





EMERGING MARKETS

Julie Won

Companies That Stay at Home and Win...

ou may not hear about Titan

Industries here, but you will in
India, where the company produces
over seven million watches a year and
has a customer base of 65 million.
Titan is the sixth largest watchmaker
in the world. It makes everything
from solid gold watches that sell for
over $1,000 to its most popular Sonata
models, which retail for less than $25
(You can see how it markets its nine
sub-brands at www.titanworld.com).
Titan was the first company in India
to offer warranties and extensive after-
service on low-end watches in India.
It sells through 9,000 outlets and offers
service in 320 towns throughout India.

Titan Industries also is one of

50 companies featured as a “local
dynamo” in a Boston Consulting
Group report released this spring.
The “dynamos” are emerging market
companies that choose not to export
their way to prosperity, but to exploit
the phenomenal growth in home
markets (see “The BCG 50 Local
Dynamos,” downloadable on www.
bcg.com). What’s more, these
dynamos often do better in their local
markets than larger, better-capitalized

foreign multinationals.

Brazil’s Grupo Positivo has a
larger share of the local computer
market than Hewlett-Packard and
Dell combined. Russian yogurt
maker Wimm-Bill-Dan Foods is
staying ahead of Danone. Focus
Media, which provides advertisement
space on LCD screens both in and
outdoors in China, has a 95% share
of its market. It was founded in 2003
but has since far exceeded the sales
generated in China by Clear Channel
Communications, which entered
China in 1998 via a joint venture.

It makes sense that companies
are focusing more on local emerging
markets. The BCG report cites
an estimate from the Economist
Intelligence Unit that emerging
markets will make up 45% of world
GDP by 2010, and 60% of world
GDP growth. India’s retail market
was worth $230 billion in 2005 and
has been growing steadily since.
China already is the largest market
for mobile phones, refrigerators,
and motorcycles. And the 50
companies on BCG's list are enjoying
phenomenal sales growth and high

Local Dynamos Exhibit
Extraordinary Revenue
Growth

SOURCE: “The BCG 50 Local Dynamos,” Boston Consulting Group

Local Dynamos Have Relatively
High Operating Margins

operating margins (see chart below).
The BCG list includes 15
companies from China, 11 from India,
and 9 from Brazil. The rest are from
Indonesia, Malaysia, Mexico, Poland,
Russia, Slovakia, and Thailand.
Of the 50 companies, 20% are in
technology. Most focus on the mass
market, and 10 focus on the poor
-- a segment usually ignored. Only
one, Indian Hotels Company, has a
tradition of working in the luxury end
of the market — though now, it also
is developing a new chain of budget
hotels under the brand name Ginger.
The keys to succeeding in local
markets are customizing to local
needs, getting around local challenges,
getting the most out of low-cost
labor, and overcoming shortages in
high-skilled labor. These are all areas
where local companies could have an
edge over foreign multinationals.
Nevertheless, there also are success
stories among foreign companies.
General Motors learned that many
Buick buyers in China employ a driver
rather than drive themselves, and so
moved climate and music controls
to the back seat. GM and Buick
are big winners in China today. LG
Electronics learned that since it is
common to live in a noisy household
in India, consumers care more about
television sound quality than picture
quality. It sells low-priced televisions
in India with massive speakers. And
Italian gum and candy company
Perfetti Van Melle figured out how to
reach all of those tiny shops that dot
the small towns of India. It learned
that cash-poor retailers will buy more
gum and candy if you resupply them
three times a week instead of once.
It also built an extensive network
of 5,000 distributors delivering
to 700,000 retail outlets and now
gets 40% of sales from towns with
populations below 100,000. And yes,
it is now the candy and gum leader in
India. Who said, all politics are local?
Well, now a lot of economics is too.



THE HOUSING MARKET

Anne Doremus

How Low Can We Go0?...

he current housing downturn

continues to stun most
economists. While housing markets
have always experienced ups and
downs, this contraction is more severe
and widespread than most on record.
As the chart to the right shows, the recent
drop is the steepest in 39 years.

This statistic, however, masks
some of the underlying trends in
home prices today. While it is true
that prices have turned down in most
markets, the extreme weakness is
centered in some very specific areas.
The most dramatic price declines (and
highest foreclosure rates) are found in
just six states. Not surprisingly, four
of these; California, Florida, Arizona
and Nevada, topped the list of
fastest appreciating markets over the
2000-2006 period. These markets, now
home to almost one third of current
foreclosures, are clearly experiencing
a “hangover” from the recent boom.
In the other two states, Ohio and
Michigan, housing is turning down
for more traditional economic
reasons. Job losses, stemming largely
from the ailing auto sector, are
boosting foreclosure rates and putting
downward pressure on prices.

‘Wall Street
is now fixated
on forecasting
the extent and
duration of
the real estate
downturn and
for good reason.
Two thirds of
U.S. economic
activity is tied
to consumer

Today’s real estate slump is deeper
than past downturns
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"5 cool or drop during recessions. But the current
plunge is already deeper than those of the six

10— recessions since 1969 — and it is still not over.

*Percentage change in home prices from one year before.

spending and -2
homes continue
to represent a big
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consumers’ balance sheets. Consumer
confidence and spending levels,
already under pressure from rising
food and gasoline prices, will have a
hard time moving forward while prices
in this key sector remain depressed.
An eventual improvement in the
market will depend on consumers’
willingness and ability to buy homes.
To date, many qualified home buyers
have stood on the sidelines waiting
for prices to stabilize before jumping
in. Why buy a house, after all, if
you think prices are going to be
lower a year from now? And while

Homes becoming more affordable

Here’s a silver lining in the weak housing market: Because home

prices have begun
to stabilize in some
markets, others are

prices have fallen, more people are able to buy homes they previ-
ously couldn't afford. That development is seen in a sharp rise in a
home-affordability index- a foundation for rebound in home-buying
activity. The index changes based on shifts in US incomes, mortgage
rates, and house prices. After the 1990-91 recession, a similar rise in

still seeing significant
price erosion. To
get a handle on how
far home prices

affordability eventually spurred recovery.

might fall, Princeton
economist Paul
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Krugman tracks the
ratio of home prices
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to rental rates. The

logic here is that
investors will choose
to buy a home only
when its all-in cost

| becomes competitive

1

— with alternative
i } renting options. Based
T | on this measure,
I } Krugman speculates

that prices could fall
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40%-50% from their
peak in formerly
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“hot” market like Las Vegas and
Sacramento. Fortunately, this price

to rent measure is not that out of line
in markets that did not experience
rapid price gains. On a national basis,
Krugman thinks home prices need

to fall an average of 25% and that it
could take until 2010 for price declines
to bring housing supply and demand
back into balance.

This process has already begun.
Recent price declines have made
homes more affordable and there is
some early evidence that buyers are
starting to return to the market. The
housing affordability index (see chart
to the left) has moved up sharply over
the last twelve months. And while
one month does not make a trend, the
number of homes under contract to be
sold rose 6.3% in April to the highest
level since last October.

The speed and extent of any
housing recovery will continue to
vary a good deal across the country.
Some markets, especially those
experiencing healthy job growth,
will fair well while those with large
oversupply or weak economic
conditions will likely suffer for some
time. From an investment perspective,
however, housing continues to exhibit
some very favorable characteristics.
Its long-term returns have historically
exceeded inflation by about 1%-2%
per year. Real estate also provides
important diversification benefits and
for most homeowners, acts as a forced
form of savings.



