, the picture was very different. It isn’t true

that manufactured goods flooded into the United States after 2000. In fact,
growth in manufactured imports was quite sluggish from 2000 to 2003.
And as we will explain, this weakness in imports actually boosted manufac-
turing employment in 2003 by some 428,000 jobs.

Overall, then, trade accounted for a net loss of no more than 314,000
jobs (a reduction of 742,000 because of weak exports and an increase of
428,000 owing to weak imports), representing only 11 percent of the

total manufacturing job loss of 2.85 million. The other 2.54 million jobs
disappeared because of the economy’s cyclical downturn, which dampened
domestic demand for manufactured goods.

The effect of productivity growt!

How did imports boost US employment from 2000 to 2003? The answer
lies in the rapid growth of productivity in the United States. To understand
how this dynamic played out, we will first explore the more intuitive

link berween productivity and the jobs generated by domestic demand and
by exports and then turn to the relationship between productivity
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Don't blame trade for US job losses

and imports. Some economic mechanisms can allow productivity increases
to boost output and employment—for example, by making companies

and industries more competitive. But from a purely arithmetical standpoint,
if productivity (output per employee) is rising, output must increase at

least as fast to keep employment from falling. After 2000, domestic US
demand grew much less than productivity, so companies needed fewer
workers to fill their domestic orders. It was a similar story with exports.
They fell sharply in 2001, declined again in 2002, and rose only slightly

in 2003. With rising productivity and reduced orders, exporters could meet
demand using far fewer employees.

In the case of imports, the impact of productivity is actually reversed

because imports displace US jobs rather than create them. The higher the

productivity of US industries that compete with imports, the smaller

the number of jobs displaced by a given volume of imports. We estimated

the number by figuring out how

many US workers would have been

isplaced by imports to the employed had the same products

: been made in the United States.

When we examined statistics on
the productivity of industries that

compete with imports, we found that it increased so rapidly from 2000

to 2003 that the number of jobs displaced by imports actually declined.*

Although it might seem surprising that net trade played only a small

role in the loss of manufacturing jobs after 2000, it actually isn’t.
Economists often say that international trade acts as an automatic stabilizer
in an economy. During a downturn, consumption and investment fall,
which mostly affects domestic production and employment; imports,
however, are dampened too, and this softens the impact on the domestic
economy. International trade might actually have had a positive effect

on US employment over this period if not for the fact that US exports
were so weak.

Why did exports fall?

Trade’s small role in the loss of manufacturing jobs from 2000 to 2003 is

a powerful reburtal to critics of free trade, but that is not the end of our
inquiry. Knowing why exports fell is important, since this was the reason for
all the job losses associated with trade—albeit only 28 percent of the total
decline in manufacturing employment.

4US manufacrured imports rose much more slowly than productivity over these three years. Hence fewer US jobs
were displaced by imports in 2003 than in zo00.
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Dogs that don't bark

The global growth recession after 2000 and the outright recession in leading
markets such as Continental Europe would appear to be the obvious
candidates to explain declining US exports. If a slowdown in the global
economy were matched by a slowdown in global trade, US exports

would weaken even if the United States maintained its share of that trade.
To test this hypothesis, consider what actually happened.

According to UN commodity trade data, US exports fell by $46.2 billion,

or about 7.2 percent, from 2000 to 2003. Meanwhile, non-US world

trade in merchandise grew by 23.5 percent. If the ratio between US and non-
US trade had remained constant, US exports too would have risen by the
same amount. But they didn’t, and the question is, why not?

One possible explanation is that US exports might have been concentrated
in commodities for which demand was growing relatively slowly. US
exports of high-tech goods rose rapidly in the 1990s, for example, but then
dropped sharply when the technology sector slumped. Our research
shows, however, that this “commodity™ effect was quite small—in fact, it
helped the United States slightly, boosting its exports by 0.6 percent
(about $4 billion). Yes, the United States sells products (such as high-tech
gear) that didn’t keep pace with the overall rise in world trade. Bur it

also sells goods, such as aircraft (including military aircraft and helicopters),
auto parts, automobiles, and medical products, in which world

trade grew rapidly. Overall, this commodity effect was nearly a wash.

Another possibility is that demand was weak in countries to which the
United States exports—perhaps it was competing in the “wrong” markets.

It is indeed true that demand in important US export markets, such as
Brazil, Canada, and Europe, was soft. Yet trade with China and Mexico was
positive for US exporters. On balance, US export markets grew somewhat
more slowly than did total world trade, so this “country™ effect does explain
a little of the weakness of US exports, but only a little.

Competitiveness and the dollar
Or perhaps US companies simply became less competitive compared with
producers in other countries. Loss of competitiveness is a vague term

that can reflect a number of factors, including the entry of new competitors
such as China and India, an improvement in the quality of foreign goods,

or a change in the sourcing patterns of US multinationals away from

US goods. Such structural factors, though, have been at work for some time.

They therefore seem unlikely to be the main reasons for the rather abrupt
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shift from rapid export growth in the 1990s to
falling exports in 2001 and 200a.

Much the most important reason US exports
became less competitive was the high value of
the dollar, which rose from the late 1990s
through early 2002, boosted by private capital
inflows in the 1990s. Even though the US
economy later weakened, these inflows continued
after 2000, since foreign investors still hoped

to find higher returns in the United States than
elsewhere. As time wenr on, the dollar was
propped up more by capital inflows from foreign
governments purchasing US Treasuries and

other dollar assets. (Prime examples of this trend
were Asian countries with currencies pegged to
the dollar and countries that bought dollars in an
attempt to limit the appreciation of their own currencies as the dollar
started to weaken in 2002.) The dollar has now fallen sharply against the
euro, but the damage has been done. Experience shows that there is a

long lag (about three years) before changes in exchange rates have their full
effect on export volumes.

We estimate that if the dollar hadn’t increased in value after 2000, exports
would have risen by $29.3 billion over the next three years rather than
falling by $50.7 billion. Productivity was growing so fast that this export
growth wouldn’t have halted the loss of manufacturing jobs, but the
number lost as a result of the country’s export performance would have
been 447,000 instead of the 742,000 actually recorded. After adding

back the 428,000 jobs related to changes in imports, trade’s impact on
manufacturing employment would have been practically zero.

In short, the appreciation of the dollar accounts for most of the erosion in
the US share of world markets, It is by far the most compelling explanation

for the weakness of US exports and, hence, for the number of manufacturing
jobs lost to trade.

What role did offshoring play?

The development of India’s business-process-outsourcing sector, which

is heavily geared toward exports to the United States, has added a new layer
of concern about US jobs, particularly good ones. With large numbers of
college-educared, English-speaking, highly motivated workers in India, even
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white-collar workers in the United States feel threatened.’ But the figures so
far suggest that the number of jobs transferred to India is tiny relative to
employment in the US service sector. One powerful indicator of this reality
is the relative health of employment in computer services during recent years,
given the weakness of domestic US demand for technology services.

A drop In the bucket

Adding sofrware and business-process jobs together, about 274,000 jobs.*
at most, moved to India from 2000 to 2003—equivalent to an annual
average change of about 91,500 positions. Although the costs were sub-
stantial for the displaced employees, a job shift of this size is small
compared with the 2.1 million service jobs created every year during the
1990s and minor compared even with the net annual job increase of
about 327,000 from 2000 to 2003.

Employment in IT and IT-enabled occupations has actually been
surprisingly strong in the past few years. A look at employment patterns in
the IT occupations that offshoring might have affected (Exhibit 3) reveals
that total employment in computer-related service occupations dropped only
modestly from 1999 to 2003.” Moreover, the job decline after 2000
followed a huge technology boom in the late 1990s, culminating in the surge
of employment and investment needed to resolve the Y2k problem. The
employment levels reached in 2000 were unsustainable regardless of what
happened to US trade in services with India.

Winners and losers

While the overall change was small, important shifts did take place in the
mix of employment within computer occupations. The biggest losers were
computer programmers and computer support personnel. For the latter
group, employment surged from 1999 to 2000, strongly suggesting a Y2K
effect; employment in 2003 was still above the 1999 level,

“The literature on the mmpact of oftshoring is extensive, See, for example, Charles 1. Schultze, Offshoring,
{mport Competition, and the Jobless Recovery, Brookings Institution Policy Brief Number 136, August 2004
(www.brookings.eduj: Lael Brainard and Robert E. Litan, “¢ Mfshoring” Service lobs: Bane or Boon—
and What to Do? Brookings Institution Policy Brief Number 132, April 2004 (www.brookings,cdu); Jagdish
Bhagwati, Arvind Panagariva, and T. N. Srinivasan. The Muddles over Outsourcing, Washington University
at 5. Louis Economics Working Paper, Internarional Trade Series, Number o4cRoog, August 2004
(http://econwpa.wustl.edu): Martin N. Baily and Diana Farrell, Exploding the Myths about Offshoring,
McKinsey Global Institure, April 2004 ‘wwu.mtkmw_\'.cnm/knmvlcdgclmgn/-:\pluding_m) ths); and
Rabert D. Arkinson, Meeting the Offshorimg Challenge, P
Brict, July 004 (w ww.ppionline.org),

“This estimate is an upper bound. Roughly 1 14,000
business processes

rogressive Policy Institute, New Fconomy Policy
of the jobs were in software and 140,000 1n other

"Note that this estimare doesn't mclude production workers in the IT hardware mdusery, Manufacturing
employment it the compurer and semiconductor industries fell very sharply after zo000.
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Change in employment by IT occupation,’ number of workers
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fell very sharply afrer 2000,

Source: Occupanonal employment stanstics, US Bureau of Labor

For computer programmers, however, the decline of 99,090 jobs probably
was the result of offshoring to India. We estimate that as many as 134,000
software-related jobs were created in India to serve the United States—
roughly equivalent to the number of US software sector jobs lost. As trade
in services with India became cheaper and easier, the computer-
programming sector followed the laws of comparative advantage, with
basic programming jobs moving to low-wage countries. At the higher

end of the spectrum, though, jobs continued to proliferate in the United
States. From 2000 to 2003, the number of US computer software
engineers and computer and network systems analysts, who work on
higher-end applications and systems, actually increased, thereby
offsetting the loss of computer-programming and computer support jobs
over the same period.
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How to get back on track

Our research focused on understanding the causes of job losses rather
than identifying prescriptions to improve the situation. Nevertheless, this
work holds a powerful implication for government leaders. Since trade
and offshoring weren’t the primary reasons for the weak post-2000 US
employment performance, they shouldn’t be the focus of policies to
create or restore jobs. In particular, imports didn’t cause the job losses, so
there is no case for trade restrictions. Instead, policy makers should
attack the real roots of declining employment: weak domestic demand and
a dollar-driven decline in exports.

One rask should be to stimulate domestic
demand, whose weakness helped account for
89 percent of lost manufacturing jobs. Recent
expansionary fiscal and monetary policies
have been moving the economy in the right
direction; now it is a matter of letting them
aid the economy’s natural recovery. Once it is
well established, a sustained effort to reduce
the federal budger deficit would help to lower
interest rates and reduce the overvaluation

of the dollar—and would be good economic
policy in any case.

Since the strong dollar was in large part

responsible for the falling level of exports and
thus for some of the loss of manufacturing
jobs, US policy makers should continue to
promote exchange rate flexibility on the part
of other countries. Asian governments

that have been intervening in foreign-exchange
markets to prevent their currencies from appreciating against a declining
dollar (and therefore from damaging exports ro the United States) should be
encouraged to let dollar depreciation run its course. The dollar might need
to decline further against other currencies, including the euro.

Although stimulating demand and encouraging exchange rate flexibility

will address the root causes of US job losses, we recognize that these policies
will not restore every lost job or help every displaced worker. The best
strategies for dealing with the adverse effects of trade-related job dislocarion
are trade-adjustment-assistance programs that give workers opportunities
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to improve their skills.” Such initiatives should have the added benefit of
BFiob losses rather helping to defuse protectionist pressures. Defusing them is critical
jon. Nevertheless, this because protectionism isn’t merely the wrong answer to US job losses; it is

A se to the ion.
B Sirice trade a response to the wrong question Q

k post-2000 US
X 3 : ;
: . s Lori Kletzer and Robert E. Litan, *A prescription to relieve worker anxiety,” Policy Brief o1-01, Institute for
s of policies to

International Economics, Washington, DC, February 200t (www.iic.org).
ause the job losses, so

v makers should

. . The authors wish to thank Jacob Kirkegaard and Katharina Pliick, of the Institute for
domestic demand and

International Economics, and Magali Junowicz for their assistance in the preparation of the
underlying paper.
-
Martin Baily, a senior fellow at the Institute for Internarional Economics

stic ; X S : L. ‘ .
ulate domest and chair of the President’s Council of Economic Advisers under President Clinton, is a senior

helped account for adviser to the McKinsey Global Institute;
ing jobs. Recent Robert Lawrence is Albert 1. Williams professor of trade and investment in the
monetary policies John F. Kennedy School of Government, Harvard University, and a senior fellow at the Institute

for International Economics. This artcle is based on the authors’ Whar Happened
to the Great US Job Machine? The Role of Trade and Offshoring, a Brookings Paper on

of Ictting them Economic Activity to be published in April 2005. Copyright © 2005
recovery. Once it 1s McKinsey & Company. All rights reserved.
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Buoyed by the North American Free Trade Agreement (NAFTA), Mexico
in the 1990s was the bustling factory floor of the Americas. But since 2000,
as China rose to assume that role, more than 270,000 Mexicans have lost
assembly jobs, hundreds of factories have closed their doors, and Mexico’s
trade deficit with China has grown to more than $5 billion. The ubiquitous
“Made in China” stamp, found on everything from toys to textiles to
statues of Our Lady of Guadalupe, has become the incarnation of the single
greatest perceived threat to Mexico’s economic prosperity—and a symbol
of the pitfalls of globalization.

Mexico’s fears are not unique. China’s economic surge and its entry into
the World Trade Organization have sparked alarm across the developing
world. In middle-income countries such as Brazil, Poland, Portugal, and
South Korea, a rising standard of living makes their position as low-wage
producers and exporters increasingly tenuous.

Rarther than fixating on jobs lost to China, these countries should remember
a fact of economic life: no place can remain the world’s low-cost producer
forever—even China will lose that ritle one day. Instead of trying to defend
low-wage assembly jobs, Mexico and other middle-income countries
should focus on creating jobs that add higher value. Only if more productive
companies with higher-value-added activities replace less productive ones

can middle-income economies continue down the development path. Even
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s0, being part of the global economy requires these countries, like Lewis
Carroll’s Alice in Through the Looking Glass, to do a lot of running just
to stay in the same place. Unfortunately, for too many of them the focus
on China—and, more broadly, political rhetoric against globalization—
are blocking reform efforts.

Blame China?

To developing countries watching foreign investors head east, China’s
economic prowess might seem invincible, but history suggests otherwise.
Only 20 years ago, for example, the United States was convinced that

the superior business models and industrial policies of Germany and Japan
would shutter every last domestic factory door. In the 1990s, the United
States fretted about the threat from the high-tech industries of South Korea
and Taiwan, while presidential candidates warned of the “giant sucking
sound” made by the migration of jobs to Mexico under NAFTA, These days,
the United States is more concerned about the effect of China’s economy
on its trade balance and employment rate.

Nearly all countries worry about jobs lost to others—a fact often exploited
for political ends. The demagoguery obscures the fact that countries

must evolve to meet the challenges presented by new competitors outside
their borders.

Mexico is a case in point. Like most middle-income countries, it has grown
more prosperous through freer trade and liberalization. Its average
household income is now more than twice the level in China and other low-
wage countries, and its manufacturing wage rates reflect this increasing

EXHIBIT 1

Mexico moves on up

Hourly compensation for manufacturing GDP per capita;’
workers, $ per hour index: United States = 100
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Coads I 15 T
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EXHIBIT 2
Bumping along the bottom

Flow of torsign dirget investment (FOI) to Mexico. $ billion
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*Includes reramed earmmgs of multmanonal corporations’ local operatives.

Source: Secretaria de Feonomia (Mesko)

prosperity (Exhibirt 1). But the maquiladora assembly operations that line
the US border—often the most visible face of Mexico’s entry into the global
economy—are only a small part of the cause. Since NAFTA came into
effect, in 1994, the country has received upward of $170 billion in foreign
direct investment—more than three times the amount that India attracted.
Yet less than 15 percent of this investment has gone to the maquiladoras
(Exhibit 2); the vast majority has been motivated by a desire to sell into
Mexico’s large domestic market, not to produce cheap goods for export.
Our research shows that non-maquiladora investments have generated

a wide range of benefits for Mexico’s economy by creating jobs, boosting
comperition and productivity, lowering prices, and enhancing consumer
choice." Consider the impact of foreign investment on Mexico’s automobile
market: consumers can now choose from dozens of models, compared
with just a few of them before. In the retailing industry, the price of fresh
food in Mexico City is 40 percent below its level in 1993, the year before
NAFTA opened up the economy. The lesson for Mexico and for other
countries where jobs are going offshore is this: don’t overestimate the value
of low-wage employment.

Furthermore, even if these jobs were worth protecting, it would not make
sense for Mexico to see China as the source of its woes. El Salvador,

' The full research report, New Horizons: Multinational Company Investment in Developing Economies,
1s available ar www.mckinsey.com/knowledge/mgi/rp/globalemtegranon/newhonizons.
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Guatemala, and Honduras have wage rates just 25 to 40 percent of Mexico’s
and offer almost the same advantages of proximity. Economists at the
Federal Reserve Bank of Dallas have shown that increases in Mexico’s
wage costs relative to these non-Chinese competitors and the decline in US
industrial production together account for 8o percent of the magquiladora®
jobs lost since their peak in 2000.* Offshore assembly operations, by their
very nature, are exceedingly sensitive to changes in the global business cycle,
since multinational companies tend to adjust production volumes abroad
before doing so at home. Foreign investment thus poured into Mexico
during the boom years of the late 1990s but then dropped with the US down-
turn of 2001-02. Just as predictably, Mexican assembly operations started
to grow again in 2004 as US demand picked up. In the first five months of
the year, maquiladora exports rose by more than 20 percent and employ-
ment turned to growth as well (Exhibit 3). But Mexico shouldn’t be content
with this recovery; policy makers must still push reforms to move the
country up the economic ladder.

The road to adding higher value

Rather than try to win back low-wage, low-skill assembly jobs, middle-
income countries should undertake three essential steps to further their
economic development. They must encourage the transition to higher-
value-added activities, identify and exploit their comparative advantage,
and push forward with reforms that create more competition, entrepreneur-
ship, and flexibility.

Encouraging the transition

The experience of developed countries suggests that expansion into higher-
value-added activities comes not from a shift into entirely new industries,
such as high tech, biotech, or nanotech, but from the natural evolution of
companies within existing industries.

As countries around the world develop, a similar series of events has played
out: companies start out in the simple, labor-intensive parts of an industry
but over time hone their skills to compete in more profitable areas, such
as marketing, product design, and the manufacture of sophisticated
intermediate inputs. In northern Italy’s textile and apparel industry, for

=As part of the Border Industrislization Program, in 1965 the Mexican government authorized the creation
of the maquiladoras to help boost employment and the overall economy. These foreign-owned assembly plants
were allowed to import duty-free machinery and matenials remporarily for production or assembly by Mexican
labor and then to export the goods, primarily back to the United States. To reduce teansport costs, most
of the plants were on the Mexico-US border, The benefits and constraints of maguiladora operations changed
over time, culminating in the elimination of the category in January 2004 as part of NAFTA's final phase
of implementation. The government continues to track them separately, however, and the maguiladora
database is frequently used for economic analyses.

*See www.dallasfed.org
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example, the majority of garment production has moved to lower-cost
locations, but employment remains stable because companies have put more
resources into tasks such as designing clothes and coordinating global
production networks. In the US automotive industry, imports of finished cars
from Mexico increased rapidly after NAFTA took effect, but exports of US
auto parts to it have quadrupled, allowing much of the more capital-intensive
work—and many of the higher-paid jobs—to remain in the United States.

Unfortunately, governments in both developing and developed countries often
do a poor job of encouraging this transition. In the United States, for instance
the offshore assembly program (OAP) requires goods produced abroad to use
a certain percentage of US components (typically 8o percent) to qualify for
reduced tariffs. Since this stipulation is the basis of the maquiladora regime
itself, Mexico allows foreign companies to import machinery, raw materials,
and parts duty-free if the final products are exported. As a result, imported
inputs represent 76 percent of these goods® total export value, and most of
the rest is labor; locally produced intermediate inputs represent less than

2 percent of production value. Moreover, while allowing foreign competitors
into the export segments, the government of Mexico sheltered the rest of
its economy from the benefits of global competition. Today fewer than

50 companies, most of them foreign, dominate Mexican exports—Petréleos
Mexicanos (Pemex) being the main exception.

,
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relevance.” In a fast-evolving market, goods such as computers have slim
margins and depreciate rapidly in value after production. This factor helps
explain why many of the PCs sold in the United States

are assembled
in North America, though most of the components are

produced in Asia.

Products that require extensive interaction

among different players in the
value chain also benefit from proximity. S

ales of customized products—
from personal computers to railor-made clothing to look-alike bobble-head
dolls—are expanding rapidly thanks to the online channel.

What’s more, lean retailing in the United States demands shorter delivery
times for a wider range of products, since suppliers must replenish
their stock more frequently in response to changes in sales and inventory
volumes. This factor, combined with the growing number of consumer
goods that retailers offer, means thar many suppliers face an exponential
increase in the complexity of their logistics. Consider the Lands’ End

pinpoint cotton Oxford dress

and bUSiI‘ICSS oursourcing. To justif highe, wages i1 a global bhlr.t’ Whl_Lh otfers the usual
Nations (ASEAN) have a economy, middle-income nations L:hmcé.s.m neck and sleeve length,
foreign investors not just must find a comparative advantage five different collar types, and

two cuts. Even if the shirt were
available to consumers in only
blue and white, that still generates hundreds of possible combinations.

Add other fabrics, colors, and patterns, and this simple shirt quickly
goes into the tens of thousands of SKUs (stock-keeping units). As a result,
the optimal strategy for most apparel makers is to split production
between nearby locations and lowest-cost countries. Thus Mexico’s share
of time-sensitive goods like jeans for teenagers increased during the

1990s, while China’s production of commodity items such as knit pullovers
has also grown

rFushing retfor

As low-skill, labor-intensive operations head elsewhere, middle-income
countries may try to lure them back with tax breaks and other financial
incentives. They should resist this temptation. Such initiatives

are not
likely to influence foreign investment signific

antly and won’t compensate
for rising wage rates over the longer term. Enticements of this sort

merely divert resources from the government and society to multi-
national companies. In some cases they can lead to counterproductive

“Ronald C. Ritter and Roberr A. Sternfels, “When offshore manufacturing doesn't make sense.” The McKinsey
Quarterly, 2004 Number 4, pp. 1247 lwww.mcl\msrvqudr(crl_\‘.-.om/lmk\/xwl'l.

¥Frederick H. Abernathy, John T. Dunlap, Janice H. Hammond, and David Weil, “Globalization in the apparel
and rextile industries: Whar is new and whart is nor?

270 Martin Kenney and Richard Florida, Locating Global
Advantage, Stanford: Stantord University Press, 20
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overinvestment. In Brazil’s auto sector, foreign carmakers responded to
subsidies worth more than $100,000 for each new job by adding many
more workers—and saddling the industry with 8o percent overcapacity
a few years larter.?

Instead of spending tax money to offer financial incentives to foreign
investors, governments should use the funds to improve transportation
networks, power grids, and telecommunications lines. Beyond that, policy
makers must boost competition in the broader economy so that com-
panies are compelled to improve their operations, adopt best practices,
innovate, and move up the economic value chain. Too often, developing
countries concentrate on special economic zones or preferred export
industries while competition languishes in the remaining sectors. Price
controls, tariffs, licensing requirements, and other product regulations
limit market entry and reduce competition.

As India’s $5 billion auto industry demonstrates, the gains from removing
these stifling regulations can be dramatic. Twenty years ago, two state-
owned carmakers—Hindustan Motors and Premier Automobiles Limited
(PAL)—dominated the marker and offered just a handful of outdated
models. In 1983 the government allowed Suzuki Motor to take a minority
stake in a joint venture with the small state-owned automaker Maruri
Udyog, and in 1992 nine more foreign automakers were allowed to invest
in India. This infusion of new capital and technology created serious
competition for the two incumbents, eventually forcing PAL out. The
industry, one of the fastest growing in the world, now produces 13 times
more cars than it did 20 years ago. Tata Motors hit a milestone in 2004

by exporting 20,000 cars to the United Kingdom, to be sold under the
MG Rover brand. Meanwhile, prices for consumers in India have fallen

by 8 to 10 percent annually, unleashing a burst of demand and allowing
steady employment despite rapidly rising productivity.

The reform agenda for each middle-income country will vary. In Brazil,
for example, a major obstacle to growth is the informal economy,
which consists of businesses that fail to comply with tax and regularory
obligations. The World Bank estimates that this gray sector employs

55 percent of all labor in Brazil and shows no sign of diminishing:
according to our research, it has grown rapidly in some industries, such
as construction. The unearned cost advantage that informal businesses

“Diana Farrell, Jaana K. Remes, and Heiner Schulz, “The rruth about toreign direct investment in emerging
markets,” The McKinsey Quarterly, zoog Number 1, PP- 24-35 (www.mckinseyquarrerly.com/links/t5326)
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Beyond cheap labor: Lessons for developing economies

enjoy allows them to undercurt the prices of more productive competi-
tors and stay in business despite very low productivity.*® Butchers, for
instance, can save nearly 30 percent of their costs by skirting hygiene
and quality standards. Modern supermarkets have found that acquir-
ing informal grocers is unprofitable once value-added and labor taxes
are paid. The informal economy thus distorts competition and disrupts
the natural evolution in which more productive companies replace less
productive ones. We estimate that if Brazil reduced the size of its
informal economy by 20 percent, GDP growth would increase by as
much as 1.5 percent annually. The potential benefits to Portugal and
Turkey are similar.

In Mexico’s case, the main barriers to movement up the economic value
chain are a thicket of burdensome regulations and an inadequate
infrastructure. According to a World Bank report,' it takes an average of
58 days to start a business in Mexico, compared with 8 in Singapore and

9 in Turkey. It takes 74 days to register a property in Mexico but only 12 in
the United States. Enforcing a contract requires 37 different procedures
and takes 421 days to wind through the legal system, while closing an
insolvent business can drag on for more than a year and a half. More-
over, Mexico’s corporate-income-tax rate of 34 percent is twice as high
as China’s. These problems not only discourage foreign investment but
also stifle local entrepreneurship and the growth of domestic companies.

Since capital-intensive production is highly sensitive to factor costs,
Mexico must invest in infrastructure. Electricity costs are, on average,
1o percent higher than US levels, for example, and more than 40 percent
above China’s. By some estimates, the country should invest $50 billion
to upgrade its power grid. Mexico’s telecommunications network is
equally lamentable—a prime reason the country isn’t a more prominent
location for offshore operations serving Spanish-speaking customers.
Mexico’s ground, air, and sea transportation systems all need improve-
ment to build on its advantage of proximity to the United States.

Development: One company at a time
Although government reform can create the conditions for economic
development, one company must act as a catalyst for change within an

"“Diana Farrell, *The hidden dangers of the informal economy,”™ The McKinsey Quarterly, 1004 Number 3,
pp. 26—37 (www.mckinseyquarterly.com/links/15395).

““World Bank, Doing Business in 2005: Removing Obstacles to Growth, Oxford University Press, 2005
(www.worldbank.org).
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industry. As individual plant managers assess the competitive environment
they react by improving their operations.

US semiconductor players, for instance, responded to competition from
Japanese companies in the late 1980s. Japan quickly became dominant
in sectors such as memory chips, spurring a public outcry in the United
States over unfair competition
and the loss of high-paying white-
collar jobs. But US chip makers
reinvented themselves. The big
players—Intel, Motorola, and
Texas Instruments—abandoned
the dynamic-random-access-memory (DRAM) business and then invested
more heavily in the manufacture of microprocessors and logic products,
the next wave of growth in semiconductors. Intel became an even more
significant global force in microprocessors, while TI became a dominant
player in digital signal processors (the “brain™ in mobile telephones).
Mortorola gained a strong position in microcontrollers and automotive
semiconductors. Throughout this shift toward higher-value-added
activities, the total number of US jobs in semiconductors and closely
related electronics fields held constant at around half a million.'*

Some Mexican companies have
shown that they can compete by

producing more lucrative goods

The experience of a handful of Mexican companies has already shown
that they too can compete by shifting their production to more advanced
and lucrative goods for the North American markerplace. Their success
should provide a dose of optimism for their compatriots as well as

for businesses in other middle-income nations anxiously watching cost
advantages erode.

One such company is Jabil Circuit, a contract manufacturer of electronics
products for the likes of Dell and Nokia. Few Mexican industries have been
hit harder over the past few years than electronics. As orders were lost

to Asia, Jabil saw its workforce of 3,500 shrink by half from 2001 to 2002."
Instead of trying to win back lost orders, it learned to make more complex
and customized products (computer routers and handheld credit-card
machines, for example) that were traditionally made in the United States.

Managers at one of the company’s Mexican plants very deliberately
studied the US markert to ascertain the necessary performance levels and
the areas in which lower-cost labor could create an advantage. As a

'*Employmenr dara from the Semiconductur Industry Association [SIA) and the US Rureau of Labor Statistics
"*David Luhnow, *Challenges from China spur Mexican factories to elevare aspirations,” Asian Wall Street
Journal, March 5, 2004.
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result, the factory retooled its inventory system and trained workers to
undertake more than one task at a time, so the number of items it was able
to produce rose to more than 6,000, from 6o0o. Orders have flooded in,
and employment is now 1o percent higher than it was at its peak in 2001.
Other companies in Mexico have made similar transitions.

Some of the country’s most promising growth opportunities might arise in
unexpected areas. Software engineers at Universidad Nacional Autonoma
de México, for example, played an important role in commercializing the
Linux operating system through their Gnome project, which opened the
door for more possibilities in this arena. And Wal-Mart Stores’ acquisition
of the food-retailing chain Cifra will provide Mexican suppliers with a
global distribution network; Brazilian apparel manufacturers have already
used Wal-Mart’s reach to establish a global presence.

China’s rapid rise as a global exporter seems to have caught some business
leaders in middle-income nations by surprise. If they are to create a niche in
the global economy, they cannot panic or close their borders; rather, they
must restart their reform agenda. If they fail to do so, other more responsive
countries will be ready to take their place. Q

Diana Farrell is the director of the McKinsey Global Institure,
Antonio Puron is a director in McKinsey’s Mexico City office, and Jaana Remes is a
consultant in the San Francisco office. Copyright © zoo5 McKinsey & Company.
All rights reserved.
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China’s banking system. The Chinese regulators must, however, go beyond

billions of dollars from China’s vast foreign reserves to sustain insolvent
merely fixing the mistakes of the past and confront an additional source

China is slowly coming to terms with the enormous stock of bad
cleaning them up more quickly—is a critical first step in righting

Actively managing the current stock of nonperforming loans
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China’s banking system can safely
sustain annual loan growth of only
5 to 7 percent, far below the level
needed to check unemployment

The McKinsey Quarterly 2005 Number |

of instability: a flow of new bad debt. Our frontline experience tells us that
Chinese banks continue to make astounding numbers of questionable
loans atop the existing pile. Any failure by regulators to control these bad
lending practices may put China’s future prosperity at risk.

Since the country’s capital markets remain largely underdeveloped, banks
serve as the primary source of long-term funds. Bank lending would have to
expand by about 15 percent a year for China to meet its target of 7 to

8 percent annual growth in GDP.
Yet as a result of the amount of
bad debt that must be written
off—to say nothing of the banks’
low profitability and limited credit
skills—we estimate that China’s
banking system can safely sustain
annual loan growth of only 5 to 7 percent, which is far below the level
needed to maintain economic momentum and keep unemployment in check.
The higher growth rate can be sustained only if regulators, banks, and
investors collaborate to achieve a step change in risk-management skills.

China’s regulators must overhaul the banking industry if they are to get
a handle on this new generation of bad debt. Our banking experience in
China and other developing markets leads us to recommend a specific series
of actions. The regulators must introduce better corporate-governance
practices to curb the ability of influential organizations and people to
meddle in the lending decisions of banks, improve their risk-management
practices, and limirt fraud. Banks must recognize their new problem

loans more rapidly. They and those who work for them must become
more accountable for their lending decisions. Finally, they must adapt and
manage their loan portfolios by the lights of explicit, world-class credit-
risk-management guidelines and strictly enforce compliance.

Accelerate the cleanup of existing nonperforming loans

In recent years, bad loans have soared alarmingly. By the end of 2004, their
value, as reported by the Chinese Banking Regulatory Commission, had
reached $205 billion—13 percent of total banking assets. Even these figures
may underestimate the extent of the problem.

Nevertheless, China’s banks have proved surprisingly resilient. While their
stock of bad debr is high by any measure, it doesn’t seem likely to pose

an immediate threat to the banking system’s stability. Yes, most banks in
China are technically insolvent, as their nonperforming loans far exceed
their equity. But these institutions are still highly liquid thanks to a large
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How to fix China's banking system

retail deposit base that continues to expand as a result of a robust economy
and thrifty consumers whose savings equal 40 percent of China’s GDP.

Chinese authorities have also demonstrated a willingness to fend off bank
failures by drawing from the country’s more than $400 billion in foreign
reserves. In 2003, for example, the central bank injected $22.5 billion into
both the Bank of China and China Construction Bank (CCB), two giant
state-owned institutions weighed down by bulging bad-debr portfolios.
Some of these funds helped resolve loans made to state-owned and quasi-
state-owned enterprises and to provincial development projects.

If the economy holds up, the bad-debt problem may be manageable, but
regularors still can’t relax. Despite recent efforts to speed up the recovery

of these loans, China’s asset-management companies have sold only a small
fraction of those transferred to them. Inexperience in this area and the

lack of a vibrant vulture-fund industry that specializes in buying distressed
assets partly explain the lack of progress.

In addition, banks in China have a disincentive to sell their distressed
assets because once they do, they must recognize a loss. Nevertheless,
experience elsewhere suggests that the quick disposal of such assets is the
right way forward, since the longer a bank waits, the less value it recoups
from the sale. Faster recovery of nonperforming loans will also remove

a drag on bank earnings by reducing charge-offs and the need to build up
reserves. It will also free capital and therefore improve the ability of
banks to supply the credit that China’s businesses so desperately need.

To increase the amount of bad debt ready for disposal and to have it
disposed of more quickly, regulators should give banks and asset-
management companies specific targets. Progress—or the lack of it—

should be made public, and the senior managers of these institutions
should be held accountable.

Stanch the flow of new nonperforming loans

As banking regulators push to speed up the disposal of nonperforming
loans, they must also fix a more serious problem: the flow of new ones
into the system. If such loans should continue to increase at the current rate,
or if the economy slows dramatically, bank failures may be inevitable.

Smaller instirutions—a particular problem—have relarively little financial
capacity to withstand shocks as well as fewer skills and less money to

build them than large banks do. They also get less attention from regulators.
If they continue to generate nonperforming loans, depositors may lose

n3
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confidence and withdraw money in favor of stronger institutions or newer
investment opportunities such as mutual funds and insurance. Until

now, Chinese bank customers have had few alternatives to a small number
of underperforming state-owned banks that offer identical bread-and-
butter products, such as savings accounts, deposits at regulated rates, and
mortgages. Burt this shortage won't last as the banking market is opened

to meet China’s commitments to the World Trade Organization, rates are
liberalized, and new bank and nonbank competitors (such as mutual-
fund providers) emerge.

Resolving current bad debt has been tough, but regulators will probably
find that acrively managing the continuing flow is even harder—because
doing so will require nothing less than the creation of a modern banking
industry with a strong credit-risk-management culture. Regulators should
expect enormous resistance on several fronts: provincial and municipal
governments that rely on banks to finance local businesses, banking
executives who fear a loss of power because they will no longer be able to
make lending decisions relatively free of supervision, and the industry’s
hundreds of thousands of employees, who worry about job security in a
changing world. To build a modern system, regulators must revamp the
corporate governance of banks to improve their risk-management practices
and diminish the government’s influence over lending, increase their
financial transparency (especially the reporting of nonperforming loans),
and strictly enforce compliance with world-class lending guidelines.

Iy Iprove corporate governance and cut siate influence in fo‘»!‘!-”]lf"\;‘l

Effective corporate governance—the first line of defense in managing bank

risk—ensures that authorized, accountable people make decisions and

establishes checks and balances that minimize conflicts of interest, collusion,

and fraud. Many Chinese banks lack even the most basic components of

good corporate governance. The problem runs deep, extending well beyond
the highly publicized examples
of governance failures at larger

,’\'v‘7c-;‘v7\ {;—'"3'//7(35{3 {7 anks lack even the institutions CXPOSed to [h(.'
most fundamental components  scrutiny of capital markets. The
of good corporate governance prevalence of fraudulent lending

in many Chinese banks is stark
evidence of the gaps in governan
oversight, and risk management: at one bank, fraud was involved in about
a third of new nonperforming mortgages (as opposed to less than 1 percent
in most developed countries). Many loans had fictitious addresses, with
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harder to implement tighter risk-management policies, and such problems
erode the investor confidence that Chinese banks rely on to raise funds in
global markets.

Even so, there has been some progress. The boards of some of the largest
banks, such as the CCB and the Bank of Communications, have been
restructured to a certain extent: they are smaller now, and foreign bankers
have replaced a number of government officials. Burt these measures

have largely failed to address the heart of the problem, which is the state’s
pervasive hand in often well-intentioned though unprofitable lending
decisions. The government not only fully owns the big four banks but
also, directly or indirectly, controls 95 percent of the assets of most others
through shares held by local municipalities and state-owned enterprises
outside the banking sector. There are no private banks, and foreign owner-
ship is still extremely limited, despite a handful of high-profile investments
by the likes of Citibank, HSBC, and Standard Charrered.

Nonetheless, the state’s influence over lending decisions has become more
transparent. A little over a decade ago, banks existed essentially to disburse
money for the Communist Party. Doling out loans to finance loss-making
state-owned factories in far-off provinces was accepted practice to maintain
centrally planned production targets and employment levels. Today, some
banks try to understand and monitor their real risk-management skills and
performance by tagging bad loans (in their books) to distinguish between
those made on commercial grounds and those extended, historically, at

the behest of the central authorities or local governments. Although state-
directed lending has slowed down significantly, certain banks and their
officers still feel pressure from local party officials or local businesses with
political connections to make uneconomic lending decisions.

Unfortunately, the measures adopted to improve corporate governance
focus on the largest banks scheduled for initial public offerings in the next
few years. Exercising tighter control over a handful of large banks is far
simpler than transforming corporate governance in the 120 or so smaller
regional and local banks and the nearly 30,000 credit cooperatives, which
command 40 to 50 percent of total banking assets in China. These smaller
institutions are particularly prone to corrupt lending practices but harder
to regulate because they are so numerous and geographically dispersed.

Despite these challenges, regulators must address the fundamental issue of
state interference by working with the government. Until now, its approach
has been to sell small stakes in several banks—a pracrice that hasn’t
eliminated its influence over lending—rather than sell banks outright. The
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government should devise a plan for the orchestrated and rapid sale of its
direct or indirect stake in the 120 institutions not slated to go public in the
near future. Many should be sold to private investors, including foreign
banks and private equity funds.

Permitting foreign ownership would inject fresh capital into the industry
and remove moral hazards by taking the state completely our of credit
decisions; a private owner can make them without considering government
objectives such as the development of certain regions or sectors. Privatiza-
tion would also give Chinese institutions a chance to see how foreign
companies run the banks they acquire: in November 2004, for instance,
Newbridge Capital—which had recently bought an 18 percent stake in
Shenzhen Development Bank, thereby effectively gaining control—replaced
the CEO and other top managers and installed a new executive team.
Foreign banks don’t necessarily target the most senior positions in the
Chinese banks they acquire; rather, they tend to install their own people

in critical roles such as risk management. Western banks also rotate people
frequently (every five years for branch managers in some markets) to avoid
fraud and “capture” by clients.

Removing the state from bank lending will be neither quick nor easy. Even
as the Chinese government privatizes other sectors of the economy, it is
reluctant to relinquish control over this one, since lending has traditionally
been its chief instrument for controlling the economy. True, the govern-
ment has begun to loosen its &rip on interest rates by letting banks adjust
them more freely within a widening range. But it has a long way to go
before it, like central banks in the West, manages the economy solely through
macroeconomic tools. Moreover, the government remains unwilling to

let banks fail, because of the impact not only on thousands of employees
but also, possibly, on millions of depositors.

The Chinese government should start reducing its stake in the banking
system now, even if, given the size of the job and its political and economic
ramifications, it might rake many years to complete. In the meantime,
regulators can improve bank governance by raking immediate action, such
as setting explicit standards for the nature and composition of various
bank committees (such as those for audits and risk management), the
qualifications and mix of executive and outside directors, and the role and
rotation of auditors. Regulators should also take an active role in monitor-
ing compliance and make their findings public.

We acknowledge that the privatization of banks presents potential issues,
including anxiety on the part of depositors about the absence of state
backing and the misuse of depositor funds by the new owners. But we think
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the long-term risk of inaction outweighs the difficulties associated with
privatization. Until the government removes itself from the ownership of
banks—and the accompanying direct influence over them—it will never
really act to improve their corporate governance and risk management or to
€reate a credit culture that supports rational lending,

icrease transparency around bad debt
Many Chinese banks don't recognize bad loans, because even if they are
nonperforming on a cash-flow basis they don’t meet certain technical
eriteria. Case in point: a loan whose interest is being paid by a business
that isn’t generating the cash needed to repay the principal. In China.
some banks often consider such a loan to be performing, though the principal
i5 clearly ar risk. If a bank doesn’t recognize a loan as nonperforming,

it won't take the appropriate cha rges on its books, and reported profits will
mislead regulators, investors, and customers. Actually, the bank should

be building up reserves in the expectation that the loan won't be repaid.

Since introducing a consistent loan classification system several years ago,
the regulators of China’s banks have made some progress getting them to
report their nonperforming loans. The system defines different levels of risk
classes and establishes when banks must reserve funds and how much:

for example, a bank has to build up reserves cqual to 100 percent of a loan’s
book value if the principal isn’t paid. This new system represents progress,
but much work lies ahead to improve financial transparency in general and
the reporting of nonperforming loans in particular.

Drawing on lessons from South Korea, the United States, and other countries,
regulators can take several additional steps. First, they can put any bank
with bad loans under specific supervisory action requiring the bank to
report more frequently on its progress in resolving its asset problems. Second.
they can insist that such a bank undergo strategic reviews to explain

in detail its plans to resolve its bad assets. Third, they can hold progress
meetings with its officers every month rather than every quarter. Finally,
the bank can be encouraged or required to set up its own internal workout
unit or separate “bad bank” to manage its problem-loan portfolio, just

as Mellon Bank did successfully in the United Srares during the 1980s. This
final step allows the bank ro 80 on serving customers while isolating its

bad-debt problem.

Enforce cor phanc
If China hopes to stem the flow of new bad loans without starving its
economy of the capiral needed to grow, it will have o face up to the core
Issue: poor credit-risk-management skills, which are ha rd to overstate.
When a major bank reviewed 6o percent of its lending in one region, for

e with lending guidelines
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example, it couldn’t determine which industry had received a given
loan, what collateral was provided for it, or even who had made the
lending decision.

Promoting the development of appropriate skills in assessing and pricing
credit risk must therefore be at the top of the list for banking regulators.
Unlike the disposal of existing bad debt through asset sales and
securitization—tasks that can be accomplished art the stroke of a pen—
improving credit risk management is a massive, multiyear effort in

any market. In China, the magnitude of the undertaking is all the greater
because so many banking assets are fragmented across institutions

and geographies.

In the short term, banking regulators ought to cooperate with industry
leaders to develop and implement detailed risk-management guidelines.

At the very least, the guidelines would require every bank to appoint its
own chief risk officer (a position that is increasingly common in the

banks of developed markets) and to be capable of reporting, on a weekly
basis, the loans it approves and the new risks it adds to its books. In
addition, they should set out the minimum level of skills and qualifications
required of bank officers involved in lending decisions. Some of the larger
and more sophisticated Chinese banks have already made such changes;
many others, particularly smaller regional institutions, have not.

Significant IT investments will evenrually be required to bring Chinese
banks up to best practice. Nevertheless, the recent experience of some of the
largest state-owned institutions shows that risk-management systems can

be substantially improved, using existing resources, within months. Unlike
most Western banks, many Chinese ones have relatively modern core
banking systems and simple products. Much of the required improvement
involves process changes rather than a rebuilding of the I'T infrastructure.

To make banks fall into line, regulators will have to monitor compliance
and, after an appropriate transition period, consider the idea of publicly
listing those that don’t comply. This kind of monitoring can be undertaken
fairly quickly and requires relatively limited investments in IT. But Chinese
banks that will remain unlisted have no apparent interest in improving
their risk-management practices and are likely to resist moves by banking
regulators to focus the lens of accountability on their past and current
lending decisions. As a result, the regulators must act more forcefully than
they have in the past, by exercising their power to demand corrective
action, issuing cease-and-desist orders against certain bad practices, and,
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as a last resort, revoking bank licenses. Until now, regulators have given

Chinese banks a free ride regardless of their performance—not a single
license has been revoked.

Moving to a performance- and risk-based supervisory system is another
necessary step. China’s regulators can learn from Southeast Asia, where
many countries require credit processes to be certified and only banks
that meet certain standards can have their licenses renewed. But a lack of
skills often makes it hard for Chinese banking regulators themselves to
distinguish between good and bad credit-risk-management systems. The
regulators must upgrade their own capabilities now and move to adopt
internationally recognized best practices. Pressure to become more vigilant
will grow as banks gradually move into the hands of private investors
and the banking market becomes increasingly competitive.,

China’s banking system is not in immediate danger of collapse but does fa
serious problems. Letting them fester will increase both the risk of a large
systemic financial crisis and the cost of the remedy. In our experience,
governments find it hard to act decisively without a crisis. Still, regulators
can take any number of steps to improve the lending decisions of banks :
to put the financial sector on a stronger foundation so that it can support
sustained economic growth. No plan will work unless the government
makes a complete and unwavering commitment to go on accelerating the
disposal of existing bad loans, to stop the flow of new ones, and, ultimately,

L]
to build a stronger banking system through better governance and risk
management. Q
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