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he number and value of M&A deals in

Central and Eastern Europe (CEE) are in-
creasing dramatically. The figures have been
climbing steadily since 2002 as the region
grows more attractive to investors. But there
are considerable transactional risks involved,
and buyers need to tread carefully.

From a macroeconomic perspective, individ-
ual countries in the region are showing great
promise, notes Vladislav Severa, a partner at
Ernst & Young. Czech Republic and Slovakia
are attractive for their steep economic growth
—around 6 percent and 9 percent respectively,
in real GDP growth terms — and their abun-
dance of growing entrepreneurial companies.
In Poland, it is fairly straightforward for com-
panies to go public, which piques the interest
of private equity houses planning exit strate-
gies. Romania generates attention due to the
size of its market and population, and recent
privatisation activity. Further east, the giant
markets of Russia and Turkey have retail in-
vestors scrambling to establish a presence,
and further interest flows particularly into
natural resources, construction and heavy in-
dustry. Across CEE, the privatisation of banks
and energy providers is particularly tantalis-
ing for foreign investors.

As is the case with any transaction, under-
taking thorough due diligence can be pivotal
to a deal’s success. Running a detailed back-
ground check on the business practices of the
target is critical, according to Richard Dean,
a partner at Baker & McKenzie. Ultimately
it could help the acquirer avoid potentially
enormous liabilities. Legal advisers should
carefully review the target’s interface with
government officials, compliance policies,
contracts, ownership of assets and rights to
conduct business. Meanwhile, financial ad-
visers should undertake a review of payments
and other benefits to government officials,
payments into offshore bank accounts and
the accounting treatment of certain expenses.
The process can be a daunting in an emerging
market.

Corruption is rife in certain CEE countries.
To satisfy a wary buyer, the target company
will need to prove it complies with anti-cor-
ruption laws. This is particularly important if
either the buyer or seller have business con-
nections with countries that vigorously en-
force those laws, such as Germany, France,
Switzerland and the US. “Corruption is a
highly charged political issue in these emerg-
ing markets,” says Mr Dean. “The bureau-

cracy — generally the source of much of the
applicable regulation — is an active participant
in corruption in these countries. Both political
and bureaucratic factors can impede proper
due diligence and impose pressures on targets
as well as acquirers to overlook or inappropri-
ately highlight potentially corrupt activity.” In
emerging markets, the dividing line between
business and politics is too often obscured.

Buyers will also need to navigate complex
and occasionally contradictory laws. Rather
than develop a coherent legal system of cor-
porate, labour, contract, environmental, con-
sumer protection and competition law, CEE
governments tend to modify each element a
piece at a time. Many amendments later, the
result is a bewildering array of regulations.

In certain deals, the legacy of former poli-
cies can undermine the deal process by caus-
ing confusion over the ownership of assets.
Catalin Baiculescu, a partner at Musat & Aso-
ciatii, explains that after 1990, CEE countries
underwent a complex and imperfect legal pro-
cess of turning state ownership into private
ownership. This was achieved in two ways.
The first was through privatisation methods
in which state-owned companies were sold
to strategic buyers. The second involved spe-
cific restitution legislation, which reinstated a
private person’s ownership right over certain
assets that had been confiscated by the com-
munist regime. “This process was far from
flawless, since the legislation failed to estab-
lish precise and correlated rules in all types
of circumstances, thus resulting in an unclear,
controversial and litigation endangered status
of assets, particularly real estate,” says Mr
Baiculescu.

Unpredictable regulations in a CEE country
can affect earnings far more than in a mature
market, warns Mr Severa. “In many CEE
countries, and all EU members in CEE, the
major regulated industries underwent unbun-
dlings and price regulation, which affected
appropriate returns on invested capital,” he
says. “However, sometimes and in some in-
dustries, we still observe a residual confusion
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regarding valuation of the regulatory asset
base, appropriate regulatory weighted average
cost of capital, the basis for regulatory depre-
ciation and so on.” This can raise the risk pro-
file of a transaction beyond the comfort levels
of a risk averse acquirer, and bring a sharp halt
to proceedings.

Labour legislation can also be tricky. A for-
eign buyer — especially from the US — should
not automatically expect to walk in and clear
out an entire workforce. There may be prac-
tical restrictions or financial penalties linked
to restructuring efforts. “A critical challenge
derives from the employee-friendly labour leg-
islation that often hampers personnel restruc-
turing, outsourcing and a new type of manage-
ment that investors would like to have in place
when acquiring majority shares in CEE com-
panies,” notes Mr Baiculescu. “Consequently,
a careful review of relevant legislation and
collective bargaining agreements, as well as a
prudent approach to sometimes confrontation-
al trade unions must be undertaken, in order
to avoid legal traps and potential employment
litigation.”

Accounting processes add another layer of
complication. Although IFRS is the mandatory
standard for most of the CEE stock exchanges,
a buyer will be lucky to find a private company
that has adopted the guidelines. Lack of clarity
can give sellers a nasty shock if its own calcu-
lation of value diverges wildly from the actual
figures uncovered by a potential acquirer. Of
course, it can also cause serious problem for
buyers that base deal valuations on precise
EBITDA multiples. There is usually a need to
translate the target’s financial figures into IFRS

or US GAAP for appropriate comparison and
evaluation. The situation is slowly changing
as more private companies in CEE prepare for
a future sale by commissioning international-
GAAP compliant audits and sourcing financial
advice on their record keeping processes.

Practitioners believe the single biggest im-
pediment to due diligence is the lack of quality
information. Financial statements should be in
the public domain, but this is not always the
case. Many companies keep their statements
private, according to Mr Dean. “Obtaining ac-
curate and complete information in these mar-
kets is a huge problem because local laws do
not always require full disclosure and compa-
nies are very hesitant to disclose information
that may make themselves targets for predato-
ry companies or otherwise disadvantage them
competitively,” he says. When paperwork is
available, it is often inaccurate or incomplete,
which increases a buyer’s risk.

But as Mr Severa points out, there is often
still not much incentive for the target company
to provide ample information to potential buy-
ers. Lack of information rarely stops a trans-
action when the seller is really willing to sell,
he says. “More often, the transaction might be
stopped for what the information reveals and
potentially causing disillusion on the side of
the seller, who usually has the most optimis-
tic expectations. There is plenty of uncertainty
around transactions, especially for companies
that lack a longstanding track record. Although
this uncertainty goes hand in hand with young
markets, buyer’s often counterbalance the risk
against growth prospects which are higher than
those of a mature market,” he muses.

Buyers should expect to do the legwork in
compiling target data. Although daunting, it is
not always difficult to run background checks.
Contractual representations and warranties can
also help to absorb a portion of the risk. Special
fraud identification procedures are available.
But sometimes even the most thorough due
diligence effort can fail to make a company
completely transparent, and foreign acquirers
should draft business plans with this fact in
mind.

To improve a buyer’s chances of closing a
successful acquisition which generates antici-
pated returns, there are a couple of essential
steps, according to Mr Baiculescu. First, buy-
ers must undertake thorough legal and finan-
cial due diligence. This involves gathering
all essential data and using all the legal tools
available in the target country. It is preferable
if local lawyers and accountants, who fully un-
derstand the legal, economic and political en-
vironment of their country, carry out due dili-
gence. Then, if the acquisition documents will
be based on local laws, they need to be drafted
comprehensively to safeguard the buyer’s in-
terests. Finally, the buyer should prepare early
for the post-acquisition period to smooth out
the integration process.

The aim for any potential acquirer is to estab-
lish a realistic assessment of the risks inherent
in the target company and the individual CEE
market, then negotiate an appropriate price or
walk away. Sophistication is becoming more
evident in the region, but serious pitfalls are
still prevalent. Local advice and meticulous
investigation is the best way to uncover trans-
actional risks. W
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Mr. Baiculescu has acted on many mergers
and acquisitions and high-profile Romanian
privatizations, having a wide and considerable
experience of the due diligence process and the
negotiation of transaction documentation.

Mr. Baiculescu has advised on regulatory issues,
bid and tender preparation, negotiation of sale
purchase agreements, merger and acquisition
finance, post-acquisition transitionand integration,
as well as corporate restructuring.

Mr. Baiculescu’s expertise in the banking & finance
area spans all aspects of general finance and
banking law, contractual relationship, syndicated
loans and compliance, with a focus on project
finance transactions, bank restructuring,

bank privatization, electronic banking etc. He
represented local and multinational banks in
many banking transactions in numerous industries
and markets. Further areas of expertise include
telecom, information technology and media,

insurance, aviation. Mr Baiculescu published
numerous articles and is a frequent lecturer at
various seminars and conferences on related
matters. Mr. Baiculescu is a former Parliamentary
advisor and has also acted as legal counsel to
the World Bank. He speaks Romanian, English
and French. Mr. Baiculescu is a member of the
Bucharest Bar Association and an Honorary Fellow
of the Center for International Legal Studies,
Salzburg, Austria.
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