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PETOFI PRINTING AND PACKAGING II

HUNGARY

In the spring of 1994, Stephen Frater could look back to the last four years with some
satisfaction. Under his leadership as Managing Director, the Compagnie Financiere Pour
L'Europe Centrale S.A. ("COFINEC") was reaping the rewards of the collapse of communism
in Eastern Europe by boldly seizing opportunities in the printing and packaging industry. Led
by its acquisition from the Hungarian Government of Petofi Printing House in November 1990 
- Hungary's premier printing company -- the investment had been followed up by the purchase
of Kner, also a state-owned company and a significant competitor of Petofi in certain market
segments. A deal to acquire Krpaco a.s., a Czech printing company, was closed in December
1993. Frater also served as Chairman of the Board of Petofi and Krpaco. Although frustrated
by the amount of time that it was taking to negotiate with the Polish government, the acquisition
of a large Polish printing house owned by the government was under negotiation. COFINEC was
also considering an investment in Romania. From his Vienna office, Frater saw the
accomplishments in a personal way.

I came into this from the perspective of an investment banker, where you do a
deal and walk away, and that's it. The biggest thrill I get now is to walk down
the shop floor at Petofi or Kner, watching those machines, the size of
locomotives, seeing the people taking pride in their jobs. We're really creating
something here, creating jobs, creating an industry leader. It's a great feeling,
to have this personal commitment to a long-term industrial strategy.

It was, Frater reflected, a long way from the time he had set up an office at the Gellert Hotel
in Budapest in 1989, examining a range of attractive investment options, looking for good
pickings among the wide array of companies that the Hungarian Government was putting up for
sale. At that time, the Compagnie Hongroise Financiere S.A. (COHFIN) that he headed for
Italian fmancier Carlo De Benedetti had made investments in a Hungarian porcelain company,
Alf6ld Porcelain Tableware Ltd., and in a Budapest office building. There was no doubt from
the beginning, however, that Petofi was the jewel of De Benedetti's crown in the small, but
expanding, Hungarian domain. The increasing and even greater potential demand for high
quality Western-style printed and packaging materials had been part of Frater's consideration in
purchasing Petofi from the beginning. But it quickly became apparent to him and to others in
the Benedetti group that a packaging and printing powerhouse was there for the making in
Eastern and Central Europe. Frater had energetically seized the initiative. And what started off

This case study was written by Danilo Cruz-DePaula of CARANA Corporation, under the supervision of the
International Privatization Group of Price Waterhouse LLP. This case is to serve as the basis for class
discussion rather than to illustrate either effective or ineffective handling of an administrative situation. The
author wishes to thank the management of COFINEC for their support in research. The case study was
undertaken through the Privatization and Development (PAD) Project funded by the United States Agency for
International Development (USAID). August 1994.
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as primarily financial and opportunistic investment quickly evolved into a strategic industrial
play. The objective: establish one of the top five European printing and packaging companies
and the dominant player in Eastern and Central Europe. The key question facing Frater: how
to finance this objective.

Frater knew that financing decisions had played an instrumental role in the success of
COFINEC's companies, particularly Petofi which had served as a model for the others. A
number of the group's financing was considered ground breaking, such as the 1991 European
Bank for Reconstruction and Development (EBRD) loan to Petofi for Deutchmark (DM) 10
million which had been the very first EBRD loan to a private company in Eastern Europe. Once
again, however COFINEC faced a critical financing decision. Despite its Eastern European
expansion, financing decisions were still being made on an individual company basis, sometimes
confusing potential investors or lenders, Frater believed. Although there was some overlap in
ownership between the three printing and packaging companies controlled by COFINEC, all
three had different shareholders. Potential investor uneasiness with this arrangement was clear
to Frater. In theory, these companies were competitors, potentially giving COFINEC theoretical
leeway to favor one over the other (and therefore one set of investors to another).

Frater also knew that the capital markets were not particularly enamored with holding company
structures. If COFINEC was going to raise the additional capital that it would need in the
future for its continued expansion, it would be better off to be perceived as an integrated
producer rather than as a financial holding. That would probably require bringing all the
individual investors under the COFINEC umbrella. One possible way of accomplishing this was
to swap stock in the individual companies (e.g. Petofi, Kner) for COFINEC stock. This idea
had already been discussed with some of the investors and had received non-committal but
interested responses. Besides, at some point, the original investors would want to be cashed out,
probably through a public share offering. Was taking any of these companies public in their
respective local stock markets a good strategy?

On the other hand, placing Eastern/Central European-based company on a western stock
exchange could be risky. While several Hungarian companies had already gone that route
successfully, the recent decline of emerging market stocks had to be considered. And although
Frater did not see it as a critical issue, investors might be very uneasy about the election of ex
communist regimes in Poland in 1993 and in Hungary in May 1994. Other political and
economic events might force a significant risk premium on Eastern European equities. At any
rate, Frater had decided that, at some point, increasing COFINEC's capital base through an
equity placement would be necessary. The issue was one of timing and the exact mechanism to
implement it. How to raise additional capital for the group was perhaps the most import issue
facing COFINEC.
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Financial Performance

Thus, by the spring of 1994, much of that had been attained. A Vienna-based holding company,
COFINEC, had been organized in May 1992 to replace country-specific investment companies
such as COHFIN. Exhibit 1 illustrates administrative structure of the COFINEC group.
COFINEC was now among the top ten printing and packaging companies in Western Europe
(See Exhibit 2). At Petofi, COFINEC had taken a number of important steps to restructure the
company. The general manager at Petofi had been replaced, as had the initial Chief Financial
Officer (CFO) brought in by Frater. In fact, the top ranking officers at Petofi were all new,
although some had been promoted internally. Three unprofitable subsidiaries had been sold and
worker's rolls were trimmed through the divestitures. A number of worker training programs
had been put in place to continually increase production quality. Equally important, a $30
million dollar capital investment program had been completed, providing Petofi with state-of-the
art equipment and technology. A similar process was undertaken at Kner.

Under COFINEC management, Petofi increased sales considerably in volume and value - from
Hungarian Forints (HUF) 2.6 billion in 1991 to HUF 3.3 billion in 1992 and HUF 4.7 billion
in 1993. Sales for 1994 were projected in the HUF 7 billion range (approximately $70 million).
Although the pace of growth of the last few years would inevitably have to slow down,
significant growth was expected beyond 1994. Despite a large drop in income in 1993 because
of extraordinary circumstances (e.g., costs related to the establishment of a marketing arm and
a large foreign exchange loss associated with a hard currency loan that was now repaid), the
company was profitable and on a sound footing. 1 Income for 1991, 1992, and 1993 was HUF
272 million, HUF 395 million, and HUF 186 million, respectively. Earnings in 1994 were
expected to rebound back to the HUF 400 million range ($4 million). Kner's turnaround was
especially rewarding. Sales in 1993 increased by over 30 percent to HUF 3.4 billion. After a
1991 loss of approximately HUF 30 million prior to privatization, the company registered net
income of HUF 42 million in 1992 and HUF 222 million (approximately $2 million) in 1993.
Net income projections for 1994 were HUF 333 million ($3.1 million). Exhibit 3 provides
financial higWights for Petofi and Kner. Exhibit 4 presents financial statements for Petofi, Kner,
and the COFINEC Group through December 31, 1993.

Background

Economic Reform in Hungary Since 1991

From 1991 to 1994, Hungary's path towards a free market economy was a mosaic ofcontrasting

IDespite the reduction in income, earnings before taxes and interest expenses (EBIT) increased in 1993 to
HUF 528 from HUF 431 in 1992. Numbers are not adjusted for inflation. Annual inflation in Hungary was
35% in 1991; 23% in 1992; and 22.5% in 1993.
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facts and perceptions. In many ways, Hungary had surpassed its neighbors. Since 1990, the
country had attracted over US$7 billion in foreign investment -- by some estimates more than
all of the rest of the former Eastern bloc combined, including Russia. During this time, the
basic pillars of a market economy had been put in place. By mid-1993 there were approximately
17,000 foreign joint ventures in Hungary. A legal and regulatory framework for business
transactions was for the most part established that conformed to European Union (EU) norms.
The reforms involved the introduction of international corporate accounting standards, as well
as laws on bankruptcy and liquidation procedures to provide financial discipline at the micro
level. The Government of Hungary (GOH) had nearly completed the liberalization of product,
service, and capital markets, as well as the deregulation of economic activities. By 1992, most
consumer and producer prices were free of government intervention (all but about 5 percent),
with controls remaining for only a few basic commodities and utilities. On the foreign trade
front, Hungary significantly reduced tariffs and import restrictions and shifted the bulk of its
trade from the COMECON countries to the EU. In 1991, it signed an association agreement
with the EU which provided for the establishment of free trade within ten years.

While Hungary's "gradualist" privatization strategy emphasized identifying strategic investors
and generating hard currency revenue over the quicker, mass-scale privatization programs
implemented by other countries in the region, privatization was instrumental in increasing private
sector participation in the economy. Between 1990 and 1994, the program had generated over
US$2 billion in cash sales. Of the approximately 2,000 state-owned enterprises existing in 1990,
approximately 500 had been privatized as ongoing enterprises and about 400 had been liquidated
(asset sales) as of May 1994. By the end of 1993, the private sector accounted for approximately
55-60 percent of GDP (depending on how the contribution of the informal sector to the economy
is weighted).

But there was another side to Hungary's economic transformation. As in other ex-eommunist
countries, the process was considerably more painful than originally expected. Hungary had yet
not achieved economic growth in any single year. Since 1989 the economy had declined by over
20 percent. Open unemployment increased from negligible levels in 1989 to. nearly 13 percent
at the end of 1993 and was unevenly distributed. BudapesCs six percent rate contrasted sharply
with Miskolc's rate of over 25 percent. In some rural, one-employer villages, the rate
approached 80 percent after plant closings. Most importantly, the benefits of reforms had not
trickled down to the general population. For the majority of Hungarians, income had dropped
over 20 percent since 1991. By 1994 many Hungarians had become disillusioned with the
economic transformation process. Polls showed that two out of three were not satisfied with the
direction of economic changes and that only 18 percent of Hungarians thought that they are
better off than when economic transformation began. The proportion of those believing in a
fully free market economy dropped to 33 percent, compared to 43 percent in 1991. In this
context, it was not surprising that, as in Poland the year before, the May 1994 general elections
resulted in a significant victory for the ex-communist, now Socialist Party. Voters had thrown

Price Waterhouse LLP 4 Final
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out the center-right coalition that had ruled Hungary since 1990 and returned a Socialist Party
that most people associated not with communism, but rather with less painful reforms and with
more efficient management. Significantly, however, the Socialists campaigned on continuing
economic reforms, including privatization and more incentives for investment and for
entrepreneurs. Still, the size of the Socialist victory (54 percent of the vote compared to 28
percent for its nearest competitor) and their complete gain of control of the Parliament made
the business community uneasy.

The Hungarian Printing and Packaging Industry

The printing and packaging industry in Hungary (and in other countries in Eastern Europe) was
a classic example of a process that seemed to be taking place throughout the region: the creation
of two parallel economies co-existing side by side -- one prosperous and increasingly linked to
the West and one stagnant, linked only to a past that had nearly disappeared. The industry
experienced a major decline in the traditional sectors such as carton board packaging. Between
1989 and 1990, annual consumption of paper and carton board on a per capita basis fell to 28.39
kilograms (Kg.) from 32.45 Kg. Production statistics for folding cartons, published by the
Hungarian Printers' Trade Association, show 24,686 tons in 1990, 21,646 tons in 1991, and
18,975 in 1992. Other industry segments also declined.

At the same time, however, significant investments by U.S. and European companies in the
consumer goods sector and increasing consumer interest and demand for quality packaged goods
fueled demand for high quality packaging materials, creating a boom for companies that could
meet the high quality expectations of the multinationals. In effect, the industry had changed from
one that was production-led to one that was customer-oriented. Despite the traditionally cyclical
nature of the industry in most countries, since 1990 the high value added segment of the industry
experienced significant growth. The outlook for the high value added segment of the industry
was undoubtedly bright. For example, demand by multinationals in the flip-top carton segment
had increased ten-fold between 1992 to 1993, with another ten-fold increase expected by 1995.

The Growth of Petofi and COFINEC

From Opportunistic to Strategic Investor

Although the attractiveness of the printing and package industry in Eastern Europe had been clear
to Frater and the Benedetti group from the time that the acquisition of Petofi was first
considered, its real potential soon became apparent. The original decision to purchase Petofi
from the government had been backed by an analysis of the Spanish and Portuguese industries
before and after joining the Ee. Frater had been encouraged by the consultants' conclusion that
the same 50 percent growth in high value added printing and market segments that had occurred
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in those countries was likely to occur in Eastern Europe. Indeed, per capita consumption for
these segments had increased significantly and was likely to continue to increase in the future.
Domestic demand was expected to grow even more when the recession ended. The integration
of Hungarian food and consumer goods companies into Western multinationals companies, by
joint venture and direct foreign investment, was likely to continue to provide additional
opportunities for Hungarian companies to compete for pan-European supplier relationships. New
product segments such as high quality printing on micro corrugated cartons and multi-layer
packaging materials, represented significant opportunities for growth. Finally, the GOH offered
numerous attractive incentives in manufacturing and sectors that it considered strategic for
economic transformation. Foreign investment was accorded a 100 percent corporate tax holiday
for five years, until 1995.2 In addition, the printing and packaging industry was granted an
additional five-year tax benefit of 60 percent until the year 2000.

Whether searching for opportunistic investments, and especially after evolution to strategic
investors, an operating tenet of COHFIN and later COFINEC was to retain management control
of any company in which they invested. This philosophy would be an important consideration
in COFINEC's financing decisions. As Frater noted:

One of the things that differentiated our group from the beginning was that, even
when our strategy focused on 'opportunistic investments,' we still wanted to
make sure that we had complete management control. A lot of people came to
Eastern Europe dropping a million here and a million there, hoping that someone
else would make money for them. We didn't believe that Eastern Europe was a
place for that. We were determined to control our destiny.

Responding to Market Trends: Market Strategy, Organization and Operations

Petofi's strategy was focused on securing a customer base of large, multinational clients that
were investing in Eastern Europe. COHFIN moved quickly to attract new international clients
including Olivetti and Valeo (from the De Benedetti Group), as well as- Mars Chocolates, Sara
Lee, Henkel, Neckermann, McDonalds, General Electric (Tungsram), Philip Morris (Marlboro
cigarettes), R.J. Reynolds (Camel cigarettes), Seita (Gauloises cigarettes), and Shell Oil. It was
these multinationals who demanded the profitable, high value added segments of the market
(which no other Eastern European firm could readily meet). Accordingly, equipment purchases
and the company's organization was geared to supporting the customer-driven strategy.

On the operational front, Petofi had bee.n divided into three divisions prior to privatization: (1)
books, newspapers, and traditional labels; (2) flexible packaging and adhesive labels; and (3)
folded carton products (see Exhibit 5 of the 1991 Petofi Case Study). In 1992, however,

2 The tax rate for most Hungarian companies is approximately 40 percent.
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operations were restructured along five different divisions which better reflected Petofi's business
and the market place. Run by independent group managers as separate profit centers, the
divisions were, in rough order of priority for Petofi: (1) folding cartons -- made from carton
board and used for consumer retail packaging; (2) flexible wall packaging -- polymer and
aluminum-based, used primarily in the food industry including coffee, chocolate, candy, pastas,
ice cream, and margarine; (3) self-adhesive labels -- paper and plastic-based and used mainly in
the cosmetics and pharmaceutical industries for labeling cartons; (4) conventional labeling -- used
mainly in the brewing and tobacco industries for labeling cartons; and (5) non-packaging goods
- books, magazines, and newspapers.

Accounting for roughly 46 percent of sales in 1992 and with a 50 percent market share in
Hungary, folding cartons was clearly Petofi's priority business. Folding cartons was also a key
area for multinational consumer goods companies and therefore an integral part of the
multinational-oriented strategy. Similarly, foreign investment in the food processing sector was
increasing demand for flexible wall packaging. Petofi's market share for this product was 14
percent and there was potential for significant expansion. The remaining three divisions were
perhaps relatively less attractive over the long term, but with considerable market share (a
leading position with nearly a third of the domestic market forthe conventional and self-adhesive
labels and 13 percent for non-packaging goods), the divisions had high margins, were profitable,
and increasing their sales. In the case of non-packaging goods, the company briefly considered
closing down the division until an attractive equipment leasing agreement was reached with the
German Axel Springer group, thus saving the jobs of approximately 100 workers without
ignoring profitability. Exhibit 6 provides additional information on Petofi's product groups.

By 1993, Petofi had achieved its strategic objective of having a predominant multinational client
base. Multinationals accounted for 66-75 percent of all sectors. Enhanced quality was the key
to this effort. In 1992 and 1993, Petofi was awarded the highly coveted Eurostar Award, as well
as the Worldstar Award by the Paris-based World Packaging Organization for the group of
packages manufactured for General Electric-Tungsram. In 1993 Petofi also received the ISO
9002 standard for quality packaging. While the company originally had over a thousand
customers, the top ten customers in all sectors now accounted for roughly 70 percent of sales.
Strategically, this was an important accomplishment: a more concentrated customer-based
resulted in longer production runs, thereby reducing operating costs.

The Search For Post-Privatization Capital

After making the decision in November 1990 to purchase 50 percent of Petofi Printing House
from the State Property Agency (SPA), Frater had brought in the Hungarian-American Enterprise
Fund, the First Hungary Fund and the Hungarian Investment Co. Ltd. as long-term institutional
investors to buy the remaining government interest in Petofi. He knew that he had to move
quickly to establish Petofi in what would be an increasingly competitive environment. Beyond

Price Waterhouse LLP 7 Final
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the managerial and operational changes that would be required, obtaining the capital to flnance
a $15-30 million program for a major expansion of Petofl's machinery was imperative. This
included modern equipment to enhance its capacity and quality in promising segments such as
folding cartons (which already accounted for nearly half of sales in 1991 and where Petofl held
a fifty percent Hungarian market share) and flexible wall packaging. Only a small part of this
amount could be internally generated. Accordingly, Frater knew that the capital markets would
be instrumental for the company's growth. Indeed, for the next two years an active flnancing
policy linked to its strategic objectives would be a major characteristic of Petofi's development.

Enter the EBRD

In 1991, the recently operational EBRD was under some pressure to move funds and was
actively scouting for clients among the small but growing number of Eastern and Central
European flrms. The London-based fmancial institution had been established the year before by
its members (primarily the G-7 countries) to give a jump start to the economies of the former
Eastern bloc. Although its mandate was to support private enterprise, bankable flrms that
provided a reasonable credit risk were hard to identify in the region. At the same time, Frater
saw very limited options to fmance the necessary capital equipment program for Petofl.
Signiflcant capital from COHFIN was not available. Hungarian banks were charging interest
rates that exceeded 30 percent. And Western fmancial institutions had expressed little interest
in lending to Eastern European upstarts. In sum, the coming together of the two organizations
with negotiations that began in the summer of 1991 was an ideal match for both. Petofl was in
a position to assume long-term credit which was not available elsewhere. EBRD recognized the
packaging industry as a priority sector, and Petofl's international ownership structure and
competent management made the company an excellent choice to initiate its private sector loan
portfolio.

A DMlO million, flve-year loan at Libor plus two percentage points interest rate was executed
in November 1991. It was the flrst loan provided by the EBRD to a private flrm. This was the
flrst of several ground breaking fmancings for Petofl. Of course, there-was a foreign exchange
risk in taking a DM loan (particularly for a company whose revenues were essentially in
Hungarian Forints). Still, management reasoned, it was a gamble worth taking. Hungary's
exceptionally strong current and capital surpluses in 1991, together with the GOH's stated
commitment to reduce the deflcit and curtail inflation, pointedto a relatively strong Forint in the
future. The hard currency rate made the loan very attractive compared to Hungarian corporate
lending rates which were at the time in the high 20s. Besides, as Frater would reflect later, the
truth was that Petofi had little choice. Term fmancing was simply not available from other
sources.

Price Waterhouse UP 8 Final
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Raising Additional Equity

By early 1992 Petofi was required to raise additional equity capital for the modernization
program. The EBRD loan represented only part of Petofi's planned capital expenditures. A
private equity placement was arranged through Morgan Stanley International, raising $8 million,
primarily from the original institutional investors, although it also brought in a small participation
from Baring's Chrysalis Fund and Baring Global Emerging Markets Fund, as well as the Morgan
Stanley Group. Petofi's ownership structure after the placement is illustrated in Exhibit 5. In
addition to providing the required capital, this was one of the first private placements for a
Hungarian firm in London, increasing COFINEC's exposure in the capital markets.

Changing the Corporate Culture

COFINEC undertook numerous measures to improve managerial performance and change
Petofi's culture. Management considered it essential that workers understand that there was now
real ownership for whom they must perform and on whom they depended -- a simple concept,
yet one that was not clearly understood when Petofi was a state-owned enterprise. At the same
time, the workers received approximately five percent of voting shares (and nearly seven percent
of preferred shares) under an employee stock ownership program to make workers feel that they
had a real stake in the company. Management also initiated a number of training programs.
More importantly, both blue collar and white collar workers were made to understand that they
were no longer responsible for production quotas but to customer demands. As Monika Keszei,
Petofi's Hungarian-American ChiefFinancial Officer (since January 1993) emphasized this point:

If GE Tungsram is implementing a new On Time Delivery Inventory System, you
had better gear up to provide their products when they need them and not when
it fits your own production schedule. That was one of the things that people here
had to adapt to.

In addition to the modernization of its plant and equipment, instilling among the work force the
ability to respond to customer interests and demands was perhaps the most important contribution
of the new management.

Petofi's existing staff was technically competent, and management took pride in the fact that it
was not been forced to layoff any workers since privatization. The company's General Manager
was replaced, its six satellite plants spun off into independent companies.3 That management had
the luxury of being able to avoid layoffs undoubtedly eased the implementation of the new
corporate culture. In addition to the employee stock ownership program, Petofi management
rewarded employees with one of the highest industrial salaries in Hungary. Moreover, some of

J The number of employees was reduced by over 300 as a result of the spin offs.
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the new equipment helped facilitate the more difficult manual tasks of blue collar workers
(especially women). According to a number of observers, Petofi was not only the premier
employer in Kecskemet, it was one of the better industrial employers in Hungary.

Enhancing Technology: Gearing Up for High Quality, Low Cost Production

The funds raised through the EBRD November 1991 loan and the May 1992 private equity
placement permitted Petofi to implement its $30 million capital investment program. Equipment
purchases supported the high value added lines, permitting Petofi to develop a world class
printing and packaging facility at Kecskemet. Investments were made in the folding box sector
(gluing, printing, and diecutting machines). Capacity was increased by 50 percent from 10,000
tons to 15,000 tons per year. By 1993 the equipment was running at full capacity. Primarily
to supply growing foreign investment in the Eastern European cigarette business, a top of the line
Bobst-Lemanic production line was installed at a cost ofapproximately $7.5 million. In addition,
state-of-the-art Asitrade microcorrugated board production line was put into operation in late
1992, significantly increasing the quality of carton packaging. Capacity of flexible packaging
material production was doubled by 1993 with the addition of a W+H Starflex flexographic
printer and a Kroenert solvent-free laminator. Both these machines permitted penetration into
the rapidly growing, high value added thin-foil market segment. No major investments were
made for the labeling and non-packaging divisions, although low-cost investments were made in
both to increase productivity and expand production. Rapid growth was anticipated in both.

Petofi now had what it believed no other printing and packaging company in the region could
match: western quality and eastern cost advantages.

Purchasing Kner: Strategic Expansion in Hungary

The decision to purchase Kner Rt. in May 1992 from the GOH, Frater would reflect on later,
was one that evolved out of strategic necessity. COFINEC purchased 51 percent of the shares
of Kner Rt., together with Petofi investor Hungarian Investment Company Limited which
purchased 26 percent of the shares (followed, as in Petofi, by a 10 percent stock contribution to
the management and employees). Kner and Petofi had been strong competitors across many
product segments. Kner competed directly with Petofi in certain product lines, including folding
cartons (where it had a 29 percent market share, compared to 50 percent for Petofi). But there
were also important differences that raised the potential synergy between the two companies.
For example, about half of Kner's carton output was dedicated to higher value added
pharmaceutical packaging, where it was the market leader, as well as high quality and finishing
grade with a high proportion of lacquered, metal foiled and embossed products. In 1992 Kner
was the market leader in the traditional labels segment, with a 40 percent market share. It was
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also an important producer in the flexible packaging area with roughly a 10-15 percent market
share. Kner's production was geared toward short and medium product runs of high quality and
product complexity. Petofi, on the other hand, was most effective at producing larger orders
ofrelatively lesser quality. Kner's non-packaging production included book printing, where the
Kner name was synonymous with the most beautiful books in Hungary. In 1992, it had assets
of approximately $10 million dollars. Ownership of both companies by the group would also
increase the efficiency of both plants by permitting specialized production.

Kner had in fact been one of the many firms that COHFIN, COFINEC's predecessor, had
considered at the time that it was looking for opportunistic investments in the GOH's
privatization program. For COFINEC, the decision to go after Kner was not a complicated one.
A merger of the two companies would provide significant market share in Hungary.4 But it was
not just an offensive play. Frater realized that if a major Western European competitor were to
purchase Kner (and most of them had expressed some interest in the company), Petofi's strategic
position would be seriously challenged. Petofi was particularly vulnerable since it obtained most
of its supplies precisely from these competitors. An aggressive, vertically integrated competitor
willing to use creative transfer pricing to provide Kner with cheap raw materials would prove
to be a dangerous competitor. As Frater noted, "This is a pretty simple business. Seventy
percent of costs are raw materials. You don't have to be a fmancial or strategic genius to realize
that the business is about how efficiently you transform that 70 percent of costs into a finished
product."

To raise capital for the planned modernization of Kner, COFINEC returned to the EBRD. The
Bank provided a DM 10 million loan on terms similar to the Petofi loan. In addition, the EBRD
took a 20 percent equity stake in Kner with HUF 270 million (approximately $3 million). The
funds received from the capital increase went to the modernization of the prepress and the
gravure facility for the production of flexible packaging materials and to remediating
environmental problems.

The EBRD Exits: Financial Restructuring

Though Stephen Frater recognized that the EBRD had played a critical role in providing term
capital to both Petofi and Kner when few options existed, by the end of 1992 the costs of dealing
with a lender of last resort were becoming clearer. Two fundamental problems existed with the
loan. First, the steady, unforeseen devaluation of the Hungarian Forint made the loan
increasingly costly. In 1992, the National Bank of Hungary devalued the Forint five percent
against the Deutchmark. In the first six months of 1993, three devaluations decreased the value
of the Forint by nearly seven percent. By late 1992, the Libor plus two rate on the DM issue

4 COFINEC's Hungarian market share after the purchase was an issue to which the GOH was sensitive.
See Case Notes.
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raised the effective Forint rate to well over 30 percent. "We were simply getting eaten alive on
the exchange rate," recalled Frater. Besides the interest rate costs, there was an additional high
price for the EBRD loan: strict management oversight. Being the first EBRD loan to a private
company, the bank insisted on numerous loan covenants to guard its investment. In addition to
standard financial covenants relating to restrictions on the issuance of dividends and taking
additional debt, the EBRD insisted approval of numerous management decisions. As Frater told
the Emerging Markets EBRD Daily in April 1994:

My view was the [EBRD's] covenants were so Draconian that if they chose to,
they could interpret you as being in technical default the day after you signed an
agreement with them. You give them rights which you would not give any other
lender, extensive rights which control the ability of management to take steps to
handle common situations.

The point was seconded by Monika Keszei, Petofi's CEO: "I understand the need for [the
EBRD] to try to minimize risks. But this is a fast pace business in a very competitive
environment where you have to react fast to customers. You have to make quick decisions."
Adds Keszei, "That's exactly what management is for, to make those decisions." Growing
frustrations with the need for EBRD to take decisions to its Board strained relations between the
organizations. COFINEC wanted out of its EBRD loans.

Debt or Equity?

By the beginning of 1993, Petofi had accomplished a major strategic objective: it had a proven
production and financing record which would permit it to access local and international capital
markets. A financing to replace the EBRD loan and provide additional capital was necessary.
The critical question was whether to issue additional equity or to leverage the company and issue
less expensive debt -- and if debt was issued, what kind of instrument should be issued.
COFINEC also was concerned about the financing decision's affect on its management control
and the strength of its current stockholders' equity position.

COFINEC management engaged investment bankers Credit Suisse First Boston (CSFB) to review
financial alternatives. Looking first at a possible listing on the Budapest Stock Exchange (ESE),
CSFB delivered a clear message: a successful listing on the BSE would require company
valuation based on no more than three to four times earnings -- the average multiple of successful
BSE listings. However, while PIE rations remained low on the BSE, exchanges in Prague and
Warsaw were soaring. (Exhibit 7 provides information on regional stock markets.) Still, Frater,
CFO Keszei, and the minority investors agreed that the timing for a public stock offering was
not right. They expected turnover to grow at over 50 percent per year for the next several years
and thus considered the company worth much more than what a public offering would provide.
Besides, further leverage through a $10-11 million debt issuance would leave Petofi with a debt-
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to-equity ration of 50 percent, still relatively healthy for a growing company.

An innovative, breakthrough financing: The "Dividend" Bond

The growth of the Hungarian commercial debt market since 1991, together with the generous
tax advantages granted by the GOH to privatized companies and companies in selected industries,
had, by 1993, helped promote opportunities for constructive financial engineering that had
previously not existed. Petofi's five-year, HUF 135 million (approximately $11 million), 17
percent "dividend" bond issued in May 1993 was among the most innovative issuances in the
Hungarian market, and a precedent setter for other companies (including Kner later that year).

Called redeemable preference shares by some or "income notes" by others in Budapest's
financial community, the bond engineered by CSFB and Petofi management was highlighted as
"Petofi's Hungarian tax arbitrage" by a leading Eastern and Central European finance journa1.s

On the surface, the securities resembled the HUF denominated bonds that had been issued by
McDonald's, Levi Strauss, and other multinationals in Hungary in the previous two years. But
rather than pay regular interest coupon payments, the securities paid interest to investors in after
tax earnings.6 Given Petofi's five-year tax holiday (and a 60 percent tax holiday after that),
holders of the bonds would receive these payments on a tax free basis (dividend earnings are not
taxed in Hungary). Accordingly, the bond could be issued for a lower interest rate and still be
competitive with the higher taxable yields of other commercial bonds.7 In other words, the bond
combined Petofi's own tax free status with the tax-free status of "dividend" payments to the
bonds holders to save Petofi over $500,000 from a conventional loan. Perhaps more important,
by using part of the proceeds to replace the EBRD loan and using local currency financing,
Petofi saved hundreds of thousands of dollars over the life of the EBRD loan. Although the cost
of the bond would rise after Petofi begins paying some taxes in 1995 (since it could not use the
debt to reduce it's taxable income), the bond represented a significant savings for Petofi.

On July 1993, four months after signing the Kner equity and debt deal with the EBRD in
February 1993, COFINEC repaid the Petofi loan in full (principal payments had not been
scheduled to start until July 1993), taking a foreign exchange loss of approximately $350,000
in the process. In November of 1993, ten months later, a similar dividend bond was issued for

5 Central European, September 1993.

6 In the event of insufficient yearly profit to pay the required interest payment, Petofi must pay
bondholders from retained earnings. In the event that these are insufficient, bondholders can recur to the
repayment of principal in full. The notes are essentially unsecured pari-passu debt treated at the same level on
the balance sheet as any other senior debt, except for secured credits. The bonds also contained call and put
options in years three and five.

7 Petofi would have had to pay approximately 21.25 percent interest for a conventional taxable bond.
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PAD Case Studies: Petofi Printing and Packaging II

Kner. As had been the case with Petofi, on December 1993 the debt portion of the Kner deal
with the EBRD was also repaid in full. Senior EBRD staff expressed public satisfaction with
Petofi and Kner's "graduation" to the private capital markets

Providing Income to Shareholders: a Buy-Back of Shares

In addition to repaying the EBRD loan, approximately $5 million of the dividend bond's
proceeds were used to repurchase 11.6 percent of shares from the existing shareholders.s For
Frater, the share buy-back was an innovative way to repay shareholders for their support, to get
some of their money back and to effectively place excess cash from the bond issue. Nonetheless,
Frater's enthusiasm was not shared in full by some of the minority stockholders. As long-term
investors, they preferred to see the cash kept in the company to finance the company's expanding
need for working capital, given its significant growth. "It made no sense when the company
clearly had major needs for working capital," noted a representative of one of the minority
investors. "But COFINEC wanted the cash, and their interests were put ahead of Petofi's.
That's normal, I suppose. They've done a lot of very good things, and I guess that it's
something you have to accept if you're a minority investor, with little control." At any rate, the
company did experience working capital difficulties in 1993. Like many companies experiencing
significant growth without a large cash surplus, it had to incur expensive short-term financing
which hurt it's bottom line in 1993.

Expansion in Eastern Europe: A Breakthrough in the Czech Republic, Negotiations in
Poland, Possibilities in Romania

Frater's decision to expand into the rest of Eastern Europe, like the decision to purchase Kner,
was not part of a grand initial strategic plan, but rather was part of COFINEC's evolutionary
strategy. Having done its best to secure the Hungarian market, it was a natural progression to
look for other opportunities in the region. Strategically, there was another issue. As Frater
commented:

Strategically we were in good shape in Hungary. But you have to take one of two
approaches. You can decide you're going to be the top guy in a little country like
Hungary, or you can decide to build sufficient scale to compete with the big guys
across a wider spectrum. The problem with the first approach is that you're
always exposed to the companies who have sufficient economies of scale to
compete, specially if they move into Eastern Europe and they neutralize your
advantages. We decided that we had to keep moving in one direction and take

8 Under Hungarian law, the treasury shares have to be reissued within three years or they have to
recorded as an investment.
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the second approach. We couldn't really build more capacity in Hungary. We
had to go elsewhere.

After extensive negotiations, Frater fmally struck a deal on December 1993 to purchase 50
percent of Krpaco a.s., a folding carton subsidiary of Krkonosske Papirny, a.s. a large paper
group in Eastern Bohemia which had been privatized through the Czech Republic's coupon
privatization program in. September 1992. Discussions were underway for a debt/equity
financing facility to permit a doubling of Krpaco's capacity, and a doubling of sales of folding
cartons from $8 million to $16 million. Krpaco, which essentially produces just one line of
product, would also serve as a marketing vehicle for the flexible packaging products ofKner and
Petofi, enabling Krpaco to approach multinational customers in the Czech market with a wider
assortment of products.

In Poland, negotiations with the government were painfully slow due to the cumbersome
privatization program, but Frater was continuing his efforts for a breakthrough. At any rate,
whether through the privatization program or a greenfield investment, an Eastern European
strategy required a presence in the large Polish market. "Somehow, we'll have a deal in Poland
in 1994," vowed Frater. COFINEC was also actively looking for expansion in other countries
such as Romania where trading relationships were evolving into potential investments. For
Frater, the important thing is that COFINEC would have wide Eastern European coverage and
continue it's objective of being a "one-stop" shop to service the printing and packaging needs
of multinationals in the region.

A Decision on Future Financings

The evolution of COFINEC's investments in Eastern Europe reflected the Group's ability to
make the most of perceived opportunities. As Frater noted:

We responded to opportunities and to what had to be done to get to the next step
and to take full advantages of those opportunities. The tax breaks and other
incentives that are provided in Eastern Europe, those things are short term in
nature and will soon be gone. You don't build a business based on them. It's
what you do with those opportunities, however, that will make you or break you.

Frater and COFINEC had done a lot to take advantage of those opportunities. The Central
European Economic Review had recently informed him that it would name him business person
of the quarter in its summer issue. But like any good businessperson in a competitive
environment, he knew that COFINEC could ill-afford to stand still. The high margins in the
region were increasingly attracting heavyweight competition. Westvaco, the packager of
Marlboro cigarettes in the U.S., had recently announced plans to build a state-of-the-art plant
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in the Czech Republic. Krpaco would require additional capital. So would the planned Polish
venture and Romania. Financing was once again critical.

Frater concluded that COFINEC, and not the individual companies, should be the vehicle
through which funds should be channeled, including new equity. The real issue was one of
timing and the specific mechanism to be used. Given the existence of country-specific funds that
could only invest in individual countries (e.g., the Hungarian-American Enterprise Fund) would
it make sense to raise company-specific equity in the new ventures such as in Poland? That
might be a more appealing vehicle over the short term, but would it complicate things later?

If capital was raised directly for COFINEC, would it make more sense to do a private equity
placement first, before taking the company public? For all its success, Petofi still did not
provide returns to investors substantially above its weighted average cost of capital. Strategic
investors understood the need for a long-term perspective. Would that be the case for investors
participating in a public offering? There was another consideration. COFINEC's shift from an
opportunistic to a strategic investor had been facilitated by the fact that the first two companies
it acquired were relatively sound. This might not be the case in future ventures where major
restructuring might be required. Would this be taken into consideration by investors ina public
offering? Frater knew that while a lot had been accomplished, a lot was also riding on the
decisions of how to finance future expansion.
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SC:\l:\L\.RY OF OPERATIO:\AL PERFOR.\U:SCE
Petofi and Kner

II 1992
,

1990 1991 1993 199~

(proJ.)

--------------- ------- ---------------- -------- --------
Petofi Total Sales 2,304 2,667 3,333 4,793 7.132

-------------- .... f-------- -------- r.-------- -------- --------
Gross Margin 23% 24% 28% 29% 29%

- ---- -- -----"--- -------- --------1-------- -------- --------
Kner Total Sales 2,608 2,537 2,.563 3,390 4,234

--------------- ------- --------f-------- -------- --------
Gross Margin 20% 10% 14% 30% 34%

Gross Profit - Petofi and Kner

'\

Figures in HUF Million

o Petofi

• Kner

o Petofi

• Kner

1994

1994

1993

19931992

1992

1991

1990 1991

Sales Growth - Petofi and Kner
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CONSOLIDATED BALANCE SHEET AS OF 31 DECEMBER 1993
(BdOt'e allUt'opriation of re3oltl)

(In HUF '000) 31-Dec-93 31-D«-92

Inventories 440,000 346,000

Trade receivables 828,000 486,000

Other receivables 141,000 81,000

Marketable securities 392,000 -
Cash and banks 200,000 556,000

Total Current Asscu 2,001,000 1,469,000

Intangible assets 31,000 -
Tangible assets 3,307,000 2,481,000

Financial assets 39,000 . 31,000

Total fixed assets 3,377,000 2,512,000

TOTAL ASSETS 5,378,000 3,981,000

Current maturities of long term debt 94,000 129,000

Trade accounts payables 579,000 432,000

Other short term liabilities 376,000 123,000

Bank loans and overdrafts - 160,000

Total current liabilities 1,049,000 844,000

Minority interests 129,000 70,000

Long term debt 1,535,000 584,000

Other long-term liabilities 16,QO() 16,000

Total minority interest and LT debt 1,680,000 670,000

Share capital 1,683,000 1,683,000

Paid-in capital and retained earnings 780,000 784,000

Translatiooad~ - -
Net income for the year 186,000 -
Total shareholderst equity 2,649,000 2,467,000

i

TOTAL EQUITY AND LIABILITIES 5,378,000 3,981,000

~: 1993. PetoCl~ 1992, CSFB bond otfemg



PETOFJ PRINTING AND PACKAGING, R.T.··

CO~"SOLIDATEDSTATEMENT OF INCOME AS OF DECEMBER 1993
(&lore -'-lo& or l"tSults)
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(In HUF '000) 31-Dec-93 31-Dec-92

Net salC3 I 4,793,000 3,333,000
Cost ofsalC3 -3,406,000 -2,385,000
Gross margin 1.387,000 948,000
Operating expenses -952,000 -577,000
Other income and expenses - net 93,000 60,000
Operatin& income 528,000 . 431,000
Investment income - 1,000
Interest income 34,000 61,000
Interest expense (includ. bonds, dividends) -220,000 -97,000
Exchange differences - net -88,000 -
Income before tax and noo-ree. items 254,000 396,000

Non-recurring items (inc. minority div.) -68,000 -1,000
Total taxes - .

NET INCOME 186,000 395,000

Source: 1993, COFINECn.~ 19Q2, CSFB bond on.ring



KNER NYOMADA RT.

CONSOLIDATED BALANCE SHEET AS OF 31 DECEMBER 1993
(Bef'.Or-e appropriation of resolU)
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(In HUF '000) 31-Dec-9J 31-0«-92

Inventories 382,219 293,991

Trade receivables 349,484 341,444

Other receivables 84,975 99,695

Marketable securities 427,508 -
Cash and banks 233,964 146,816

TotaI Current Assets 1,478,150 881,946

Intangible assets 64,755 68,176

Tangible assets 2,301,777 1,667,697

Financial assets 36,563 31,681

Total faed ISsets 2,403,095 1,767,554

TOTAL ASSETS 3,881,245 2,649,500

Current maturities of long-tenn debt 60,000 59,311

Trade accounts payables 205,510 226,081

Other short tenn liabilities 95,611 88,383

Total current liabilities 361,121 373,775

Minority interests 3,534 3,942

Long-tenn debt 944,792 404,792

Total minority interest and LT debt 948,326 408,734

Share Capital 1,447,000 1,055,000

Share premium and retained earnings 902,801 769,075

Translatioa adju.stInclt3 14 -
Net income for the year 221,983 42,916

Total shareholders' equity 2,571,798 1,866,991

TOTAL EQUITY AND LIABILITIES 3,881,24S 2,649,.500
i
I

Source: COFINEC m.1IIQ«T*'1l



KNER NYOMADA RT.

CONSOLIDATED STATEMENT OF INCOME AS OF DECLmlER 1993
(BefOre approJ)ri.tion Gf resultJ)
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(In HUF '000) 31-0«-93 JI-Dec-92

Net sales 3,390,730 2,563,274

Cost of sales -2,380,274 -2,210,799

Grossm~ 1,010,456 352,475

Operating expenses -641,616 -137,962

Other income and expenses - net -66,981 -7~,932

Oper.tin~ income 301,859 139,581

Interest and dividend income 21,223 28,158

Interest expense (exc. bond dividend) -97,984 -117,344

Exchange differences - net 6,671 -
Non-operating income - net 2,939 2,651

Income before tax and bood dividend 231,769 53,046

Corporate income tax -823 -

NET INCOME 230,946 53,046

Source: COFINEC lMlaagement



COFlNEC GROUP

CONSOLlDATED BALANCE SHEET AS OF 31 DECEMBER 1993
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(In French Frana '000) 31-[)«·93 31-Dec-92

Inventories and work in progress 54,900 41,991

Trade receivables 71,977 54,444

Other receivables 12,140 11,842

Marketable securities 25,030 -
Cash and banks 34,097 48,946

Total Current Assets 198,144 157.223

Intangible assets 4,343 -
Property, plant, and equipment 400,161 303,859

Investments in non-eons. companies 8,038 9,937

Other investments 1,865 1,564

Total fixed assets 414,407 315,360

Deferred charges 6,554 -
TOTAL ASSETS 619,105 472,583

Current maturities of long-tenn debt 9,785 12,392

Operating liabilities 44,387 42,508

Other short-term liabilities 35,463 22,724

Short-term debts 34,988 33,314,

Totalcu~ntliab~ 124,623 110,938

Minority interests 201,335 156,797

LT non-convertible hood dcbentu.res
.-

114,169 -
Other long-term loans 34,583 64,861

Other long-term liabilitie3 910 1,100

Total minority interest and LT debt 350,997 222,758

Share capital 105,300 103,200

Paid-in capital and rcta.ined earnings 34,605 29,736

Accumulated translation adjustments -1,148 2,195

Net income for the year 4,728 3,756

Total shareholders' equity 143,48S 138,887

TOTAL EQUITY AND LIABILITIES 619,105 472,583

Sourc4: COFINEC~



COFL"'ffiC GROUP

CONSOLIDATED STATEMENT OF INCOME AS OF DECEMBER 1993
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(In HUF '000) 31-0«-93 31-0ec-92

Net sales 498,604 392,387
Cost of sales -352,246 -319,021
Gross margin 146,358 73,360
Operating expenses -106,149 -S 1,978
Other income and expenses - net 3,823 7,185
Operating income 44,031 28,573
Interest income 6,884 6,916
Interest expense -33,230 -17,238
Income before tax 17,686 18.251
Corporate income tax. -61 -672
Income before tax and nOD-ree.. items 17,625 17,579
Non-recurring items - -264
Net income before minority interests 17,625 17,315
Minority Interests -12,897 -13,559

NET INCOME 4,728 3,756

Source: COF1NEC nw-oement



Petofi Printing and Packaging Company
Ownership Structure

(as of D«ember 31, 1993)

Incorporated in 1989 with paid-in capital ofUSS76 million. The objective of the privately-held
FHF is to make equity investments in Hungarian companies.

A closed-end investment company registered in Jersey (UK) with both its equity and warrants
traded on the International S,tock Exchange, London. Starting capital was USS100 million.

HAEF is a private, non-profit US Corporation founded in 1990 to promote the development of
private enterprise in Hungary. The U.S. Congress is providing USS60 million to HAEF over
three years, under the provisions of the Support for Eastern European Democracy (SEED) Act.

COFINEC is majority owned by Cerus S.A (French holding company of the De Benedetti
Group). Other significant shareholders include: UAP and AGF (two major French insurance
companies), Groupe Suez, Banque Nationale de Paris, Lehman Brothers, Banco Zaragozano and
Recchi.
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Peto(i Employees l,5-U
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Shares o'Wlled by the employees were issued at the time of privatization and are managed by a
trust.

Hungarian ....
Commercial and Credit Bank 1,487 5.2% 61 3.8%

K&H became a shareholder at the time of privatization through !l debt-for-equity swap.

Baring Chrysalis Fund 956 3.3%

A closed-ended investment company advised by Baring International Investment Management
Ltd. The Fund is registered in the Cayman Islands.

Baring Global
Emerging Markets Fund 347 1.2%

An open-ended fund managed by Baring International Fund Managers (Ireland) Ltd. And advised
by Baring International Investment Management Ltd.

The local authorities were allocated Petofi common stock upon the foundation ofPetofi and
exchanged ownership ofPetofi's plant site in Kecskemet for non-voting preferred stock.
Additional shares were provided for land adjacent to the plant.
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Local Authorities

Treasury Stock

TOTAL

Source: COFINEC management

519

3,242

32,055

1.7%

100~.

234

178

1,605

14.6%

100°/.



PETOFI PRODUCT L~T,S
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Product Line Contributions to Total Sales bv Value, -

Product Line % of 1990 Sales % of 1991 Sales % of 1992 Sales
----------------------

Folding Cartons 41.2% 45.5% 46.4%
Self-adhesive labels 16.6% 13.3% 11.6%
Conventional labels 15.6% 15.4% 13.9010

Flexible-wall packaging 11.7% 13.6% 15.1%
Non-packaging (books, news) 14.901ct 12.2% 13%

TOTAL 100% 100-;. 100°/.

Petofi's Hungarian Market Shares for Selected Product Lines

Product Line 1990 1991 1992
- -------
Folding cartons 41.901ct 45.8% 50%

..

--
Self-adhesive and conventional labels 26.2% 30.3% 32.8%

- ------------
Flexible-wall packaging - 10.3% 13.9%

-----

Source: Petofi management
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BUDAPEST STOCK EXCHANGE INDEX
Performance from Januarv 1993 to June 199.$

-2500
Ii

,
i

\
i !I \
I

~
;

;2000
,

I . I
I I

I \ II , ~ /'

I
I - '---' \ I\,

\ I
r .... __ 1

I , --.,'1500
!J

J
I

'" ,I l
r_ ..... " !I

11000 /' ./ I

/' 1
I

...... ,I
'-----.... ",.,----'"...........

500

0
M M M M M M M M M ~'~ M .... .... .... ....

~
....

01 01 01 01 01 01 01 01 01 01 01 Q) OJ OJ OJ
I .Q .!. .!. I I • I 6. I I a • .0 .!. .!. I I

C >- C :; Cl U > c >- c
CIJ Q) CIJ a. a:J ::J ::J Q) 0 Q) cu Q) cu a. a:J ::J.., u. ::E c(

~
.., ..,

c( Cf) 0 z a .., u. ~ c(
~

..,

Index as of8flSI94: 1,700

Averagc PIE Ratio: 15.8

Est. Mark.c:t Value:' USSI bn

Weekly Turnover: USSS mn

Stocks Traded: 39

Source: CSFB. BudaPest Soo
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• First opened in 1864, reopened in June 1990. Stock shares, government bonds and Treasury
bills, corporate lx>nds, investment funds and the compensation vouchers issued by the
govenunent since 1991 are traded. Nearly SO brokerage firms have a trading license. Thiny~

nine companie's are currently listed.

- Total capitalization as of March 1994 was US$1.2 billion. The capitalization of the market is
highly concentrated: the capitalization of the ten largest companies account for approximately
66% of the market.

• Because the Government of Hungary (GOR) has chosen not to privatize through public
offerings, but rather through sales to strategic investors, the BSE has remained small. Total
turnover of the stock market was $82 million in 1993. which jumped to a monthly average of
$63 million in the first two months of 1994.

• Given the limited number of companies traded as well as limited volume, the market is not
highly liquid. Trade is highly concentrated. In the first months of 1994, some '90% of total
turnover was contributed by just six firms: Danubius. Pick, Fotex, Primagliz, Domus, and
Globus. The lack of liquidity has been an important consideration for companies considering
a listing on the exchange.

• Price to Earnings (pIE) ratios have climbed steadily since the market began its turnaround in
the spring of 1993. At the end of 1993. the average PIE ratio was 12.6. compared to 15.8 in
August, 1994.

• A forceful competition to the stock market has been and should continue for some time to be
government Treasury bills due to their attractive rates and government tax incentives. The
returns are therefore very competitive ifmeasured against the share market.

-The BSE Index measures the shares of nine companies deemed by the BSE Board to be
representative of the market based on capitalization and liquidity.

• Twenty-three Hungarian companies that trade in the BSE also ,=urrently trade in markets
outside Hungary, primarily in Vienna
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Perionnance from January 1994 to August 1994
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PRAGUE STOCK EXCHANGE INDEX
Perfonnance from Januarv 1994 to ·August 1994
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PETOFl PRr\TI\G A:'lD P.-\CK-\GC\G 1I

TEACHC\G :'lOTE

Case and .-\ udience

j'
The Petofi Pnnting and Packaging case has been developed as a teaching case study for

use In privatization and post-privatization training programs. Program participants are Iikelv to
be government officials with responsibility for privatization or post-privatization progr~ms.
\-lanagers from the privatized companies also would likely participate in training programs
utilizing this case study.

Discussion Questions

Learning Objectives

II. Related to financial and capital markets development, the importance of long-term
institutional investors in nascent market economies.

How important was the ex.istence of long-term institutional investors to COFINEC and
Petofi? What financial alternatives were available? What steps can governments take to
encourage long-term institutional and strategic investors and other forms of equity capital?

2.

1. How important do financial decisions appear to be in Petofi's and COFlNEC's early
success? Should COFINEC direct future financing for group companies directly, or
through individual companies? Why?

III. Development of clear objectives and marketing priorities and understanding of the market
in which a privatized firm will operate.

The Petofi Pnnting and Packaging case can be used to expose students to different
interventions required in post-privatization management. In particular, this case highlights a
number of key post-privatization issues, including:

I. The importance of financial decisions and the development of sound financial and capital
markets in the success of privatized enterprises.
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3. Why do you think COFlNEC evolved from a financial/opportunistic to a strategic
investor? What factors appear to have influenced Petofi's success? What challenges is
COFINEC likely to face in the future?
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1. How important do financial decisions appear to be in Petofi's and COFI:\ECs ~ariv

success? Should COFI='lEC direct future financing for group companies directly. or through
individuaJcompanies? \Vhy? -

.-\n Important part of Petofi's success IS clearly the result of their ability £0 attract both
international debt and equity capital. The ability to obtain equity capital from Hungary's major
institutional InvestorsJat the time ofprivatizauon and in the 1992 equity offerings), together \,,·lth
the first EBRD loan to a private sector firm In Eastern Europe, not only prOVided needed
financing but also provided market Signals that solidified Petofi's Image as one of Hungary's
best mdustrial companies. LikeWIse, the Innovative "dividend" bond in 1993 became a trend~

sening issuance which not only substantially reduced Petofi's financial costs, but prOVided further
signals to the market about Petofi's status as a dynamic company.

On the other hand, many business students place too much emphasis on financing per se. Even
COFINEC's financially-savvy management agrees that what made financing a key to Petofi's
success is that it leveraged underlying comparative advantages (e.g., good infrastructure,the
premier position that the Hungarian printing and packaging enjoyed WIthin the COMECON bloc)
and competitive advantages (a clear corporate vision the market, low-cost, high quality
workforce). Financing can playa very supponing role in the growth of a company ~- but only
that. One of the key points regarding financing for Petofi and COFINEC was how management
continually reviewed their financing status, responding to opportunities as they developed. The
best example of this is management's willingness to invest in substantial investment banking fees
that ultimately produced large savings through the dividend bond and the replacement of the
high-cost EBRD loan, i.e., management has been willing to explore a number of innovative
financing tools, always seeking advise from firms and individuals with a thorough knowledge of
Eastern European financial markets.

There are a number of other issues or approaches that an instructor may wish to take with respect
to Petofi's financing decisions. Principal among these, of course, is the issue of future financing.
By August 1994 Stephen Frater had already made up his mind that future financings would be
done through COFlNEC and not through the individual companies for the reasons cited in the
case. Toward this end, COFlNEC has begun purchases of the treasury shares to increase its
holdings in Petofi and Kner. A COFINEC~based issuance of equity orland debt is likely III the
near future.

Exhibits 7a-d provide a partial justification for this approach that the instructor could guide
students through. The weekly turnover of the Budapest, Prague, and Warsaw exchanges is
minuscule by Western standard, as are the number of traded stocks (exc;~pt in the case of Prague,
although even that case is misleading since a handful of stocks account for a large percentage of
market activity). This means, of course, that liquidity remains a critical issue for companies that
are listed in these markets. Moreover, while PIE ratios in the Budapest Stock Exchange were
extremely low in March 1993 when Petofi considered a public issuance, they are currently
extremely high in all the exchanges (particularly Warsaw), suggesting a major correction
sometime in the future. At the same time, the instructor may wish to question students about the. ..
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This formula yields a cost of equity of roughly 28-30%, assuming GOH debt instruments in the
low 20s and a risk premium in the eight percent range. ' Still, debt made sense in 1993 given the
companies use of debt to increase stockholder leverage and to avoid dilution of shares.
Instructors could take this discussion further by a discussion on different measurements of the
risk premium.

Another approach an instructor may ,vish to take is to examine the classic corporate finance issue
of debt vs. equity that Petofi faced in 1993. Did it make sense to choose debt over equity?
While the nature of the case limits the information available in this area, the instructor coulcl ask
if debt, even at 17% (the interest on the dividend'bond) was cheaper than equity and why. The
purpose of this discussion would be to show that interest payments on debt may affect cash flow
directly, but that equity is not cheaper. Discussion could tum to calculating the cost of equity
for Petofi (i.e .• what does the company have to return to investors to get their capital?). A simple
formula can be used for determining the cost of equity.

annbutes of a company-specltic approach .\ttachment I to the tcachlng note. an artlcl~ ~'r0m ;r.~

Budapest BUSIness Journal descnbes In more detat! the probl~ms faCing the Budapest Stock
Exchange. partlcularly the lack of lIqUidity Coder what conditions should a company consIder
a Itsnng In J local excnange'1 .-\ company that competes pnmanly in the local market IS certalnl\,
a candidate. particularly If it IS known In the country where the Issue IS to be placed but not I~

other countries Two reasons why COFI~l:C may have conSidered indiVIdual company listings
are the reduction of country risks (e.g .. If the Polish economy goes sour, that may not be the ca;e
for Hungary or the Cze,Eh Republic). Another reason IS to sanitize the successful Petofi and Kner
companies from what are Itkely to be much more dIfficult ventures in Poland. the Czech
Republic. and elsewhere (see below). Ultimately. however, the decision to raIse capItal through
COFINEC has a lot to do with how COFINEC views itself: a Central European company whose
client and investor base is primarily Western. Although not focusing on finanCIng per se.
Attachment II to the notes, the Austria Survey by the Business Central Europe Journal (an
Econom ist Magazine publication) from its JulylAugust issue describes the increasing
attractiveness of Austria as a base for Eastern European business.
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2. How important was the existence of long-tenn institutional investon to COFINEC and Petofi?
\Vhat financial alternatives were available? What steps can governments take to encourage long
tenn institutional and strategic investo~ and other fonus of equity capital?

The existence of long-term investors was instrumental in Petofi's growth, including the capital
provided by the Hungarian-American Enterprise Fund as well as the EBRD as a provider of long
term debt. With respect to government-financed funds such as the HAEF (whose capital is
provided by the U.S. Government), there has recently been some controversy regarding their
objectives. Should they focus on providing equity capital to larger and middle market firms such
as Petofi that can impact larger sectors of the economy? Or should they focus on small and

3
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mlcro-~nterpnses \....hlch truly ha\'e no altematl\·c sources of capital') Given the dC\'clopment or'
capItal markets In Eastern Europe and In many other ~mefl!lng markets. should \.!o\·~rnment

subSIdIzed funds be phased ourl One argument for tocusI~g -on larger. or at le~st mId-size
::nterprlses for equity Investments IS overall cconomlC Impact, as well as complementarttv with
other donors,(such as EBRD) as was the case \\olth the Petofi finanCing. Attachment III p~esents

an article from Business Central Europe. on the Enterprise Funds, whIch argues that thev .lre
plaYing an Important role In the region's capital markets, .

Another area for class....discussion are the steps that governments can take, through regulation or
means, to encourage external capital flows. In the case of Hungary, the adoption of international
standards of accounting and disclosure and establishing a sound regulatory enV\fomuent (at least
in relative terms) has been key to generating foreign investment. Given their generally passive
nature, institutional investors must be insured that the major risks they face are the market, and
not others such as fraud or lax regulation of markets. Likewise, Petofi's tax holiday (both as
a privatized firm and as part of an industry denoted as strategic) was extremely important In

obtaining support from investors as well as financial performance, What are the pros and cons
of such tax holidays? Do they pit domestic against international investors and unfairly tip the
competition scale in favor of the latter? What has been the experience of the countnes that the
students represent?

The instructor may wish to ask students to put themselves in the position of a manager at a major
institutional investment fund. What investment criteria would they choose, and why? Possible
criteria include the quality of company management, market share and potential for growth,
political stability, government regulations, including taxation of dividends and capital, and
competition.

The issue of EBRD's lending regulations is an extremely interesting orie in this case. By
Frater's own account, the EBRD provided vitally needed capital at a time when there were few
alternatives. In exchange, it required considerable management oversight. What do students
think of this policy? Does it make sense? What alternatives are there? For example, could the
EBRD categorize finns according to risks, lessening oversight for less risky enterprises with
sound management? Finally, how can international lending institutions such as the EBRD (which
itself is expected to earn a "profit") protect their clients from currency exchange risks, particularly
in countries where the risks are significant. Should this be their job or should currency risks be
left "to the market"? Another article for Business Central Europe from its September 1994 issue
discusses some steps the EBRD is taking to improve its lending practices, including the use of
discount credit lines through local commercial banks. Under this program, these banks will have
the responsibility of due diligence and mamtaining nonnal banking relationships with clients,
including (presumably) less oversight with better companies. Thef article is presented in
A ttachment IV.
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J. Why do you think COFI:\EC evolHd from a financial/opportunistic to a strate~ic investor?
What factors appear to have influenced Petofi's success? What challenaes is COFL'\ EC likely

b •

to face in the future?

By Frater's account, the turn to strategic Investor came vI/'hen In the process of due dilIgence for
their initial IClvestment in Petofi, COFI~EC realized how attractive the prInting and packagIng
Industry vI/'as In the process of economic transformation from a statist to a market economy The
key POint here IS that Investors of privatized compames must have a clear understanding of the
market that they are getting into. Importantly, this IS not just the market as It stands at the time
of pnvatlzation, b~t what the market will be like In the near, mid. and long-term. It could be
argued that this market vision was the most important contrIbution made by the post-prIvatization
management.

Petofi's strategy was geared to increasing, and over time focusing, on Western consumer
companies which were likely not to be affected by the recession of the Hungarian economy.
Having met that objective, COFINEC realized that purchasing Kner (who's management did not
want to be associated with Petofi for fear of losing their own identity) was extremely important
strategically. Most people familiar with the packaging and printing industry in Hungary agree
with Frater that Petofi would today face a very serious threat had a Western packaging and .
printing firm bought Kner. Although COFINEC's expansion in the rest of Eastern Europe is
much riskier (see below), it is also makes sense that focusing exclusively on Hungary would be
detrimental over the long term.

While Frater and COFlNEC deserve considerable credit for their management of COFI~'EC, It

undoubtedly true that Petofi and Kner are rather exceptional privatization stories. Both firms had
relatively sound management. The labor force was not bloated, infrastructure was fairly sound
(although COFINEC realized that major equipment investments had to be made).

Probably the biggest challenge facing COFINEC is that future expansion will not be nearly as
easy and management has not been truly tested in the restructuring of a problem company or
initiating a greenfield investment. For example, the plant being considered in Poland reportedly
has the same turnover as Petofi, but approximately three times as many employees. At the same
time, COFlNEC's success has not gone unnoticed and Western packaging firms are once agam
actively exploring purchases of competitors in Eastern Europe. COFlNEC understands that it wtll
not be able to apply much of its Hungarian experience to these new ventures. Students may be
asked what COFINEC attributes may be applied to the newer ventures. These may include
market vision, support from successful companies in Hungary (e.g., attracting a client base by
permitting these companies to sell Petofi and Kner-made products), sound financial management.

..
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.-\dditional Background lnfonnation: Government Intervention, .-\nti-trust, "lonopoly issues

S07E The role of government /ntervenllon is u teachmg POint beyond the )'cope (~( thiS ~'cZSc!

:he material below. however. adds to rhe l.·ase leaders' greater understanding of the ,.'ntire
l.'irCWn stance

As discussed above. tax regulations with respect to Investment in privatIzation and strategic
industries have played a major role In COFI~cC's growth, as has the development of sound
finanCial and factor markets through regulations. Given its strategic Importance to COFI~EC.
the GOH decision to permit its purchase of Kner was also very important.

For the GOH, COFINEC's Kner play presented a tough decision: should it be concerned with
'promoting internal competition by not permitting the concentration of such a large market share
(i.e., not selling Kner to the group that controlled Petofi)? Or should it strengthen the domestic
printing industry by going forward with a sale that permitted the realization of economies of.
scale? There was also the question of Globus, the third largest printing and packaging state
owned enterprise which was also set for future privatization. It was unlikely that the GOH would
find buyers for a company whose main competitor had a predominant market share in most
market segments.

The GOH chose to sell to a buyer that would provide economies of scale for the Hungarian
printing and packaging industry, persuaded at least in part by Frater's arguments. First, low
tariffs for packaging and printing products in Hungary in part nullified the competition argument.
The issue was not domestic competition, but competition from any source. As Frater told the
case writer, "We explained to the government that there were state-of-the art plants in Austria,
only a few hours driving distance from Budapest. What would happen if we jacked up prices
tomorrow because our so-called monopoly? With the liberalization of Hungary's trade regime,
it was clear that foreign firms would move in and that we'd be out of business if we tried
something like that.". In short, at issue was whether it made sense for a small country with a
liberal trading regime to implement large country competition policies. Second, if the
government didn't permit a strong domestic printing industry, Frater argued, individual domestic
plants, even supported by foreign capital, would not be able to compete effectively with larger
European firms since the real market was not Hungary but the entire ·"region.

In the end, Frater's arguments won the day, though the issue is still controversial. Recent
articles in Hungarian publications have questioned the wisdom of permitting a single company
to have such a large share of the market. The issue of market definition is one that has attracted
considerable attention in U.S. anti-trust rules and regulations. COFlNEC argues that the "market"
is indeed not Hungary, but the region and even parts of Western Europil. Petofi and Kner both
export an increasingly greater share of their output outside the country. By this standard, their
"market share" is considerably smaller than what critics claim it is. To date, there is no
indication that the joining of the two firms have affected pricing negatively.
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BUI even though the man<el h~< grown,
the :;'Jelllon these days 11 :10" much new
capll~t can the excnl~ge r~lSe for Hungar·
11n,01<cd C('lmp~nle\

Rcccntl~· 10rcIgn InveS\<lrs In \IJt,h' R, 
lhc >IJIC ;lnone :ompany - olocKed the
SIJIC > plan to oifer Ft ~.-S ~Ilhon (5~7 ~

mllhon) elCcluslvely on Ihc 3SE. The t,;.S.
"Saby Bell" Amcntcch COI1l anC DeutSche
Tdeieom. WhlCh own 30"., .... anted to delay
lhe offe:lng. ,n pm. so Ihe ISSue could be
IIso sold In forelzn muieets ~l pOtcnul.lIy
hlzner pnces.

·•....e want to:o II prope:ly anl1 on the New
Y(Irk. :'.Jnc:on ~nd FrJru<iol't e"cnUlzes:'
~a;Cl ~lul< 'on Ldl,ensi<.lod. a member of
"Iat;jv', oper.mng commlllee. 'The Budap.
eSt Slock clCchante IS 100 small:'

!r.ce:d :t IS The SSE :"~hange hu a
m~rl(et capllallullon of SI 2 ~llho" com·
plr:d 10 the Wunw SIOCK c"chan~e's 54
~I,hon and tne 59 b,iilon i':lgue Suxlc Ell.'
c:ange. Across lhe oarder " lhe 527.1 bll·
hon ... ,enna 510Ck Exchange,

'·I.tiv IS nOt l:"le lim Hunpnaneompany
10 ~o :0 ~t:"lCr StOCK ClCctun fes In search of
~a;lt~1 rotclC. Ir.e pooto il:~essor and re,
t~ll hOldong company. wcnt to New Yorlc 10
flLse S70 mllhon. and holding company
Kontum :alsed S7 25 mllhon on Western
E..uope mUkelS.

The fact tnal m:uw comoan,es arc search
Ing for money Out~lde or Hungary under
scores some of BSE's long·term problems
"'"Ieh could Slunt Its future ~ro"'th. "n~·

lYSIS offer, among othen. theSe major rca'
sons:

• ,nadequate banklog servIces
• limned hquldny
'Imall number of qualllY shares on the

excnangc
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BSE is sn131L but its limitations Cill1 be corrected

••

Technical delays
The hmlted cuslodlll ~ervlces in Bud~p.

eSl lisa leads ,"veston to bUy shues In
other marlteu. Commerclll banks prOVIde
CUStodIal services fonllvestors. holdlllg their
shuc:s md seuhng the: transacuona.

"'Technica1 delaya WIth banks (in Budap'
estl and difficult scttlement la not accept·
able to intemauonaJ sharcholdc:n:' $.lld I iru
of Sunucl Monugu.

Ciubank and BUdapest Bank lIe conSId
ered some of the leading custodlm service
provlden for lnternluon.U Illveston on lhe
Budapest exchange, butboth adnut the need
for further development. plIticularly ior
foreIgn customers.

When buyings~.both banks wl111end
the foreign investor the money for (wo days
until the foreign c=nc;y exchange ean be
completed through banlc.inC cleanng houses.
Moat Hungarian banks require loneer•

"At thia time, there is no interest on the
money and its IIOt invested. Its just SIIung
there," SiUny\ Slid.

Agnes Kwnmcr. head of custodial ser·
vices at Citibank. sud. "there ia lower de
velopmelll of these scrvices in Budapest.
than VieMl" addinc: "And investon need
confidellce in the bank's ability to cUT)' out
settlement."

Budapest'aunderdeveloped custodial ser
vices makes conductinl business slower
and more difficult Cor international inves
Ion -experieneed fUWlCial hounds Who are
occlUlomed 10 mLnute·lo·mlnute deals and
wiring money euily around the world.

"U investon see the scttlement su'ucwcc
worlcinl here. then there' S":I need to be In

Vienna." said Kummer.
This summer'a new SSE listings ue not

expected to radica11y ehange the situation.
The new shan:s include plastia company
PUlllonplut. phamucc:uti<:al fum Eps, vi
umin company Plwmavit. froWl foods
company Goldsun. Intcr-Eur6pa Ba.nlc..
Graboplast and grocc:lY store chain Global

Investors also get a 30'% tax break on
lllitiaJ public offerings ifthestOcl: is held for
three years.. Tho Wl break wu inlCllded to
Ittr&CtlllY~tors to neW iuues, but hu can
mbuted to Illiquidity according to analysts.

All.hOUih the upcominC lPOs may not
solve all the exchanle'S liqUIdity problems,
SlIJn)'1 md.IUy "uc~goodstcp, though:'

Gedc:on - the number one compmles 10 the::
field," $.lld JWlry of Concorde Secunues.

He Said It IS ~!urll Wt these compuues
10 be offered on VUlOUS Sloek. e~changes.

":-<one of the loell Western Europe mu·
"elS can handle big-seale pnvlullilon
alone:' he U1d.

BSE Company Capitalization by %
• :~:a, ~ ....

II "0 5:~ec .~.

II Sit.lla·':vco ; .

III Z..... ,aCA .... I"'..e;,. ; ....

"Sovolrade IS lISled In Fr:uti;fon and
Vienna. ....here the mlJOnlY of Its tndLng IS

done. wtuch IS why LIIS not hquld III Budap
est:' he $.lid.

An.l.Iysts ~gree tha: foreIgn lllveSlon such
u pensIon funds and emerglllg mariecl funds.
ue Interested In malc.mg mulu·mlllion Slade.
purchues. Stoek purchucs of 510 million
or more In a slOgle company uc not un·
l.lsl.lll. s~d SIUnYI.

Whucould they buy or wanllO buy on the
ESE It th~t unoun!?

In f~l. S10 mllhon would buy up all the
shues oifered on the BSE of the eight
smallest compuues. 10cre ue 13 com~

nies With less Uwl 5 10 million III clplwiu.
lion ~vlll~ble on the mulc.et.

In many cues. any mulu·rrullion dollu
stoel: purcha.sc would glve the investor op'
erallOnaJ and legll control of mosllhe busl'
nesses; NOI someltung lTI2.Ily lllSutuuonll
InveSlon uc llltercsled in.

T....ooflhesesmll1c:rcomparucs.Tcmho\ding
and Mum. arc: under liqwd1cion. wtule othc:n
Iilc.e KonU'U lrod.w:chniIc.a and KonllU
Telelc.om In: in dire liNn::ial &tniu.

"Wier blocla an: diIficultto cxecute on
the BSE bccau.se of the lack of liquidiry,"
said Attila Kovks, I bralc.er ItCredit Suiuc
Flnt Boaton.

Also major atock purchasea result in mao
jorpncc: flucnationa, especially lower-apl
tl.lizedcompwes. Compuues' slu.n: prices
an: euilyclunled by re\.ativdy small tndc:s.

"Il'a vcry funny,"said ZoIUn Varga ItCS
FIrst Boston. "Spend Ft 20,000 (S2OO) and
you can push up the price by S~ to I~."

Kovk$ added. "'The BSEis illiqUIdbec~
its doesn't have the stuble companies."
M~joc swe utilities, includin&; Hungarian

airlines MaJ~Y, elecuic:aJ utilities holding
company MVM Rt and oil company MOL
Rt. arc: offering only I small percent of its
sIun:s to investon In exclunge for campen
wioncoupons. A sccondlW1d~I for the:
sIun:s will dc:velop on the: ovC!·the:-<:ounter
IlW'Ic.el and part of the Ft 3..9 btllion (538
million) MOL issue WlU trade ut VieMl.

"The exchanle has the capaclt)· to h.and1e
these s~ - they're beinl Ieept ofC be·
CIUse of politia," wd Victor Havusy,
ctuef tnder Cor Girocn:dit S«urities. ''1bc
number ofcompanies on the exclunle after
four years is very diuppointing:'

Offering large cllunlc.s of phone company
Muiv and other uulitie:s wouid "in OrIC step
change the ....hole Iiquidiry piCrun: on the
BSE." S11d Sitinyi of CreditJIUulL

Until major new ISSUes Iutlhe mariect. II
.... lll be pb(ued by slunted uowth..

'11Ie cxclu.nge defiOltely r.ceds the Ih.1!'es
in the: lop compmie.s - Mwv mel RJctu.cc.

Eight companies occo~nt
for three·fourths of

the S1.2 biilion
i;
.: :opitoiizotion on

;I the four'ye<lr'old

8udapest Siodc

Exchange.

~tore debllhan equilY
Small ne.... ·e"chmges e~penence I van·

cry of problems.
Gyorgy Jwuy, managlllg director of

Concorde Secunties, said the SSE is "ch.ar
~ctenstic: of smaller exchanges. with undc:r·
developed lllvesuncnt bases."

The 5 1.25 bil1ion clplwiution in equi
t:es docs not include another S6.lS billion
III othcr ~unties pnmanly government
:,onds - the SSE flnt and pnmuy invest·
~ent product.

''"The 3SE muleet capluliuuon SlrUC1ure
:s ruily unhealthy," Said Giber SIUnyt, an
J.'lllyn ior CrediwuwtSecunues. Eight of·
:''le 30 regIStered compuues on Hunguy's
e"chmge ICCOUnt for 77~ of the enlin:
CqUlly caplWluuon of the SSE. Fota and
?lCk. combllled Iccount for one·third.

:-'iOSl of BS E·listed companies an: also
listed III Vienna on the over·the-counter
e"change. while another 10 an: listed in
~Iuruch. one In 5tullgan and one in Fnnk·
fort. Fote~ trades III New Yorlc. while scv
era! ~hucs ltlde on the London and VUlOUS
German over·the-<:ounter marltets.
~uk.ellllg IS the maJII reuon for listing on

l.'lese exchanges. ICCOrdlllg to broken. For·
elgn inveslon uc more funlltu With more
developed muli:ets. said Giber Tunis ~

Ta!enrum Secunues.
PnClllg uUomauon IS also more Ivailable

Ul these marX.cts.. Madcaquotes focthe: Budap
est. Pngue or Www exchanges an: not
publUhed III ~Jor fUWICIIl ~pen such u
:he London·bued FUWlCw Times or the:
European edluon of the: Wall Street JoWl1aJ..
~IUlY HunglIUll stock.s tnde more &c.

u vely wroad than on the BucUpe11 exchange.
P~ler Hu It POSllbank Secunues Clles the
c~unple of Novolnde. I consul,llle Uld
;x>nfoho mUlagement compmy.

":..J ... """'::::y :s ... :'t~ "'c':e ::::~::g ?::I:
I.~a ?~.J..-m~v:aoro~.. SoLie l.slponC1!in1.
~J.'"..1g:r.g :;;o;c:or oi S.I..itl..el ~Ionugu's

3"C~PCSI oi:i:es. 7'!:e ~unl comtJmy e~·

'xca :nleIT'..1Uonal m.-eSlors :0 purcr..asc
"1)"'010 Bu"",, of LlS current Fl 2.4 tlLllton I523
mIllIon) r:ghlS Issue. I
VIl~11In md phum~ceulLcal compmy

?r.arm~V1tIS sell1ng 6a% of IlS 620.COO slw'c
Issue 'In ullernauonll muli:elS.....iuch mUllS
m esom~ed i'l 211 mIllion (52 rruUionl Ll1

slock LS bclllg oifered Intc:rnauonilly.
Rlchler Gedeon. "ne ofCentr.l1 Europe's

LIl',eSl tJhum~ceulLcll compmles. IS plan·
lung rllse ~ome 560 nulhon In I domeslic
md It\lem~uonal puohc :ssue. Anllysts
ls:'ee mOH of the money will nOl be raised
on ~"le 3SE.

AOOUl 30% of :he Fl U 5 blilton (513.3
mIllion) face·vliue Issue oi syntheucs and
vinyl company Graboplut shues will be
s"ld to Lnlernallonll Inveslors In I pnvlte
pllcemenl. Hilf of Gangent's mOSI recent
FI 40 mIllion (5400.000, Issue wu sold Ln
German mulceu.
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Venturing abroad
Investment growth has been more startling. Last yeac for the
first time, Austria became a net exporter of cJpltal - a ~Itua·

tion that up until the late·1980s was unthmkable. Part of the
push to get the country's overwhelmingly sinall and medl'
um-sized companies to cross the border came from the begin .
nlngs of the ~1aauCicht talks in 1986, but the openlOg?} the
<'Jstern border.s three years later brou~ht a level of Inte~~.l

·'.)n.lltsJuon 10 the economy lhat was entlrelv new

GUrtel-Wesl

:00.' Brn,o "," ~

~
~

The logic of
geography

brcak-up ')1 :h~ :i.lb\bLir~

Emptrc. (~r.~:al .lr.d bstcrn
Europe J(c0umed tor
almoH half 01 Austrlas
e:<ports. Despite a surge to
the mld-19 ;"Os at the height
of detente and the receSSIon
In the \-,'est, that share had
dropped to a low of 9% by
\988 (see fig. II. Since then.
it has increased to 12. ;"%.
largely due 10 a lump In
lrade With Austna's direct
neighbours - lhe Czech Republac. Hungarv. Slovakia and
Slovenia - which account for 8.2% of total exports. Last year.
Hungary overtook Great Britain to become Austria's fifth
most important trade partner (Austnan Imports from Hun.
gary come second only to those from Germanyl, and :he
Czech Republic ranked nlOth. First quarter statlsllCS for thl~

year show further export mcre.lses 10

the neighbOUring countnes. Jnd :'vr
the first time sInce t~e mld-19SI)s.
Imports are mcreaslng more qUlcklv
than exports.

Opinions differ as to how far the
upward trend Will go. Stephen
Barisltz of the Ausman Institute of
East and South·East European Stud·
les believes that JOIning the EL' .....Iil
strengthen Austria's Western orten·
tation, limiting the share of exports

_ to Central and Eastern Europe to
around 15% over the next few years,
and to no more than 20% in the
long term. But GerhilCd Fink of the
Economics University of Vienna IS
far more optimIStic. He belaeves that
Central and East European trade

could reach 35%. now lhat Austna 15 gOing to be on an equal
competitive footing with the EU. Hungary and the Czech
Republic, he suggests, cC'.Ild account for up to 10% each
(more than either SWitzerland or Italy todayl. assuming
strong growth and closer integration With ''''estern Europe.

• 26.1 % 01 Austriln investmentI~ goes to
CenuI' Ind Eastem Europe.

• Aunnl oKcounU lor 10.2% of the to~' number
01 joint ventures Ind 8.9% of the to~t capital
,nvested in the regIon.

• Centrll Ind East Europeln comp.anies mIke up
only 2.\ % of lorelgn Investment in Austnl.

• 12.7% olto~l Austriln expotts go eut - more
tran in Iny other Western country - giving
Austnl I share of Iround 7% of OECD expotts.

• lmpotts from Centrll In<! Eastern Europe mIke up
7 S% 01 to~1 ",ustoan ,mpotts, IelVing I trlde
surplus lor Austnl last year 01 S1.400.

"''9'0''''''1~'''J

...
·\'_·Si·::-:·\:. >:.:'\ :, \ :.;i. : i~L '." l:.Sr·'i (.;-\ 1"[\\'-\1' 1\) rHE E.-\ST. \\1\\ f"f-il
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FUTURE DIRECTIONS

F
or ·.kc,'G(';. ·\ustn,l h~ld .i sp('(IJI nl(tl(' In InternatlonJI
poiltlCai and business rel.ltIom.ls J ·;:.ltewav' to com·
murllSt Central .wd Eastern Elirope\lthnu~h the bor·
ders are now open and :nternatlonal business In the

region IS Incre.lslng. (hat Image (With vartatlOns on a spring·
board or brtdge themeJ stili Jdorns promotional i1terature
and tripS easll... oit the lips ot ofllelals and bUSinessmen alike,

But behind the rhetoriC, some are wondertng what exact·
Iv that role IS gOing to become now that the Cold War IS over.
and bUSiness partners can tly back and forth without the help
of springboards and bridges.

Will last month's deCiSion to lOin the ElJ turn Austria into
a vital link in the process of European integration. or just
knock a final nall 10 the coffin of non.all~nment? Will the
tlurry of Austrian bUSiness actlvltv In the regIon become a sta·
pie for both sides, or a drop In the bucket In the regIon's total
actiVity?

The answers are no longer quite as simple as m pre·1989
days, when Austria's role was to mediate and calm down East
West tensions. while conducting
whatever busmess was pOSSIble
under the circumstances. The key to : IMPORTANT PARTNER
its success in the region then was its
neutral status on the edge of the
Western world - a geographical and
political position that gave Vienna
more East European embaSSies,
barter deals, spies and high·level
East·West meetlOgs per square mile
than anywhere else In the West.

:-':ow that the Ideological ten·
slons are gone, that partIcular niche
has disappeared. What remains 
and what is redefimng Austria's rela
tIOns with the region - is a combina·
tlOn of two elements: the compara.
tlve advantages of geographical and
cultural proximity that are turning
Central and Eastern Europe into one of Austria's most Impor·
tant markets; and a growmg sense among bUSiness and politl·
cal leaders of the importance for Austria's future of Integrat·
109 the region Into the rest of Europe as qUickly as pOSSible.

Hannes Androsch, former deputy prime mimster Jnd
now head of Androsch International Consulting, argues that

: the events of 1989 have re-established "the logic of geogra·
- phy" in Central Europe. Linder normal circumstances. he
:; says, the vast majomy of bUSiness is conducted within a 500
:; km radius of the home base. but politics erected an artifiCial
~ barner to the east and forced Austria to reorient itself wesc
.II wards - primarily to Germany. WIth which the country now
'" conducts 40% of ItS trade.
; Austrian companies are now starting to re-establish lh,~\~
::>

normal regIOnal economic lIes. [n the I920s, follow(n~ ,- ~

BU~INESS CENTRAL EUROPE IULY/,),UCuST 199~
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IN SURPLUS
Austrian trodt with Central
and Easum Europe (J bn)

IULY/AuGUST 199~ BUSI .... I~S ;·.TRAl EU~

Integration
Although a lame excuse for prOteCllomsm, It :s :!11S :~::..;

mental recognation - that the economic gulf betwee:1 '.\ ..
and Cast can only cause problems for Austna - that IS ..1:-:\'::
overall policy towards the region. Regardless of what JSO':
of Austria's concerns you take. labour migration. Imoo'r:"
environmental pollution. secumy Issues or o....erall busm.:
development. a long.term solution requires that thiS .:1~"

tlon on Inequality be addressed. As ~r wcma puts It: "'.'
have very egotistical reasons to develop these countnes, '.

Efforts in th!s direction are coming from all fronts, .;_
tria's aid programme for the region is per capita the largest
the GECD, focusing largely on training managers, bank.:
and dvil servants (over 20.000 have participated in traml:
programmes so far), and prOVIding financing and investme
guarantees for small and medium-slled companies m ....est::
or starting up in the region.

But the main focus of these efforts. now that AustrIJ r.
decided to join the EV next year. wtll be pavmg the wav :
membership of the Visegrad countries. Expectations are \'i:

high in the EU, which is still uncertam how to go about 111'

grating its post<ommunist fellow·Europeans. and in :
region, especially in Hungary and Slovakia. which will :"..
have a border with the EV for the first time. Bela Kadar, H...
gary's trade minister, oozes enthusiasm at the prospect: "r
future role of Austria is to link Central Europe economical
financially and politically to Europe - the road to \";este
Europe leads through Austria." Such sentiment IS a little:
strong even for the Austrians searching for their new mct
-These counfries certainly don't need Austria a.s t~

spokesman, H says Mr Lacina, -but they can rely on us to pL
their case - especially for smaller countries such as Slo....el
and Slovakia.H

I

jr~L J~it'eL ~o re;:'IJ(~ ~\rl:":::;·JJ:~::7..i:.·.·.' ..:~' . .
""~Jt Jre ,:1n~xuous;v 7~;~.~d ". '::";~:Jr·. :,x:", -'. "
jf1C ':T:lnlmUm ;)fIC'~ ,(uarantees' - :: :~Jil:~·.l '. :..... ~

r('~uiJted quotJS. lh~ ~o~e~::m~nt ; tJ,Hil:0r: :r. ':'.; "
protectionism IS ambivalent -\(.:ordlr.~ to :i::Jn,.~ -: ..... '.
F~:dlOand wClna, the dumplO~ ,~JimS He ·;'Jr::'. 1':~,
.lnd partlv an excuse (0mpanles ~J\'e to ~e! '.Jse,..: : ' .:- _: . ,
that there IS more competlllon. ::ut :~e deC:Si\'e ~'<:;~: .
\'IVIOI; the transitional period. [n th~ :'1nl; run. :-.. :.~,;,...:\, ":.!, .

Interest 10 malntalnlOl; :h~ Jliie:enc~s thJt Jre ~.1·":S.:".C: •
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Austrian invesrments abroad (,.(TS bn)
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"The road to
Western Europe

leads through
Austria"

T·,,: Brrio .,

Austrian exports to Central Europe (96 of total)
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JrJund ,me ':;''':Jr:er oi ):1
inveStment 10 ~Jch oi :he
nelghbounng states, In Slo·
\'Jkla. It IS the single largest
Investor with 23 41(, at the
~nd of ~arch - the I1nt llme
that has happened for Aus
tCla anl{Where. lAst year, lust
over one·third of all new
Investment flows were
directed eastwards, bringing
the stock of investment in
the region to almost
ATS20bn lS1.7Zbn) (see fig.
2). Around two·thirds of

that - in some 4,500 companies - went to Hungary, followed
by the Czech Republic, Slovakia and Slovenia. Countries out·
Side the former imperlJi sphere of influence - Poland. Bulgar.
ia, Romania and the former Soviet Union - are way down on
the list. with no more than a few percentage pOInts of total
investment.

The capital transfer may sound quite large for a country
the size of Austria. but the total amount nowhere near match·
es Austria's trade surplus with the region, which has been
running at around Sibn per year since 1990 (see fig. 3). The
shining macro·statistics are reflected at the micro-level in the
success stories of sectors such as banking, constructioO, retail
trade, consumer goods and machinery. But not everyone's
been a winner. As Friedrich Makart of the Industrialists' Asso
ciation puts it: "We've had the greatest advantages from the
transformation, and the greatest disadvantages. H

Finland, whose economy went into a tal1spin after losing
its Comecon markets, might beg to differ on the latter point.
But those Austrian sectors that are feeling the pinch of cheap
imports and new Eastern competition - steel, fertilisers, agri·
cultural machinery, cement (see p. 45) and agriculture 
would agree wholeheartedly. For the last few years, compa·
nies in these sectors have been insisting on state protection.
They argue that thelow-priced competition is unfair because
it's based on subsidised energy and transport costs. and lower
social and environmental standards - known in neo-protec·
tionist speak as ecc- and social dumping.

After a flurry of quotas and anti-dumping procedures last
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Austrians expand eastwards------

The near abroad

W hether returning to their old Central and East Euro
pean commercial haunts or expanding abroad for
the first time. modest (by international standards)

Austrian concerns are fattening themselves qUickly on the
region's new opportunities. One outstanding example is
Vienna·based food retailer and coffee roaster Julius Mein!.
After losing its pre-Communist Czech. Slovak. Hungarian,
Romanian, Slovene and Russian market·holds to history. the
firm shrank to what Michael petscher. a specialist on Eastern
Europe with the Austrian Federal Economic Chamber, calls
"basically just an Austrian company" of the typical mid
sized. family-owned variety. For such firms. the opening of
new markets to the east have been all the spark they needed
to become bUdding multinationals.

When the iron curtain rose, Meinl's retail holdings com
prised 260 stores in Austria and 20 in Italy, a West European
presence which has changed little since then. But eastward it
has exploded. From fledgling forays. like a modest export dri
ve starting in 1980 to Hungary and what were then
Yugoslavia and Czechoslovakia, and a few shops-within
shops set up in Budapest in the mld-1980s, Meinl today
boasts 160 stores in the region. Their turnover by volume is
now roughly 80% of Meinl's Austrian operations'. Its 600 sq
m supermarket opened in Prague in April is the first of what
Meinl says will be eight such Czech sites by the end of the
year. and a total of 30 within five years. Meinl is also qUickly
expanding Jeee, a newly-launched chain of deep-discount
stores in Hungary. follOWing the success of its largest holding,
the Csemege·Meinl chain.

Stumbling blcx:ks
The going for Meinl's renewed eastward expansion ha~ not
always been smooth: in 1990. Meinl told the press that it was
negotiating to open franchise shops in Poland and the then·
USSR and to take a 50% stake in a cafe on Moscow's Gorky
Street. But these projects never came to pass, for reasons the
firm won't discuss: Meinl general manager Werner Ziegler
e.xplains that its failures make for less interesting conversa·

.....

Bulldozer tactics
Wienerberger's aim in the region is as simple as ItS methods
have been stark. "When we enter one of these (Central or E.Jst
Europeanl countries, our goal is to dominate the market."
says Mr Winkler. They are off to a good start. To block com·
petitors from importing cheap bricks - whose weight and
bulk makes deliveries of over 250 km a money.loser - Wiener
berger in 1986 and 1987 bought every foreign brick plant
near its borders. Since its first Hungarian acquisition in 1986.
Wienerberger claims to have cornered 40·50% of the bnck
market there.

It has also restructured its acquisitions methodicallv and
radically. Mr Winkler cites the case of the South Bohemian
Brick Works in the Czech RepubliC. whose 1.700 workers at
11 plants turned out an annual 100m bricks per year when
Wienerberger bought it. Today 300 employees at the remam·
ing five sites make some 350m bncks annually. thanks In part
to heavy outlays for automation. Its first greenfield Site, built
at a cost of ATS250m, opened this May in the Slovak town of
Zlate Moravce.

That it chose to put the site in this particular. Wildly asciI·
lating construction market (Slovakia's construction Industry
shrank 31.6% in 1991. grew 7.8% in 1992 and shrank 28%
last year) shows it willin~ness. despite its self·professed cau·
tion. to tackle risk head on. Wienerberger's restructurJngs
"are never smooth," says Mr Winkler. "There's always prob.
lems." The Ziate Moravce site. in what he deems a typical
snag. consisted of some 25 newly restituted plots. each of
whose owners haggled for the best price. "It takes a long lime
until you can finally say. 'The place is open'."

Bumps along the way are also familiar to Italtex and the
other holding companies of Ivan Holler. a Virtually unknown
Vienna investor who launched into a nurry of Hungarian
acquisitions in the late 1980s. One of these, for stakes in ..-tex·
tile factory in Gyor. soured when the Hungarian .'irm '"em

'Vt'\tlr.~ · JS n~,." \.J:JI~Ji ·~·_~lj~;,,-1' •. ,~. ';' ,: '" ..

~I~ht rrJ!I .. ,',1me up.. :1,' SJVS . "~:i,~ r":'r '~>' ' •....
:ur success."

\ l( thJt. there I~ x:.J(h :0 (Ill! \ :Jpl:JI InC:'l'JS,' .: .
.l,T'S20Im to .l,T'S;-S0m 'S66mJ to tinJnce Its eJstern I!\:'J:'

sion and Its habit vi retnvesttn~ eJrntnl!s ha\'e ;in('d ,., .• ,..
With the muscle to make ItS n('west holdlOJo;s p.lv.m '... !:. "~
the 1993 t'JrnOVer of julius \letnl International. which (,:~.

Slsts of Metnl's Ctech. Slovak Jnd Hun,prlan holdlr:~s. "J'
vlnually unchanged from 19Q2's -\ T::i2.~bn. poSt·lax .. r,)r.~\
soared from ATS22.9m In 1992 to ATS63 4m I is.Sm. la~l ·.l!.H

rhe former east bloc markets have .lIsa been j."ev to :~l!

dramatic resurgence of one of .-\u~trla·s mo~t ai(gressivc:"
expanding firms. budding materials maker Wienerberl!er
which in 1980, saY's one of Its executives, romas '.... lnkler. WJS
Njust a loss-making East Austrian brick producer" With mere
memories of its once-strong pre·World War I presence ;n

Bohemia and Hungary. But since the trickles of a foreIgn
acquisition spree in the mid·1980s staned to gush 10 earnest
in 1989. Wienerberger now boasts 88 production sites world.
Wide. Twenty-mne of these are 10 Central and E.Jstern
Europe. more than In any other slO~le region or coumr...
including Mother Austria. whIch has 25, The ATS1.9bn
CS254m) it has invested in the newlv independent states IS

some 30% of its total expansion outlays. and the region
accounted for approximately 20% of last year's ATS12.1bn
sales revenues.

~' ~'.' :-- ~ r "':
;r '~15 <4.<",\ ~I:·!.~·:>_··n . r

\~;;::J ~ ····~>Ir.'."S :·.'!J::'.:~S

'.,nh (,,:~~r]i J:iJ :~$:~1~n

t:.Jr;)pe. '-\ ;;!":~!m ·\r~~H.:t:1

)1 :he Elsner ::JdlO~ house
~u~gem :hat :he ~ltewav

Image will have :0 be reo
vised. ''It's IroniC that Vien·
nJ IS now havlOg to do a
I~O· turn of SOrts - It used to
be a gateway for Western
companies commg Into the
E.Jst. but now In two·way.
Austrla WIll have to market
itself to Central Europe: say·
109 come here In order to
penetrate the West.·

GUrfel-West ~

Austria is
now a two-way

street

iJJ Brno . ,.."
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an :\irlines. moreover. boasts J plethora oi re~u!.!r

tllghts to these capitals; theIr relative paucity from the ._ ;
example, makes London ".1 non-starter" as a C<;!ntral Jr:.:
European headquarters.

Others who have tried working from such a dIStant
have soon enough found themselves succumbing to '::c
One example is Canon. whose masters In Tok\'o InS,S:-:

using ~arubeni. a Japanese trading companv for se .. ·
the Visegrad countrtes, Romania and Bul~art3 C.1~: ~

tria, however. defied Tokyo's orders to stav out J: :!;e :-:.
deftly drubbing ~arubeOi in what became a fi~ht for ;~g:

turnover, and as a result in 1993 became Canon's ne..... ,e•
.11 centte, says Leo Hauer. CFO of the "ear·old \·lenr.J·:
Canon Eastern Europe.

Vienna's banks are also a draw. IBM's ~{r Chane:a
they have shown a greater Willingness than InstltullOr:S
where to finance "slgntficantly" the companv's Cent:a,
East European suppliers, distrtbutors and customers. A
that some executives are ioathe to discuss - because !he\
to dO so divulges a competitive edge - IS Austrian law ~

shore banking prOVISions. which allow tax free remlt!a!".
a firm's home country of net Income on sales m3de 01,.;

Austrta. The country's banking secrecy laws. which
Switzerland's. have attracted many a discreet RUSSIan
tomer and - reportedly- a compatrtot who has made a
ness of advisang them how to do so. ~{ore out tn the:
Hungarian travel agency Ibusz this winter moved ItS lr.:,
tional operations to VIenna. in part because It tired oi ',,'J

weeks for Budapest banks to clear Simple pavment trans:

That gateway-thing
.-\nother oft-cited reason to make Vienna a base for re;;
operations - that history has given Austrians a unIque ur
standing of an "eastern mindset" - comes .lImo>! ret1ex
from most Western executives..-\ typical expresSIOn v[
comes from Daniele Marano, a manager With a Dow C~

callEIi Lilly agrochemicals loint venture. which irom ':.
has overseen activities in the Visegrad countries. Ror:".
Bulgaria, former YugoslaVia and most of the C!S Slr.~·.

ventur.e began in 1989.
The AUStrians, he says. serve as "a link tf) [he :':1e~::

of the regIOn; Vienna offers "a breath of the "';es: ·.~It:-: ~

[l] Smo' ,

\ofultinationals in Vienna-------

Hosting the most

Vienna's status as host city to multinational firms long
ing for qUiet, efficient headquarters for their Eastern
operations seems to be continually reaffirmed. It hap

pened most recently last month, when Agfa and chemicals
producer Hoechst made the city the headquarters for what
they hope to become galloping new levels of trade with Cen
tral and E.1stern Europe.

With good reason, say Western executives already here.
Vienna office rents are cheaper than any other potential base
Cltles East or West (see chartl, has basic suPPOrt tnfrastruc·
ture !like reliable phones) and is close to most pOints 10 the
Visegrad countries, which helps with transport and other
lOgistICS. Another attraction is a banktng system considered
buslness·frlendly. whether the firm In questlon wants to
finance operations 10 the East or IS comlOg irom there to
bank In secrel. Lastly, there is the much·touted Austrian
"speCial appreciation" of Eastern neIghbours' ways of think
Ing which. while commonly Cited. IS gaining ItS ~hare of
sceptiCS as well.

Asked why his firm coordinates regional operations from
the city. IBMEastern Europe president Dilip Chandra rattles
oif the trav~1 schedule he knows .111100 well. \',,~nna IS ..145
minute Hight from rra~ue or Budapest. In hour In the .llr
from LJubllana and 45 minutes bycar from BrallslJe'a Austrl'

;-.. : lon\ .:~ .

\ L '> r RI.-\

44

. I·~."· .,. ire'lullv. r~.~

• ':.1', ':'0,'• .l:·: :l1J"In~ ml::l·
... I! ....: .... \.~HtJln.m~l,,\.·r

, ;Jr.~l·n 1.1 o\!lIl'h Jlr~JC;\

eJlhkr r"l' llJ rl'~lme ttJl.I
,:Jr~l'll !lJil :1\ rl'Venues In
~JrJ ,·... rrcnev. After J
i~,>il)m Sllmllnv~tment

ol\ er :hl' :J~t t hrCt" years, ot
r;,;w I:~pf)n~ ~Il'\(, of Its IS,)
•i')/j 1·(crtll;ed wares, most
,)1 them to Germany. Franec
Jnd th~ LX 1992's loss of
Ft9 9m rebounded 10 last
year's Ft.l2m pre-tax profil.

'Ir Holler has also turned around Foenlx, a 40-store retail
(haln 10 Hun~arv's depressed Haldu·Blhan county, He has
Invested some S8m In the 1989 acquISItion and hacked Its
workforce from 550 to 350 todav, lurnln~ the firm's Ft86m
lo~s 10 1902 Into last year's Ft24m pre·ta.'( profit. Over the
~Jme period the results of another Holler l:'uy. the Szaport
Shoc FJl:torv. moved from a Ft7.Sm loss to a Ft2.9m pre-tax
profit. Productlvlty there IS up as well: when It was acquIred.
the plant'S 500 workers turned out iOO pairs dally; today, 300
......orkers make 1.200, some 90% of which are sold to Rock
port. an upscale US leisure shoe firm. Any "\.1ade in Hungary"
labels on these products - and on a burgeomng number of
others commg from the new East - might as well add, "but
financed in Austria".

Made
in Hungary

financed in Austria
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It's a question
of mentality

HOTEL MAXIMILIAN (PRAGUE)
OASIS OFFICE BUILDING (PRAGUE)

NOVOTRADE
FOTEX

DUNA MARRIOTI HOTEL (BUDAPEST)
DUNAPART OFFICE BUILDING <BUDAPEST)
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Protectionism -------------

Concrete measures

I n recent months. Germanv has JI'!-,eJit!J Jl'ptnst .:emer.:
dumping by SlovaKia, Poland and :ne C.:t!t.:h Republic. an":
Spam has complained about cht!Jp ':t!ment being shlppell

m irom Romania. Both countrtes have flied antl.dumom~

protests with the European CommISSIOn. But .-\ustrian ·pro·,
ducers - closer to the source of the Imports - hJve been c;)m,

CZECH REPUBLIC:
HOUDAY INN (aRNO)
HOTEL DoN GIOVANNI (PRAGUE)

TUNGSRAM
laus!
BUDAPEST KEMPINSKI HOTEL
MADACH TRADE CENTER (BUDAPEST)

WE STRUCTURED, FtNANCED. ADVISED ON OR PARTICIPATED IN THE FOLLOWING TRANSACTIONS:

HUNGARY:
HEMINGWAY HOLDING

GLOBUS

DEALS IN CENTR.AL A.ND
. EASTERN.. EUR'OPE ,

POLAND:
IPC OFFICE CENTRE (WARSAW)

MARRIOTI HOTEL AND OFFlCE COMPLEX RADISSON HOTEL "NO OFFICE COMPLEX
(WARSAW) (SZCZ.::CIN)

RUSSiA:
S"LTSCHUG KEMPINSKI HOTEL (MosCOW)
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UKRAINE:
STATE COMMITIEE OF UKRAINE FOR CRUDE OIL AND GAS

BULGARIA:
HOTEL SHERATON <SOFIA)

COLO STORES (LETNIZA. PODVIS)

GIRoCREDI-
GIROCR£OIT' BANt<

The empire strikes back
rhe Imperial legacy has leit more (oncrete henetits. ~u(h JS
the .lmple Eastern language capabIlity ..... hlch iB~1 Eastem
Europe has tJoped Into by hlnng second·generatlon C~echs

and Hungarians.
But the bndge·to.the·e3s: View has onl\' so mJm' JJher,

ents, One West European banker 10 Vienna responsIble ior
operations In Central and Eastern Europe thmks that the her·
ItJge of the Habsburg years has bred .1 resentment among
descendants of the monarchy's subjects. ~1avbe: but perhaps
more slgnll'tcantly, the newly IOdependent states are emerg·
ing too distinctly from one another for there to be a smgle
"Eastern mentality" into which anyone -let alone the Austri
ans - can claim special insight. "I don't buy Into this whole
'gateway to the East' thing," says American Anna :-<erbo\ilg or
\/ienna·based PepSi International. "These COUnlnes are

·~:-·!~~h I .:'.'~~' ,.l:.'~ '!~,lt ·''.l'tr:J!i~ ".: J!:\l"~\ '1)",,,; .1:
",:':i(i\ ". ~P~I:·.\··l~ , ..... :\,..j '-',,:.,: ~n\.'\n\,'" '.\\:il · ::;1 ~·'r ,·\J!n·

;:I.!. J~ EJ~t~~n ".~~:: . 'r .ll~~~. ~:\\.ur'i\\.' .. ;:\. ~: ."~:i"'~~ ,J\, .... \

th~ rfJlnt ~tJr ~~~ \~r\' IJS~ i'hJt :J~\.'\ !;;J!1\ ~f.~:1··\ .... "t:-iJ.l\
·.\o!~tem~rs "H:1~ ~clt:n~ 'Js~u '0. ,a\~ ·'r:e ':'.';':'.1[;\,: :: \

~as\i !.;)r an -\u\lrtJn It) un"kr~IJm.l ',":en a t :~'.>;" ,Urts :i\
bJoble In J WjV In.il .... uulUlust Jnnl1\' J i'::.;,'tJr:~r an J,n;:10·
SJxon.·'
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Austrian banks ----------

Divergent tactics

y ou might get the impreSSion that thoe larger Aus
banks - Bank Austria, C:editanstalt, GiroCredlt
Raiffeisen Zentralbank I RlB) - gamed their s~

position in Central and Eastern Europe by jOimng han,j~

marching boldly in, with never a backward glance, The
story is one of different strategies and varied success.

Creditanstalt - now bemg courted by Credit S
(among others) for its prowess in the region - has gon
the consistent approach of wholly owned commercial t
ing and securities subsidiaries Side by side in all the Vis,
countries, and now has 650 staff on the ground. RlB ha~

ferred to take minority stakes in joint·venture or eXI
banks, hoping to gain an eventual majority. 11 has aSIa
Hungary's Unicbank, Slovakia's Tatra Bank and RCB in
saw, a joint venture with compatriot Centro Bank (.lith·
it has abandoned its step-by-step model with a wholly 0\

subsidiary in Prague). The bank has taken exposure to
kets the others have left, like Bulgaria. As for investl
banking, RZB plans to silence Creditanstalt's claim to
no real Austrian competitor in the region - a little unf;
GiroCredit - by setting up full-fledged investment bar
operations in the four main capitals, perhaps later this
These will be.joint ventures between RZB Vienna, its ir.
ment-banking arm and its local holdings.

Though less firmly entrenched, Bank Austria and·
Credit (now in the process of merging operations) are
making their mark, in commercial and investment bar
respectively. As well as its Russian presence, Bank Austn
profitable subsidiaries in Prague and Ljubljana and SC
EKB. a joint-venture Hungarian bank. The bank's early s
gy was to set up joint ventures with liqUid local sa
banks, but it ho:1 to buyout its partners one by one as
failed to meet expectations. '

GiroCredit has universal-banking and brokerage
sidiaries in Central Europe, as well as small stakes in corr
cial and.trade finance banks. But, aware of its limited siz
scope (it has a third of Creditanstalt's stafO, the ban
evolved into a niche player, concentrating on capital-rr
business and structured finance. For instance, it lead·
aged financing for the Duna Intercontinental HOt
Budapest and for a Ukrainian offshore oil terminal. (t ~

resign~ to playing a marginal role in bread-and-butter
ing. "We learned the hard way that you can't do everyt~

says Anton Burghardt. senior vice president Jt Giro(

. ~.J;-:: '.fJ"JIJn JC'lulrc'~ J ~'.Jr.: .:-' "', l~,J '
~,~;;-:~r.: ;or Its -\:JstrlJn J':I'. ;t:c·~ \:~J >~ ~~ .
,~'. ~sted :n the Hun~Jr:Jrl ,e;;-:~;:t ,nJustr', '. ,
;Jr('IJbncJte<l elements I Jnd :n ~:')\enIJ, ',,;;:-; ... ;' ,:. '
bt)osnng lIS share In those mJrio.ets !:lut :nJ\ t'c ",._.,:
pressure tor protecllonlsm stems tr,}m Sour o!~J:J~s'''\-

• t ....
Investors lost out 10 their GermJn compelllnrs -...hl!e ..
to buv several other plants, L'),:JI r1Jmours _ '.hm""
nonsense by !\.{r Raffel - su.;gest thJt prlVJtlSJtllJn ,'I:'
feared they were lust Irving to bu\' up and then ':.)se
future compelltlOn.

GUrfel-wesl

Introduc,ing more
subtle forms of

protectionism

Voluntary straitjackets
:-Jevertheless, on April 15 the Visegrad chambers of com
merce agreed to implement "voluntary" export restraints,
limiting the export of cement to Austria to 440,000 wnnes in
1994, a little under 10% of last year's national consumption.
While double the anti-dumping quota imposed for a short
while by Austria in 1993 (until Hungarians and Czechs
slapped duties on Austrian exports of paper and fertilisers),
the call for export restraints is short-sighted.

First of all, Austria is in a comfortable trade surplus situa
tion with its Visegrad neighbours (see p. 40). Secondly, Aus
tria's building sector could get a breather from easier access to
cheaper cement and other construction materials from the
east. Estimates suggest that the Czech Republic alone has the
capaCity to export up to l.Jm tonnes of cement annually to
Austria.

Thirdly, the reasons cited for requiring protectionist sup
port are increasingly irrelevant. Tougher environmental stan
dards are being implemented - at great cost - by Visegrad pro
ducers as economic integration with the EU proceeds apace;
the wage differential is shrinking; Central European curren
cies are on the verge of becoming fully convertIble; and rail
way subsidies are gradually being reduced to levels found in
the rest of Europe.

Austrian producers also suggest the imported cement is of
low-quality. ~ut cement plants in the Vlse~rad .:ountnes
have been busily restructuring and re·investtn~ :n more up·
to-date technology, With the help of foreIgn ;f1'e\tors ;rom

'l.~t::1trJI Jnd USC E~:o·

peJns (In compete 1'1 -\us·
,trlJ aniv because their
cement ,ndustry IS indirect·
Iv subSidised by the state",
savs Gerhard Raffel. who
heads both the Austrian
cementmdustry aSSOCiation
and ItS largest cement pro·
ducer, Perlmooser lemen·
twerke.

At first glance, the com·
plaint has merit. Austrian
producers argue that their
competitors to the east and

north, whose prices are 15%-20% less than domestic produc
ers, are not saddled with strmgent environmental regula
tions, and enjoy the benefits of low wages and devalued cur
rencies. Worst of all, freight rates in the Visegrad countries
are skewed by government subsidies, intended to prop up the
national railways. On average, S6 will carry a tonne of
cement 600 km in Hungary - an amount which would go no
further than 50 km in Western Europe.

Mr Raffel reasons that these transport subsidies are partic
ularly unfair since traditionally high shipping costs mean
that cement is not an export item; domestic requirements are
met by domestic producers. But statistics of the European
cement industry association, Cembureau, show that the
Benelux countries and Greece, for example, exported close to
half of their production in 1993, primarily to nearby cross
border destinations. Which is exactly what the Czechs, Slo
vaks and Hungarians are doing exporting their cement to
Austria.
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Gurtel-West

Pf'ovincial
branches are the
new frontier
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11':'~·JU~t..' ;~'.ii~Jrl.ln'i. ~'I('.. :

il·\I: ltl~H~lJl\;".lf(h~ \<:Jr ;.:

:,)cl::! .wd 1'1')\ i!lfl ""'~

JpproVJI lasl ::-: lnth ! lr I

It)()' .., sllbsldlJrv ,n '\,ltiJ
()ne \'lImnJ ·na~ed (0n·

'ultant'~ SUllgcsllOn [hJI nit:
hJnl.s 'ihOuld throw Ihl'lf
contacts Jnd know·llO'"
IntO a ceorral Information
pool draws deflSlve laughtcr
from semor bankers. Beam·
Ing a smile. Creditanstaln
\{anfred Wimmer explams wh~ '\\ ~'re mU(:-J too (omp~::.

five for that."
But despite the vaned routes. the bJn~s ~,) hJve much In

common: they have all developed J ~cp~:):;nn ior struct'.:·
Ing tricky trade· Jnd protect·tinJnce ":eJ,\ '~'~H hJ\'e "'~:\'

established EaSt-Wesl tradIng ,uOsiJIJrl,cS ''''~ next ;ton"'.
and they are strong on leastng. factor;r.~ Jr:J ·~c il"e Follow.
109 the push Into the stock·market Jnd (JpltJl·markets bUSi
ness - all the banks have now set up iunds :or retail InvestOrs
to Invest in Central European eqUIties - the :Jtest frontier is
openmg up branches in the provlllces, to '., In ;epoSlts irom
retaIl customers or to service local corporate:::c:nt~ !lcn,ee:1

.', ' ..i .'.
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No control, no deal
RZB has hit a slm:lar wall. tWice over. The bank recentl~with
drew from a 30% sra"e In Slovene bank Abanka (at no loss. It
claims). a stake It oflglOally planned to raise to over 50%. RZB
sold the stake back to the Slol:ene state WhiCh, It says, hadn't
honoured a commitment to cover loans to SerbIan compa
nics. \-"hlle mana~ement hadn't decl.lfed JII of the risks
Jttached to the acquIsition. With the mlllimum capital
reqUIrement at Slovene banks so hIgh - around BOm - the
bank feels It can't afford a replacement subsidiary. (n BUlgar.
la, SImilarly, RZB WIll soon relinqUish ItS mmonty stake 10

the Bank for Agricultural Credit. having tried and failed sev.
eral times to get control of It. It Will be a reluctant partmg of

,', .. ··.1:~~'.. :". "~".: ~'..'-':" ~!l - . ~:.:·l;· H~\:.li[ U\::~,,\ ~: \ ::ilt'f,('

. ~::~ I flr,·c :'. ~.~ ': ·r - "~:t'rl.· ., In ::\.,:~:\:r\'·~'!Jl\ (1)f1\\:n\tI~

':~J: "" ·~~rl~I·:r !'.\.", :', .;,:;::..:~., ·~l·"":',J(\ ,n .H...:\.·~ f(l '\I..'\." 'rr.U ...•·

a.:'\ :~~:'.)u~h ' .. t)( ':~Jt :::Jt ,,~:\"\.,oli Jil ::~ ...' :'r~1nit..'m~ i.-Ct..'tJl·

U:":s:.:alt. :or In~:Jn(('. to 1~9~ boul(ht J mJllHltv sltJr~ ;n
'.,)\'J [3Jn".1. J /lm;t1t voun~ ~I()v('nc hJIllo;. 'lnfv to rind that
::1(' ,:c:lerJI mJllJI(N Jnd ~ome ~tJrl hall \'t!rv J;tlerent Id.:as
JbLlut ItS lutlire, \lJnv sa'CklO~S and considerable we~s IJter,
1::eOltan$talt wrcHed rcal (ontrol, 'i\ mbollsed hv the
planned change oi ."ova Banka's name to !lanka Crt!dlt·
anstalt.

"II
!

YOUR DEVELOPMENT"AND

CONSTRUCTION PARTNER FOR EASTERN

EUROPE.

CONTACT: MANAGING DIRECTOR

I

I
G. HOFFMAN

~,;13: :.... en ';'el:"~er (31 ':: :~~

Tel D04)/'/3781):30 :ll :::~' .'.
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Your company
will benefit:

• modern infrastructure
with western standards

• low wages
• qualified skilled-workers
• security of legal

transactions
• integrated incubator

and service center
• attractive surroundings

at the industrtal locat,on
of the future. Access In

Grrinl • Cda:: Ve\c:ruce. Where

the heart of Europe beats.

Call now
+-+4J/1/51255 8S-20

Fax.:

++43/1/51255 8S-10

O.'.lopm.n, by W EG .
Wlrtsch~ftsplrt· Enlw,c\(\ungs·
G.,.II'chlf, m b H

':.l~ J!~J I:; J(\~\.\

:1: iS JL!.~r ..."SS(\l· Jr:\\.' '''j'\'''~1 '~~:'\.'. ',_ ~ ... ,

: ....I~lOn. t')P~(IJI!'" !~H.' '.. ;~t.:·i!~.lu \ il.• ~~~r.l·~ .1:~.;·... .
~.nd or ':leJr JOfUad" '"r\uHnJrl "Jnl-s. In .'\' ... " .
mJrj.,.('t. But the l"panSII)n nas Jls,) r·.'<.Juar~'~ ·.~JS·I~ .~:;~ 'J ~.
j~JI 0( (ommttmenl. l'Wl'uall ... Slr.(l' the blo:..:~'st I •. :_ .

banks. 0nlv mel.llum·}IZeU bv .mer~JtIOnJI HJr.-lJrJs .• J

ollrea~ ... burnt their lin~ers once !:\ :r.~ to ('\pand ;::: ~ '.\.:
~rn Europe In ::-:e 19805.

However. ,Mel( re~lonJI (ommltrrlerll ·1nl ... <tre~.;~'.":~
fJr. ,,,'"hlle olilthe banks proiess Imere;! In [h~ LiS t!1~\.,,:.,.

throw many resources that far east. In RUSSia. "he!.~ .;.:,;.~.,

tICS - not the Austrians' (orte - pIJ~'s a leadln~ r'.)!~. '.~~~ j.

behind the French, Germans and -\mcw;ans. Cre~"Jmu
has a small stake 10 the up.and·comlng l~te!r.Jtlor.

!vfoscow Bank, and Bank Austria operates 10 ~tOSC()W with .l

offshore licence, which limItS liS rouble bUSiness. but""i~u~
der Eduardoff. an assistant general manager olt Bank ""ust:
In Vienna. admits that the outllt IS more for Image than :In'.
thing. "(ts value is abstract. more on the 1!00dwI1I thJn ::
earmngs side," he says. He describes the bank's ~[r:l:e~v
·'irratlonal" RUSSIa as ·very long·!erm ".

Vienna's trading houses

Fighting back

Viennese trading houses. once the unchallenged m~

ters of countertrade WIth Central and Eastern Euroc
have had to do almost as much restructuring to ~~

vive as the economies to their east. Good deals are harder
fmd. require more sweat, and yield shrinking marglOs
boot. Nor do the Austrians have a quasi·capti....e marKet Jr
more; competition has mushroomed. and Vienna now pta
host to thousands of Central and East European·owned tra
iog outfits: "too many to count", reckons one uader.

So traders have had to learn to gamble on commerc:
risk. dealing directly with local producers and trYlng to c
cern which of them are reliable business partners..-\lexaoa
Waldstein, managing director of AWT, a tradmg and trJC
fi.nance house owned by Creditanstalt. deSCribes thiS scenar
as "the price we have paid for what we wanted politlcall\
although he thinks firms like his now have a monger rc
than ever in difficult transactions that commercial bar.
won't touch. "In a sense, we thnve on poor conditions:'
says. "When a market hits trouble. the idea IS the banks"
pull out and our b\1siness WIll go up." But he accepts that t
gap is widening between, at one end, the former So\'
Union. where countertrade is still the modus operandi. a;
Central Europe (especially the Czech Republic), where CJ~

based trade is becoming the norm - although many lo,
banks are still slow at proceSSIng transactions - and :
emphasis has moved to marketing and distributIOn. Spec:
ist traders are needed less and less for straight trade betwe
Western and Central Europe. as buyers and sellers ,"creaSH
Iy link up unassisted. .

For some, the new trading climate. \vhlie less seC'Jre. :
potential gold mine. Says Liszl6 Hepp. dlfe(lor)t Sank .1,

trla·owned Vienna Trade: "In the old davs .. r J:-: ::TO ';lu
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Slicing up the pie
Vienna Trade's new focus IS part of a WIder trend. With trad·
109 firms trymg to concentrate on products. oifer the krnds of
service and penetrate markets where malor competitors
aren't Willing to stIck their necks out. Whereas they each used
to have a nice slice of the same pie. "there Isn't much overlap
between us Ithe trading housesj anvmore. It's become useless
to complete, ~ says Wilhelm Amblchl. head of FJ Elsner, the
trading arm of RlB. Elsner speCIalises in agracultural products
and is making a name in Asian-East European trade.

~:-';iche has become the buzzword:' says Christian Sperk
of Cenrrobank, a Vienna-based trade finance bank and trad
ing house part·owned by Poland's Bank Handlowy. "Clients
are only interested if you have a speciality:' one of Cen
trobank's being raw materials and chemicals in Poland. ~r
Sperk says the days of swapprng sugar for machinery are over,
Those that don't hone In on particular products and markets
WIll drown rn the choppy post·FrO waters.

:-:owhere is It harder - or potentially more lucrative - to
carve niches than Russia and the CIS. The problem IS not so
much findtng goods to buy as getllng them out. Train-loads
disappear mld·tranSlt and there's often no knowing when
they'l\ reach port. If the ship's not there when the products
are, there mav be nowhere to store them. Converse lv, the
shIp may be ~altlng weeks, which multiplies costs. Last year,
Elsner had contracts for 150,000 tonnes of RUSSIan seeds. but
only managed to ship half that out. "Huw do you check up .
on a seller in Sibena?~ asks Mr Ambichl. .

Actuallv. he's already hit on a way. Aware that rock·solid
local partners make all the difference. Elsner has formed a
lornt venture with a RUSSian entrepreneur who helps \fr
Amblcht's sleep bv taktng care of the logistiCS quagmire: rur·
chasing. local transportatlon. port arrangements and more.
AWT has a SImilar arrangement In Russia. Both are very
pleased with the results. Unfortunately. It doesn't seem to be
a universal cure. Centrobank's RUSSIan JV partners have
proved disappOlntlng, accordtng to ~r Sperk. "It's as much
mentality as logistics,': he says. "They'lI forget your contract
If they see a better deal ~Iscwhere."
TillS survey was wnrrell by Delia .\leClI·Cuhll, K{'II K,un!!l.
Bela Papp ulld \f<1lrhew Va/mew.

:~j' ':'.J.~ . ~,'~ ~'\ !~ 1··.. :·::-.11 : .;r,~p\.· t:'['C\" .. I:·. ~i,I~:o.:.I(\"

I, ·:;(':"':~S .~ .....: ..., .1 :'1. •.. ,,~:~ .i:~.: ~ ::,· ... '.lrl Jthll!\ ;HI,dLI\.:t
;~f...~·~:Ji.::·~S .;..: ..• ..: ..: o-',;.:>."!) 1 ... :dn~.l!I",n I.~~" ~lth~\ ... Il,'p'
lr.J ~rt!\\~r:;; ~')0(]S l!) j:)U~ult1~ ~0nlC ·... ~0 ... ~·D, IrJ ...·( JI\[r!l,·
~H:Or. t,jr ,':cntral [urop('Jn !irms i,H ,·,ample ,,'111m: ( .~-':'~h

~alt :0 ~:.J:l~anJn breweries \lr Hcpr ,::"SlrJll'S 111\ :irl11'~

nel\ roic wllh a recent contract a jarancse '.lll1l'.1n\ ,~t up ,1

_ales companv an \'Ienna "'til about ~2m ['!lat "'asrt't
enough to penetrate Central Europe. so It Jpproa(tlcd \'Ienna
Trade, which agreed for a specl!ied ice to talo.(' on till' country
and commercial nsk. market ItS products. ~Ort out logistICs.
arrange IIcensang and even conduct market research. In
short, Vienna Trade agreed to buy a certain amount of the
firm's products from It and sell them at a margan. If the Japan
ese company eventually wanted to lake back con:rol of ItS
sales an the regIon, It would have to nes;otlate to buv the right
to do so trom Vienna Trade.
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Local heroes, to most
America's Enterprise Funds, especially the Polish one, have championed the local businessman.
They've made lots of friends - and the odd enemy

Mixed bag
In faet, the overall story is one of
much good work mingled With
the odd glitch. David Scott,
head of the Citizens Democracv
Corps in Warsaw. has been
loosely involved in several PAEF
deal$, one of which was a disas
ter and one a roaring success. In
the disaster, the fund gave
Tomasovia, a food processing
company, "exactly what it asked
for, but exactly not what was
needed", says ~{r Scott. The
money was used to put summer
picked fruit and berries in cold
storage for processing in Winter
time. But that was illogical. as

the cost of storing them so long ate
away the eventual revenues.

The success was a S6m equity inJec·
tion in the Polish-Swedish Haste furni
tute company. According to Stanislaw
Karcz.marczyk. one of Hoste's top man·
agers, the finance has allowed it to
expa.'.d its core outdoor furniture bUSi

ness - it bought two former state facto
ries - diversify into office eqUipment,
and quadruple sales in three years, to
S10m. HThey probably couldn't have
got the money from anywhere else:'
reckons Mr Scott.

Nevertheless, there win always be a
degree of bitterness among those firms
that apply for Enterprise Fund money
and get turned down. One such r~,lect

btszewskl admits that the foundation
of PolIsh Amencan ~lort~Jge Bank was
a touch premature. Though now oper.
ating, Its start·up was painfully long.
[nltially, the PAEF lUSt ""'anted to lend
to home.building companIes, but soon
realised there was no mechamsm to
finance home buytng. hence the bank.
It then found developers in such poor
shape that I: had to help them too
before anythmg else could happen.• \ ....e
found as soon as you opened one door.
YOU'd find another that needed open
ing," says Mr Skroblszewski. The morr-

gage bank was "one t.'ling we
might have done differently".

IlO

claims, In the process. AmaZingly,
S3Zm has already been repaid and only
3% of the portfolio is non-performing.
The PAEF has just started a scheme for
micro-loans lin the ~SOO-~7.S00

range), and is reaching female entre- .
preneurs With similar-Sized credits
through a Women's Rural Lending Pro
gramme.

So admired is the PAEF that Eriber
to Scocimara, the Hungarian fund's
new top dog. plans to restructure his
fund along the same lines, spinning off
subSidiaries and new partnerships, and
establishing a side·by-side investment
fund.

But not all "the PAEF's creations
have been Immediate hits. Mr Skro-.

subJect of a "capital management pn·
V3l1SatlOn", ThIS IS a PAEF speCIality.
whereby the fund pushes capital (and
50metlmes adVIsers) Into promISIng
local firms to enable them to prosper
WIthout a foreign takeover.
• ThiS caring stance to locals extends to
small-time lending ~oo. The PAEF small
bUSiness loan subsidiary, Enterprise
Credit Corporation. has surpassed all
expectations, so rar filtering down
S58m in 11% dollar loans. averaging
S25,ooo apiece, to 3,100 small firms.
and creating around 10,000 jobs, it

A:=:+I_-...._--i__i-i--'--"-T""-~
o 2O:lO._CMtI-__

krlmcan EnttrpriSt Fund disbursmtenu, as 01 August
1994($m), Numoo;n broc:*m is tOCal fund s;u

:

POLES APART

....

A recent announcement bv the
Polish American EnterprISe Fund
IPAEFl that It has ploughed more

than S200m Into some 3,150 prtvate
Polish firms since 1990 might shake
some sense Into those cntics still using
bad publicity surrounding its Hungari
all sister fund as proof that the Enter
prise Funds - now operating in seven
countries - were a bad idea.

They weren't. For starters, they
were founded to fill a gap that most
local banks still can't plug. With a ven·
ture capitalist slant, they lend to and
take equIty in small (some very
small) and mid-sized local com
panies, joint ventures and some
times US investors, always on
commercial terms. They've
helped many a start-up too.
"Even their loans are tanta
mount to ventu(e capitalist
equity, because they're getting
new firms moving, H says one
admirer. The Funds' stated mis
sion is to help proJects in the
early stages, then to sow back
their dollars" as early as is pru
dent" into other young risers. As
only Americans can, they call
this "planting and harvesting".

The beauty of the Funds is
that, though financed by the US
taxpayer. they have fairly free
rein to act like private concerns
on the ground, unhindered by politics.
"We offer pure businessman-ta-busi
nessman finance," says PAEF vice presi
dent rrank Skrobiszewsk.l..

His Polish fund is the shining star.
It leads not only in terms of cash dis
bursed (after all, it's the biggest) but,
more importantly, in terms of innova
tions. Three of these stand out:
• True to its promise to attract "side
by-side money", the PAEF brought
S101m of additional capital from the
EBRD, banks and pension funds, into a
S150m Polish Private EqUity Fund,
which has invested alongside its cre·
ator in 11 large projects.
• One of those was a HAm stake in
rubber company Stomil Sanok. also the
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A FAR-OUT FUND

'.

T'le forel~n Investment climate here IS verY good. and
:here He dvnamlte opportunities In .:ertaln sectors;

lmlJtlon is iower than am'Where around; the local curren·
cy IS internallv convertlb"e and In demand ln less stable,
nelghbourmg countnes; and the president IS utterly pro·
market reform. ~""hus an Amencan diplomat In...no, not
the Czech Republic but, of all places, Kyrgyzstan. A recent
surge In tributes like this have helped build a consensus
that the small republic on the cuttmg edge of Central Asia
is ripe fodder for privately managed Investment funds to
tuck into. One's on the way, in the shape of a S12·15m
equlty.investment fund that will be managed by Boston
based venture capitalists Schooner Capital Corp.

Half of the money for the Kyrgyz Investment Fund will
come tram multilaterals. including the IFC and EBRD,
which are close to signing, and halt from Institutional
investors. Uniquely. the fund will probably also be lever
aged by a concessional debt package from the World Bank,
which Schooner would also manage. Schooner has learnt
from the experience of others how to drum up interest and
get the locals on its side: in July, it sponsored a lavish din
ner in honour of the Kyrgyz pnme minister.

The fund's backers point to a number at Mattraetive"

ieCt0rS, mamlv (,Hnlm; and :,)r),j,pr0CeSSII1\!. ':'-i: .i. <.' , •

!Iks Jnd hvdco·electrlCltv I pOlentlJllv one 0t ;':~:;:-. :~:J;~

malO e.xportsJ. The couner\', t:leV S3V. IS Jlso J ;;Jndv "'J.>

door to China. bv far I\vrgyzstans bl~;;est trJJIO~ pJrt:-:~:

But c"'ervone admlls there s a problem With IOfrastru.::-..::.:
making any deal a long·term propoSItIOn, The Jlif.c-.:::..
says Burton Sheppard. Schooner's mJnaglng director, ....Ill ~
dOing deals 10 a ferm understandable 10 \ .... cstcrn terms J~'.

"turOlngcenerally planned units IOta pront centres," \r.o.!~.

cautions that Kyrgyzstan IS "small. and not ver... deve!0p~\1 '
Greg Kiez at Istanbul-based Global Securities. wh:ch :

placing ~he fund's shares, says Ihis one IS for "pre·emer\.:ln.
market investors". He says he's happy to report the pool c
institutional investors looking to place money In Centra
Asia getting deeper lately. though it's still relatively small
Global recently raised S13m for a vehicle to mvest In Cen
tral Asian holdings run by Turkish brewer Efes Pilsen.

Schooner's new baby won't be alone when it start
maklOg investments, probably early next year. WashlO~
ton recently announced the formation of a S150m Centr~

Asian American Enterprise Fund. A fat slice of that cou,
end up jostling with Schooner's for projects in Kyrgyzstan
Matth~ Valencia

is Stefalex, a young firm based in
Kosice, east Slovakia, which recycles
beer crates into garden furniture. Its
head. Jozef Suchan, calls the funds the
..American trickH because "they look
goad but don't help".

But Enterprise Fund staft counter
that sheer demand means disappoint
ments are inevitable. "We've received
many an application where the project-

ed cash flow didn't even cover repay
ment,H says Mr Skrobiszewki, although
that's less common now, Mr Scocimara
remembers hearing that the funds
received 4,000 letters requesting help
before any at them had even got start
ed. With that level ot demand and des
peration. Hyou're bound to make ene·
miesH.
Matth~ Valencia

shares, The law requires firms to pUb
a prospectus before gOing public
ever bother. ''('ve never seen a prm;
IUS." says Diana Downing, an attar
with Baker & McKenZie in \105':

."The law IS not being enforced."
Lack of information about t~J

companies makes it impOSSIble
investors to assess risk and IT'

informed decisions - as was the
with MMM which, it emerged. ap
ently had no assets on which to bas
extr~vagant returns. Lack of Ir
parency also makes the market n
vulnerable to manipulation. whtct~

major problem in Russia. .. At
moment. the market is a black b
says loya Larkin, a stock market
Iyst with the consultancy AK&M.

No central plan
Also problematic is the issue of s
registration, where there are viola!
on a mass scale, according to \1~

Iyev, Russia has no centralised de
tory where stock transactions ca
registered; instead. it is up to the
ing companies Ihemselves to rE
when their shares are bought and
Unless a share is registered, its a
cannot enjoy the privileges of 0\

ship. Frequently, companies
demand a bribe before they Jge
register a share. Even then. becaL
archaic technology the process CJr
up to a month.
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EBRD credit ilneS -----

Middlemen
fBRO BANK· TO·BANK LOANS
Country Interm.,.jl.ry b.nk(!)

utonl. ;:stonldn investment BJnk

"'mount \£cu m I

Hung.ry 37

498
ZS.8

~ 6.9

ZS

53 3

ingly long - generally .. to d years - but
rates aren't dirt cheap. "We don't pro
vide subSIdised money," says Kurt
Geiger, an EBRO Semor Banker. "we
have to pnce at what the market WIll
bear. But we can offer flOante than
attractively structured" With grace pen
ods. and a "Oexlble" attitude If prob.
lems crop up.

With so little long money out
there, the EBRO says it's had to create
its own pricing benchmarks. Enough
banks are finding those attract\\'e. For
some, it has meant beIng able to lend
more cheaply than normal. For ochers.
it has just offered more access to a rare
commodity. One of the latter IS ~{agyar

Hitel Bank. which will soon begin lend
ing about Ecu25m ofEBRD cash to the
agri·sector as part of an Ecu87m line to
four Hungarian banks. ~iaria Ban, a
director of the bank's credit depart
ment. says even though the EBRD IS

barely cheaper than its normal loans.
demand from clients is high. Projects
worth Ft600m ISS.6ml are already
lined up. "It's not money we have our
selves," she explains. 'That's why we
asked for it." She thinks these loans
help banks like hers 10 numerous ways:
they establish a workmg relationshIp
with the EBRD. are good [or image
(with banks abroad and loni business).
boost track record, and pro\'lde modest
profit without risk. .

Magyar Hitel hopes to stretch tr.e
money as far as pOSSible. it has until
2004 to repay the EBRD It It make~

some shorter term loans, It should haVE
enough time to lend again once tht
first borrowers have paid up Or rather
if they have. That's an li ~he EBRO l

hoping its choice of bam.s will kee:
very small.

Perh~ps the f.BRO·s ~r~e5\ task
finding banks in good '!~ :~~:1 sh.l~·

So it's Started to attack ';,:," ;·f 'olem c;-

BdnCl Agncoli

Ulbc4clst..n Nationi' Sink for ForeIgn EconomIC ActiVIty

"-sIOClitlon Commerclil Bink. Investment CommerC'dl
Bdnk Nizhe<)orodeu, Nizl1e<)orodlky Banklt1lcy Dom Bd"k.
F;t1t Commercial fuli Bink. MOIOUlIOeu
Bdnk (TUli). MosbullOe1S Bink (Tomsk)

P"'"ln Development Bink

Slovakl.. 'NS
Slovenl.. SKB Sinkd

Pol.nd
Rom«nl..

in response to towering demand.
"When asked what the malO problem
w~s, .most ~_Eid a I~!=k of longer
term money to lend firms for invest
ment," says OragltSa Polipovlc-Chaffey
onne1:BRO's Financial Institutions
Group. She says the loans have the best
track record of all the bank's tools: an
estimated 80% of the money lent banks
has already been matched with corpo
rate borrowers. One reason for the speed
is a commitment fee that effectively
fines banks for lending too slowly.

Ms Polipovic.Chaffey says the
approach is two-pronged: to aid the
vibrant private sector and to set banks
up as reliable borrowers. The EBRD
looks closely at prospective bank-part
ners for a mixture of business-climate
savvy and sound credit policy. [n a few
cases, just to be sure, it has lent to
banks it owns shares in, like the Eston·
ian Investment Bank. Even with the
most trustworthy banks. it monitors
the destination of loans on a regular
basis and has the right to insist on fore
closure if it doesn't like what it sees
(though it hasn't had to yet). [n hairier
investment climates. like Russia. it
sends in seasoned venture capitalists 
often on a contract basis - to help
banks pick worthy borrowers.

So what kind of company should
apply? The only conditions, says ~he

EBRO. are that it should be private or
about to pnvatise and have a realistic
(and profitable) business plan. No
Western Involvement is reqUired. As
for loan terms. maturities are refresh-

EBRD CO-FINANCIHG AGREEMENTS WITH lOCAL BANKS
Country P..tnfl" Amount (feu m) Oestln.tlon
Hung.,y Inter Europi Sink 25 Pnvalt compdnltS. MiX. loin lize: EcuBm
Pol.nd Amtrbdnk 16.7 Pnvale SMU
Pol.nd Kredyt Bink 8.3 Pnvate SM€..I
Russi. IntemitlOOil Moscow Bink 6.3 Pnvalt 5Mb '.Odn 'dnge: i250,OOO·i04m
SOUt1:t: £~RD

The E3RD has :or.g ~een critICIsed
for not pushing anywhere near
enough finance out to the verY

firms most hkely to set the regIon ,;
booming: those at the smaller end of
the local pnVate sector. Even the bank
Itself says it still wants to put more
effort into delegatlng to financial Inter
medianes on the ground so as to get
money qUickly to projects too small 
in the SSOO.OOO to SSm range - to justi·
fy it throwing Its own. limited human
resources at.

That looks like modesty. In fact, the
delegating started long ago. The bank
now claims around 50 close buddies
among the regIon's banks and funds: It
has set up or ploughed equity into 11
regional and country-specific invest·
ment and venture capital funds; it is a
shareholder in more than 10 invest·
ment and commercial banks (the latest
being a mini-development bank in
Lithuania, signed last month); and the
number of co-financing agreements it's
signed with Western and local banks 
where the two parties share project risk
- will soon hit double figures too. New
concepts are emerging all the while. A
recent one is the Trade Facilitation Pro
gramme. which sees the EBRD [ending
10 commercial banks - so far in Prague
and Skopje - which use the funds to
finance local clients' exports.

Banking on banks
Perhaps the most efficient instrument
has been "bank-to-bank loans".
longish-term credit lines which are on·
lent to investment projects. The EBRD·
has already signed off over Ecu400m
(S490m) of these. to 16 banks from
Prague to Tashkent (see table abcve).
Another EcuSOm is about to fly out of
the pipeline on to Slovak bank VUB's
lap. A bank with unrivalled knowledge
of the Slovak business sector but little
long-term money to throw its way,
VUB is the ideal candidate.

The concept is being pushed hard

S8
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step further back. If a bank is almost there. but shaky in one
or two areas. the EBRD will grant a bank-to-bank loan along
side a separate loan to remedy the ailment. Hence the SS8m
lent to the Romanian Development Bank in May: a SSOm
credit line plus S8m for a computer system. Last month. it
went further, finalising S100m in loans to a group of 30 or so
commercial banks that it believes will form the core of Rus
sia's future banking industry. The loans are for computers
and to help the banks strengthen their balance sheets and
business plans. Only once that's been accomplished will the
EBRD and World Bank pump in a further BOOm in credit
lines for the by-then well-toned banks to pass on to the pri
vate sector. Chances are. when the time comes to repay. the
figures will show it was worth the wait.
Matth~ Valencia


