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All this would suggest boom times 
ahead for private equity funds in Central 
and Eastern Europe. But people in the 
industry say much has changed in the 
region since the global crisis broke in 
2008, placing a question mark over such 
predictions.

New days
One of the most important changes has 
been that private equity, certainly the 
large-cap funds (which chase compa-
nies with an enterprise value greater 
than €150m), don't perceive the new 
EU members states like Poland and the 
Czech Republic as emerging markets 
anymore. "Poland is no longer perceived 
as an emerging market, but a peripheral 

market that's part of the core EU private 
equity market where the risks are more 
manageable," says Przemek Szczepanski, 
partner at Syntaxis Capital in Warsaw.

Brian Wardrop, managing partner of Arx 
Equity Partners in Prague, calls Emerg-
ing Europe outside of Turkey and Russia 
a "hybrid" market, where you have 
marginally better growth prospects than 
in Western Europe, but where there's 
greater familiarity with the rule of law, 
management quality, foreign exchange 
etc., yet it's far from producing the 
kind of spectacular returns that funds 
investing in China and Brazil have been 
enjoying of late. "Should CEE be in the 
European bucket or the emerging mar-
ket bucket? Increasingly it's the former," 
Wardrop says.

At the same time valuations in the region, 
especially for companies at the larger end 
of the market, have "remained stubbornly 
high," says Szczepanski. The private 
equity market in Poland, for example, has 
faced stiff competition from the Warsaw 
Stock Exchange, which provided a home 
for many small and mid-sized companies 
that would normally have been fodder 
for private capital, while also pushing up 

the value of those companies as the stock 
market soared.

This makes raising money outside the 
region for funds, certainly for those 
chasing larger deals, a tougher sell. "CEE 
is having a harder time competing for 
emerging market capital," says Wardrop.

In the mid-market, companies with an 
enterprise value of €100m-150m, the pic-
ture is more encouraging, as strong local 
or regional players aren't competing with 
money pouring in from large-cap foreign 
funds, meaning also the valuations levels 
for target companies are more reason-
able. "In the mid-market segment, those 
funds that have freshly raised money to 

invest should have a good chance to per-
form strongly," says Szczepanski, whose 
own firm is approaching the final close 
of its second fund.

Buy-and-build
Furthermore, there are some key fea-
tures of the market in CEE that makes 
investing in them still attractive.

For all its development over the last 
decade, Emerging Europe's industries 
and sectors are still very fragmented 
compared with those in western markets 
and thus provide considerable scope for 
consolidation. For private equity firms, 
that means it's possible to buy one of 
the larger players in the market, and 
then spend subsequent capital on what's 
called "add-on" acquisitions. "These 
relatively fragmented industry structures 
more easily facilitate the implementation 
of buy-and-build investment theses… 
where acquisitions tend to be more read-
ily identifiable and can often be acquired 
at attractive valuations due to their rela-
tively small size and market shares," says 
Wardrop, whose own firm has completed 
five add-on acquisitions so far this year. 
"This is a feature of CEE's more nuanced 
'hybrid' status that we feel is sometimes 

not fully appreciated by investors looking 
at the region from outside."

Indeed, Szczepanski argues that the 
global crisis has actually aided this 
feature of the market. Before the crisis, 
these fragmented markets contained 
many players of similar size and it was a 
bit hit-or-miss whether you managed to 
back the right horse. "In many markets, 
there is now a clear leader because 
sound companies run by quality manage-
ment teams were able to benefit from the 
slowdown and strengthen their market 
position, so it's less of a casino and more 
visible whom you should bet on."

Another positive feature of the CEE 
private equity market is the succession-
related buyouts that are becoming 
increasingly prominent.

Unlike succession deals in Western 
Europe, the companies in question are 
not family-owned businesses but rather 
those that were, like many businesses in 
Central Europe, started (or privatised) 
by a group of entrepreneurs in the 1990s 
after the collapse of communism, who 
have since grown the businesses and are 
now in their 50s and approaching retire-
ment age, with some wanting to stay 
connected to the company, others want-
ing to leave entirely, and others wanting 
to take some money off the table and 
remain minority shareholders.

For private equity firms like Arx, these 
companies, worth about €50m, provide 
rich-pickings. "As the first institutional 
owner of these firms, it's easier to add 
value. If you're the third owner, the com-
pany is probably bigger, more diversified 
and less risky – however it's also more 
difficult to add value as a PE investor," 
says Wardrop.

This is a particular theme in the Czech 
Republic, where the voucher privatisation 
programme created many companies that 
are owned by a group of private individu-
als of the same generation. By Arx's calcu-
lations, in 2003 the number of companies 
with annual revenues of over CZK200m 
(£6.64m) and at least one owner older 
than 50 years old was 323; in 2008, this 
number had grown to 1,080, a compound 
average growth rate of 27%.  

But the acquisition game was taken to 
a whole new level last December when 
Coke's main rival PepsiCo paid $3.8bn 
for a 66% stake in Wimm Bill Dann, to 
become Russia's single biggest dairy 
producer overnight.

The Pepsi-WBD deal opened the flood 
gates and a slew of other strategic 
investors have either bought out their 
partners or ramped up investment in 
Russia. Danone followed hot on the 
heels of Pepsi, with the buyout of St 
Petersburg-based dairy Unimilk in 2010. 
And this summer Yum! Foods, owner of 
KFC, bought out Rostik Group, its part-
ner of over five years in a fried chicken 
restaurant chain, and has since started 
re-branding all the outlets with the Colo-
nel Sanders logo.

And there seems to be no let up in the 
pace. In just the first two weeks of Octo-
ber, Unilever announced it would buy 
82% of Russian shampoo maker Kalina 
for $535m and Italy's De Cecco closed 
a deal to take over Russia's First Pasta 
Company.

The volume of mergers and acquisitions 
(M&A) has led the broader recovery. 
M&A volumes totalled $55bn in the 
first three quarters of this year, reports 
Mergermarket, up 58.8% from the same 
period a year earlier, making it the 
second busiest period since the record-
breaking 2007 at the height of Russia's 

It's every entrepreneur's dream: you 
set up a company, spend a decade 
building up the business, and finally 

sell out to a strategic investor, pocketing 
billions of dollars. That dream is coming 
true for an increasing number of Russian 
business owners: in the last 12 months, 
a slew of multinationals have taken 
the plunge and spent billions of dollars 
buying a slice of the Russian consumer 
market.

Apart from a brief window in the first 
half of this year, the equity markets 
have been largely closed to owners and 
private equity funds that have wanted 
to exit their businesses, but as the crisis 
forces companies to go global strategic 
deals have mushroomed.

The world's biggest companies with long-
term horizons have always been in Russia, 
but their acquisitions have come piece-
meal for most of the last two decades. 
Coca Cola was among the first of the 
multinationals to arrive with its purchase 
of juice maker Multan in 2005 and then 

Lebedyansky in 2008. But many have 
remained queasy about buying expensive 
Russian companies; Wal-Mart baulked at 
the high prices and abandoned its efforts 
to buy into Russia's retail sector earlier 
this year after a decade of dithering.

Exits open as investment 
pours into Russia
Ben Aris in Moscow

"Should CEE be in the European bucket or the 
emerging market bucket? Increasingly it's the 
former"
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boom. In only the third quarter of this 
year, there were $15.7bn of deals, the 
second busiest quarter on record.

The price is right
All this activity has been partly driven 
by falling asset prices and partly by 
the sluggish, but inexorable, economic 
recovery. "At the start of the crisis, 
owners remained confident that Russia 
would rebound, but the crisis got worse 
suddenly as the economy went into a 
tailspin and the fear took hold," says 
Martin Diggle, co-founder of Vulpes 
Investment Management. "Prices sud-
denly fell, although they have started to 
recover more recently."

During this, foreigners have played 
a disproportionate role, with foreign 
investment up an astounding 923% 
over the first nine months of the year 
to $26.6bn, while Russian investment 
abroad was $5.6bn, up 13% on the 
previous year.

In general, the headline rate of foreign 
direct investment (FDI) is recover-
ing nicely (but still off from its $80bn 
peak) and was expected to top $31bn, 
according to preliminary estimates 
for the first nine months of this year, 
Economic Development Minister Elvira 
Nabiullina told reporters in October. But 
this doesn't capture the frenetic activity 
going on in the retail sector, where FDI 
by some estimates has has tripled.

And those multinationals that weren't 
in the market to buy Russian companies 

have nevertheless been ratcheting up 
their commitment to Russia. Coca-Cola 
said it would invest another $3bn into 
Russia, Siemens launched a $1.37bn 
investment plan that will run to 2014, 
brewer SABMiller transferred its $1.9bn 
Eastern European business to Russia to 
become the second biggest producer in 
the country, and French supermarket 
chain Auchan committed itself to about 
$200m to develop its Russian business, 
to name a few of the announcements 
made in the last two months.

At the same time, a string of companies 
that have never had Russian operations 
chose this summer to enter the mar-
ket: in the space of about two months, 
Burger King, Wendy's and Dunkin' 
Donuts all arrived and Moscow is cur-
rently plastered with hamburger adverts 
as these firms vie to gain a toehold in 
this new market. "The international cri-
sis has been described as a perfect storm, 
but now as the crisis recedes we have the 
perfect conditions for entering Russia," 
argues Roland Nash, chief strategist 
with Verno Capital. "Asset prices have 
come off the crazy valuation levels of the 
boom years, but the economy, and espe-
cially Russian incomes, are still going 
up. At the same time, Russian owners' 
expectations have changed. Before the 
crisis, all they could see was never-end-
ing growth, but now some of them have 
reassessed and decided maybe taking 
out a couple of hundred million is a good 
idea after all. But more than anything 
the buyers are looking at their home 
markets and can't see any growth for 
years to come so they have to move into 
the emerging markets."    

"Russian owners' 
expectations have 
changed. Before the 
crisis, all they saw was 
never-ending growth; 
now some have 
decided taking out a 
hundred million is a 
good idea after all"

"Buyers are looking 
at their home markets 
and can't see any 
growth for years to 
come, so they have 
to move into emerging 
markets"

is hoping to offer great returns to inves-
tors during what it hopes is a protracted 
recovery. "In all the years I have been 
in Russia, the one thing I have learned 
is that the Russian banking sector is 
cyclical," says Timothy Krause, the fund's 
manager, who first arrived in Russia in 
the mid-1990s. "The Russian banking 
sector remains one of the fastest growing 
in the world and the crisis means this is a 
great time to be investing."

When Krause first arrived in Russia, 
Russian banks were going for up to 4.5x 
book value – quadruple the valuations 
that countries in Central Europe got for 
their banks when they were privatised 
in the 1990s. But the prices have come 
off since: the mid-tier commercial bank 
Nomos bank floated earlier this year 
with a valuation of 1.5x book value and 
investors' favourite Sberbank was trad-
ing at 1.2x book value in the middle of 
October.

Right time, right place
The fund comes at just the right time, 
as the Russian government is keen to 
pull in more investors. And it has put its 
money where its mouth is: the fund has 
been seeded with a $250m contribution 
by the IFC, matched by $250m from 
Vnesheconombank (VEB), the state-
owned development bank, and another 
$50m from the Russian Finance Minis-
try. Krause is now on the road trying to 
raise at least another $500m from pri-
vate investors, pension funds, sovereign 
wealth funds and institutional investors.

Indeed, at first the IFC was not very 
keen on the idea of the fund, floated by 
the Russian banking association, which 

was looking for ways to finance smaller 
banks as the tsunami from the global 
debt crisis broke on Russia's shores. 
But during the International Monetary 
Fund's annual meeting in Turkey in 
2008, the then-Russian finance minister 

The World Bank's commercial 
arm, the International Financial 
Corporation (IFC), is getting into 

the Russian fund business. In June, it 
launched the third private equity fund 
focused on the country's banks, the Rus-
sian Banking Opportunity Fund, which it 
hopes will tap into the potential growth 
of Russia's financial sector and help 
drive its consolidation at the same time.

There are already two private equity 
funds focusing on banks in Russia. The 
pioneer was what is now called the East 
Capital Financials Fund that miraculous-
ly opened its doors in 2006 just ahead 
of the mega-wave of banking acquisi-
tions that swept the region. However, 
more recently the fund has suffered: 
while East Capital was an early investor 
in the Bank of Georgia story – probably 
the best rags-to-riches tale in the entire 
Commonwealth of Independent States 
– it got burned on its investments into 
Nadra Bank in Ukraine and BTA Bank in 
Kazakhstan during the recent crisis and 
the fund is down 11.24% this year.

Then there's the Renaissance Capital 
Financial Institutions fund that came 
into being shortly after in 2007. Both 
funds have a similar strategy: take 
minority stakes of about 10-15% to 
boost the bank's capital and provide 
technical help on managing the business 
to allow the bank to grow.

The performance of both these funds 
highlights how volatile investing in Rus-
sian banks can be. The long-term growth 

of the country's financial sector over 
the last 15 years has been phenomenal 
and on an assets/per-capita basis Russia 
remains at the bottom of the league 
in Europe. By launching its bank fund 
during the tail end of this crisis, the IFC 

IFC launches a Russian 
bank fund

Ben Aris in Moscow

"In all the years I have been in Russia, the one 
thing I have learned is that the Russian banking 
sector is cyclical"


