MASTERARBEIT

Titel der Masterarbeit

“Market Entry in the Energy Sector in South Eastern
Europe - The Case of EVN AG in Bulgaria and
VERBUND AG in Turkey”

Verfasst von

Dimitar Krumov

angestrebter akademischer Grad

Master of Science (MSc)

Wien, 2014
Studienkennzahl It. Studienblatt: A 066 914
Studienrichtung It. Studienblatt: Masterstudium Internationale Betriebswirtschaft

Betreuer: ao. Univ.-Prof. Mag. Dr. Josef Windsperger



Author’s Declaration

Unless otherwise indicated in the text or referenoe acknowledged above, this thesis is entirely
the product of my own scholarly work. Any inaccuescof fact or faults in reasoning are my
own and accordingly | take full responsibility. Shhesis has not been submitted either in whole
or part, for a degree at this or any other univei@i institution. This is to certify that the ptad

version is equivalent to the submitted electrome.o

Date: Signature:



Acknowledgement

| would like to express my gratitude to my supesvigniv.-Prof. Dr. Josef Windsperger for the
engagement and useful advices and remarks alongdleess of writing this thesis. Furthermore
| would like to thank Mr. Markus Friedrich for imtucing me to the topic as well as the support
along the way. Also, | am very grateful to Mr. WerrCasagrande and Mr. Thomas Reitbdck,
who have willingly shared their valuable time amibWledge during the process of interviewing.

I would like to thank Mr. Martin Vladimirov for thpriceless comments on my work.

No words can express the gratitude to my family mmers. Not only that they supported me
financially throughout my studies, but granted mighwheir unconditional love and patience.
Without them | would not be the person | am nowah only hope that | will be able to come up

to their expectations in the future as well.



Contents

Yol g T 1YV =T F=d=T o a =Y o U 2
TADIE OF FIGUIES oottt et e e e e e e e e e e e e e e e e e e e se e e e s taabaatbtabresaeasaseaeeseaaasaaaaaaaaaesanans 5
LISt OF TaDIS ..ttt e e s sn e s rre e e e 6
Introduction and statement of the ProbleMi.........ce e e e e 7
1. Mergers& Acquisitions — theoretical foundations. .............eiiiiiiiiiiiiii e 9
1.1 M&A — definition and explanation of the tEIrM ...t 9
L2 TYPES OF IMI&A ...ttt ettt e et e e e e e e e e s e e s s bbbt eaeeeeeeeeeeeaeaaaeeaaeeseeesesesnsssassnsnnsnnsrensnnnns 10
1.3 Objectives and motives for Mergers & ACQUISITIONS .........uuuiiiiiiiiiiiiiiieieieeee e e e eeccccvveeneaaees 11
I T Y 4 ) (T =4 ol ' [ Y= PP PP PSPPSR 12
1.3.2 FINANCIAI MOTIVES ...ttt e e e s e e e e e e s e s ee e e s e e nnreeees 16
1.3.3 PersONal MOTIVES .....eeeeeieie ettt e e e s e e e e s e s e e e s e e ees 17

1.4 Factors influencing a successful cross-border M&A .............eueeeeeiiiiiiieieieeee s 20
1.4 1 FIrm-l@VEI FACOFS . ...eei ettt et ettt e st e e e st e s sasbe e e e bt eeeenbeee s sarees 20
1.4.2 CouNtry-1eVel faCtOrs ..ociiiiiiiiii e e e e e e e e e e e e e e e e e s e e s e s e s s araerbrnranae 24

2. The Joint Venture — major characteristics and iSSUES........ueeeeiiiiiiiieieiccie e e e e e e e e e ae e 32
2.1 Joint Ventures — definition and tYPES ......uuiiiiiiiiiiiir e e e 32
2.2 MOLIVES FOr JOINT VENEUIES ....eeiieiiie ettt ettt st e e st e e st e e s saeae e e sabeeessarees 33
2.2.1 KNOWIEAZE traNSTEN ...eveeiiiiiiiiiieeeee e e e e e e e e aaeeeeaeeeeeesennenanen 34
W R {=T-Yo 1U ] ol =] o F= 4 [V 35
B T {1 ] o - 1 T V- RPN 35
A = <) A1 o - [or YO OPP PPN 35
R O 1T o 1o (V- ] =Y < YN 36

2.3 Risk mitigation — origins and problematiC..........ueueiiiiiiii e 36
2.4 The [€arning PEISPECLIVE ....cccveeiiiiiicie e e e e e e e e e e e e e e e e et e e e e e aeeeeeeeseerntannnens 39
R Mo Tor- ] W oY a4 T G I V1T U PUUROR 41
3. Conclusion and MYPOTNESES.....cuviiiiiiiiiiii e e e e e e e e e e e e e e e e s es e e s s s anrbrraaeae 44
4. EVN AG and the M&A iN BUIZATIA ....uvviiiiieiieiiieiiieeee et aeeeee e e s aeeeeaaeaeeaeeeeeesennsnnnen 47
4.1 EVN AG in the period 2004/2005.........ccuiiiiieieeiiiieie e e eecieeee e e e eeittae e e e e eetare e e e e eeeaareeeeseesansaeeeaeeas 47
4.1.1 Historic evolution of the COMPAaNY ........uiiiiiiiiiiiii e e e e 47



4.1.2 Corporate strategy and ViSION .......uuuciie i et e e e e e e e e e e e e e e e e e e e e e eaeaeeaan 48

4.2. Bulgaria in the Mid 20007S .......ccceeiieii ettt e e e e e e eeeseeaaaaeaaaaaaeeseessseeasssasnssnsanrrrarranes 50
4.2.1 The transition in Bulgaria in the 1990’s and early 2000's..........cccccoeieeiiininriniiireiereeeee e 51
4.2.2 Economic crisis and Privatization ...........ecucieeieeiiiiiie e 54
4.2.3 CUlTUral diMENSIONS ...ceiiiiiiiieiee ettt ettt e e e s e e e e s snnne e e e e e s snnnnneeeeseas 57

4.3 The parameters of the deal and first impressions of the Austrian acquisition team .............cc..e... 59

4.4 Conclusions and personal remark for the acquisition of EVN AG in Bulgaria..........cccccceevuuvvnvninnnnns 61

5. VERBUND AG and the JV in TUIKEY ..ccciiiiiii ittt ee e e et e e e e e e e e e e s e s e e s s s avnaenanannnes 63
5.1 VERBUND AG iN 2007 ....eeteiiiiiieiieeeeiitte sttt ee s siree st ee s snae e e sreee e snne e e s sanee s ssneeesameaeeesnneeessanees 63
5.1.1 Company history and @VOIULION ......ceeeiiiiiiiiii e e e e e e e e 63
5.1.2 Corporate strategy and ViSION .......uieiiiiiiiiiiiieiie e ree e e e e e e e aaeeeeeeeeeeeeennsnanen 65
LI U o A AT 02 0[O 7 2 66
5.2.1 Between Europe and the Middle EasSt.........ccovviiiiiiieii i e e 67
5.2.2 Economic growth and potential.........ccccoeeiiiiiiieiiiceee e 70
5.2.3 CUIUIAl diMENSIONS ...eiiiiiiiiiiiiiie ettt e e s e s seree e nane 72
5.3 Parameters of the deal and personal experience of VERBUND AG into the new environment....... 73
5.4 Conclusions and personal remark about 1JV of VERBUND AG in TUIKEY......c...vvviviviriirieeeeeeeeeneeeeeenn. 75
5. Conclusions and final r@MArKS........cccuvii it e s 78
21 o TeT =4 =] o 1Y 2 PPPPPPP 80
APPENDIX L .ottt ettt ettt ettt ettt s et e e st e st s et e s bt e e st e s n e e e e e e se b et e e reee s snneeeenans 89

APPENDIX 2. ettt ettt e ettt ettt e e e e e e et e et bbb eeeeeeeeteete b e b e e e e eeeteteeara i aaeeaeaaaees 95



Table of Figures

Figure 1: Buyer's motive for M&A's [source: (Wirtz, 2003, P. 58)]..ccceeeeieeiiieiiciciiiririrrrerrre e e e e ae e 12
Figure 2: Group net result for the period [Source: Annual report 2003/04] ......cccveeeeiueieeeiiieeeeeieee e 49
Figure 3: Electricity sales volumes (in GWh) [Source: Annual Report 2002/03 and Annual Report 2003/04]
.............................................................................................................................................................. 50

Figure 4: P-rank change of Bulgaria over the years [Source: The World Bank, www.govindicators.org]... 54
Figure 5: Privatization contractual agreements (in million leva) [Source: The Privatization and Post-

Privatization Control Agency of the Republic of BUlgarial.........cccceoeiiii i 56
Figure 6: Country comparison [Source: The Hofstede Center] .......cooovviiiiiiiccicccicrrrrrere e 57
Figure 7: Group net result for the period [Source: Annual Report 2006/2007........cccceeeeeeeeccveeeeeeeeeeineeen. 65
Figure 8: Electricity sales volumes [Source: Annual Report 2005; Annual Report 2006] ........ccccvvveeeeeennnn. 66
Figure 9: P-rank change of Turkey over the years [Source: The World Bank, www.govindicators.org]..... 69
Figure 10: Country comparison [Source: The Hofstede Center] ........coooveiiiieciiiciiiiiiiierreree e 72
Figure 11: Privatization progress in Turkey in the electricity industry, 2009 [ Source: Cetin and Oguz 2011,
11 [P PP PP OPPPP PP 74



List of Tables

Table 1: Classification of political risk according to its source [source: (Al Khattab et al., 2007)] ............. 27
Table 2: Dimensions of Joint Ventures [source: Eisele, (1995), P.18]...cccciiciiiieeeeeiciiieee e 33
Table 3: Rationales for Joint Ventures [source: Weston et al., (1990), p.334] ...cccocvvrrrrrrrrrrieeieiereeeeeeeennn. 34
Table 4: Major Knowledge Transfer Goals [source: Si & Bruton, (1999), p.84] ....cccccvuvvrrrrrrrrereerereeeeeeeenn. 40
Table 5: Factors and their positive influence over the choice of an entry mode..........cccvvvvvvvveveveeeeennennn. 45
Table 6: The Worldwide Governance Indicators, Bulgaria, [Source: The World Bank,
WWW.EOVINAICATOIS.OIE] ... ittt e et e e e e e e e e e e e e e e et e e e s e e et baabrabssabasaasaaeaessasaaaaaaaaasaeseessanennaas 53
Table 7: Bulgaria, selected indicators [Source: Eurostat, International Energy Agencyl.....cccccveveeeeeeeennnnn. 55
Table 8: Bids made by the competing companies (in million euros, Source "EVN in Bulgaria", p.7, Seelos]
.............................................................................................................................................................. 59
Table 9: Key figures [Source: Annual Report 2003/04, EVN AG, P.23] cuvveeiiiiieeeeiieeceieeeeeciree e e 60
Table 10: Factor presence in BUIGAria....ccccccueueiiiiiiiiiiiiiieeie e eeeeeeeeeaeeeas 62
Table 11: The Worldwide Governance Indicators, Turkey, [Source: The World Bank,
WWW.ZOVINAICALOIS.OIE]. ittt e e e e e e e e e e esees e s e ss s baa b aae e breaeeeeeeeeaeeeeaaaaeeeeeseeesennannnes 69
Table 12: World Development Indicators, Turkey [Source: The World Bank] ......ccccccvvvvviiviieeeeneeeeeeenenenn. 71
Table 13: FACtOr PreSENCE iN TUIMKEY ..ccccc ettt ree e e et e et e e e e e e e e e s e eeeessss s s s baabbesbeeaeaaeeeraeeeeeeeeeaaeees 77



Introduction and statement of the problem

With the accelerating speed of globalization and #ver more expanding borders of the
European Union (EU) there is little doubt that manel more firms are seeking new markets all
over the globe. Although the peak year 2007 forddes & Acquisitions (M&A) is already gone
the global economic and financial crisis has ndtegudown a lot the number of deals worldwide
(Thomson Financial, 2013)rhis does not mean that all of them are a succesy, Dut it

indicates, that is still, and most probably wilhtioue to be in the future a hot topic.

Although with e relatively low value in comparisém EU in general, the South Eastern Europe
(SEE) is an interesting market to step on. It cardgs to be the poorest region in the EU —
Bulgaria in particular (The World Bank, 2013he country is still struggling with the effects of
the financial crisis - growing unemployment, stagmaof the economy, political uncertainties,
and the absorption of EU cohesion fur({@®op, 2013) Turkey on the other hand (a non-EU
member, but a country with a big influence on dpstbeen lately a positive example for steady
economic success. After experiencing a short ecandownturn in 2008, it has been able to
keep its steady GDP growth rate ever since. The has a large population with an expanding
middle class and very dynamic trade. For a numbegasons both countries caught the attention
of different investors in the last decade, who sted in various sectors of the economy. The
Energy, Mining and Utility sectors are in the lesyli positions lately
(http://www.mergermarket.com/info/, 2013).

The energy sector is very specific and very impurta each country, because it affects all other
industries and the whole population. In most casaes heavily regulated and has a strictly
specific structure each country. A multinationaifi(MNF), which wants to expand to a new
market in the utilities sector, must prepare cdhefts strategy. The literature on the topic ista
and offers a lot of information and practices howhould be carried out and what type of entry
should be chosen (Shimizu, et al., 2004).

It is also essential to draw a line between theorg praxis. Using the experience EVN AG in
Bulgaria and VERBUND AG in Turkey - two companiewoélved in the utility business with

solid international exposure, a study can be corduto show where does the theory proves to



be right and what are the factors, which play tlestnsignificant role in the decision-making in

the multilayered energy sector in SEE.

The main aim of the thesis is to conduct a praatitented research. The first objective will be to
compare and contrast different theories, usingouarisources in order to formulate certain
hypotheses, which are to be proved in the praciiberefore the first two chapters will compile
the main ideas from theoretical point of view. Tinst one will be more comprehensive and will
describe in detail the Mergers & Acquisitions (M&pjocess. The main focus will be on the pre-
merger and the merger phases, the factors, whaghtpke most significant role on the decision-
making whether a market should be entered and Hasvshould be conducted. The second
chapter will present the Joint Venture (JV) theanyg its specifics. This theoretical overview will
lead to the development of hypotheses, which abettested in the following parts (Dul & Hak,
2008 ).

The last two chapters will consider two cases Bitgaria, where EVN AG has conducted an
acquisition and the JV, which VERBUND AG had formadlurkey. The company itself will be
introduced before and at the time of the deal. &hergy industry, the political, economic and
environment will also be described at the relewané. The acquisition process and the relevant

experiences will also take place in this part.

The thesis will end with series of conclusions blage the study so far. The experiences of the
two companies will be compared with the hypothes®s with each other — where they overlap
and where they differ. It will be discussed whetbach one had chosen the right market entry
mode and something could be performed better. Tiesig will end with a conclusion and

recommendations.



1. Mergers & Acquisitions - theoretical foundations.

There is a vast theoretical basis on the subjadhis section the most important aspects of the
mergers and acquisitions (M&A) as a market entrgtegy will be described. The main focus

will be on the pre-merger and the merger phasesaittors, which play the most significant role

on the decision whether a market should be entaneldhow this should be conducted. These
theoretical foundations will serve as a startingnptor the hypotheses, which will be tested in

the next section by describing and analyzing theeegnces of the two companies in Bulgaria
and Turkey.

1.1 M&A - definition and explanation of the term

First of all, in order to prevent any inaccuracieéshould be made clear what is to be understood
under the term “Mergers & Acquisitions”. The roafsthe term can be traced back to the end of
the 19" century during the so called “First Merger Waviem 1897 until 1903 (Faulkner, et al.,
2012, p. 21). This wave took place in the Unitedt&t and was followed by others — until the
middle of the 28 century mostly there. This is why this Anglo-Saxem is used nowadays all

over the world in its original form.

Although this pair is almost always used togethepicting similar processes, in the scientific
literature there are differences in between the ningaof the two. But if its two parts are
interpreted separately, there is a certain diffegeto be noticed. The process, in which two
companies decide to fuse and establish one ehgty tather operate on their own, is known as
“Merger” (Eulerich, 2009, p. 11). This is more tgal, if the firms are more or less the same size.
The most distinct feature which differentiates therger from other forms of cooperation (like
the joint venture (JV), also called strategic alias) is the legal existence of just one firm.hia t
practice the real mergers do not happen that oféany deals in which one company buys
another are proclaimed to be mergers so that thigy,ewhich is acquired, does not provoke

negative rumors about its stability (McClure, 2013)



Every purchase of shares or assets of a compaawyt(jlivision, the whole company) is called an
“Acquisition” (Sherman, 2011 , p. 3). The shares ange everywhere from 1% to 100%. The
seller usually remains separate from the buyer gpetates as a subsidiary or a sub-division,
preserving its legal independence, while his ecaa@nd business independence are restricted.
The buyer modifies his ownership structure and @ges his managerial, economic and legal

influence over the seller according to the proporof his part (Eulerich, 2009, p. 13).

As (Dutta, et al., 2011) and other authors menti@my of the acquisitions are called “mergers”
to introduce the deal in a more attractive wayhe markets and the general public. For the
purposes of this thesis the term M&A will be usadhe context of the acquisition of one entity
by another — either just by shares or as a whallgeal subsidiary (WOS). Therefore, the terms

(T

“merger”, “acquisition” and “M&A process” will beansidered as synonymes.

1.2 Types of M&A

According to the strategic objectives of the firneite are three basic types of M&A: horizontal,

vertical and conglomerate acquisitions. Their n@aracteristics are:

When the buyer and the seller of a company or ditsare in the same field of business, this is
called a horizontal acquisition (Root, 1994, p. )1&Such entities could be competitors, could
have similar, if not the same products, and theeettave the same target group of clients.
Common arguments for a horizontal acquisition azenemies of scale and gaining market
power, but by far not the only ones. In the nextiea the motives for M&As will be discussed
in detail. These types of restructurings are ofeggulated by the state (Weston, et al., 1990 , p.
83). The main problem in this case is the concéntraf market power in one or several firms,
which could lead to monopolistic or oligopolistitrietures in fields, where competition is
needed. Therefore, the deal needs to gain the wgdprbthe state structures that are responsible
for the regulation. This is not typical for mergevghin a single country, but there are also

international regulatory structures.

The vertical acquisition is classified as a fudi@tween companies, which are on different stages

of the production chain (Wirtz, 2003 , p. 18). Theyer becomes a supplier (Downstream-

10



M&A) or a client of the seller (Upstream-M&A). Thestypes of acquisitions have several
advantages for the firms, which have chosen tgrate vertically. Many transaction costs can be
avoided, such as transportation, searching for libst market price, communication and

coordination costs, etc. Another perceived goalhinige the wish to secure deliveries to the
company or its distribution. Among the disadvangagéthe vertical integration are the higher
fixed and administration costs (Eulerich, 20091). Such M&A'’s could also draw the attention

of public anti-trust authorities. For instancethé firms from a certain sector have few suppliers
and one of the major ones is acquired by one ohthieis firm could later exercise price pressure

on the input prices (Weston, et al., 1990 , p. 84).

The third form of M&A is the conglomerate. By tHigrm there are acquisitions of companies,
which operate in different business fields unreldtethe field of the buyer (Root, 1994, p. 165).
The conglomerate firm requires therefore differemnagerial skills since it is involved in
different industries. According to (Weston, et da990 , p. 85) the three major types of

conglomerates are the financial or managerial hastoncentric companies.

1.3 Objectives and motives for Mergers & Acquisitions

Many authors examine the question what drives gpemyito engage in an undertaking, which is
influenced by many factors (a lot of them exteraadl out of the control of the firm), and risk
substantial financial resources. Obviously the rgamaof the buying firm and the shareholders
of the acquired one expect s certain benefit (Tvaurt, 1990, p. 284). There are various reasons
and theories for this gain — both macro-and miasoemic. They give explanations from the
point of view of both the buyer’s and the sellei@nce this thesis examines the market entry
from the perspective of the VERBUND AG and EVN A@mely these relevant motives of the
buyer will be taken into account - (Wirtz, 2003 58) summarizes them as follows:

11



Motives for M&A-decisions

L 4

Strategic motives Financial motives Personal motives
+ Market motives * (Capital market motives * Hubris hypothesis
* DPerformance motives * Tax motives * Managerialism hypothesis
* Risk motives * Free cash flow hypothesis
* Diversification hypothesis

Figure 1: Buyer's motive for M&A's [source: (Wirtz, 2003, p. 58)]

1.3.1 Strategic motives

These motives represent the strategic goals oftdhgany. There are many theories written on
the subject why M&As exactly occur in the businessld. Probably, the most common term
that is mentioned on the topic is the word “synérdfymeans that when a firm buys and merges
with another, a certain value is created over thgle sum of the two of them (Dutta, et al.,
2011, p. 170). According to (Wirtz, 2003 , p. 58¢ tsynergies that are created as a result of the
mergers can be divided in three major groups. Taket power synergy arises out of the growth
of the market power of the new bigger company amuinfthe decrease of the number of
competitors, or from the new cross-border entrye Performance synergy is a result of the
improved use of common resources. The risk synemerges from the different forms of

diversification.

1.3.1.1 The market motives

As a starting point discussing the market motiviea firm to acquire a new company the theory
of the marked — based view (MBV) must be mentiodte main idea of the theory is that the

market power of the firm explains its value andhgtter performance over the one of the other

12



competitors (Makhija, 2003, p. 437). Thus, the bigthe market share of the firm, the better
results it is expected to achieve. In the best tasdirm would have a monopoly position. By
this logic business sectors with high entry basriare much more promising with respect to
profits than industries, where new competitors easily enter. Kathrin Bosecke summarizes in
her research three major sources of market poweriebs to entry, monopoly power and
bargaining power (Bosecke, 2009, p. 17). The sizheofirm is often positively correlated with a
higher bargaining power. When the company is a aldfi client to its suppliers or has
monopolistic/oligopolistic power over its customethen it can exert pressure in eventual
bargains or negotiation. This is also consideredet@n important precondition for profitability

and success.

Further studies on the market power problem hadede well to the development of the

monopoly theory. This theory looks at the monopeya tool to exercise market power, but the
leading position is not achieved through otherde(like the natural monopoly for example). It

is secured through M&A as a rational process (Ezhe2009, p. 61). With the market power the

company has the opportunity to set the price aadjthantity of its product in a way to maximize

its profits. In contrast to perfect competition, emd the market equilibrium is reached, when the
marginal costs (MC) are equal the marginal reverihd®) -the price, the monopolist can set the
price higher than the MC and produce an outputclvig lower than in the competitive case

(Jansen, 2008, p. 133).

The type the M&A is not important (horizontal, veal or conglomerate) (Trautwein, 1990, p.

286). If a firm acquires companies from differentlustries, as it would be in the case of the
conglomerate for instance, this can lead to a ggosupport between production departments,
decrease costs and result in gains of market poBmss-subsidizing a product using profits

from one successful market to fight for anotherldobe also another way to exercise the
conglomerate power (Schmidt, 1999, p. 139). As inaetl before, by vertical integration a

company can put pressure on its rivals if it acegpim common supplier or distributor. Under the
monopoly theory a company’s stock prices should, ighen a merger is announced and drop, if
it is cancelled (Trautwein, 1990, p. 286).

Last but not least, the M&As are a fast way ofttead a business into new geographic markets

(Schweiger & Very, 2003, p. 8). Recently this psxgvas aided by the opening of new markets

13



and deregulations. A good example for this is theofean Union — one of the most important

objectives, which it has, is to create a commorketawithin its borders.

1.3.1.2 Performance motives

Along with the market motives the M&As are vieweslaaway to increase the joint performance
of the companies. The efficiency theory views theywo do this through different types of
synergies. Trautwein distinguishes three main tygemncial, operational and managerial

synergies (Trautwein, 1990, p. 284).

The financial synergy is achieved in several wdyee first one is by decreasing the risk of the
company’s investment portfolio. If the company istge in different industries, the risk of
insolvency is dispersed (Gomez & Weber, 1989, p. ABother proposition is that of (Weston,
et al.,, 1990 , p. 198), according to which the canypsaves financial costs due to de increased
debt capacity. Financial costs can be also saveestablishing an internal capital market. This
market would not experience such information asytmyrend allocate capital in a more efficient
way (Bosecke, 2009, p. 27). Nevertheless, this ideasynergy has not been proven and has
received wide criticism. Some scholars claim thaga efficient financial market such synergies
cannot be possible (Trautwein, 1990, p. 284).

Operational synergy is achieved through the elitioneof functions, which are common for both

firms and their transfer to just one of them. Dépants like Accounting, Human Resources,
Research and Development seem to be among theusbwiwes, which duplicate themselves
(Gomez & Weber, 1989, p. 43). This effect is caltedonomies of scale”. These economies
occur, when with the rise of the production thetegeer unit falls (due to the quantity and the
drop of fixed costs per unit of output). The “Ecames of scope” on the other hand have a
similar idea, but its definition is more difficulb be derived. The main idea is that two
heterogeneous products would be produced cheapendyirm than if they were produced by

two different (Jansen, 2008, p. 135). The economidisis case come from common costs, which
would be the same for both products — joint purehdsstribution or service. The unification of

the manufacturing processes leads to specializatioth faster, cheaper and more precise

14



production. Efficiency-related theories and arguteeare one of the most widely approved and

praised reasons for corporate acquisitions.

The main concept behind the managerial synergyaisthe different companies have differently-
efficient management and the M&A can improve thenping and monitoring abilities of the

acquired firm (Macharzina & Wolf, 2005, p. 703). nmany enterprises the know-how is a very
cost intensive input factor, therefore the acqiisitan be an efficient way to transfer managerial
experience. The buyer might see potential for impneents in the seller’s firm, of which he

would like to take advantage of. For many schothis argument seems to be implausible and
without sufficient empirical proofs by the majority mergers. It does not seem convincing that
the M&A activities could be used as a sort of gdinary measures. Otherwise the incompetent

managers could be simply replaced with better ¢Wésston, et al., 1990 , p. 193).

1.3.1.3 Risk motives

These motives are based on the portfolio theoriddyry M. Markowitz. According to him one
can design such a portfolio, which with respecatoertain level of risk could give maximum
possible expected return up to a certain fron#emperson just needs to choose stocks from
negatively correlated companies in order to seeuggven level of risk and to achieve stable
returns (Markowitz, 1993, p. 5).

The risks can be divided into short-term and loergat (Wirtz, 2003 , p. 64). The short-term risks
in the context of a firm are those, which are edato a dependency of a company on the
development of a product or a line of business.s&hesks can be diversified through the
development of a new line of business or the emity a new branch. This can be easily and
quickly accomplished through M&A of a company, waoscome is negatively correlated with

the one of the acquiring company. For example ib&iwompany acquires an airline — when the
prices of oil are high the oil company will benedit the expense of the cash-flow of the airline

and vice versa.

The long-term risks could be hedged through crasddy entry on developing markets with high
growth potential (Lucks & Meckl, 2002, p. 9). Thémer opportunity would be to get rid of firms

15



in poorly performing markets. That way the effestsa domestic market in stagnation could be
avoided. Diversification could be achieved alsmtigh internal growth. But if the firm lacks the

excess capacity, the experience or does not havéntte to choose this path, the M&As are a
promising opportunity. It is another question, thbuhow well the management involved in one

industry can be efficient in another.

1.3.2 Financial motives

Apart from the strategic motives mentioned so tfaere could be also another type of incentives.
Behind the objectives of a company to acquire ardilhm could stand purely financial motives.
There are two major types — the first ones arditfancial market motives and the other ones are

the tax considerations.

1.3.2.1 Capital market motives

It was already mentioned above that part of théopmance motives for M&As are the financial
synergies that could arise out of them. The meajetwo companies can improve the fund-
raising ability of the enterprise. It is the resofitoroadening the credit and the capital basihef

merged company (Wirtz, 2003 , p. 65). This is vadtid both the liabilities and the equity. The
fusion can also help the firm reach new investsiace its new larger size will meet the

requirements of large-scale investors.

Another aspect of the question is the undervaloaind the restructuring of the enterprise, which
is to be acquired. The valuation theory postul#tasthe M&As are a result of the belief of some
investors that they have superior information tog true value of the firm, which is above its
total market value (Weston, et al., 1990 , p. 252 asymmetry can result in a stock price lower
than the book value or the historical costs (DeRalisp 2012, p. 11). The g-ratio is one of the
instruments, which measure the undervaluation efitim: it is defined as the ratio of the market

value of the stocks divided by the replacementscosits assets. If this ratio is less than one, it
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means the firm’s stocks are undervalued. The ldieg-ratio is, the more undervalued the firm

is.

1.3.2.2 Tax motives

The acquiring company might also aim tax benefisnfthe M&A process. The tax hypothesis
states that a transfer from the treasury to theesioéders of the buyer is possible (Eulerich, 2009,
p. 67). When the acquirer buys a firm with accuneddosses from past periods, it can use them
to offset future profits. The taxes due can be elsed by eventual unused tax credits by the
target enterprise. The amortizations of assetsdaleln reserves are also a source of tax benefits.
Differences in the taxation rates in different coi@s should also be taken into account. The
buyer could transfer part of the income of the coradd company to the country of its subsidiary,

if there is an arbitrage opportunity there.

Another important source of gains is the taxabkeingaof the transaction (DePamphilis, 2012, p.
12). The seller might not be willing to conclude agreement, if the transaction is not tax-free.

Otherwise he just might require a higher pricetfar firm to compensate for the liability.

1.3.3 Personal motives

There are a number of investment incentives, wlhot have purely economic motives. They
arise, when a large company is not managed bywhners, but from external agents. These are

the so called agency problems. In this section foajor types will be discussed.

1.3.3.1 Hubris hypothesis

The hubris hypothesis was introduced by Richard R8I86) and it offers an explanation why a
big part of the M&As fail. The word “hubris” is gerally explained as: “exaggerated pride or

self-confidence” (Merriam-Webster, 2013). Accoglito the theory of the efficient markets the
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price of a company’s assets is formed by taking extcount the whole available information
about it. The hubris hypothesis is also based erptesumption of the efficiency of the markets.
Therefore, a manager should not pay more for a eaypphan this price. Yet in the real world

this is not the case. Many firms are ready to pgyremium for the purchase of another one.
Roll's explanation why the decision-makers pay mmach for their targets is the overconfidence
and over-optimism in their own abilities to derisynergies in the post-merger integration (Roll,
1986, p. 199). It is also questionable how ratioaal individual can be in conditions of

uncertainty.

A quite recent study presented by Bogan and JO89)2stresses on the difference in the decision
making between executives and non-executives. The rgoal in the paper is to test a
conformation bias. The results suggest that exessitiake to review less pages of information
and are less likely to change their decision afterewing new information (Bogan & Just, 2009,
p. 942). The majority of managers tend to fully agem important information such as the
integration costs. A possible explanation couldo dte the search costs. Nevertheless, the

overconfidence can lead to misguided acquisiticeteqy.

1.3.3.2 Managerialism hypothesis

The managerialism explains the M&As as processa®miby the selfishness of the decision
makers, who strive after more prestige, influennd &igher pays. The basis, on which this
hypothesis was first built by Mueller (1969), wastt “managers maximize, or at least pursue as
one of their goals, the growth in physical sizetloéir corporation rather than its profits or
stockholder welfare” (Mueller, 1969, p. 644). Thamagers of big companies are put constantly
under pressure to sustain earnings’ growth in otddteep the price of the shares sufficiently
high. As the enterprise grows, they are forced &kenlarger investments to support this value,
because smaller acquisition would not have the serpact on earnings (DePamphilis, 2012, p.
11). The managerialsim hypothesis could not recaiveempirical support, since Lewell and
Huntsman came to the results, that the managempensation is positively related to the firm’s
profit and not to its size (Wirtz, 2003, p. 70).
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1.3.3.3 Free cash flow hypothesis

The hypothesis, which is related in some exterthéomanagerialism hypothesis, was developed
by Michael Jensen, who defines the free cash flsw‘'@sh flow in excess of that required to
fund all projects that have positive net preserties when discounted at the relevant cost of
capital” (Jensen, 1986, p. 323). The hypothesmsged on the presumption that with the growth
of the resources of the company the influence & mhanager expands. The chances for
promotion of the middle management also rise. Tibese the decision makers on high and
middle positions are interested in the investmdrthe excess cash as a way to induce further
growth of the company and to secure their influefidee shareholders are on the other hand
interested in these cash flows and would like teiree them in the form of dividend payment.
This also maximizes the share price. In order teike control over these means, the managers,
according to Jensen, are ready to issue new delmké. This is a way to “promise” that they
will pay out these cash flows more effectivelylive future (Weston, et al., 1990 , p. 205).

1.3.3.4 Diversification hypothesis

This hypothesis was introduced by Jensen und Megkli976). It mixes elements from other
different theories like the theory of property righagency theories and theory of finance (Jensen
& Meckling, 1976 , p. 305). Unlike the compositioh a stock portfolio, the managers cannot
diversify that easy their human capital resour@égy are dependent on their personnel, which is
considered to be the most valuable asset in a aoynJderefore, the managers try to acquire
firms from different levels of industries in order smooth indirectly the income from human
capital. These types of acquisitions do not alwayrsespond to the interests of the owners of the

enterprise.

In summary, there are various motives and strat@gjectives behind the decision of a company

to undertake an M&A. It is rarely that there istjassingle reason behind this process. Moreover
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the motives themselves often merge into and comgiérmne another. According to a study of
Nguyen, Yung and Sun 80% of the sampled acquiresge multiple merger reasons. The
coexistence of both value-increasing and valueadsing motives is also common (Nguyen, et
al., 2012, p. 1373). It should be noted that d#fertypes of M&As (vertical, horizontal or
conglomerate) pursue different objectives (WalteB&ney, 1990, p. 84). Additional factors like
culture, institutional differences, experience astters play a crucial role over the strategic

intentions of an entity. They are to be discusseitié next section.

1.4 Factors influencing a successful cross-border M&A

The market entry through M&A process is not a spoabus event, or at least it should not be.
The successful implementation requires a carefdldiigent planning. This creates the necessity
for a number of factors to be taken into accoubbth external and internal. In this section of the
thesis the main factors will be examined in twoangjroups: the firm-level and the country-level

ones.

1.4.1 Firm-level factors

Achieving a merger success depends on number tfréacSome of them are in control of the
company and can be directly influenced and mastésedt or they simply depend on the
characteristic features of the enterprise. Thesehar so called firm-level factors.

1.4.1.1 Strategic vision and fit

In the section above a number of management in@ntvere mentioned which vary in their
motives. Before an acquisition the firm must anster important questions like what are the

goals that it strives to achieve with this proceasd whether it has the resources and the
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competence for them. The strategic vision and a@tiemale behind the M&A should be clarified.
Whether it is to enter new markets, to consolidaéeket power within a certain domain, in terms
of products, know-how or human resources, the compshould always harmonize the
acquisition with its overall strategy (Duncan & Mta&2006, p. 398). In the cross-border
acquisitions the buyer should also take into acteanous factors, which are not in control of
the entity. The M&A does not end with the conclusal the deal. A post-merger integration plan
and policy is no less important than the mergalfitShe decision-makers in both firms must
analyze and unify their strategic fit in order e advantage of the synergy possibilities that are
expected to emerge (Epstein, 2005, p. 39).

A very famous example for merger difficulties, diwethe unclear strategic fit, is the Daimler-
Chrysler deal. The M&A was intended to increase therket share. Both companies could
benefit from cohesion on different levels — paR&D, management, technologies. Nevertheless,
there was corporate and national clash of cultBesh firms had a long and rich history. The
deal was not seen as merger of equals by the @nmsiployees, but rather as a ruthless invasion
into their established practices (The EconomisB020 There were also technical differences — in
order to use cost synergies the two branches ofctirapany needed to co-ordinate the
development and production of their new modelsthst they would be released at the same
time, for example. At the end the deal the M&A abuabt deliver the desired goals and the share

price of the new company fell below the priceshef $eparate ones.

According to a study published in 2002 by Harzitingy corporate strategy influences the choice
of acquisition as an entry mode along with othetdes. The author based her research on the
institutional theory and defined corporate stratagyan independent variable. After the analysis
of firms from different industries she concludedattHfirms, which pursue a multidomestic
strategy, tend to prefer the acquisition as a nagkéy strategy. (Harzing, 2002, p. 222). The
multidomestic companies concentrate on using fipecHic-advantages. This makes them more

adaptable to the business and political environrtygtal for a certain country.
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1.4.1.2 Previous acquisition experience

The experience of a company in the field of M&As@aling to numerous studies is undoubtedly
a relevant factor. Many studies confirm the impoectof competence building, which is a result
of the exposition of the firm to different circurastes, problems and gained experience. Hitt et
al. (1998) found that two thirds of “the acquiririg or both the acquiring and target firms had
considerable experience in implementing changéenyears prior to the acquisition. As a result
these firms were more flexible with developed adapih skills.” (Hitt, et al., 1998, p. 100). The
practical background of a company in the M&A prasssallows it to choose more carefully its
acquisition targets and conduct more successfubtisigpns. The paid premium also tends to be
smaller in these cases. Very & Schweiger (200Bsston the importance of taking a different
approach, when a company plans to acquire an e@ntapother country. The lack of knowledge

of the specific country must not be neglected (\&i$chweiger, 2001, p. 27).

Haleblian & Finkelstein (1999) suggest that theresy process is not linear, but is rather U-

shaped. Inexperienced companies might generalee eékperience after conducting one or two

successful acquisitions and use the same routitfeeinnext deals, although there might be some
or even sufficient dissimilarities (Haleblian & Kigistein, 1999, p. 29). This could be due to an
over-confidence, which results in less-careful eatibn of the target and higher premium paid

for the M&A. The behavioral learning theory alsgins why more experienced acquirers go
through each deal differently. Therefore, learrmugn the experience is very important. Conn et
al. (2004) find strong support that multiple acquerperform better than single acquirers. They
also suggest that if the first acquisition was sutcessful, then an improvement in performance
followed. On the other hand after a first succdsa@guisition the managers tend to result in a

negative bid order (Conn, et al., 2004).

Yet what is the implication of the internationalpexience on the choice of market entry in
general? In a recent study Kuo et al. (2012) confite hypothesis that high control entry modes
are preferred, when the company already has supbriernce. Internationally inexperienced

firms are more inclined to choose joint venturesigKet al., 2012, p. 258). Haleblian et al.
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(2006) also suggest that a successful cross-bactprisition will subsequently encourage the

firm to conduct others later (Haleblian, et al.D&Q p. 357).

1.4.1.3 The acquirer’s competitive advantages

The Transaction cost (TC) theory considers the netgry assets owned by the firm as a further
important factor influencing the choice of the gntnode of the firm. These assets are mostly
specific for the company — brand name, know-howadpcts, technologies, marketing and
organization skills, etc. (Chen & Hu, 2002, p. 194h the conditions of an imperfect market
these assets cannot be transferred very easy,iabpet they are intangible — since the
knowledge is essential for many investing firms tincertainties regarding the demand could
make the transfer very costly. The imperfect marketate the transaction costs, because it is not
possible to create a contract, which will coverpalssible situations. It would be also difficult to
enforce its conditions at all times, because thenegcould cheat (Hennart, 2010 , p. 262).
According to the TC-based logic the firm should @s® an entry mode, which will transfer in the
cheapest and most appropriate way when enterirggvanmarket. In a study conducted for China,
as being one of the world magnets for foreign itmesits, Chen & Hu find strong support for
their prediction that foreign firms are much mdkely to choose a high control entry mode over
contractual and equity joint ventures for the tfansf their specific proprietary assets (Chen &
Hu, 2002, p. 206). Similar results had been alsmdoby Delois & Beamish (1999). As the TC
theory suggests “greater degree of proprietaryerdrih marketing and technological assets both

lead to higher ownership rights” (Delois & Beami$B99, p. 924)

As far as the protection of competitive advantagegs, some scholars suggest that the
acquisition might not be the best choice. Broutl&Brouthers (2000) have developed a model
of diversification mode choice. They have analyaedample of Japanese companies entering
Western Europe and claim that high-tech firms waqariefergreenfield start-up ventures over an
acquisition. The reason is that training the aegliemployees might be much more difficult,
expensive and even unsuccessful in the end. Traimgfeyour own trained personnel to the

foreign subsidiary might prove to be more benefi¢Brouthers & Brouthers, 2000, p. 95).
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Furthermore Hennart & Park (1993) have found ewedenthat the companies with strong
competitive advantages prefer to set up a new veimmuheir cross-border expansions rather than
the acquisition of a local firm. This is an easigay to transfer your own technological

advantages. Nevertheless if a faster entry is mgetie demand is growing slowly or is even

decreasing, the acquisitions have an advantagenétie® Park, 1993, p. 1068).

1.4.2 Country-level factors

As a participant on the market, the firm is exposed number of external factors, which are not
in its control. The uncertainties are increasedneweore when the firm is involved in
international business operations. The influencesarhe major country-level factors will be

discussed in the following section.

1.4.2.1 Cultural distance (CD)

There are many important issues that must be cerezidoy the top management, when a M&A
is being discussed. A lot of them concern the ahoicthe acquisition object, its evaluation, pre-
deal management, the acquisition itself, etc. fewyare the companies, which have a structured
post-deal integration plan, which takes into actahe ability to integrate human resources from
a different country successfully. The problem hasrbexamined by a number of scholars and the
consistent view is that a high level of culturadtdnce could ruin the success of M&As (Shimizu,
et al., 2004, p. 321). There are different defoms for the term “culture”. For the purposes o$thi
thesis the following definition will be taken: “Thaultural distance between two nations reflects
existing differences in certain values, norms aedavioral rules between them” (Lopez-Duarte
& Vidal-Suarez, 2013, p. 2253).The reason why ihisuch an issue at all, as already mentioned,
is that the each company consists of people, wteyaat with each other and with employees
from other entities, and are all culture-beararsrbss-border M&A different organizational and
cultural concepts collide. The main problems aosé of the unwillingness for change in the

working methods, the feeling of threat to the omeBigher position in the firm and the national
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pride (Faulkner, et al., 2012, p. 408). Therefohe, cultural distance could be seen as a further
variable in the country risk assessment for theestors. It is also important for the degree, to

which the comparative advantages of the acquireibesapplied in the acquired company.

There are different methods for measuring the CBchwartz’'s and GLOBE'’s approach for
example have been developed in the last 15 yeatsoiYe of the most used in research is the
Hofstede’s approach (1980). There are four basieedsions, which characterize the country’s
culture specifics. They are labeled as Power Degtabncertainty Avoidance, Individualism and
Masculinity (Hofstede, 1980, p. 22ff.):

» Power distance - depicts the inequality in socsetiad organizations and the extent to
which the members on lower levels of the hierarelogept the higher authorities. In
societies with low power distance the people demamaal rights and distribution of
power between its members. In societies with highvgy distance there is a strict
hierarchy, which does not need to be justified,;

* Uncertainty avoidance — shows how comfortable peopla certain culture are with
possible unknown situations. Countries with lowenta@inty avoidance are more practice-
oriented and others with stronger uncertainty aaooe prefer sticking to principles;

* Individualism — describes the dominating orientatid the individual towards the society
— individualistic or collectivistic;

* Masculinity — in countries with high masculinity iemtation personal qualities like
competitiveness, ambition, success, performancenaadth are valued. In more feminine

societies the focus is on social performance, c@tipe, and modesty;

The influence of the cultural distance as a vaediy itself in the entry mode choice and its role
in the M&As in particular is rather ambiguous. Ahegt al. (2012) find strong support that

specific dimension of national culture — trust,rarehy and individualism, exercise ascendency
over the volume and synergy gains of the acquisitiibthe cultural distance is high between the
countries, the companies tend to embark on smstlgle mergers and make lower profits

(Ahern, et al., 2012, p. 19). Tseng & Lee (201Q@)nfd support for the hypothesis that the JVs are
preferred over the WOS, when there are significattural differences. The reason for this is that
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the acquired firm might feel threatened by the bwayal the exchange of information between the
two cultures, when they are partners (Tseng & P40, p. 413). Lopez-Duarte & Vidal-Suarez
(2012) stress on the results that CD does not alvadiect the choice of entry by itself, but it
exercises influence in combination with the potticisk. Language distance is much more
important for investors and when it exists, thegfer not to collaborate with a partner (Lopez-
Duarte & Vidal-Suéarez, 2013, p. 2258). Morschetale(2010) also did not find evidence for the
unambiguousnfluence of the CD over the choice of investment (Morschett, et al., 2010, p.
67).

1.4.2.2 The institutional factor

The institutional theory can be traced back to 188 century and combines different sciences
like sociology, political science and economicsertphasizes the importance of external factors
on the decisions and the behavior in a companyséftfactors have different dimensions:
political, cognitive and sociological (Huang & Stquist, 2007, p. 615). In this sub section the
thesis will focus on the institutions in the sem$epolitical stability, institutional stability, &
legal framework and regulations. The reason thisofais discussed is that it is proven many

times that it can be decisive in a number of irdé@omal projects.

On a broader basis the political stability reftettie likelihood of “...unfavorable change in the
governmental regime of a country or in the policiesued by this regime” (Slangen & van
Tulder, 2009, p. 279). This likelihood is positiyelorrelated with the estimation of the political
risk in a region or a country. It is usually thevgmnment in a country that sets the course of the
policy. Usually it strives to encourage the econamglifferent ways, but sometimes its measures
might influence it in a negative way the businessioltinational companies (MNES). Al Khattab

et al. (2007) summarize the political threats ieémajor groups according to their source:
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Source of threat Threats (source of harm)

Host-government Expropriation and/or confiscati

Contract repudiation

Currency inconvertibility

Ownership and/or personnel restrictions
Taxation restrictions

Import and/or export restrictions

Terrorisn

Host-society

Demonstrations, riots and insurrection

V V.V V V V V VYV V

Revolutions, coups d'état and civil wars

A\

Wars

Economic sanctions

Interstate

A\

Table 1: Classification of political risk according to its source [source: (Al Khattab et al., 2007, p. 735)]

The political insurance agencies could hedge sointheorisks mentioned above, but not all of
them. They offer the coverage of assets in casesxpfopriation, currency inconvertibility,
contract repudiation and confiscation. Other rigdsulting from government characteristics and
not from its decisions remain uninsured — racidicps, taxation and ownership restrictions (Al
Khattab, et al., 2007, p. 736).

The institutions are on the next step under theegowent as a tool to implement the policies, the
laws and the regulations, which had been passdtiedbpoliticians. Therefore the term “public
institutions” can be defined as: “... attributes egiklation, regulation, and legal systems that
condition freedom of transacting, security of pndpeights, and transparency of government and
legal processes...” (Slangen & van Tulder, 2009,749)2The institutional factor can be a much
more sensitive variable in transition economiesictviare known to be turbulent in both political
and economic sense. This increases the unpredittand the volatility of the decision makers.
The security of the property rights is a key issudhis problematic, but this significance is
derived by a great extent from the TC theory. Fimth high specificity of the assets demand
higher level of ownership. If we put this the wasownd, firms in high-technology sectors

demand security for their assets, when they arfgettransferred to another market. As it was
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already mentioned the know-how in its different nfier (patents, managerial experience,
technologies, etc.) is one of the main comparadisreantages for many firms, especially when
the assets are proprietary and specific (DeloisefarBish, 1999, p. 917). This leads to the logical
conclusion that the higher the external risk, tighér the cost of a firm would be to transfer,

monitor and guard these advantages. The amouheafdsts can influence in a negative way the
willingness of a company to engage in a cross-bordarket entry and expansion behavior

(Brouthers, 2002, p. 205).

Legal regulations are the expression of the wilhef legislative power and the ground, on which
the institution exercise their regulative functioi$ie legal framework and its forcing are even
considered by some authors to be strongest enveotahfactor faced by the company. The rule
of law could also have a twofold effect on the bhass environment in a country. On one hand it
establishes certain rules of the game and protieetparticipants by reducing the risks, but on the
other could raise the barriers for new entrantsafidu& Sternquist, 2007, p. 616). Usually the
more important one industry for the state and tveghiment is, the heavier the regulations and
the entry barriers are being imposed — the enengystry and utility business are typical

examples.

A distinct example for a company, which has sufidiee consequences of political volatility and

the lack of respect for property rights and thes rofl the law, is the experience of Royal Dutch

Shell in Russia. Shell and its Japanese partna@nsdy¢éhe right from the desperate at that time for
foreign investments Kremlin in 1994 to exploit ttieh in oil and gas Sakhalin fields The Shell-

led consortium negotiated the term that it woulttstio pay the state for exploitation rights after
the full capital costs have been recovered (Gr2@@y). In 2006, when the prices of oil and gas
started to rise significantly, this was not to jeat Putin’s taste anymore, who needed the
income for the state budget and control over aoldfti fields since Russia was becoming a key
supplier of natural gas for Europe. After severahths of pressure from different ministries and
threats over environmental violations, the RoyatdduShell was forced to reduce its share in the
project from 55% to 25% and by selling the differerto the state-owned energy group Gazprom
(Macalister & Parfitt, 2006).
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There are several implications to be made. The Gre is that the unpredictability of the
institutional environment is more likely to forchet company to choose a share ownership
structure for the company in the host market rathan a WOS (Tseng & Lee, 2010, p. 413).
This way the entrant is sharing the risk with aalqadayer, who is more familiar with the rules of
the game and can serve as an intermediary witlotia¢ institutions and government. The M&As
are also not concidered to be a very appropriatg @faentry for countries with high legal
restrictions (Brouthers, 2002, p. 213). On the othend the contrary hypothesis has been
confirmed by Dikova & van Witteloostuijn (2007) ket acquisitions are positively associated
with a greater institutional advancement (Dikovaré&n Witteloostuijn, 2007, p. 1029). Higher
ownership levels are prefered also in countrieshwitgh degree of intellectual property
protection (Delois & Beamish, 1999, p. 926).

1.4.2.3 Market potential and conditions

The host market is the environment, in which a fisll be operating after implementing the
cross-border M&A strategy. The assessment of @asof is almost obligatory, if the acquiring
firm wants to develop its business successfullhencountry. There are several indicators, which
describe the market attractiveness.

The market size influences the investment decisioa firm. A larger size indicates a bigger
potential and enhances resource commitment in ¢fae market. If the decision to enter into a
new country is based on profit expectations, wimchroad terms are the difference between the
revenues and the costs, then a larger size isiasstavith greater development opportunities
and access to a larger number of potential cliant$ presuming a larger income. The risk
potential of growing markets is considered to hedothan the one in shrinking markets or such
in stagnation. The fixed costs of internalizati@m @lso be distributed on a broader basis (Chen
& Hu, 2002, p. 196).
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The growth rate of the market is proposed as anatdecator for the attractiveness of the market
(Hennart & Park, 1993, p. 1058). In such caseditimes usually prefer a fast market entry mode.
Buying an existing local entity is considered to&egood choice, when the momentum of the
demand is to be grabbed. The M&A allows quick asdeslocal assets and experience. Other
authors like Morschett et al. (2010) emphasize fan importance of the speed of knowledge
building as an important component of the enteoh@ast growing markets. They describe the
knowledge transfer after an acquisition as slowel somewhat problematic due to a potential
lack of willingness for cooperation by the locabsidiary. A joint venture might prove to be
faster and with lower opportunity costs (Morschettal., 2010, p. 62). In this sense the cultural
distance and the market potential are two risk rdeteants, which equilibrate each other. A
country with a great cultural distance might sti## attractive to the investing company, if it
anticipates adequate returns for the risk takena lnecent study conducted among export
managers, the market attractiveness was ranked leadang factor (Malhotra & Sivakumar,
2011, p. 605).

The speed of entry is especially important in deprlg economies, which offer higher returns
on the investment as a compensation for the higsleinduced by the more unstable and riskier
environment. Being among the first movers to sudrket the buyer company can establish
certain standards, which can serve as a barrigthgr competitors. The gathered information and
experiences from the host market is a further aidggn It also has the chance to seize a larger
share of the market and gain the trust of the loaatomers. On the other hand some researchers
write in support of the argument that it might better to be not the first, but among the first
foreign entrants in a new market in order to amalye mistakes of the your competitors and to

prepare themselves more carefully for the possiélbacks (Calantone, et al., 2010, p. 833).

The analysis of the economic environment in thgeficountry can include various variables.
They have to be considered on both short-term and-ferm basis. There has to be made a
distinction between such harming the value creajimst in the short run and others with a
prolonged influence. This is important for the esdion of the M&A — in a weak economy, for
instance, a strong merger might look as a worskfa®a the perspective of the stock markets, if

its value is less than a poor acquisition in anositvnger market (Epstein, 2005, p. 41).
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There seems to be no unambiguous answer whethacdtjgsitions are a good choice for big and
fast growing markets or not. Nevertheless, mostaiehes tend to promote this view. Morschett
et al. (2010) could not prove the statement thatAd&re preferred for large markets. He used
data from the China as a host market. On the diwed Chen & Hu (2002) found support for his
hypothesis using the same country as a reseatdh Tieey also claim that “... high control entry
mode is more efficient for multinationals to enteto industrial sectors with high potential”
(Chen & Hu, 2002, p. 196). According to Hennart &drly (1997) the acquisition is preferred in
rapid growing markets.
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2. The Joint Venture - major characteristics and issues

This is the other market entry mode, which was usgane of the two companies. Although

there are many similarities between the joint ventand the acquisition in terms of strategic,
financial and managerial goals perceived by théwret are also some significant differences. In
the next section the paper will focus mainly just the specifics of the joint venture, which

distinguish it from the M&As.

2.1 Joint Ventures - definition and types

There are different definitions for the term JV deging on the form of the relationship between
the companies, which form it. In general terms thia strategic alliance established by the equity
and resources of two or more other entities. Thegeeconomically and legally independent
parties continue to function separately. The newtwe is also legally separate and semi-
autonomous company (Weston, et al., 1990 , p. 3¥9ery important difference between the
legal type of the entity and its equity structised be made. The term joint venture describes the
purpose of the entity and the origin of its equif\t. the same time the legal form of these
strategic alliances can differ from firm to firmLimited (Ltd.) or other juridical form (Trost,
2011, p. 5).

A distinction must be made between the differemtesy of JVs according to their different
dimensions. As already mentioned the more typitategyic alliance is founded by equity capital
from at least two other companies — these aredhmaled “equity joint ventures”. Each partner
provides a certain percentage. It is not necedsabg exactly 50/50 %, the proportion could be
different — 30/70%, 60/40%, etc. (Trost, 2011, p.The other major type is the “contractual” or
“cooperative” joint venture. In this case there ne establishment of a new legally and
economically separate entity. Its purpose is moress used for the purposes of a single project
between two firms, which consign the needed ressufgansen, 2008, p. 179). This project could
be a joint marketing campaign, product developraetis finite.
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With regard to spatial dimensions the JVs can bermational or domestic, depending on whether
both partners are from the same country or not.eSofrthem are limited in time — when the
there is a special purpose for the cooperationother cases the strategic alliance might be
indefinitely formed and be just the first step tmarger or a withdrawal from a market. The other
two dimensions, which define the JV, are the fuor@l dimensions — the field of the
cooperation, and the dimension of economic relatign (Eisele, 1995, p. 18). The following

table summarizes the different classifications:

Dimension Joint Venture Form

R&D Procuremet Productiot Marketing anc ~ Other
Functional Distribution  Services

More than one functic
Temporal Temporar Prolonge:

Spatial Domestit Internatione

Economic Horizonta Vertical Conglomerat
relationship

Contractual Equity Contractue

Table 2: Dimensions of Joint Ventures [source: Eisele, (1995), p.18]

The thesis will focus only on the international ggyoint venture (1JV) with at least one of the
headquarters outside the host country. The terrategic alliance” or just “alliance” will be used
as a synonym.

2.2 Motives for Joint Ventures

Many of the motives to choose an 13V as a markey enode are similar or the same as the ones
mentioned in the M&A chapter. The reason for thie the general incentives of the firms to

undertake a cross-border market entry at all —tlieepersonal motives of the managers to some
extent, or the synergy motives. Weston et al. (1888 marize the general reasons in seven main

points as follows:
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Major motives for JVs:

1) To augment insufficient financial or technical abilty to enter a particular line of business

2) To share technology and/or generic management slglin organization, planning, and
control

3) To diversify risk

4) To obtain distribution channels or raw materials sypply

5) To achieve economies of scale

6) To extend activities with smaller investment thanfidone independently

7) To take advantage of favorable tax treatment or pdfical incentives (particularly in

foreign ventures)

Table 3: Rationales for Joint Ventures [source: Weston et al., (1990), p.334]

2.2.1 Knowledge transfer

There is sufficient theoretical evidence that tlhenthant reason for establishing alliances is the
knowledge transfer from the local partner — acawgdo Berg et al. (1982) this was the expressed
leading motive in around 50% of the examined casés.how the market entry of foreign firms
on Asian markets in the 1990’s is being explainétth wimost 250 000 JVs and a volume of 100
billion USD just in China (at the end of the 1990{3ansen, 2008, p. 181). The TC theory
explains this in a very logic way. When a compantees a new country for the first time it is
very possible that the local conditions and waysl@hg business will be unfamiliar to it. The
acquisition of this knowledge is related with certaosts, which, depending on the cultural,
institutional and economical distances, might betequnigh. It would also be more time
consuming for the new entrant to gain it by itsélftracting a local partner would logically
reduce these costs, speed up the process anchbedmtrant to transfer its assets, among which

know-how, on the local market (Hennart, 1991, £)48

34



2.2.2. Resource sharing

The resource based view (RBV) regards the estaish of a strategic alliance as way to help
companies exchange technological and/or managessalurces. Different companies possess
diverse competitive advantages. This way thereopportunities to achieve economies of scale
and further synergies. According to Das & Teng (®0the JVs are the result of “resource
integration among firms” (Das & Teng, 2000, p. 34)good example is the GM-Toyota alliance,
which were the founders of NUMMI Inc. in 1984 irettUSA. Both big car producers hoped to
benefit from the partnership. GM aimed to gain eiee in the advanced technology of
building small and high-quality vehicles and mamagat techniques for cost reduction. Toyota,
on the other side, hoped to acquire informatiorhow to operate best in the conditions of the
USA car market and production, dealing with lalsuppliers and contractors (Jansen, 2008, p.
183).

2.2.3 Risk sharing

Another main motive for JVs is to diversify and igatte the risks associated with the project.
The risks could have different origin - politichhancial, systematic, cultural, legal etc. The mai
role of the local partner will be to provide spdicied knowledge for the environment, but not
only. In business, where high technology is used e profits are not sure, the JVs are
something natural. In the oil industry it is somets common for two firms to build an alliance
for the exploration of potential oil fields, shaginechnology, capital, management and labor
(Eisele, 1995, p. 26). Companies share expenseseatritt the liability in case of bankruptcy

and debts only to the extent of the assets of ¢élmdynformed entity.

2.2.4 Legitimacy

In the environment of the emerging and developicmnemies the volatility is high — especially
in political and economic sense. Institutional tlyepostulates that institutions in a country
influence the decisions of the firm in a non-ecoimay. Foreign firms need legitimacy in
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order to be able to operate freely on the host etarRuilding an alliance with an already
legitimate firm can substantially decrease the tamd the costs to do it (Ang & Michailova,
2008, p. 554). Undertaking an M&A or establishinggr@enfield entity could be seen as an
aggressive way to enter the market by the locdlaittes. The MNE could become a subject of
a discrimination policy (taxed with higher ratesr instance) (Yan & Luo, 2001, p. 7). An 13V,
where at least one of the partners is from the tmsihtry might have a more positive image — the
entrant would not be seen as a colonizer, whosés goa to gain profits and transfer them
abroad. Most countries have, therefore, some kinidwestment law, which regulates the size,

the industrial sectors and the procedures of thesiments of foreign companies.

2.2.5 Other advantages

Nevertheless, the influence of the institutions #r& government can also be positive and non-
oppressive. The foreign investments contributédnéo@DP and reputation of the country and it is
normal and logical, that most of them try to attrf@ceign investors. There are different types of
incentives — government guarantees, customs dugyngtons, subsidies, exemption of 1JVs
from certain unfavorable laws, etc. (Gutterman, 20Q. 92). A very significant motive for
strategic alliances is the favorable tax policythi# one party has the intangible assets, the other
can offer depreciable facilities. The annual dejptean lowers the taxable income and increases
the actual profit of the entity (Weston, et al.9Q9 p. 333). Another incentive is the so called
“tax holiday”, which exempts the company from caertéaxes for a specified period of time.
There are countries with generally lower tax raemtthe entrant’'s home country, where a part of

the business could be transferred.

2.3 Risk mitigation - origins and problematic

The impressive economic progress of the BRIC (Brd&ussia, India and China) countries
throughout the 1990'’s, the relative stabilizatiamd diberalization in many aspects of many

countries from the former Eastern (Communist) Blad the remarkable development of Turkey
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in the 2000’s have given a new impetus of the 13Vagoreferred market entry mode after its
decline in the preceding decades (Meschi & Ric@008, p. 251). Certain country-specific
variables have contributed to this change. The Idpu®eg countries are subject to dynamic
economic, political and social processes, whiclitably go along with the rising attractiveness
for foreign investors of their markets. In the mnese of a local partner these uncertainties can be
reduced in several ways. While the foreign parjm@vides upstream assets like know-how,
technology and significant part of the investmehg local one will tend to the successful
development of the alliance via personnel, accesthé host market, distribution network,
knowledge of the local legislations and legitimaky front of the local authorities and
population/customers. This should decrease thebilitva of foreignness”, described as the
additional economic and social costs of a compaaynfoperating abroad (Rodriguez, et al.,
2005, p. 389).

The developing country governments are especiatrésted in JVs, because in this way they
encourage technology transfers, employment, capittbw and the improvement of the
reputation of the region (Rodriguez, 2008, p. 642}, in transition economies the ruling parties
tend to change more often and thus commitment rt@ioepolicies is also very volatile. A clear
resent example is Ukraine, whose political instgbidind swinging between Russia and the
European Union is obviously affecting the intensiaof the investors in a negative way, who
since the beginning of the financial crisis in 2008ve become much more risk averse (The
World Bank , 2013).

On the other hand many of the local firms in depi&lg countries are facing significant rise in
the competition coming from MNE or just increasetport of foreign goods. The governments
feel pressure from the local business to protebyitntroducing certain protectionism policies,
which might be obvious or “hidden” since many ditih participate in international organizations
- like the World Trade Organization (WTO), wherelsuneasures are not allowed. According to
the Centre for Economic Policy Research in Londehich conducts annually a survey called
Global Trade Alert (GTA), protectionism is definbdbadly as “... anything that hurts another
country’s commercial interests” (The Economist, 201 In a recent research of the European
Central Bank it was estimated that only a small benof the members of the WTO, responsible

for only 13% of the overall import of the G20 coues, have implemented more than 60% of the
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total measures classified as protectionist sinc8920These are Argentina, Brazil, India,
Indonesia, Russia, South Africa and Turkey (Europ€&sentral Bank, 2013). The risk of
expropriation is also a threat, which should notibderestimated. The presence of a local partner
with a certain bargaining power can reduce the ragzéRodriguez, 2008, p. 646). The Wall
Street Journal and The Heritage Foundation pulalisitually an “Index of Economic Freedom”,
which can be used as a proxy for the effect of enoa freedom on the economic activity
(Mantecon, 2009, p. 643).

The government policies moderate another very fsogmt variable for the foreign entrants — the
demand. Macroeconomic factors like the interest, rdé¢fault on payments, employment policies,
laws and regulations, power and influence of lalodons, general unemployment and education
affect directly the income levels and the welfarfetloe population (the customers of the
companies). They all determine the environmentyliich the firms in a country must operate.
The consumption of the products and services ofJtidave direct impact on the profitability of
the project (Meschi & Riccio, 2008, p. 254).

The cultural distance contributes to the riskineEsa host market. The main reasons are the
higher costs of communication and monitoring anal@ation. The development of the marketing
and the production strategy must be based on tt& $pecifics, a part from which is the local
culture. An inappropriate advertisement, for inseggrmight induce hostility towards the product
and the firm. The relational risk has to also bdestainto account. It derives from the possibility
of conflicts and frictions between the two partn@¢aufmann & O’Neill, 2007, p. 437). In the

next sub-section their relations will be discuswsedetail.

In the scientific literature the general opinioremils that the higher risk in a host country is
positively correlated with preference for an IJVeoW&A. Lower institutional and governance
quality, higher cultural distance, regulatory urgicéability, lower income of the population
contribute to the perception of a market as a erskind thus to the choice of 1JV, which has a
lower level of internalization - (Tseng & Lee, 201QCui & Jiang, 2009), (Morschett, et al.,
2010), (Slangen & van Tulder, 2009), (Dikova & Wafitteloostuijn, 2007).
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2.4 The learning perspective

The importance of the IJV as a knowledge transkthod was already mentioned in the previous
sub-section. From the point of view of the strategjliance the learning process has two main
directions. The first one is to learn how to man#ge joint entity and how to cooperate and
function with respect to your partner. The secoedspective, on which | will be focusing,
considered in this particular part of the thesjshe learning from the host-country partner, which
in broad terms are capabilities and skills neededhe successful operations on the given market
(Lane & Lubatkin, 1998, p. 462).

The successful knowledge transfer is importantafeorumber of reasons. It enables the entering
firm to recognize threats more easily, which wihgt it with longer time to response and help it
to form a better response tactic. The 1JV will alsglp market entrants to recognize market
possibilities more quickly. Secondly, the learnagerience is imperfectly imitable, since it is a
very specific know-how based under the subjectmeddions of the particular market under the
influence of a particular partner (Farrell, et &011, p. 480). The success of the knowledge
transfer depends on the extent of achievementeoptimary goals set by the MNE. Si & Bruton
(1999) interviewed 51 joint-venture experts. Thee¢hmain categories summarized by them in
the field of knowledge acquisition in transitiomaonomies (the particular example is China) are:
1) knowledge of governmental issues; 2) knowledgeutiure, and 3) knowledge of the market
(Si & Bruton, 1999, p. 84). The following table peamts the foreign firms’ major goals. In each

category they are ranked according their importance
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Rankings of Knowledge Acquisition goals of 1JVs

« Understanding Government Behavior
e Learning National Policies, Rules and Relevant Laws

Knowledge of Governmental Issues « Understanding the Partner’'s Economic System

« Learning more about the Partner Firm’s National

Knowledge of Culture Culture

« Learning the Negotiation Styles of the Partner’s Naon

* Gaining Knowledge of New Managerial Types and
Styles

e Gaining Knowledge of Partner's Market Characteristics
e Gaining Understanding of Labor Resources
Knowledge of Market «  Gaining Understanding of Capital Resources

e Learning New Technologies

Table 4: Major Knowledge Transfer Goals [source: Si & Bruton, (1999), p.84]

According to the RBV intangible assets like speciikills and know-how are much more
difficult to imitate, because they are much mori@idilt to specify, mostly inseparable from the
human capital and are not subject to patents, wbahbe bought. They are also imperfectly
substitutable (Das & Teng, 2000, p. 42). Neverdg®lehey are an important competitive
advantage. The IJVs are the most suitable markey enode for knowledge transfer. The
partners are in constant collaboration and inteyacwith each other and this makes the whole
process much easier and natural (Glaister, et2@D3 , p. 85). Sometimes it might be an
unconscious process, but having this intent froe libginning can substantially speed up the
process (Glaister, et al., 2003 ). Learning origomarepresents the managerial values focused on
the capture, valuation and the intention to useacerinformation. M.A. Farell (2011) finds
strong support for their hypothesis that the higkearning orientation leads to a better business
performance of the JV.

Another side of the learning perspective is the petitive part. Upon entering into a strategic

alliance, one of the companies or both of them migghinterested only in the internalization of
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the other's knowledge and skills to the detrimeinthe other party (Das & Teng, 2000, p. 44).

This could quickly turn into a “race”. When all theeded capabilities have been acquired from
the other partner, he might become needless anehdaple. This is why great asymmetries in

the learning capabilities and orientation mightreéually destabilize the JV (Khanna, et al., 1998,
p. 198). It is also expected that the foreign partmill show much greater aspiration for learning:

an MNE would have experience on markets of a laggale, thus would be accustomed to
competitiveness. An MNE would also possess largesources to invest and build the learning
capacity it needs. And these capacities accelettae learning process and increase the
probability that the local partner just might n@& beeded in a certain moment (Kale & Anand,
n.d.).

2.5 Local partner issues

It was already mentioned a number of times thatJ¥as a strategic alliance between two or
more firms. This implies that both sides will tapart into the management of the new entity.
There are certain important aspects deriving frbim fact. The company will have to take into
consideration the decisions and desires of therqibgner. This could create frictions in the

different managerial points of view.

Madhok (1995) describes the management of intentzgtonal relationships as based on two
main traits — opportunism (contract-centered apgrpaand trust (relationship-centered
approach). The first one of them emphasizes onintlizidualistic, selfish and self-interested
nature of the participants of the alliance. Each ohthem is expected to try to maximize his own
benefits, even if it is at the expense of the othetner. This increases the risk, and the costs
respectively, of the enterprise since the firmg télve to invest more in protective mechanisms.
Therefore, a contract is needed, which will setazerrights and obligations for the participants in
the JV. Nevertheless, in this case, in the abseheay other stimulus except the enforceability
of the agreement, the firms would not do more tt@nrequired minimum for the success of the
alliance (Madhok, 1995, p. 59). There is the newdsbdmething more than the purely economic
stimulus, so that the company can function in difatde way. The essential ingredient is namely

the “trust”. If the partners are distrustful to baather, this will not allow the bond needed fag th
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cooperation to develop. When the partner demomestratllingness to cooperate and to share the
resources needed for the successful functioning@fstrategic alliance, the level of joint trust
will increase (del Mar Benavides-Espinosa & Ribedariano, 2013, p. 2). The benefits of the
higher level of trust are obvious — it lowers thenitoring costs, leads to a faster problem solving

competence, the partner tends to behave in a medéectable manner (Madhok, 1995, p. 60).

One of the variables influencing management andflicbnesolution styles is the cultural
distance, especially in the case of the 1JVs, witieees is a constant close interaction of people
from different countries. A great deal of misundi@nslings can arise, when one of the partners
does not how to interpret the behavior of his fomepartner. All this can decrease the level of
trust. Even more, higher cultural distance can @néthe implementation of an integrated system
of management practices, which should unite the te#ams (Ng, et al., 2007, p. 434). For
instance, it is known that professionals from mioigividualistic cultures tend to choose direct
and confrontational strategies, when there is dlicolf some kind. In other countries people
concentrate on the long-term relationship betwdéenpartners. They are described as avoidant
and accommodating. The Anglo-Saxon countries actassical example for competitive and
East-Asian countries for passive and collectivistittures (Pearson & Stephan, 1998, p. 68).

Nevertheless, higher levels of trust can decrdaseffects of different cultures.

Trust is impossible to achieve without a certaimeleof commitment. It can be defined as:
“...taking the necessary measures to maintain tregioekhip by contributing the required staff,
time and resources” (del Mar Benavides-Espinosailgeiro-Soriano, 2013, p. 2). Each partner
must show his willingness to invest the above noerl assets in order to have good reason to
expect the same from the other side and to achietter results. The commitment of the
affiliates is also found to have positive influerarethe cooperative learning (how to manage the
IJV) (del Mar Benavides-Espinosa & Ribeiro-Soria@013, p. 5). A positive influence on this
willingness between the two sides exercise the ledjg&ibution of the profits of the JV, the
longer period of cooperation, which is envisionsadtliee partners, avoid complexities and trust
each other (Demirbag & Mirza, 2000, p. 7).

Another important issue is the division of contlmtween the partners. A reliable control

mechanism is needed for the successful operati@adi firm. For decades there has not been a
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clear opinion, which is the most important criterior its valuation in a strategic alliance. There
are two basic types of control — operational amatsgic, but it is not very easy to define, which
control mechanism is dominant — equity ownershipartl representation, appointment of key
personnel by the foreign partner, capital and reital resource contribution (Selekler-Géksen
& Uysal-Tezdlmez, 2007, p. 385). It would seem ¢adjithat the equity would be the leading one
of them, since it refers to the origin of the cabiEven if it can assure the strategic contrak it
very doubtful that this is valid also for the opeyaal one. These are, for instance, the cases,
where the one affiliate provides the investment, isuhighly dependent on the technology,
management and know-how competences of the other Sirobably the influence over the
company'’'s strategy and its implementation is a mondre trustworthy (Demirbag & Mirza,

2000, p. 6). This means to exercise ability touafice your partner by using formal authority.

Kwon (2008) finds strong support for the factor$ieh increase the level of mutual commitment
between the partners in the IJV. The strategic harites and gives perspective to the strategic
alliance. In this aspect it is very important tkia¢ affiliates clearly allocate the responsibifitie
among themselves, so that there is ambiguity inntamagement and overlapping of duties
(Glaister, et al., 2003 , p. 99). The partners nalsb make sure that they are compatible with
each other and can contribute adequately to theesaf the new enterprise. Last, but not least,
they have to implement an efficient communicationl anonitoring policy, so that there is no
information asymmetry (Kwon, 2008, p. 569).
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3. Conclusion and hypotheses

From the mentioned above motives and factors @bigious that the full acquisition and the
equity joint ventures have a lot of similaritiegiitg both in the group of the equity market entry
modes. Nevertheless, the most significant diffeedmetween them is the shared ownership in the
case of the 13V, which predetermines its functios@écifics and applicability. The experience
and the strategic goals of the investing compafiyence its decision how to conduct the entry.

The conditions in the target country also playgamsicant role over this choice.

In order to verify whether the theoretical foundas and the rules, which can be derived from
them, are applicable to the region of SEE and thergy sector in particular, the following
conclusions are drawn. They will be compared torda-life conditions and experiences of the

two companies in Bulgaria and Turkey:

High-control market entry modes like the acquisitexe associated with previous experience. It
is important that the buyer has established cepeagtices and built the needed competences in
order to be able to handle such deal by himseifiesit is associated with a significant level of

commitment of resources, time and efforts. Thetestiia alliance is preferable, when the investor

would need help and guidance to enter the desisrélet
Hypothesis 1: Past previous experience is associated with a preference for M&As over JVs,

Stepping on a new market, especially on one ofasttion economy, is inevitably related to
coping with the rules of this market — interactiwith institutions and governments, struggling
with local and other international competition. Téfere, someone who is going to share these
risks with you and can serve as an mediator betwhenforeign investors and the local
authorities, might be preferable than facing thesallenges alone. In case of a failure this can

minimize the losses:

Hypothesis 2: JVswill be preferred, when the risks and the uncertainty (political, institutional

and economic) are high;

Hypothesis 3: The need for knowledge transfer will inspire the company to choose a JV;
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The cultural distance is one of the risk dimensiohthe new market. The requirements of the
consumers are also shaped by their cultural baokgratheir income and the trust that they are
ready to grant the new entrant. A local partnergstasrten the learning period, reduce the liability
of foreignness and help build trust with the custosn

Hypothesis 4: Higher cultural distance is positively associated with JVs over M&ASs,

The competitive advantages of the firm also mustdesidered, when choosing the mode of
entry. Patents, specific know-how or even corposat@ets must be properly protected. It is also
more difficult to transfer it to local employeediérefore, an acquisition might be a more suitable
choice for this objective:

Hypothesis 5. The transfer of their specific proprietary assets requires an acquisition;

In fast growing markets with a high potential bethg first entrant or one of the first might prove

very beneficial, although it is associated withh@grisks. Securing a larger market share before
other competitors is vital in many cases. M&A bekmpwn for its speed can be preferable in this
case. An IJV takes more time to build. The partmersd additional time to adjust to each other

and begin to function as a whole:
Hypothesis 6: A market with a high potential will inspire M&As;

The hypotheses can be summarized in the follovabtet

Presence of: Acquisition Joint Venture

Previous cross-border entry experience yes no
High-risk market and environmental no yes
uncertainty

Need for knowledge transfer no yes
Transfer of specific proprietary assets no yes

High market potential yes no

High cultural distance no yes

Table 5: Factors and their positive influence over the choice of an entry mode

In the next part of the thesis each country andpaom will be described in various aspects at the
time of and before the deal. For Bulgaria this Wwélthe year 2005 and the years before and 2007
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and before for Turkey. These aspects will be calflaconomic and political. A certain focus will
be put also on the types of state regulationsesdlcountries. The thesis will also provide a short
description of VERBUND AG und EVN AG with their meés and objectives in the host

countries.

Last but not least a series of interviews with imed members from both companies will be
carried out. They will share their personal expees from the processes and will fill in the
gaps, which the public information could not, asgas it is not a corporate secret. These staff
members will also be asked as fill up short questaires.
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4. EVN AG and the M&A in Bulgaria

This chapter begins the empirical section of tlesith A brief overview over the development of
EVN AG, the business areas that it is involvednd &s structure will help to understand better
the company’s goals, experiences and manageméon vighis will be done from the perspective
of the years 2004 and 2005 in order to analyzeptrécular conditions that the company was

subject to before and at the time of the cross4romtarket entry.

Of even greater significance is the descriptionthaf political, social and economic description
and interpretation of the factors in Bulgaria aé ttime of the acquisition. These are the
conditions, which shaped and led to the final deniso execute the deal. They will take place

right after the overview of the company and willthe main focus of this chapter.

4.1 EVN AG in the period 2004/2005

This sub-section will briefly present the history BVN AG, its core businesses, corporate
strategy and some financial figures. The main dbjecs to derive knowledge for the company’s

strategic vision.

4.1.1 Historic evolution of the company

EVN has a long tradition in the energy sector. Tdws of the company can be traced back to the
establishment of the electricity grid and the poweneration in Austria itself. In 1907 the
Landeselektrizitatswerk was founded — a small at@tt company in the Archduchy of Austria
above the Enns, which was a part from the mightystAlaHungarian Empire. It built a
hydroelectric power plant, which had to provide povior Sankt Pélten — nowadays, the capital
city of the province Lower Austria in the Repubtit Austria. After the First World War and the
following political changes in 1922, the company swarenamed to NEWAG

(Niederosterreichische Elektrizitatswirtschaftsakgiesellschaft) and the ownership was in the
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hands of the provinces Vienna and Lower Austriee Tain goals were the development of the
electricity network in regions without access tec#ficity, the construction of electricity power

plants and the generation of electricity. In thdofeing decades NEWAG was renamed to
Gauwerke Niederdonau AG and took over several ienéent electricity companies. After the

Second World War and the following nationalizatibe province of Lower Austria became the
sole owner of NEWAG.

As a result of the adoption of a new developmeiitpan 1954 the Lower Austrian gas supplier
NIOGAS was established. The founding members wegenathe province and the company
under its control, NIOGAS. In a short period of ¢ira distribution network for gas was created in
the province of Lower Austria. The rapid increasgas demand made Austria the first Western
country to sign a contract with the Soviet Uniondas purchases. NIOGAS was among the first

companies to offer supply of natural gas to thegte consumers.

The merger between NEWAG and NIOGAS was considahezhdy in the 1970’s, but was not
undertaken for tax reasons. After tax law changessompanies merged finally in 1986, forming
a fully integrated company. They adopted also a name, which has made it popular today —
EVN (Energie-Versorgung Niederosterreich).Up to émel of the 1980s the ownership of the
concern was public. After the passage of new prmaton legislation in 1988, the company took
advantage, and implemented two public offering$989 and 1990. EVN was allowed to sell no
more than 49% of its share, preserving the provaideower Austria as the majority holder with

51%. With the accession of Austria to the EU in3.8®d the enlargement of the Union in the
following years, EVN AG faced new business oppaties, of which it decided to take

advantage in order to ensure the further growthsaledess of the company (EVN AG, 2014).

4.1.2 Corporate strategy and vision

Since 2001 the Austrian energy market became libyralized. The firm entered a local alliance
— the “Austrian electricity solution”, to enhands competitiveness. The company developed its
business not only in the energy sector, but alsootimer public services — water, waste

incineration, telecommunications and continuedranwgever since. EVN AG adopted a strategy
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of expansion of its core energy business in LowastAa and in the region of Central and
Eastern Europe. The years after the investmentigaBia would further prove that. The concern
will also enter Macedonia, Albania and Croatiaisihevertheless true that the deal in Bulgaria
would be the first major step of the company inrébgion of SEE. It did not have major previous

experience in making business in this area of Eirop

Nevertheless, EVN AG had the confidence to embarthe quest for new market opportunities.

As Figure 2 shows the company had a stable grovargfit in the years preceding the

acquisition:
Group Net Result (in mio. Euro)
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Figure 2: Group net result for the period [Source: Annual report 2003/04]

There were relatively stable tendencies for growtAustria and the EU in general. The demand
was increasing despite the favorable climatic comas in the period. Therefore, electricity sales
were also on the rise - by 8.1% on an yearly b&8 22004 to 10,442.4 GWbtal sales (to end
consumers and wholesale). This was possible dubet@articipation of the company in the
power trading alliance, where it had arranged Itargs price and production agreements to
diminish the risk in its field of operation (Annudeport 2003/04, 2004). The table below depicts

the progress in the trade quantities of EVN:

49



12,000.00
10,000.00
8,000.00 M Electricity trading and
6.000.00 - sales to other electricity
companies
4,000.00 -
M Sales to end customers
2,000.00 -
0.00 -
) \) % v > M
q‘b\q o)o)\g QQ\Q Q'»\Q 0’»\0 Q%\Q
R R R

Figure 3: Electricity sales volumes (in GWh) [Source: Annual Report 2002/03 and Annual Report 2003/04]

In sum, EVN AG had a vision and a strategy of fertgrowth — in other fields of operation and
in other countries. The firm had been formed thtoag M&A and had some experience in this
field. It had gained confidence from the previouscessful years in its homeland, where it had
secured its position on the market. As it will becdssed in the next sub-section there are other
additional favorable country-level factors, whicfflienced the decision to enter the Bulgarian
market at that time.

4.2. Bulgaria in the mid 2000’s

This section will focus on the environment that EWs about to enter in 2004-2005. It will first
provide a short overview of the historical backgrdand institutional environment in Bulgaria at
that time. Consequently, the economic perspectwescultural specifics of the country will be

introduced. The section will end with the geneaiditions of the deal.
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4.2.1 The transition in Bulgaria in the 1990’s and early 2000’s

The political and economic development in Bulganighe period, which will be analyzed, is a

direct consequence of the historical changes tukt place not only on the Balkans, but also in
the whole region of Central and Eastern Europeg&ia used to be a part of the Eastern Bloc
and a socialist republic for almost 45 years. Témide of Communism that led to the fall of the

“Iron Curtain” introduced a number of challengesthe country, many of which are problems

even today.

In the period between the 1946 and 1990, the ecgnmas centrally planned and the country
was part of the Council for Mutual Economic Assmsta (CMEA) — an economic and trade
organization under the leadership of the SovietobniUnlike some of the East-European
members, which in the 1970’s and the 1980’s triedd-orient their trade to other partners,
Bulgaria increased further its trade volumes wite Soviet Union. In the second half of the
1980’s the share of the Soviet trade turnover enBllgarian economy grew to more than 50%
(Dobrinsky, 2000, p. 582).

In the late 1980’s with the decay of the USSR, réggme in Bulgaria decided to borrow foreign
debt rather than adjust and modernize the econ®hegy/gross foreign debt grew from 2.9 billion
USD in 1984 to 10.7 billion USD in 1989. The digigtation of the CMEA caught the Bulgarian
producers unprepared to face the western competitavealing their weaknesses and leading to

an inevitable economic crisis during the phaséefttansition after 1990 (Mihov, 1999, p. 6).

Compared to the transition cases in the other Bagitates, the one in Bulgaria is probably the
least violent case. There were relatively few casieanomic violence and the efforts were
towards a gentle transition. The start was gootlfhmidevelopment afterwards was weak (Agh,
1999). The principle of plurality was adopted adieg in all aspects of the future development —
economics, politics, interests, types of propertg giewpoints. The main economic objectives in

“

the first years of the transition were “...wide-ramgiprice liberalization, opening up of the
economy, abolition of central planning and freeenf private economic agents to the market as
well as liberalization of foreign trade” (Dobrinsky2000, p. 583). These policies were
inconsistent, because of the lack of public conseren all of the matters and the disunited

opposition.
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Some scholars argue that the transition was etfewte in the right order. The first objective of

the process should have been to change the oldnsyst values with democratic ones and
reshape the thinking of the people. Only laterdbenocratic institutions could have been built
upon these foundations. In the case of Bulgaria Was done the opposite way. The common
people were not prepared for the consequences afdmocratization of the political system and
the liberalization of the market. Having a Gini ffment of income distribution in the 1980’s

between just 20 and 25 the society was ready teptx®ome of the less glamorous sided of
democracy like social classes, property and ladgésrences in the social status. This resulted in

a poor efficiency and low trust in the new insiiuas (Todorov, 2003, p. 17).

Since 1989 the ex-communist Bulgarian SocialistyP@SP) had been one of the dominating
players on the political stage entering into caaig with other left parties and groupings. It
managed to save much of its positive public imag@ aompetent government it the preceding
decades. On the other side of the political spettuas the anti-communist Union of Democratic
Forces (UDF), which united political groupings aoalties on the right. They represented the
new vision, oriented towards the liberalization ahé West. The Movement for Rights and
Freedoms (MRF) served as a balancing power anegieat mainly the interests of the ethnical
minorities, primarily the Bulgarian Turks. The leaship of Ahmed Dogan the movement was

represented in each National Assembly after thénbeyy of the transition.

The UDF took office between 1992 and 1994. It leadridertake market-oriented reforms, which
proved to be unpopular among the people. The eciendectline, the rise of the crime and

unemployment diminished the initial enthusiasmhaf voters. This is why in 1994 BSP won the
elections presenting a political vision, which veagpposed to protect the “Little Man” from the

excesses of the free market. Nevertheless, it dvatep down in the beginning of 1997 after the
massive protest and strikes as a result of thegsd of the economy. The young Prime Minister
Zhan Videnov could not show the political strentggitput under control the desires for personal
enrichment of the people surrounding him. In thaqoke1997-2001 under the leadership of the

Prime Minister Ivan Kostov the alliance between Ui the People’s Union (PU) managed to
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stabilize the economy, to achieve good economieviraand to develop the negotiations for
membership in NATO and the EU (Harper, 2003, p.) 336

“In the beginning of 2001 the former Tsar of Buiga8imeon Saxe-Coburg-Gotha returned back
to Bulgaria after 55 years of exile...” (Harper, 2003336) and proclaimed his intentions to take
part in the elections that same year. He formedaement after himself — National Movement
Simeon Il. He was euphorically welcomed and mandgedin 52% of the votes. His political
program concentrated on economic measures andntheation of the society behind common
values. His government continued to follow the wstern course of the previous one. The
economic and political conditions continued to ioy@. Bulgaria became a NATO-member in
2004 and was intensely working to meet the requerdas for EU-membership. Yet, some
problematic areas remained — corruption, organizéde, health care. Nevertheless, Bulgaria
seemed to be on the right course.

Voice and Accountability  Estimate* 0.37 0.37 0.41 0.49 0.51 0.54
P-Rank** 61.54 59.62 60.10 62.02 62.98 64.90

Political Stability and Estimate -0.20 0.53 0.35 0.40 0.15 -0.02
Absence of Violence P-Rank 39.90 6298 59.62 59.62 4856  45.19
Government Effectiveness  Estimate -0.31 -0.24 -0.04 0.20 0.11 0.19
P-Rank 44.00 47.00 54.15 62.95 60.98 64.39

Regulatory Quality Estimate -0.12 0.08 0.20 0.55 0.63 0.67
P-Rank 48.52 53.92 58.33 68.62 69.60 72.54

Rule of Law Estimate -0.46 -0.36 -0.23 -0.10 -0.19 -0.13
P-Rank 34.92 37.32 44.02 49.76 46.41 49.28

Control of Corruption Estimate -0.78 -0.24 -0.21 -0.20 -0.07 0.10
P-Rank 25.85 47.31 51.70 51.70 55.12 58.04

* Estimate of governance (ranges from approximately2-5 (weak) to 2.5 (strong) governance performance),
** Percentile rank among all countries (ranges from0 (lowest) to 100 (highest) rank)

Table 6: The Worldwide Governance Indicators, Bulgaria, [Source: The World Bank, www.govindicators.org]
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Figure 4: P-rank change of Bulgaria over the years [Source: The World Bank, www.govindicators.org]

According to the World Governance Indicators, a&aesh data set summarizing the governance
quality into six major dimensions by The World Bartkere has been an improvement in
Bulgaria over the period 1996-2004, as depicted in

Tables and Figure 4 (Kaufmann, et al., 2013). It can bectuded that in the context of these
indicators the institutional and governance quailityBulgaria has been improving and giving

certain signs that the country was on its way abitity in comparison to the previous years.

4.2.2 Economic crisis and privatization

As discussed in the previous section the 1990'sewaerturbulent period for the Bulgarian
economy, which had to walk its way from being a omand to a functioning market-oriented
one. Generally, all post-communist countries in t€@dnand Eastern Europe experienced
difficulties during this transition, but they hadamaged to overcome them by the middle of the
decade. Yet, for Bulgaria this was still an onggimmgcess in 2004, due to the political instability
and the inconsistent and slow implementation ofrieégrms.
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There were several devastating economic measurie iperiod 1991-1996. The unconditional

financial subsidization of state-owned enterprisesmted was probably the biggest one. Lacking
a long-term oriented perspective and strategy,tafiche loans were not result-oriented and
included illegal and corrupt practices. Their mgoals were to fill a certain hole in the budget of
the company and were not bound with any conditimgarding restructuring and efficiency

improvement. A vicious circle was created, thaulesl in further accumulation of debts. A lot

of loans were issued to other unreliable clientsva#l, in consequence of which the banking

system of the country had been drained. Accordingoime rough estimates in the period from
1993 to 1995 the cumulative gross losses of thie stactor amounted to about 50% of the
average annual GDP (Dobrinsky, 2000, p. 588).

In 1996 the banking sector of Bulgaria inevitabbllapsed under the weight of the bad loans.
Since 1995 many banks had been experiencing prehiéth the liquidity. Several of them went
into bankruptcy. This created a domino effect ia whole system. The country was plunged in
hyperinflation (reaching over 500%), causing theadigation of the national currency (the
Bulgarian lev). Most of the depositors lost theivings. The society was deeply disappointed and

expressed its discontent through massive protesteiyearly 1997.

Proving to be incapable of controlling the fiscalipy of the state, the government introduced in
July 1997 a currency board by the International &tary Fund. The Bulgarian lev (Bulgaria’s

national currency) was fixed at the rate of 10Q0fée 1 Deutsche Mark. The banks had to follow
strict rules in terms of required reserves and mékgation practices. The budget deficit was also
taken under control. Soon after that the econonggabeo stabilize (Mihov, 1999). The GDP was

growing, the budget deficits and inflation were iagander control and the unemployment was

decreasing:
Year 2001 2002 2003 2004 2005
GDP , billion 2005 USD 23.04 24.13 25.45 27.16 28.9
Government gross debt, % of GDP 66.0 52.4 44.4 37.0 27.5
Harmonized Indices of Consumer 5.8 2.3 6.1 6.0
Prices (HICPS) - Inflation
Unemployment, % of labor force 16.4 19.5 18.2 13.7 12.1

Table 7: Bulgaria, selected indicators [Source: Eurostat, International Energy Agency]
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One of the main stabilization measures was thempsan and the acceleration of the

privatization. It started actually in 1992, but iudi997 according to different estimations only

about 5% to 7% of State enterprise assets werat®d. Another holdback was the fact that

many of them were only partially sold to privaterepreneurs and the state continued to own

different amounts of shares and to subsidize themas the economic crisis in 1996 (Figure 5)

that set the ball rolling. The revenues from thegiization were perceived was a valuable source

of valuable source of foreign currency for the @&gdl reserves of the National bank. The high

inflation during this period made the evaluatiortttd entities more difficult and it became easier

for investors to acquire entities under their alctoarket value. The Ministry of Finance allowed

companies to revalue their real assets exceptirtaadial ones. A lot of the enterprises became

insolvent, which also accelerated the process éMél Petranov, 2000, p. 231).
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Figure 5: Privatization contractual agreements (in million leva) [Source: The Privatization and Post-Privatization Control

Agency of the Republic of Bulgaria]

The beginning of the new decade was characterized bapid growth of the foreign direct

investments (FDI) in Bulgaria. According to statiat data in the period 2001 — 2005 their share
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as a percent of the GDP of the country almosted{from 5.8% in 2001 to 14.9% in 2005). The
peak was reached in 2007 — 29.4% (Eurostat, 20alyever, the privatization was not the only
source of inflow of foreign capital and investmenthe low wages attracted many export
oriented green field investments. Bulgaria had beenattractive destination primarily for

European investors. The main FDIs in 2002 came fAamtria (28%), The Czech Republic

(13.9%), Greece (13.4%) and Germany (12.8%) (Peta2003).

4.2.3 Cultural dimensions

As previously discussed in section 1.4.2.1, the gamson between the countries on a cultural
level will be conducted through the Hofstede’s agh and the index of Kogut & Singh. Figure
6 depicts the scores of the two countries on tlaéedtom 0 to 100. The dimensions, which are
taken into account, are Power Distance Index (PDtividualism (IDV), Masculinity (MAS)

and Uncertainty Avoidance Index (UAI):
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Figure 6: Country comparison [Source: The Hofstede Center]

It can be seen, that there are significant diffeesnin almost every dimension. The PDI reveals
that Bulgaria scores relatively high. People theme expected to accept hierarchal order and the
higher standing people openly demonstrate theik.rdhe subordinates expect guidance from
above and are less likely to be initiative in thewrk. They accept class division and these
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societies are prone to totalitarianism. This agseris historically supported. The modern
Bulgarian state was established in 1878 after n&fl0 years of Ottoman rule. After the Second
World War the totalitarian regime of the Bulgari@mmunist Party ruled the country and the
economic life centrally for little less than 50 yel could be pretty much said that it was not
until 1989 that the people in Bulgaria are learnimyv to exercise their democratic rights and

business spirit.

Austria on the other hand has significantly loweswpr distance index. Independence,
egalitarianism, accessible superiors, decentraizaif power — these are the norms, which are
expected to be found in an Austrian company. Thetstontrol is not a priority and the attitude
towards the higher managers is more likely to Bermal. As it is obvious, the two countries
have a very different management style, which & atonfirmed in the interview with Mr.
Werner Casagrande, former Project Manager in EVtihatime of the acquisition in 2004/2005

in Bulgaria.

On the next dimension, individualism vs. colleddiw, Bulgaria’s score is more than two times
lower — 28 vs. 58, which defines it as a collestigi culture. Long-term relationship,
commitment to the family, loyalty as a high-valuedue and preference for group-work are
typical for this type as cultures. According to Bb-wide study, Bulgarian young people are
most likely to live with their parents into thei®8 and 30’s — 52.8% of the men. And even if the
tough economic conditions and the youth unemploymaea to blame to a large extent, part of
the percentage is still due to the national cul{mevinite.com, 2014). Austria can be classified
as an individualistic country with more pragmatieisiness-oriented type of thinking, where
individual goals, initiative and high personal ast@ments are promoted. Independence is valued

and is expected from the employees.

With a score of 39 the Bulgarian society is a ratfeminine one. Being better does not
necessarily mean more success. The job is a pecc@wre as a source of finance in order to
live. In conflict situation, rather than being d®ee, the consensus and negotiation are the
preferable resolution methods. Austria’s indexhils dimension is also twice as high — 82, which
is definitely a rather masculine society. Competiti confrontation and victory are seen as
inseparable part of the successful professionalndgars are expected to be decisive and

proactive. Conflicts are resolved directly.
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The last index is the only dimension, in which @ndbe said that the two countries are similar.
Both dislike uncertainty and ambiguity and try te@ it whenever possible, because they bring
them discomfort and anxiety. Strict following ofwla and rules are an emotional need are
supposed to reduce the risk in uncertain situatiartigh uncertainty UAI is also associated with

longer decision-making time, whenever thinking ‘©deé the box” is required. Unorthodox ideas

and behavior are avoided.

4.3 The parameters of the deal and first impressions of the Austrian
acquisition team

As a part of its privatization program in 2004 Barig announced its plans to make an auction for
67% of the stakes of seven electric power distidmutompanies (EDCs), which were going to
be grouped in three regional packages: Westernth8astern and Northeastern (Seelos, 2011).
Five bidders took part in the auction and each afnem could acquire just one package. The
price was the key criterion. The offers were tH®ofing:

Western 302.00 270.50 241.20 281.00 165.00
Southeastern 271.00 140.70 120.60 121.50 80.00
Northeastern - - 201.00 171.50 180.00

Table 8: Bids made by the competing companies (in million euros, Source "EVN in Bulgaria", p.7, Seelos]

EVN won the Southeastern region, which consistasvofcompanies — EDC Plovdiv and EDC
Stara Zagora. The main characteristics of the eaade summarized in Table 9:
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EDC Plovdiv EDC Stara Total

Zagora
Electricity customers Number 866.679 628.967 1.495.646
Network km 32.706 23.245 55.951
Sales volumes GWh 3.647 2.921 6.568
Employees Number 2.400 1.800 4.200

Table 9: Key figures [Source: Annual Report 2003/04, EVN AG, p.23]

The acquisition would definitely increase substlhtithe client base of the company. It would
also be the first successful one in the region BECAs a competitive advantage EVN AG
planned to use its higher purchasing power and délchgeve economies of scale. The company
would also invest in the transmission grid, whictd lbeen neglected in the years before, in order
to reduce the technical losses. Another major gbtle company was to improve the collections
- as it later became clear, it was common that mhoyseholds, firms and even public
institutions. Centralization and reorganization tbe branch system of the two acquired
companies, coaching program of the Bulgarian mamsaged high control of the post-merger

integration process were other measures to impgteyeerformance of the new subsidiaries.

The negotiating team of the Austrian company quicidticed several of the cultural differences
predicted in section 4.2.3 Cultural differencese High power distance and the highly hierarchal
structure of the public institutions prolonged tmaking of the decisions in them and often
resulted in unneeded bureaucracy. A lot of the eygas were not motivated and pro-active and
were concentrated on their direct tasks. In sonsescdéhe procurement in the EDCs was not

conducted transparent enough due to informal cglat{(See Appendix 1).

Although the situation in Bulgaria was perceivedraatively stable in political and economic
sense, the main concerns were from political natusgas important that the country would stay
on the right and predictable path — full liberaliaa of the energy market was yet to come, and
the favorable economic reforms were to be compléfethual Report 2003/04, 2004, p. 23).
The economic and financial risks were considerdagetof secondary importance and the cultural

one ranked on the last place (See Appendix 1).

Nevertheless, EVN AG was ready to take these rislgserceived Bulgaria as a high potential

market, which could be further developed - the telgty consumption was higher than the
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Europe’s average, but the energy efficiency washmiower. The country was going to enter the

EU soon, which would increase the stability andriowp its international image.

4.4 Conclusions and personal remark for the acquisition of EVN AG in Bulgaria

When analyzing the conditions in the country ane type of the market entry mode of the
company, there are several conclusions to be ntads, Bulgaria was not seen as a high risk
country from the perspective at that time. Althouglwas still stabilizing from the difficult

transition after the change of the political anereamic system, there were several signs of

optimism regarding the future of the country.

EVN had been trying to enter the region of CEE janesly, and the opportunity it was trying to

take in Bulgaria was not a spontaneous decisionakpart of a large-scale strategy. The new
market share was large in terms of number of custerand area to be serviced. It had high
growth potential. Yet a certain amount of investimeas needed. There were certain types of
risks, which could not be classified as high, asgording to the perception of the company

members, which were working on the successful implgation of the deal.

The cultural differences could not be disregarddtey could not be neglected, because they
required a change of the approach of business makime Austrian members of the staff had to
adjust their negotiation style to the new environmé became clear that a newsre effective
and proactive attitude had to be cultivated in tiew subsidiary during the post-merger
integration period through a monitoring and a caaglprogram. Apart from the investments, the
new management style was probably the most impoatsset, which was to be transferred to the
Bulgarian company (it includes restructuring andirojzation of the structure and the costs of

the entity) (See Appendix 1).

All this can be summarized in the following

Table1o :
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Decision making factor: Presence in the current situation

Previous experience no
High risk market and environmental uncertainty no
Need for knowledge transfer no
Transfer of specific proprietary assets no
High market potential yes
High cultural distance yes

Table 10: Factor presence in Bulgaria

It should not be forgotten, that in the case ofdaul there were certain rules enforced by the
Bulgarian Privatization Agency, which restrictece tbhoice of market entry mode. In other
words, it was not possible for the companies taskmther than an acquisition of shares, but for
the purposes of this thesis this fact will be laside and the case is going to be analyzed, Bbs if t

company had chosen this entry mode by itself.
Comparing the benchmark from the hypotheses in

Table 5 with the results from the analysis of the condisicof the market entry of EVN in

Bulgaria in

Table 10, it can be seen, that they match in three of tikeassumptions (high risk and
uncertainty, need for knowledge transfer and mgpkétntial) and in the other three they do not.
Therefore, it could not be given explicit priority one of the modes or the other. An assumption
based on the interview with Mr. Casagrande is thatdifferent decision making factors had
different weight in the decision making processe(@ependix 1). For the M&A-team the
cultural distance, for example, was less importaan the political stability and the economic
potential of the project. So after the more sigaifit factors proved to fulfill the basic

requirements, the acquisition prevailed as a choice

62



5. VERBUND AG and the JV in Turkey

The chapter will start with a brief overview of tevelopment of VERBUND AG, the business
areas that it is involved in, and its structure.xtNahe company’s goals, experiences and
management vision will be considered. This willdme from the time perspective of 2007 in
order to analyze the particular conditions thatdbmpany was subject to before and at the time
of the cross-border market entry. Again the maicufoof the chapter will be on the specific

conditions in Turkey, which shaped the dimensidnthe deal.

5.1 VERBUND AG in 2007

This sub-section will briefly present the historfy MERBUND, its core businesses, corporate
strategy and some financial figures. The main dbjecs to derive knowledge for the company’s

knowledge and strategic vision.

5.1.1 Company history and evolution

The history of the company features the developroétite whole modern power system of the
Republic of Austria. Shortly after the Second Wokiar the nationalization of important
industries was a popular policy in Austria. In 19#e “2'Y Nationalization Act” was issued,
which gave the public authorities the right to taker all electricity production and distribution
companies. Only small-scale power plants and gseliee allowed to be privately owned. Later
the same year the so called Verbundgesellschafpridecessor of the modern VERBUND, was
officially registered in the Commercial registertbe Vienna commercial court under the name
"Osterreichische Elektrizitatswirtschafts-Aktiengkschaft”. The main tasks of this entity were

to manage the shares of the Republic of Austrispecial purpose and provincial companies, as
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well as to supervise and coordinate the expansimh raconstruction of the national electric

system.

The first years of the company were marked by fugdihortages — in this industry the largest
projects are traditionally subsidized by the stitevertheless, by the end of the 1940s major
power plant projects were initiated, which had tovde the much needed electricity in the
provinces of Tyrol and Carinthia. In the 1950s,nk&ato the Marshall Plan, Austria continued
with the construction of major projects. The Kapmaumd Ybbs-Persenbeug power plants were
celebrated as heroic achievements and the courgsyalle for the first time to cover its own

needs, rather than to depend on imports.

In the following decade the economy was makingemméndous progress. In the 1940s the
average households consumed only about 140 KWlecfreeity per year. Only in the 1960s did
the consumption of electricity double, and Austrad to import it once more, although further
large-scale power plants were finished. In addjtidaan energy has been a priority for Austria
and VERBUND. After the prohibition of nuclear powesage after a referendum in 1978, the
company had to continue with the construction adrbyand water power plants. In the thermal
power plants environmental protection mechanismsewestalled. Nevertheless, VERBUND
concentrated and developed its engineering competan the field of hydro-power technology.

Today around 2/3 of the electricity in Austria engrated from the power of the rivers.

A major significant change in the structure of doenpany came in 1987 after a modification of
the 29 nationalization law, which allowed partial privagtion. In the next year 49% of the shares
of VERBUND were sold on the Vienna Stock Exchanfee other 51% remained under the
ownership of the state. In 1987 the company unitats structure the shares of the Republic of

Austria in a number of other special entities friiv@ power industry.

As the country joined the EU in 1995, it had tousdtljits the energy market to certain
liberalization requirements. VERBUND AG had to adapthe new conditions after enjoying a
state-protected dominant position for decades. @ant optimizing the costs and the structure
and concentrating on one core business — elegtrithe unbundling of the “production” and
“transmission” sectors called for administrativedalegal changes of the corporation. This
process went smoothly, and VERBUND met the offididl liberalization of the electricity
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market in Austria in 2001 confident of its leadipgsition in the market. The company expanded
its business abroad as a result of a new corpstiattegy (VERBUND AG, 2014).

5.1.2 Corporate strategy and vision

The strategy for the development of VERBUND in thigel 2000’s was initiated in the previous

decade. Realizing that the high production coatdficient corporate structure and the high level
of indebtedness can never bring the desired camisyusustainable growth, the management
undertook a wide-ranging restructuring program,clitwas completed in 2006. Reduction of the
staff by 50%, re-organization of internal processkgestments and debt-clearing were only a
part of the measures. New business-opportunitiesadbwere considered. The joint ventures in
Italy, France and Greece, the subsidiaries in Geymidungary, Slovenia and Poland proved to
be beneficial. Furthermore, the increase of théalenergy prices and the electricity sales

helped VERBUND register impressive results:
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Figure 7: Group net result for the period [Source: Annual Report 2006/2007
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Figure 8: Electricity sales volumes [Source: Annual Report 2005; Annual Report 2006]

The focus of the new expansion strategy was putigh growth potential markets in SEE —
Turkey, Macedonia and Romania were the main pyiatéstinations and these countries were
still in the beginning of the liberalization of theenergy sectors. Over the previous years the
company had established a certain cross-borderanarkry strategy. It had three main steps
(VERBUND Annual Report, 2006, p. 40) :

1) Examine and analyze the market and its conditions;
2) Acquire a locally-based energy company;
3) Set up own generation capacities or secure elggtgocurement in order to sell it on the

local market;

In the case of Turkey the case of entering the etaykly by itself was not considered. From the

very beginning the VERBUND looked for a suitabletpar (See Appendix 2).

5.2 Turkey in 2007

This section is focused on the environment that BHRD was about to enter in 2007. It will
first provide a short overview of the historicalckground and institutional environment in

Turkey at that time. Consequently, the economicspextives and cultural specifics of the
country will be introduced. The section will endtvthe general conditions of the deal.
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5.2.1 Between Europe and the Middle East

The foundations of the modern Turkish state wetespartly after the First World War. It was in

1923 that the Ottoman Empire was officially repthcley the Republic of Turkey by a

revolutionary group led by Mustafa Kemal Atattrkpavbecame the first president of the nation.
The main goal of the new young and energetic lea@earto modernize the multi-ethnic country
in a Western fashion. Right after he seized powesstisffa Kemal implemented a number of
radical reforms, most of which aimed to reduceittilience of the Islamic religion in the state
governance and the everyday life of the ordinagppe— all Koranic and religious schools were
closed, the Islamic law was replaced by the pafrtthe® law systems of a number of Western
countries, the Arabic script was replaced by thénLacript, education became compulsory,
Western-style dress were promoted, democratic pautly elections were allowed and many
others.

Although there were not massive protests agaireststhcalled “cultural revolution”, there was
sometimes significant opposition from the sideaigious leaders, mostly in the eastern part of
the country. These revolts were also used by thedigln minority to gain certain level of
autonomy since the Kurdish identity was repressedhe new Republic, which strived to
preserve the territorial unity of the state. Thearcrushed the rebellion, some of its leaders were
executed and the Kurdish identity was denied. Algio the sultanate was abolished and
democracy was introduced, the party of Atatlrk e Brogressive Republican Party (RPP),
political opposition was not allowed. The actualltiparty period began in 1950, when the
Democratic Party (DP) won the elections and formggvernment (Kasaba, 2008).

The army, along with RPP, has traditionally seselitas a protector of the republic and the
legacy of a secular (the separation of governmemt freligious institutions). It has not hesitated
to act even against the constitution and the bpsitciples of democracy, if it considers
something as a danger for the national securitya@uamber of occasions the military has used
its power and influence to intervene in the doneeptlitics. The tactics it uses can vary from
issuing an ultimatum to political governments teegte in a manner set by it, as in 1971 and
1997, to direct assumption of power through couft860 and 1980 (Aydin, 2005, p. 103) .
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The traditional separation of the different soadsses is associated with different political
preferences. The normal and the upper middle cleisieh lives in the larger cities, most of all
Istanbul and Ankara, which has easier access taatidn and work, demanding a better
education, are other traditional supporters ofdémocratic and Kemalistic movement. But there
is a large part of the population, which lives overty, does not have higher education. They are
more prone to support the ideas of the politicanis(Kirisci, 2004, p. 40)

Taking into consideration this historic backgrouitdis easier to comprehend the political
situation and possible trends, which at that timneld have influenced the entry of VERBUND
into the country. At that time, the Justice and &epment Party (JDP), whose leader Recep
Tayyip Erdogan, a former mayor of Istanbul becarmpeime minister in 2003 and holds this post
up to the present day. The party was establishe2D@1 and although its ideology originally
derived from the tradition of Islam, it managedtesh away itself from this image and moved to
the in support of “conservative democracy”. Thissweore or less the equivalent of the Christian
democrats in Western Europe. The JDP claimed taldee pro-Western and pro-American. Its
voters were mainly male from both rural and urbegions, whereas urban working women and
housewives tended not to support it that much (Kasa008, p. 262).

The unstable economic growth was stopped by theago crisis of 2001, when the Turkish lira
lost a lot of its value to the United States Dolad the GDP shrank by 5.7%. The country was
governed by a coalition, which found itself in dfidult situation. The economic and political
instability in the antecedent years served asalysitfor the discontent of the people, who craved
for stability and progress, and expressed it bpmtey back from the traditional, better-known
political formations. The JDP won the 2002 electiovith vast majority. This enabled the party
to form government by itself — since 1991 the countas governed by coalitions (Federal
Research Division, 2013). Turkey managed to mabstsuntial economic success with a steady
growth of more than 4% per annum. This is why i02€he party won the elections with a score
of 45.5% of the votes. The following RPP had onistj21%.

Yeal 200z 200¢ 200¢ 200¢ 200¢ 2007

Voice and Accountabiliit  Estimate* -0.3¢ -0.1z2 -0.0z -0.04 -0.11 -0.0¢
P-Rank** 41 44 48 48 45 46

Political Stability anc Estimate -0.87 -0.81 -0.84 -0.60 -0.60 -0.82
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Absence of Violenc
Government Effectivene

Regulatory Qualit

Rule of Lav

Control of Corruptio

P-Rank
Estimate
P-Rank
Estimate
P-Rank
Estimate
P-Rank
Estimate
P-Rank

20 24
0.04 0.04
56 6C
0.09 0.08
57 55
-0.06 0.13
5C 56
-0.71 -0.23 =
32 50

20
0.04
60
0.07
57
0.13
58
0.17
51

27
0.19
6C
0.27
61
0.16
57
-0.02
57

* Estimate of governance (ranges from approximately2-5 (weak) to 2.5 (strong) governance performance),
** Percentile rank among all countries (ranges from0 (lowest) to 100 (highest) rank)

Table 11: The Worldwide Governance Indicators, Turkey, [Source: The World Bank, www.govindicators.org]
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Figure 9: P-rank change of Turkey over the years [Source: The World Bank, www.govindicators.org]

27
0.16
6C
0.29
59
0.05
55
0.00
59

20
0.30
60
0.32
62
0.02
55
0.09
60

Over the period from 2002 until 2007 Turkey does$ mgister any significant progress in the

development of the scores, although there is &tsilgprovement. This means that the situation

in the country has not changed much over the tiMmeurkey wants to join the club of the states

in the EU, it should not neglect some important aedded reforms. The country is lagging in the

development of its political and institutional deyEment. Compared to the BRIC-countries,

often given as an example of high potential ecoesmit is in just a little better position than

India and China and still behind Russia and Brazdording to the Human development index.
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5.2.2 Economic growth and potential

The potential of the Turkish economy is widely amkedged. It was also recognized by the
management of VERBUND AG as interesting, vast aitd high growth potential, part of which
lied also into the upcoming liberalization of thanket. And yet, it is important to analyze the
specifics and the foundations of this development.

Since the 1980s Turkey began a process of libetaiz of the economy. This included reducing
state subsidies and central prices determinatiocoweaging foreign investments through
removing barriers for foreign trade, and interestiregs, relaxing capital controls and expansion
of the private sector. As a result, foreign capitaled into the economy; cross-border trade
flourished. The economy was growing rapidly witbasty rates. Nevertheless, according to many
scholars, the liberalization was not backed up theoneeded macroeconomic reforms and
regulatory policies. Turkey's boom and bust wasoagganied by a number of inevitable cyclic
crises — 1991, 1994, 1998, 2001 (Macovei, 2009).p.

The last one of 2001 resulted in one of the mogtrgeeconomic recessions in the history of the
country. The Turkish lira depreciated by 115.3%imgjathe USD and the real GDP dropped by
5.7%. The inflation, which traditionally had beeghdue to the undisciplined financial policy of

the governments, rose to 68.5%. The interest fatkeogovernment securities, one of the main
sources of financing of the budget, scored the ecgttented 96.2% (Bakir, 2009 , p. 72). The
banking sector was under severe pressure due tiarde number of bad loans and the higher
costs for inter-bank financing. At that time, asntrened in the previous sub-section, the JDP
won the majority of the votes of the scared andfused people, who wanted stability and

security.

The new government undertook the so much needeormef which put order in the
macroeconomics of the country without suppresdiegetconomic progress. The IMF helped with
a number of loans, which were bound to certain irequents for restructuring and
reorganization. The measures included stabilizabiothe banking sector by implementation of
international stability requirements, balancingtbé central budget and deficit, tax reforms,

reduction of the public debt to reasonable leveldting back of public investment in order to
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keep the inflation under control (Macovei, 2009,14). The stabilization program gave fast

results, as it is visible in the following

Table12:
GDP growth (per cent -5.7C 6.1€ 527 9.3€ 84( 6.8 4.67
CPI inflation 54.4C 44.9¢ 25.3( 10.5¢ 10.1¢ 9.6( 8.7¢
Unemployment rate 8.4C 10.4C 10.5C 10.8C 10.6C 10.2C 10.3C

General government deficit/surplus (% of -23.¢ -10.z -9.C -44 -1.zZ 0.€ -1.E
GDP and million EUR)

Foreign direct investment, netinflows (% 1.71 047 05€ 0.71 2.0¢ 3.8 3.4]
of GDP)

Short-term debt (% of total reserves 82.0¢ 57.9¢ 64.7¢ 82.7: T74.1: 67.7¢ 56.4]

Table 12: World Development Indicators, Turkey [Source: The World Bank]

Thanks to the successful implementation of the oemmwnomic stabilization program during
2002-2007 Turkey managed to get back on the faswtyr track, mostly visible by the GDP
indicators. The chronically high inflation, whichk &n inevitable part of this process, was limited
to reasonable levels. The state budget restriaback sof the expenditures and a lower deficit
levels were gradually achieved. Turkey regainedctirdidence of the investors. The level of the

FDI compared to the GDP, even though it was alsstemtly growing, was on the rise.

One of the key assets in a country is the populafiarkey has great potential, which is yet to be
utilized. In 2007 the population of the country veasund 69.5 million people. The growth rate,
although in the last decades it has been steaddsedsing is around 1.2 - 1.3% p.a. The share of
the people in the age range 15-64 years is 65.5%0pfothem 17.7% are between 15-24 years
(according to 2007 data). The EU-27 average, fstaimce, is 12.5% (The World Bank , 2013).
And although 26% of the population lived below puverty level, there is a new middle class on
the rise, which is expected to demand and consuare with the further economic development
of the country. Along with the features of the emmy Turkey can indisputably be classified as a

high-potential market.
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5.2.3 Cultural dimensions

As previously discussed, a comparison between titteiral dimensions of Hofstede between
Turkey and Austria will be conducted. Since eaelit tvas already described in detail, the focus

will be put only the major differences between jingt two countries and all three altogether:

100
80
60 — M Austria
40 W Turkey
Bulgaria
20
0 - .
PDI IDV MAS UAI

Figure 10: Country comparison [Source: The Hofstede Center]

As it is obvious from the figure above the sameetgpdifferences between Bulgaria and Austria
are valid for the comparison between Austria antk@y The centuries of life together (Bulgaria
was under Ottoman) rule for almost 500 years hafteteir mark. The similarities between the
two South Eastern countries are obvious, althougly tare religiously and ethnically very
different.

Mr. Reitb6éck, a member of the VERBUND-team, whichswesponsible for the deal, reported of
none significant cultural differences in the negttin process between VERBUND AG and the
Sabanci Group. The Turkish partner had adopted kigity corporate rules and practices, which
were on a modern, international level. A lot ofithemployees had studied abroad and/or had
international business experience. The negotiatratis the local authorities were conducted by
the Sabanci Group and the Austrian partners didhawe personal impressions for the local

cultural environment.
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5.3 Parameters of the deal and personal experience of VERBUND AG into the
new environment

With the rapid economic development of Turkey ia 970’s and the increase of the electricity
demand, common power outages began to appear mgglye need for reform and change of the
whole state-owned energy sector. This meant litzatadn, privatization and establishment of a
state-regulator. The restructuring began in the-b980’s, but the political inconsistency and the
resistance from a number of public institutionsjalihwere involved in power struggles among
each other, led to the fact that the privatizatemained limited due to the insufficient legal and

institutional framework.

The first significant step towards the liberalipatiof the market came in 2001, when the Energy
Market Regulatory Authority (EMRA) was establishadd a new energy law (Law No: 4628)
was passed. A process of unbundling of the prodaogctransmission and distribution functions of
the Turkish Electricity Board (TEK), the Turkish timaal electricity company, was initiated
(Cetin & Oguz, 2011, p. 125). In 2004, timetable for the privatization of public electtyc
companies and the liberalization, based on markectiples, of the electricity activities was
made by the public authorities. Although there wasertain lag in the fulfilment of the plan, a

significant progress was noted.
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Figure 11: Privatization progress in Turkey in the electricity industry, 2009 [Source: Cetin and Oguz 2011, 129]

A number of private companies stepped on a maweith was yet to be developed, although
not all provinces were subject of privatizationll&@ing the progress of the liberalization in
Turkey VERBUND decided in the mid 2000’s that it &@ready time to explore these
opportunities, as it is mentioned in one pressasgenf the Sabanci Holding, the eventual partner
of the Austrian firm: “Sabanci and Verbund consitler Turkish electricity market as one of the
most attractive emerging energy markets in Eurap&ering considerable opportunities for
sustainable growth on all levels of the electriaiglue chain” (Sabanci Holding, 200&t the
same time this opportunity represented possibléstantial risks, because there were no
guarantees, what path this process might takefahe actions of the government, and the ones

that might follow, would be contiguous.

VERBUND AG never considered entering the marketitself. It needed a partner with a
profound knowledge of the local environment andgleage. Moreover, it was more eager to

provide technical knowledge, particularly in theldi of hydropower, than to overtake other
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duties, like customer relations for example. Tha/waluable resources would be saved and the
company would execute the duties, where it hasntwe expertise and experience. The Austrian
investor conducted several negotiations with d#iférpotential local partners. In the end the
Sabanci Holding was chosen. This is a leading Barland international conglomerate with an
outstanding reputation and a wide scope of buseésesdinancial services, automotive, tire and
reinforcement materials, chemicals, textile a.acdhtrols over 50 subsidiaries, many of which

are market leaders in their industry (see Appe@glix

For the purposes of the 13V VERBUND bought 49.99%4he shares of Enerjisa — an energy
company, which was 100% owned by the Sabanci Hgldat the purchase price of € 245.3

million. Afterwards a cooperation agreement witle tSabanci Holding was signed for joint

management was signed. The Joint Venture’s fieldpdration was planned for the regions

Baskent, Sakarya and Ayedas. The partners stateghtbitious goal to achieve 10% share on the
Turkish electricity market and to increase the pidtn capacity tenfold to 5,000 MW by 2015

(VERBUND Annual Report, 2007).

The Turkish and the Austrian side had no major lggefand disagreements on the future
strategy of the 1JV. The level of commitment anastrwas high, which made easier the joint
decision making. The common goal united the pastriEne staff of the Enerjisa and the Sabanci
Holding had the needed competences, skills anduresao execute their duties in the best

possible way (see Appendix 2).

5.4 Conclusions and personal remark about IJV of VERBUND AG in Turkey

The market entry of VERBUND AG in Turkey with itexaronmental conditions has a number
of very interesting issues. They can by summaréazei follows:

The company had previous experience in the fieldcafss-border market entry. It had
successfully established subsidiaries in a numbeth@r countries and was planning to continue

with this expansion strategy, considering othereptiédl markets. Although this was the first
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major deal in the region of SEE, VERBUND AG hadision and a strategy, based on market-
entries in the past, how it should proceed. Theotigipn team took into account the regional

specifics and used the services of external advistready involved in the country.

The market was perceived as one with very high dppities, which in the same time made the
risks for the project worthwhile. The market wagnocess of liberalization and privatization for
the last 20 years ago. The political environmerg stable for the moment, but there were always
certain signs of instability, as the history of tteuntry had shown. Turkey had also a lot to do in
order to improve the institutional environment, fheome level and the citizen rights of the
population. The currency risk was also presentk@yiiwas also not member of the European
Union, which means that there is much less oppiwtdar an outsider intervention possible in
case of unfavorable policies. Unlike Bulgaria, wéasirrency was tied to the Euro under the
regulation of the Currency Board, the Turkish Was traded free on the international markets. A
financial crisis like the one in 2001 could sigo#ntly undermine the profitability of the

investment.

The competitive advantages, which VERBUND had ferpfwere the equal partnership and the
substantial experience in the field of hydropowegieeering. Turkey had a large unused
potential for hydropower plants. However, this knbew cannot be classified as a special

proprietary asset, but more as an investment anelaigment potential.

Although the negotiation team from the side of VERMD did not have any direct contact with
the local authorities or people since this task was that the Turkish side had to assume,
according to the dimensions of Hofstede, Austriaiture and cultural perception differ a lot
from the ones of Turkey. This was, namely, the @fighe Sabanci Holding — to serve as an

intermediary.

As it was done in the previous case in the follgntable the results are summarized:
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Decision making factor: Presence in the current case

Previous experience Yes
High risk market and environmental uncertainty Yes
Need for knowledge transfer Yes
Transfer of specific proprietary assets No
High market potential Yes
High cultural distance Yes

Table 13: Factor presence in Turkey

In the case of Turkey almost all decision makingtdes confirm the hypotheses. Only the first
statement “Previous experience” and “High markeeptal” do not correspond to the initial

suggestions. The final results of the study wilsbenmarized in the following last section.
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5. Conclusions and final remarks

The main purpose of this thesis is to comparehberetical research work of different authors in
the field of the M&As and 1JVs and to derive therouon factors, which predetermine the use of
the one entry mode over the other. The analysigl@domparison of the different sources led to
the formulation of six hypotheses. This was thetistg point for the second stage - the empirical
analysis, which followed afterwards.

This analysis has two specifics. The first onehet it was done in the region of South Eastern
Europe. Although not very large in terms of aréés part of the continent is highly varied in the
types of ethnic groups, history, economic and palitdevelopment.. Therefore, each country
must be analyzed separately and categorizatiothforwhole region cannot be plausible. The
thesis puts focus on two countries — Bulgaria anckdy, neighbors that have many differences

and some similarities.

Second, two big Austrian firms in the energy seetad their experiences are taken into account.
The energy industry is very important for each ¢guand for this reason it is heavily regulated
by the government. In Bulgaria and Turkey it is y@te fully liberalized and privatized. This
introduces great opportunities, but also significdangers in front of these projects, which
demand substantial investments.

There are several conclusions to be made. In tbe abBulgaria, where EVN AG undertook an
acquisition, the Hypotheses 2, 3 and 6 found prakcsupport. The first two implied that in the
presence of high market and institutional uncetyaamd the need of knowledge transfer from a
local partner the firm should prefer the 1JV aseatry mode. In the situation of EVN in Bulgaria
these factors were not existent. This suggestdltledirm can choose an acquisition. Hypothesis
6 states, that in the conditions of a high markeeptial a more suitable choice is the M&A and

Bulgaria was perceived as such.

Hypotheses 1, 4 and 5 were not supported in thgs.cBhe lack of previous experience in the
field of cross-border acquisitions, the high cutulistance and the lack of specific proprietary
assets to be transferred did not influence thesdetiof the management of the EVN AG to
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choose the M&A over the JV. This possibility wag ewen considered as a possibility in the
strategic plan.

The market entry of VERBUND AG and the choice ttablsh an IJV were supported by all
statements (hypotheses), except of the first orfee Gountry had higher institutional and
economic uncertainty, the cultural distance wa$hamnd therefore a local partner was chosen to
reduce these risks, although the company had gammedious experience in the field of
expansion strategies. There were not any partiagdsets, which had to be specifically protected.
The potential of the market was indeed high, whodmtradicts the initial suggestion, but
VERBUND was also one of the first foreign comparteenter the energy sector of Turkey in
this scale. It could be said that this is a texttb@xample for factors, which impose the

partnership as a required choice.

The thesis has also certain limitations. First, mlsenber of the explored cases does not allow
generalizing common principles for the market emipproach in SEE. It would be beneficial, if
in further studies more examples are taken intowac EVN AG, for instance, had and still has
subsidiaries in other Balkan countries like Croatma Albania. Second, in the case of EVN AG
in Bulgaria the market entry mode was predetermiethe conditions of the privatization. The
international companies had to take part in aniaucior the shares of regional electricity
distribution companies. This limited the optiongjust one. In many countries with an ongoing
liberalization of the electricity market the goveraent determines strict conditions for the process
since this is a very sensitive topic. Third, thalgative research methods used in this thesis can

be combined with quantitative ones in order to ioverthe precision of the results.

The unbundling and the liberalization of the eneagyl electricity markets is still an ongoing
process and a question of present interest, edlgeiciahe EU. It is certain that there will be
more and more utilities, which would try to takevadtage of their competitive advantages and
penetrate foreign markets that are liberalizingha moment or seeking foreign investments.
Therefore, more extensive researches would surelyepto be beneficial for understanding better

the decision processes in the energy sector uhdespecifics of the given country.
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Abstract:

With the globalization of the business world todayermore firms are developing expansion
strategies outside the boundaries of their homatces. The energy industry is no exception.
With the ongoing liberalization and privatizatioh this sensitive sector new opportunities for
cross-border market entry occur. The main objeativine thesis is to apply the theoretical rules
for market entry choice in general to the specii€she environment in South Eastern Europe
and the energy industry. For this purpose two casesnalyzed — the acquisition of EVN AG in
Bulgaria and the joint venture of VERBUND AG in Key.

The basis of this study is an extensive literatergew of the existing theory on the factors that
determine which market entry mode is preferableeumtifferent circumstances. This lead to the
summary of six hypotheses. The qualitative analysimbined with the personal impressions of
specialists from the two companies shared in int&ry, led to contradictable result. The case of
Turkey supported most of the hypotheses aboutineyentures. The acquisition of EVN AG in

Bulgaria supported only half of the assumptionsywéal-life facts. In conclusion it is to be said

that in the regulated environment of the energysty the companies are not always free to
choose the market-entry mode by themselves. N@aetibrs are taken into account with the same

weight. This is why this area would continue toapeinteresting field for further researches.
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Abstract:

Mit der zunehmenden Globalisierung der Weltwirtdthantwickeln immer mehr Firmen
Expansionsstrategien aullerhalb der Grenzen ihrematle Die Energiewirtschaft ist keine
Ausnahme. Mit der fortschreitenden Liberalisierumgl Privatisierung dieses sensiblen Sektors
ergeben sich neue Moglichkeiten fur einen grenzdbgeitenden Markteitritt. Das Hauptziel
dieser Master-Thesis ist zu prifen, ob die thedeltien Annahmen fir die Wahl der
Markteintritt-Strategie in den Besonderheiten demdébung in Sidosteuropa und der
Enregiebranche angewendet werden kénnen. Zu di@sesck werden zwei Falle analysiert —
die Akquisition eines nationalen Energieversorgensh die EVN AG in Bulgarian und das Joint
Venture der VERBUND AG in der Turkei.

Die Grundlage der Studie ist eine umfangreicheratterecherche lUber die Faktoren, die den
Eintrittsmodus unter bestimmten Bedingungen besémnDies fuhrte zur Formulierung von
sechs Hypothesen. Die qualitative Analyse, kombinmeit den personlichen Eindriicken von
Spezialisten aus beiden Unternehemen, fuihrte zarspdichlichen Ergebnissen. In dem Fall von
der Turkei wurde die Mehrheit der Hypothesesn ulment Ventures durch Fakten unterstiitzt.
Der Erwerb der EVN AG in Bulgarien bestétigte nig Halfte der Annahmen mit realen Fakten.
Abschlieend ist zu sagen, dass die Unterehemeregulierten Umfeld der Energiebranche
nicht immer frei sind, ihre Markteintrittsstrategselbst zu wahlen. Nicht alle Faktoren werden
mit dem selben Gewicht behandelt. Deswegen isediBsreich auch weiterhin ein interessantes

Feld fur weitere Forschungen.
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APPENDIX 1

Meeting: 22.11.2013, Time: 15:45, Minutes: 48

Participants: Werner Casagrande, Project ManageiPét Gorna Arda AD, Bulgaria - a
subsidiary of EVN AG; Dimitar Krumov

Top 1: The experts involved in the deal

In 2004 Mr. Casagrande was a Project Manager M&EWN AG. This was one of the first big

deals for him, but had, nevertheless, already gatheome experience during the attempt of the
company to get involved in projects in Romania, alihproved to be unsuccessful for various
reasons. One year earlier he participated in thaisition of a company for wastewater treatment

in Germany.

The core team in the pre-merger management praoessstent out of approximately ten people
that were both employees of EVN and external egpefin the side of the company the
responsible professionals came from different depamts — technical, commerce, legal,
accounting, project management. The external hefisisted mainly out of Austrian and local

legal advisors, an investment bank and internatiac@unting company.

Top 2: Strategic vision of EVN AG for the marketm®mand business in Bulgaria

The growth potential in terms of customer basisvalt as of consumption per capita of EVN in
Austria was more or less limited and the comparigbed its opportunities lie in other fields of
business and abroad. It had considered differetibrop in the region of CEE (Slovakia,
Romania, Hungary), which at that moment were nosyed. The timing of the entry in Bulgaria
was predetermined by the government at that tinmechwdecided to privatize and auction 67%
of seven energy distribution companies. The maekéity mode was foreordained by the rules of

the privatization.
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Bulgaria was attractive for EVN for a number ofseas. The market had a high-growth potential
— the level of income was much lower than the ayeia the EU and the energy consumption
per capita was half of that in Austria. The Bulgarieconomy was making headway after the
tremendous crisis it was in the 1990’s and thereewsggns of political stability. The government
of the National Movement Simeon |l was elected BOR with majority and was widely

supported.

EVN, on the other hand, planned to use the connetadvantages it possessed to further
develop the companies it was buying. It had a sieffit purchasing power to achieve economies
of scale, e.g. in buying larger quantities of aietty meters, which it was planning to replace.
The power grid suffered from technical losses, ttu¢he lack of investments in the previous
decades, and the illegal practices of manipulatireg meters. Some customers were illegally
connected and were not paying for their consumpfldre structure of the two companies, that
the Austrian electricity supplier was planning toypwas highly decentralized. Many of the
different branches had their own legal and accogntepartments and own standards. EVN
wanted to use its managerial experience to exetuigieer control, to reorganize the branch
system and consolidate the common department®ihdhd offices in Plovdiv and Stara Zagora
(primarily HR, procurement, legal, accounting)wis also ready to invest in the renovation of

the power grid.

In the pre-merger phase the team of EVN was usingessimilar in all other cases procedures. It
made a Due Diligence, inspected sites, and did ssseemptions and estimations for the future
development of the acquired entity. Yet, the plpec#fically for Bulgaria was worked out in

detail during this process.

Top 3: Risks regarding the project

According to Mr. Casagrande there was not one sidgminating risk, but it was more a bundle
of risks. First, there was the planning risk — tin@rket projections and development expectations
could not take the direction they were expectefibllow. Second, the stability of supply and the
policies of the government were also not completelyain. In sum, the investment risk as a hole

is the possibility that the investor might not aggerin a predictable framework as he is hoping.
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The process of the acquisition was smooth in okdtakas open, transparent and was done on a
high institutional level. An international investniebank had to implement the deal and there
was strict monitoring from the Privatization Agenafythe Republic of Bulgaria. EVN was not

confronted by any illegal practices.

Nevertheless, the company realized some of theattanigcould expect afterwards. As mentioned
above, the level of the income was much lower timthe homeland of EVN and its main

concern was that some of the clients might systeaibt refuse to pay its bills, as they have
been doing so far — households, firms and evenigubstitutions. This has never been

considered in the Austrian market and was somettongpletely new for EVN.

Top 4: Cultural differences and first contact witle Bulgarian reality

Apart from the fact that in Bulgaria the peoplerdt nod, but shake their head, when they agree,
there were several other cultural differences, Wwhiere quickly noticed in the process of the
negotiations with the Bulgarian authorities. Itcjdy became clear that the structure in the public
institutions was highly hierarchal. When there wasdecision-maker, it could take weeks until a
message was passed and some more weeks until itetvased. People were not willing or
motivated to find a solution on an expert levelcdese there was fear in the public
administration, that if you take a decision insteddomeone higher-ranking, it could result in
negative consequences. This is why employees, migtan public service, but also in private
entities, were not proactive and were concentratglgg on their own tasks. The insufficient

coordination between the institutions and the hucescy also made negative impression.

The post-merger integration plan developed mostlgr dime. It was not concrete, but the
Austrian investors knew exactly, that if they wahtbe acquired enterprises to be competitive
and successful, they had to implement some of theim managing style. A strict coaching
program of the Bulgarian employees was conductedieally and led by experts from Lower
Austria. The services of an external advisor, wad to monitor and help to manage this process,
were also used for some two years. The main goal twaransfer the EVN philosophy and

management style in the Bulgarian subsidiary. YoBnotgarian professionals, who had studied

93



and worked abroad, were recruited in order to doutie to the introduction of proactive working
style.

Please rate your concern for the following typessKs associated with international market
entry projects:

Type of risk  5- extremely 4 3 2 1 - not
concerned concerned

Financial X

Political X

Economical X

Cultural X
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APPENDIX 2

Meeting: 16.01.2014, Time: 16:15, Minutes: 45

Participants:
Thomas Reitb6ck, Head of Projects and Transact@BRBUND International GmbH,;

Dimitar Krumov

Top 1: The experts involved in the deal

In 2007 Mr. Reitboeck was engaged in the Corpdbeeelopment Department of VERBUND.
Together with the head of the department he wahange for coordinating the acquisition of a
50% stake in the Turkish electricity company EmsarjiAt that time he had already gained
valuable experience in the field of cross-border M&or a period of 5 %2 years he had been
engaged with CA IB Corporate Finance GmbH — anstiment bank involved in the CEE region.
Since 2005 he was working in the Corporate Devetagrbepartment of VERBUND. The core
VERBUND team, which was executing the Enerjisageation, also included professionals from
a number of other functions and departments of dmpany — mainly legal, controlling,
technical, and energy market experts. In additi@RBUND also engaged international external
advisors — an investment bank, a law firm, and neeh advisers. Those advisers had
international experience as well as an ongoingrnassi practice in Turkey.

Top 2: Strategic vision of VERBUND for the markeitey in Turkey

The market entry into Turkey was part of the in&ional expansion strategy of VERBUND. By
then VERBUND was already holding participations Italy and France. The management
perceived Turkey as a highly interesting, develgpétectricity market with an outstanding
growth potential, which was yet to be fully libezaid.

For the Turkish market VERBUND decided to entepimat co-operation with a strong, local
partner who has experience in dealing with staté esgional authorities. VERBUND was

looking for a partner with profound knowledge o€tlocal conditions and procedures. In this
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respect VERBUND considered different options anddewted interviews with a number of

potential partners. Finally, Sabanci Group and VERB decided to enter into a partnership.
Sabanci is one of the leading Turkish conglomerdt@sg business in different sectors in Turkey
as well as internationally. Sabanci has an exceitearket position, a solid financial strength and
an outstanding reputation. As Sabanci is also ¢dpgran many countries outside Turkey it has
implemented international standards and policiedadfig business. The competitive advantage
of VERBUND was the long-time know-how in the fietsf hydropower plant construction,

maintenance and operation, as well as the compargding experience in liberalized energy
markets. VERBUND was also ready to offer an equatnership (50/50) and the management

was fully committed to the Turkish market and tleeelopment of the joint venture company.

Based on their vision and common expectations enftirkish market Sabanci and VERBUND

developed a long-term oriented strategy for thaimtjventure Enerjisa. Enerjisa was to become
the leading integrated electricity company in Tyrlkeming at a market share of 10% of the
Turkish electricity market by 2015. The goal fongeation was set to reach a capacity of 5,000

MW within this timeframe.

Top 3: Major risks regarding the project

There are several classes of risk that were rezednand considered in setting up the joint
venture. First, the joint venture was exposed &orttarket risk — the Turkish energy market was
still developing and was yet to be fully liberalizeThe further steps of liberalization and the
future development of the level of volatility aniduidity of the electricity market have been
taken into account. Second, the political risk vaéso taken into account. Future regulatory
policies and decisions could influence the succtsiEvelopment of the JV. This was one of the
key reasons for VERBUND to enter into a co-operatigth a strong local partner. Third, the
currency exchange rate risk has been identifiekeggisk influencing the financial result of the

JV and return on investment.

Top 4: Relationship between the joint venture pagn
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During the negotiation and setting up of the jei@hture both partners demonstrated a high level
of trust and commitment towards each other andyh Willingness to cooperate. Based on their
common expectations for key market developmentg deeloped a business plan for Enerjisa
which was characterized by the common goal to reacd0% market share on the Turkish
electricity market. In governing and managing Egarjthey followed established corporate
governance rules and key decisions were takenlyjoifihe Sabanci Group enjoys an excellent
reputation in Turkey as well as internationallyb&aci managers employed modern tools and
processes of doing business. A lot of its employess be characterized as open-minded and
motivated with an international educational andifess experience. Enerjisa itself is applying an

open and transparent recruitment policy, and resgtunost of its management and staff locally.

In overall, the negotiation process and closinghefdeal were carried out smoothly. Due to the
high commitment of both partners the acquisitiod astablishment of the JV could be executed

successfully within the given timeframe.

Please rate your concern for the following typegisks associated with international market
entry projects:

Type of risk  5- extremely 4 3 2 1 - not
concerned concerned

Financial X

Political X

Economical X

Cultural X
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Curriculum Vitae

Krumov, Dimitar

Ausbildung:

Universitat Wien — Magisterstudium Oktober 2011 - Februar 2014
Internationale Betriebswirtschaft

Universitadt fiir National - und Weltwirtschaft, Sofia September 2007 - Juli 2011
Bachelor Rechnungswesen

91. Deutschsprachiges Gymnasium ,,Prof. Konstanin Galabov”, Sofia September 2002 — Mai 2007

Praktika und berufliche Erfahrung:

Praktikum bei der Bulgarian Holding Company AG, Sofia, Bulgarien Juli 2013 - September 2013
Rechnungswesen und Controlling

Praktikum bei der Natsionalna Elektricheska Kompania EAD, Bulgarien Februar 2013
Nationaler Stromversorger Bulgariens, Abteilung ,,Stromhandel”, Einblicke in folgende Bereiche:

Praktikum im Ministerium fiir Industrie, Energie und Tourismus, Bulgarien Juli 2012 — August 2012
Kundenservice-Berater, Mobiltel EAD, Sofia, Bulgarien August 2010 - Mai 2011

Praktikum beim Institut fiir Marktwirtschaft, Sofia, Bulgarien Mai 2010 - Juli 2010

Auslandserfahrung:

Work and Travel Program in den USA, North Carolina Juni 2008 — September 2008
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Sprachkenntnisse:

e Bulgarisch — Muttersprache

¢ Englisch — Verhandlungssicher — Cambridge Certificate in Advanced Englisch (CAE)
e Deutsch — Verhandlungssicher — Deutsches Sprachdiplom, Stufe 2

*  Russich —FlieRend — Zeugnis B1

EDV-Kenntnisse:

MS Word, MS Excel, MS PowerPoint, Adobe Photoshop

Personliche Interessen:

Literatur, Filme, Sport, Wirtschaft

Wien, am 27.04.2014
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