


More praise for Global Vision

“Global Vision focuses on the centrality of national institutions—political, eco-
nomic, and cultural—in facilitating or constraining a company’s global expansion. 
This unique strength of the book also makes it a must read for corporate leaders 
charged with designing and managing a firm’s global strategy.”

—Anil K. Gupta, Michael Dingman Chair in Strategy and Globalization, 
Smith School of Business, The University of Maryland, 

and Co-author, The Quest for Global Dominance and 
Getting China and India Right.

“A must read for anyone contemplating cross-border transactions. Robert Salomon 
has highlighted the myriad of pitfalls that CEOs forget in their eagerness to expand 
their markets around the world. Large and small corporations become oblivious to 
the real risks of globalization. Understanding the mistakes made by these corpora-
tions is sobering . . . and avoidable. This book is a checklist on how to avoid those 
pitfalls and properly evaluate risk.” 

—Stanley P. Gold, Chairman, Shamrock Holdings, Inc. 

“Global Vision is a must read manual for any company considering international 
expansion. I wish that I had read it long ago, as it would have helped our company 
avoid many of the costly mistakes that we experienced along the way.”

—Leonard S. Marcovitch, President and CEO, White 
Wave Sportswear, Inc., and Harvard MBA 

“Global Vision is an insightful discussion of the tangible and intangible factors that 
must be understood before any business entity attempts to expand globally. Salomon 
provides an important straightforward recipe to help get it right!”

—Barry Alperin, Former COO and Vice Chairman, Hasbro; 
Director at Several Large, Publicly-traded Multinationals
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  Introduction   

  I see the impact of globalization and global business all around 
us, every day, and not just because it’s my day job to research, 
publish articles, and teach the subject. I am fascinated by how 

global business activity connects us on so many levels. To our benefit 
as well as our detriment, the impacts of globalization are everywhere, 
and this dynamic is only becoming more powerful. And while it is 
not my objective with this book to make judgments about which 
impacts are good and which are bad, I do feel an urgency to unpack 
any crucial insights that might empower those in business—central 
players on an international stage—to make better global strategy 
decisions. This book therefore provides a lens through which to 
view globalization in a new and compelling way. 

 I have been interested in globalization and the dynamics of how 
businesses expand across national borders for almost 25 years. The 
maneuvers and decisions that managers make as they build their 
businesses in this way have fascinated me, including, eventually, 
how and why some ventures turned out to be successful and oth-
ers disastrous. This began as a casual interest when I was a young 
person growing up in the shadow of New York City. I grew up with 
a father who was born and raised in Spain, lived for a number of 
years in Cuba, and traveled the globe as a businessman orchestrat-
ing global deals on behalf of a US-based company. My mother was 
born to Italian immigrants, was raised in an Italian neighborhood 
in Brooklyn, and taught English as a second language to elementary 
school students who had emigrated to the United States from all 
over the world. In our household an international perspective was 
required and discussions about global current events were routine. 
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 My parents nurtured this international perspective even further 
when they sent me at the age of seven to spend the first of 11 con-
secutive summers with our extended family in Spain. There I began 
to appreciate firsthand the differences between countries. During 
my first summer in Spain in 1980 I was not prepared for the scale 
of these differences. My seven-year-old brain brimmed with ques-
tions: why Spaniards looked different, why everyone did not speak 
English, why people in Spain used an unfamiliar and strange-
colored currency, why I could not find the same foods to eat, and 
why people did not wear the same style of clothes. 

 Over subsequent summers I developed new and refined questions 
based on my observations of more subtle distinctions, such as why 
the Spanish frowned upon some behaviors that were commonplace 
in the United States. I was also struck by how among my family 
and their friends as well as more broadly, out in cafes and other 
public places, it was taboo to discuss domestic politics openly and 
candidly. This especially stood out for me given how ubiquitous vig-
orous political debate was among the adults I had observed both in 
my family at home and in US society more generally. 

 Later, with the benefit of hindsight, I was able to appreciate how 
the Spain I had come to know starting in the early 1980s was a 
country still dealing with the aftermath of a Franco dictatorship that 
ended abruptly in 1975. It became clear to me then why from that 
period on and through the late 1980s, as Spain was transitioning to 
a democracy, political discussions among those on both sides of the 
Franco debate were imbued with intense emotion and how this was 
a function of historical circumstances during a unique transitional 
era. Even in my own family, there were strong opinions on both 
sides, which could lead to conversations that could easily become 
incendiary, and so Spanish politics was a topic often avoided. 

 My summers in Spain offered countless invaluable experiences 
that forever shaped my perspective on what it means to be raised 
in a particular country with a unique and distinct political, eco-
nomic, and cultural context. This interest in and curiosity about the 
differences between nations—even those as relatively similar as the 
United States and a Western European country like Spain—stayed 
with me throughout my formative years. 
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 As I traveled more widely and came to know other countries 
across the globe, my observations about these differences contin-
ued to evolve. As a young adult, I had the good fortune to work 
in Mexico, first as a summer intern at a small import-export com-
pany following the ratification of NAFTA and later as a university 
graduate in an entry-level position with a large, US-based multina-
tional corporation. Given that I had spent 11 consecutive summers 
in Spain, I expected that even from when I first arrived, it would 
be a cinch to adapt to life and work in Mexico. Given that Spanish 
is the dominant language, I assumed there would be only minimal 
differences. I quickly became aware that my impressions were pat-
ently wrong. Beyond some basic similarities, there were innumerable 
differences—some so pronounced that I was never quite able to 
adapt. 

 This experience of working in another country sparked an interest 
in phenomena beyond my own personal trials and tribulations with 
adaptation. Interacting with senior managers at my company and 
with expatriate managers from other multinationals led to a more 
nuanced perspective. I learned that businesses also struggle to adapt 
in foreign countries. It turned out that the same differences in poli-
tics, economics, and culture I had experienced as an individual had 
a profound influence not only on how expatriate managers behaved, 
but also on the outcomes for their companies in foreign markets. 

 This personal background and work history was the seed of my 
desire to enter academia and devote my career to the broader study 
of globalization and global strategy. I was committed to studying 
how businesses globalize and how political, economic, and cultural 
differences influence the risks companies face in global markets. I 
wanted to understand why some companies are able to overcome 
risks and perform well in global markets while others stumble in the 
face of seemingly insurmountable obstacles. 

 As with all scholarly work, this endeavor has required building 
upon the best research from a variety of disciplines—econom-
ics, psychology, sociology, international business, and business 
strategy—to develop an original perspective. And the more I 
immersed myself in research and interacted with high-ranking 
executives, the more I realized that global companies, even the 
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successful ones, struggle to manage institutional—political, eco-
nomic, and cultural—differences across countries. I began to see 
with greater clarity and in greater detail how these institutional 
differences are at the root of the risks global companies face. 

 I first came up with the idea for this book about 10 years ago 
when I began to develop what I now call Global Acumen: a com-
prehensive global risk management tool. I devised this book and 
Global Acumen out of one simple insight: that there is a profound 
disconnect between what managers believe in real time about the 
risks inherent in globalization and what we academics have learned 
about the realities of those risks. 

 My academic peers have long understood the extent to which insti-
tutional differences create risks for global companies that, if man-
aged poorly, can lead to disaster. Through my many conversations 
with high-level managers across a range of industries at companies 
both large and small, I began to notice that managers intuitively 
understand the risks that institutional distance creates, but struggle 
to meaningfully account for those risks. Moreover, although we aca-
demics have developed a sophisticated understanding of institutions, 
institutional distance, and institutional risk, we had not developed 
an effective tool to help practitioners manage globalization’s institu-
tional risks. Our inability to inform and guide managerial practice 
has therefore let down the management community.

The body of academic work I have built upon and contributed to 
has emboldened me to see that we in the field have the knowledge 
to build such a tool. We are finally in a position to take that next 
step and improve the practice of global strategy in a meaningful and 
tangible way, and this book and its accompanying Global Acumen 
tool represent one step toward that end. 

 As a professor at a business school, it is my job to make research 
comprehensible and accessible while explaining to students in the 
classroom its real-world value. And yet I believe this charge should 
extend well beyond the classroom to our most important audiences: 
practicing managers in the thick of crucial global business decisions. 
Accordingly, I have tried to use less scientific and more practical and 
direct language here than in my other work. Though certainly less 
technical than my usual fare, there is plenty of meat here for those 
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interested in a dense, complex analysis (especially in  chapter 7  as 
well as in the endnotes throughout), where I lay out the findings in 
the context of years of rigorous academic research and voluminous 
scientific findings. 

 I built the overarching approach I lay out in this book on insights 
I have gleaned over decades from many fields: economics, psychol-
ogy, sociology, international business, and business strategy. In this 
book I translate, extend, and convert research findings on insti-
tutional differences into a practical, powerful set of risk manage-
ment tools with a set of step-by-step instructions that managers can 
immediately apply to help overcome globalization’s most stubborn 
challenges. Up until I decided to write this book, I dedicated my 
career to research, scholarship, scientific inquiry, and scholarly pub-
lications; however, I sincerely hope that this book sparks a dialogue 
and builds a bridge between two worlds: the towers of academia and 
the trenches of global business management.  
     



     CHAPTER 1 

 Globalization  : A Cautionary Tale   

   Managers tend to speak optimistically about the prospects 
of globalization, and for good reason. Globalization 
has fostered an increasingly interconnected world, with 

nearly $30 trillion in goods and services traded and more than 
$1 trillion in corporate investment in 2013 alone.  1   Advances in 
information technology and transportation have helped facilitate 
globalization—connecting developed and developing worlds, lift-
ing some 400 million people out of poverty along the way.  2   

 Nations are now inextricably linked through global trade and 
investment. There is no turning back. Accordingly, managers often 
view globalization as a powerful and inevitable force, and they tend 
treat it with reverence—speaking of it as if it were a breakthrough 
technology, the wave of the future that will change the world, if not 
their companies’ fortunes. And they tend to think of themselves as 
the champions of globalization, akin to explorers embarking on a 
mission to discover and conquer far-off, unexplored lands. 

 Managers express their optimism for globalization in terms of 
the profitability it can generate. They salivate at the potential for 
double-digit sales growth. They are seduced by opportunities that 
promise to slash costs by half or more, simply by shifting operations 
overseas. And they lead their companies on journeys to global mar-
kets in search of untapped and untold riches. 

 However, opportunity and reality do not always coincide. Although 
globalization certainly holds promise, it is also rife with hazards. It 
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presents risks that managers fail to appreciate and that they often 
overlook. Sadly, in the high-stakes world of global strategy, compa-
nies regularly fail to convert potential into profits. Most companies 
are poorly positioned to capitalize on globalization’s potential, and 
many are spectacularly unsuccessful in their attempts to globalize. 
In reality, failure in global markets is an epidemic with no signs 
of abating, characterized by otherwise well-intentioned, ambitious 
managers who make predictable—but avoidable—mistakes. 

 When it comes to globalization, managers are not just optimists; 
all too often, they are  unbridled  optimists. They habitually over-
estimate the benefits of globalization and underestimate its costs. 
In evaluating globalization opportunities, managers often forget the 
other side of the opportunity equation: risk. Risk goes hand in hand 
with opportunity, and managers fail to accurately account for the 
risks they face in global markets. 

 Managers often make dangerous assumptions about what it takes 
to succeed in global markets. They tend to assume that their cur-
rent business model, one they successfully and profitably exploit in 
their home country, will translate simply and effectively to other 
countries, yielding similar levels of profitability. These same manag-
ers fail to account for real and salient differences between nations 
and to consider how those differences generate operational risks that 
may negatively impact their business. Unfortunately, they end up 
learning the hard way that the risk borne out of cross-country dif-
ferences can overwhelm even the best-laid globalization plans. And 
there is no shortage of examples. 

 In just the past 20 years, high-profile companies, such as AES, 
IKEA, Tesco, and Walmart (among others), have been hobbled 
by globalization. AES fatally underestimated political risk in the 
Republic of Georgia. IKEA experienced a setback brought on by 
Russian corruption. Tesco demonstrated a fatal ignorance of US 
consumers  . Even the behemoth Walmart suffered from a toxic 
cocktail of problems in China, where it tried to force-fit its business 
model into an immensely varied and misunderstood market with a 
dramatically underdeveloped infrastructure. 

 While it is helpful to learn from the struggles that have beset these 
high-profile companies, it is important to realize that globalization’s 
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challenges do not afflict just large companies in specific industries 
from specific countries. The harsh reality is that no business is 
immune from the kinds of globalization mistakes I describe below. 
It matters little whether the company is large or small, whether it is 
expanding abroad for the first time or has a long history of operating 
in global markets, whether it operates in new or mature industries, 
or whether it hails from developed or developing countries. The one 
irrefutable constant is that companies struggle with globalization. 

 The irony in all of this is that there are mountains of data and 
research documenting the risks and challenges associated with glo-
balization, but the lessons of struggle have not been learned, and 
they have not effectively crossed over into mainstream management. 
As a result, managers tend to repeat past mistakes in routine fash-
ion—lather, rinse, repeat. 

  Global Vision  unlocks the mysteries of globalization and pres-
ents a framework and a tool—Global Acumen—that managers can 
immediately apply to navigate globalization’s hazards successfully. 
The book will help us learn from the past and avoid common glo-
balization mistakes.  

  Four Examples of Flawed Expansion 

 Let’s begin by walking through a handful of examples of familiar 
companies. I have chosen these companies because each of them 
struggled with a different set of factors—all of which will come into 
play in discussions in later chapters. 

  Faltering from Political Instability: AES in Georgia 

 The US-owned, multinational power company AES attempted to 
enter the Republic of Georgia shortly after that country’s indepen-
dence from the Soviet Union; the endeavor ultimately was a stag-
gering failure in globalization as a result of a gross underestimation 
of risk. 

 AES entered Georgia in 1999, following the country’s estab-
lishment as post-Soviet state, when Georgia was working its way 
through political upheaval and civil unrest. AES negotiated a deal 
with the Georgian government to provide power to residential and 
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commercial customers in the city of Tbilisi and its surrounding 
area. At the time, the company’s analysts estimated that if the gov-
ernment made good on its promises, the deal would yield AES an 
annual return of approximately 20 percent. However, local political 
actors thwarted AES’s business at every turn, largely as a result of 
the corruption that is endemic not only to Georgian society but 
especially to Georgian politics. 

 From the very start, AES had trouble collecting payment from 
residential customers who were unaccustomed to paying for electric-
ity, which they had enjoyed free of charge under the Soviet regime. 
In addition, AES had an especially difficult time collecting pay-
ment from commercial customers, many of which were owned by 
the Georgian government. This was, of course, the same govern-
ment that had contracted with AES for the provision of electricity 
in the first place. As AES struggled to collect from its customers, its 
financial losses mounted. 

 At the same time, and over a period of several years—from 
1999 to 2003—the political situation in Georgia deteriorated. 
The country was once again teetering on the edge of civil war. 
At one point, the political environment became so unstable that 
the mere presence of AES became a symbol of Western imperial-
ism, as Georgian citizens increasingly felt that their government 
was ceding control over its most important national resources 
to foreign interests. It became more and more clear to AES that 
the Georgian government was not likely to live up to its end of 
the bargain and allow the company to (1) charge market rates 
for electricity and (2) collect on outstanding electricity bills from 
residential and commercial customers. As a result, AES decided 
to abandon the Georgian market after only four years, losing its 
entire investment along the way—nearly $300 million. What is 
more, as a part of a settlement brokered between AES and the 
Georgian government, the company was forced to pay $30 million 
to the government just for the right to terminate the contract early 
and leave the country. 

 There is no doubt that AES made a number of mistakes in the 
Republic of Georgia, but its cardinal error was being seduced by 
the country’s market potential while underestimating its extreme 
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political risk. In spite of the financial maxim that when it comes 
to business investments, high risk reaps big rewards, the risks of 
expanding into Georgia were just too great, and for AES, the rewards 
did not justify the risks.  3    

  Fighting the Home-Field Advantage: IKEA in Russia 

 For IKEA in Russia, corruption, coupled with a legal system that 
favors local interests over foreign interests, was the culprit in its 
underwhelming results. In the 15 years since the Swedish home fur-
nishings giant first entered that country, it has struggled to generate 
sufficient profitability, a struggle largely due to Russia’s legal system 
and its political and social makeup, in which corruption and graft 
are commonplace. IKEA opened its first outlet in Moscow in 2000, 
and almost immediately the local utility company demanded bribes 
in exchange for maintaining an uninterrupted electricity supply to 
the store. IKEA managers—determined to do things aboveboard 
and accustomed to a political and social environment that disdains 
bribes and kickbacks—opted to rent generators to protect itself 
against the threat to its power supply. 

 Renting generators to circumvent the threat of electricity outages 
seemed like a clever solution. Only later would IKEA discover that 
its own employee charged with managing the company’s relation-
ship with the Russian generator company was involved in a kickback 
scheme to artificially inflate the price of the generator service. When 
IKEA sought redress in Russian civil court, the judge not only ruled 
against IKEA but also slapped the company with a fine for breach 
of contract with the generator company. IKEA learned a hard les-
son: Even when laws exist to protect the interests of foreign inves-
tors, local courts do not always enforce them. There remains a large 
and unwritten home-field bias in the local court system, and IKEA 
suffered an expensive—and avoidable—loss that has prevented the 
company from achieving profitability targets in Russia.  4    

  Lost in Cultural Translation: Tesco in the United States 

 For British grocery retailer Tesco—one of the largest in the world—
failure in its expansion to the United States was largely the result 
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of its insufficient understanding of the US consumer market. The 
company opened a chain of small-format grocery stores in Arizona, 
California, and Nevada in 2007 at a cost of $436 million.  5   It posi-
tioned its new “Fresh & Easy” stores in a niche between typical 
US convenience stores (such as 7-Eleven and Circle K) and local 
supermarket chains (such as Kroger, Safeway, and Albertson’s), hop-
ing to appeal to what it perceived as an underserved middle mar-
ket. Tesco’s Fresh & Easy store format offered a wider selection of 
staple products than convenience stores and yet more convenience 
than supermarkets (for customers who wanted to get in and out of 
the store quickly). It also offered a mix of products between that of 
upscale, high-end stores (such as Whole Foods) and mass-market 
stores (such as Walmart). 

 Unfortunately, Tesco misread the needs of American shoppers, 
who became confused by its mix of branded and private-label prod-
ucts. Instead of appealing to an underserved niche, Tesco got stuck 
in the middle, offering neither enough variety to draw customers 
away from convenience stores nor adequate gains in convenience to 
woo customers from supermarkets. 

 Tesco learned the hard way that it is important to understand 
the local consumer culture. Management was overconfident about 
its business model and the benefits of imposing what it knew about 
English customers onto the market in the United States. There was 
a good reason the middle-market niche had not been filled: It did 
not appeal to local cultural tastes. Customers were already being 
well served by the two distinct categories—convenience stores and 
supermarkets—based on selection, price point, and accessibility. 
Ultimately, Tesco’s mistake—misreading the local cultural environ-
ment—cost it dearly. It chose to exit the US market in 2013 after 
year-over-year operating losses and total losses of nearly $2 billion.  6    

  Misreading the Overall Environment: Walmart in China 

 In some cases a company’s difficulty with global expansion stems 
not solely from a poor understanding of the host country’s social, 
political, or economic environment but from a combination of 
circumstances that interfere with the company’s business model. 
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Walmart’s ongoing troubles in China, since opening its first super-
store in Shenzhen in 1996, reflect a fundamental misunderstanding 
of China’s overall environment, one that demonstrates the compa-
ny’s failings in multiple areas. 

 As Tesco did in the United States, Walmart has struggled to 
understand Chinese consumers and Chinese culture. Chinese con-
sumers, unlike those in the United States, differ widely from city to 
city in their needs and tastes. Walmart therefore struggles to find 
the right product mix to offer in all 117 cities and 25 provinces 
in which it operates. This makes it challenging to sell a core set of 
products nationwide. 

 Like IKEA and AES, Walmart has also suffered from troubled 
relationships with politicians—both local and national—and the 
company has had its fair share of run-ins with the law. On one occa-
sion the Chinese government fined Walmart for violating local and 
national laws and even forced it to close stores temporarily for pur-
ported product violations. Walmart paid the fines, in spite of the 
fact that the company believed the claims to be unfounded. 

 Even if Walmart could harmonize its product offerings with con-
sumer needs in China and avoid cultural and political missteps, 
the company’s greatest challenge remains an economic infrastruc-
ture that is problematic and underdeveloped. China simply cannot 
accommodate one of Walmart’s greatest strengths: an ultraeffi-
cient and technologically advanced supply chain. What was largely 
responsible for Walmart’s success in the United States has led to its 
downfall in the Chinese economic environment; the company did 
not anticipate that scaling up its business model there would present 
so many problems. 

 Since 1996, Walmart has opened 400 stores in China, and main-
taining a retail footprint this large in a country that is so complex 
presents numerous logistical challenges. Wal-Mart’s struggles high-
light the difficulties inherent in transferring a competitive advantage 
rooted in supply-chain efficiency—that is, logistics—to a country 
lacking a sophisticated technological and physical infrastructure. 

 Although China has led the globe in infrastructure investment 
over the past several years, outside of its largest cities (e.g., Shanghai, 
Beijing, Tianjin, Guangzhou, and Shenzhen), its infrastructure 
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remains more than problematic.  7   The efficient transport of goods 
from one region to another is a challenge for Walmart not just because 
of China’s sheer physical size, but also because its air, ground, and 
rail infrastructure is not up to the company’s standards. To date, 
Walmart has not been able to supply its stores efficiently enough to 
generate a profit, and its China business has struggled to generate 
profits for nearly two decades. 

 Unlike Tesco, IKEA, and AES, which each faced one promi-
nent issue, Walmart in China faced a number of cultural, political, 
and especially economic obstacles that, combined, have persistently 
dogged it. As a result, Walmart has consistently underperformed in 
this huge and potentially lucrative market. Worst of all, had it taken 
a more tempered approach to China, Walmart’s losses could have 
been avoided.   

  Failure to Globalize Effectively: Some Common Ground 

 These high-profile failures reveal corporate misjudgment that is, 
unfortunately, more the norm than the exception. Globalizing com-
panies habitually underperform in foreign markets, and more often 
than not, they fail to achieve desired performance targets in global 
markets. The performance statistics are staggering. Globalizing 
companies take about three months longer and spend anywhere 
from 5 to 25 percent more than domestic companies just to get their 
businesses off the ground. Foreign companies pay higher wages, on 
average, than their domestic competitors. They are also more likely 
to get sued than domestic companies and more likely to lose local 
lawsuits. All of this translates into a higher general cost structure for 
foreign firms and significantly higher rates of failure for global busi-
ness expansions compared to domestic business expansions. 

 Even those companies that are lucky enough to achieve profit-
ability in global markets tend to earn lower returns in their for-
eign-market operations than in their domestic ones. Starbucks, 
for example, which has been relatively successful in global mar-
kets, has operating margins in Japan—its second-largest mar-
ket in terms of revenue—that are half those of its US business.  8   
Similarly, Lincoln Electric, one of the world’s largest and most 
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profitable welding equipment manufacturers, has been making 
profits in Asia that are only one-third of those in the United 
States. Its profitability in South America is about half that in the 
United States.  9   

 The global financial crisis has even exposed flaws in the business 
models of global banks. The banking industry, which has embraced 
globalization more than other industries, suffers from widespread 
global mismanagement, fierce local competition, and regulatory 
challenges that have caused industry-wide global profitability to 
decline. Studies show that foreign banks tend to achieve lower lev-
els of profitability than similar domestic banks, and large banks 
such as Citibank and HSBC are no exception. They have signifi-
cantly eroded profit margins through global expansion. Less formi-
dable global competitors such as ABN-AMRO and Royal Bank of 
Scotland have been felled by misguided attempts to globalize.  10   

 Despite the precedent of these high-profile global failures and 
struggles, global expansion continues apace. Companies have 
increased their globalization at a rate far greater than the rate of 
inflation. The gray line in  figure 1.1  illustrates annual corporate 
global investment (foreign direct investment) flows from 1995 
through 2013. Although there have been some notable declines in 
the wake of the dot-com crash and the global financial crisis, for-
eign direct investment has almost quadrupled (from $360 billion to 
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$1.4 trillion per year). This represents growth of about 389 percent, 
or 8 percent compound growth on an annualized basis (illustrated 
by the dashed trend line). That is nearly double the growth rate of 
global gross domestic product (GDP) over that same time span.  11      

 Opening up markets by reducing trade barriers and relaxing 
investment restrictions has certainly helped to fuel this growth, 
but ultimately managers are the ones who commit investment dol-
lars to global expansion and are thus responsible for it. These same 
managers reap what they sow when it comes to global expansion, 
and it seems they have bought into Thomas Friedman’s message 
that the world is flat. There is one crucial path to success in a flat 
world: Managers  must  grow their companies into global champi-
ons. Unfortunately, this is a flawed thesis, with potentially disas-
trous consequences.  

  Reimagining the Globalization Landscape 

 Thomas Friedman is renowned for claiming that the world is 
f lat, in not one but two best-selling, highly lauded, and widely 
quoted books— The World is Flat  (2005) and  Hot, Flat, and 
Crowded  (2008).  12   Friedman posits that information technology 
is revolutionary in that all people and countries bear an increas-
ing resemblance; he suggests that borders between countries are 
becoming increasingly irrelevant. It follows that companies that 
fail to globalize and capitalize on this convergence trend will be 
left behind. 

 While advances in information technology are indeed increas-
ing at a rapid rate, and those advances have certainly facilitated the 
coordination, connectedness, and efficiency of communications 
across borders, it does not follow that all peoples and countries will 
converge so as to become nearly indistinct. Despite what business 
pundits who exhort globalization would have us believe, important 
differences between countries remain, and information technology 
simply does not fully bridge the political, economic, and cultural 
divides between countries.  13   

 Pankaj Ghemawat and Richard Florida, for example, have dem-
onstrated that the world is not as flat as Friedman purports.  14   There 
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is still substantial difference in the world. People are not the same 
the world over. Countries vary on a host of dimensions, and the 
ways in which they differ have important implications for how com-
panies ought to globalize and how globalizing businesses will per-
form. These differences make it incredibly challenging to manage 
far-flung global corporations. 

 And therein lies the managerial challenge. It seems that man-
agers of global and globalizing companies have taken Friedman’s 
words to heart, and as a result they are either unsure or unaware 
of how differences between countries will impact their business. 
They therefore make dangerous assumptions, underestimating 
the extent to which such differences are likely to negatively influ-
ence the bottom (or top) line, only to learn through a series of 
costly and painful lessons that the challenges of globalization are 
real and complex. Building on what research has shown again and 
again, I reveal a different framework that managers will need if 
they are to help their firms succeed in expanding across borders 
and across continents. 

 Ultimately, institutional factors (political, cultural, and eco-
nomic) that distinguish countries are at the root of the poor 
performance of so many global enterprises. In the examples I 
provide above, AES, IKEA, Tesco, and Walmart all struggled 
with global expansion, and each faced a unique set of pressures 
and obstacles specific to the countries in which they operated 
that impeded their global expansion efforts. Each faced chal-
lenges that grew out of differences in institutions between coun-
tries. For AES, the problem was political; for IKEA, the issue 
was also largely political. For Tesco, the challenge was cultural, 
and Walmart encountered largely economic challenges as well as 
a combination of other difficulties. Had the managers of each 
of these firms focused less on the “f latness” of the economic 
landscape and more on the specific terrain of each market into 
which they were expanding, these globalization anecdotes would 
have had much happier—and more profitable—endings. This 
is not a question of hindsight being 20/20, but rather of well-
documented cautionary tales that offer overarching lessons man-
agers have largely ignored.  
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  Institutional Distance: A Key Factor 

 To improve your understanding of global business, to make better 
international expansion decisions, and to better manage the com-
plexities inherent in an organization with geographically far-flung 
operations, you need a more sophisticated understanding of insti-
tutions. You need to appreciate how nations differ in institutional 
makeup, how institutional differences between nations support or 
impede business practices, and how those differences manifest as 
increasing risks (and costs). More important, you need to be able to 
assess the risks so as to account for them in strategic and financial 
analyses. This book tackles these issues head on to help you improve 
your “global acumen” and increase the likelihood that your com-
pany will thrive in global markets. 

 I begin with a detailed, research-based examination of how coun-
tries differ in critical institutional factors, both formal and informal. 
I explore how a country’s laws, regulations, and political structures 
lead to behavioral edicts that distinguish between permitted (and 
not permitted) activity. I explain how economic market structures 
create patterns of behavior that can either promote or constrain cer-
tain types of business activity. Finally, I reveal how cultural institu-
tions such as languages and religions shape social norms, providing 
a guide for socially acceptable or unacceptable conduct. 

 As you might expect, it is easier to conduct business in countries 
that share commonalities in institutional profile. Successful global 
expansion is more likely in a country that is institutionally similar to 
your own—where you not only speak the language, but also under-
stand the culture as well as the political and economic environments. 
Many managers make the mistake of assuming a certain degree of 
similarity between their firm’s home country and host country (the 
one it seeks to expand to). It is, of course, trickier to conduct busi-
ness in a country that varies significantly from your own. Managers 
often find themselves lost in such situations—struggling to under-
stand local norms, customs, and cultural nuances. They make costly 
and unnecessary mistakes when they misread or misjudge the local 
cultural, political, and economic environments. 

 There is a long history of studying institutions and institu-
tional differences in academic circles in the fields of economics, 
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psychology, sociology, and anthropology. The academic literature 
has even devised terminology to describe institutional differences 
across countries. We scholars refer to such differences as  institutional 
distance . When institutions are similar across countries, institutional 
distance is small. For example, institutional distance is relatively 
small between Canada and the United States, between Spain and 
Mexico, and between the United Kingdom and Australia. (There 
are obvious cultural, political, and economic similarities that make 
this seem like common sense.) When institutions differ substan-
tially between countries, institutional distance is great. For exam-
ple, institutional distance is relatively great between China and the 
United States, between India and Brazil, and between Indonesia 
and Spain.  

  What Is Your Company’s Institutional Distance? 

 If you’re a manager or a business owner, think about institu-
tional distance in the context of your own business. What are 
the factors that make your business a success in your home 
market? Are these factors similar in other regions to which you 
seek to expand? Of course, this could apply even to expansion 
into another town, city, or state or to expansion from a rural 
market to an urban one or vice versa. But do a thought experi-
ment that begins to break down the institutional (political, 
cultural, and economic) features of your own home country 
and consider those features in terms of institutional distance 
to other countries in which you are considering doing business. 
The greater the differences between your current context and 
the context into which you would like to expand, the greater 
the institutional distance, and the more challenging it will be 
to expand there.   

 It should be clear that institutional distance relates to but is 
not the same as geographic distance. Some countries that are geo-
graphically close resemble one another in institutional profile, as 
with Canada and the United States. However, other countries that 
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are geographically close are not institutionally similar, as with the 
United States and Mexico. Countries that are geographically dis-
tant can be also institutionally close, such as the United States and 
the United Kingdom. In fact, some pairs of countries are insti-
tutionally closer than other pairs that are closer geographically. 
For example, the United States shares more institutional common-
ality with the United Kingdom and Australia than it does with 
Mexico. 

 Moreover, institutional distance is relative. Institutional prox-
imity by no means guarantees success in global expansion, as the 
Tesco example illustrates. Tesco hails from the United Kingdom, 
a country that shares an institutional history with and is insti-
tutionally similar in many respects to the United States, and yet 
Tesco still struggled with cultural differences between the two 
countries. While it would be far easier for Tesco to operate in 
the United States than in China, globalizing to an institutionally 
similar country still requires overcoming numerous institutional 
obstacles. 

  Why Managers Are Unfamiliar with Institutional Distance 

 Institutional distance is not a new concept in academic literature on 
globalization; we have long understood the challenges institutional 
distance can pose, and we have made great strides in measuring it. 
And yet the ways in which we academics have conceptualized insti-
tutional distance has been of very little use to managers; we have not 
developed a good way to convey the toll this distance can take on 
global and globalizing companies. We academics have done little to 
help guide managerial practice. 

 The result of this lack of communication is that managers tend 
to underestimate the risks of globalization; they focus on the mea-
surable—the top-line growth potential or the headline cost savings 
associated with globalization—rather than on the potential (and, 
in fact, likely) downside risks that we know go hand in hand with 
expansion to institutionally distant countries. That lack of commu-
nication ends here.   
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  How This Book Can Help You 

  Global Vision  first helps you gain an appreciation for how coun-
tries differ and a solid understanding of the critical institutions 
underpinning those differences. It then teaches you how to measure 
those differences—that is, institutional distance—across political, 
cultural, and economic dimensions. Once you understand institu-
tions and the risks that institutional distance creates for global and 
globalizing companies, you will understand how to use measures of 
institutional distance to generate risk spreads (Global Acumen) that 
help to account for globalization risk. Managers can easily incorpo-
rate the outputs of Global Acumen into existing corporate strategy 
analyses and financial decision models. 

 Ultimately, using the institutional distance framework this book 
provides and the Global Acumen risk spreads can help you make 
better globalization decisions and avoid costly globalization mis-
takes. Global Acumen will:

   help you appreciate that   ● differences in political, cultural, and eco-
nomic institutions are at the root of globalization’s challenges;   
  help   ● guide your globalization decisions  regardless of the country, 
industry, stage, or size of your business—or even its globaliza-
tion history;  
  help you   ● make better informed, smarter globalization decisions by 
taking institutional differences into account;   
  help you   ● determine which countries it makes sense to enter and 
which to avoid,  based on institutional profiles and institutional 
distance;  
  provide a means to accurately price globalization risk and   ● build 
in safeguards  to help protect against that risk;  
  teach you how to   ● incorporate globalization risk into existing finan-
cial decision models  (e.g., financial benchmarking, breakeven 
analysis, internal rate of return, or discount rate techniques);  
  help you   ● select the appropriate mode of entry into foreign markets;   
  help you determine how to   ● optimally structure your global 
operations;   
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  help you make better   ● management and staffing decisions  in ongo-
ing foreign operations;  
  help you   ● think through strategies for global sourcing and supply 
chains .    

 The world of international business is an exciting one with plenty 
of opportunities. But it is also precarious. Managers need a new 
set of tools that will empower them to make smart decisions about 
globalization. Unfortunately, managers run into problems when 
they use globalization strategies that are simply extensions of their 
domestic strategy. In order to play the complicated and high-stakes 
game of global strategy and have any chance at winning, manag-
ers need to awaken from this desultory approach. There are facts 
and data about what it takes to succeed: how to identify, assess, 
and manage the risks managers will encounter as they globalize. 
Global Acumen can help unlock the secrets to successful globaliza-
tion that until now have remained within the walls of academia. 
 Global Vision  can be your guide. The next chapter begins the 
journey toward developing the mindset and the tools you need to 
become “globalization savvy”—allowing you to capitalize on glo-
balization’s opportunities while adroitly avoiding its costly and well-
documented mistakes.  
   



     CHAPTER 2 

 The Globalization Process   

   Before we set off on our journey to explore the complexities of 
globalization, I want to set the stage with a couple of basic 
concepts that are fundamental to a discussion of how busi-

nesses function and how they globalize. This chapter explains my 
view of globalization in the context of profitability and the role that 
managers play in that process, given the globalization-related deci-
sions they make on behalf of their companies. The perspective I 
adopt is not unique to this book but reflects an approach that is 
shared broadly. However, it is helpful to revisit it here because it is 
essential to building the framework for globalization that I explore 
in later chapters.  

  A Preface on Profits 

 This book’s most basic assumption relates to profitability and the 
role of managers in generating profits for their companies. I refer to 
profit, generally, as the financial gains to a business. It is what is left 
over after a company has collected all of its receipts and paid all of 
its bills. We can therefore express profit as a residual of its underly-
ing components: revenues and costs. Any profits that exist after a 
company has subtracted its costs from its revenues rightfully belong 
to the shareholders (owners) of the corporation. 

 With that in mind, we can view profit generation as the principal 
responsibility of managers. As agents and fiduciaries of shareholders, 
managers are preoccupied with and acutely attuned to how business 
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activities affect revenues, costs, or both. Indeed, many of the deci-
sions managers make are guided by profitability concerns, with a 
specific focus on increasing revenues or reducing costs. 

 When it comes to profits, you will notice I refer to “principal” 
managerial responsibility rather than to “sole” responsibility. I am 
not suggesting that managers consider  only  the desire of sharehold-
ers and always put profits first. Given that managers must balance 
the demands of various other stakeholders—customers, employees, 
suppliers, governments, local communities—there will be instances 
when the interests of two or more of the constituents (i.e., sharehold-
ers and other stakeholders) will be in conflict. In fact, there are likely 
to be times when managers will put the needs of certain stakehold-
ers above the profitability requirement of shareholders. The point is 
simply that, though stakeholder voices matter, profits are incredibly 
important to managers, and therefore I focus my discussion of glo-
balization largely on its role in generating profits for companies.  

  Globalization and Profits 

 Against this backdrop, the process of globalization generally starts 
with managers identifying an opportunity to increase profits. At 
some point, managers recognize that operating globally has the 
potential to generate additional revenues or lower costs. 

 Expanding globally allows companies to reach far-flung custom-
ers and generate foreign sales. And these days, it seems all the rage 
to penetrate fast-growing emerging markets, like those in China and 
India, to reach a vast consumer base. Managers are often lured to 
China by the potential to reach its more than one billion consumers, 
and the automobile industry is one such example. 

 Drawn by China’s massive demand-side market potential, foreign 
automobile manufacturers first entered the Chinese market in 1978, 
with Volkswagen leading the charge. Other foreign auto manufac-
turers (GM, Mercedes, BMW, Nissan, Ford, and Toyota) followed 
suit soon after, piling into China to such an extent that foreign 
brands now make up more than 50 percent of all new automobiles 
sold there. In fact, GM has reached record levels of sales in China, 
selling more cars in China than in the United States.  1   
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 Managers also identify opportunities to decrease costs via global 
expansion. For example, companies can shift value-added activi-
ties to countries where they can access cheap, abundant labor. 
Many US companies take advantage of NAFTA tax provisions that 
allow them to move operations (in the form of maquiladoras) to 
Mexico, where wage rates are about 20 percent of equivalent rates 
in the United States.  2   Mattel, one of the largest toy companies in 
the world, has long operated a maquiladora manufacturing facility 
near Tijuana. 

 Similarly, in the textile industry, many large companies source 
products from countries with low-cost labor, such as China, 
Indonesia, Thailand, and Vietnam, where they can pay wages that 
are only a fraction of those they would have to pay in the United 
States. H&M, a Swedish concern that is one of the largest retailers 
in the world, outsources more than 60 percent of its production to 
Asia to keep its input costs down. 

 Of course, opportunities for revenue enhancement or cost savings 
are not reserved for large companies. Companies of all types can 
increase revenues and/or reduce costs via globalization. Logoplaste, 
for example, a relatively small Portuguese packaging company has 
been able to lower its operating costs by manufacturing in Eastern 
Europe. Similarly, the Selkirk Group, a small, family-owned 
Australian building materials company, has been able to effectively 
tap into the Japanese export market to increase its overall revenues 
by 10 percent. 

  The Impetus for Expansion 

 Managers come across opportunities to increase sales or decrease 
costs in a variety of ways. Sometimes an opportunity simply falls 
into a company’s lap. Companies often see demand for their prod-
ucts and services pop up in unexpected places. The kinds of expan-
sion where local customers pull a company into a foreign market are 
known as “follow-the-customer” globalization strategies. They are 
fairly typical in the service sector, where retailers, banks, accounting 
firms, consulting companies, and law firms follow clients from the 
home country into global markets to serve them there.  
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  Gliding into a Niche: L.L. Bean in Japan 

 In the late 1980s and early 1990s, when L.L. Bean first started 
to expand globally, Japan’s economy was flourishing, and 
Japanese citizens were enjoying a surge in personal wealth, 
with more leisure time and an increased interest in outdoor 
recreational activities. Tourism from Japan to the United States 
was at its peak. Japanese consumers exhibited an affinity for 
L.L. Bean’s products, buying not only when they visited the 
United States, but also over the phone from L.L. Bean’s cata-
log. The company was more than happy to fill orders to Japan, 
especially given that Japanese customers paid full freight for 
the goods (absorbing the company’s transportation costs) 
and even agreed to a “no returns/no exchange” policy. By the 
early 1990s sales to Japan via the catalog accounted for nearly 
10 percent of L.L. Bean’s overall sales. Ultimately, in 1992, 
L.L. Bean established physical stores in Japan—a market into 
which it had not purposely sought to expand—licensing Seiyu 
and Matsushita to run the Japanese operations. L.L. Bean suc-
cessfully capitalized on an opportunity that arose suddenly and 
quite unexpectedly.  3     

 There are also cases in which opportunity arises on the cost side 
of business operations. Managers might not be looking specifically 
to globalize their supply chain to reduce costs, but sometimes for-
eign suppliers will approach a company with offers in hand.  

  Partnering with a Mexican Supplier 

 The CEO of a large, US-based food ingredient company 
explained to me how a Mexican producer unexpectedly 
approached him with an offer to manufacture an ingredient 
under license in the Mexican company’s facilities, an ingredi-
ent his firm had been producing in the United States—at a 
significant cost savings (even after factoring in the additional 
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transportation costs from Mexico to the United States). After 
several months of negotiations, the US company ultimately 
decided to cease production of the product domestically and 
license the manufacture of the product to the Mexican supplier 
for resale in the United States. Shifting production to Mexico 
not only lowered the company’s overall operating costs, but it 
freed up the company’s manufacturing capacity in the United 
States such that the company was then able to repurpose its 
facility to manufacture products that had a higher value-added 
and were more profitable.   

 Happenstance notwithstanding, managers more often than 
not make decisions about globalization proactively and deliber-
ately. Globalization strategies typically are devised by managers 
who are continually scanning the environment, looking for an 
opportunity to pounce. Many managers spend a good portion 
of their time considering opportunities to generate additional 
sales and/or drive costs down through globalization. They often 
carry out or commission studies of foreign markets in advance, 
looking for opportunities to grow the business and streamline 
operations. They even regularly schedule exploratory fact-find-
ing tours to assess opportunities in global markets. One high-
level executive at a large retailer in the United States told me 
that he tours current and prospective markets at least twice per 
year, not only to meet with his current suppliers but also to iden-
tify new suppliers to source products from in order to reduce 
operating costs. 

 This is not to suggest that global tours are exclusively the domain 
of large, deep-pocketed companies. Even small, family-owned com-
panies, such as the Selkirk Group, use regularly scheduled tours of 
foreign markets as a strategic tool to generate global business. Selkirk 
executives typically tour several Asian markets per year to meet with 
existing (and potential) sales agents and customers as a means to 
drum up business.   
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  Building Globalization Business Plans 

 Regardless of how globalization opportunities arise—by chance or 
by design—global expansion requires careful analysis. Managers 
must be able to justify the revenue and cost benefits associated with 
globalization, and they are wise to factor a host of considerations 
into their calculations. Based on those factors, managers can build a 
business plan to justify their globalization efforts, comprehensively 
projecting revenues and costs to assess whether they can profitably 
globalize. They can express their business plan in financial terms 
reflecting:

   the duration of the opportunity,   ●

  the projected revenues and operating costs,   ●

  the investment costs,   ●

  the residual value of the business (should the company decide  ●

to sell the business),  
  the exchange-rate considerations (should the company do busi- ●

ness in a foreign currency),  
  the tax implications (associated with tax policies in both the  ●

home country and the host country),  
  the overall profitability associated with the opportunity.      ●

  “Newlandia”: A Concrete Example 

 We can put this all together in the form of a concrete example to 
consider how a typical financial analysis influences managers’ deci-
sions to expand globally. You might explore these ideas if you were 
taking a class on global strategy or international corporate finance, 
and I am providing them here so we are working from the same 
foundation. Though simplified in nature, these considerations are 
not too far removed from those that managers use in their real world 
financial models. And this will serve you well in subsequent chap-
ters, where I revisit the example to illustrate certain principles and 
dynamics of globalization. As an added benefit, you can compare 
the approach adopted in this example to the one your company typ-
ically takes in managing its globalization efforts. 

 Let us consider a fictitious (but representative) example: global 
expansion for a US-based company into a country I call “Newlandia.” 
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Consistent with the case in which managers proactively seek oppor-
tunities in new markets, the company’s managers believe that there is 
an opportunity to increase revenues (and, ultimately, profitability) by 
selling to a new set of customers in Newlandia. 

  Initial Assumptions 

 For the sake of simplicity, this example contains several assump-
tions, namely, the following:

   1.     The business opportunity in Newlandia exists for five years.  
  2.     The company can generate a $1,000 in constant revenues per year.  
  3.     The company has constant operating costs of $800 per year.  
  4.     There are no investment costs (i.e., the company can start up its opera-

tions in Newlandia for free).  
  5.     There is also no residual value for the business (i.e., at the end of the 

five-year period the opportunity disappears and the company cannot 
sell the business for additional monies).  

  6.     The company will conduct business in Newlandia in US dollars (i.e., 
there is no currency risk).  4    

  7.     There are no taxes.       

  Table 2.1  reflects the overall financial implications for the 
Newlandia business plan, expressed in the form of a standard income 
statement. Assuming all the revenues and costs in the table are the 
only ones associated with the company’s global expansion plan 
and that these are absolutely certain, this investment seems like a 
no-brainer. Just about every manager would be willing to move 
forward with the Newlandia opportunity, as it generates a return 
of 20 percent ($200/$1,000) per year. Anyone making even basic 
investments would agree that 20 percent is an excellent return, far 
outpacing what could reasonably be expected in the US stock market 

 Table 2.1     Business Projections for Newlandia 

 Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Profit $200 $200 $200 $200 $200
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(which has traditionally fallen in the 7–9% range). And in this the-
oretical example the return comes with zero risk, because we know 
all the costs and revenues with certainty.  

  Introducing More Real-World Factors 

 Given that the world is much more complicated than this simple 
model, let’s add a tinge of complexity: start-up costs and the time 
value of money. This makes it possible to compare our profits from 
globalization into Newlandia to those we could reasonably expect if 
we invested the company’s money otherwise.    

 The modified example in  table 2.2  assumes a $550 investment 
in Newlandia.  5   (After all, if we want to manufacture products, we 
would need to buy [or rent] land, build a factory, purchase equip-
ment, etc.) Once we factor in these start-up investment costs, it 
is not immediately clear that Newlandia presents a good business 
investment. We must assess whether it makes sense to invest $550 
today (in year zero) for $200 in profits over each of the next five 
years. 

 To answer that question in a fiscally prudent way—one that 
would satisfy most managers and shareholders—we need to think 
about alternative ways in which we could invest those $550, and the 
likely returns that amount would generate. We could, for example, 
invest the $550 in the stock market (with nearly a 7–9% historical 
return) or give the $550 to our shareholders in the form of divi-
dends—it is their money, after all—and let them invest it as they 
see fit. 

 To determine whether the Newlandia opportunity provides 
shareholders adequate benefit in exchange for the initial investment, 
we should discount the cash flows associated with the investment 

 Table 2.2     Business Projections for Newlandia: Assuming an Upfront Investment 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
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(factoring in the time value of money, recognizing that $1 today is 
not the same as $1 tomorrow). We will discount the future profits 
associated with the Newlandia investment so that they are faithfully 
reflected in terms of present-day cash values in order to make an 
apples-to-apples comparison with the initial investment. The interest 
rate we will use to discount the cash flows will be the one we could 
earn otherwise if we had used the amount dedicated to Newlandia 
for an alternative purpose. We can then add the discounted inflows 
of cash (the future profits) to the outflows of cash (the initial invest-
ment) to determine the net present value (NPV) of the Newlandia 
opportunity.    

  Table 2.3  reflects a scenario that assumes an opportunity cost 
of capital of 8.5 percent based on the capital asset pricing model 
(CAPM), where the 8.5 percent represents the long-run average 
interest rate (more or less) of investing in the stock market, and 
therefore an appropriate benchmark for the rate of return for a com-
pany with average riskiness.  6   In other words, the 8.5 percent dis-
count rate assumes that if we did not invest in Newlandia, we (or 
the shareholders who would receive a dividend in the form of cash) 
could alternatively invest that $550 in an investment with a level of 
risk similar to that in the stock market—one that generates about 
8.5 percent compound interest per year. 

  Table 2.3  implies that the discounted cash flow associated with 
the year 1 profit of $200 is equivalent to $184 expressed in terms 
of today’s present value dollars ($200/1.085). That is to say, if I 
invested $184 in the stock market today, I would expect—assuming 
an 8.5 percent historical return on investment—for it to yield about 
$200 by this time next year. Similarly, the $200 profit from year 2 

 Table 2.3     Business Projections for Newlandia: Assuming an 8.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 Present Value –$550 $184 $170 $157 $144 $133
 Overall NPV  $238 
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would be worth only $170 today ($200/(1.085) 2 ). That is, if I were 
to invest $170 today at 8.5 percent compound interest for two years, 
I should expect to have $200 two years hence. And so on.  7   

 Based on these calculations—adding all of the present values of 
the future cash flows and subtracting the initial investment—the 
Newlandia opportunity generates a positive net present value that 
exceeds the initial investment by $238 (where the NPV equals the 
total across discounted cash flows for years 1 through 5 [$184 + 
$170 + $157 + $144 + $133] minus the initial investment cost in 
year 0 [$550]). This reveals that the total future discounted profits 
from investing in Newlandia are greater than the opportunity cost 
alternative of investing the $550 in the stock market. Given this, the 
manager is wise to invest in Newlandia on behalf of the company.   

  Real-World Complexity 

 The Newlandia example can be helpful in thinking through the 
impact of globalization on profitability. Companies typically use 
some variant of the modeling technique I describe above to evalu-
ate global business opportunities. However, real-world complexity 
often creeps into the model because Newlandia—or its real-world 
equivalent—is likely to be very different from the United States. 
Its government and legal systems, laws and regulations, economic 
system, and culture are all likely to be different from those in the 
United States. If we relax some of the simplifying assumptions from 
the tables above to account for some of these differences, we can 
begin to examine how the latter impact the financial projections. 

  Revenues 

 Let’s start with revenues. One key question revolves around the con-
fidence with which managers can project revenues. For example, 
how sure can managers be that customers in Newlandia will like the 
products the company sells? Will the product or service suit local 
tastes? 

 Years ago, I consulted for a company in Mexico that was 
attempting to import fudge from the United States to the Mexican 
market. The company had a plan for how to sell the fudge and 
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developed detailed financial projections accordingly, but as the 
firm began to sell the product, the consumers did not react well to 
the taste; they said the fudge was too sweet. Sales ended up being 
way off from the projections, failing to meet revenue targets, and 
failing to generate profits. As a result, the company stopped sell-
ing the product in Mexico, ultimately losing money on that prod-
uct line. 

 Given that managers often know significantly less about the for-
eign country to which they wish to expand than they do about their 
home country, it is far more difficult to know how foreign custom-
ers will react to new products and how industry dynamics will play 
out in the host country and how competitors will react to market 
entry. Critical factors therefore extend beyond the product’s com-
patibility with the local culture to whether the company can sell 
its products in the same way, through the same sales channels, and 
with the same level of success as in its domestic market. 

 Industry norms in the host country could differ such that the 
company’s standard approach for reaching customers might not 
be an option. In India, for example, Apple does not sell iPhones 
through its familiar Apple stores, but rather, through resellers. An 
inability to reach customers through sales channels with which the 
company is familiar can certainly add uncertainty to revenue projec-
tions. Similarly, should local competitors significantly reduce prices 
in the face of foreign competition, it could be more difficult to meet 
revenue projections. A variety of factors therefore make accurately 
projecting revenues a challenge.  

  Costs 

 The same issues apply to the cost side of the equation; unforeseen 
costs can cut into profitability. It could be that start-up costs are 
greater than expected. For example, when we build our plant, it is 
likely to be hard to identify an appropriate location, to determine a 
fair price for the real estate, and to select contractors best suited to 
build it. 

 Similarly, it is a difficult to identify the “right” people (expats 
or managers hired locally) to run the business and determine the 
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appropriate amount to pay those people. We can easily calculate 
how much labor costs in a particular location, based on average 
hourly wages and salaries, and factor them into any model; however, 
it is much more challenging to ensure that the productivity of those 
employees will match their cost. For these and other reasons, it is 
likely that despite our best intentions, our cost projections will be 
imprecise.  

  Discount Rate 

 There are similar important questions to ask about the appropriate 
cost of capital, such as why 8.5 percent would be the right discount 
rate to use in Newlandia. The 8.5 percent rate is one that is more 
characteristic of a US context, and so it is appropriate to ask whether 
an investment in Newlandia would be equally risky as an invest-
ment in the US stock market. A more appropriate cost of capital for 
discounting purposes might reflect the company’s actual/historical 
cost of capital—the cost at which the company can finance (or has 
financed) projects. We can determine this alternative cost of capital 
by using a weighted average cost of capital (WACC) based on the 
company’s cost of debt plus its cost of equity. Alternatively, we could 
turn to some historical internal rate of return (IRR) hurdle to dis-
count cash flows. 

 Unfortunately, the alternative discount rates (WACC or IRR) 
are likely to suffer shortcomings similar to rates we could generate 
using CAPM approaches. This is because IRR and WACC rates 
are generally skewed to the company’s historical domestic market 
activity, and so it is unclear that we can apply them effectively to 
global projects. In concrete terms, because operating in Newlandia 
is likely to present much more risk to the company than operating in 
the United States, WACC, IRR, and CAPM approaches are likely 
to underestimate the various risks the company will face. For this 
reason, these approaches are not appropriate for use in Newlandia.  

  The Bottom Line 

 It is by no means easy to quantify risks to revenue and cost pro-
jections in the United States, but it is certainly easier to quantify 



The Globalization Process  ●  29

those risks in our home country than in Newlandia. As outsiders 
in Newlandia, we are at an informational disadvantage compared 
to local companies. Our projections are therefore messier and our 
business riskier than if we were simply considering a new business 
opportunity in the United States. Newlandia poses unique risks that 
we, as outsiders, cannot fully appreciate, and therefore we cannot 
appropriately quantify them in terms of revenue and costs. 

 Financial theory tells us that if we know Newlandia is different 
from the United States, we can factor those differences into our rev-
enue and cost projections. However, this is where the problem lies. 
We live in an uncertain world. It is incredibly difficult to specify 
how Newlandia is different so as to translate those differences into 
revenue and cost equivalents. And it is next to impossible to adjust 
projections when we are unsure of the possible contingencies. For 
example, how can we adjust projected revenues in situations where  

   the government in Newlandia is unstable;   ●

  local laws and rules put foreigners at a disadvantage compared  ●

to local companies;  
  Newlandia is characterized by extreme economic volatility— ●

rampant inflation, currency instability, recession;  
  Newlandia’s culture is significantly different from that in our  ●

home country?    

 Factors such as these complicate the use of financial models for the 
evaluation of global expansion. Risk and uncertainty can complicate 
the best globalization plans, even in markets we think we under-
stand relatively well.  

  Keeping It Real: Personal Experience with Country Differences 

 I spent the 2014–15 academic year on sabbatical in Madrid, 
Spain. I know the country fairly well. My father is from Spain; 
I have close family living in Madrid; I have spent extended 
periods of time in Spain; I am fluent in Spanish; and I even 
have a solid understanding of Spanish politics, economics, and 
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culture. Despite those advantages, there were some surprises 
that caught me off-guard and that made it difficult for me to 
adapt to life in Spain. 

 Initially, it was challenging for me to establish residency. I 
paid an immediate visit to an office of the Ministry of Exterior 
to present documentation registering myself as a foreigner liv-
ing in Spain. I waited in line for several hours, only to discover 
(when I reached the front of the line) that I had gone to the 
wrong office for my type of visa. After locating the appropri-
ate office, my next attempt to register with the Ministry of 
Exterior was thwarted because the documents I had brought 
had not been formatted properly for the Spanish authorities. 
I finally broke down after several failed attempts and hired 
a lawyer to help me through what turned out to be a rather 
involved residency process. 

 Due to my inability to properly register as foreigner living 
in Spain, I lacked the appropriate documentation to open a 
local bank account. This made it inordinately difficult to pro-
cure even the most basic services, because providers of electric, 
water, gas, mobile phone, fixed-line telephone, television, and 
Internet services require a local bank account to establish a cus-
tomer account. This delayed my integration into the Spanish 
economy. 

 Finally, although I am familiar with Spain’s culture, the cul-
tural significance of vacation, and the tendency of Spaniards 
to take vacation during the month of August, I misjudged just 
how difficult it would be to get things done by planning my 
move to Madrid for August. Even after I provisionally registered 
myself as a foreigner living in Spain and successfully opened a 
local bank account, it was impossible to schedule appointments 
in August to connect in-home utility services. Nearly all of the 
technicians were away on vacation, and there was a substantial 
waiting list for prospective customers. Indeed, my cable televi-
sion was not connected until October, two months after I had 
arrived in Spain. 
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 These are but a few of the political, economic, and cultural 
complications that cost me time as well as money. The resi-
dency process was burdensome. The legal fees put a significant 
dent in my budget. The daily hiccups, even the minor ones, 
caused frustration. In the end, the startup costs were much 
greater than anticipated and impeded my productivity—mak-
ing progress with this book. 

 The costs detailed above might seem minor in the grand 
scheme of life, but they add up. And they are not all that unlike 
those that companies face when they expand globally. Political, 
economic, and cultural differences can create serious, often 
unanticipated obstacles, even in countries in which a company 
has some experience.     

  Building an Alternative Approach to Globalization 

 It is inordinately difficult to specify how risks in global markets 
will affect revenue and cost projections. So we must come up 
with an alternative approach that better approximates the risks. 
Unfortunately, managers continue to rely on the corporate finance 
techniques described above when evaluating global business oppor-
tunities. When asked, they readily admit that they adopt CAPM, 
WACC, and IRR discount rates that are oriented toward their home 
country and specific to their own company. In essence, they make 
the mistake of evaluating the profitability of their global businesses 
against domestic benchmarks. If a company typically earns returns 
of 8.5 percent domestically, then managers are likely to consider an 
8.5 percent return in global markets to be adequate. Managers often 
recognize that global markets pose greater risks, but they turn to 
familiar models because they lack the tools to properly gauge those 
risks. 

 Managers have been relying on techniques their predecessors 
built for domestic business activities, and using those techniques 
to make decisions about globalization has led managers astray. The 
domestically oriented approaches described above are myopic at best 
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and ruinous at worst. They simply do not attach an appropriate level 
of risk to the foreign market, which makes companies operating in 
foreign markets vulnerable to risk. This is the primary reason that 
global operations underperform and that global expansions have a 
much higher failure rate than domestic expansions. My task here is 
to provide managers with an alternative strategy. 

 We have established that we might not be able to estimate rev-
enues or costs that reflect the true levels of uncertainty global mar-
kets impose. However, we can adjust the cost of capital we use for 
discounting purposes—that is, adjust our discount rate to reflect 
more accurately the risks we are undertaking. This would serve us 
well in the Newlandia example—and, frankly, in all cases. 

 We could follow an approach typically used in project finance for 
large-scale, capital-intensive infrastructure and public works proj-
ects (such as bridges or electricity plants) in developing countries. 
In evaluating the financial viability of these kinds of projects in 
developing countries, the discount rate applied typically reflects the 
institutional risks in the country in which the project is undertaken. 
I will follow that approach, incorporating underlying country-
specific institutional risk factors into existing domestic discount rate 
techniques.  

  Bringing It All Together 

 Throughout this book I argue that managers can make successful, 
profitable globalization decisions on behalf of their company when 
they account for the institutional risks specific to the country (or 
countries) where they seek to expand. The few examples I have 
shown reflect that, when managers overlook the institutional—
political, cultural, and economic—risks that go hand in hand with 
globalization, they set themselves up for failure. Accounting for the 
risks present in foreign markets makes it possible to adjust the cost 
of capital accordingly and to discount the company’s cash flows 
more accurately. This results in more precise projections and better 
guidelines for managers seeking to decide where and how to glob-
alize. Approaching globalization in this way represents a funda-
mental shift that will serve managers—and the shareholders they 
serve—very well. 
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 The first step, of course, lies in understanding the institutions 
that underpin globalization’s risks, and so in subsequent chapters I 
highlight the importance of institutions, institutional distance, and 
institutional risk. Essential to this discussion are the political, eco-
nomic, and cultural elements of the global business environment 
that are at the root of institutional risk. Only then do I introduce my 
own approach to accounting for institutional risk: Global Acumen, 
a tool I developed to structure and streamline this process. We will 
revisit the Newlandia example using this more effective approach, 
and you will come to see the advantages of Global Acumen and how 
it plays out in several different globalization scenarios.  
   



     CHAPTER 3 

 The Impact of National Institutions 
on Globalization   

   There are many factors that influence the likelihood of suc-
cess in global markets, but a critical first step in success-
fully navigating the global landscape is to understand the 

unique factors that make globalization so complex and challenging. 
As I described in  chapter 2 , managers ordinarily make a case for 
globalization by building financial models: generating detailed pro-
jections for revenues, costs, and profitability. However, most global-
ization analyses lack a thorough evaluation of how the institutional 
environments in the host country and the home country differ, and 
managers often do not sufficiently consider the risks those differ-
ences are likely to present to profitability projections. This chapter 
starts to unpack the institutional factors that should inform that 
kind of risk analysis. 

 The preceding chapter touched on the many ways global business 
differs from domestic business. The two are so different that we 
cannot evaluate global projects merely on the basis of the financial 
techniques described in  chapter 2  because they were designed for 
domestic business opportunities. We can only extend those tech-
niques to global settings with significant modification to account 
for fundamental differences in institutional environments—politi-
cal, cultural, and economic—in different countries.  1   

 The most egregious mistakes managers make in global markets 
are not a result of misreading opportunities to increase revenues or 
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decrease costs, but of applying domestic financial models without 
repurposing them to account for globalization’s institutional risks. 
Managers must examine the role of institutions, institutional differ-
ences, and the institutional risks they generate to determine how all 
these are likely to influence financial projections.  

  Why National Institutions Matter 

 Fully appreciating globalization risks requires a sophisticated under-
standing of national institutions and will ultimately make it possible 
to account for their impact on profitability. Borrowing from Douglass 
North, I define institutions as “humanly devised constraints that 
structure political, economic, and social interaction . . . [and] provide 
the incentive structure of an economy.”  2   This means that we can 
view any country as comprised of a unique collection of underlying 
institutions. 

 National institutions can be formal or informal. Formal insti-
tutions are those that govern behavior in a society. They typically 
shape behavior through laws, decrees, and edicts that demarcate 
boundaries separating permissible from impermissible activities. In 
addition to creating, amending, and abolishing explicit rules, for-
mal institutions are also responsible for enforcing them. Structural 
entities that make up the formal institutional environment include 
governments, political parties, legal bodies, law enforcement and 
military organizations, and regulatory agencies. 

 Informal institutions, in contrast, do not shape or explicitly pre-
scribe behavior and activity; instead, they sanction activity through 
a series of unwritten, tacit rules that evolve in a society. Informal 
institutions impose order through social conventions—by condon-
ing and even rewarding certain behaviors and discouraging or ostra-
cizing those who engage in others. Individuals in a society often 
internalize informal rules that embody its social norms, beliefs, and 
values, and they generally teach them to the next generation as a 
part of a broader socialization process. Academics typically refer to 
informal institutions of this sort as culture. 

 Whether members of a society create its institutions by design or 
they evolve historically without intention, they differ from country 
to country and sometimes markedly so. The United States and India, 
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for example, have political institutions that resemble one another. 
Why? Because they share a common colonizer—England—that 
played a critical role in developing the institutions of both coun-
tries. And yet, although their political institutions are similar, their 
cultures are very different in religious makeup, philosophical lean-
ings, familial structure, and demographic composition. Japan and 
China, by contrast, share cultural similarities that date back centu-
ries, because Japan imported a system of philosophical and cultural 
ideals from China. However, culture is largely where the similarity 
ends; the two countries differ significantly in their political and eco-
nomic institutions. 

 It should be obvious that institutional differences across coun-
tries can obstruct companies seeking to operate globally. Foreign 
companies are generally unfamiliar with the local institutional envi-
ronment; they don’t know the laws, the rules, or the customs; they 
cannot fully appreciate how the local economy works; they lack ties 
to powerful and well-connected local individuals and organizations 
that can act on their behalf; and they cannot rely on an established 
set of suppliers with which they have been working for years. Even 
the customers are new to foreign companies. 

 The institutional differences between countries are often so pro-
nounced that one of the most celebrated findings in global strategy 
demonstrates that foreign companies face significant disadvantages 
compared to domestic companies. Typically, it takes foreign compa-
nies longer to set up their operations, and they often have a higher 
cost structure; they also generally experience more run-ins with 
the law. Ultimately, the profitability of global companies suffers. 
They perform worse and exhibit a higher rate of failure than similar 
domestic competitors. This disadvantage born out of institutional 
differences is known as the “liability of foreignness.”  3   

 China provides the setting for a classic cautionary tale about glo-
balization. Given a population of more than 1.3 billion people and 
the market potential that goes hand in hand with a consumer base 
of that size, the prospect of expanding to China is enough to make 
any manager’s eyes light up. The potential is seemingly limitless, but 
on further inspection, it becomes clear that China poses tremendous 
challenges for Western companies. 
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 The first obstacle is economic. Though China has made tremen-
dous strides and enjoyed incredible technological progress since 
opening its markets to global trade and investment in 1979, the 
development of its economic institutions and its infrastructure has 
lagged behind that in the West. Chinese financial markets are in 
their infancy, and physical infrastructure is not yet up to Western 
standards. The infrastructure cannot yet fully support a distribution 
system that encompasses all corners of China’s vast territory, and 
the country remains a complicated place to conduct market-based 
transactions. 

 A second obstacle stems from cultural differences. Chinese con-
sumers do not share many of the tastes and preferences of consumers 
from the West, which makes it difficult for Western companies to 
appeal to local consumers there. Moreover, in business, the Chinese 
rely more on interpersonal connections and relationships to get 
things done than their Western counterparts. Western managers are 
unaccustomed to such a relationship-based system, and the manag-
ers with whom I interact often complain that it takes much longer 
than expected to establish trusting business relationships in China. 
This lack of local connections can create serious impediments to 
business success. 

 A third obstacle grows out of China’s political institutions. Western 
companies struggle to skillfully navigate China’s political environ-
ment. It is often unclear to Western managers when and under what 
circumstances local governments and agencies have authority over 
business transactions as opposed to regional and/or national ones. 
This creates confusion that can result in delays and, in the extreme, 
costly run-ins with China’s complex web of authorities. Moreover, 
as in most countries, China’s rules and laws tend to favor the home 
team. China’s government tends not to roll out the welcome mat 
for foreign companies but to treat foreign companies skeptically, 
as a potential threat to incumbent domestic companies or even to 
national security and sovereignty. 

 For many Western companies it has proven not only difficult but 
costly to capitalize on the seemingly vast opportunities and sell to 
China’s consumer market effectively. In addition to the Walmart 
example I provide in  chapter 1 , large companies such as Amazon, 
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Apple, eBay, Google, GlaxoSmithKline, L’Or é al, and Tesco have 
found it difficult to gain a foothold in the market. Several, includ-
ing Best Buy and Home Depot, have failed outright and have aban-
doned the Chinese market altogether. 

 We frequently hear that Chinese consumers have a particular 
affinity for Western luxury brands such as LVMH, Richemant, 
Kering, and Tiffany; however, even these companies have a rough 
time there. A high-level (C-suite) executive with one of the most 
respected luxury brands in the world told me not to believe the 
China hype. She said that most luxury brands have a presence in 
China merely because they feel they have to and not because it is 
profitable. To quote G.E’s CEO Jeff Immelt: “China is big, but it 
is hard.”  4   

 It does not seem all that difficult for companies to increase their 
revenues by entering China. It is, after all, an enormous country, 
and all it really takes to increase revenues is one sale to a Chinese 
customer. But it is important to remember that increased revenues 
do not mean increased profits. And in China, as with any global 
market, the opportunities to increase revenues are fraught with 
risk—they come at a cost. To successfully navigate this challenging 
global terrain, managers need to get beyond seductive opportunities 
to increase revenues and come to understand the institutional risks 
that threaten to undermine the profitability of their business.  

  Keeping It Real: How Individuals Experience 
the Liability of Foreignness 

 The liability of foreignness afflicting foreign companies with 
little international experience is not unlike the challenges that 
immigrants face when they arrive in a new country. When 
they first arrive, they often find themselves at a loss, unfamiliar 
with the institutional features of their newly adopted country. 
Frequently, they do not speak the language or at least not well; 
they find it difficult to find their way around; they don’t know 
the rules and the laws; they may not be familiar with the social 
customs; and they do not have ready access to a network of 
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people to lean on for information and help when the going gets 
tough. 

 You may relate to this phenomenon on an individual level. 
When my father, who is originally from Spain and lived for 
some time in Cuba, first arrived in the United States in 1960, 
at age 32, he was, not surprisingly, overwhelmed. He spoke 
no English; he had little money; he knew practically nobody; 
and he had no place to live. Every day was a struggle for him. 
Although he is extremely well educated, it took him an inordi-
nate amount of time to accomplish even the simplest of tasks, 
such as going shopping, that many of us take for granted. Once 
he was able to take care of his immediate needs and get settled 
into his new life, it still took him quite a bit of time to success-
fully navigate the culture, the laws, and the economy of the 
United States. His story, of course, has a happy ending, but 
it certainly was not smooth sailing, especially in the first few 
years. 

 These experiences should also resonate for anybody who has 
spent considerable time in another country, whether as a trav-
eler or a resident. Those of us who have traveled to a country 
whose language we did not speak probably took a bit of time to 
figure out where to go and how to get there. Locals can figure 
it out much more quickly because they read the signs and can 
easily ask for help in the native language. They are also familiar 
with the local cultural, political, and economic environments. 

 Regardless of the specific situation, the cards are generally 
stacked against foreigners. As soon as they arrive, they discover 
that they are at a disadvantage compared to native inhabitants, 
precisely because they lack familiarity with the local political, 
cultural, and economic environments.    

  The Danger of “Seeing” Successful Globalization Everywhere 

 Just because companies are at a disadvantage in foreign markets does 
not mean that failure is inevitable. As you are doubtlessly aware, there 



Impact of National Institutions on Globalization  ●  41

are plenty of companies that do succeed in global markets in spite 
of the liability of foreignness: Apple, Coca-Cola, Goldman Sachs, 
IKEA, Microsoft, McDonald’s, Samsung, Toyota, and Volkswagen, 
to name but a few. But don’t be fooled by those global champions 
that readily come to mind. Just because it is fairly easy to think 
of companies, household names even, that globalization has served 
well does not mean that all or even most companies that have tried 
have been or can be successful globally. Rather, these companies 
listed above have specific qualities that are particularly well suited 
to globalization. 

 It would be dangerous to assume from a handful of ubiquitous 
global brands that profiting from globalization is fairly easy and 
straightforward or that all companies are or should be globaliz-
ing. Nonetheless, people easily make these assumptions when 
they fall prey to a bias social scientists refer to as an “availability 
heuristic.” This mental shortcut causes us to overestimate the fre-
quency of certain events because they come to mind more read-
ily. For example, people tend to recall more easily certain causes 
of death—“newsworthy” events such as plane crashes and shark 
attacks—because the press tends to highlight and sensationalize 
these events more than deaths from natural causes. We therefore 
tend to believe they are more likely and overestimate their fre-
quency relative to other causes of death, such as automobile acci-
dents. It might be easy to generate a list of large and successful 
global companies based on what you hear and read, but the truth 
is that the Apples and Coca-Colas of the world are the exceptions, 
not the rule. 

  It Takes an Intangible (or Two or Three) 

 If foreign companies are generally at a disadvantage compared to 
domestic companies, then there must be specific factors that enable 
certain multinational companies to succeed where others fail. 
Research demonstrates that, indeed, successful global companies 
tend to have competitive advantages in the form of intangible assets: 
technological, marketing, and managerial capabilities that domestic 
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competitors cannot match or easily imitate. These capabilities allow 
companies to overcome the liability of foreignness and earn profits 
in global markets. 

 Coca-Cola, for example, relies on its marketing prowess—its 
incredibly valuable and highly recognizable brand—to succeed in 
global markets. Companies such as Apple and Google rely on “killer” 
technologies that are far superior to those of their rivals. Even for 
companies seemingly as diverse as Goldman Sachs and IKEA, we can 
attribute their global success in large part to superior management 
capabilities and management systems. Goldman Sachs has learned to 
manage its investment banking business better than its competitors, 
hiring clever people and training them effectively in the “Goldman 
Sachs Way” so as to leverage valuable client relationships all over the 
world. Similarly, IKEA’s management has organized the company in 
largely unparalleled ways, coupling simplicity and clever design with 
stores that have a consistent customer experience and layout. Each 
location may not offer the exact same selection of products, but cus-
tomers who walk into any IKEA will find familiar offerings, a four-
leaf clover layout, and the (now familiar) cash-and-carry concept. 

 The most successful global companies typically do not rely on 
only one valuable intangible asset—whether technology, marketing, 
or management—but exhibit strength in several of these areas. For 
example:

   Coca-Cola, widely recognized as one of the most valuable  ●

brands in the world, is not just about branding. It possesses 
other marketing strengths, including a deep understanding of 
sales channels, close relationships with customers, and a far-
reaching distribution network. Coca-Cola even possesses valu-
able “technology” embodied in the secret formula that is critical 
to its flagship product.  
  Apple’s success stems not only from its stable of superior tech- ●

nologies—its phones, tablets, computers, operating systems, and 
other products—but also from a powerful brand and marketing 
skills. You have probably observed that it is one of the world’s 
most valuable brands and a venerable marketing force.  
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  Powerful brand names and strong marketing have helped to  ●

complement and reinforce the management intangibles of 
IKEA and Goldman Sachs. In addition, IKEA boasts techno-
logical capabilities in furniture design, and Goldman develops 
and exploits proprietary technologies that its rivals struggle to 
match.     

  Keeping It Real: How Individuals Overcome 
the Liability of Foreignness 

 Just as with companies, individuals can use intangible assets—
skills, capabilities, ingenuity—to help overcome the disad-
vantages they face in foreign countries. Immigrants can lean 
on specific skills to help soften the impact of the liability of 
foreignness. In the case of my father, he had a specific set of 
professional skills that were extremely valuable at the time he 
arrived in the United States. 

 My father is an agricultural and chemical engineer by 
training. He worked in the sugar industry for nearly 10 years 
before he left Cuba for the United States in 1960. Prior to 
1959, and as a result of the Sugar Act of 1948, the United 
States regularly imported 700,000 tons of sugar per year 
from Cuba. After the Cuban revolution in which Fidel Castro 
became head of the Cuban government, relations between the 
United States and Cuba quickly soured. Beginning in 1960, 
the United States instituted an embargo on the trade of all 
goods and services with Cuba, jettisoning its agreement to 
import sugar. This created the prospect of sugar shortages in 
the United States. 

 Though my father spoke no English, and based purely on 
his skill set and experience, the US government deemed his 
expertise in sugar of “strategic” importance to the country’s 
economic and political interests. He was therefore given the 
opportunity to legally remain in the United States, and he 
quickly found work in the US sugar industry. 
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 This is not to say that the transition to the United States was 
easy for my father. He faced numerous challenges in adjusting 
to the institutional—political, cultural, and economic—environ-
ment. His intangibles, however, and the good fortune he had with 
the timing of his arrival certainly made the transition easier.    

  The Limits to Intangibles: Institutional Distance 

 Even for companies like those I describe above, which have pains-
takingly developed valuable technological, marketing, and man-
agement intangibles to overcome disadvantages in global markets, 
there are limits. Strong technological, marketing, and management 
intangibles neither guarantee a company’s success in global markets 
nor imply that it will succeed in all countries. IKEA has performed 
well, generally, in global markets, but it has struggled in Russia. 
Although Apple and Google have done very well in many global 
markets, they both struggle for market share and profitability in 
China. 

 What matters critically to globalization success, and what most 
globalization analyses fail to address, is the so-called institutional dis-
tance between countries—the similarity (or dissimilarity) between 
the institutional environments of a company’s home country and 
its intended host country. Success is not as simple as determining 
 if  a company possess valuable intangibles; it is important to know 
 whether  those intangibles are appropriate to the host country. 

 As you might expect, the greater the institutional distance between 
countries, the more inhospitable the host country is likely to be, and 
the more difficult it will be for companies to extend their intangibles 
there. Research demonstrates that  

   greater levels of institutional distance present greater liabilities  ●

of foreignness and greater levels of globalization risk;  
  the greater the institutional distance between a specific home  ●

country and a specific host country, the more challenging and 
more risky it is for companies to do business in a particular host 
country.    
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 It is therefore paramount for managers to understand institutional 
distance in order to evaluate the viability of global expansion plans 
and appraise ongoing global operations. 

  Institutional Distance: A Primer 
 Think of institutional distance as a composite measure of the indi-
vidual differences in political, economic, and cultural institutions 
between any pair of countries.  5   We measure this distance by:

   1.     quantifying institutions in the home country and in the host 
country,  

  2.     creating country-specific institutional profiles,  
  3.     comparing those institutional profiles across countries,  
  4.     collapsing the profiles into one overarching measure of institu-

tional distance by calculating a mathematical distance between 
them.  6      

 Measures of institutional distance for a pair of countries indicate 
how far one country is from another in terms of its institutional 
makeup. For managers, institutional distance can be used as an 
indicator of the relative attractiveness of doing business in a par-
ticular country, the trade-offs among various strategies a company 
may use to enter a foreign market, how it should manage its foreign 
subsidiaries, and ultimately the likelihood that it will survive and 
thrive in foreign markets. 

 A company like IKEA, which has largely performed admirably 
in global markets, demonstrates an interesting phenomenon. IKEA 
first expanded globally in the 1960s and 1970s to European coun-
tries such as Norway, Denmark, Switzerland, and Germany, all of 
which are institutionally similar to Sweden. It was easier for IKEA 
to transfer its intangible assets to those markets and establish itself 
there. And yet, as I mentioned in  chapter 1 , IKEA has struggled to 
find its way in Russia. 

 IKEA was initially hesitant to enter the retail market in Russia 
because its managers felt there was a tremendous amount of risk 
involved in doing business there. There is a greater level of institu-
tional distance between Russia and Sweden than between Sweden and 
its neighboring European countries. The higher levels of institutional 
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distance between Russia and Sweden makes it more difficult for IKEA 
to conduct business in Russia the way it does in Sweden, Norway, 
Denmark, Switzerland, and Germany. For example, the company 
recently announced that it would no longer publish its promotional 
lifestyle magazine in Russia so as not to run afoul of Russia’s gay pro-
paganda laws.  7   And so in addition to struggling with corruption and 
graft as explained in  chapter 1 , IKEA encountered a host of obstacles 
in the Russian market that significantly hamper its ability to run a 
lean and efficient organization, effectively market to local customers, 
and ultimately earn acceptable levels of profitability. 

 More generally, and perhaps not surprisingly, IKEA performs 
better in global markets that are more institutionally similar to its 
native Sweden (such as Denmark, Norway, and Germany), and it 
performs worse in global markets that are more institutionally dis-
tant from Sweden (such as Russia). The lesson is simple: Companies 
typically have an easier time adjusting to foreign countries that are 
more institutionally similar to their own, and they are more likely to 
achieve profitability targets in those countries. 

 Understanding institutional distance is not exclusively the domain 
of large companies like IKEA. It is especially critical to small compa-
nies as well—perhaps even more so. Large, well-funded companies 
can often afford to shrug off global market failures. Global market 
failures may dent the egos of the managers who led the charge, as it 
is never fun to have to leave a market with your tail between your 
legs having risked—and squandered—the resources of your share-
holders. But this kind of mistake often does not break the bank 
at a large firm. Small firms, by contrast, simply cannot afford to 
make these kinds of mistakes in global markets—a single one can 
be ruinous. It can therefore be instructive to examine the globaliza-
tion approach adopted by a small company. 

 Logoplaste is a small, family-owned Portuguese company that 
manufactures plastic bottles and containers for the soft drink and 
consumer goods industries. As it began to grow and thrive in the 
domestic packaging industry, reaching the equivalent of  € 25 million 
in revenues in 1992, the company spotted opportunities to leverage 
technological advantages it had developed at home in foreign markets. 
As it sought to expand, it minimized its liability of foreignness at first 
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by turning to markets that were institutionally similar to Portugal. 
Some of its earliest expansions were into Spain and Brazil, which share 
obvious cultural and political institutional similarities with Portugal. 

 As Logoplaste experienced early success with global expansion in 
institutionally similar markets, it began to expand into global markets 
that were a bit further afield, only to struggle in those institutionally 
distant global markets. Logoplaste entered the Malaysian market in 
2009, following one of its longtime customers: Proctor & Gamble. 
Logoplaste’s Malaysian operation immediately encountered difficul-
ties. Logoplaste had a tough time with the startup phase, investing 
more than it had anticipated to identify, hire, and train local Malaysian 
employees to its exacting standards. In addition, senior executives in 
Portugal experienced difficulty interacting with and managing the 
company’s local Malaysian workforce. These struggles hit the bottom 
line, as Logoplaste has yet to earn profits in Malaysia.  8   

 Logoplaste discovered the hard way that business gets trickier 
as a company ventures farther from countries with more familiar 
institutional environments into those in which the institutional 
environment is significantly different from that in the company’s 
home country. Moreover, given its size, Logoplaste must manage 
its Malaysian operations carefully, lest its troubles drag down its 
domestic operations. Of course, that’s easier said than done.    

  Bringing It All Together 

 We are building a comprehensive list of factors to help managers 
understand globalization and the likelihood of success in global 
markets:

   1.     the  opportunities  to increase revenues and/or decrease costs;  
  2.     the  capabilities  that companies bring to the table, relative to 

competitors, that will allow them to capitalize on the revenue- 
and/or cost-based opportunities; and  

  3.     the  institutional distance  between the home market and a pro-
spective host market.    

 The business literature provides a fairly straightforward under-
standing of the first two factors, and managers are accustomed 
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to building them into their strategic and financial analyses. The 
third—institutional distance—is more challenging, and managers 
do not understand it as well as they should. However, if we under-
stand and can measure the individual institutions of countries, we 
are in a position to calculate institutional distances between the 
home country and any potential host country. This is especially 
important because institutional distance underpins the liability of 
foreignness, and it therefore forms the basis for estimating the risks 
associated with globalization. 

 As I have mentioned before, institutional distance is not a new 
concept. Globalization scholars have long pointed to national institu-
tions and institutional distance as fundamental to the understanding 
of global business. We scholars have devoted decades to understand-
ing and measuring national institutions and institutional distance. 
We have identified the key institutions of a country, developed and 
validated measures, and used those measures to calculate institu-
tional distances between countries. And still, we have yet to use this 
knowledge to create a measure or metric of risk that managers can 
incorporate into financial models. We have failed managers—a con-
stituency that should be one of the main beneficiaries of our work. 
This book is an attempt to correct that deficiency. 

 The next several chapters address political, cultural, and economic 
institutions and discuss:

   how the academic literature measures them,   ●

  which of those measures have proved particularly useful,   ●

  where those measures are available, and   ●

  how we can combine them to create a measure of institutional  ●

distance.    

 Subsequent chapters provide managers with the tools they need 
to convert measures of institutional distance into a meaningful 
institutional risk spread. Then, armed with a greater understand-
ing of institutional risk and prepared to incorporate institutional 
risk spreads into standard financial models of globalization, we will 
revisit the Newlandia example I provided in  chapter 2 .  
   



     CHAPTER 4 

 Political Institutions and Globalization   

   Accounting for globalization’s risks begins with an under-
standing of the institutions that are at the heart of those 
risks. Managers need a solid understanding of the political, 

economic, and cultural institutions in the countries where they wish 
to operate. These institutions affect the risks that companies face in 
global markets, and the levels of profitability they are likely to enjoy 
there. Managers hoping to expand globally, or those responsible for 
global operations, would be wise to examine them carefully. 

 The focus in this chapter is on political institutions, with a dis-
cussion of how managers can evaluate, measure, and account for 
political risks in a global environment. Subsequent chapters address 
economic institutions and cultural institutions.  

  Political Institutions 101: What Managers Should Know 

 Political institutions provide formal structure to a society, establish 
sets of relationships and interactions among societal actors, and gov-
ern the behavior of social and economic actors. They include all 
political, legal, and regulatory institutions at all levels of society. 

 Though research typically distinguishes between political, legal, 
and regulatory institutions that comprise a country’s government, 
I treat them as a set because of the high degree of interdependence 
among them. They are inextricably linked and codetermined: a 
country’s legal origins influence its political institutions; its politi-
cal system influences the evolution of the legal system and legal 
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institutions; its regulatory institutions are often a direct extension of 
its political and legal systems and structures. For this reason, I will 
discuss, evaluate, and measure these institutions as a group.  1   

 It is critical that companies—a prominent set of economic actors—
operate with a solid understanding of the political environment. Such 
an understanding can help generate important insights about a coun-
try’s structure, organization, and risks. It helps provide context for 
the complex relationships in which companies are embedded and the 
sets of behaviors that it can engage in—the limits to organizational 
behavior and the rules of the game. It helps companies anticipate how 
institutions are likely to change in the future and therefore identify 
business opportunities that might arise in light of those changes. 

 The American companies Airbnb and Uber are excellent examples 
of firms using new business models whose success depends critically 
on the political environment—even within a company’s home coun-
try. Airbnb and Uber both use web-based technology platforms to 
create online marketplaces that connect buyers and sellers. Online 
marketplaces are nothing new; companies such as Amazon, eBay, 
Yahoo!, and Google have long operated such marketplaces. But what 
sets Airbnb and Uber apart is that they are seeking to revolution-
ize what are traditionally heavily regulated industries: lodging and 
transportation, respectively. 

 Airbnb, which allows individuals (often travelers) seeking short-
term lodging to rent space in private homes, makes a profit by col-
lecting a fee on the transaction between the renter and lessor. Not 
surprisingly, in the United States traditional lodging establishments 
(hotels and motels) are crying foul. Trying to protect their business 
from outside competition, they maintain that private homes are not 
commercially sanctioned for tourism, and it is therefore illegal to 
charge people for staying there. 

 Uber provides a similar service in a different industry, acting as 
matchmaker between drivers and individuals looking for a ride. Its 
technology digitally connects drivers with fares. Although Uber has 
captured significant market share in the United States, its detractors 
claim it is simply an unregulated, unlicensed taxi service operating 
illegally, given that the appropriate authorities—that is, local US 
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taxi commissions—have not sanctioned its activity. What is more, 
critics argue, Uber is putting riders at risk because it cannot ensure 
that drivers have met the rigorous qualifications for licensing or 
insurance that regulatory authorities require. 

 Uber and Airbnb have been able to get around some of these reg-
ulations by maintaining that they are technology companies; both 
claim that they simply provide a service to connect sellers of goods 
and services with interested buyers. By this logic, if Airbnb is not 
a lodging company and Uber is not a taxi company, they should 
not be subject to the regulations that govern those industries. Their 
position is that the onus should be on their independent contrac-
tors, who supply the goods and services—by providing rooms or 
rides—to comply with the laws that govern those activities. 

 Airbnb and Uber have been able to use this line of reasoning to 
some effect in the United States, defending the legality of their busi-
ness models in court. In addition, they have been able to anticipate 
changes in the political environment and have lobbied institutional 
actors so as to influence the environment in their favor. In 2012 
the city council of Washington, DC, for example, passed legislation 
legally allowing Uber the right to operate in the city.  2   Similarly, in 
2014 the city of San Francisco changed its preexisting local laws to 
legalize short-term housing rentals, thereby benefiting technology-
based housing rental companies like Airbnb.  3   

 The Uber and Airbnb examples demonstrate the importance of 
understanding the political environment in one’s home country. 
However, to be successful, managers need not be experts in the 
nuances of how political institutions function—in part because, as 
citizens educated in their home country, they generally already have 
a basic understanding of them. Should they find themselves in need 
of advice, help is often just one phone call away; lawyers and con-
sultants who are experts and speak their language are ready to help. 

 In a global setting, however, the agility to navigate the political 
environment is even more crucial because institutions are so often 
very different from those in the home country. In global settings, 
managers are at a disadvantage in that they tend to struggle with 
even the very basics. They are less familiar with the kinds of business 
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conduct and activities that are permissible there and therefore find 
themselves in trouble with the law far more frequently. The experi-
ences of Airbnb and Uber in Europe again prove instructive. 

 Although Airbnb and Uber have largely been able to success-
fully navigate political hurdles in the United States, they have not 
enjoyed similar success in global markets. Operating globally has 
proved incredibly challenging, especially in Europe, where policy-
makers have responded unevenly to the upstart companies.  4   The 
taxi/lodging rules and regulations in European countries are much 
more complex and, in some cases, more onerous than in the United 
States. And under existing legislation it is not at all clear that Uber 
and Airbnb can even legally operate on the continent. 

 In Barcelona, for example, Airbnb was recently fined for acting as an 
accessory—allowing owners of homes to violate local laws that forbid 
the rental of private rooms for commercial purposes. In Germany, 
Uber is currently facing a host of serious legal challenges from the 
German Taxi Association, which has argued that Uber should be 
banned because the company lacks proper accreditation. 

 There is a potential for European regulatory agencies to ban 
Airbnb and Uber and companies that provide similar technology-
aided marketplace services from operating in Europe. However, the 
bigger issue is that the differences in political environments between 
the United States and Europe make it more complicated and costly 
for these companies to operate there. The additional legal and regu-
latory compliance costs alone put them at a decided disadvantage 
compared to local companies. 

 Given that US municipalities have already demonstrated a will-
ingness to adapt their laws and regulations to the business models 
of Uber and Airbnb (as in the case of Washington, DC, and San 
Francisco), it would be far simpler, far less costly, and much less risky 
for Airbnb and Uber to extend their operations to more cities in the 
United States than to extend them to some countries in Europe. 
Like any company that devises global expansion strategies, Airbnb 
and Uber should expand only once they account for the additional 
risks the political institutions pose in each potential market.  
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  Navigating Political Institutions: The Broader Managerial Challenge 

 It is of course not only US companies, technology companies, or 
even large, well-funded companies that face challenges navigat-
ing the political environment in a foreign country. Studies dem-
onstrate that foreign companies of all types run afoul of the law 
more frequently than domestic companies do. For instance, in 
1995 a $100 million legal judgment in Mississippi nearly bank-
rupted the Loewen Corporation, a small Canadian funeral home 
operator.  5   Loewen later sued the US government, arguing that 
the legal system in the United States discriminated against the 
company by seizing its assets without due compensation, a viola-
tion, it argued, of investor protections under NAFTA.  6   Similarly, 
Japanese companies have had a notoriously difficult time navigat-
ing the political environment in the United States, resulting in 
costly, high-profile labor lawsuits for companies such as Mitsui 
and Toshiba.  7   

 Just like domestic companies, foreign companies can hire local 
consultants and lawyers for guidance and advice, but they often end 
up making mistakes anyway, because of an inherently limited under-
standing of the local institutional environment. This, combined 
with the added expense of additional legal and advisory services, 
puts foreign companies at a decided cost disadvantage compared to 
domestic competitors. 

 To help managers understand and anticipate the risks that differ-
ences in political institutions between countries pose to their busi-
ness, we need to explore a series of issues:

   What do I mean specifically by political institutions?   ●

  What makes up political institutions?   ●

  Are there reliable measures of political institutions?   ●

  From what sources can we gather measurement data?     ●

 This chapter lays out answers to each of these questions and lays a 
foundation for a more detailed and essential examination of institu-
tional risks in later chapters.  
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  Analyzing a Country’s Political Institutions 

 This section provides a framework for evaluating the political institu-
tions of individual countries. Given that political institutions differ 
among countries, those differences can make it difficult for compa-
nies to conduct and manage business globally. No one set of politi-
cal institutions is necessarily better or worse for globalization, and in 
the following analysis I do not make value judgments about which 
political systems and structures represent better or worse ways to 
govern. The aim is simply to shed some light on the different politi-
cal systems and structures to which countries typically adhere. 

 The crucial insight is that when it comes to political institutions 
and globalization, everything is relative. It is not the set of political 
institutions within a country that makes it easier or harder to conduct 
business across borders; it is the differences in political institutions 
between countries that make coping difficult. However, to under-
stand those differences and appreciate the risks they generate, man-
agers must first understand the political institutions themselves. 

 The natural place to start to understand a country’s political 
institutions—its structure, system, activities, and entities—is with 
its constitution. This set of organizing principles not only spells out 
a country’s form of government, but also how it shall be governed, 
its law-making entities and activities, its legal procedures (the pro-
cess of making and enforcing laws), and the boundaries of its law 
(fundamental rights of citizens and limits to the power of the enti-
ties and individuals that govern). 

 Next it is essential to dig deeper into the country’s political and 
governmental bodies: the executive, legislative, and judicial branches; 
the roles and responsibilities of each branch; and the scope of power 
each one holds. Managers should consider the structure of each 
entity and the individuals who are empowered to lead them:

   how these leaders come to power (are they elected, appointed,  ●

or chosen in another way?);  
  the roles and responsibilities of those who hold political posi- ●

tions of authority;  
  the frequency of elections—if any—that determine who holds  ●

those positions of authority; and  
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  how long individuals in positions of authority can serve in those  ●

positions.    

 It is also important to examine more practical considerations, such as:

   the type and number of political parties;   ●

  the extent to which the political system has built-in checks and  ●

balances (such as veto power);  
  whether the judicial branch is independent of the executive and/ ●

or legislative branches;  
  the relative balance of power within a country—whether the  ●

power lies with the central government or with the individual 
regions, provinces, or states.    

 Beyond the political institutions themselves, understanding their 
stability is essential to understanding their viability. It is crucial to 
know the extent to which the populace views the government as 
legitimate and the likelihood that the government is under threat 
from some sort of internal or external shock. 

 A common internal shock could be a protest intended to effect 
change or challenge the existing government. In the extreme, a civil 
war is an internal shock that threatens to overthrow the govern-
ment and undermine its constitution. External shocks, by contrast, 
are extraterritorial; they involve other countries. For example, an 
external shock could arise from a public debate or disagreement that 
manifests itself in verbal conflict between countries. In the extreme, 
an external shock could take the form of an armed conflict or war 
between countries that threatens to unseat the existing government.  

  Political Institutions and Differences: China and the United States 

 The differences between China and the United States in politi-
cal institutions and political systems are so pronounced that 
companies seeking to globalize from one to the other face great 
challenges. The main differences are the following:

   The United States is a federal republic in which the states  ●

and the federal government share power. China is a socialist 
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republic in which the national Communist Party oversees 
and sanctions the operations of the regional and provincial 
governments.  
  There are (technically) various political parties in both the  ●

United States and China, but in the United States only 
two (Republican and Democrat) dominate political activ-
ity and hold most of the power at both the state and the 
national level. In China one party—the Communist Party 
of China—dominates the political apparatus.  
  Both countries hold elections to select individuals who will  ●

hold national, regional, and local office. However, in the 
United States, citizens typically elect legislative representa-
tives as well as local and regional officials directly and elect 
the chief executive (the president) indirectly through the 
Electoral College. China, on the other hand, has a more hier-
archical electoral system, whereby the National Communist 
Party typically nominates candidates to run for office at the 
local level. Individuals at the local level then directly elect 
representatives from among those candidates. Those repre-
sentatives, in turn, elect the representatives at the national 
level, all the way up to the chief executive (the premier).    

 There are, of course, many and more nuanced differ-
ences between China’s political institutions and those of the 
United States, but even these basic descriptions illuminate 
the challenges in global expansion from one country to the 
other. Knowing, for example, that the United States is orga-
nized as federal republic in which the states have substantial 
power means that a foreign company can often concentrate its 
efforts on receiving sanction to operate from individual states 
or even cities—as in the case of Uber and Airbnb. In China, 
local authorities might be able to sanction business activity, 
but given that the ultimate authority rests with the national 
government, it is more important that the central government 
regard a foreign company as legitimate. A failure to understand 
those subtleties can make entry into the Chinese market much 
more complicated for a US company and vice versa.    
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  Analyzing a Country’s Legal Institutions 

 The lines between legal institutions and political institutions are 
blurred. In fact, in some sense you can view a country’s constitu-
tion as part of its legal structure. It is, after all, the most basic law 
of the land, detailing individual inalienable rights and the roles and 
responsibilities of the executive, legislative, and judicial branches of 
government.  8   

 However, it is important to identify and distinguish between the 
legal system and the legal structure of a country. When I refer to a 
country’s legal institutions, I mean the legislative and judicial sys-
tem rather than the legal or judicial apparatus (the structure of the 
legislative and judicial branches of government—how the country 
elects or appoints those who serve in legislative and judicial roles). It 
is more helpful to view structural features of the judicial structure of 
government as part and parcel of the political institutions I describe 
above. Instead, I focus here on the balance between the roles of the 
legislative and judicial branches, and the law-making system itself: 
how lawmakers propose, ratify, amend, and abolish laws, how the 
judicial system interprets them, and how various agencies enforce 
them. 

 The best way to begin to understand legal institutions is to exam-
ine a country’s legal origins and legal process. Currently, there are 
three main legal systems practiced widely in the world: civil law, 
common law, and religious law.  9   

  Civil Law 

 The most widely adopted legal system throughout the world, civil 
law traces its roots to Roman tradition as set forth in the Law of the 
12 Tables (ca. 449  bc ). The Roman emperor Justinian later expanded 
it in the  Corpus Juris Civilis  (ca.  ad  529). Civil law is built around a 
codified set of core principles: explicit statutes and codes developed 
to protect individual rights and prevent magistrates (judges or jus-
tices) from acting arbitrarily. 

 By design, civil law systems limit the power of the judicial branch 
of government, with the role of courts limited to the application of 
law. Judges do not interpret laws; they simply determine the facts 
and apply the appropriate legal code. Since the legislative branch 
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develops and codifies laws that are specific enough for the courts to 
apply, it typically has a more central role than the judicial branch. 

 Though civil law is the most popular legal system throughout the 
world, not all countries practice civil law in the same way. Over the 
years several variants have evolved, including Napoleonic (in France, 
Italy, and Spain), Germanic (in Germany, Austria, and Switzerland), 
Scandinavian (in Sweden, Denmark, Finland, and Norway), and 
Socialist (in China and the former Soviet Union).  

  Common Law 

 Common law systems have a shorter history than civil law systems, 
but they still trace back to eleventh-century England. The courts 
play a particularly active role in common-law societies. Although 
legislatures propose, introduce, and enact laws, these laws tend to 
be more general than the ones in civil law systems. The former are 
primarily based on principles, with judges left to interpret how the 
laws ought to apply to specific circumstances. 

 Once judges have rendered decisions on how laws apply to a spe-
cific situation, their decisions become legal precedent—a de facto 
guide for future interpretations of the law as it might apply to other 
situations. In this way, common law renders lawmaking an evolving, 
cumulative process, and the judicial branch in common-law coun-
tries plays a more critical role than the legislative branch. Although 
scholars hold up the United Kingdom’s common law system as the 
canonical example, many former British colonies, such as Australia, 
India, and the United States, practice a variant of common law.  

  Religious Legal Systems 

 In religious legal systems, the laws are based on religious documents, 
such as the Torah, the Bible, or the Quran. Countries with reli-
gious legal systems have an officially sanctioned national religion 
and adhere to its moral codes of conduct. For any specific activ-
ity that the religious document does not address, religious leaders 
adjudicate to determine whether it is consistent with the document’s 
underlying moral code. In this way, religious leaders exert influence 
on government affairs. 
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 Although countries with religious legal systems typically empower 
the legislative and judicial branches with traditional lawmaking 
functions—proposing, ratifying, amending, applying, enforcing, 
and dissolving laws—these branches are limited in their powers 
because they are subject to the oversight of religious leaders. The 
religious leaders ultimately determine whether the laws that the leg-
islative and judicial bodies propose (as well as ratify, amend, apply, 
enforce, and/or dissolve) are consistent with the national religion’s 
moral code. These religious leaders exert an outsize influence, with 
powers that are greater, in some circumstances, than those of execu-
tive, legislative, and judicial representatives. Iran and Saudi Arabia 
are examples of large countries that have largely adopted religious 
legal systems based on Islamic law—Sharia.  

  Combined Legal Systems 

 When you examine the legal systems of individual countries more 
closely, you start to realize that few adhere to one kind of legal system. 
Although we tend to distinguish among civil law, common law, and 
religious law countries, it would be an oversight to consider them as 
completely separate. Most countries lean toward one or another; how-
ever, few have adopted one system to the exclusion of the others. 

 The United States, for example, is considered a common law 
country, but the US system has traces of civil law. The state law of 
Louisiana, purchased from France in 1803, is based on French civil 
law. Similarly, Germany, whose system has a strong tradition in civil 
law, reflects common law leanings in its law of Industrial Action 
( Arbeitskampfrecht ).  10   Several Middle Eastern countries have adopted 
a mix of religious law and some other kind of law. Morocco, for exam-
ple, has adopted a mix of French civil law and Islamic law (mostly in 
the area of family law). Moreover, given that both civil law and com-
mon law were born out of the codification of early religious beliefs 
and tenets, religious law has certainly influenced their development.  

  Globalization and Legal Institutions 

 Legal institutions influence the kinds of activities companies 
can and cannot engage in. These institutions set boundaries and 
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influence the rules of the game, and companies—as players in that 
game—must generally abide by those rules. This is not to say that 
companies are passive players. They try to influence the rules in 
their favor. However, for the most part there is no getting around 
the fact that legal institutions, and legal actors, play a central role 
in economies. 

 For managers of global companies, it is important to realize that 
differences in legal institutions can make it difficult to operate in 
other countries. Academic studies demonstrate that, when it comes 
to globalization, it is typically easier for companies to operate in 
countries that share the same legal system. It should therefore be 
easier for a US-based company like Airbnb to operate in the United 
Kingdom than in Spain—and not simply due to a common lan-
guage, but because the legal systems of the United States and the 
United Kingdom are similar. Airbnb might be able to navigate a 
common law country like the United Kingdom more effectively 
because it is more accustomed to responding to legal challenges by 
arguing that its services are legitimate based on precedent. By con-
trast, it might be more difficult for Airbnb to justify its operations 
in a civil law country like Spain, which explicitly prohibits the com-
mercial use of private property.   

  Analyzing a Country’s Regulatory Institutions 

 Regulatory actors (agencies and individuals) and the regulations 
they propose, ratify, amend, abolish, and enforce comprise regula-
tory institutions. Regulatory bodies, created by legislative and politi-
cal bodies through statutory law, share similarities with both legal 
and political institutions. Like political actors, the leaders of regu-
latory agencies can be appointed or elected or can simply inherit 
their positions. Like legislative bodies, regulatory agencies have the 
power to create explicit codes of behavior that carry the force of law. 
They propose, ratify, amend, and abolish rules and laws. Regulatory 
agencies can also serve as executive and judicial actors, adjudicating 
and enforcing rules and laws, monitoring economic actors subject to 
regulation and taking punitive action to enforce regulations when 
necessary. 
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 In some sense, regulatory institutions fill gaps that legal and 
political institutions leave unaddressed and typically do so in 
the domain of industrial activity. Whereas political and legal 
institutions inf luence policy broadly in society, the roles and 
responsibilities of regulatory institutions are limited to specific 
areas of economic activity. In the United States, for example, the 
government charges bank regulators like the Federal Deposit 
Insurance Corporation, the Federal Reserve Board, and the 
Office of the Comptroller of the Currency with oversight of 
financial institutions in the banking industry. They enact rules 
of conduct, monitor banking institutes to ensure that those 
banks comply with the rules of conduct, and mete out penalties 
when banks violate established rules of conduct. This author-
ity, however, is limited to the banking sector, and these regula-
tors have very little, if any, power in other industries, such as 
telecommunications. 

 As with political and legal structures, countries differ in the kind, 
number, and practices of their regulatory structures. Banking tends 
to be heavily regulated in nearly all countries, whereas there is a less 
widespread tradition when it comes to the regulation of issues such 
as worker safety, health services, and the environment.  11   Some coun-
tries have multiple regulators for a given industry, as with banking 
in the United States. Other countries have only one, as with bank-
ing in China (the China Banking Regulatory Commission, CBRC). 
Similarly, regulators might be able to serve longer terms in some 
countries than in others. 

 Regulatory independence also varies; in some countries, regula-
tory bodies are run independently of other branches of government. 
In others, they may be independent in theory, but politicians meddle 
in practice. In yet others, regulatory agencies are not independent at 
all. Whatever the case, regulatory agencies are typically subject to 
oversight by political and legislative actors, who have the right to 
amend their scope or, in extreme cases, revoke their charters. 

 Finally, while regulators in some countries have almost exclusive 
power to enforce regulations, other countries limit these enforce-
ment powers, relegating regulatory agencies to a mere advisory 
role. In general, regulatory bodies in Anglo countries, such as the 
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United States, have more autonomy and authority, and those in 
Asian countries like China tend to have less.  12   

 It can be a challenge for a company to operate in a regulatory 
environment that is different from that of its home country—
just as it is difficult to navigate a country with different political 
and legal institutions. In global markets, companies often have 
an inadequate understanding of local regulations, the regulatory 
agencies to which they are subject, and the roles and responsibil-
ities of those agencies. This limited understanding means that 
firms are more likely to run into trouble with regulators. 

 For example, Uber is currently embroiled in a tremendous 
regulatory battle in Germany, and these kinds of battles are not 
limited to a particular company, country, or industry. They are 
common for companies operating overseas. Corroborating that 
point, the majority of respondents to a recent China survey con-
ducted by the American Chamber of Commerce indicated that 
US companies feel that they are unfairly “targeted” by Chinese 
regulators, with local regulations biased in favor of local Chinese 
companies.  13   

 A recent study in the banking sector demonstrates that foreign 
banks operating in the United States are significantly more likely 
to be the target of regulatory action—being flagged for more con-
sumer protection, information disclosure, anti-money laundering, 
and anti-terrorism violations—than are comparable US banks.  14   As 
of this writing, foreign banks such as HSBC, Barclays, Standard 
Chartered, Royal Bank of Scotland, Credit Suisse, and Bank of 
Tokyo-Mitsubishi UFJ are either under investigation or have already 
been fined for doing business with Iran, a country the US govern-
ment and US banking regulators have blacklisted.  15   

 Russian media regulators passed legislation in 2014 limiting 
the broadcasting of commercials for cable and satellite TV chan-
nels. This severely hinders the ability of foreign cable companies to 
generate revenue, as commercials provide a critical source of rev-
enue for television content providers. Similarly, media regulators in 
Russia passed regulations to take effect in 2016 that would limit the 
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ownership foreign companies can take in local media companies. In 
response to these regulatory changes, the US-owned Cable News 
Network (CNN) announced it would reconsider offering its English-
language news channel in Russia.  16   Other prominent foreign media 
companies like the BBC, Bloomberg TV, and the German Burda 
Media are also reevaluating their strategies in Russia. 

 These examples highlight how regulatory differences between 
countries pose challenges and create compliance burdens. 
Accordingly, managers face a complex set of decisions and trade-offs 
regarding these differences.  

  Measuring a Country’s Political Institutions 

 Practically speaking, managers have neither time for nor do they 
need deep, detailed insight into how a country’s political, legal, and 
regulatory institutions were designed, created, and structured, or 
how they function on a day-to-day basis. The aim here is merely 
to provide an overview, a framework for establishing a context for 
political considerations that relate to globalization. 

 If managers do not require a detailed and nuanced understand-
ing of how political institutions function in specific countries, 
then when seeking to expand into a particular country, where 
can they turn for guidance to help them better understand the 
political environment? It is wise to turn to specialists—scholars, 
consultants, lawyers, and accountants—who have developed an 
expertise in dealing with political institutions. Some of those spe-
cialists have even developed ways to reliably measure and quantify 
important elements of political institutions, and managers can use 
these to evaluate relevant political differences between countries. 
Some measures are broad in scope, simultaneously evaluating vari-
ous political, legal, and regulatory institutions—a kind of one-
stop shopping—while other measures provide more detail on a 
particular set or subset of political institutions. 

 For all-inclusive data, managers can turn to the Worldwide 
Governance Indicators (WGI). Scholars developed the WGI in 
conjunction with the World Bank and the Brookings Institute to 
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capture elements of a country’s political, legal, and regulatory insti-
tutions. WGI’s political measures evaluate four factors:

   voice and accountability, or the extent to which the populace  ●

elects its government;  
  political stability, or the presence and level of social unrest,  ●

armed conflict, and terrorist threats;  
  government effectiveness, or the extent to which the govern- ●

ment is seen as credible and acts credibly;  
  corruption, or the extent to which public officials use the power  ●

of their office for private gain.    

 WGI measures legal institutions through an assessment of the rule 
of law: the extent to which actors in a society respect and abide by 
the law and the consistency with which the government enforces 
the law, especially insofar as contracts and property rights are con-
cerned. WGI also includes a measure of regulatory quality—the 
soundness of regulation. 

 In the realm of political institutions:

   The World Bank Database of Political Institutions (DPI) mea- ●

sures aspects of a country’s political system, ideological lean-
ings, electoral rules, level of electoral competitiveness, number 
and types of political parties, structural characteristics of the 
executive and legislative branches of government, and the level 
of checks and balances built into the political system.  
  Witold Henisz, a professor at the Wharton School of the  ●

University of Pennsylvania, developed the Political Constraints 
(POLCON) Index to focus on checks and balances across the 
legislative, executive, and judicial branches of government. 
This database reflects the insight that the greater the checks 
and balances in a political system, the more political actors are 
constrained from acting unilaterally, and the greater the policy 
stability of a country.  
  Like the POLCON measure, the Center for Systemic Peace cap- ●

tures indicators of stability; however, it focuses more on political 
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than policy stability. It publishes some particularly interesting 
measures on internal and external conflict, war, and the likely 
continuity of the government.  
  Transparency International publishes an annual Corruption  ●

Perception Index that captures the level of corruption within a 
country’s government sector.    

 For data on legal institutions managers can turn to sources high-
lighted in an influential study entitled “Law and Finance.”  17   For 
example:

   The Foreign Law Guide publishes data on legal origins (such as  ●

whether a country uses a system based on civil law or common 
law).  
  The Digest of Commercial Laws of the World   compares coun- ●

tries based on 22 commercial legal factors.  
  The World Justice Project collects and publishes data on the  ●

rule of law and the effectiveness of judicial systems.    

 Because regulation tends to be industry specific, there are gener-
ally fewer measures that focus exclusively on the regulatory institu-
tions of nations rather than their political or legal institutions. But 
that does not make a country’s national regulatory structure any 
less important. In fact, the Organization for Economic Cooperation 
and Development (OECD) recently highlighted the need for a more 
robust framework to measure and evaluate regulatory effectiveness 
and regulatory quality across countries.  18   That said, there are vari-
ous sources we can turn to for measures of regulatory institutions 
at the national level, but they tend to be embedded within other 
measures of legal and political institutions. For example:

   As part of their focus on the rule of law, the World Justice  ●

Project also collects and publishes data on the regulatory effec-
tiveness of countries.  
  The World Economic Forum’s Global Competitiveness Report  ●

includes a measure of regulatory quality as a part of its assess-
ment of global economies.  
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  The Doing Business Index, supported by the International  ●

Finance Corporation and the World Bank, captures several fea-
tures of national regulatory institutions.    

 These are a few high-quality measures of political institutions, 
but this is certainly not an exhaustive list. There are a number of 
alternative sources of data:

   For a solid qualitative understanding of a country’s politi- ●

cal institutions, the  CIA World Factbook  can be an excellent 
resource.  
  Similar to the   ● CIA World Factbook , the Economist Intelligence 
Unit publishes qualitative data on countries’ political, legal, and 
regulatory systems.  
  There are proprietary sources of data published by various con- ●

sultancies—such as the Eurasia Group or the PRS Group—
geared toward the measurement of geopolitical and legal risk. 
The Eurasia Group, founded by my colleague Ian Bremmer, 
specializes in the measurement of geopolitical risk. Similar to 
the Eurasia Group, the PRS Group specializes in geopolitical 
risks, but its data also includes measures related to a country’s 
legal environment.  
  Other sources of country-specific data include (but are not  ●

limited to) Nouriel Roubini’s RGE Macro Analytics, Pankaj 
Ghemawat’s CAGE Comparative Data, and NationMaster.    

  Table 4.1  lists sources for measures that can help guide managers 
in their quest to understand political, legal, and regulatory institu-
tions. It is not an exhaustive list; however, it details a set of accurate 
and reliable sources for data on political institutions.     

  Bringing It All Together 

 Political institutions are incredibly interesting, but they are admit-
tedly nuanced and complex. Managers need not understand and 
appreciate the full depth of their complexity and nuance, as the goal 
is not to achieve academic levels of enlightenment. Managers do, 
however, need to have a basic familiarity with political institutions 
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and understand the challenges that differences in political institu-
tions can cause when conducting business overseas. In the context 
of globalization, it is especially important for managers to be able 
to accurately measure political institutions, to get one step closer 
to quantifying and accounting for the risks posed by differences 
in political institutions between countries in terms of dollars and 
cents. 

 Table 4.1     Political Data Sources 

 Source  URL  Political  Legal  Regulatory 
Worldwide 
Governance 
Indicators

  http://info.worldbank.org/
governance/wgi/index.aspx#home  

X X X

Database of Political 
Institutions

  http://www.worldbank.org/en/
research  

X

POLCON   https://mgmt.wharton.upenn.edu/
profile/1327  

X

Center for Systemic 
Peace

  http://www.systemicpeace.org/  X

Corruption 
Perception Index

  http://www.transparency.org/
research/cpi/overview  

X

Foreign Law Guide   http://referenceworks.brillonline.
com/browse/foreign-law-guide  

X

Commercial Laws 
of the World

  http://legalsolutions.thomsonreuters.
com/law-products/  

X

World Justice 
Project

  http://worldjusticeproject.org/  X X

Global 
Competitiveness 
Report

  http://reports.weforum.org/global-
competitiveness-report-2014-2015/  

X X

Doing Business 
Index

  http://www.doingbusiness.org/  X X

 CIA World 
Factbook 

  https://www.cia.gov/library/
publications/the-world-factbook/  

X

Eurasia Group   http://www.eurasiagroup.net/  X
PRS Group   https://www.prsgroup.com/  X X
RGE Macroanalytics   https://www.roubini.com/  X
CAGE Comparative 
Data

  http://www.ghemawat.com/cage/  X X

NationMaster   http://www.nationmaster.com/  X X
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 How can measures of political institutions help account for glo-
balization’s risks? A preview of coming attractions: Let us assume 
we measure a particular political institution for which, on a certain 
scale, the United Kingdom receives a score of 1, the United States a 
2, and China a 10.  19   For the purposes of assessing globalization risk, 
the significance lies not in the absolute numbers, but in the  relative 
difference  between the numbers. The greater the difference between 
countries, the greater the risk to a company wishing to globalize to 
that other country. Thus, based purely on the political institution 
differences between the United Kingdom, the United States, and 
China, we can safely assume that it will be easier for a US company 
to expand to the United Kingdom (given a political difference of 
1) than to China (with a political difference of 8). Those differences 
can also help us begin to make inferences about the risks involved 
in operating in a certain country. However, before we get deeper 
into the specifics of how to convert raw measures of institutions into 
useful measures of global risk, it is essential to delve into the two 
other national institutions that impact global business: economics 
and culture.  
   



     CHAPTER 5 

 Economic Institutions and Globalization   

   In an ideal world, managers would simply engage in the whole-
sale transfer of products, services, operations, and business 
activities from the domestic market—where they are familiar 

with the various institutions—to a foreign market. Adopting such 
an approach is typically easier and more cost-effective—benefitting 
from what we refer to as “economies of scale and scope” in global 
markets—than recreating the business from scratch. In practice, 
however, managers often discover that it is difficult to conduct busi-
ness in global markets in precisely the same way as in the domestic 
market. There are a host of impediments to transferring an existing 
domestic business model abroad. 

 In the preceding chapter we explored political institutions and the 
impediments—and risks—that differences in those institutions can 
generate for multinational corporations. Now that we have an over-
view of political institutions, we are prepared to consider economic 
institutions and the way they differ from one country to another. 
Managers may not always have political institutions on their radar, 
but most are keenly aware of economic institutions even if they do 
not always think of them as institutions. 

 Managers are trained to think in terms of market opportunities: 
opportunities to increase revenues, decrease costs, and increase prof-
its. Yet despite the preoccupation with revenue, cost, and profitabil-
ity factors, managers typically do not think about the complex set 
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of economic institutions that underpin those factors. This chapter 
builds on an existing familiarity with market opportunity to pro-
vide a more nuanced understanding of economic institutions, with 
a focus on how they relate to globalization and global risk.  

  Economic Institutions 101: What Managers Should Know 

 Managers intuitively recognize the importance of economic institu-
tions to their bottom line, and yet they continue to make countless 
mistakes when they expand into global markets. Among these mis-
takes may be the following:

   overestimating a particular market’s potential   ●

  misjudging the quality of local employees or local inputs   ●

  underestimating the likelihood that the market is vulnerable to  ●

a recession or other adverse developments  
  overlooking the impact of currency fluctuations   ●

  failing to realize how a country’s physical and economic infra- ●

structure will impact the company’s business operations.    

 Misreading these factors in a foreign market can have costly conse-
quences. Let us take a closer look. 

  Overestimating Market Potential 

 The most important—and often most obvious—economic insti-
tution any company must consider when expanding abroad is the 
size of the local market and the level of wealth of its consumers. 
Given that customers cannot buy products they cannot afford 
and do not buy products that do not meet their economic needs, 
managers often begin by assessing whether there is demand for 
their company’s products, whether local customers can afford 
them, and whether their companies can be competitive in the 
local marketplace. Managers use those assessments to generate 
revenue estimates. 

 But generating accurate sales estimates requires more than sim-
ply estimating market size, consumer wealth, and competitive 
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positioning. Foreign revenue estimates are much harder to gener-
ate—and much less precise—than domestic revenue estimates due 
to a simple reality: foreign companies are at an informational dis-
advantage compared to local competitors when it comes to under-
standing local consumers. Managers of foreign companies often lack 
the detailed information they need to accurately project revenues, 
and as a result, there is typically much more variability in their sales 
estimates. This can set up a company for failure. 

  Miscalculating Local Sales in India: Kellogg’s and Daimler 
 An excellent example of economic miscalculations is the attempt by 
the Kellogg’s company to expand into India in the mid 1990s with 
its flagship corn flakes brand.  1   The company took note of India’s 
rapid economic growth and burgeoning middle class. What it did 
not understand, however, was the difference between the middle 
class in a developing country like India and that in an already devel-
oped country like the United States. The result of this oversight? 
Kellogg’s overestimated the potential for its sales in India as well 
as the appeal that ready-to-eat cereal products would have there. 
Despite a $65 million initial investment in India and additional mil-
lions spent on marketing and promotion, Kellogg’s failed to make 
much of dent in the Indian market. It simply priced many local 
consumers out of the market. 

 Similarly, in 1994 the German multinational automotive cor-
poration Daimler miscalculated the Indian market when it intro-
duced its Mercedes brand there in hopes of appealing to the growing 
wealthy market segment. It soon discovered, however, that its auto-
mobiles were priced too high even for this segment of the market. 
This was compounded by the fact that its manufacturing facility in 
India could not produce automobiles cost-effectively, and at a scale 
that would allow the company to lower prices. As a result, the com-
pany had year-over-year losses. Daimler still operates in the Indian 
luxury automobile market today, but it continues to struggle, hav-
ing captured only around 0.4 percent of the country’s automobile 
market—far less than its 5.4 percent market share in Europe or its 
2.5 percent market share in the United States.  2     
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  Misjudging Quality 

 Managers are trained to pay acute attention to sales figures and also 
to costs, and they often look to globalization as a means to reduce 
those costs. You are probably familiar with the business practice 
of subcontracting production to developing countries, where the 
costs can often be orders of magnitude lower than in the domestic 
market. You are probably also familiar with the business practice 
of global sourcing, where companies acquire inputs from foreign 
markets at a fraction of the cost of producing or acquiring them at 
home. These decisions require managers to estimate the cost savings 
they can achieve by substituting foreign labor and inputs for domes-
tic labor and inputs. They will normally take into account potential 
savings in labor costs, input costs, and operating costs, but—just as 
it is difficult to estimate sales accurately—it is difficult to accurately 
estimate cost savings. There are many hidden costs to globalization 
that are difficult to estimate. Lower costs can compromise quality 
and can mean substandard operating procedures. 

  Offshore Outsourcing and Labor Quality: A Cautionary Tale 
 In the 1980s and 1990s the trend among companies in the United 
States and United Kingdom was to outsource customer support and 
service—that is, IT support—to countries like India, where the 
costs were a fraction of those in the home country. Despite this 
lower sticker price, many companies soon discovered that the qual-
ity of the outsourced work did not meet the standards they had 
become accustomed to in the United States or the United Kingdom. 
This strategy also had an impact on India’s labor market. As foreign 
companies followed the same strategy of piling into India to reduce 
costs, labor market conditions in India firmed up and wage infla-
tion soon followed. In fact, outsourcing to Indian firms drove up 
wages so much that the practice ceased to provide benefit for the 
foreign firms. 

 As a result, the last decade or so has seen an increasing trend 
toward onshoring—companies bringing back to their home country 
activities that they had once sent offshore. The onshoring trend is not 
limited to IT services, either. The manufacturing industry has also 
undergone a wave of onshoring, as Western companies increasingly 
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bring home manufacturing work they had subcontracted to India, 
China, and other low-wage countries.  3     

  Anticipating Economic Shocks 

 Given how difficult it is for managers—or anyone—to anticipate 
shifts in their own country’s economic environment, imagine try-
ing to anticipate sudden economic swings, such as recessions, as an 
outsider. If we look back to the severe financial crisis and economic 
recession in the United States from 2007 to 2009, when GDP fell 
by more than 4 percent from peak to trough, we see that it did 
not spare American companies and banks, which were staffed with 
knowledgeable managers. Yet, however challenging it might have 
been for American companies to deal with the financial crisis, that 
challenge was amplified for foreign companies. Foreign companies 
were similarly caught off guard by the suddenness and severity of 
the crisis; lacking early warning systems and strong ties in the local 
market, they were impacted disproportionately. 

 The inability to accurately predict or prepare for sudden changes 
in the local economic environment certainly creates risks for domes-
tic companies, but it can wreak havoc for foreign companies. Foreign 
companies are often ill-prepared to deal with local economic shocks 
because they are at an informational disadvantage relative to domes-
tic companies, and often not as well prepared to deal with them. 
Because managers cannot prepare for what they cannot anticipate, 
there is greater uncertainty in their financial projections. 

  Caught Off Guard by an Economic Shock: Vitro in the United States 
 In response to the 2007–2009 financial crisis in the United States, 
Mexican companies—especially those whose fortunes were tied to 
the US market—experienced a particularly sharp deceleration in 
sales that took an extreme toll on their bottom lines. Vitro, a large 
Mexican multinational producer of high-quality glass products for 
the beverage, construction, and automotive industries, was caught 
off guard. 

 Vitro’s problems were twofold. First, it had made big bets on 
the price of natural gas—a vital input used for firing silicon into 
glass—in anticipation of rising natural gas prices. Second, Vitro 
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had a tremendous exposure to the US automotive and construction 
industries. In the wake of the financial crisis, US demand for hous-
ing and automobiles flagged and the price of natural gas cratered. 
Vitro lost more than $200 million just on natural gas contracts, and 
US sales and income declined so precipitously that Vitro was forced 
to file for bankruptcy in 2010.   

  The Impact of Currency 

 When the salient factor of foreign currencies is added into the mix 
of variables, the economic environment becomes even more compli-
cated for a company trying to compete in global markets. As inves-
tors know too well, it is extremely challenging to estimate whether a 
foreign currency will rise or fall and by how much. Exchange rates 
can change suddenly and unexpectedly.  4   And regardless of their size, 
companies that operate globally must deal with currency risk. 

  Losing Money on Currency Exchange: Hypothetical Example 
with Real Implications 
 How could a company lose money on foreign exchange? Using 
a simplified hypothetical example, let us assume that a US auto-
mobile company (we will call it US Autoco) sells cars in Brazil in 
the local currency (i.e., collects Brazilian reals from Brazilian con-
sumers). Assuming that US$1 (USD) is worth R$2 (reals) today, a 
car that costs USD 10,000 should cost approximately R$20,000, 
which US Autoco would collect today in Brazil. If the company acts 
immediately, it can take those R$20,000 and exchange them for 
USD 10,000. However, the value of the Brazilian real could change 
tomorrow, due to unforeseen circumstances. 

 If US Autoco waits until tomorrow to exchange its Brazilian Reals 
into USD, and by that time the value of the R$ weakens against the 
USD such that USD 1 now yields R$2.5, that R$20,000 US Autoco col-
lected would no longer be worth USD 10,000, but only USD 8,000—
a 20 percent loss in revenue in just one day. And indeed, consistent 
with this hypothetical example, General Motors announced a drop 
in revenue and profitability in 2013 when the Brazilian real fell by 
7.8 percent against the US dollar. 
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 Similarly, as a result of the economic slump in the European 
Union and a weakening euro (EUR), large US companies, such as 
Proctor & Gamble, Caterpillar, and Microsoft, blamed a spate of 
disappointing earnings in part on the strengthening of the USD 
against the EUR.  5   Aside from a drop in demand that usually accom-
panies a recession, the sudden shift in the EUR/USD exchange rate 
had a dramatic effect on their bottom lines. 

 The dynamics driving down the earnings of Proctor & Gamble, 
Caterpillar, and Microsoft are similar to those I describe in the 
hypothetical example above. Let us assume that a US software com-
pany (we will call it US Softwareco) earned profits of  € 1,000,000 
from the EU in 2014 and anticipates that it will likewise earn the 
same level of profits there in 2015. Even if only the exchange rate 
changes, US Softwareco’s profitability will change. This is because 
the average exchange rate in 2014 for the EUR was USD 1.33, but in 
early 2015 it dropped into the range of USD 1.10. If that exchange 
rate remains constant for the remainder of 2015, and nothing else 
changes, US Softwareco’s profitability will take a 17 percent hit, 
from USD 1,330,000 in 2014 to USD 1,100,000 in 2015. 

 Given how suddenly exchange rates can fluctuate—as in the cases 
of the Brazilian real and the Euro—it is clear from the examples 
that currency exchange should be a serious consideration for anyone 
managing global operations.  

  Gaining Money on Currency Exchange: Hypothetical Example 
with Real Implications 
 Exchange rate shocks also happen in the opposite direction—in a 
foreign company’s favor. If the Brazilian real were to strengthen 
against the USD, such that today USD 1 yields R$2 but tomorrow it 
yields only R$1.5, our hypothetical US Autoco would have benefit-
ted from waiting that extra day to exchange its Brazilian reals. That 
is, the same R$20,000 it collected in the example above would be 
worth more than USD 10,000 in exchange today and instead would 
be worth USD 13,333 (R$20,000/1.5) tomorrow, for a foreign cur-
rency gain of 33 percent. 

 In the time I’ve been writing this book while on sabbatical in 
Spain, I myself have benefited from a drop in the value of the 
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euro. When I came to Madrid, I rented an apartment from a local 
landlord who wanted to receive monthly rental payment in euros. 
However, as an employee of a US university (NYU’s Stern School of 
Business), I get paid in US dollars. This mismatch between receipts 
and expenses creates currency risk for me. 

 But I got lucky. When paying my first month’s rent and secu-
rity deposit, the EUR/USD exchange rate stood at around USD 
1.36 (i.e., 1 EUR yielded USD 1.36). As of this writing, it stands at 
around USD 1.10. My rent has therefore gone down some 19 per-
cent in USD terms. So if I were paying (let us say) EUR 1,000 per 
month for my apartment, rather than having to convert the ini-
tial USD 1,360 into EUR each month, I now only have to convert 
USD 1,100 to pay my monthly rent. That is a savings of USD 230 
per month. I definitely benefitted, but it would have been risky for 
me to count on that kind of reduction in cost. Likewise manag-
ers should not assume that they will be the beneficiary of foreign 
exchange movements.  

  Hedging Currency Risk 
 Large currency swings like those I describe in the examples above 
(in the 10–25% range) are more the exception than the norm, and 
yet these same dynamics play out for global companies on a smaller 
scale almost on a daily basis. Given that managers do not want to 
expose their companies to risk, you may ask how managers can 
minimize their exposure to this kind of foreign exchange risk. The 
answer, typically, is through managing—or “hedging”—currency 
risk. Hedging provides a means of locking in a certain exchange 
rate in advance, so as to protect a company from exchange rate 
fluctuations. 

 Returning to the hypothetical example of US Autoco operat-
ing in Brazil, if the company can predict it will make a R$20,000 
sale next week, it can enter into a standard future or forward con-
tract today with a bank (or any financial institution that special-
izes in currency exchange) in anticipation of that sale, locking 
in a particular exchange rate. For a fee, the company is likely to 
find a financial institution willing to guarantee the going rate of 
USD 1 in exchange for every R$2, regardless of the direction in 
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which the currency moves. US Autoco therefore would lock in 
the exchange rate just before—or immediately upon realizing—
the sale and thus does not have to worry about exchange rate 
f luctuations after the sale. And this is a smart strategy for many 
globalizing businesses to consider.  6   

 Although hedging allows companies to minimize the currency 
risk that is inherent to doing business in a global marketplace, this 
means of mitigating risk is not free. Whether they hedge or not, 
global companies still bear additional costs, either in the form of 
currency risk (if they do not hedge) or by paying staff or outside 
advisors to manage their hedged positions (if they do hedge). This is 
yet another example of how differences in economic institutions add 
to a global company’s overall liability of foreignness.   

  Economic Infrastructure 

 Differences across countries that impact global business activity 
go well beyond the straightforward issues of customer purchasing 
power, cost/quality considerations, macroeconomic fluctuations, 
and currency risk. They also include physical infrastructure—the 
basic building blocks of economic activity. A country’s infrastruc-
ture embodies one set of institutions that managers tend to over-
look when seeking to globalize. You might not immediately think of 
this as an economic institution, but infrastructure creates a basis for 
broader economic activity, and the following types of infrastructure 
matter especially to economic outcomes:

   transportation (bridges, tunnels, roads, airports, and seaports);   ●

  services (water and sewer);   ●

  energy (the availability of energy supplies, the establish- ●

ment of electricity-generating facilities, and the development of 
reliable energy-distribution facilities);  
  technology (hardware, software, and network resources);   ●

  financial (a well-functioning banking sector and a sound finan- ●

cial system of exchange).    

 Without the appropriate infrastructure, it is difficult for compa-
nies to conduct business in a particular country, and differences in 
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infrastructure development between countries can handicap global 
companies. 

  Infrastructure’s Operational Challenges: Multinationals in China 
 It is no secret that Western companies have difficulty distribut-
ing their goods in China (I provided an example of this phenom-
enon with Walmart in  chapter 1 ). China has made great strides 
in developing its economic infrastructure, but it still lags behind 
many developed markets. A recent report by the Boston Consulting 
Group (BCG) concluded that China’s “logistics infrastructure is 
more fragile and disorganized than that of Western countries.”  7   As 
a result, multinational companies generally carry higher levels of 
inventory in China than in other countries, and it is generally cost-
lier and more time-consuming to manage logistics in China than 
elsewhere. According to the BCG study, “Western multinationals 
can expect about 20 percent of the costs of their Chinese operations 
to be logistics-related, compared with an average of about 10 percent 
in the West.” 

 Logistical challenges have dogged Walmart throughout its tenure 
in China. It has been difficult for the company to maintain a large, 
nationwide retail footprint in China because the country’s road, 
railway, and port transportation systems do not yet meet Walmart’s 
demanding distribution standards. Moreover, China’s information 
technology infrastructure lags behind in speed and connectivity, 
making supply chain management, inventory tracking, and auto-
mated order processing more challenging. It should therefore come 
as no surprise that China, the largest consumer market in the world, 
accounts for only 2 percent of Walmart’s sales, while contributing 
very little, if any, profitability.    

  Defining Economic Institutions 

 Now that I have shared some stories about specific economic factors 
and why each one is important to global companies, I should for-
mally define what I mean by economic institutions. Economic insti-
tutions certainly influence the development of the aforementioned 
factors—market potential, the quality of local inputs and local 
employees, the potential for macroeconomic shocks, the country’s 
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currency regime, and the country’s economic infrastructure. Each is 
a measurable manifestation of economic institutions that, no doubt, 
influences revenues, costs, and profits. Moreover, each is a correlate 
of the condition of a country’s economic institutions. However, each 
is not an economic institution in and of itself. 

 Economic institutions are more rudimentary than the factors I 
describe above. They are the basic units of an economy—comprised 
of economic actors, systems, and structures—and the essential build-
ing blocks to economic activity. I cannot overstate the importance 
of economic institutions to a country’s economic environment and 
economic development, and it is critical for managers considering 
global expansion to take them into account.  8   It is therefore helpful 
to briefly examine each economic institutional unit separately. 

  Economic Actors 

 This term refers to any individual or group that:

   acts as a singular unit (individual, company, organization, gov- ●

ernment agency, financial institution, etc.);  
  has the right to make economic decisions on behalf of the  ●

unit;  
  directs factors of production (land, labor, capital, and/or  ●

knowledge).    

 Think of economic actors as parties engaged in business activity. 
They can be individuals or organizations that own, allocate, use, 
and direct factors of production and engage in transactions involv-
ing said factors in exchange for some consideration, either monetary 
or otherwise.  

  Economic Systems and Structures 

 Economic systems and structures refer to a country’s market orien-
tation—the well-established sets of arrangements that govern eco-
nomic activity as well as the behavior of economic actors. These 
include:

   the allocation of resources among the various economic actors  ●

in society;  
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  the means of exchange of goods and services;   ●

  the rules that govern ownership—who owns (or can legally  ●

own) the factors of production;  
  the roles of economic actors that exchange economic inputs (i.e.,  ●

the factors of production) or economic outputs (i.e., goods and 
services developed using the factors of production); and  
  the rules that govern interaction among economic actors.     ●

 There are two primary economic systems/structures that currently 
dominate the global landscape: capitalist and command.  9   

  Capitalist Economic Systems 
 These systems typically permit private economic actors to own factors 
of production, and they afford those actors wide latitude in decid-
ing how to allocate those factors to productive ends. In a capitalist 
system, the market plays a central role in coordinating economic 
activity, and market-based considerations influence the allocation of 
resources and the decisions of economic actors. The United States, 
for example, is a country that likely comes to mind when one thinks 
of a capitalist economy.  

  Command Economic Systems 
 In command economic systems, the state (rather than private eco-
nomic actors) typically owns the factors of production. The state 
generally acts as the economic coordinating mechanism, allocating 
and directing factors of production—determining how factors of 
production are put to use, by whom, and which goods and services 
are produced and in what quantities. As a result, the market plays 
a relatively small role. For example, to some extent China exhibits 
characteristics of a command economy.  

  Less Common Systems and Structures 
 Other economic structures and systems include:

   the feudal systems of medieval times, often characterized by  ●

lords that owned the land, while vassals managed the factors 
of production on the land, enjoying the fruits of the factors of 
production only in exchange for loyalty to the lord;  
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  gift economies, where markets play little role and individuals  ●

offer valuable items without any expectation of reciprocity;  
  barter economies, which do not use currency to equilibrate  ●

trade; instead, economic actors exchange goods and services 
directly.  10       

  Combined Economies 
 In practice, although pure capitalism and pure command systems are 
at opposite poles of the spectrum of economic systems, most coun-
tries are a hybrid of capitalist and command economies. We often 
characterize the US economy as capitalist, despite its many elements 
of central planning. The US government sometimes manages the 
provision of goods and services, especially in situations where mar-
kets do not function properly. Similarly, we could describe China’s 
economy, which is largely state-driven, as a command economy, but 
in some cases—and increasingly in recent years—individual eco-
nomic actors own private property and make decisions about how 
to use factors of production.  

  Managing Economic Institutional Differences: Henry Schein’s 
Global Expansion 

 As you might expect, having to navigate different economic 
institutions is a key obstacle to a company seeking to expand 
globally. The more dissimilar the economic institutions of a 
pair of countries, the more difficult it is for a company from 
one country to conduct business in the other and the greater 
the risk connected with expansion into that country. Henry 
Schein, a US-based publicly traded company and one of the 
world’s largest direct-to-office dental, medical, and veterinary 
sales, distribution, and service companies, has encountered 
some of these institutional challenges in its global operations. 

 Henry Schein predominantly sells products manufactured 
by health care equipment and device manufacturers directly 
to the offices of dental, medical, and veterinary practitio-
ners. Its value added includes an extensive product catalog, a 
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tremendous sales force, a far-reaching distribution footprint, 
and an attentive postsales service network. In recent years 
Schein has capitalized on its accumulated knowledge of the 
dental, medical, and veterinary businesses to offer practitio-
ners a range of valuable consulting, financial, and technology 
services. 

 Henry Schein has successfully replicated much of its busi-
ness model in global markets (the company currently oper-
ates in more than 30 countries) by taking a graduated roll out 
approach. It chooses countries carefully, looking for strategic fit 
between economic opportunity and institutional risk. Schein’s 
expansion pattern reflects such an approach. It undertook a 
concerted global expansion campaign in the early 1990s to 
countries that were economically (and more broadly, institu-
tionally) similar to the United States, like Canada, the United 
Kingdom, and Western Europe. From there it expanded fur-
ther afield, with recent expansions into more institutionally 
distant countries like China and Brazil.

Once Schein chooses to enter a particular country, it man-
ages risk by adopting business structures and tailoring opera-
tional strategies to the economic realities of that country. For 
example, in some European countries the economic system 
differs markedly from that in the United States, especially in 
those countries that lean more toward a socialist than a capi-
talist economic system. In those countries, medicine is largely 
socialized and potential customers are primarily large, state-
run public health care systems rather than private health care 
practitioners 

 Governments are notoriously difficult customers. They tend 
to use their heft to squeeze suppliers for discounts, take lon-
ger to pay than private customers, and generally do not value 
after-sales service in the way private health care providers do. 
Therefore, when considering global expansion, Henry Schein 
has been careful to concentrate its efforts on countries that 
share similarities in economic institutions and structure to the 
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United States. In cases where the company enters countries 
with very different economic institutions, it tends to focus on 
segments of the market that are similar to those in the United 
States.  

 For example, in a country where the state runs the public 
health care system but social insurance does not cover den-
tal and veterinary services, Henry Schein might concentrate 
on the private dental and veterinary markets rather than on 
medical ones. The company has learned how to deal with dif-
fering economic institutions effectively by tailoring its prod-
uct and service offerings to the institutional realities of each 
market.      

  Measuring Economic Institutions 

 Measuring economic institutions is not nearly as challenging as 
measuring political or cultural institutions. Given that managers 
and policymakers have a keen interest in economic outcomes, there 
is already an abundance of country-level economic data. The chal-
lenge, however, is to sift through all the data to determine which 
will best help us accurately account for differences in these economic 
institutions between countries. 

  Using Macro-Level Data 

 One place to start is to examine a country’s gross domestic prod-
uct (GDP), GDP per capita, and GDP growth. These figures can 
give us a sense of the potential size of the market, the wealth of the 
consumers, and the likely growth of that market. These data are 
available from a number of sources, including the United Nations, 
the World Bank, the International Monetary Fund, the Penn World 
Table, and the  CIA World Factbook . 

 To understand the impact of globalization on a company’s 
costs, managers might look to data on the factors of production, 
such as labor, land, natural resources, and capital (e.g., machinery) 
costs. Organizations like the International Labor Organization, 
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the US Bureau of Labor Statistics, the Organization for Economic 
Cooperation and Development (OECD), and the World Bank pub-
lish data sets on various factors of production costs, especially labor 
costs. 

 It would be shortsighted for managers, however, to solely or even 
predominantly rely on macro-level data—such as GDP, GDP per 
capita, GDP growth, labor costs—to generate revenue and cost pro-
jections for global markets. Although these data can help us develop 
estimates, they are not detailed enough to generate accurate projec-
tions. For this, managers typically prefer detailed industry-specific 
data. Industry associations and focused consulting and analysis 
organizations specialize in the collection and publication of such 
industry-specific metrics. 

  Luxury Goods in China: A Hypothetical Example 
 Assume that in 2013 China had a GDP per capita of approximately 
USD 7,000. This raw number is meaningful to a manager of a lux-
ury goods business looking to expand to China; the number indi-
cates that compared to the United States (with a GDP per capita of 
approximately USD 53,000 in 2013), Chinese consumers, on aver-
age, are not exceedingly wealthy. However, China is an extremely 
large country, and averages can be misleading. The average GDP per 
capita tells us very little about the distribution of wealth in China or 
where large concentrations of wealth might exist. For instance, cit-
ies like Shanghai and Beijing have a higher concentration of wealthy 
inhabitants, and average levels of GDP per capita in those cities are 
two to three times the national average.  11   

 Though certainly informative, aggregate GDP data might not be 
as helpful to managers as more micro, industry-specific data. And 
we can go far beyond macroeconomic measures to devise more con-
crete estimates of market size and market potential for the Chinese 
luxury goods market. In fact, estimates suggest that Chinese con-
sumers are likely to spend about 180 billion yuan (or USD 30 bil-
lion) on luxury goods in 2015.  12   

 As a luxury goods retailer, we can use that as a starting point 
to estimate our slice of the luxury market pie rather than relying 
on blunt GDP per capita estimates. That is, if our market share of 
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the luxury goods market stands at about 1 percent in the markets 
where we operate, we might reasonably estimate that we have the 
potential to generate USD 300 million in sales (1% of USD 3 bil-
lion) in China. Data like GDP, GDP per capita, GDP growth, and 
labor/land/capital costs can still inform our financial projections, 
but industry-specific data, when available, usually trump macroeco-
nomic data.  

  From Macro Data to Detailed Risk Factors 
 We have established that managers can find fairly robust data to 
help project revenues and costs; however, market and cost data can-
not help gauge the levels of risk present in global markets. Because 
managerial projections tend to be more imprecise for global markets, 
we need to go beyond macro-, or even industry-, level market and 
cost measures of economic activity to identify measures that can 
provide insight into the variability in economic institutions across 
countries. This will allow us to get a better sense for the confidence 
we can have in our projections. 

  Direct Measures of Institutions.  We can dig a bit deeper to 
measure more fundamental characteristics of a country’s economic 
institutions: its economic actors, systems, and structures. They can 
reveal useful information about the likely risks to operating in a par-
ticular country. Measures that begin to get at these issues include:

   indicators that capture the roles of economic actors in society— ●

the extent of ownership rights; the balance between private 
consumption and government consumption; and the balance 
between private investment and government investment;  
  indicators that capture the role of markets in society, that is, the  ●

extent and level of industrial competition; the existence and type of 
regulations limiting competition (e.g., price controls, trade barri-
ers, foreign investment limits); and the state of capital markets.    

 A variety of sources measure fundamental aspects of economic 
institutions. The World Bank Country Policy and Institutional 
Assessment (CPIA) database contains information on a coun-
try’s property rights, how property rights facilitate private eco-
nomic activity, and how property and contract rights are enforced. 
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Individual components (consumption, investment, government 
expenditure) that make up a country’s GDP, published at some of 
the same sources I list above, can shed some light on the balance 
of economic activity between private and public actors. The World 
Bank’s World Development Indicators publishes data on the state of 
a country’s capital markets: its stock market and its banking sector. 
There are also a variety of proprietary sources of data on property 
rights, private economic activity, the state of capital markets, eco-
nomic regulation, and competition.  13   

  Comparing Economic Institutions Using GDP Components.  
Examining the underlying components that make up a country’s 
GDP can be useful to get a sense for fundamental differences between 
economic institutions in different countries. By construction, GDP 
is the sum of consumption, investment, government expendi-
ture, and net exports. A simple comparison of consumption levels 
between countries can provide a quick, though rudimentary, indi-
cation of the relative balance between private and public economic 
activity in a country. For example, in the United States, personal 
consumption typically constitutes nearly 70 percent of total GDP, 
whereas in China it accounts for only around 35 percent. Those 
numbers alone would suggest that private actors are more involved 
in economic activity in the United States than they are in China. 
Companies based in the United States that are accustomed to selling 
goods to private entities (whether individuals or businesses) would 
therefore be wise to think carefully about how business models that 
are dependent upon private consumption will translate to a country 
where private consumption is less robust. 

  Comparing Economic Institutions Using Capital Market Structure.  
There are many sources to which companies seeking to raise capital 
in the United States can turn: venture capital firms, private equity 
firms, hedge funds, pension funds, insurance companies, banks, 
public equity/debt markets, and private individuals. In countries 
like Germany and Japan, although private investors and public mar-
kets exist, banks primarily dominate the market, which results in a 
more controlled flow and allocation of capital. 

 By comparing how capital markets are structured in different 
countries, managers can get a sense for whether the country’s capital 
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system is more banking-based or market-based. Companies from 
the United States (a more market-based system) might find it more 
complicated to raise capital in certain foreign markets especially in 
those where long-term relationships with local banks are particu-
larly important. 

  Indirect Measures of Institutions.  As a complement to or even a 
substitute for direct measures of economic institutions, we can look 
to country-based indicators of economic development. Although eco-
nomic development indicators might not directly measure economic 
institutions, they are correlates of those institutions and are useful 
for gauging differences in economic institutions in different coun-
tries. Measures of economic development include the following:

   indicators of educational attainment (literacy rates and rates of  ●

tertiary education);  
  indicators of infrastructure development: for transportation (air  ●

and sea ports, railways, and highways); for energy (access, reli-
ability, and availability); and for information and communica-
tions (penetration rates for fixed telephone lines, mobile phones, 
personal computers, and broadband Internet access);  
  indicators of knowledge development (e.g., research and devel- ●

opment in science and technology, patents, and intellectual 
property).    

 These data are available from some of the sources described 
above.  14   

  Volatility-Based Measures.  If we are most interested in assessing 
risk, we might be better served to identify measures—either direct 
or indirect—that specifically capture the volatility in a country’s 
economic institutions. That is, we can move beyond measures of 
raw economic institutions to those that measure the risk factors 
inherent in a country’s institutions. 

 Research suggests that the economic growth of nations is typ-
ically characterized by a long-term growth trend coupled with 
short-term volatility around that trend. When short-term risk 
is extreme, the fundamental economic institutions of a country 
are particularly unstable and can be subject to radical change. 
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As a result, the confidence we can have in, and the precision 
with which we can estimate, the trend is compromised. 

 When managers make revenue and cost projections, they typi-
cally base their estimates on the trend. They tend to underestimate 
or ignore the role of volatility in the trend. When economic risk 
(volatility) in a market is great, we cannot be as confident in our 
revenue or cost estimates, and our projections are more likely to be 
off. It is therefore helpful to measure not just economic institutions 
themselves, but also their volatility so as to better understand how 
risk can upset business projections. 

  The Importance of Volatility: Revisiting China’s Luxury Market.  
Returning to our previous example regarding the Chinese luxury 
goods market, we know estimates suggest that it is likely to reach 
USD 30 billion by 2015. However, that prediction is based on long-
term growth trends, but real economic data fluctuate in response to 
unanticipated shocks. If we build our financial projections assum-
ing USD 30 billion is a certainty, we run the risk of under- or over-
estimating the USD 300 million revenue potential. 

 Therefore, business leaders considering expansion into China (or 
any country for that matter) should understand not only the  expected 
size  of the market and the company’s potential slice of the market, 
but also the  risk  that the market estimate itself could be inaccurate. 
And to the extent that the market estimate turns out to be inaccu-
rate, managers should also be prepared to assess by how much an 
inaccurate estimate is likely to impact projections. Understanding 
the underlying volatility in economic institutions can help generate 
expectations for inaccuracies in financial projections. 

  Accounting for Volatility.  Fortunately, analysts have built macro-
economic measures that can help capture the risk and volatility inher-
ent in economic institutions. These measures include the following:

   sovereign credit ratings,   ●

  sovereign bond spreads,   ●

  sovereign bond insurance rates (credit default swaps),   ●

  imputed volatility from GDP growth rates, currency rates, and  ●

inflation rates.    
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 Calculating volatility metrics from published GDP, currency, and 
inflation data is relatively straightforward, and the base data neces-
sary to make those calculations are widely available from some of 
the sources I list above. 

 In addition, we can access government bond yield data via 
Bloomberg or Thomson Reuters. Economists suggest that the rate of 
interest (yield) on publicly traded sovereign bonds reflects, in part, 
the market’s collective view of a country’s economic risks. Further, 
we can obtain government credit rating data from ratings agencies 
such as Fitch, Moody’s, and Standard and Poor’s (S&P). Independent 
credit ratings agencies rate governments by their creditworthiness 
and the likelihood that they will repay investors. These ratings can 
be used as a general indicator of a country’s economic risk. Finance 
professor Aswath Damodaran uses these sovereign ratings to calcu-
late country-specific economic risk spreads indicative of risk differen-
tials across countries.  15   Finally, Markit, Thomson Reuters, and S&P 
Capital IQ publish credit default swap (CDS) data. Investors can buy 
CDS as a type of insurance to protect against default on government 
bonds. As with most forms of insurance, sovereign CDS are more 
expensive when risk is greater, and so increases in the price of CDS 
indicate greater levels of risk in a country’s economic institutions. 

  Comparing Economic Institutions Using Sovereign Bond Spreads.  As 
of this writing in early 2015, the US Treasury 10-year bond is trad-
ing at a yield of 2.36 percent (the rate at which investors are willing 
to buy or sell them). This implies that the US government can (more 
or less) borrow money today from investors for around 2.36 percent 
for up to 10 years. By contrast, the Greek sovereign 10-year bond 
is currently trading at 8.05 percent. Investors are demanding much 
higher interest rates on money they lend to Greece. From a compari-
son of bond yields (a 5.69% spread between Greek and US sovereign 
debt), we can conclude that investors see greater risks with lend-
ing money to the Greek government than to the US government—
and they require higher compensation in exchange for taking the 
risk. The broader lesson is that differences in sovereign bond yields 
between countries offer important insights into the perceived eco-
nomic risk in a country. Current bond prices suggest that Greece is 
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economically more risky than the United States, and managers of 
US-based companies operating in or considering an expansion to 
Greece would be wise to take that additional risk into account. 

  Comparing Economic Institutions Using Credit Default Swaps.  In 
contrast to sovereign bonds, which typically trade in terms of their 
yield (interest rate), CDS typically trade in terms of basis points. 
For example, as of this writing, US CDS trade at 17.50 basis points 
(0.175%). At this rate it would cost USD 1,750 per year to insure 
USD 1,000,000 of US government bonds against default. By con-
trast, Greek CDS trade at 752.88 basis points (7.5288%), which 
equates to USD 77,528.80 per year to insure the same amount—
USD 1,000,000—of Greek government bonds against default. 
Participants in the sovereign debt insurance market therefore view 
the default risk of a country like Greece as significantly greater—
nearly 45 times greater—than that of the United States. This is 
another means of expressing the additional levels of business risk 
present in Greece compared with the United States. 

  Table 5.1  lists a variety of sources that can help guide managers 
in their quest to measure economic institutions. It is not an exhaus-
tive list, but it can be useful in identifying accurate and reliable 
economic data. 

   Table 5.1     Economic Data Sources 

 Source  URL 

United Nations Data   http://unstats.un.org/unsd/databases.htm  
World Bank Data   http://data.worldbank.org/  
International Monetary Fund Data   http://www.imf.org/external/data.htm  
Penn World Table   https://pwt.sas.upenn.edu/  
 CIA World Factbook   https://www.cia.gov/library/publications/the-

world-factbook/  
International Labor Organization   http://www.ilo.org/global/statistics-and-data-

bases/lang--en/index.htm  
U.S. Bureau of Labor Statistics   http://www.bls.gov/data/  
WB Country Policy Institutional 
Assessment

  http://data.worldbank.org/data-catalog/CPIA  

WB World Development Indicators   http://data.worldbank.org/data-catalog/world-
development-indicators  

Index of Economic Freedom   http://www.heritage.org/index/  

Continued
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 Source  URL 

Economic Freedom of the World Index   http://www.freetheworld.com/  
Bloomberg Government Rates and Bonds   https://www.bloomberg.com/markets/rates-bonds  
Thomson Reuters Datastream   http://financial.thomsonreuters.com/en.html  
Fitch Ratings   https://www.fitchratings.com/  
Moody’s   https://www.moodys.com/  
Standard and Poor’s Rating Services   http://www.standardandpoors.com/ratings/

sovereigns/ratings-list/en/us  
Markit   http://www.markit.com/product/pricing-data-cds  
Standard and Poor’s Capital IQ   http://www.spcapitaliq.com/  
Aswath Damodaran   http://people.stern.nyu.edu/adamodar/  
U.S. Bureau of Economic Analysis   http://www.bea.gov/  
Euromonitor International   http://www.euromonitor.com/  
Economist Intelligence Unit   http://www.eiu.com/home.aspx  
IHS Economics and Country Risk   https://www.ihs.com/industry/economics-

country-risk.html  
Global Competitiveness Report   http://reports.weforum.org/global-

competitiveness-report-2014-2015/  
Doing Business Index   http://www.doingbusiness.org/  
CAGE Comparative Data   http://www.ghemawat.com/cage/  
CAGE Comparative Data   http://www.ghemawat.com/cage/  

  Bringing It All Together 

 This chapter demonstrates that, just as with political institutions, 
managers seeking to globalize benefit from understanding the eco-
nomic institutions in those countries where they plan to do busi-
ness. This empowers them to better appraise and account for the 
risks they will face in those markets. 

 Operating in different countries with different economic insti-
tutional profiles is inherently risky, but a set of accurate and robust 
measures of economic institutions will help us compare them and 
express economic differences in a way that allows us to accurately 
account for the risks the economic institutions in each country pres-
ent. However, before we get down to the detailed work of crunch-
ing those numbers, I turn to one last critical institutional factor: 
culture.  
    

Table 5.1   Continued 



     CHAPTER 6 

 Cultural Institutions and Globalization   

   This chapter addresses the final piece to the institutional 
puzzle: culture. We begin with examples that demon-
strate the unique impact that culture can have on com-

panies operating in global markets, followed by definitions of 
cultural institutions, a discussion of cultural difference, and ulti-
mately, guidance for how to measure culture. Only once we have 
a means to measure cultural institutions can we comprehensively 
account for the business risks associated with all of the institutional 
challenges—political, economic, and cultural—that companies face 
in global markets.  

  Does Culture Really Matter? 

 Most of us probably have a particular notion of culture and 
why it is important, but you may not have fully considered how 
it can inf luence business activities. Of all the institutions that 
matter in a global context, culture is probably the least under-
stood and least concrete of the institutions I discuss in this 
book. You may therefore not be surprised to learn that it has 
proven the most difficult for business researchers to conceptu-
alize and measure. 

 Because cultural institutions are so difficult to define and measure 
in precise ways, some economists have questioned their relevance 
altogether. They object to the conceptualization and measurement 
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of culture because they regard it as merely a catchall for social phe-
nomena that we cannot fully, and precisely, explain. The benign 
view is that to the extent that cultural institutions are legitimate, 
they have little impact on business activity. The extreme view is that 
culture is not a legitimate social institution, and that more precise 
measures of other institutions—political and economic—would 
eliminate the need to consider culture at all. 

 I could not disagree more. Culture is indeed an important social 
institution in its own right, and research demonstrates quite con-
vincingly that it has a great influence on business—especially global 
business. It is true that cultural institutions have proved a bit more 
difficult to measure than, for example, economic institutions, but 
our measures are getting better by the day. Anthropologists, psy-
chologists, and sociologists have made great strides over the past 25 
to 50 years in defining and measuring culture. Some measures of 
culture have even been devised specifically for business use. So yes, 
culture matters! Now let’s see how.  

  Cultural Institutions 101: What Managers Should Know 

 We are all familiar with stories of foreigners committing cul-
tural faux pas—a French expression that translates to “false step.” 
Many are the mistakes tourists make when visiting other coun-
tries. Visitors to some Western European countries such as Spain 
or France, for example, may not know to kiss an acquaintance on 
the cheek, and those who do not do so risk being perceived as cold 
and unfriendly. In some countries like the United States, by con-
trast, people consider it a bit forward to kiss a casual acquaintance. 
Hosts in some parts of Asia expect guests to remove their shoes 
after crossing the threshold so as not to track dirt into the home, 
whereas in some Western countries like the United Kingdom, 
hosts would be more likely to consider this uncivilized and dis-
respectful. These faux pas by leisure travelers can certainly cause 
embarrassment, but locals tend to be forgiving of cultural slipups, 
especially when committed by otherwise well-meaning visitors. 

 The stakes are much higher, however, when it comes to business, 
where profits hang in the balance. Culture takes on heightened 
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importance in global business settings, and business owners, man-
agers, employees, customers, and suppliers expect—and require—
greater cultural sensitivity. Interpersonal interactions matter a 
great deal when managing employees with different cultural back-
grounds and negotiating transactions with foreign businessper-
sons. Mastering these cultural differences in business settings is 
challenging, and managers are often flummoxed by foreign cul-
tural norms and expectations. As you would imagine, this can 
result in botched business deals, fractured partnerships, and lost 
opportunities. 

  Some Common Business Faux Pas 

 When Western managers visit Japan, they are often unsure whether 
to bow or extend a hand in greeting. Similarly, in Japan it is not 
always clear to Western managers whether it is appropriate to make 
eye contact when speaking with current or potential business part-
ners. The Japanese can consider this rude, especially if the individ-
ual holds eye contact for any length of time. In Western countries, 
however, this signifies that you are being attentive and value what a 
person is saying. 

 Misunderstandings can also arise in terms of expressions of agree-
ment and/or disagreement. In Western countries, it is perfectly 
acceptable to speak transparently and overtly express disagreement 
or refute someone’s argument, while in Asia people consider it rude 
to openly disagree; it can cause embarrassment or public humilia-
tion. In Asia, people believe that giving and exchanging gifts is a 
normal part of doing business, whereas in Western countries, as in 
the United States, this can be considered offensive—and potentially 
even tantamount to bribery. 

 Cultural traditions can even dictate business roles and procedures. 
For example, in Asian and Latin cultures, business hierarchies mat-
ter very much; managers at the highest level direct affairs and lead 
meetings, and junior managers typically remain quiet and follow 
directions. In contrast, in Western countries, such as Sweden, it is 
perfectly acceptable for junior employees to openly question their 
bosses, even in a public setting.  



96  ●  Global Vision

  Keeping it Real: Learning Cultural Lessons the Hard Way 

 When I spent time working in Mexico City in the mid-1990s 
I learned—the hard way—an important cultural lesson about 
the different views on hierarchy in business. I was attending a 
meeting—a bidder’s conference—as the most junior employee 
on the team. Our executive team and our CEO were in atten-
dance, as were the CEOs of our large competitors. Upon arrival 
at the meeting, we were all seated at a large conference table. 
Normal chitchat ensued. 

 After a few minutes listening to the various CEOs and 
executives exchange niceties, I decided to break into the con-
versation. As soon as I opened my mouth, the conversation 
stopped, and all the people in the room turned and stared at 
me. I finished what I had to say, but the stares—not to men-
tion the screeching halt the conversation had come to—made 
me incredibly uncomfortable. The message came through loud 
and clear: junior employees are expected to be like children; 
they should be seen but not heard. 

 On the ride back to the office, one of the vice presidents 
explained to me that in Mexico it was not my place to inter-
ject and speak to managers of that status; I should speak only 
once they had spoken directly to me. Although it is generally 
acceptable in the United States for a junior employee to engage 
in conversation with his or her superiors, in Mexico speaking 
out of turn in that manner was not just inconsiderate, but rude. 
This was a valuable lesson, and ever since I have been acutely 
aware of culture’s influence on behavior in foreign business 
settings.   

 Culture affects not only the decisions a manager makes but, by 
extension, how the local market views a company. A seemingly minor 
cultural faux pas that a manager commits can hamstring a company 
and torpedo even the best-laid global business plans. David Ricks pro-
vides examples of several such costly mistakes in his book  Blunders in 
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International Business .  1   They run the gamut from correctable gaffes—
(inadvertently humorous) mistranslations and minor religious insensi-
tivities—to major bungles that can bring down the house. 

 For example, attempting to introduce the Miller Lite slogan “Great 
taste, less filling” to Spanish-speaking markets, Miller mistranslated 
it as “Filling, less delicious.” Schweppes marketed its tonic water 
in a promotional campaign in Italy as “Schweppes Toilet Water.” 
Embarrassing? To be sure. But insurmountable? No. The ads were 
certainly easy enough to fix, which is not the case with so many 
other instances of cultural transgressions in business. 

 More serious cultural mistakes can take a big toll on companies 
and have measurable consequences. Offensive advertising campaigns 
that culturally misjudge local consumers, serious religious transgres-
sions, and failing to account for culture in negotiations with busi-
ness partners: These can all negatively impact profitability and, in 
the extreme, destroy businesses. The following examples reflect the 
wide array of cultural impacts that companies can experience in the 
global marketplace. 

  Cultural Insensitivity: Fiat and China 
 In 2008 the Italian automobile manufacturer Fiat apologized to 
China for what Chinese customers viewed as a profound cultural 
insensitivity. In an ad for Lancia (a Fiat-owned division), actor 
Richard Gere drives a Lancia Delta from Hollywood, CA, in the 
United States to the Potala Palace in Lhasa, China. This is signifi-
cant because Lhasa was formerly part of Tibet, the Potala Palace was 
the residence of the Dalai Lama prior to the Dalai Lama’s exile from 
Tibet, and the relationship between Tibet and China is complicated 
(to say the least), and it is a particularly sore topic for the Chinese. 
What is more, Richard Gere has been an outspoken supporter of the 
Dalai Lama and an independent Tibet. 

 The advertisement sparked outrage among Chinese consumers, 
some of whom vowed never to buy a Fiat. But a potential drop in 
sales was the least of the company’s problems. The Chinese gov-
ernment considered the advertisement an affront to the People’s 
Republic and attributed to Fiat the intent to incite conflict. 
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 Fiat created the advertisement for the European market and never 
even meant to run it in China. However, the company’s marketing 
team should have realized that due to global technology and world-
wide communications, Chinese consumers were instantly able to see 
the ad on YouTube. Fiat quickly made a public statement to distance 
itself from Richard Gere and apologized for any miscommunica-
tion its messaging caused, but the damage had been done. To this 
day Fiat remains but a tiny player in China—the largest automobile 
market in the world. 

 In the modern global marketplace, companies are na ï ve to assume 
that strategies they design for one culture will not impact business in 
countries across the globe. It is hard to believe that Fiat was entirely 
unaware that it was choosing a controversial setting and spokesper-
son for the ad—perhaps managers even thought that was part of its 
appeal. Or maybe they trusted the judgment of an outside adver-
tising agency to conceive the ad. Regardless, this example clearly 
demonstrates that managers are wise to think more comprehensively 
and integrate a more sophisticated understanding of cultural sensi-
tivities when devising significant marketing initiatives—at home or 
abroad.  

  Erroneous Cultural Assumptions: Gerber in Japan 
 Some companies misjudge another culture, not just in terms of its 
attitudes but also in terms of its dietary customs and familial roles. 
Gerber, the baby food company, encountered cultural challenges in 
Japan that went well beyond just flawed marketing. Its products 
were literally lost in translation. 

 When Gerber first entered the Japanese market, it positioned its 
baby food as it had in the United States: as a wholesome, natural, 
healthy, and convenient product. However, its products did not go 
over so well in Japan. The typical diet of babies in the United States 
was then—as now—very different from that of Japanese babies, 
who are more likely to eat rice with sardines than rice with turkey. 

 Reflecting on Gerber’s initial struggles in Japan, the firm’s CEO 
at the time, Alfred Piergallini, admitted, “We were like all other 
companies initially and figured everyone would like what was 
American and buy American. . . . But it is evident that each country 



Cultural Institutions and Globalization  ●  99

not only likes different foods, but also has different feeding habits 
and practices.”  2   

 It turned out that the Japanese frowned upon the practice of 
offering babies prepared food from a jar. This more traditional 
society viewed the preparation of baby food as the responsibility 
of the household’s primary caregiver and matriarch: the mother or 
grandmother. Gerber was ultimately able to adapt its products and 
offerings for the Japanese market, but not without significant cost 
and years of trial and error. What is more, Gerber’s missteps have 
resulted in a very small market share for the company in Japan. 
Gerber lags the market leader, a Japanese company named Meiji, by 
a significant margin.  

  Cultural Transgressions of Faith: Thom McAn in Bangladesh 
 Serious cultural mistakes can have far more dire repercussions than 
falling profit margins. Thom McAn, an American shoe company, 
learned about the unintended business consequences of religious 
insensitivity. The company has traditionally marked each pair of 
its shoes with its script logo. Unfortunately, a portion of its signa-
ture script looks like the Arabic word for Allah. So when Thom 
McAn attempted to sell sandals in Bangladesh, Muslims there took 
offense. These consumers perceived that the company was trying 
to desecrate Islam by having them—quite literally—tread on the 
name of God. This was especially problematic in Bangladesh, not 
only because insulting Allah is forbidden in Islam, but because 
people there consider the foot to be unclean and the least signifi-
cant part of the body. Thom McAn’s unintended mistake precipi-
tated a riot in which 50 people were injured and one person was 
killed. 

 Was Thom McAn responsible for that collateral damage? You 
could argue that the company had almost no way to anticipate it 
was making such a provocative mistake, but had its managers done 
market research in advance, they might have been aware of the deep 
cultural sensitivity of the market and avoided offending prospective 
customers. They might have chosen to leave the traditional script 
logo off the product entirely or to replace it with block letters. This 
oversight was dangerous as well as costly.  
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  Cross-Cultural Differences: Western Businesses in Asia 
 The sentence, “It’s not personal; it’s strictly business” from  The 
Godfather  movie exemplifies the fairly clear delineation in cul-
tural expectations between personal and business dealings in the 
West.  3   When Western cultural expectations come into conflict with 
differing expectations in other countries, business relationships 
can sour quickly. This can be particularly damaging in dealings 
between Western and Asian companies. Relationships are extremely 
important in Asian countries, where individuals often blur the lines 
between business dealings and personal interactions. 

 In the early 1980s, the Dow Chemical Company, a US firm, was 
involved in a high-profile dispute with the Korean Pacific Chemical 
Corporation (KPCC), with which it had entered into a joint venture. 
Dow became so frustrated that its leadership publicly questioned the 
motives of its partner in the media, going so far as to suggest that 
KPCC was intentionally trying to sabotage the venture.  4   Taking 
public what KPCC viewed as a private conflict caused the Korean 
firm to take dramatic action and immediately withdraw from the 
partnership. 

 Even assuming Dow wanted an exit and was ultimately pleased 
with the outcome, it seems clear that Western cultural norms guided 
the decisions of its management, which did not count on its Korean 
partner’s sudden, extreme response. In addition, publicly demon-
strating its cultural insensitivity could have hurt Dow’s relationships 
with other potential South Korean partners as well as with South 
Korean customers. Going about the dispute differently could have 
led to a more amicable outcome and opened the door for other pro-
spective partners beyond KPCC. 

 Japanese-owned Honda and British-owned Rover had a similar 
misunderstanding in the 1990s that likewise ended with the dis-
solution of what had been a long and fruitful partnership.  5   In the 
mid-1970s the two companies formed a strong, profitable alliance 
for the joint manufacture of automobiles in Europe that lasted into 
the mid-1990s. In 1994, when British Aerospace (BAe)—Rover’s 
parent company at the time—decided to exit the automobile 
business and sell off its Rover division, Honda was the natural 
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candidate for buying Rover. BAe had been losing money on Rover 
and was looking for a quick exit. However, as a Japanese company 
that culturally places a particularly high premium on relationships, 
Honda wanted to approach the deal methodically so as to preserve 
its delicate balance of supplier and dealership relationships before 
moving forward with any Rover deal. 

 Honda expected that BAe would respect the relationship between 
the two companies and afford Honda the right to take time to 
consider the acquisition. At the very least, Honda expected that 
BAe would apprise Honda of any developments with the sale, even 
granting Honda the first right of refusal should the prospect of 
a deal with another firm arise. This was Honda’s fundamental 
misunderstanding of its British partner—and of Western business 
culture, in which transactions tend to come first and relationships 
second. 

 BAe likewise misread the Japanese culture, in which business 
is personal; it inferred from Honda’s delay in decision making 
that Honda was not interested in acquiring Rover. BAe there-
fore forged ahead and accepted an unexpected (and lucrative) 
offer from BMW without consulting Honda. Honda accused its 
former partner of betrayal. “How Could a Western Ally be So 
Unreliable?” read headlines in Japan.  6   Business reporters asked, 
“How could Rover—and especially its perfidious parent, British 
Aerospace—fail so blatantly to respect the Japanese commitment 
to long-term relationships?”  7   Ultimately, Honda concluded that 
“British firms do not attach much value to relationships built up 
over many years.”  8   

 BAe may have secured a perfectly lucrative deal with the buyer 
of Rover—Bavarian Motor Works (BMW)—that was a success in 
the short term, but this perceived gesture of disrespect may have 
cost the company future business possibilities with Honda—or 
other Asian companies—in the long term. If the company had 
handled the situation more delicately, it could have preserved the 
relationship with Honda, regardless of who bought Rover in the 
end, and could also have helped Honda save face and avoid public 
humiliation.   
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  Coping with Culture 

 Though the examples above describe situations in which companies 
mismanage culture, many companies learn to span cultural divides 
with aplomb. They dedicate extra resources to understanding the 
local cultural environment and appropriately tailor and translate 
their business practices to that environment. They conduct in-depth 
market research to make sure they are culturally sensitive in their 
foreign dealings. They engage experts—managers with experience 
in a particular country, or consultants who specialize in cultural 
training—to help navigate foreign terrain. However, even those 
companies that successfully navigate cultural differences often do 
so at a significant cost. Coping effectively with culture—dedicating 
extra resources, conducting market research, enlisting the help of 
experts—is neither free nor easy. 

 When the Canadian company Four Seasons entered the Paris 
hotel market by acquiring the George V in 1998, it went to great 
lengths to present itself as sensitive to traditional French culture. 
It undertook a series of calculated moves: hiring famed French 
designer Pierre-Yves Rochon to redesign the property and refurbish 
it to its art deco glory and luring famed chef Philippe Legendre from 
Taillevent as executive chef of the hotel restaurant (Le Cinq). Four 
Seasons thereby not only appealed to its customer base of wealthy 
travelers, but also demonstrated respect, particularly for French art-
istry and design, and paid homage to the cultural significance of 
food in France. 

 This strategy seems to have worked, as the George V has been 
consistently ranked among the best hotels in the world. And yet 
the George V has one of the highest cost structures of any hotel 
in the Four Seasons family of hotels, and higher even than that of 
any other comparable Parisian palace hotels.  9   Star chefs and famous 
designers come at a price.   

  What We Mean by Cultural Institutions and Culture 

 The variety of examples in this chapter reflect how dealing with 
foreign cultures can, at best, result in additional costs for a firm, 
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from translating and tweaking marketing campaigns, to modifying 
products to better meet local conditions, to changing management 
styles to accommodate the local culture. At worst, not accounting 
for culture can result in years of underperformance, lost profitabil-
ity, or—in the extreme—outright failure. 

 Now that we have seen some of the cultural mistakes that manag-
ers should avoid as well as how managers can effectively deal with 
culture and avoid those mistakes, we should turn our attention to 
how to define culture and measure cultural institutions. Once we 
clarify these concepts, we can identify suitable measures that will 
allow us to estimate the impact of culture on global companies. 

 At their most basic level, cultural institutions are critical build-
ing blocks of culture, the unique and distinct identity of a collec-
tive. Of course, that begs the question: What does culture mean? 
Professor Phil Rosenzweig’s definition, of “a shared system of 
meanings, ideas, and thought,” yields a number of insights.  10   First, 
to the extent that a collective shares a culture, it has boundaries that 
distinguish its members from nonmembers. Second, the symbols, 
pictures, sound, speech, and writing that a collective uses to encode 
and transmit experiences embody its culture. Third, the process of 
encoding and transmitting experiences influences the interpreta-
tions, ideas, and thought of the collective. This process helps cur-
rent and future members of the collective make sense of the world 
around them. 

 Other definitions of culture provide additional insights. The 
Dutch social psychologist Geert Hofstede, who is one of the most 
prominent cultural scholars in the management field, refers to cul-
ture as the “software of the mind.”  11   I would take this analogy even 
one step further and describe culture as the operating system of the 
mind: an interface between our brains and our behavior. Culture 
is vital to the functioning of our “hardware” (brain and body) and 
provides a foundation for “operations” (behavior and actions) that 
the hardware will carry out. Culture influences how we perceive, 
interpret, process, and respond to stimuli, and as such its influence 
reaches beyond a shared system of meaning, ideas, and thoughts. 
Culture also shapes and influences behavior. 
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  The Acquisition of Culture 

 Unlike instincts, which individuals gain from biological inheritance 
and need not learn, people typically learn their culture. Members 
of a collective deliberately pass on their culture from generation to 
generation. Scholars John van Maanen and Andre Laurent believe 
this cultural indoctrination begins at birth, with messages that peo-
ple transmit through “gestures, words, tone of voice, noises, colors, 
smells, and body contact we experience; with the way we are raised, 
washed, rewarded, punished, held in check, toilet trained and fed; 
by the stories we are told, the games we play, the songs we sing or 
rhymes we recite; the schooling we receive . . . right down to the very 
way we sleep and dream.”  12   

 Because elders of the collective transmit cultural teachings to us 
so early in life, we tend to take these teachings for granted and fail to 
recognize just how deeply ingrained they are in our social structure, 
routines, and interactions. Learned social structures, routines, and 
interactions become second nature to us and underpin our entire sys-
tem of assumptions and beliefs about how the world works. Culture 
therefore exerts a strong influence on how we view, experience, and 
engage with the world and colors our view of how the world is and 
how it should be.  

  The Development of Culture 

 Of course, this brief discussion should not oversimplify the highly 
complex nature of culture. Culture is incredibly nuanced, and 
research has taught us a great deal about its foundations, its devel-
opment, and the ways in which it changes and evolves over time. 
We know that a combination of institutions and historical events 
influence the formation of a culture: political, legal, economic, 
geographic, educational, technological, social, linguistic, and 
religious. I will focus here on the social, linguistic, and religious 
aspects of culture because research suggests that these factors have 
a distinct and outsize influence on a nation’s cultural develop-
ment. The remaining political, legal, geographic, educational, 
and technological factors are better viewed, and more directly 
measured, as political and economic institutions. 
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  Social Influences 
 We can begin to understand cultures by observing systematic pat-
terns of behavior, interaction, and structure within a collective. We 
can look to social values such as the role of families, the role of indi-
viduals, the importance of friendships, and the way the collective 
views formal positions of power. India, for example, with its well-
defined ancient caste system, has a fairly formal social structure. 
Although the Indian government has attempted to formally protect 
lower castes from discrimination and even suppress elements of the 
caste system, the caste system is so deeply rooted that the coun-
try continues to exhibit a high tolerance for inequality. The United 
States, by contrast, has a less formal social structure—at least com-
pared to India; there is less social stratification based on class or 
position there.  

  Language Influences 
 Language is another lens through which we can view a particular 
culture. In Spanish, as in other Romance languages, nouns have 
gender; they are either masculine or feminine. Typically, nouns that 
end in “o” are masculine and those that end in “a” are feminine. 
(As you are probably aware, English does not distinguish gender for 
most nouns.) The “masculinity” or “femininity” of nouns can influ-
ence how people in Hispanic cultures view what words represent, 
and this can be quite distinct from how people from Anglo—or 
Asian or other—cultures view those same words.  

  Religious Influences 
 A fundamental aspect of religion—which some would maintain 
is a culture unto itself—is its theology, philosophy, morality, and 
beliefs about human existence and human interaction. A religion’s 
most basic tenets, including the ways in which its tenets evolve, can 
influence cultural formation and evolution. In many ways, political 
tensions between Spain and Turkey, for example, result from their 
different interpretations of world events, interpretations that can be 
traced to how religions have shaped the two countries. While the 
Catholic Church has profoundly influenced the historical and cul-
tural development of Spain, Islamic traditions have over centuries 
had a predominant influence in Turkey.   
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  Who Shares a Culture? 

 In the discussion above I speak about culture in terms of a collective. 
But this begs the question: What is a collective? Basically, a col-
lective refers to any group that shares common experiences and/or 
values. Any such group can develop a distinct culture. You may have 
heard of a certain “corporate culture,” for example, the buttoned-up, 
professional culture of an investment firm like Goldman Sachs or 
the laid-back, thrifty culture of a design-focused retail outlet like 
IKEA. Educational institutions can also develop distinct cultures. 
The business schools at NYU and Michigan, for example, have quite 
different student bodies, faculties, and staff. They have developed 
systematically different sets of structures, routines, and interactions. 
They have developed strengths and specialties in different areas. I 
often hear prospective students describe such cultural differences 
between universities like NYU and Michigan in terms of a different 
“feel” they get when they visit the respective campuses. 

 Sports teams can also have particular cultures. People character-
ize the New York Yankees baseball team as professional and busi-
nesslike, probably in part because the organization requires more 
formal attire for official business travel and bans its players from 
wearing long hair or growing facial hair below the lip. By contrast, 
many describe the culture of the Boston Red Sox—the chief rival 
of the New York Yankees—as anti-Yankees, both on and off the 
field. Management permits—and at times has even encouraged—
Red Sox players to grow out their hair and sport long, bushy beards. 
The players have embraced such an unkempt, unprofessional-look-
ing identity that at one point, around 2004, they proclaimed them-
selves “The Idiots,” in homage to the team’s cast of goofy, eclectic 
characters. 

 Each of us also subscribes to smaller subcultures within our soci-
ety that are differentiated from the main culture; the musical genres 
such as jazz, hip hop, punk, and alternative are some examples. An 
individual can also simultaneously be a part of a metaculture, a kind 
of broader collective that transcends his or her primary culture, such 
as that of MBA students, professional athletes, or business managers. 
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Surely you have experienced some of these differences yourself and 
are familiar with the unique cultural characteristics of your own 
company, school, religion, sports team, or other groups. 

  National Culture 
 Although a variety of groups develops distinct cultures, the princi-
pal cultural unit of interest with regard to globalization is the nation 
state. Research shows that countries, like other social collectives, 
have distinct cultures. As you might expect, cultures vary signif-
icantly from one country to the next, and people from the same 
country tend to have more in common with their compatriots than 
with people from other countries. That is to say, if we draw at ran-
dom any two citizens from Canada and any two from the United 
States, it is likely that the two from the United States would share 
more culturally in common with one another than they would with 
either of the two Canadians, and the same would be true for the 
Canadians.  13    

  Why National Culture Matters to Business 
 When it comes to globalization and cross-border business deal-
ings, national culture matters a great deal. Because culture is 
familiar and habitual to those from a particular country, it can be 
hard for members of a collective from one country to understand 
how others from another country could possibly not share their 
worldview. However, as world history and current events around 
the globe have shown us, individuals from countries with distinct 
cultures sometimes make sense of the same events in entirely dif-
ferent ways. Differences in worldview are at the root of such cul-
tural misunderstandings and become even more salient when one 
group interacts—as in business dealings—with another that does 
not share the same culture. An appreciation for differing cultures 
enables us not only to understand the motivations behind certain 
behaviors, but also—even more useful—to predict future behavior. 
Managers who understand the significance of culture are therefore 
well-positioned to devise strategies for effectively dealing with and 
managing the cultural complexities inherent in global business.   
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  Measuring Culture 

 One way to improve our understanding of, and appreciation for, 
the way national culture impacts global business is to quantify how 
cultures differ from one country to another. Once we know whether 
and how two cultures differ, we can account for the ways in which 
those differences are likely to impact a company from one coun-
try that does business in another. As with the discussion above, 
the focus is on measures of language, religion, and social structure, 
because these best capture the impact of national culture on global 
business. 

  Measuring Language 
 To measure the impact linguistic differences are likely to have on a 
business, we first need to know which languages a country’s popula-
tion speaks. The work of Douglas Dow is particularly useful to that 
end; he uses data from Raymond Gordon’s classification of 6,912 
languages throughout the world to identify each country’s three 
most widely spoken (“major”) languages (those that at least 20% 
of the population speak).  14   This enables us to compare the primary 
languages of any two countries, to determine what percentage of 
one country’s population speaks the language of another, and to get 
a sense for how difficult it will be for a company from one country 
to operate in another. The more the spoken languages of any two 
countries resemble each other, the easier it will be for companies 
from one country to conduct business in the other.  

  Measuring Religion 
 Following the same basic procedure, Dow measures the prevalence 
of major religions in each country. He accounts for the three most 
widely practiced religions in each country, down to the denomina-
tion or sect.  15   For a country where Islam is the predominant religion, 
these data would indicate the percentage of the population that is 
part of each denomination: Sunni, Shia, etc. For a country that is 
predominantly Christian, the data would likewise indicate the per-
centage that is Catholic, Protestant, Baptist, etc. Once we account for 
the dominant religions in any one country, we can devise a religious 
similarity index that compares its top religions to those of another 



Cultural Institutions and Globalization  ●  109

country. This provides a sense of the relative religious makeup of two 
countries—information that can be highly valuable for global busi-
ness purposes, because it is easier for companies to operate across 
countries that share common religious characteristics.  

  Measuring Social Structure 
 We can draw upon well-established research in the area of social 
structure to expand our understanding of national culture. Hofstede 
is probably best known for his work in this domain. Starting in the 
late 1960s and early 1970s, he attempted to capture the social dimen-
sions of national culture that are of particular interest to business 
managers. He identified and measured four key social dimensions 
of culture: individualism/collectivism, power distance, uncertainty 
avoidance, and masculinity/femininity.  16   The primary characteris-
tics of each dimension are as follows:

   Individualism/collectivism: The first dimension refers to the  ●

extent to which societies value individual self-reliance and 
individual achievement (individualism) as opposed to social 
cohesion and group welfare (collectivism). In countries with 
individualistic cultures, such as the United States, it is socially 
acceptable for individuals to put their own needs ahead of those 
of the group. By contrast, countries with collectivist cultures, 
such as Japan, expect individuals to subjugate their own needs 
in favor of those of the group.  
  Power distance: This dimension measures the extent to which  ●

there is an unequal distribution of power (hierarchy) within a 
society and whether its members regard that unequal distribu-
tion of power as legitimate. Countries characterized as high in 
power distance, such as India, generally have more clearly defined 
class systems, more unequal distributions of power, and often a 
greater cultural acceptance of hierarchy. In countries character-
ized as low in power distance, such as the United States, people 
tend to strive to minimize inequalities and to view each other as 
equals, irrespective of social or professional position.  
  Uncertainty avoidance: The third dimension captures the  ●

extent to which a society is, generally, comfortable with risk, 
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uncertainty, and ambiguity. Countries that are low in uncer-
tainty avoidance are typically less rule-oriented and less rigid 
when it comes to applying rules. Accordingly, individuals 
from countries characterized as low in uncertainty avoidance 
are typically willing to take greater risks, whereas people in 
countries characterized as high in uncertainty avoidance tend 
to apply rules more literally and uniformly. Individuals from 
countries characterized as high in uncertainty avoidance also 
tend to avoid taking significant risks and to deliberate more 
in decision making.  
  Masculinity/femininity: This cultural dimension so labeled  ●

by Geert Hofstede captures the extent to which societies stress 
values that anthropologists traditionally associate with gender-
based roles. According to Hofstede, higher levels of achieve-
ment, assertiveness, and competition characterize countries that 
exhibit masculinity. Greater levels of compassion, cooperation, 
and consensus characterize countries that exhibit femininity.    

 Hofstede’s research, while incredibly influential, is now quite 
dated. Of Hofstede’s proposed cultural dimensions, researchers more 
recently have validated two of the four: individualism/collectivism 
and power distance. There is less empirical support for uncertainty 
avoidance and masculinity/femininity. I therefore concentrate my 
measurement efforts on his first two dimensions.  

  Sources of Cultural Data 
 In addition to the websites of Douglas Dow and Geert Hofstede, 
there are a number of excellent sources for national cultural data. 
The GLOBE project, a worldwide collaborative effort spearheaded 
by Robert House, seeks to develop measures of national culture. It 
has defined several more sociocultural dimensions than Hofstede 
did: performance orientation, uncertainty avoidance, humane orien-
tation, institutional collectivism, in-group collectivism, assertiveness, 
gender egalitarianism, future orientation, and power distance. 

 The World Values Survey is a collaborative project social scientists 
created to study societal values. Although not specifically geared 
toward the study of national cultures, their data offer excellent 
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measures of country-specific sociocultural attributes. The question-
naire asks about societal views toward religion, authority, money, 
equality, and family. 

 Individual scholars, such as Shalom Schwartz, have also made tre-
mendous contributions to our understanding of culture. Although 
his culture data are not publicly available, his work played a critical 
role in the development of the World Values Survey. He improved 
our understanding of basic sociocultural values—such as individu-
alism and collectivism, egalitarianism and equality, and tradition 
and religion—and helped shape our understanding of how cultural 
values vary among countries. 

  Table 6.1  provides a list of sources from which one can collect 
measures of cultural institutions. It is not exhaustive; however, it is a 
good starting point to identify accurate and reliable sources of data 
on cultural institutions.       

  How Culture Relates to Other Institutions 

 For the purposes of understanding the full set of institutional risks 
associated with globalization, it is important to clarify how cultural 
institutions are related to, as well as distinct from, political and eco-
nomic institutions. Broadly, cultural institutions are more informal 
than the other institutions, which are structural and formalized. 

 Political institutions are typically developed with a specific set of 
rules and with a web of detailed, established relationships between 
political organizations, agencies, and actors. In the United States, for 
example, citizens elect the leader (president) of the executive branch 
of government every four years via an electoral college. There are 
well-defined roles for the president as well as rules for how the presi-
dent interacts with the legislative branch (Congress), which also has 

 Table 6.1     Culture Data Sources 

 Source  URL 
Douglas Dow   https://sites.google.com/site/ddowresearch/home/scales  
Geert Hofstede   http://geert-hofstede.com/  
GLOBE Project of Culture   http://www.uvic.ca/gustavson/globe/index.php  
World Values Survey   http://www.worldvaluessurvey.org/wvs.jsp  
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distinct and detailed roles and responsibilities. Cultural institutions, 
by contrast, tend to be embedded in complex social relationships 
that are often intangible and tacit. In many ways, culture encom-
passes the unwritten rules that govern social interaction. 

 Of course, we cannot consider any one institution—politics, 
economics, or culture—in a vacuum, given that they are all inter-
related. We tend to observe that a set of political, economic, or cul-
tural institutions follows a fairly systematic pattern. Researchers 
have discovered that certain cultural leanings tend to correlate with 
specific political and economic structures and vice versa. It would 
probably not surprise you that countries high in power distance tend 
to have more formal and rigid political institutions. Likewise, coun-
tries that are high in individualism generally have legal systems that 
are less rigid and rules-based (as in civil law) and more flexible and 
precedent-based (as in common law). 

 However, these institutional relationships go beyond a simple cor-
relation; they are also causal: each institution influences the develop-
ment of the others. The development and evolution of political and 
economic institutions influences how cultural institutions evolve. 
The reverse is also true.  17   A shifting economy can, for example, lead 
to a political regime change. Similarly, changes in the political land-
scape can spur or stunt economic development. 

 A final consideration that is important to our globalization dis-
cussion is how institutions change over time. We know that politi-
cal, economic, and cultural institutions are not static, but how they 
change and at what rate remains an open question for experts in the 
field of institutional development. Thus far, research suggests that 
cultural institutions typically change at a much slower rate than 
political and economic institutions—over generations rather than 
in years. A culture that has been centuries in the making does not 
quickly dissolve, whereas political and economic institutions can 
change relatively quickly—sometimes rather suddenly. For example, 
in a coup d’ é tat, political institutions change radically overnight, and 
yet a culture—with its shared systems of meanings, ideas, thought, 
values, and socially acceptable behaviors—tends to endure, regard-
less of sudden political institutional changes. 
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 Our endeavor to measure institutions will reflect any underly-
ing institutional changes as the measures change, but this broader 
discussion serves to highlight why it is so important to measure all 
country-based institutions. Basically, although political, economic, 
and cultural institutions tend to be related, they are not perfectly 
related. If they were perfectly related, measuring one would suf-
fice to capture the effect of them all. But because they can and do 
change separately from one another, failing to measure one of them 
can lead to significant gaps in our understanding of all of them and 
to a flawed understanding of globalization.  

  The Importance of Understanding All Institutions: 
India and the United States 

 India and the United States share fundamental similarities in 
political institutions. They were both British colonies, and they 
inherited many political institutions from their former colo-
nizer—democracy and common law. However, India and the 
United States tend to be extremely dissimilar in culture. The 
dominant religion in India is Hinduism. The dominant religion 
in the United States is Christianity. India considers Hindi an 
official language, but it is little spoken in the United States. India 
is much more collectivist than the United States, and it is much 
higher in power distance. India and the United States are also sig-
nificantly different in economic institutions. The United States 
is economically more developed than India, and its economic 
institutions are historically less volatile than those of India. 

 Considering only India’s political institutions might lull a US 
company considering entry into the Indian market into believ-
ing that, given the similarities, doing business there would be 
relatively easy. However, political similarity tells only a portion 
of the story. Many US companies struggle in India precisely 
because the economic and cultural environments are so dis-
similar, and failing to consider economic and cultural institu-
tions, in addition to political institutions, can lead to disastrous 
consequences.    
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  Bringing It All Together 

 This chapter stresses the importance of understanding cultural 
institutions and illustrates the very real cultural costs that com-
panies can bear in global markets. Managers are well prepared to 
make informed global decisions only if they understand the poten-
tial impact of culture and how to measure cultural differences, so as 
to account for the cultural risks their companies are likely to face in 
foreign markets. 

 More broadly, we now have all the raw material we need to begin 
thinking holistically and comprehensively about globalization risks. 
We know where to turn for accurate, robust measures of the various 
institutions that underpin the liability of foreignness: the political, 
economic, and cultural institutions that are at the heart of the risks 
to globalizing and global companies. 

 The obvious next step is to consider how to use these measures not 
only to account for those risks, but to create some kind of overarch-
ing risk measurement that allows us to express them in a financially 
meaningful way. The institutional measures empower us to compare 
countries and then to convert those differences into mathematical 
measures of risk. Ultimately, this enables us to create detailed cross-
country risk spreads. Only then are we in a position to price the 
overall level of institutional risk for a pair of countries. 

 The next chapter provides a road map for how to use the indi-
vidual measures of institutions you learned about in  chapters 4 , 
 5 , and  6  to generate an overarching measure of institutional risk, 
bringing us one step closer to our goal of improving our global acu-
men. Undergoing this intensive analytical process will provide you 
with a distinct advantage: it will impart a unique understanding of 
global business that will enable you to deftly manage globalization’s 
complexities.  
   



     CHAPTER 7 

 Using Global Acumen to Account 
for Risk   

   This chapter builds upon the previous three to demon-
strate how we can use measures of institutions to account 
for globalization risk. It is critical that managers of global 

companies understand not only political, economic, and cultural 
institutions, but also the ways those institutions differ across coun-
tries and the risks those differences can pose. To that end, it is impor-
tant to briefly revisit the concept of institutional distance, which 
was formally defined in  chapter 1  as the dissimilarity (or similarity) 
in institutional makeup between countries. 

 To summarize all that we have learned about institutions and insti-
tutional distance, we will begin with a simple exercise. Think about 
the following set of eight large and economically important coun-
tries: Australia, Canada, China, India, Japan, Russia, the United 
Kingdom, and the United States. Consider how they compare:

   Which countries strike you as similar? Which seem different?  ●

Why?  
  If I told you that it was riskier for a US company to invest in  ●

some subset of these countries, which do you think would make 
up this subset?  
  If I told you that it was riskier for a Chinese company to invest  ●

in some subset of these countries, which do you think would be 
in this subset?  
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  What assumptions did you make in coming up with your  ●

answers?    

 In  chapters 4 ,  5 , and  6  I discussed the political, economic, and 
cultural institutions of countries. Given that discussion, when you 
answer questions about similarities and differences between coun-
tries, you likely think in terms of those institutions. You probably 
immediately recognize that subsets of the eight countries are more 
similar to each other than to others, such as Australia, Canada, the 
United Kingdom, and the United States, because they have a simi-
lar institutional profile. By the same token, you may recognize that 
some of the countries—such as China and the United States—are 
very different because they share little in terms of institutional 
profile. 

 Differences in political, economic, and cultural institutions 
between countries can create impediments to globalization, and 
numerous examples from the previous chapters help drive home 
the point: Institutional distance underpins global business risk. 
Therefore, institutional distance most likely figured prominently 
in your answers to the questions about investment risk. The more 
similar the institutions in different countries, the lower the business 
risk to a company from one country that wishes to invest in the 
other. The more dissimilar the institutions in different countries, 
the greater the business risk to a company from one country that 
wishes to invest in the other. 

 But why stop simply with a qualitative understanding of institu-
tions and the institutional challenges that companies face in specific 
global markets? We can go far beyond conventional understandings 
of institutions; we can measure and quantify the risks that institu-
tional distance presents to global companies. 

 For nearly half a century, scholars have recognized the impor-
tance of measuring political, economic, and cultural institutions, 
and institutional distance is now a central topic of study in global 
strategy. Researchers have made great strides in identifying coun-
tries’ key institutions, developing and validating measures of those 
institutions, and using those measures to calculate institutional 
distances between countries. Studies show a positive correlation 
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between institutional distance and the level of risk in doing business 
across countries: the larger the institutional distance between one 
country and another, the higher the risk. 

 And yet, in spite of a variety of studies that tie institutional dis-
tance directly to globalization risk, the concept of institutional 
distance has not had a substantial impact on managerial practice. 
A central objective of this book is to overcome that knowledge 
gap. Companies have everything to gain from this added insight, 
and—as countless examples have shown—much to lose from dis-
regarding it. 

 This discussion presumes, of course, that we can fruitfully con-
vert measures of political, economic, and cultural institutions into 
meaningful measures of institutional risk. By the end of this chapter, 
you should have a much better understanding of how to do that and 
be able to generate institutional risk spreads from individual mea-
sures of institutions. You will also gain insight into Global Acumen, 
a global risk management tool that algorithmically converts mea-
sures of institutions into financially meaningful measures of risk. 
The path to get there might be a bit complex and technical, but the 
payoff is great.  

  Moving from Institutions to Institutional Distance 

 Any conversation about institutional distance should begin with indi-
vidual measures of institutions. Once you have compiled measures 
for political, economic, and cultural institutions for a set of countries 
from the sources mentioned in  chapters 4 ,  5 , and  6  (or other sources), 
you can calculate the institutional distance between any two coun-
tries by comparing their underlying institutional dimensions. When 
the institutional measures of one country are mathematically close to 
those of another, there is little institutional distance between them; 
the countries are said to be “institutionally close.” When the institu-
tional measures of one country are mathematically far from those of 
another, the institutional distance between them is great; the coun-
tries are said to be “institutionally distant.” 

 To illustrate the mathematical calculation of institutional distance 
let us extend the example of political institutions from  chapter 4  and 
assume that we have a set of political, economic, and cultural scores 
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for the United States of 1, 2, and 3, respectively; for the United 
Kingdom of 2, 3, and 4, respectively; and for China of 8, 9, and 
10, respectively.  1   As before, we are not necessarily interested in the 
absolute scores or what those scores indicate about the country’s 
institutional structure (though that might be interesting). We are 
interested in  relative  scores. 

 Comparatively, a cursory glance at the numbers indicates that the 
United States is  relatively  closer to the United Kingdom in its insti-
tutional makeup than to China. In fact, the numbers suggest that 
the United States is closer to the United Kingdom on every insti-
tutional dimension. Let us now express that mathematically, using 
a simple composite indicator. If we add up all of the institutional 
measures for each country, we get a total institutional score of 6 (1 + 
2 + 3) for the United States; 9 (2 + 3 + 4) for the United Kingdom; 
and 27 for China (8 + 9 + 10). Mathematically, the United States is 
3 institutional distance units away from the United Kingdom (an 
average distance of 1 unit per dimension) and 21 institutional dis-
tance units away from China (an average distance of 7 units per 
dimension). The individual political, economic, and cultural dis-
tances between the United States, United Kingdom, and China—
along with the average institutional distances between them—are 
depicted in  figure 7.1 .    

 Even this rudimentary method for expressing institutional dis-
tance can yield important insights about risk (we will learn more 

 Figure 7.1      Institutional Distance Illustration.  
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about how academics calculate institutional distance later). As you 
might expect, when the institutional distance between one country 
and another is small, global expansion from one country to the other 
is relatively easy. When the institutional distance between a pair of 
countries is great, global expansion from one country to the other is 
relatively difficult. But the impact of distance does not stop there. 

 Research demonstrates that institutional distance correlates to a 
host of global business outcomes. Institutional distance negatively 
correlates to market entry, which simply means that a company is 
less likely to do business in markets that are institutionally distant 
than it is in those that are institutionally close. We also know that 
institutional distance negatively correlates to performance: foreign 
companies from an institutionally distant country typically per-
form worse and have a higher failure rate than those from a country 
that is institutionally close. In practice, this suggests—given that 
the United States is  relatively  closer institutionally to the United 
Kingdom than to China—that a US company is (on average) more 
likely to enter the United Kingdom than China and that a US com-
pany in the Chinese market is likely to experience greater difficulty 
than it would in the United Kingdom. 

 Research links institutional distance not only to globalization 
and global performance, but also to market-entry strategies in for-
eign markets (that is, the governance structures companies select in 
global markets) and global subsidiary management (how companies 
manage far-flung global operations). The greater the institutional 
distance, the more likely a company is to opt for shared forms of 
ownership and control, such as alliances and joint ventures. In addi-
tion, the greater the institutional distance, the more likely a com-
pany’s product offerings are to vary from one country to another 
and the less likely a company is to centralize decision making at its 
domestic headquarters. In practice, this suggests that a US company 
is (on average) more likely to own its own operations in the United 
Kingdom than in China and more likely to use a joint venture in 
China than in the United Kingdom. Likewise, the company’s prod-
uct mix is likely to be more similar in the US and the UK markets 
than in the US and Chinese markets. Finally, US companies are 
likely to allow managers in the Chinese market greater latitude in 
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making decisions for the Chinese market than they allow managers 
in the UK market. 

  What Managers Are Missing 

 Given these and other significant findings, it is time for institutional 
distance to make its way into the standard toolkit of managerial best 
practices. Managers should actively build institutional distance and 
institutional risk into their decision-making calculus. In my experi-
ence, most seasoned managers already recognize that global business 
is fraught with risk, but they have failed to develop the systematic 
tools—such as a detailed measure of institutional distance—to 
meaningfully express or account for that risk. 

 In conversations with managers from some of the largest and 
most sophisticated companies in the world, I found that most of 
them immediately recognize the importance of political, economic, 
and cultural institutions to globalization. They are also highly aware 
of the incredible challenges inherent in managing the many differ-
ences in institutions across borders. However, despite this awareness, 
many managers openly admit that in their global operations they 
do not explicitly account for these differences. For example, when 
reflecting on his business in India, a chief financial officer (CFO) at 
a Fortune 100 company told me, “We know India is different [from 
the United States]; we just don’t know how to measure it.” When 
one of my MBA students asked a chief strategy officer (CSO) of 
a Fortune 500 company, the executive acknowledged, “We do not 
approach global acquisitions any differently than domestic acquisi-
tions . . . not because we do not want to, but because we are unsure 
how to.” 

 There is clearly a knowledge gap here—even for experienced and 
well-informed global managers. Managers could avoid the most 
costly globalization mistakes and reduce overall risk if they knew 
how to integrate insights about institutions and institutional dis-
tance into their estimates of risk and their financial decision making 
tools. What we therefore need are some strategies to deal with global 
risk, strategies that convert measures of institutions into financial 
measures of risk.   
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  The Nuts and Bolts of Institutional Distance 

 There are many ways to generate estimates of institutional dis-
tance. There are simple methods, using basic mathematical opera-
tions like subtraction and absolute values. There are more complex 
approaches, steeped in mathematical methods developed by Euclid 
or Mahalanobis. Whatever the approach, keep in mind the purpose: 
generating a meaningful measure of risk (and not an elegant math-
ematical theory of the world). Elegant mathematical approaches are 
certainly a noble intellectual pursuit, but remember: Complex does 
not always mean better. That existential discussion notwithstand-
ing, there are several ways in which you can calculate institutional 
distance. 

  Using Simple Subtraction 

 The easiest way to think about distance is as a mathematical subtrac-
tion problem. If we have a particular institutional measure for two 
countries, we can express the distance between them by subtract-
ing one number from the other. For example, if we were to mea-
sure economic institutions on scale of 0 to 10, and country  x —let’s 
say, the United States—has a value of 2, while country  y —let’s say, 
China—has a value of 9, we could express the distance between the 
two countries on the economic dimension as +7 (9 minus 2) or as -7 
(2 minus 9), depending on the direction in which we perform the 
subtraction.  

  Using Absolute Value 

 An alternative is to use the absolute value of the difference between 
the two measures. Using the absolute value imposes a communica-
tive property on the results, which means that changing the order 
of the operation (whether we subtract the value of country  x  from 
country  y , or vice versa) does not change the answer. This is because 
the absolute value of  x  minus  y  is the same as the absolute value of  y  
minus  x  (expressed mathematically: | x  –  y | = | y  –  x |). In the context 
of the example of the United States and China, that would be |9 – 
2| = 7 and |2 – 9| = 7. In this case, the answer 7 (regardless of the 
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direction of the operation) implies no distinction in the difference—
country  x  is equally far from  y  as country  y  is from  x . 

  Subtraction or Absolute Value: Does It Matter? 
 Most research on institutional distance favors the absolute value 
approach. The general assumption is that distance as a universal 
measure of length between two points in space is, by definition, 
the same in one direction as it is in the other. Think of the distance 
between Shanghai and New York. The distance between Shanghai 
and New York is the same as the distance between New York and 
Shanghai—more than 7,000 miles. It matters not in which direc-
tion you perform the operation; the answer remains the same. 

 The subtraction function, by contrast, is not communicative like 
the absolute value function. Simply changing the order of the opera-
tion changes the answer. Returning to the example of the United 
States and China, we could express the distance between the two 
countries on the economic dimension as +7 (9 minus 2) or –7 (2 
minus 9). If you believe that the plus or minus value that results is 
meaningful, you would favor the subtraction approach. 

 That begs the question: Why might the direction of the differ-
ence matter? In our context, the direction of the difference could 
be significant if we believe that some kinds of institutional envi-
ronments are more welcoming to business than others. If we have 
reason to believe that, when it comes to economic institutions, 
lower scores are better than higher ones, then positive differences 
will indicate lower risk. If it is qualitatively easier for businesses 
to navigate the economic institutions in the United States than 
Chinese economic institutions, then a difference of +7 bodes well 
for a Chinese company contemplating an expansion to the United 
States, while a difference of –7 suggests that a US company con-
templating an expansion to China will have a more difficult time. 
Insofar as economic institutions are concerned, expanding from 
China to the United States is less risky than expanding from the 
United States to China. 

 In the New York-Shanghai example, the distance between them 
obviously does not change; however, the direction of the distance 
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might matter very much to a business traveler. Due to the jet stream, 
winds travel across the earth continuously from west to east, which 
often makes flying east faster than flying west. Knowing, then, 
whether the flight is from New York to Shanghai or from Shanghai 
to New York can tell us a lot about how long a business traveler 
should expect the flight to take. Similarly, if we have reason to 
believe that moving in a certain institutional direction—from one 
country to another—provides an inherent advantage, we can assess 
which way the wind is blowing for business.   

  More Complex Approaches to Distance 

 There is a complicating factor when we rely on subtraction or abso-
lute value techniques to generate measurements of institutional dis-
tances. By its very nature, institutional distance is not a singular 
measure we generate from a single institutional dimension—as in 
the simple example of the geographical distance between Shanghai 
and New York above—but an amalgam of interrelated institutional 
measures. 

 Each of the institutions discussed at length in this book—polit-
ical, economic, and cultural—represents an individual dimension 
comprised of several subdimensions. And the individual subdimen-
sion measures listed in  tables 4.1 ,  5.1 , and  6.1  are not always mea-
sured on the same scale (from 0 to 10) across the board. Different 
data sources measure individual dimensions and subdimensions in 
different ways using a variety of scales. For this reason, it is often 
better to turn to mathematical techniques designed specifically to 
deal with such a situation. This is where Euclidean and Mahalanobis 
approaches can help. 

  Euclidean Approaches to Distance 
 Euclidean distance provides a means of calculating the shortest 
“ordinary” geometric distance between points in  n -dimensional 
space (where  n  represents the number of different dimensions). For 
our purposes it can provide a simplified (collapsed and unitary) 
expression of institutional distance between a pair of countries 
from a set of political, economic, and cultural dimensions. 
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 For example, using a standard Euclidian approach, we can express 
the institutional distance between two countries (let’s call them  x
and  y ) mathematically as:

Institutional Dis cex y ix iy
i

n

tan ( )I IixI iyI= (I
=
∑ 2

1

     ● n  is the total number of institutional measures you include in 
the calculation;  
    ● I   ix   is an individual observation for institution  i  from a set of 
institutions ( I  ) in country  x;   
    ● I   iy   is an individual observation for institution  i  from a set of 
institutions ( I  ) in country  y .    

 An institutional distance of 0 implies that the two countries share 
equivalent institutional profiles. An institutional score of greater 
than 0 implies institutional differences, and a larger value for insti-
tutional distance indicates a greater distance between two countries 
in their overall institutional makeup.  2    

  Mahalanobis Approaches to Distance 
 Academics have used Euclidean approaches extensively to calculate 
institutional distance; however, some point out that Euclidean-based 
formulas do not take into account correlations among variables. 
This is problematic because, as mentioned in  chapter 6 , political, 
economic, and cultural institutions are highly correlated. In these 
situations, academics generally prefer Mahalanobis approaches to 
calculate distance. The advantage is that Mahalanobis distance 
takes into account covariances (correlations) across dimensions. We 
can formally express this approach as:

Institutional Dis ce Sx y x y
T

x ytan ( )I Ix y ( )I Ix y= (I 1

   I  ●  x   is a vector of institutional measures for country  x;   
  I  ●  y   is a vector of institutional measures for country  y;   
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  S  ●
-1  is the inverse of the covariance (correlation) matrix between 

I  x   and I  y;    
    ● T  indicates that we should transpose the resulting matrix.    

 As with institutional distances we calculate using Euclidean 
approaches, greater Mahalanobis distances imply greater institu-
tional differences between countries, and smaller Mahalanobis dis-
tances imply greater institutional similarities between countries.  3    

  An Application of Mahalanobis Distance 

 My colleague Zheying Wu and I calculated institutional dis-
tances using a Mahalanobis distance approach for a study 
recently published in the  Journal of International Business 
Studies .  4   In that study we examine the entry of foreign banks 
into the US market. We found, generally, that foreign banks 
from institutionally distant countries face greater operational 
risks in the United States than banks that hail from institution-
ally close countries. 

 In our study, the Mahalanobis distance formula generates 
the following institutional distance outputs:

   2.69     between Australia and the United States   ●

  4.99     between Japan and the United States   ●

  6.31     between South Korea and the United States.     ●

 Although the point values have no meaning in and of them-
selves, as a set they tell us about the  relative  challenges and risks 
to operating in the United States for companies expanding from 
Australia, Japan, and South Korea. The findings reinforce the 
idea that larger institutional distances imply greater risk, and 
smaller institutional distances indicate lesser risk. In that sense, 
the United States presents greater levels of risk to South Korean 
companies than to Japanese or Australian companies.      

  From Institutional Distance to Global Acumen 

 The overview of institutional distance estimation techniques—
subtraction, absolute value, Euclidean, and Mahalanobis—serves 
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to introduce standard approaches and highlight the connection 
between institutional distance and risk. And as we know, institu-
tional distance relates to risk. Greater levels of institutional distance 
between countries are associated with higher business risk, and lower 
levels of institutional distance between countries are associated with 
lower business risk. 

 Another valuable takeaway from the introduction of institutional 
distance estimating techniques is that one should tailor the distance 
approach to the user’s specific context. If we use many interrelated 
institutional measures and the direction of the difference does 
not matter, we want to skew toward Euclidean and Mahalanobis 
approaches. If the directional distances between institutions matter, 
we will want to find ways to incorporate elements of subtraction 
into our calculations. 

 To empower managers to take advantage of this learning in real 
time, we need to find a way apply these concepts so as to generate a 
simple, user-friendly measure of risk. It turns out that this is just a 
matter of taking the next logical step: translating institutional dis-
tances into meaningful risk measures that fit directly into managers’ 
existing financial models. 

 This transformation is at the core of Global Acumen, an algo-
rithmic approach to institutional distance developed after years of 
research and testing. The beauty of this approach is that the raw 
materials we need to compute the Global Acumen algorithm are the 
same ones we would use to calculate institutional distance between 
two countries. The procedures are similar to those we might use to 
calculate institutional distance, with only slight modifications. 

  Differences between Global Acumen and Institutional Distance 

 As with institutional distance, we start with measures of political, 
economic, and cultural institutions from two or more countries, and 
then we compare institutions across those countries. Unlike with the 
institutional distance calculations, however, we cannot simply rely 
on Euclidean or Mahalanobis approaches to generate accurate mea-
sures of business risk. This is for two reasons: one has to do with the 
range of output and the other with the symmetry in the output. 
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  The Trouble with Range 
 By construction, the outputs that Euclidean and Mahalanobis dis-
tance approaches generate are bound by 0 at the low end of their 
range, as in the case where two countries share equivalent scores 
across institutions.  5   However, the upper end of the range for both 
Euclidean and Mahalanobis outputs is problematic because it is 
(theoretically) infinite. And unfortunately, managers cannot use 
infinite numbers in financial models. 

 To address issues related to the range of institutional distance 
output, we need to scale the output so that we can express it over a 
range that will be useful and meaningful to managers. This is easier 
than it might seem; it is just a matter of injecting the theory with a 
dose of reality. 

 The lower limit of the range is already fixed at 0. We can work 
with that. To define the maximum for the range, however, it is nec-
essary to introduce some experience and know-how. I therefore con-
sidered what, from a financial perspective, might be a “reasonable” 
risk maximum and set the upper end of the Global Acumen risk 
range to 30 percent. This percentage represents the most extreme 
differences in institutions across countries. How did I arrive at 
30 percent for the upper limit of the range of institutional risk? 
The percentage is based on insights derived from venture-capital 
practices and payback investment techniques. Whichever way you 
look at it, 30 percent is a reasonable maximum for the range of 
institutional risk. 

  Basing the 30 Percent Upper-Bound on Venture-Capital Practices.  
One way to arrive at an upper bound for the institutional distance 
range would be to liken global expansion to a risky venture such 
as a startup company. If we view global expansion in that way, we 
can derive some insight from venture capitalists (VCs), experts who 
evaluate the financial risk of investing in a start-up. 

 When evaluating a new venture, a VC applies a discount rate to 
project expected future cash flows and value the business, much 
as we did in the Newlandia example in  chapter 2 .  6   The greater 
the risk the VC sees in the venture, the higher the discount rate 
the VC will apply to cash flows. For pure start-ups, VCs typically 
employ discount rates in the range of 50 to 70 percent. For late-stage 
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entrepreneurial ventures, they tend to use discount rates in the range 
of 30 to 50 percent.  7   

 In undertaking global expansion for the first time, a company 
engages in the risky endeavor of expanding into unfamiliar markets. 
The risks are not quite analogous to those of pure start-ups because 
a company considering global expansion presumably has some expe-
rience before it ventures abroad. A company expanding globally is 
typically not starting from scratch. The risks for companies expand-
ing globally are therefore more similar to those of late-stage entre-
preneurial ventures than to those of start-ups. 

 In a preview of coming attractions, we will eventually add Global 
Acumen’s risk output to our domestic discount rate (around 10%). 
If we take our overall desired maximum rate of return of around 
40 percent (based on the average for late-stage entrepreneurial ven-
tures), and subtract the required domestic rate of return of 10 per-
cent, we know to set the Global Acumen maximum to 30 percent. 
This ensures that the highest overall discount rate (domestic plus 
global) will reach approximately 40 percent in the very riskiest ven-
tures into the riskiest of markets. 

  Basing the 30 Percent Upper Bound on Payback Methods.  Another 
way to think about the issue of the upper limit to the range is in 
more practical terms, using another frame of reference: If you were 
to make a risky investment—any risky investment—what would 
you consider a reasonable amount of time in which to be paid back? 
Would it depend on how risky the investment was? 

 When managers take on greater risks, they (reasonably) expect 
to be paid back more quickly than they would for a lesser risk. The 
payback period on an investment—the amount of time it takes to 
recoup your initial investment—is tied to the rate of return you 
expect to receive. Consider a specific example of an investment in a 
firm called Newcompany. If you were to make a $1,000 investment 
today in Newcompany, at 30 percent simple interest per year, you 
would receive $300 per year in interest payments. The amount of 
time it would take you to recoup your original investment (aka, the 
payback period) would be approximately 3.3 years ($1,000 divided 
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by $300 per year equals about 3.3 years). Should you make that 
same investment in Newcompany at 10 percent simple interest per 
year? At 10 percent simple interest, your interest payments would 
be $100 per year, and the payback period would be 10 years ($1,000 
divided by $100 per year equals 10 years). 

 All else being equal, the preferred investment is the former, the one 
with the shorter payback period. Of course, the decision depends on 
various cash flow assumptions, but investors typically like to receive 
their money back as soon as possible, and most managers would 
agree a payback period of 3.3 years constitutes a good investment. 

 Add in the requirements for the domestic cost of capital—that 
10 percent figure I highlighted in the previous section—and the 
payback period gets even shorter. Let’s say today you were to invest 
that same $1,000 into Newcompany at 40 percent simple interest 
per annum to expand into a new market (called, for this example, 
Farlandia). This derives from 30 percent for risks that are specific to 
Farlandia, plus 10 percent for those risks specific to Newcompany 
in its home country. The interest payments would be $400 per year, 
and the payback period on that $1,000 investment would go down 
to 2.5 years ($1,000 divided by $400 per year equals 2.5 years). 
Most managers would recognize that it is generally unrealistic, at 
least from a strategic perspective, to expect a return on investment of 
much more than 40 percent, even in the riskiest of environments.  

  The Trouble with Symmetry 
 A second concern with using Euclidean and Mahalanobis distances 
for the purpose of generating meaningful institutional risk metrics 
is that they presume, by mathematical construction, a symmetry 
that is unrealistic in the context of national institutions. As with 
absolute-value approaches, Euclidean and Mahalanobis distance 
formulas generate output whereby the distance from country  x  to 
country  y  is equal to the distance from country  y  to country  x . This 
is problematic if we believe, for whatever reason, that the direction 
of the difference matters in some meaningful way—that it might be 
easier for a company from country  x  to do business in country  y , or 
vice versa.  
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  Symmetry: Revisiting What It Means, Using Real Data 

 When my colleague Zheying Wu and I calculated insti-
tutional distances for our study published in the  Journal of 
International Business Studies , we found an institutional dis-
tance between Japan and the United States of 4.99.  8   Because 
we used a Mahalanobis distance method to calculate the insti-
tutional distance, symmetry implies that the distance between 
the United States and Japan will also be 4.99, the same as 
the distance between Japan and the United States. Practically, 
that suggests that the risk to a US company expanding into 
Japan is the same as the risk to a Japanese company expanding 
into the United States. However, this is not a sound assump-
tion; there would be different challenges for a Japanese and an 
American company attempting to make the transition into the 
institutional environment of the other country.   

 For the purposes of generating an accurate measure of institu-
tional risk, it is less important to understand symmetry as a restrict-
ing mathematical assumption and more important to know that it 
is not insurmountable. Global Acumen overcomes the symmetry 
constraint by incorporating elements of both distance (using a mod-
ified/weighted Euclidean technique) and difference (using a subtrac-
tion-based approach).   

  Incorporating Difference and Distance 

 Assume that it is easier for a Chinese company to deal with some 
institutions in the United States than for a US company to deal 
with those same institutions in China. This could be the case, for 
example, if the United States has a more stable economic environ-
ment than China. If it is easier, and therefore less risky, to deal with 
economic institutions in the United States than in China, we need 
to consider not just the  distance  between the institutions in those 
countries, but perhaps also the inherent  differences  between those 
two sets of institutions. We need to supplement traditional  distance  
approaches with  difference  approaches. 
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 Obviously, we need to decide which sets of institutions require 
difference approaches (rather than distance approaches) and which 
sets require distance approaches (rather than difference approaches). 
Only then can we use an appropriate combination of distance and 
difference approaches to calculate our overarching risk metric. 

 Whether to calculate differences or distances hinges on the answer 
to one critical question: Are some kinds of national institutional 
structures inherently easier for businesses to manage than others? 
Addressing this complex issue is critical to devising appropriate risk 
metrics because it determines how to proceed with the analysis. The 
approach we adopt depends upon our beliefs about certain institu-
tional dimensions or subset of dimensions as follows:

   If we believe it is hard for businesses to move in either direction  ●

(from a given starting point), we want to think more in terms of 
 distance  than  difference .  
  If we believe it is easier for businesses to move in one direction  ●

or the other (from a given starting point), we want to think 
more in terms of  difference  than  distance .    

 With those considerations in mind, Global Acumen uses distances 
for political and cultural institutions and differences for economic 
institutions. The rationale is explained below. 

  Cultural Institutions 
 It is challenging for a company to go from one cultural environment 
to another, regardless of the direction. Consider Hofstede’s indi-
vidualism/collectivism cultural dimension; it stands to reason that 
expanding into a country with a culture that is more individualis-
tic (and therefore less collectivistic) than one’s home country is not 
necessarily any easier than expanding into a country whose culture 
is less individualistic (more collectivistic) than one’s home country. 
This implies that—based purely on the basis of individualism/col-
lectivism (IC) scores—it is not much riskier for a company from the 
Czech Republic (a borderline individualistic country, with an IC 
score of 58) to expand to China (a highly collectivistic country, with 
an IC score of 20) than to the United States (a highly individualistic 
country, with an IC score of 91). So, for culture, we likely want to 
think more in terms of distance than difference.  
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  Economic Institutions 
 In this case, it is likely easier for a company to move in one direction 
(in terms of economic institution scores) than in another. It is easier 
for a company to transition from a country with unstable economic 
institutions to one with stable economic institutions than for a com-
pany to transition from a country with stable economic institutions 
into one with unstable economic institutions.  9   Therefore, for eco-
nomic institutions, we likely want to think more in terms of differ-
ence than distance.  

  Political Institutions 
 Political institutions are a bit more complex and nuanced.  10   For 
example, I could certainly make the case that it is easier for a 
company to transition to a country where the political institutions 
are more stable than in its home country. This might lead us to 
treat political institutional measures as a difference rather than a 
distance. However, I have found instead that businesses and those 
who manage them are resilient and become accustomed to operat-
ing in particular political environments—usually those of their 
home country. If operations in a certain country call for close ties 
with political figures, then a successful company figures out which 
relationships will enable it to thrive. If “paying to play”—institu-
tionalized gift-giving or monetary contributions—are an integral, 
accepted way of doing business in a particular country, then a suc-
cessful company usually figures out how to work that system. 

 Challenges arise when a business accustomed to operating in a 
country with one set of political institutions transitions into a coun-
try with significantly different political institutions. The political 
strategies and practices a firm adopts in its home country are less 
valuable in countries that bear less of a political resemblance to that 
home country—irrespective of how those institutions are different 
from those in the home country. Regardless of the direction of the 
difference (again, in terms of political institution scores), it is dif-
ficult for a company to change the behaviors it has evolved to thrive 
in its home country. Coping mechanisms take years to establish and 
refine, and they have a tendency to ossify. I therefore treat political 
institutions as a distance instead of a difference.    
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  The Nuts and Bolts of Global Acumen 

 Based on years of research and testing, Global Acumen generates 
globalization risk values between pairs of countries:

   over a   ● range  that extends from 0 to 30;  
  using   ● mathematical distances  to account for differences in  cul-
tural and political  institutions across countries;  
  using   ● mathematical differences  to account for differences in  eco-
nomic  institutions across countries.    

 Specifically, Global Acumen’s algorithm generates output for any 
pair of countries by:

   1.     generating mathematical distances for the political and cul-
tural institutional dimensions (based on a modified Euclidean 
approach, weighted to correct for the underlying covariance 
structure of the political and cultural institution data);  

  2.     generating mathematical differences for the economic institu-
tional dimensions (directionally calculated as home country 
economic institutions minus host country economic institu-
tions, weighted and combined to correct for the underlying 
covariance structure of the economic institution data);  

  3.     scaling all outputs from (1) and (2) so they are all on the same 
scale;  

  4.     adding the economic difference scores to the political and cul-
tural distance scores;  

  5.     rescaling the resulting sum to generate observations that fall 
into the range from 0 to 30 percent.    

 That process results in risk output that we can interpret as a pair-
wise, country-specific globalization risk spread. The advantage of 
this approach is output in a form that is ready to be plugged straight 
into existing financial models tools. (More on that in  chapter 8 .) 

  Global Acumen: A Concrete Example 

 Global Acumen generates globalization risk spreads for pairs of 
countries.  11   To make this procedure more concrete and easier to 
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envision, let us see it in action.  Figure 7.2  presents the overarching 
architecture for Global Acumen version 2.0.  12   This version includes 
the three overarching institutional factors—political, economic, and 
cultural—described in  chapters 4 ,  5 , and  6 .    

 The institutional subdimension data for each country are drawn 
from the following sources:

   Political: the State Fragility Index (Center for Systemic Peace),  ●

Corruption Perceptions Index (Transparency International), 
Checks Index (World Database of Political Institutions), Rule 
of Law, Government Effectiveness, and Regulatory Quality 
(Worldwide Governance Indicators).  
  Economic: Inflation-adjusted Sovereign Debt (Bloomberg  ●

and Damodaran), 5-year and 10-year GDP Volatility averages 
(imputed using data from the United Nations).  
  Cultural: Individualism/Collectivism and Power Distance (Hofstede),  ●

Language Similarity and Religion Similarity (Douglas Dow).    

 The raw institutional data are run through Global Acumen’s algo-
rithmic procedures as described above: using a combination of 
mathematical distance (for the political and cultural factors) and 
mathematical difference (for the economic factor). 

 Figure 7.2      The Architecture of Global Acumen.  
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 In  chapter 8  I explore the details of how to apply the Global 
Acumen risk spread to financial models. As a foundation for that 
discussion, let us see what the Global Acumen output looks like 
for the eight countries mentioned at the beginning of this chap-
ter (Australia, Canada, China, India, Japan, Russia, the United 
Kingdom, and the United States).  13   I present the data focusing on 
the United States as the home and/or host nation, and later present 
the full set of outputs across all eight countries.  

  Global Acumen Output 

  Table 7.1  reflects the risk output Global Acumen generates for 
US-owned companies expanding into Australia, Canada, China, 
India, Japan, Russia, or the United Kingdom (in descending order 
of risk).    

 You may not be surprised that the globalization risks are greater 
for US companies in countries that are more institutionally—politi-
cally, economically, and culturally—distant, such as Russia, China, 
India, and Japan, and that the risks are smaller in countries that are 
more institutionally similar, such as the United Kingdom, Canada, 
and Australia.  

 Table 7.1     Risk to US Companies Expanding Abroad 

 Country  Risk (%) 

Russia 19
India 15.5
China 14.5
Japan 10.5
United Kingdom 4.5
Canada 4
Australia 3

  Looks Can Be Deceiving: Institutional Versus Geographical Distance 

 At first glance, you might assume that the globalization risk to 
a US company would be higher in Australia than in Canada. 
After all, Canada is a geographic neighbor to the United States, 
while Australia is more than 9,000 miles away. What is more, 
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Canada and the United States have long been party to the 
North American Free Trade Agreement (NAFTA), which low-
ers cross-border trade and investment costs between the two 
countries. 

 However, the Global Acumen calculations reveal that the 
risks to a US company are slightly lower in Australia (3%) 
than in Canada (4%). A closer look at the underlying data 
reveals that the United States has more in common culturally 
with Australia than with Canada. Consider: One of Canada’s 
largest provinces by population, Quebec—which is French-
speaking—has a strong influence on Canadian culture. This 
means that, at least in part, Canada’s cultural institutions 
in some ways are more similar to those of France (and other 
French-speaking countries) than to those of the United States. 

 Furthermore, be careful not to confuse geographic factors 
with economic institutions. While the extreme geographic dis-
tance and time-zone difference create high costs for US compa-
nies in Australia, those geographic factors do not say anything 
about the economic opportunities in each country. Managers 
can easily estimate the fairly straightforward freight costs 
between Australia and the United States (or Canada and the 
United States) and include them in standard financial projec-
tions as operating costs. It is much harder to quantify economic 
opportunity—especially the confidence that one can have in 
those economic opportunities—for financial models. 

 The lesson here is that it is a smart business move to use the 
Global Acumen calculations to challenge our assumptions—
even informed ones—about what factors are most important 
when it comes to globalization risk. In many—if not all—cases, 
this should inspire us to look deeper at all of our assumptions 
about globalization.   

  Do Not Assume Symmetry in Output 
 You most likely noticed that the Global Acumen figures in  table 7.1  
express risk spread for companies expanding in one direction only: 
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originating in the United States and expanding outward to each of 
those seven global destinations. As I mentioned above, these risk 
spreads are not symmetric—not the same for expansions in both 
directions. What would happen if we look at risks to companies 
seeking to expand to the United States? Let us revisit the countries 
I cited in my previous example.  Table 7.2  reflects risk spreads gener-
ated with Global Acumen for companies expanding into the United 
States from Australia, Canada, China, India, Japan, Russia, and the 
United Kingdom (in descending order of risk).    

 The risk spreads are largely as you might expect, but—surprise! 
China is the only country that  appears  to have symmetry—that is, 
for which the risks of operating in the United States are equivalent 
to those of a US company operating in China. Is that the answer 
you expected?  

 Table 7.2     Risk to Foreign Companies Expanding to the United States 

 Country  Risk (%) 

China 14.5
India 11
Japan 8.5
Russia 8
Australia 5.5
Canada 4.5
United Kingdom 3

  It Looks Like Symmetry, But Is It? 

 You will have noticed that there are (practically) equivalent risk 
spreads for businesses expanding from China to the United 
States and for those expanding from the United States to China 
(~14.5%). Many consider the United States to have a business-
friendly environment, due to its relatively stable economy, 
robust capital markets, and the ease with which companies 
can do business there.  14   This might lead you to expect levels 
of economic risk that are higher for US companies operating 
in China than for Chinese companies operating in the United 
States. And yet that is only part of the story. 
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  Figure 7.2  lays out the two components that makeup Global 
Acumen’s economic factor (at right): sovereign debt and GDP 
volatility. These measures relate to fundamental economic 
risks in a given country. Given that Global Acumen calculates 
the economic factor as a difference rather than as a distance, 
the economic factor effectively captures the economic risk a 
company from a specific home country is likely to face in a 
specific host country. In essence, it accounts for whether there 
is a greater likelihood of experiencing a macroeconomic shock 
that will upset a company’s financial projections in the home 
country or the host country. It is here that nonsymmetry enters 
the equation. 

 Let’s break these factors down for the United States and 
China. The United States has a higher sovereign debt rating 
and a lower borrowing rate than China. Its lower sovereign 
debt rates would indicate lower levels of economic risk in the 
United States than in China. However, that is just the short-
term sovereign debt picture; over the last 5-year and 10-year 
periods—the periods over which Global Acumen considers 
GDP volatility—the United States experienced a financial cri-
sis and severe economic recession, which was more severe than 
the economic slowdown China experienced during that same 
period. The United States has therefore experienced greater 
economic volatility—more severe swings in its GDP—over the 
past 5 to 10 years than has China. 

 At this moment in history, and in this specific case, these two 
economic factors happen to roughly balance each other out, 
so that the overall levels of economic risk are now practically 
equivalent between the United States and China. This could 
certainly change in the days, months, and years to come. (And 
now you know where to look to anticipate those changes!) 

 This example underscores the value of understanding Global 
Acumen and the institutions that are critical to risk. Honing 
your understanding of the institutions that are critical to global 
risk and of the dynamics that shape how those institutions 
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change over time will expand your knowledge of the complex, 
shifting global business landscape. This will set you apart from 
the crowd and give you an advantage when determining or 
assessing your company’s global strategy.     

  Beyond the United States 

 I present only bilateral risk spreads for the United States and seven 
other countries in  tables 7.1  and  7.2 , but Global Acumen can do 
much more than simply generate risk spreads for US companies 
expanding abroad or for foreign companies entering the United 
States. The Global Acumen algorithm, developed nearly a decade 
ago, is meant to be equally useful for managers throughout the 
globe who seek to expand into almost any international market. It 
was designed to generate bilateral risk spreads for any pair of poten-
tial home and host countries for which there exist accurate political, 
economic, and cultural data. As of early 2015, the Global Acumen 
database includes 55 countries and calculates risk spreads for 2,970 
unique pairs of countries. 

 As an example of Global Acumen’s general appeal,  table 7.3  pro-
vides bilateral cross-country risk spreads for each of the eight coun-
tries I mentioned at the start of this chapter—for each of the 56 
distinct country-pair combinations (in both directions).    

 The best way to read this table is to focus first on a specific 
home country (on the left-hand side), and then analyze host 

 Table 7.3     Bilateral Risk Spreads for a Set of Eight Countries 

USA 
(%)

Russia 
(%)

India 
(%)

China 
(%)

Japan 
(%)

UK 
(%)

Canada 
(%)

Australia 
(%)

USA 0.00 19.00 15.50 14.50 10.50 4.50 4.00 3.00
Russia 8.00 0.00 7.00 4.50 9.50 9.00 8.50 7.50
India 11.00 12.00 0.00 6.00 12.00 13.00 12.00 11.00
China 14.50 14.00 11.50 0.00 14.50 17.00 16.00 15.00
Japan 8.50 17.00 15.00 12.00 0.00 8.50 7.50 7.50
UK 3.00 18.00 16.00 15.00 9.00 0.00 3.00 2.00
Canada 4.50 19.50 16.50 15.50 10.00 4.50 0.00 3.00
Australia 5.50 20.00 18.00 17.00 12.00 5.50 5.00 0.00
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country suitors (scrolling from left to right). For example, if we 
select Australia—the last country in the first column—as our 
home country, simply scroll across the bottom row from left to 
right to see that for an Australian company, the expansion risk is 
5.5 percent to the United States, 20 percent to Russia, 18 percent 
to India, and so on. Insofar as general host-country risk is con-
cerned (reading the table from top to bottom), it probably comes 
as no surprise that Russia, which as of early 2015 is wallowing in 
economic malaise, presents the greatest levels of risk to foreign 
companies. Australia presents the lowest levels of risk. Japan pres-
ents intermediate levels of risk.  

  Bringing It All Together 

 Tackling globalization risk pricing is no easy task. It takes a bit of 
creativity and effort to convert raw measures of institutions into 
useful measures of risk using mathematical distance and difference 
formulas. This chapter explained how to do that in a step-by-step 
fashion. It detailed Global Acumen’s basic schematic structure, 
highlighted the institutional raw materials used as inputs to the 
algorithm, and described how the algorithm uses established math-
ematical techniques to generate institutional risk spreads. The prac-
tical examples reinforced and justified the overarching approach 
and methodology and helped clarify how to make sense of Global 
Acumen’s output. 

 Global Acumen is a great place to start when it comes to assess-
ing global risk, especially for the far too many companies that have 
no system in place to evaluate these risks. Whether managers adopt 
Global Acumen’s approach, seek out some alternative system, build 
their own algorithm, or simply use this book to understand the 
rationale behind accounting for institutional risk in global markets, 
the result will be more successful global strategies. 

 Still, knowing the institutional risk spread between two coun-
tries is only half the battle; the real value is in knowing how to  use  
risk spreads to improve decision making. Meaningful risk spreads 
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can complement existing strategic and financial decision-making 
models—if we apply them effectively. The next chapter walks you 
through how to incorporate cross-country global risk spreads into 
existing financial models—the next step in our journey toward 
improved global management practices.   
   



     CHAPTER 8 

 Global Acumen in Practice   

   W  ith Global Acumen, we now have an accurate tool to 
account for the risks that companies face in global mar-
kets. We constructed it by comparing measures of politi-

cal, economic, and cultural institutions across countries, relying on 
a combination of institutional distance and difference approaches to 
generate country-specific institutional risk spreads.  1   The question 
now becomes: How can we apply those risk spreads to real-world 
problems so as to enhance managers’ toolkits and improve global 
management practices? 

 In this chapter I explain how to incorporate cross-country risk 
spreads into existing strategic and financial analyses. The process is 
quite simple, really. Recall that Global Acumen generates risk spreads 
that indicate the additional political, economic, and cultural risks 
that a company faces when it does business in another country. The 
Global Acumen tool reports risk spreads in a way that reflects the 
additional compensation—expressed in interest rate terms—that a 
company ought to expect in exchange for bearing the political, eco-
nomic, and cultural risks of doing business in that country. 

 Armed with that knowledge, we can revisit the Newlandia exam-
ple from  chapter 2  to demonstrate how to add Global Acumen’s risk 
spreads to a company’s domestic discount rate to generate a country-
specific discount rate that better accounts for political, economic, 
and cultural risks. By varying the levels of institutional risk present 
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in a fictitious country like Newlandia, we can readily observe the 
impact of globalization risk on a company’s bottom line. 

 This leads to a number of realizations. First, with the appropriate 
risk measures, it is relatively easy and straightforward to account 
for the financial impact of country-specific political, economic, and 
cultural risks. It is simply a matter of incorporating Global Acumen’s 
risk spreads into familiar financial techniques that managers use 
regularly. Second, there is no longer any excuse to ignore institu-
tional risk, and managers who continue to ignore such risks do so at 
their financial peril.  

  Revisiting the Newlandia Example 

 To get a sense of how Global Acumen’s risk spreads work in practice, 
it is helpful to revisit the financial and strategic analyses presented 
in  chapter 2 . There I suggested that managers typically evaluate 
globalization opportunities by generating pro forma financial pro-
jections to gain insight into how globalization is likely to impact 
revenues, costs, and ultimately profitability. Managers try to detail 
and quantify every possible revenue and cost associated with the 
expansion and then use those estimates to assess whether they can 
profitably globalize. I use a simple hypothetical example to illustrate 
the process in which a US-based company considers expanding to 
an invented foreign country (“Newlandia”).  2   

  Refreshing Your Memory 

 The Newlandia example in  table 2.3  assumes a five-year business 
opportunity that would generate $1,000 in revenues per year at a 
cost of $800 per year and thus at an annual profit of $200. Next, I 
assume a required initial investment of $550 to enter Newlandia (see 
 table 2.2 ).  3   I then ask whether given this scenario it makes sense—in 
terms of overall profitability—to invest in Newlandia. 

 Managers typically rely on discounted cash flow techniques to 
determine whether business opportunities generate sufficient prof-
itability to justify the investment. They discount future profits by 
an opportunity cost of capital—an interest rate that they could 



Global Acumen in Practice  ●  145

reasonably expect to earn if they had invested the initial capital in 
another way.  4   Once discounted, the cash inflows (profits) are added 
to the cash outflows (the initial investment) to generate a net pres-
ent value (NPV) for the project. A positive NPV indicates that the 
business opportunity generates sufficient returns—and therefore 
that the manager should go forward with the investment. A negative 
NPV value suggests that the business opportunity fails to generate 
sufficient returns—and, accordingly, the manager should pass on 
the business opportunity. When the NPV is negative, the manager 
would be better served dedicating the initial investment capital to 
some other purpose. 

  Table 8.1  applies this technique to the Newlandia opportunity, 
mirroring the NPV analysis from  chapter 2  (see  table 2.3 ). I use a 
discount rate of 8.5 percent to convert future cash flows into present 
values, cash flows expressed in today’s dollar equivalents. I then add 
each of the present value cash flows to the initial investment to arrive 
at the NPV. We can see that the Newlandia opportunity generates a 
NPV of $238 (see the “Present Value” line of the table, which is where 
we get the figures to calculate the NPV: $184 + $170 + $157 + $144 + 
$133 – $550). The positive NPV for the Newlandia opportunity sug-
gests that an investment in Newlandia yields profits that are greater 
than the alternative of investing the $550 elsewhere. The investment 
into Newlandia therefore makes business sense; the manager would 
be wise to move forward with it on behalf of the company.    

 Of course, the analysis above is just a baseline. However, this 
baseline serves us well as we start to introduce various institutional 
risk factors into our Newlandia scenario.  

 Table 8.1     Business Projections for Newlandia: Assuming an 8.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 Present Value –$550 $184 $170 $157 $144 $133
 Overall NPV $238
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  Bringing Global Acumen to Newlandia 

 Using a NPV approach to think about globalization opportunities 
can be extremely valuable; however, a discount rate of 8.5 percent 
might not be as appropriate for global business opportunities (like 
those in Newlandia) as for domestic business opportunities. The 
8.5 percent discount rate reflects a domestic discount rate, designed 
for use by a US company in the US market. It fails to take into 
account the political, economic, and cultural institutions of foreign 
markets and the risks they are likely to present to foreign investors. 

 Newlandia’s political institutions are likely to be different from 
the political institutions in the United States; its economic institu-
tions and cultural institutions are also likely to be different from 
those in the United States. In short, Newlandia’s institutional pro-
file is likely to be different from that of the United States, and the 
8.5 percent discount rate does not reflect the additional risks those 
differences present.  5   

 Our task, therefore, is to determine how to incorporate Global 
Acumen’s risk spreads into existing financial models—like those 
in  table 8.1 —to improve financial analyses and strategic decision 
making. 

 Recall that by design Global Acumen uses political, economic, 
and cultural inputs to generate institutional risk spreads between 
pairs of countries and expresses them as interest rates falling in 
the range between 0 and 30 percent. I deliberately constructed its 
risk spreads in this way to complement existing financial model-
ing techniques, which are limited due to their heavy reliance on 
discount rates that are oriented to the domestic market. 

 Generically, the process works as follows:

   1.     Add the Global Acumen risk spread to the domestic discount 
rate.  

  2.     Generate a country-specific risk-adjusted discount rate.  
  3.     Replace the domestic discount rate with this new, country-

specific risk-adjusted discount rate.    

 Now that we have step-by-step instructions for how to use Global 
Acumen spreads to adjust a company’s domestic discount rate to 
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account for cross-country institutional risk, let us see this process 
in action. Below we will apply Global Acumen to the Newlandia 
example. Because Newlandia is a fictitious country, I can vary its 
riskiness to see how sensitive the financials from  table 8.1  are to 
changing levels of institutional risk. The expanded hypotheticals in 
this section demonstrate the real—even severe—consequences that 
can befall a company when its managers fail to account for institu-
tional risk.  

  Global Acumen: Complement Instead of Substitute? 

 You will note that step 1 (above) retains the domestic discount 
rate: adding the Global Acumen risk spread to the domestic 
discount rate, rather than replacing the domestic discount 
rate with the Global Acumen risk spread. This is because it is 
more appropriate to view institutional risk as a supplement to, 
rather than as a substitute for, the discount-rate requirements 
that are specific to a particular firm. Risks in global markets 
are risks added to a company’s existing operations—risks that 
a company takes on over and above those it already faces in 
the domestic market. Therefore, were we to simply replace the 
domestic discount rate with the Global Acumen risk spread, 
we would sacrifice important information about a company’s 
general risk profile. 

 The opportunity cost of capital reflected in a company’s 
domestic discount rate serves as an important signal about a 
company’s health and well-being: its underlying “quality” and 
risk characteristics. Typically, a strong company that is mana-
gerially sound and operates in a less risky market has a lower 
discount rate and a lower opportunity cost of capital because 
it presents fewer risks to potential investors; there is a greater 
likelihood that the company will deliver results for investors. 
Apple Inc., for example, has an opportunity cost of capital of 
around 6 percent, whereas Cisco Systems Inc. has an opportu-
nity cost of capital of around 7 percent.  6   Market participants 
currently view Apple as having lower levels of risk, better future 
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prospects, better products, and a better overall management 
team. 

 When companies such as Apple or Cisco expand abroad, 
their idiosyncratic features—management, product, and indus-
try characteristics—do not change. Investors still expect rates 
of return that are at least commensurate with the risk factors 
specific to the company.  7   However, in addition, investors also 
expect compensation for the country-specific institutional risk 
companies will take on by operating abroad. And, as I point 
out in the previous chapter, the greater the levels of risk that 
companies face in foreign markets, the greater those country-
specific returns should be. This is why Global Acumen risk 
spreads were designed to be conjunctive with (rather than dis-
junctive to) the discount rate.   

  Varying Newlandia’s Risks 
 In the context of our Newlandia example, if managers of the firm in 
question want to accurately reflect the risks Newlandia poses, they 
should adjust the discount rate (to generate more realistic present 
values from the future cash flows) by following steps 1–3 above. Of 
course, we cannot know the precise level of risk Newlandia poses 
to US companies, since no actual data or institutional measures 
exist for Newlandia. But let’s assign it a hypothetical risk profile and 
Global Acumen spread to analyze how the financials in  table 8.1  
change under various alternative risk scenarios. 

 From  chapter 7  we know the range of institutional risks that 
US-based companies face in several countries, with Russia pos-
ing high levels of risk, Japan posing moderate levels of risk, and 
Australia posing low levels of risk.  8   Let us assume for our purposes 
that Newlandia presents a moderate—rather than extreme—level 
of political, economic, and cultural risk to US companies. This 
would mean that Global Acumen might generate a risk premium 
for Newlandia that is similar to that of Japan, with a value of around 
10 percent. 

 Whereas  table 8.1  assumes that the risk of a US company expand-
ing to Newlandia is equivalent to the risk of a domestic expansion 
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(8.5%),  table 8.2  assumes that the expansion presents a greater risk 
(by an additional 10%, to be exact). We can return to the numbers 
in  table 8.1  and use these hypothetical risk values to adjust the cal-
culations. We simply follow the three steps outlined above:

   1.     Add the 10 percent Newlandia risk spread to the 8.5 percent 
domestic discount rate.  

  2.     Generate a Newlandia-adjusted discount rate of 18.5 percent.  
  3.     Replace the original discount rate (in the projections in 

 table 8.1 ) with the new Newlandia-specific discount rate of 
18.5 percent.    

 Notice in  table 8.2  that applying a discount rate of 18.5 per-
cent instead of 8.5 percent to the projections from  table 8.1  sig-
nificantly changes the calculus (compare the “New Present Value” 
row of the table to the “ Table 8.1  Present Value” row). When we 
discount the $200 profit from year 1 by 18.5 percent, the present 
value amounts to only $169 ($200/1.185).  9   That is $15 less than 
the present value in  table 8.1 , discounted at 8.5 percent ($184 or 
$200/1.085). The present value of the profits for years 2 through 
5 likewise decreases if we use this same 18.5 percent present value 
discount rate. The overall NPV of the Newlandia expansion there-
fore decreases from $238 in  table 8.1  to $68 ($169 + $142 + $120 + 
$101 + $86 – $550).    

 Despite the added 10 percent risk premium and the correspond-
ing increase in the discount rate to 18.5 percent, the NPV of the 
Newlandia project remains positive. A shrewd manager would 
still be inclined to enter the Newlandia market, even though the 

 Table 8.2     Business Projections for Newlandia: Assuming an 18.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 New Present Value –$550 $169 $142 $120 $101 $86
 New Overall NPV  $68 
 Table 8.1 Present Value –$550 $184 $170 $157 $144 $133
 Table 8.1 NPV  $238 
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expansion would not generate quite as much of a return as the sce-
nario  table 8.1  describes ($68 versus $238). Moreover, managers can 
be more confident that their financial projections are sound and 
not grossly inaccurate as in  table 8.1 . The projections now faithfully 
reflect the risks of doing business in a country with moderate levels 
of risk such as Newlandia.  

  Upping the Ante in Newlandia 
 To see the impact of a higher risk spread on financial projections, 
let’s consider an alternative scenario in which Newlandia is an even 
riskier country. Instead of assuming it presents moderate levels of 
institutional risk (10%) for a US company as in  table 8.2 , let’s assume 
that Newlandia’s Global Acumen risk spread with the United States is 
much higher: closer to what we found for Russia (19%) in  chapter 7 . 

 Assuming a 20 percent Global Acumen risk spread (a more straight-
forward, round number to work with versus 19%) for Newlandia, 
let’s follow the three steps outlined above:

   1.     Add the 20 percent Newlandia risk spread to the 8.5 percent 
domestic discount rate.  

  2.     Generate a Newlandia-adjusted discount rate of 28.5 percent.  
  3.     Replace the original discount rate (in the projections from 

 table 8.1 ) with the new Newlandia-specific discount rate of 
28.5 percent (see  table 8.3 ).       

 Table 8.3     Business Projections for Newlandia: Assuming a 28.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 New Present Value –$550 $156 $121 $94 $73 $57
 New Overall NPV  –$49 
   Table 8.2    Present 
 Value  

–$550 $169 $142 $120 $101 $86

   Table 8.2    NPV   $68 
   Table 8.1    Present 
 Value  

–$550 $184 $170 $157 $144 $133

   Table 8.1    NPV   $238 
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 A 28.5 percent discount rate for the Newlandia opportunity yields 
a vastly different NPV than the 18.5 percent discount rate from 
table 8.2 or the 8.5 percent discount rate from table 8.1  . The $200 
cash flow in year 1, discounted at 28.5 percent, now only yields a 
present value of $156 ($200/1.285) rather than $169 (200/1.185) in 
 table 8.2  (with an 18.5% discount rate) and $184 ($200/1.085) in 
 table 8.1  (with an 8.5% discount rate). The 28.5 percent rate dis-
counts future profits more harshly than the discount rates in either 
 table 8.2  or  table 8.1 , and the result is a NPV of -$49 ($156 + $121 + 
$94 + $73 + $57 – $550). Under this scenario a manager would be 
better served to pass on the opportunity to expand to Newlandia. 

 The differences in NPV projections between  table 8.3  (-$49), 
 table 8.2  ($68), and  table 8.1  ($238) are stark. They go from a set of 
projections suggesting that a firm can make money in Newlandia 
($238, as per  table 8.1 ) to a set suggesting that the same firm is likely 
to lose money (-$49, as per  table 8.3 ). The difference, of course, 
is in the institutional—political, economic, and cultural—risks we 
assume in each scenario.  

  General Lessons from Newlandia 
 It is important to remember that the models presented in  tables 8.1 , 
 8.2 , and  8.3  are simplified and incredibly nuanced. These are 
examples of how managers can use Global Acumen’s risk spreads 
to improve global expansion decisions. As you are aware, the results 
you achieve from any application of the Global Acumen technique 
described above depend critically upon the revenue, cost, and 
domestic discount rate specific to your situation and on the Global 
Acumen risk spread between your company’s home country and its 
intended target county. However, the examples highlight the follow-
ing general lessons:

   1.     Managers should not regard specific institutional risk levels as 
indicative of any steadfast rule. A low level of institutional risk 
(low Global Acumen risk spreads) does not necessarily yield a 
positive NPV and does not mean that it is always profitable to 
expand to a particular country. By the same token, a high level 
of institutional risk (high Global Acumen risk spreads) does 
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not necessarily yield a negative NPV and does not mean that 
it is always unprofitable to expand to a particular country.  10   
Companies should consider doing business in a country when 
profitability there is sufficient to offset the risk, irrespective of 
the risk level.  

  2.     Although there is no steadfast rule associated with a given level 
of institutional risk, managers should understand how insti-
tutional risk generally affects financial models. For countries 
that pose greater levels of institutional risk, managers should 
expect greater revenues, lower costs, or both to compensate for 
the heightened levels of risk. From a payback perspective, these 
managers should expect shorter payback periods in countries 
that pose greater institutional risks. By contrast, for coun-
tries that pose lower levels of institutional risk, managers can 
make do with lower revenues, higher costs, and longer payback 
periods.  

  3.     The Global Acumen discount-rate adjustment works best when 
you couple it with accurate domestic discount rates and precise 
revenue and cost projections. Inaccuracies in the domestic dis-
count rate and in revenue or cost projections can result in mis-
specified models and erroneous NPV outcomes that yield poor 
recommendations. As with any financial model, accurate data 
increase the likelihood that managers will make sound global 
business decisions.    

 Most important, the Newlandia examples demonstrate how 
adjusting the domestic discount rate (adding the Global Acumen 
risk spread to the domestic discount rate) yields a more accurate pic-
ture of the true risks companies face in global markets. This simple 
approach empowers managers of companies large and small to accu-
rately price globalization risk so they can make fully informed glo-
balization decisions with reasonable expectations for the outcomes.  

  Dealing with Uncertainty: When Institutional Data Are Scarce 

 As previously mentioned, Global Acumen’s database currently 
includes institutional data for 55 countries, yielding a total of 
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2,970 possible country risk pairs. These 55 countries account 
for more than 90 percent of the world’s share of outward and 
inward foreign direct investment flows.  11   However, there are 
more than 180 officially recognized countries in the world, 
and Global Acumen thus lacks institutional data for more than 
70 percent of the world’s nations. This is in part because not 
all countries report reliable institutional data and also because 
some data services do not collect institutional data for certain 
countries. In practical terms, this means that in some cases 
managers might not be able to determine precise global risk 
spreads. The question therefore remains what managers should 
do when there are no adequate institutional measures for a par-
ticular country and a global risk spread for a pair of countries 
cannot be calculated precisely. 

 One alternative is to impute underlying institution data 
from observations in similar countries. For example, insti-
tutional data from Greece might, in certain instances, apply 
to Cyprus. Similarly, one might use institutional data from 
Algeria or Morocco to estimate elements of Tunisia’s institu-
tions. Although certainly not ideal, imputing institutional data 
by using a similar country proxy is one way to get around a 
lack of data and generate risk spreads for a country without 
individual institutional measures. 

 Another alternative is to group countries into categories. 
When we lack institutional measures for a specific country, we 
can often cobble together enough information to group coun-
tries into four risk categories (relative to the home country): 
low, medium, high, and extreme. Once we assign a country to 
a particular category, we can apply an institutional risk spread 
based on the data from  chapter 7 . 

  Chapter 7  introduced risk spreads for US-based companies 
expanding into the following countries: Russia (19%), India 
(15%), China (14.5%), Japan (10.5%), United Kingdom (4.5%), 
Canada (4%), and Australia (3%). Within this sample we 
observe risk spreads for low-risk countries (Australia, Canada, 
and the United Kingdom) that fall into the range between 3 
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and 5 percent, moderate-risk countries (Japan) that fall into the 
range of 8–12 percent, and high-risk (China, India, and Russia) 
countries that fall into the range between 15 and 20 percent. 
Any risk spread between 20 and 30 percent falls into the cat-
egory of extreme risk. 

 Armed with that information, we can extrapolate and apply 
a risk spread to a country for which we lack certain institu-
tional data. For example, we might lack institutional data for 
Belarus; however, to the extent that Belarus shares similarities 
with Russia—due to their common membership in the former 
Soviet Union and their close economic ties—we might apply 
a risk spread similar to that of Russia for a US-based company 
considering expansion to Belarus.  12   In a country like Sudan, 
for which we lack accurate cultural and economic institutional 
data but which the Fund for Peace considers a fragile (nearly 
failed) state, the institutional risks for a US-based company 
are likely to be extreme.  13   That would imply a risk spread 
approaching 30 percent for a US-based company considering 
expansion to Sudan.      

  Global Acumen versus Existing Alternatives 

 We have known for some time that globalization raises costs; the 
liability of foreignness that institutional distance creates makes it 
more challenging to operate in global markets. Yet it is difficult to 
specify precisely how those additional costs manifest in financial 
analyses like those in  tables 8.1 ,  8.2 , and  8.3 . If we could detail each 
and every political, economic, and cultural cost associated with the 
liability of foreignness, we could simply add them into the “costs” 
line of our financial analyses and not have to worry about adjusting 
our discount rate. Since we cannot detail those costs with precision, 
Global Acumen provides the best current alternative: a tool that 
accurately estimates liability of foreignness costs via an institutional 
risk spread and adjusts a company’s domestic discount rate based on 
that risk spread. This is not to say, however, that Global Acumen is 
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the only option for addressing the institutional risks associated with 
globalization. Two other approaches are discussed below. 

  Option 1: Devise a Cost Contingency 

 If we know that globalization raises costs for firms, we might address 
the problem more directly by adjusting upward the anticipated costs 
in our financial analysis. That is, instead of adding a country-spe-
cific risk spread to the domestic discount rate and discounting the 
future profits by that country-specific risk-adjusted rate, managers 
can simply apply a cost contingency to their financial projections. 

 Many managers—especially in service industries such as con-
sulting, banking, accounting, and law—have told me they use this 
strategy in the absence of specific measures to account for risk. For 
a consulting firm bidding on work in a foreign country, this would 
equate to adjusting the “costs” line estimates it uses to price the 
engagement. The firm would apply a larger cost contingency to an 
opportunity in a riskier country and a smaller cost contingency to 
one in a less risky country. 

 In the context of our Newlandia example this would mean that 
rather than adjusting the discount rate based on Newlandia’s risk 
profile, we would do the following:

   add a separate cost line item estimating the liability of foreign- ●

ness cost contingency;  
  use the company’s standard domestic discount rate to discount  ●

future profits.    

  Table 8.4  provides an example of how this might work out in 
practice. Specifically, we can assume a “Liability of Foreignness 
Contingency” cost of $20 based on the level of institutional risks 
we believe are present in Newlandia. All else remains the same as 
in  table 8.1 , including the company’s 8.5 percent domestic discount 
rate.    

 The question remains, however, what contingency is appropriate. 
Why $20? When I ask managers about the contingency approaches 
they typically adopt, they readily admit they cannot be sure their 
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contingency is exact; they simply hope it is adequate to cover any 
potential risk. But hope is not a strategy, and guessing contingency 
costs is dangerous. 

 It could be viable to estimate the liability of foreignness using cost 
contingencies, and though I did not build Global Acumen expressly 
to estimate contingency costs, we can certainly tailor it to that 
purpose with some adjustments to its range. You may recall from 
 chapter 7  that Global Acumen’s country-specific risk spreads range 
from 0 to 30 percent. The same underlying risk premise is true for 
a cost contingency as for Global Acumen: the riskier the country, 
the greater the cost contingency. However, neither my conversations 
with managers nor research findings provide sufficient guidance for 
determining an effective cost-contingency range. Should we base the 
contingency on some percentage of revenues, on some percentage of 
costs, or make it independent of both? Questions such as these limit 
efforts to design accurate estimates of the liability of foreignness cost 
contingency, and Global Acumen is therefore currently the more 
precise and thus preferred approach.  

  Option 2: Market Risk Premiums and Risk-Adjusted Discount Rates 

 Another alternative comes directly from the field of finance, where 
research generally recognizes that global expansion presents addi-
tional risk, and where academics generally recommend adopting 
a discount rate adjusted by some market risk premium.  14   These 
techniques typically adjust the domestic discount rate (upward 

 Table 8.4     Business Projections for Newlandia: Estimating Liability of Foreignness Costs 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Liability of 
 Foreignness 
 Contingency 

$20 $20 $20 $20 $20

 Initial Costs $550
 Profit –$550 $180 $180 $180 $180 $180
 Time Value –$550 $166 $153 $141 $130 $120
 Overall NPV  $159 
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or downward) by cross-country risk spreads based on differences 
in the performance of stock markets and bond markets between 
countries. These approaches are similar, in some respects, to Global 
Acumen. For example, Aswath Damodaran, a finance professor at 
NYU Stern School of Business, bases his risk adjustments on sov-
ereign debt ratings, sovereign default spreads, or relative differences 
in stock market performance.  15   He then adds the country-specific 
market risk premium to the company’s domestic discount rate to 
create a country-specific risk-adjusted discount rate. 

 What makes market risk premium approaches like the ones 
described above challenging, however, is that there is little agree-
ment in the field on how precisely to calculate the risk premiums.  16   
Moreover, these approaches are based solely on measures of economic 
institutions. They do not include differences between political and 
cultural institutions and therefore generate imprecise estimates of 
the risks companies face in global markets. Global Acumen provides 
a more robust approach that integrates the full gamut of political, 
economic, and cultural risks a company faces and generates more 
accurate cross-country institutional risk spreads.  

  Bringing It All Together 

 We are now able to see in greater detail how globalization risk 
spreads can improve strategic decision making. When we incorpo-
rate Global Acumen’s cross-country institutional risk spreads into 
financial analyses, we can account for liability of foreignness costs. 
With a remarkably simple and straightforward method, we can use 
Global Acumen’s risk spreads to complement traditional financial 
modeling techniques, and for the purposes of cash flow analysis, 
we can calculate more accurate discount rates and NPVs for global 
companies. 

 Building on the risk “na ï ve” global expansion model for 
Newlandia presented in  chapter 2 —which generates biased finan-
cial results based on the misapplication of domestic discount rates 
to global expansion—we now see how financial projections change 
depending on country-specific institutional risk. A shift from mar-
kets with lower levels of institutional risk to ones with higher levels 
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of institutional risk can swing financial results from profitable to 
unprofitable. The Newlandia example, therefore, serves to highlight 
the importance of pricing global risk accurately and incorporating 
those risks into financial analyses. Managers can avoid the mistakes 
that plague all too many global ventures if they simply use these 
techniques to account for country-specific institutional risk. 

 We can now use the Global Acumen technique illustrated in 
the more complex Newlandia examples as a foundation for apply-
ing the technique to more nuanced global-management problems. 
Multinational companies face a host of challenges in foreign mar-
kets, and foreign market entry is only one of them. Companies 
entrust managers with all kinds of strategic responsibilities that are 
global in scope, such as market entry, ownership structure, and the 
management of day-to-day operations. Moreover, these same man-
agers have varying levels of international experience from which to 
draw. I therefore dedicate much of the next chapter to alternative 
applications of the Global Acumen institutional risk tool. 

 Global Acumen’s utility extends far beyond the Newlandia market-
entry application I present here. In  chapter 9  I explain how Global 
Acumen can address a variety of complex problems that global and 
globalizing companies commonly face. To that end, we can:

   tailor how we weight various institutions in the algorithm to  ●

address characteristics that are specific to certain industries;  
  modify the base algorithm to account for international  ●

experience;  
  adjust the risk spreads to reflect differences in ownership struc- ●

tures that companies use in foreign markets;  
  use the risk spreads as a performance benchmark to evaluate  ●

ongoing foreign operations and to stay abreast of institutional 
developments in current and potential host countries.    

 The context and content of this chapter serves us well as we enter 
into this new discussion of one of Global Acumen’s greatest assets: 
its flexibility.   
   



     CHAPTER 9 

 Using Global Acumen in Other Contexts   

   Accounting for country-specific institutional risk is important 
in global business dealings. And applying Global Acumen’s 
risk spreads to real-world business problems can help man-

agers avoid common globalization mistakes, thereby improving our 
ability to make sound strategic decisions. 

 The Newlandia examples from  chapter 8  demonstrate how Global 
Acumen can help managers make decisions about which country (or 
countries) to select for global expansion. This is a common, foun-
dational concern for global and globalizing companies. However, it 
is but one among many issues that companies face in global mar-
kets and not the only application of the Global Acumen risk man-
agement tool. This chapter demonstrates how managers can apply 
Global Acumen to a range of globalization problems beyond those 
that deal with global expansion and market selection. 

 As described in  chapter 7 , Global Acumen generates generic risk 
spreads for a given pair of countries. The risk spreads tell us, broadly, 
about the level of institutional risks companies face in a particu-
lar country. Because it is generic, the baseline risk spread applies to 
the average company from a nondescript industry that is expanding 
to a particular country for the first time, and on its own. Though 
certainly helpful in thinking about institutional risk, the baseline 
risk spread might be of limited use to certain companies and/or to 
specific applications. 
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 One advantage of the Global Acumen tool is that it is designed 
to be flexible. Managers can tailor the baseline risk spreads to an 
expansive set of global strategy problems and a wide variety of 
company-specific situations. With only slight adjustments, Global 
Acumen can help managers to do the following:

   assess different foreign market entry modes and ownership  ●

structures,  
  accommodate for different industry characteristics,   ●

  account for a company’s prior international experience,   ●

  benchmark the performance of existing foreign operations,   ●

  monitor institutional developments in a particular country.      ●

  Application 1: Factoring in Foreign Entry and Ownership Structure 

 The Newlandia examples in  chapters 2  and  8  assume a specific sce-
nario, namely, that a company invests in a foreign subsidiary and 
establishes a physical presence in the foreign market to sell products 
or services there. But clearly a company need not take that step; it can 
expand globally in a variety of ways to meet a variety of objectives. 

  On the Sell Side 

 On the so-called sell side—when a firm looks to extend its own 
goods and services to a foreign market—global expansion can take 
several forms, for example:

     ● exporting  finished products from its home market directly to 
customers in the foreign market;  
    ● licensing  its technologies out to other companies for use in the 
production of finished goods in the foreign market;  
    ● franchising  its business model to independent foreign entities 
that, in turn, use the business model to sell finished goods to 
consumers in the foreign market;  
  forming an   ● alliance  with a local partner via business agreements, 
cross-equity holdings, or joint ventures to jointly develop and/
or sell products in the foreign market;  
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  making a controlling investment in a   ● subsidiary  in the foreign 
market to establish a base to sell products in that market or to 
manufacture goods for export to other markets.     

  On the Buy Side 

 The equivalent global expansion on the buy side—where a firm 
seeks to access goods and services that other firms create—could 
mean the company engages in any of the following:

     ● importing  goods and/or services from foreign markets (perhaps 
via outsourcing);  
    ● licensing  technologies from foreign companies for use in its own 
domestic operations;  
    ● franchising  a business model from a foreign entity for use in its 
own domestic market;  
  forming an   ● alliance  with a foreign partner via business agree-
ments, cross-equity holdings, or joint ventures to jointly develop 
and/or sell products in its own domestic market;  
  making a controlling investment in a   ● subsidiary  to gain access to 
foreign inputs that are critical to the company’s domestic busi-
ness operations and/or to establish a base to import goods from 
the foreign market to the company’s domestic market.     

  Deeper Foreign-Market Involvement Entails Greater Risks 

 Irrespective of how a company decides to globalize, there is one con-
stant: The level of institutional risk a company bears in a particu-
lar country varies with how it expands into that market. The more 
physical and capital assets a company commits to the local market, 
the more exposed these assets are to the risks in the local environ-
ment. Export and import modes of globalization entail much less 
risk, for example, than subsidiary investments in which a company 
ties up capital in a long-term investment. This insight holds impor-
tant implications for Global Acumen as well as for the risk spreads 
that companies should apply to their particular mode of global 
expansion. Let us review a few specific cases and then circle back to 
discuss the implications for Global Acumen’s risk spreads. 
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  Lower Risk Entry Modes: Exporting and Importing 
 To limit its exposure to global risk, a company might opt to export 
goods to the foreign market or import goods from the foreign mar-
ket. Each of these is a relatively hands-off means of globalization 
and can help companies avoid many of the potential pitfalls of insti-
tutional distance. A company can export products from its home 
market with little change, whereby foreign customers purchase the 
product on an “as is” basis. Similarly, a company can import prod-
ucts from a foreign supplier without having to spend much time (if 
any) in the foreign market. 

 Recent advances in information technology have made it pos-
sible to purchase foreign-made inputs or sell domestically made out-
puts directly over the Internet without ever having to set foot in a 
foreign country. And so compared to foreign market entry modes 
that require a physical presence, export and import strategies can 
minimize the institutional disruption globalization can cause to a 
company’s operations. Exporting and importing do not require con-
siderable additional cost; it is relatively easy for a company to get 
into these arrangements and, if need be, to get out again. 

 For example, since arriving in Spain for my sabbatical, I have 
become interested in the brands available at my local supermarket. 
I did not find many of the brands on the shelves at Spanish super-
markets that are common in the United States, and conversely many 
brands I buy at home in the United States are not available in Spain. 
(Sometimes the products on the supermarket shelves are the same 
but are sold under different brand names. For example, Tide laun-
dry detergent is sold in Spain under the brand name Ariel.) 

 On one outing to the supermarket in Madrid, I was surprised 
to discover Stonewall Kitchen pancake mix. Based in York, Maine, 
Stonewall Kitchen is a relatively small producer of fresh and natural 
foods with estimated annual sales of $50 million.  1   Compared to 
a competitor such as Kellogg’s with its annual revenues of around 
$14.5 billion, Stonewall is a tiny company with a limited global 
footprint, and it depends largely on exports to generate global sales. 
In Spain, several supermarkets carry Stonewall Kitchen products, 
which are imported by a company called Taste of America. Taste 
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of America does not alter the products in any way; it simply pur-
chases and distributes them; the company merely adds a label on 
each product that—in keeping with European Union regulations—
details ingredients and provides directions for use in Spanish. This 
export practice exposes Stonewall Kitchen to very little risk in Spain. 
If its products sell there, the company gets additional revenue and, 
hopefully, profit. If not, it will not have made a great sacrifice for 
this small foray into globalization. 

 Although exporters like Stonewall Kitchen bear little risk in for-
eign markets, this is not to say that Stonewall Kitchen bears no risk. 
Among the company’s risks are the following:

   Economic risk: The market may not be large enough to sup- ●

port an adequate sales volume and sufficient profitability. 
Competition may be fierce in the company’s product category, 
which could prevent the company from pricing the products at 
a level that would generate a sufficient return.  
  Cultural risk: The product itself may not be well-suited to the  ●

local consumer market (e.g., its flavor may not appeal to local 
tastes).  
  Political risk: The company might have to deal with some reg- ●

ulatory hurdles, such as compliance with EU packaging regu-
lations.  2   However, without a physical presence, there is limited 
opportunity for the company to become entangled in disputes 
with local companies or governmental agencies. It is often up 
to the import agent and distributor—Taste of America—to 
ensure that the labeling complies with local regulations.    

 Exporting, however, enables companies like Stonewall Kitchen 
to lower their overall institutional risk exposure by shifting many 
of those risks to a local import/distribution partner: in this case, 
Taste of America. As the local expert, Taste of America is presum-
ably more familiar with the local political, economic, and cultural 
environments in Spain and can therefore help Stonewall Kitchen 
successfully navigate the institutional pitfalls that might otherwise 
thwart the company if it attempted to enter the Spanish market on 
its own.  
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  Higher Risk Entry Modes: Investing in Subsidiaries 
 The stakes are much higher for a company that gets more deeply 
involved in foreign markets by making equity investments in sub-
sidiaries. A company that invests in local subsidiaries often commits 
substantial sums to the foreign market and becomes ensconced in 
the local environment. This typically means that the company:

   maintains offices in that country, frequently with production  ●

facilities (sometimes even owning land);  
  staffs its operations with local employees;   ●

  deals with local suppliers, customers, and competitors on an  ●

almost daily basis;  
  may have dealings with government officials and regulators.     ●

 These activities expose the company to a wider set of institutional 
risks in the foreign market: political, economic, and cultural. 

 The German firm Bayer AG, for example, is one of the largest 
pharmaceutical and chemical companies in the world and controls a 
network of subsidiaries throughout the globe. To give you a sense of 
its massive size and scope, in 2013 Bayer North America, the divi-
sion of Bayer AG that runs the Canadian and US businesses, had 
sales of approximately $12 or 13 billion on its own.  3   And in 2014, 
one of Bayer North America’s business divisions, Bayer CropScience, 
announced a $1 billion investment earmarked for R&D and pro-
duction facilities in the United States.  4   

 When Bayer makes commitments of this size to subsidiaries in a 
global market, it not only risks a tremendous amount of capital in 
the host country, but it also commits to physical assets that are hard 
to reverse later if the investment fails. These commitments expose 
Bayer to the full set of institutional liabilities in that country. 

 Since Bayer AG fully controls Bayer North America’s operations in 
the United States, the parent company ultimately bears the risks asso-
ciated with its US-owned subsidiary, and any negative institutional 
development can have a direct and substantial impact on its overall 
profitability. Unanticipated changes to policies regarding genetically 
modified organisms (GMO), for instance, could negatively impact 
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Bayer CropScience’s profitability in the United States. Similarly, 
changes in government policy toward foreign investors might make 
portions of Bayer’s North American business untenable. 

 When companies like Bayer AG make substantial, long-term, and 
irreversible commitments of this sort, the company is left to its own 
devices to manage the full slate of political, economic, and cultural 
risks. Bayer AG must therefore make careful decisions about the 
institutional risks the company is willing to bear.  

  Moderate Risk Entry Modes: Alliances 
 Of the various modes of entry, global alliances occupy a middle 
ground in terms of institutional risk. Global alliances are business 
arrangements in which a foreign company works jointly and coop-
eratively with a local company to offer products or services that 
mutually serve the interests of the partners. Because alliance part-
ners typically share the risk as well as the reward, alliances tend to 
pose more institutional risk than exporting, importing, licensing, 
and franchising, and less institutional risk than owning a foreign 
subsidiary. 

 Companies use a spectrum of alliance arrangements, from sim-
ple contractual (nonequity) agreements, to more formal arrange-
ments that include equity cross-shareholdings or the formation 
of an entirely new legal entity, as in the case of a joint venture.  5   
When a company forms a global alliance with a local partner in 
the host country, that local partner can help the foreign company 
manage country-specific institutional risks, given its familiarity 
with the local political, economic, and cultural environments. It 
can help its foreign alliance partner avoid common institutional 
pitfalls. 

 For example, Shanghai GM is an alliance between the American 
company General Motors and the Chinese firm SAIC Motor. The 
two established a fifty-fifty joint venture in 1997 to manufacture 
and sell GM’s Buick label in the Chinese market.  6   For SAIC, the 
joint venture brought much-needed technological insight into auto-
mobile engineering, assembly, and design. For GM, the venture pro-
vided access to the Chinese market. In addition, SAIC brought its 
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local expertise. As a state-owned, well-connected Chinese company, 
SAIC helped GM to:

   reach consumers with marketing and distribution support  ●

throughout China;  
  gain detailed knowledge about the local market, given SAIC’s  ●

familiarity with Chinese culture and consumer tastes;  
  navigate complex political, legal, and regulatory relationships  ●

that often flummox American companies in China.    

 Like Bayer AG (see pages 164 and 165), GM exposed assets to insti-
tutional risk and invested a substantial sum—nearly $1.6 billion in 
cash and in kind—in its Chinese joint venture. In contrast to Bayer 
AG, and much like Stonewall Kitchen (see pages 162 and 163), GM 
benefited from the aid of a local partner with local political, economic, 
and cultural expertise to help mitigate those risks. However, GM made 
a much larger commitment in China in terms of physical and capital 
assets than Stonewall Kitchen did in Spain. Institutional risks there-
fore have the potential to take a greater toll on GM than on Stonewall 
Kitchen. 

 In this way, alliances present moderate levels of risk to compa-
nies like GM. Of course, a company that engages in an alliance 
often trades one kind of risk (institutional) for another (partner). 
In the case of the GM-SAIC joint venture, GM was able to tap 
into SAIC’s vast knowledge of China and piggyback on its exist-
ing relationships. And yet there was always the risk that the two 
corporate cultures would be at odds—as with the Dow-KPCC 
joint venture (see page 100)—which would create tension between 
the partners. Owning the majority of the equity in a foreign sub-
sidiary, as Bayer AG did, avoids those partnership-related con-
flicts; however, in a country that poses high levels of institutional 
risk, an alliance with an experienced local company might just be 
worth the risks of partner conflict. So far, that has proved to be 
the case for GM; the alliance with SAIC has been profitable, and 
GM and SAIC have worked together on additional deals since 
1997.   
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  Modes of Foreign Entry: Weighing the Risks with Global Acumen 

 As you can see in the cases of Stonewall Kitchen, Bayer AG, and 
GM, trade-offs in institutional risk go along with global compa-
nies’ decisions regarding foreign market entry modes and owner-
ship structures. Academic studies detail those various trade-offs, 
but we do not need to rehash the trade-offs here. For our pur-
poses, the important lesson for managers is that they must con-
duct careful financial analyses for the various modes of entry to 
determine the mode best suited to their specific situation.  7   This 
could mean comparing the cash f lows associated with investing 
in a subsidiary, as in the Newlandia example, to the cash f lows 
associated with an alternative scenario, for example, one in which 
a company invests in a joint venture with a Newlandian partner. 
And toward that end, Global Acumen can help. 

 I originally designed the Global Acumen algorithm with the 
baseline assumption that a company bears the full costs of institu-
tional risk in the host market. That is, Global Acumen assumes a 
company that owns 100 percent of the equity in a foreign subsid-
iary also bears 100 percent of the costs related to institutional risk. 
However, we can adapt the baseline institutional risk spreads to 
consider the overall profitability of various entry modes and owner-
ship options. 

  Adjusting for a Joint Venture 
 If an alternative option, such as a joint venture, can ameliorate insti-
tutional risk, then by how much should we adjust the risk exposure? 
Quite simply, the answer is that the amount is likely to be propor-
tional to the company’s equity ownership in the venture. So a com-
pany that owns a 50 percent equity interest in a joint venture should 
be able to lower its institutional risk exposure to 50 percent of the 
full risk amount. The local knowledge and experience of the foreign 
partner help offset the remaining risk. 

 Global Acumen is equipped to handle joint ventures because 
it has the ability to vary the percentage of institutional risk a glo-
balizing company bears. The Global Acumen software tool has a 
function that allows users to generate modified risk spreads that are 
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contingent on ownership structure. Users can vary the ownership 
risk spread from 0 to 100 percent based on the level of equity the 
investing company holds in the foreign venture. 

 For a company considering a fifty-fifty joint venture in 
Newlandia, for example, the institutional risk spread (which we 
would ultimately add to the domestic cost of capital, for discount-
ing purposes) would be 50 percent of the initial institutional risk 
estimate for Newlandia. In the context of the original example from 
 table 8.2  in  chapter 8 , where we assumed that Newlandia presented 
a 10 percent institutional risk, we would simply alter the steps to 
generate the Newlandia-specific discount rate. The process would 
be as follows:

   1.     Scale the Newlandia institutional risk spread of 10 percent by 
the 50 percent joint-venture ownership interest (50%of 10%= 
5%).  

  2.     Add the 5 percent (joint venture–scaled) Newlandia risk spread 
to the 8.5 percent domestic discount rate.  

  3.     Generate a Newlandia adjusted joint-venture discount rate of 
13.5 percent.  

  4.     Replace the original domestic discount rate of 8.5 percent with 
the new, 13.5 percent discount rate.       

 Table 9.1     Business Projections for Newlandia: Assuming Shared Profit for Joint Venture 
(JV) and a 13.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 New Present Value –$550 $176 $155 $137 $121 $106
 Shared JV Present Value –$275 $88 $78 $68 $60 $53
 New Overall 
 NPV 

 $72 

   Table 8.2    Present 
 Value  

–$550 $169 $142 $120 $101 $86

   Table 8.2    NPV   $68 
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 Assuming a fifty-fifty joint venture, the discount rate drops from 
18.5 percent in  table 8.2  to 13.5 percent in  table 9.1 . This is because 
we are now adding only half of Newlandia’s institutional risk to the 
domestic discount rate for discounting purposes (50% multiplied 
by 10%= 5%; 5% plus 8.5%= 13.5%). We should keep in mind, of 
course, that profitability estimates are also likely to vary in the joint-
venture scenario. When we share an equity interest with a partner, 
we also typically share the investment costs and the profitability, 
and the line item “Shared JV Present Value” reflects that the com-
pany also shares half (50%) of the initial investment costs and half 
(50%) of the profits.  8    

  Adjusting for Exporting 
 Let us now turn to what percentage of the institutional risk spread 
to apply when a company opts to export. In such a situation, the 
company likely holds no equity in a foreign entity, and its risks 
in the foreign market are limited. As illustrated in the Stonewall 
Kitchen example (see pages 162 and 163), exporting helps compa-
nies mitigate much of their institutional risk exposure, but it cannot 
completely eliminate risk. 

 It therefore makes sense to set Global Acumen’s equity correction 
to a very low level, in the range of 5–15 percent, depending on how 
involved the company becomes in the export market.  9   In the context 
of the Newlandia example, this would imply that a company consid-
ering exporting to Newlandia might only bear 5–15 percent of the 
country-specific risk that Global Acumen’s base algorithm projects. 
Assuming the company considering exporting to Newlandia bears 
10 percent (the midpoint of the export range) of the original insti-
tutional risk spread of 10 percent from  table 8.2 , the appropriate 
discount rate steps are as follows:

   1.     Scale the Newlandia institutional risk spread of 10 percent by 
the export factor of 10 percent (10% of 10% = 1%).  

  2.     Add the 1 percent export-adjusted Newlandia risk spread to 
the 8.5 percent domestic discount rate.  

  3.     Generate a Newlandia-adjusted discount rate of 9.5 percent.  
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  4.     Replace the original domestic discount rate of 8.5 percent with 
the new discount rate of 9.5 percent.       

 As  table 9.2  illustrates, the new discount rate is 9.5 percent (10% 
multiplied by 10% = 1%; and 1% plus 8.5% = 9.5%). But again, 
keep in mind that profitability estimates are also likely to change 
under the export scenario. This is because the import and distribu-
tion company needs to make a profit as well, and therefore the full 
$200 in profit associated with a wholly owned subsidiary will not 
accrue to a company that exports. For the sake of simplicity, assume 
that 10 percent of the present values (both in investment costs and 
profit) accrue to the exporter.  10   

 The simplified examples in  tables 9.1  and  9.2  notwithstanding, 
it should be increasingly clear that Global Acumen is not limited to 
wholly owned subsidiary scenarios presented in previous chapters. 
The tool accommodates a variety of entry approaches to globaliza-
tion beyond 100 percent of equity ownership in a newly created for-
eign subsidiary. In fact, we can tailor Global Acumen’s institutional 
risk spreads to fit a company’s specific needs, regardless how it seeks 
to enter a foreign market.  11      

  Application 2: Factoring Industry Differences into Global Acumen 

 As mentioned above, the baseline Global Acumen institutional risk 
spreads were generated under the assumption that a company bears 

 Table 9.2     Business Projections for Newlandia: Assuming Partial Profit for Export and a 
9.5% Discount Rate 

 Year 0  Year 1  Year 2  Year 3  Year 4  Year 5 

 Revenues $1,000 $1,000 $1,000 $1,000 $1,000
 Costs $800 $800 $800 $800 $800
 Initial Costs $550
 Profit –$550 $200 $200 $200 $200 $200
 New Present Value –$550 $183 $167 $152 $139 $127
 Export Present Value –$55 $18 $17 $15 $14 $13
 New Overall NPV  $22 
   Table 8.2    Present 
 Value  

–$550 $169 $142 $120 $101 $86

   Table 8.2    NPV   $68 
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the full price of the institutional risks in the country in which it 
intends to operate. However, to generate that risk spread, we must 
assign weights to each of the political, economic, and cultural insti-
tutional pillars that comprise Global Acumen.    

 You may recall from  chapter 7 , where Global Acumen’s architecture 
and construction are laid out (as depicted in  figure 9.1 ), that the base-
line risk spread is built on a prespecified set of weights for each of the 
underlying political, economic, and cultural components. Assuming 
we begin with equal weights for each institutional component—at 
approximately 33.3 percent for each of the three elements—the algo-
rithm generates one set of risk spreads.  12   However, if we weight the 
institutional components differently—say at 40 percent for politics, 
20 percent for economics, and 40 percent for culture—the algo-
rithm generates a different institutional risk spread. For most appli-
cations the baseline weights will work just fine and the manager will 
not need to adjust them, but users have the option to change the 
prespecified baseline weights if they wish. The question then 
becomes: Under what circumstances should we should we consider 
altering the baseline weights? 

 One situation in which it might be appropriate to alter baseline 
weights is for industries with unique characteristics. Although in 
 chapter 8  cross-country industry differences are assumed away (for 

 Figure 9.1      The Architecture of Global Acumen.  
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the sake of simplicity), the truth is that some industries have dis-
tinctive features that might change how we weight the individual 
institutional components. For example:

   The fashion industry: Given that cultural tastes matter more  ●

here than political factors, managers in this industry might 
want to weight the cultural component more heavily and the 
political one less heavily.  
  The energy industry: Energy is a politically sensitive commod- ●

ity, and the industry is typically heavily regulated; therefore, 
managers of energy companies might choose to weight the 
political component more than the economic and/or cultural 
components.  
  The financial industry: Banking is heavily regulated as well as  ●

extremely sensitive to economic volatility, and therefore bank 
managers might prefer to weight the economic and political 
components more than the cultural component.    

 This is obviously not an exhaustive list of industries for which it 
might make sense to modify Global Acumen’s baseline weights, and 
managers in other industries might be justified in altering the base-
line weights. For managers who decide that it is appropriate to alter 
Global Acumen’s baseline weights, there is a built-in function that 
allows interested users to override the baseline weights and modify 
the weights of each of the individual institutional criteria. Users can 
vary each institutional component between 0 and 100 percent, with 
the only constraint that the sum of the political, economic, and cul-
tural weights must equal 100 percent.  

  Application 3: Factoring Experience into Global Acumen 

 Global Acumen was designed for companies large and small and 
those with and without global experience. However, the baseline 
Global Acumen algorithm generates risk premiums assuming that 
a company has zero global experience in the country in question. 
For many companies, such as large multinational corporations, this 
is likely an inaccurate assumption. In fact, some companies have a 
wealth of experience operating in the same foreign country for years, 
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and they make multiple follow-on investments along the way, learn-
ing from each one as they go. 

 Generally, experience affords a company the opportunity to learn 
about the markets in which it operates. It learns the intricacies of a 
country’s political, economic, and cultural environments; it gains 
familiarity with local rules and norms; it develops relationships with 
local customers and suppliers; it becomes more comfortable operat-
ing in the local market; and it begins to look and behave increas-
ingly like a domestic company. This experience helps companies 
overcome the costs related to institutional distance they faced in a 
once-unfamiliar market. 

 Revisiting the Bayer AG case can prove instructive in this respect. 
Bayer North America has operated continuously since the late nine-
teenth century, and it now employs some 15,200 people in the United 
States.  13   It has made a number of investments in the United States 
over the years. To evaluate the investment that Bayer CropScience 
announced in 2014—a $1 billion commitment in the United States—it 
would be unwise to use the “raw” (baseline) Global Acumen risk 
spread between Germany (Bayer AG’s home country) and the United 
States (the host country), which is currently around 7 percent.  14   This 
is because Global Acumen assumes a German company investing 
in the United States with no prior US experience, whereas Bayer in 
fact has a wealth of experience there. Therefore, when calculating the 
appropriate institutional risk spread for Bayer North America to apply 
to its financial calculations for the CropScience investment, we need 
to take into account its experience and adjust the baseline risk spread 
between Germany and the United States accordingly. 

 Of course, we must now ask what the appropriate institutional 
risk premium should be for a company with significant experience 
in the local market (as with Bayer North America). Were we to 
set the experience correction to zero percent, it would treat Bayer 
North America the same as a domestic company making a similar 
investment, which is not entirely appropriate. 

 Research does suggest that experience can reduce a company’s lia-
bility of foreignness costs—helping to avoid common globalization 
mistakes and lowering its institutional risk through an improved 
understanding of the local market—and yet institutional risk cannot 
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be eliminated completely. A foreign company can glean a lot from 
experience, and it can learn to cope with and even lessen the burden 
of foreignness. However, it cannot eliminate all differences. Once 
foreign, always foreign, and even after many years the company 
remains a bit different in significant ways from its domestic peers in 
the host market.  

  Keeping It Real: Minimizing Foreignness through Personal Experience 

 The following vignette might help you relate to how the burden 
of foreignness persists despite years of experience in a foreign 
country or culture. My father—born in Spain, lived in Cuba, 
settled in the United States at age 32—is now a US citizen 
and has resided in the United States for more than 50 years. 
Despite all this time in the United States and even though he 
arrived with extremely marketable intangible business skills 
that helped cushion the blow of foreignness, he still feels he is 
at a disadvantage compared to native US citizens (like me). 

 The culture, for example, remains a bit tricky for him, as it is 
for any nonnative person. He continues to speak English with a 
thick Spanish accent that immediately identifies him as “foreign,” 
and he sometimes struggles to understand American humor or 
people who speak quickly and use slang. Though he has made 
countless friends, he lacks a profound network of friendships in 
the United States that trace back to one’s school days, and he 
simply does not have the option to lean on his oldest friends 
from childhood for help with serious issues in the United States, 
should he need it. He also struggles at times to discuss political 
and economic issues, not because he does not understand them, 
but because they are incredibly nuanced and complex. 

 My father has largely assimilated, and he feels at home in 
the United States; however, 50 years has proved insufficient to 
completely erase his liability of foreignness. It is simply harder 
and takes longer for him to cope with political, economic, and 
cultural complications in the United States than it is for me, a 
US citizen who was born and raised in the United States.   



Using Global Acumen in Other Contexts  ●  175

  The Learning Curve of Experience 

 Research demonstrates that the costs associated with the liability 
of foreignness tend to approximate a learning curve. The more 
experience a company gains in the foreign market, the lower the 
risk it faces. A completely inexperienced company bears the full 
brunt of institutional risk. However, with experience, those costs 
go down—at first, exponentially. At some point, however, experi-
ence brings diminishing returns, in which each additional unit of 
experience fails to generate the same benefit as the preceding one. 
As I mentioned above, the liability of foreignness never reaches zero; 
a company can reduce its liability of foreignness only so much. It 
takes a company about 10 years for costs to reach their institutional 
nadir. After that, the benefits of experience begin to wane signifi-
cantly, and ultimately they flatten out. 

  Figure 9.2  shows how a simple (approximated) learning curve 
applies to globalization risk spreads. The left side reflects that risk is 
the greatest for a globally inexperienced company, but as a company 
gains experience in the local market, any future investments in that 
country benefit from accumulated experience. By year 10, a company 
bears only a fraction of the risk it originally faced in the host market.    

 Learning curve effects were built into the Global Acumen algo-
rithm using a variation of an exponential decay function. This allows 
Global Acumen to capture the significant benefits of early learning 
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 Figure 9.2      Learning Curves and Institutional Risk Premiums.  
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that a company generates in a specific country, with decreasing mar-
ginal returns in proportion to its increasing level of experience. 

 The Global Acumen baseline generates a global risk spread value 
based on zero years of experience in the local market, but the user 
has the option to adjust this value to reflect the number of years of 
experience a company has been operating in that market. Global 
Acumen then recalculates the risk premium, expressing it as a pro-
portion of the original baseline risk.  15     

  Application 4: Using Global Acumen as an Evaluation 
and Monitoring Tool 

 There is still another set of applications for Global Acumen’s insti-
tutional risk spreads: they can serve as tools for benchmarking and 
evaluating global operations or as a means for monitoring political, 
economic, and cultural developments in a country. 

 A company with an existing global footprint needs an objective 
way to evaluate the performance of its various businesses. High-
ranking executives with strategic responsibilities must make deci-
sions such as whether to:

   commit additional resources to the businesses and divisions  ●

they oversee;  
  continue to invest in, or expand, in certain countries;   ●

  limit investment in some countries, exit certain businesses from  ●

a particular market, or shut down operations entirely in a par-
ticular country.    

 These are not easy decisions to make, but Global Acumen’s risk 
spreads can help managers with them. One useful benchmark is to 
use the risk spreads Global Acumen generates to evaluate the profit-
ability of a company’s operations in a given country and to deter-
mine whether profitability expectations are met. 

 In addition to evaluating ongoing foreign operations, shrewd 
managers must remain vigilant to changing risks in global markets. 
They should stay informed and regularly scan the global environ-
ment to anticipate sudden changes in institutions and the impact 
those changes are likely to have on their ongoing foreign operations. 
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They should also be aware of how changes in institutional risk can 
influence the prospects of doing business in new markets. Managers 
must be ready to pounce when new opportunities present them-
selves, and they must be prepared to act swiftly and decisively when 
the institutional environment takes a turn for the worse. Global 
Acumen’s risk spreads can help managers stay on top of institutional 
developments and keep tabs on the levels of risk in global markets. 

  Global Acumen as a Performance Benchmark 

 The Target Corporation recently announced it would abandon 
the Canadian market after only two years. Target opened stores 
in Canada in 2013, and before long its Canadian subsidiary was 
severely underperforming, generating operating losses that reached 
nearly $1 billion in the first year alone. A turnaround for Target 
Canada was uncertain, years away at best, and the company made 
the difficult decision to shutter its Canadian business entirely.  16   

 Losses as large as Target’s make performance benchmarking rela-
tively straightforward; losses are an obvious symptom of a strug-
gling business. However, even in the face of losses, shutting down a 
business is never easy, because managers often internalize the com-
mitment they have made to a particular country and feel person-
ally responsible for generating positive outcomes. I therefore applaud 
Target for making the tough, though necessary, decision to close 
the business rather than throwing good money after bad trying to 
resuscitate it. 

 Hefty losses made it a bit easier for Target’s managers to make the 
tough decision to shut down its Canadian business, but this type 
of decision is not always as clear-cut in other situations. In many 
instances, a company that expands globally finds that the business is 
profitable, but only marginally so. Managers must periodically stra-
tegically evaluate global subsidiaries to determine whether to shore 
up their investment or exit altogether, and Global Acumen can help 
them with this. 

 As we saw in the Newlandia example, a global investment should 
generate a return that is at least equal to the domestic discount rate 
plus the country-specific risk spread. Assuming a company has an 



178  ●  Global Vision

8.5 percent domestic discount rate (as we have assumed throughout 
this book), then for an expansion to Canada, which has a 4 per-
cent risk premium to the United States, the performance benchmark 
would be 12.5 percent. A 12.5 percent Canada-specific discount rate 
equips the manager to make a decision about ongoing Canadian 
operations based on one of the following four scenarios:

   If the business generates a return that is equal to or greater than  ●

12.5 percent, the manager is likely to determine that things are 
going as planned, that the current strategy is working, and that 
strategic changes are not warranted.  
  If the business generates a return that is less than 12.5 percent,  ●

but higher than the greater of the Global Acumen risk spread 
or the domestic discount rate (in this case 8.5%), the manager 
would want to take a closer look at the operation but might 
conclude that drastic action is not necessary.  
  If the business generates a return that is between the domestic dis- ●

count rate and the Global Acumen risk spread (in this case, between 
4%and 8.5%), some strategic intervention might be appropriate to 
help prop up returns.  
  If the business generates a return that is less than both the  ●

domestic discount rate and the risk premium (in this case, a 
return lower than 8.5% and also lower than 4%), it might be 
time to consider restructuring the business: culling product 
lines, delaying or suspending investment in the country, and/
or selling portions of the business—especially if prospects for 
future profitability do not look promising.  
  If the business continually generates negative returns, all strate- ●

gic options—including selling or shutting down the business—
should be on the table.     

  Global Acumen as a Risk Monitoring Tool 

 Managers can use Global Acumen’s risk spreads to monitor devel-
opments in a particular country. We know from  chapters 4  and  5  
how geopolitical and economic developments can (suddenly or over 
time) significantly change a country’s risk profile, impacting not 
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only current operations but also future investment opportunities. 
As you might expect:

   with negative political and/or economic developments in a  ●

country, Global Acumen’s spreads increase to reflect those new 
risks;  
  with positive political and/or economic developments in a  ●

country, Global Acumen’s spreads decrease to reflect those new 
risks.    

 Given these dynamics, managers would be wise to do the following:

   1.     Check Global Acumen’s spreads on a regular basis to assess 
the level of risk in those counties where they have a business 
interest.  

  2.     Update Global Acumen performance benchmark rates, given 
the updated levels of risk.  

  3.     Conduct a strategic review using the updated performance 
benchmark rates to assess whether current levels of profitability 
meet expectations in those countries where they have current 
operations.  

  4.     Consider how changes to a country’s institutional risk-adjusted 
discount rate affects the company’s stance toward that mar-
ket—whether changes in risk profiles change the outlook for, 
and prospects of, doing business in that country.     

  The Bottom Line for Performance Evaluation and Monitoring 

 Repurposing Global Acumen for use as a performance benchmark 
or for monitoring country risk does not require any modification 
to the base algorithms. This is in contrast to the alternative uses 
I highlighted above: applying different weightings to particular 
entry modes, industries, or levels of company experience. We can 
add Global Acumen’s risk spreads directly to a company’s domestic 
cost of capital (as in the Newlandia example in  chapter 8 ) at any 
time, to evaluate the performance of ongoing global operations.  17   
Managers can also monitor Global Acumen’s raw risk spreads at any 
time to gain a sense of the current levels of institutional risk in a 
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particular country. But regardless of the specific performance evalu-
ation or monitoring purpose, managers can use Global Acumen’s 
risk spreads as a tool for strategic evaluation or simply to stay abreast 
of institutional developments in particular countries.  

  Bringing It All Together 

 This chapter shows how we can use Global Acumen with only slight 
modifications for the following purposes:

   1.     assessing different entry strategies and foreign ownership 
structures,  

  2.     accommodating institutional differences across industries,  
  3.     accounting for a company’s levels of international experience,  
  4.     setting a performance benchmark for evaluating ongoing global 

performance,  
  5.     monitoring ongoing institutional developments in a particular 

country.    

 Some of these modifications—entry mode, industry differences, 
and experience levels—require adjustments to Global Acumen’s 
baseline weights, and those options have been built directly into an 
accompanying Global Acumen software tool. Some applications—
evaluating ongoing performance and monitoring institutional devel-
opments—are even simpler and do not require any adjustments. 

 The utility of Global Acumen is vast and certainly not limited 
to the four applications described in this chapter. Given its many 
possible applications and extensions, managers might also consider 
using Global Acumen to help them determine:

   the most appropriate staffing mix for a foreign subsidiary:  ●

whether to staff the local operation with more expatriate 
employees or local employees; and  
  the best way to manage the local operation: in a more uniform,  ●

integrated fashion or a more flexible fashion tailored to the local 
market.    
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 In a country that presents lower levels of institutional risk, staffing 
is not as pressing an issue, and managers have greater latitude when 
it comes to determining the staffing mix. It might also be easier for 
managers to extend products and strategies from the home mar-
ket to the foreign market. Alternatively, in a country that presents 
higher levels of institutional risk, managers must exercise great care 
in staffing and should look for local employees with experience who 
can help fill gaps in institutional knowledge. In addition, managers 
might prefer to tailor products and strategies to the local environ-
ment, allowing the local subsidiary greater flexibility to determine 
how it runs the day-to-day operations. 

 In all of these cases, and more, utilizing Global Acumen’s risk 
spreads leads to better globalization decisions and outcomes, mak-
ing it an essential part of every global manager’s toolkit.   
   



     CHAPTER 10 

 The End of the Beginning for 
Global Acumen   

   I have covered a lot of ground in making a case for why it is essen-
tial for managers to account for institutional risk in global mar-
kets. Because I wrote this book primarily with the busy manager 

in mind, I tried to keep the technical material relatively brief and 
light, yet relevant. I have explained why institutions are critical 
to globalization, introduced Global Acumen as a tool to account 
for institutional risk, broken down the Global Acumen algorithm 
into its simplest elements, and provided step-by-step instructions 
for its use—all while using real-world examples that resonate with 
managers. 

 Of course, I hope that academic readers—students and schol-
ars—will find the general content of interest as well, given that 
Global Acumen is firmly rooted in research. It translates, extends, 
and converts research findings on institutional distance into a prac-
tical, powerful set of tools that can help companies address some of 
globalization’s most vexing challenges. 

 This chapter, however, is not about debating the relative merits of 
this book for academic or managerial audiences. It is about setting 
the stage for what comes next for Global Acumen and what that 
means for our understanding of institutional risk. I therefore first 
take the opportunity to circle back and, with the benefit of all we 
have covered, fuse together various elements of the story, in hopes 
of making a lasting impression and planting some seeds for future 
work in the area of global risk management. Integrating all we have 
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done and reviewing why it matters enables us to get a better sense 
for where we should go next. 

 Global Acumen really is only a beginning—a launching point. 
It helps foster a better understanding of globalization; it represents a 
novel approach to institutional risk; and it provides a powerful set of 
global risk management tools. However, there is much work still to do 
on Global Acumen, and I fully intend to keep refining it (with versions 
2.2, 2.3., 3.0, 3.1, etc.). I can only hope my work thus far has sparked 
greater interest in the study of globalization and that others will follow 
suit with similar tools that refine and extend Global Acumen.  

  A Summary of Lessons Learned 

 Let’s briefly review the key points of my argument:

   1.     There are harsh realities to globalization. 
   Globalization is incredibly complex and challenging for  ●

managers to accomplish profitably and effectively.  
  Managers tend to overestimate the benefits of globalization  ●

and underestimate its costs.  
  As a result, companies struggle with globalization far more  ●

often than they should.    
  2.     Institutional differences matter in globalization. 

   At the root of globalization’s challenges (the liability of for- ●

eignness) are differences in institutions—political, economic, 
and cultural—between one country and another.  1    
  Political, economic, and cultural differences create risks for  ●

global and globalizing companies.  
  Managers make smart globalization decisions when they  ●

take institutional differences into account.    
  3.     We can use institutional differences to estimate the effects of 

institutional risk. 
   We can measure individual institutions—political, eco- ●

nomic, and cultural—and use those measures to compare 
two countries.  
  We can convert the comparisons mathematically into “risk  ●

spreads” that capture and accurately reflect institutional 
differences.    



The End of the Beginning for Global Acumen  ●  185

  4.     Global Acumen is a mathematical algorithm that estimates 
institutional risk spreads between countries in an effective, 
useful, and flexible way. 

   Global Acumen expresses risk spreads in terms of interest  ●

rates—over a range from 0 to 30 percent.  
  Global Acumen’s risk spreads yield insight into the risks  ●

that companies are likely to face when they do business in a 
particular country.  
  Global Acumen’s risk spreads are suited to a variety of strate- ●

gic analyses, including those that rely on financial modeling 
techniques.  
  We can apply and tailor Global Acumen’s risk spreads to a  ●

wide variety of situations. In this way Global Acumen can 
help managers: 

   make global expansion and market entry decisions,   ●

  appraise foreign entry modes and ownership structures,   ●

  account for industry-specific differences,   ●

  account for foreign experience,   ●

  generate performance benchmarks against which to evalu- ●

ate ongoing global operations,  
  monitor political, economic, and cultural developments  ●

across countries,  
  address staffing and subsidiary management problems.       ●

  5.     Global Acumen is a vital part of any manager’s strategic tool-
kit. It can help managers: 

   avoid common globalization mistakes,   ●

  make smarter, better globalization decisions,   ●

  improve global management practice,   ●

  successfully navigate globalization’s risks and complexities,   ●

  improve overall profitability.        ●

  Where We Have Been and Why It Matters 

 From the outset I have argued that companies often get their global-
ization strategies spectacularly wrong and that this tendency is not 
limited to small, inexperienced companies that are expanding glob-
ally for the first time. Unfortunately, failure is all too common, even 



186  ●  Global Vision

among some of the largest and most sophisticated global corpora-
tions—even those with household names. In  chapter 1  I discuss the 
examples of Tesco, Walmart, and IKEA, but the list goes on. These 
problems are stubborn; they dog companies again and again. 

  It Starts with the Manager 

 I identify a common theme among the failures: a fundamental mis-
understanding and mispricing of the political, economic, and cul-
tural risks companies face in global markets. Managers are generally 
smart and well-intentioned, and they do recognize that operating 
globally involves risks. However, they are woefully misinformed 
about the true nature of those risks. The problem, therefore, is the 
lack of adequate tools at a manager’s disposal. Up to now, solutions 
that allow managers to quantify and accurately account for global-
ization’s risks have been elusive. As a result, managers tend to:

   not realize or not accurately account for the impact of global  ●

risk on the bottom line,  
  overestimate the benefits associated with globalization,   ●

  underestimate the crucial role of the political, economic, and  ●

cultural differences between their home country and the host 
country to which they seek to expand or in which they already 
operate,  
  learn the hard way—only once it is too late—that institutional  ●

differences can unravel even the best-laid business plans.     

  Understanding Institutions 

 The first step to a solution lies in recognizing the problem. And 
in this case, improving global strategic decision making requires 
improving our understanding of national institutions—our own as 
well as those of the countries to which we seek to expand. Since 
these institutions form the basis of the differences between coun-
tries, and because they are at the root of globalization’s risks, it is 
crucial for managers to understand how they are likely to impact 
a company’s global operations. Gaining an appreciation for these 
underlying institutions—political, economic, and cultural—makes 
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it possible to see how differences between two countries make it dif-
ficult to conduct business across them, as I have shown with a range 
of examples  

  Measuring Institutions 

 Yet, it is not enough to simply understand, appreciate, and recog-
nize that institutions create obstacles to globalization; we can do 
more. That starts with measurement. Measuring institutions can 
help us understand  how  institutional differences matter. Advances 
in various academic fields have yielded excellent measures of politi-
cal, economic, and cultural institutions, which are available for a 
large number of countries.  

  A Means to Compare Those Measures 

 Once armed with measures of institutions, we need a procedure 
or formula, that allows us to fruitfully compare institutional mea-
sures for several countries. We can turn to existing institutional 
distance formulas from the academic literature to guide us. These 
formulas express institutional differences—and therefore global-
ization’s difficulties as well—in mathematical terms. But this is 
only a half step, as institutional distance formulas, by their very 
construction, are limited in that they cannot generate measures of 
institutional difference in ways that are useful for managers.  

  Global Acumen: A Measurement Managers Can Use 

 However, we can compensate for these limitations. We can tweak 
institutional distance approaches to suit the needs of practicing 
managers. This is precisely what Global Acumen does. It expresses 
distance over a meaningful range and in a way that does not gen-
erate symmetric risks for pairs of countries.  2   It modifies institu-
tional distance approaches to generate more precise institutional 
risk spreads for pairs of countries. What is more, Global Acumen 
expresses those risk spreads in a financially meaningful way that 
managers can use. 

 Global Acumen can help companies build in safeguards that pro-
tect against globalization’s risks. Managers can:
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   incorporate Global Acumen’s risk spreads into existing financial  ●

analysis techniques—by adding the risk spreads to the domestic 
discount rates for NPV analyses, breakeven analyses, or internal 
rate of return (IRR) analyses;  
  apply Global Acumen’s risk spreads to determine:  ●

   which countries to enter or avoid,   ●

  which foreign entry modes and ownership structures to use,   ●

  which foreign initiatives and subsidiaries are meeting perfor- ●

mance targets,  
  how to manage ongoing foreign operations—perhaps even  ●

as a strategic aid for staffing decisions.      

 Global Acumen also empowers managers to:

   tailor risk spreads to industry-specific conditions,   ●

  modify risk spreads to a company’s specific level of international  ●

experience,  
  monitor ongoing political, economic, and cultural develop- ●

ments in specific countries.    

 Irrespective of the precise application, Global Acumen can help 
astute managers deal with the complexities inherent to an organiza-
tion with geographically far-flung operations. It should therefore be 
a part of every manager’s toolkit—whether for a company that is 
considering expanding for the first time or an internationally expe-
rienced company with a vast, existing global footprint.   

  Where We Go from Here: From Global Acumen’s Infancy to Its Maturity 

 Though quite powerful, Global Acumen is still in its infancy. It 
would therefore be na ï ve of me to proclaim it is a panacea that will 
protect a firm from all of globalization’s risks. Global Acumen, like 
any algorithmic approach to risk, has its flaws. This is an honest 
assessment and not an indictment, and does not undermine the use-
fulness of Global Acumen in helping managers solve some of global-
ization’s most challenging problems. 

 Global Acumen is more advanced and more precise than other 
risk management approaches currently available. What is more, it 
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is certainly better than “risk-na ï ve” approaches that fail to account 
for institutional differences between countries across political, eco-
nomic, and cultural dimensions. However, the range of applications 
and the precision with which one can apply Global Acumen will no 
doubt improve with time, experience, and more robust measures 
of institutions. I would therefore exhort others to not only join me 
but to carry the torch and help refine and advance Global Acumen, 
in a collaborative effort to continually improve global management 
practice. 

 This book features version 2.0 of the Global Acumen architecture 
and tool, but it is my sincere hope that its evolution does not end 
with version 2 or with the conclusion of this chapter.  3   I believe we 
can find solutions to society’s most pressing problems only through 
joint effort and cooperation, and I envision improved versions of 
Global Acumen that are yet to come will be the product of a collec-
tive enterprise. 

 With that in mind, I have attempted to explain the purpose, the 
design, and the construction of Global Acumen as clearly as pos-
sible and in considerable detail. I want readers not only to be able 
to follow the philosophy behind Global Acumen, but to under-
stand it enough to contribute to its improvement. In that way, 
managers and interested researchers can build upon and extend 
Global Acumen or create institutional risk algorithms of their 
own. I encourage others to pursue every avenue and seek every 
opportunity, as I will, to improve upon not only Global Acumen, 
but more broadly to increase our understanding of globalization 
and institutional risk. 

  Improving Institutional Measures 

 One area where there is likely to be significant progress is with new 
and improved measures of institutions as inputs to the risk algo-
rithm. Better institutional measures are bound to come along in 
the years to come. Some will be completely new; others will refine 
existing measures or update those measures more frequently. I am 
always on the lookout for better inputs, and there is progress every 
day in generating more accurate measures of political, economic, 
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and cultural institutions. Better institutional measures will result in 
more accurate results, as better inputs yield better outputs.  

  Improvements to the Algorithm 

 There are certainly opportunities to refine Global Acumen’s base 
algorithm. Although a strong theoretical justification underlies my 
approach, there is room for healthy debate as to the best way to con-
struct institutional risk spreads.  4   Continued theory development, 
testing, backtesting, and experimentation will no doubt help refine 
Global Acumen going forward. 

 There is also room to improve how we apply Global Acumen to 
address globalization’s challenges. As I mentioned above, I designed 
Global Acumen to be flexible—for companies large and small, expe-
rienced or inexperienced, to use in a variety of situations, and as a 
complement to existing strategic analyses and financial modeling 
techniques. But there are vastly more potential applications. Surely 
there are other ways managers can apply Global Acumen’s risk 
spreads to improve their company’s global operations, and I would 
encourage others to explore possible additional uses and alternative 
applications.  5    

  Limits to the Application of Global Acumen 

 We should, of course, exercise caution in applying (or relying too 
much on) algorithmic procedures to solve complex globalization 
problems that, at their root, are a product of social interaction. 
Algorithmic approaches can certainly help us simplify and make 
sense of complex globalization problems, but we should always view 
them as a complement to managerial intuition and as a decision-
making aid. With respect to Global Acumen, that means that there 
is no substitute for a deep qualitative and intuitive understanding 
of globalization’s risks to help guide, inform, and improve Global 
Acumen’s quantitative, algorithmic nature. 

 A manager should temper any application of Global Acumen with 
a healthy dose of realism. Given that globalization poses nuanced 
and dynamic problems, its risks are continuously evolving—and 
they sometimes change in ways that Global Acumen may not 
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immediately capture and reflect in its output. A manager should 
seek to understand how and why institutions will change and how 
those changes are likely to impact risk. Sometimes understand-
ing  why  institutions change and anticipating  how  they are likely to 
change in the future is more important than knowing a specific 
number attached to that change. 

 It is therefore essential that managers not only know how to apply 
algorithmic approaches like Global Acumen to account for insti-
tutional risk, but they must also know why and in what situations 
such approaches are most appropriate. Rather than merely taking 
output from Global Acumen and blindly plugging it into a financial 
model, a manager would be wise to carefully consider whether the 
output  

   suits the intended application,   ●

  makes sense given any recent or sudden changes to the institu- ●

tional environment—either in the firm’s home country or in 
the intended host country.    

 These considerations will only enhance the tool’s value and utility.  

  Understanding Global Acumen’s Limits: Institutional 
Change in Ukraine 

 One way to explain the current limits to Global Acumen is 
to consider how its risk spreads have changed in the case of 
Ukraine. Ukraine experienced a rather tumultuous politi-
cal and economic transformation in 2014, and the country is 
now involved in an ongoing conflict with Russia over Crimea 
and disputed territory on its eastern border with Russia. In 
response, Global Acumen’s risk spread between the United 
States and Ukraine suddenly jumped from 19.6 percent in early 
2014 to nearly 23 percent in March 2014. By late 2014 it had 
reached 24 percent. This clearly places Ukraine in the extreme 
risk category, and the message is clear for companies based in 
the United States: Global Acumen suggests that Ukraine is a 
riskier prospect for expansion today than it was in early 2014. 
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 Global Acumen can help detect institutional changes like 
those in Ukraine. It reflects those changes in its risk spreads. 
However, Global Acumen cannot predict how events in Ukraine 
are likely to unfold. Will the Ukrainian economy continue to 
spiral downward? Will it continue to be politically destabilized? 
Will it fall back into the Russian sphere of influence, or will it 
continue to politically integrate with the European Union? 

 This is where human experts can help. Experts with a deep 
qualitative understanding of Ukrainian institutions—as well 
as institutions in other interested protagonists like Russia, 
Europe, and the United States—can generate more accurate 
projections about future institutional trajectories and outcomes 
there. This is precisely the type of situation in which human 
intelligence can complement algorithmic approaches to insti-
tutional risk such as Global Acumen. Though Global Acumen 
can tell us the level of risk that might be present in a country 
today, human experts can help us anticipate what that level 
of risk might be tomorrow. When it comes to understanding 
future changes to any institutional environment, human intel-
ligence can improve upon artificial intelligence.   

 Until better approaches, tools, and methodologies emerge, Global 
Acumen stands as a viable and robust institutional risk manage-
ment solution. Certainly, as our collective understanding of glo-
balization’s institutional risks evolve, Global Acumen will evolve as 
well. I look forward to seeing and participating in Global Acumen’s 
evolution. More generally, I look forward to being part of a broader 
institutional risk movement, as it blossoms from infancy into matu-
rity, with risk approaches and algorithms that become increasingly 
sophisticated and accurate.   

  Finally Bringing It All Together 

 Managers see unbridled opportunity the world over, making global-
ization an exciting proposition for businesses everywhere. And they 
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are right; there are tremendous opportunities in global markets. 
Tapping into global markets, especially fast-growing and develop-
ing ones, not only promises riches beyond our wildest imagination, 
but also empowers people the world over to work toward creating a 
better economic future. But as we have seen, there can be trouble 
when two opposing forces collide: the optimistic nature of manag-
ers and the fact that global markets, especially developing ones, can 
be precarious. There are missed opportunities at both ends of the 
spectrum; many companies have yet to realize the full potential of 
global markets, and simultaneously too many companies stumble in 
their attempts to globalize profitably. 

 Obviously, the answer to globalization’s well-documented failures 
is not for companies to avoid global risks altogether, to stand on the 
sidelines and refuse to do business in foreign markets. But the stories 
of frustrating global outcomes I outline in this book certainly cry 
out for a new approach to risk. To play the complicated and high-
stakes game of global strategy and reap the potentially high rewards, 
a manager who has read this book now understands the risks and 
is also empowered to accurately take them into account. This is 
the key to skillfully outmaneuvering those risks. Global Acumen 
can help managers do much more than avoid catastrophic globaliza-
tion mistakes—it is a tool to help managers win at the globalization 
game.  
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ent distance and difference formulas.  

  2  .   See pages XX–XX and  tables 2.1  through 2.3 for a reminder.   
  3  .   As before, we are assuming that business is conducted in USD and that there are no taxes, 

no depreciation expenses, and no debt. We also assume that the assets will have no residual 
value, which means that, at the end of the five-year period, the value of the initial invest-
ment (and the entirety of the business enterprise) is $0.  

  4  .   You will recall from  chapters 2  and  7  that the discount rate is an interest rate based on 
some “reasonable” opportunity cost of capital—typically calculated using CAPM tech-
niques that take into account the long-run average return (more or less) of the US stock 
market minus a “risk-free” rate of return on government bonds. CAPM can be expressed 
as  K   c    = R   f    +  β    i    (R   m    – R   f   ), where K c  stands for the opportunity cost of capital;  R   f   is the 
risk-free rate (typically that associated with local US government bonds);   β    i   is the specific 
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market beta of the company; and  R   m   is the market return (typically the return on some 
index such as the S&P 500).  

  5  .   There is nothing inherently global about the original CAPM formula. R f  is typically the 
risk-free rate associated with local domestic government bonds;   β    i   is the market beta of 
the company in the domestic market;  R   m   is market return in the domestic market. It is 
therefore unclear if CAPM is appropriate for use in global settings. Some scholars have 
made an attempt to modify CAPM for global markets, but CAPM has been subject to 
criticism for generating arbitrary values. See P. Fernandez, “CAPM: An Absurd Model,” 
SSRN (Social Science Research Network) working paper (2014).  

  6  .   I use 2014 Weighted Average Cost of Capital (WACC) calculations generated by  http://
www.stockresearching.com/  as my estimates for the opportunity cost of capital for Apple 
Inc. and Cisco Systems Inc. Given that WACC outputs are incredibly sensitive to their 
inputs and underlying assumptions, I present WACCs for illustrative purposes only. 
These WACCs are not necessarily the de facto WACCs for Apple Inc. and Cisco Systems 
Inc. Moreover, Apple Inc. and Cisco Inc. are likely to use their own internally generated 
discount rates for NPV and discounting purposes.  

  7  .   Although investors typically expect to receive returns in line with basic domestic cost of 
capital requirements (specific to the company and the industry) when companies expand 
globally, this assumption is admittedly an oversimplification. For example, in some cases 
industry risk profiles can change quite significantly from one country to another. I dis-
cuss variants to the Global Acumen model that address country-specific variation in 
 chapter 9 .  

  8  .   You will recall that, using the Global Acumen tool, I generated risk spreads that were 
approximately 19 percent for Russia, 15.5 percent for India, 14.5 percent for China, 
10.5 percent for Japan, 4.5 percent for the United Kingdom, 4 percent for Canada, and 
3 percent for Australia. See page XX.   

  9  .   You will recall the present value formula from  chapter 2  as  {FV   n   /(1+r)   n   },  where  FV   n   is the 
future value (profit) in time period  n ,  r  is the discount (interest) rate, and  n  is the period 
(month, year, etc.).  

  10  .   Slight modifications to the revenue projections in  tables 8.2  and  8.3  help drive home the 
point. Slightly lower revenue projections of $980 (instead of $1,000), for example, in 
 table 8.2  result in a negative NPV, even with a 10 percent Global Acumen risk spread and a 
18.5 percent Newlandia-specific discount rate. Similarly, slightly higher revenue projections 
of $1,020 (instead of $1,000) will yield positive NPV results in  Table 8.3 , even with a 20 per-
cent Global Acumen risk spread and a 28.5 percent Newlandia-specific discount rate.  

  11  .   Based on foreign direct investment flow data from the UN and OECD.  
  12  .   Belarus is not one of the 55 countries included in the Global Acumen database.  
  13  .   The Global Acumen database does not include Sudan, but see the Fragile States Index 

(FSI) ( http://library.fundforpeace.org/fsi ).  
  14  .   For an introduction to market risk premium adjustment techniques, see C. S. Eun and 

B. G. Resnick,  International Financial Management , 7th ed. (New York: McGraw Hill, 
2014), or L. L. Jaque,  International Corporate Finance: Value Creating with Currency 
Derivatives in Global Capital Markets  (Hoboken, NJ: Wiley, 2014).  

  15  .   See A. Damodaran, “Country Default Spreads and Risk Premiums” (January 2015), 
 http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html  
(accessed April 25, 2015).  

  16  .   One paper even laments how “Risk premiums are usually subjective and rarely justi-
fied in an analytical context.” See R. E. Jensen “International Investment Risk Analysis: 
Extensions for Multinational Corporation Capital Budgeting Models,”  Mathematical 
Modeling  9, nos. 3–5 (1987): 265–284.   
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  9 Using Global Acumen in Other Contexts 

  1  .   Stonewall Kitchen’s product lines include jams and jellies; baking mixes for breads, des-
serts, and pancakes/waffles; dressings and sauces; candy and confectionary; and condi-
ments. See  www.hoovers.com  for sales estimates.  

  2  .   You will recall that, as in earlier chapters, political risk also includes legal and regulatory 
risk.  

  3  .   Estimates from  http://www.bayer.com/en/North-America.aspx   
  4  .   See Bayer CropScience website, “Close to US$ 1 Billion (EUR 700 million) Earmarked 

for Investments in the USA between 2013 and 2016,” press release, Sept. 3, 2014,  http://
www.cropscience.bayer.com/Media/Press-Releases/2014/Close-to-US-1-billion-EUR
-700-million-earmarked-for-investments-in-the-USA-between-2013-and-2016.aspx  
(accessed April 30, 2015).  

  5  .   Nonequity alliances are those in which neither party takes an equity stake in its partner 
firm. Equity alliances involve some sort of equity arrangement; one or both of the compa-
nies might take an ownership stake in the other. Joint ventures are a special kind of equity 
alliance that forms a new, separate legal corporate entity, in which each of the partners to 
the alliance take an ownership stake.  

  6  .   Under the terms of the joint venture arrangement, GM and SAIC each own 50 percent of 
the equity in Shanghai GM, the newly created corporate enterprise.  

  7  .   One of my studies addresses this topic. See X. Martin and R. Salomon, “Knowledge 
Transfer Capacity: Implications for the Theory of the Multinational Corporation.”  Journal 
of International Business Studies , 34 (2003): 356–373.  

  8  .   This fifty-fifty split in investment costs and profitability is a simplifying assumption. 
There are many ways in which joint venture partners can split investment costs and profit-
ability. Joint venture partners need not, and often do not, split the investment costs and 
profitability precisely by the percentage of equity interest.  

  9  .   This application is more of an art than a science, and so managers need to use some intu-
ition and think carefully about what level of correction to implement when conducting a 
financial analysis of exporting. The more a company is involved in the export market—
exporting directly to foreign customers—the higher the risks it bears. The less a company 
is involved in the export market—using an import agent and distributor to reach foreign 
customers—the lower the risks it bears.  

  10  .   In a real-world situation, the revenues and costs would vary substantially for different 
entry modes. For example, shipping costs are typically greater when companies export 
than when they produce goods in the local market via a wholly owned subsidiary. Prudent 
managers would therefore be wise to generate precise revenue and cost projections for 
each entry mode scenario.  

  11  .   Although I discuss here only 100-percent equity subsidiaries, joint ventures, and export-
ing alternatives, it is important to note that we can also tailor Global Acumen to import-
ing, franchising, licensing, and equity and nonequity alliances. Importing in many ways 
mirrors exporting, and so the appropriate Global Acumen adjustment is similar to that for 
exporting. Franchising, licensing, and alliances other than joint ventures fall somewhere 
along the spectrum between exporting and joint ventures; that is, the Global Acumen risk 
adjustment should fall somewhere between 10 and 50 percent.  

  12  .   The equal weighting of 33.3 percent is simply for expository purposes. I based the actual 
weights in the baseline Global Acumen algorithm on a combination of academic research 
findings and the underlying correlation structure among the constituent political, eco-
nomic, and cultural variables.  
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  13  .   You will recall from the previous discussion that Bayer North America currently generates 
about $12–13 billion in sales from the Canadian and US markets.  

  14  .   As of January 2014.  
  15  .   Although this section discusses a company’s experience in a particular country, indi-

vidual managers of that company might also have experience in a particular country—
having spent extensive amounts of time working, studying, or living there. An individual 
manager might also be a native of the country to which the company seeks to expand. 
To the extent that managers believe an individual’s personal experience is relevant to a 
venture in a particular country, that experience can be factored into Global Acumen using 
a similar process.  

  16  .   For more details, see Pete Evans, “Target Closes All 133 Stores in Canada, Gets Creditor 
Protection,”  CBC News , January 15, 2015,  http://www.cbc.ca/news/business/target
-closes-all-133-stores-in-canada-gets-creditor-protection-1.2901618  (accessed April 30, 
2015).  

  17  .   Of course, if a company has been operating in a certain country for a number of years, 
the managers might want to use the experience-adjusted risk spread for evaluation and 
performance benchmarking purposes.   

  10 The End of the Beginning for Global Acumen 

  1  .   You will recall from throughout the book that my references to political institutions sub-
sume legal and regulatory institutions as well.  

  2  .   Symmetric risks are those in which the distance from country A to country B is equivalent 
to the distance from country B to country A. Refer to  chapter 7  for a reminder about why 
this is important in generating useful institutional risk metrics.  

  3  .   Although I describe version 2.0 in this book, the most current version of Global Acumen 
is version 2.1. It is similar in many respects to version 2.0, except that I made some slight 
changes to the measures included as inputs, which modifies slightly the risk spread out-
puts. As I mentioned in  chapter 7 , work on version 3.0 of Global Acumen is currently 
underway. This substitutes Mahalanobis distance techniques for the modified Euclidean 
distance techniques used in versions 1 and 2 of Global Acumen.  

  4  .   As one example, Global Acumen currently assumes symmetry between countries for 
political and cultural dimensions and asymmetry for economic institutions. It need not. 
One could certainly explore other formulations assuming different levels of symmetry 
and asymmetry. Future algorithms could possibly allow for asymmetry in both economic 
and political institutions, or they could accommodate asymmetry across all institutional 
dimensions.  

  5  .   For example, Global Acumen currently expresses risk spread output in interest rate terms 
in a range of 0 to 30 percent, but it need not. We could tweak the algorithm to generate 
spreads in another form or over a different range. A manager could use these new spreads 
to generate liability of foreignness cost contingencies that are applied as a percentage of 
revenues or costs. Moreover, we could change the design to generate spreads over just 
about any range. Exploring these new uses of Global Acumen’s risk spreads can yield 
insights into a host of real-world globalization problems.   
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