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T
HERE IS NO SECURITY ON
this earth, there is only oppor-
tunity,” Douglas MacArthur, the
US general, once pronounced. In
the fog of the financial crisis,
opportunities still abound for
those companies that have
strong balance sheets.

Stock markets remain depressed in many parts
of the world, and competitors are laid low. But
with most western economies stagnating and
little hope of a return to strong growth soon, one
of the most common dealmaking mantras is that
companies should take advantage of opportuni-
ties in the still-growing emerging markets.

“With limited growth opportunities at home,
corporates in developed economies continue to
pursue the potential for greater returns in higher
growth emerging markets,” says Guy Norman,
head of corporate in the Middle East at Clifford
Chance, the law firm. “But the unsettling and
ongoing mix of political and economic uncertain-
ties across the globe is reflected in a more cau-
tious approach than we were seeing a year ago.”

Positive growth in countries such as Brazil,
China and India is enough to draw in western
corporates looking to expand. Moreover, burgeon-
ing middle classes in countries such as Nigeria
and India also present opportunities to tap into a
secular as well as a cyclical upswing.

However, times are tough for dealmaking.
Lending remains constrained and in many coun-
tries the fragility of the economic backdrop
means it is hard for companies to make bold
calls and take advantage of opportunities to do
transformational mergers and acquisitions.

The emerging markets are no different.
“You cannot extricate emerging markets from

the rest of the world – quite the contrary,” says
James Friel, head of investment bank Roth-
schild’s business in Russia and the Common-
wealth of Independent States. “Financing for
acquisitions, heavily impacted by the broader
European debt crisis, is simply not available in
the way it was until 2008. The dearth of available
acquisition finance is particularly pronounced in
the emerging markets, with few exceptions such
as funding for oil and gas deals in Russia.”

According to Mergermarket, the data provider,
in the first half of 2012, emerging market deal-
making fell 18.9 per cent to $200.6bn compared
with the first six months of last year. European
deals into the emerging markets were down by
57.9 per cent in the first six months of 2012.

Europe, made cheaper by the continuing
sovereign debt crisis, received nearly half of the
outbound investments from emerging market
corporates in the first half of the year, up
87.1 per cent on the same period in 2011.

There is, however, an upward trend in the
proportion of total deals worldwide accounted for
by the emerging markets. Mergermarket says
emerging market deals made up 22.4 per cent of
global M&A activity in the first half of this year,
up from 20.9 per cent in 2011.

Mr Norman of Clifford Chance says the contin-
uing eurozone crisis, slowing growth and leader-
ship change in China, forthcoming elections in
the US and conflict and instability in Syria and
other parts of the Middle East have all contrib-
uted to a slowdown in emerging-markets M&A as
investors await greater clarity.

“We [nevertheless] remain cautiously optimistic
about the prospects for emerging-markets M&A
in the medium term and beyond, even if varying
attractions and risks as between jurisdictions
mean that some will see more activity than
others,” says Mr Norman. “The appeal of particu-
lar markets will also vary according to sector
with, for example, healthcare companies being
drawn to countries such as China and natural
resources in Australia and Africa attracting
attention in those regions.”

Corporates are looking for avenues of growth,
says Mr Friel of Rothschild, with markets such
as Russia, Turkey and to a lesser extent Poland
being the most attractive in Europe. “Russia,
however, remains a challenging market for for-
eign investors,” he says. “Public shareholder dis-
putes [such as the ones with TNK-BP, the oil
company, and VimpelCom, the mobile operator],
the perception that not enough is being done to
tackle corruption, and the fear of excessive state
intervention are putting buyers off.”

“This is particularly true of global private
equity firms, which have thus far been largely

absent from Russia, while billions of dollars of PE
investments have been made in Turkey,” he adds.

One of the most notable trends of the past year
has been the emergence of Asia as an acquirer of
foreign companies. “Asian owners and chief exec-
utives are confident, ambitious and have access
to a pool of liquidity in the local markets with
which to fund their ambitions,” says Colin Ban-
field, head of M&A for Asia Pacific at Citigroup.

China in particular has been active in 2012. Chi-
nese outbound deals are at a record high of $42bn
as of August 28, according to Dealogic, the data
provider. This is 22 times the volume of a decade

Reaching out in the search for growth

Russia and Turkey
are among the
most attractive
markets in Europe

ago. This year, Chinese domestic and inbound
M&A are also at record highs for the year to date.

Indeed, according to the data this year, China
has gone from a targeted nation to one on the
acquisition trail. Earlier this summer, Cnooc, the
Chinese energy group, launched a $15.1bn deal for
Nexen of Canada, its biggest international bid
since a failed attempt to take over US oil group
Unocal in 2005. But it is not only resources that
Chinese groups are interested in. Weetabix, the
food group, was taken over by China’s Bright
Food earlier this year and Beijing-backed nuclear
companies are among those vying to acquire
Horizon, an Eon and RWE Npower project to
build UK nuclear power plants.

“Until recently China was mainly focused on
resources deals,” says Edward Braham, global
head of M&A at Freshfields Bruckhaus Deringer,
the law firm. “These continue, but the latest five-
year plan contemplates a broader range of deals
to acquire brands, strengthen market share and
buy advanced technologies. Western companies
will be on the shopping list more often, and

World view
Vikas Seth
Head of investment banking for Middle East, Turkey and Africa
and co-head of global emerging markets M&A, Credit Suisse

“M&A flows have continued to shift in response to weak
market conditions. We are seeing more sell-side activity in
emerging markets as corporates struggle to raise equity in
capital markets. Sovereign wealth funds are also redirecting
investment to emerging markets.”

some of them will be strategically important.”
Mr Braham adds that one recent development

is that Chinese groups are looking to team up
with private equity funds. “Chinese companies
are often nervous about their ability to manage
the companies they have bought,” he says. “We
have seen Chinese buyers looking to team up
with a private equity fund to help manage the
often challenging integration of the acquired
company into the Chinese group.”

Asia’s emergence as
an acquirer of foreign
companies is one of
the notable trends

Emerging markets are not immune to the global economic malaise – but there are still deals to be done. By Anousha Sakoui
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W
HEN BALL
Corporation, a US
industrial conglomer-
ate, was looking to
diversify internation-
ally during the mid-
2000s, its attention
fell on Formametal

SA, an Argentine maker of metal cans. The
target looked like a good fit, adding a reliably
in-demand product to Ball’s broad portfolio, and
in 2006 the deal was done.

But soon after the deal closed, Ball found
that Formametal employees had been paying
Argentine government officials to secure the
import of used machinery, and the export of
raw materials with reduced tariffs, according to
findings by the Securities and Exchange Commis-
sion, the US regulator.

Payments of at least $106,749 were logged in
Formametal’s books as “customs advisory
services” and “verification charges”, but were
allegedly bribes organised by two senior execu-
tives at the company.

According to the SEC, Ball did not do enough
to stop graft, and bribes continued even after
Formametal was under its control. The SEC
launched an investigation into whether Ball had
violated the Foreign Corrupt Practices Act
(FCPA), and only last year did Ball settle for
$300,000, without admitting any liability.

Ball’s story highlights the risks of M&A in
emerging markets. Buying into developing econo-
mies can offer a fast path to growth, but it can
also introduce corruption, fraud, the need for risk
management and other issues to the organisation.

“There are positive growth opportunities in the
emerging markets,” says Amy Conway-Hatcher,
head of white-collar litigation at Kaye Scholer in
Washington. “But if you want to go ahead, think
about your integration plan. When the deal
closes, these are now your problems.”

Such risks extend beyond the acquisitions of
companies based in emerging markets. They can
be an issue when buying a company in the
developed world with a strong presence in the
developing world. Kraft Foods’ $19bn deal for
Cadbury, the UK confectionery company, in 2010
is under renewed scrutiny, as the SEC launched
an investigation last year into possible corrup-
tion in Cadbury’s India operations. Kraft said in
its 2011 annual report it was co-operating with
the SEC and was already carrying out its own
investigation as part of a post-acquisition review.

The problems uncovered in the course of due
diligence can be severe enough to scuttle a big
deal. Lockheed Martin, the defence contractor,
walked away from its $1.66bn deal to buy Titan
Corp, the defence technology group, after the
target failed to settle charges expeditiously that it
had bribed foreign officials. Titan later settled
with the SEC, but too late to save the deal.

Deal lawyers who advise on acquisitions in
emerging markets say the first step is to perform
rigorous due diligence on the target.

“In due diligence you begin to assess how
targets conduct their business,” says Mitchell
Ettinger, co-chair of the government enforcement
defence practice at Skadden, Arps, Slate, Meagher
& Flom. “What is the target’s compliance pro-
gramme today? What contract provisions do they
have to prohibit bribery? It’s a holistic review.”

Skadden has a checklist to use with clients
doing due diligence on a target that might have
issues with foreign bribery or corruption. “You
ask a series of questions that prompt the buyer
to start thinking about corruption issues,” says
Mr Ettinger.

“Where are they doing business? Is that a
place where there’s a high corruption level on
Transparency International [the global anti-cor-
ruption watchdog’s index]? Are there any indica-
tions of past problems? It’s a cradle-to-grave

approach. Best to kick those tyres hard and
make sure you know what you’re buying.”

Once a deal is done, companies should begin a
rigorous integration programme to bring the tar-
get’s corporate culture in line with its parent’s.

“You need to have a day-one plan,” says Philip
Urofsky, a partner at Shearman & Sterling. “The
higher the risk, the more immediate that plan
needs to be. You need to go in and say, ‘What-
ever was going on before, it’s not going to hap-
pen any more’.”

A PARTICULAR FOCUS OF SCRUTINY
ought to be a company’s sales chan-
nel, Mr Urofsky says. Where the
government is a big customer, buyers
should be even more scrupulous.

US packaging and labelling company Avery
Dennison Corporation bought into China, looking
for growth. But it hired employees with govern-
ment connections, who in turn paid bribes that
secured the company lucrative state contracts,
according to SEC filings. Avery Dennison settled
with the SEC in 2009. Yet the company was slow
to learn from its apparent mistakes. While the
initial alleged bribery took place in 2002-05,
Avery Dennison acquired another company in

2007, only to see it outed for bribing officials in
Pakistan, Indonesia and China. The findings were
laid out in another Avery Dennison settlement,
though the company admitted no liability.

If buyers find and report issues swiftly, they
may be spared the regulators’ full wrath. If
they do not, a culture of corruption can fester
for years.

After Orthofix, the US medical devices company,
acquired Mexican subsidiary Promeca, the SEC
alleged that the target continued to bribe govern-
ment officials in order to obtain contracts with
state-run hospitals. The SEC found that Orthofix
did not have an effective antitrust compliance
programme, and secured a $5.2m settlement.

Legal experts say maintaining strong audit
programmes is essential to ensure that such
issues do not come as a surprise years after a
deal is closed.

“Once you put the initial tools in place, you
want to make sure you go back and satisfy
yourself that the controls are working,” says Ms
Conway-Hatcher. “You may not own the past,
but you own the future.”

Mistakes can be costly, wiping out the value of
a deal. When eLandia International, the US tech-
nology company, acquired domestic rival Latin
Node in 2007, it had no idea that officials at the
target had paid $2.2m in bribes to Honduran and
Yemeni officials, as later revealed by the SEC.

Soon after closing the deal, eLandia disclosed
that its “$26.8m purchase price was approxi-
mately $20.6m in excess of the fair value of the
net assets acquired from Latin Node mostly due
to the cost of the FCPA investigation, the result-
ing fines and penalties to which it may be sub-
ject, the termination of Latin Node’s senior
management, and the resultant loss of business”.

“The world is getting smaller when it comes
to bribery enforcement,” says Mr Ettinger.
“Acquirers beware.”

Investigating emerging market targets in forensic detail can prevent unpleasant surprises. By David Gelles

Treading carefully

Amy Conway-Hatcher,
Head of white-collar litigation at Kaye Scholer, Washington

“You need a strong integration plan that allows you to
limit the scope of problems and bring the subsidiary’s
culture in line with the rest of your organisation’s culture.
That requires capital, training and audits. You have to
make sure new employees understand US laws, and accept
that they apply to this subsidiary.”

World view



6 FINANCIAL TIMES WEDNESDAY SEPTEMBER 19 2012 FINANCIAL TIMES WEDNESDAY SEPTEMBER 19 2012 7

DEALS & DEALMAKERS | LATIN AMERICA

The 2014 football World Cup and the 2016 Olympics are only part of the story behind increasing investment in infrastructure. By Joe Leahy

Sporting chances in Brazil
DEALS & DEALMAKERS | LATIN AMERICA

D
EMAND FOR ROCK AND
sand may not sound like
the most sophisticated
investment theme but in
Brazil it is one that is
gaining momentum.

With a wave of infra-
structure investment

expected in Latin America’s largest economy,
wily private equity firms are looking to put
money into companies at all points of the supply
chain in a sector predicted to boom in the next
few years.

“You have large projects going on around
the country, from roads to dams, power plants
and the World Cup,” says Antonio Bonchris-
tiano, co-chief executive of GP Investimentos in
São Paulo. “All of that means demand for con-
crete, which means at the end demand for rock
and sand.”

It is no accident that infrastructure has
become one of the main areas of activity for
dealmakers in Brazil. After 20 years of relative
neglect, the government is trying to attract
R$955bn ($471bn) in investment for the country’s
roads, ports and airports, as well as housing,
construction, sanitation and energy industries
between 2011 and 2014.

The most visible reasons for the surge in infra-
structure spending are the demands of hosting
the 2014 football World Cup and the 2016 Rio
Olympics. But underlying this is the govern-
ment’s desire to rebalance Brazil’s economic
growth model from one overly reliant on con-
sumer spending and debt, which tends to lead to
inflation, to one in which investment plays a
more important role.

“The dream is that Brazil is still to be built,”
says Marcelo Kayath, Credit Suisse’s head of
Latin American securities, about the growing
interest in infrastructure.

Of the top 10 announced mergers and acquisi-
tions in Brazil this year, at least six were
directly related to infrastructure. Another, the
purchase of a 5.63 per cent stake in billionaire
Eike Batista’s EBX Group by Middle Eastern
sovereign fund Mubadala Development, is
linked to the sector, according to Dealogic, the
data provider.

The biggest deal was the $2.9bn acquisition of
a 59 per cent stake in São Paulo’s Comgás, the
gas distributor, by Brazilian group Cosan but
other notable transactions included the takeover
of Viracopos airport in Campinas near São Paulo
by Brazilian group Triunfo and the purchase of
an 11.7 per cent stake in MPX Energia, Mr
Batista’s energy group, by Germany’s Eon.

These deals helped revise an otherwise lacklus-
tre M&A market in Brazil, with total year-to-date
volume at $47.2bn by August 28 compared with
$58.8bn a year earlier, according to Dealogic.

“What the government is doing now is the
right thing – to try to address the problem of
competitiveness in terms of productivity and
infrastructure, that’s the next wave of growth
that Brazil has to capture,” says Patrice Etlin,
chairman of the Latin American Private Equity
and Venture Capital Association.

But infrastructure construction is easier than
it looks in Brazil. Throughout the country’s
recent history, one of the biggest challenges was
how to structure deals. The lack of a vibrant
long-term corporate bond market has meant
the onus has fallen on BNDES, Brazil’s
development bank, to bankroll just about every
significant project in the country.

This financing bottleneck has stemmed
partially from the country’s historically high
interest rates, a legacy of previous years of
high inflation.

This year, however, hope is building that the
central bank may finally have broken the back of
Brazil’s high interest rate regime. After hitting a
peak of 12.5 per cent last year, the benchmark

Profile Can Eike Batista rediscover his Midas touch?

Thanks to investor
enthusiasm, most of
his companies are
well funded

While the new debentures are not expected to
replace BNDES loans in the short to medium
term, they could prove handy for items that the
development bank cannot finance. Companies
could use the proceeds of the bonds to pay
annual concession fees to the government – an
area off limits for BNDES.

Although none have yet been issued, Autoban,
a unit of large toll road operator CCR, was
recently reported as considering about R$1bn of
issuance, of which part would be sold to individ-
ual investors subject to the new income tax
exemption.

“You could have very positive demand for
these types of instruments from local pension
funds,” says Alexandre Leite, vice-president and
senior analyst at Moody’s, the rating agency.
“They have to meet actuarial targets of 6 per
cent in real terms and these infrastructure
debentures could be a natural choice.”

The success of these ventures, however, will
depend on how well they are structured. A
report by the Institute for Applied Economic
Research, the Brazilian government think-tank,
shows that many of the concessions for the most
lucrative highways in the country have already
been sold to private sector operators, for
instance.

The remainder will need to offer a mixture of
toll revenue and government contributions if
they are to deliver sufficient returns to attract
private sector interest. In spite of having world-
class construction and infrastructure companies
in Brazil, complicated project finance is still a
relatively new area for the country.

“The demand exists in Brazil, but you have to
have well-structured projects. I think this is one
of the main challenges,” says Glaucia Calp, head
of the Latin America infrastructure team for
Fitch Ratings.

A MONG THE BIGGEST RECENT
micro-reforms is a waiver of income
tax on infrastructure debentures that
would reduce the tax rate from
between 15 per cent and 22.5 per cent

to zero for individual investors, and 15 per cent
for companies.

Hope is building that the central
bank may have broken the back of
Brazil’s high interest rate regime

Selic rate has fallen to a low of 7.5 per cent
in August.

This outlook of lower rates is, for the first
time, forcing Brazilian savers, accustomed to
leaving their money in high-interest liquid depos-
its, to think more creatively about investing.
Infrastructure is an obvious choice for those
seeking higher returns.

“We are only beginning to understand the con-
sequences of living in a low interest rate society,”
says Credit Suisse’s Mr Kayath.

The government is also introducing micro-
reforms to encourage more private sector interest
in infrastructure. The most significant is the
introduction of more public-private partnerships,
with the auctioning of concessions for big air-
ports in São Paulo, nearby Campinas, and
Brasília earlier this year. In August, the govern-
ment also announced the auction of R$133bn
($65.6bn) of road and railway concessions.

for earnings before interest, taxation, deprecia-
tion and amortisation of less than 80 per cent.
The “X” in the title of every group company’s
name is supposed to signify multiple returns.

But if the Rio de Janeiro-based businessman
once signified the brash promise of Brazil, today
he is also equated with the recent deflation of
expectations in the world’s second-largest
emerging market.

The biggest blow came earlier this year, when
OGX revised its initial production estimates for
its first two wells at the Tubarão Azul (Blue
Shark) project in the Campos Basin to 5,000 bar-
rels each a day, a quarter of initial forecasts.
The stock lost 41 per cent that week.

The problems with the Chile project, which is
expected to produce 2,100 megawatts, come in
spite of the much-lauded deal with Eon and will
only serve to deepen investor scepticism about
Mr Batista’s ability to turn his mostly start-up
companies into profitable enterprises.

Still, he has time – and cash in the bank – to
turn things around.

Thanks in part to past investor enthusiasm,
most of his companies are well funded. And the
court in Chile said Eon and MPX could still
resubmit a more comprehensive study, assess-
ing the environmental impact of the project as
a whole.
Joe Leahy

THERE WAS A TIME OVER THE
past couple of years when it seemed
everything Brazilian billionaire Eike
Batista touched turned to gold.

Each venture launched by the man
who is arguably Brazil and Latin America’s
biggest dealmaker in the area of infrastructure,
energy and natural resources, was embraced
by investors eager to buy into his vision of
building a business empire on a scale to match
Latin America’s biggest economy.

This year, however, the opposite has suddenly
become true as disappointing oil production tar-
gets have sent his shares tumbling, unseating
him as the country’s richest man. In the latest
setback, Chile’s supreme court blocked a $5bn
power plant Mr Batista was planning to build in
the country with Eon, his German partner, for
environmental reasons.

“If the authorities decide we shouldn’t
develop this project, I would advise every
woman to stop drying their hair, to stop using
their cell phones… [This project] is important
for the Chilean people,” Mr Batista said in
response to the ruling.

After starting out with gold mining in the
Amazon, Mr Batista drew excitement from
investors over the past few years with a series
of bold projects that seemed to capture the
potential of Brazil.

His holding company is EBX, which is part-
owned by Mubadala, the investment arm of the
Abu Dhabi government. The flagship of the
group – at least until a few months ago when it
reported disappointing production forecasts –
was OGX, the oil producer.

Other important units include OSX, the oil
services group that is supplying billions of
dollars of equipment to OGX, and LLX, a
logistics group that is in charge of a giant port
Mr Batista is building to service the oil, mining
and car industries.

The port’s pier, which juts from the coast of
Rio de Janeiro state into the Atlantic Ocean,
has been dubbed the tycoon’s “road to China”.
He also has MMX, a mining company, and
MPX, his electricity unit that counts Eon as
its partner.

He is fond of boasting of the projects’ expected
returns, once remarking that he does not settle

Eike Batista is fond of
boasting of his projects’
expected profits

The ‘X’ in every
company’s name is
supposed to signify
multiple returns

Of the top 10 announced deals so
far this year, at least six were
directly related to infrastructure
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O
NE OF THE CROWN
jewels of United Envirotech
(UE), a water treatment com-
pany, is a facility in the
booming southern Chinese
city of Guangzhou, two hours
by train from Hong Kong. It
looks like a traditional

garden but beneath the pond and pavilion sits a
waste water treatment plant that is the largest
underground facility of its type in the world.

In its 12th five-year plan, for 2011-15, the
Chinese government identified water as a prior-
ity sector. But even before that, the China team
of KKR, the US private equity firm, was looking
to invest in a company that was involved in
supplying treated water in the water-scarce
People’s Republic.

On the surface, the thesis seemed compelling.
All seven large river systems in China are pol-
luted. As a result of rapid industrialisation and
urbanisation, at least two-thirds of cities are short
of water. Only 30 per cent of the water in the
country is treated, compared with three times that
amount in most of the developed world. Beijing
has pledged to spend $300bn to improve the
quality of its water in the next decade.

By the spring of 2011, KKR China began to
zero in on UE, a Chinese-headquartered firm
that listed in Singapore in 2010. After months of
due diligence and an initial meeting at the com-
pany’s Guangzhou head office, the KKR team
decided to invest $114m in a UE-issued converti-
ble bond. The security gives the investment firm
the ability to redeem its money in five years’
time or take a 38 per cent equity stake.

Infrastructure has become one of the most
popular investment themes for the big alterna-
tive investment firms in a world where many
governments have no money and banks are step-
ping back from financing new projects because
they lack capital. Under the Basel III banking
regulations, such projects have become toxic.

But despite the obvious need, investment in
infrastructure can be perilous. Lots of firms
rushed to put money into alternative energy
operations including solar and wind power in
emerging markets such as China and India.
Many seemed attractive – yet virtually all have
been disasters, because few had proprietary tech-
nology and the low barriers to entry quickly led
to oversupply.

“It’s not enough just to follow government
policy,” says David Liu, head of Greater China
for KKR and part of the core team in Asia along
with Joe Bae, Ming Lu and Sanjay Nayar. “Not
every company makes money just because the
government supports it. The key is to focus on
the particular company.”

In the developed world, investors have
regarded infrastructure as a relatively low-risk
proposition, with returns far lower than those
private equity usually hopes to deliver. But that
is not always the case. Instead, many projects
have proved volatile, as both volumes and reve-
nues drop with economic slowdowns. When times
are tough, for example, motorists will avoid toll
roads, while ports see throughput fall dramati-
cally in line with declines in economic activity.

“Infrastructure doesn’t always live up to its
promise as an asset class,” says Raj Agrawal, the
KKR partner who helps oversee the firm’s $1bn
infrastructure fund out of its offices in Menlo
Park, California.

To avoid such volatility and disappointing per-
formance, KKR looks for assets backed by long-
term contracts and fixed-price offtake, such as its
Colonial Pipeline deal, a regulated pipeline deal
in which South Korea’s National Pension Service
invested alongside KKR. In addition, KKR uses
very little debt compared with the average buy-
out, even though that can mean lower returns.

KKR was not the only investment firm to find
investment in water treatment firms attractive.

Nor was it the only one to approach the manage-
ment of UE – but it has a better record than vir-
tually any other big international firm doing
deals in China today.

Mr Liu is one of the few China investors who
have not to date lost money on a China deal.
Unlike most of his peers at the big private equity

firms who choose to live in Hong Kong where
taxes are far lower, Mr Liu lives in China itself.
It is a detail his investors appreciate.

One of the reasons the KKR China team was
attracted to UE was the management. The com-
pany’s chief executive and chairman, Lin
Yucheng, founded UE in 2001 after he returned
to the region from his studies at Imperial College
in London. He was soon recruited by the Singa-
pore government, which has an outreach pro-
gramme to bring the best talent to the small
island state to oversee development of its water
treatment efforts. KKR seeks executives who
have that combination of global experience and
local expertise – but it is not always easy to find.
Today, in addition to its plants in China, UE
operates facilities in Singapore and Malaysia.

For his part, Mr Lin says he had heard of KKR
before the firm approached him and was attracted
to it in part because of its record in China. The
deal structure reflects both KKR’s emphasis on
protecting its investments from any potential
downside while giving its target company room

Beneath the surface of a private equity firm’s water treatment investment lie clues to what makes deals successful. By Henny Sender

Tapping into the Chinese market

to breathe. Many other such deals have come to
grief when funds pulled the plug on a struggling
portfolio company too soon. “We didn’t want to
point a gun at the heads of the management,”
Mr Liu explains.

KKR quickly introduced UE to the basic private
equity template – a 100-day plan and a three-year
road map – and sent a team of people from
KKR and Capstone, its in-house operations consul-
tancy. Capstone helped UE develop a marketing
department and a human resources department.
KKR sent its capital markets specialists to work
with the banks to get UE more financing on
favourable terms. Since the water business is
capital-intensive, better borrowing conditions
make a big difference to the bottom line. These
innovations are meant to transform UE from a
$200m business to a multibillion-dollar one.

The changes are already starting to have an
impact. In the first quarter, the company’s
earnings before interest, depreciation, taxes and
amortisation rose from 30 per cent year over year
to 90 per cent.

DEALS & DEALMAKERS | ASIA

Beijing has pledged
$300bn to improve
its water quality in
the next decade

KKR in Asia from the beginning, offering a
consistency that is in sharp contrast to the turn-
over at other firms in the region such as TPG.

That stability at the top is one reason why
investors such as Rebecca Xu, a founding
partner at private equity fund of funds Asia
Alternatives, say they invest with KKR in Asia.

“The team has been very stable, commanding
a unique combination of global training and
local knowledge,” says Ms Xu.

“Further, they are extremely disciplined,
value-oriented investors who have experienced
different economic and market cycles in China
and are focused on – and have the ability to
provide – value-added services to their portfolio
companies in addition to just capital.”

MR LIU, WITH A TRACK RECORD OF
nearly 20 years, has never lost money
on any of his deals, according to inves-

tors, a feat that is remarkable given how many
of his peers have seen deals plagued by fraud
and suspected fraud. That is why when the firm
decided to raise a growth fund for smaller
China deals, it took a mere three months to
raise $1bn.

Mr Liu is a low-key individual who eschews
the flashy style of some of his peers and lives
in Beijing despite the higher tax rate compared
with Hong Kong. When he was at Morgan
Stanley before joining KKR, he invested in
Mengniu Dairy, and then, years later, partnered
with Mengniu to invest in Modern Dairy on
behalf of KKR.

Some of the people with whom Mr Liu works
now are those he trained as young analysts at
the beginning of their careers when he was still
at the bank.

One of his earliest deals was to take a stake
in the then unknown Ping An Insurance in
the early 1990s on behalf of Morgan Stanley.
That became one of the most profitable China
deals ever.
Henny Sender

Case study How late starter KKR found a winning formula

INVESTING IN CHINESE COMPANIES
has become a perilous and challenging
occupation. The number of allegations and
actual frauds continues to multiply. The
fear of violating the Foreign Corrupt

Practices Act has exercised a chilling effect on
many potential deals. Powerful local princelings
have set up their own firms, using their connec-
tions to secure access to good deals.

Investors have become sceptical of the ability
of the big international private equity firms to
put significant sums of money to work in Asia
generally and in China in particular. But KKR
in Asia seems exempt from the setbacks and
the scepticism.

KKR was a relatively late arrival in Asia – it
put its team together and raised its first
regional buyout fund at $4bn only in 2006-07.
Firms such as Carlyle, Goldman Sachs, TPG and
Warburg Pincus have been in the region since
the early 1990s. (Blackstone, meanwhile, has a
very low profile in the region outside of India.)

In recent years, though, KKR has arguably
been the most successful both in securing deals
and avoiding the pitfalls, particularly in China.
That is why KKR has already secured early
commitments of $4bn for its second big Asian
buyout fund (its goal is to raise between $5bn
and $6bn), while TPG is stuck at around $1bn
for its latest Asia fund. Bain just closed a
fund at $2bn.

The credit goes to a group of investors at the
heart of KKR in Asia. They include Joe Bae,
managing partner for Asia (and one of the
youngest executives ever to make partner);
David Liu, head of Greater China for KKR; Ming
Lu, regional leader for southeast Asia, who
came to KKR from the old Chase Partners; San-

jay Nayar, the urbane head of KKR in India
and Justin Reizes, head of the Australia
office, but involved in developing Asian
operations. The five have represented

The firm got $4bn of
early commitments
for its second big
Asian buyout fund

Shan Weijian
Chairman and chief executive of PAG

“The bull run for China private equity is over. Most players
are just pre-IPO players, they are not about long-term
control investing with operational capabilities. The space is
very crowded, the valuations are crazy, capital is abundant
and the value added of these investors limited. Because
the equity markets are shut, they are in serious pain today
and the vast majority of their deals are under water.
Private equity is not a one-way street.”

Stability at the top
is in sharp contrast
to the turnover at
others in the region

World view
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DEALS & DEALMAKERS | AFRICA

I
T USED TO INFURIATE YOWERI
Museveni, Uganda’s president of 26
years and a former guerrilla leader,
that few African countries produced
their own toothpaste.

There were many local versions of
the toothbrush to be found in African
markets in the form of naturally

cleansing sticks and bark. Yet no one had man-
aged to convert these readily available resources
into products that could be manufactured.

So in 1997, with the help of an Egyptian indus-
trial group, he launched Uganda’s Nile toothpaste
brand using wild omutete grass as an active
ingredient. The grass grows abundantly and has
been used for cleaning teeth, including Mr
Museveni’s when he was a boy, for as long as
most Ugandan villagers can remember.

Then, it took the intervention of the head of
state to kick-start domestic production to com-
pete with imports from Europe, Asia and the US.
Now, in 2012, companies producing and selling
basic goods such as toothpaste are drawing pri-
vate investment into Africa in the hundreds of
millions of dollars as multinationals, private
equity groups and regional retailers and manu-
facturers seek to capitalise on an emerging class
of African consumer.

“There is so much excitement around the
emerging African consumer... there is a wall of
money chasing things like toothpaste,” says Aly
Khan Satchu, a Nairobi-based investment analyst.

The largest portion of capital entering sub-
Saharan Africa still flows into resource extrac-
tion – oil and gas and mining. But private capi-
tal is increasingly loading up on top of financing
from western development financing institutions
to chase opportunities in everything from wash-
ing machines to bottled water and technology
start-ups.

The change of tempo is also reflected in the
footfall in the region of big global chief execu-
tives from groups such as Coca-Cola, Dow Chemi-
cals and Nestlé. Their expanding interest in

Banks and insurance companies duly took
note, realising that there might be more to Afri-
can markets than banking for the corporates and
blue chips. Growth in banking, telecoms and
other services in turn has provided the jobs that
were missing when the mainstay of employment,
the civil service, fell apart under the weight of
World Bank structural adjustment programmes
in the prior decades.

Now it is the turn of consumer industries to
take advantage, although to be fair, groups such
as Diageo, the drinks company with the Guinness
brand, have been tapping into West African thirst
for generations. As African technology start-ups
learn to monetise their innovations around the
internet and mobile handsets, analysts predict a
similar enthusiasm for technology companies is
on the way, although to date – bar the big flag-
ship deals such as Bharti Airtel of India’s $10bn
acquisition of pan-African telecoms group Zain –
most of the mergers and acquisitions in this sec-
tor are concentrated in South Africa, still the con-
tinent’s most developed market.

Yet as always in Africa, it is a struggle to
find comprehensive data that reflect what is

A growing middle class and demand for consumer goods are making companies begin to look to a future beyond resources. By William Wallis

An African shopping expedition
going on. A list of the top 10 deals in consumer
industries over the past two years shows scat-
tered interest, but concentrated in the big econo-
mies of Egypt, South Africa and Nigeria. But
there are also lots of private deals and private
equity deals, as well as intra-African investment
going on.

A string of reports highlighting the emergence
of a salaried African middle class on the back of
a decade of strong economic growth and greater
political stability has helped spur interest.

Last year, the African Development Bank
reported that the number of middle-class Afri-
cans tripled over the past 30 years to 313m, or
more than 34 per cent of the continent’s popula-
tion. The income bracket used to define middle
class was low, however, but the AfDB findings
have been underpinned by a growing body of
research suggesting increased demand and aspi-
ration among African consumers.

“The middle class is growing... [and] will help
to underpin demand for high-end consumer
goods, including household appliances, automo-
biles and processed foods,” Deloitte & Touche,
the consultants, concluded in another report that
came out around the same time.

At present, it is the breweries that are leading
the field. East African Breweries recorded year-
on-year growth in sales of the Johnny Walker
label of 76 per cent in the region. Spirit sales
overall were up 46 per cent.

“Although we are starting from a low base,
these kind of numbers are bound to excite the
multinationals,” says Aly Khan Satchu.

The patchwork of standards and customs
procedures throughout the region remains an

impediment to the free flow of goods in
what remains a highly fragmented
market, with greatly varied conditions

from country to country.
But the opportunities are there nonetheless.

In one example of a turnaround, UK-based Satya
Capital, the private equity fund founded by Mo
Ibrahim, invested tens of millions of dollars last
year into Chemi & Cotex Industries. This Tanza-
nian company produces the leading toothpaste
product, White Dent, in Tanzania. Following the
investment, the firm is now exporting to the
Kenyan and South African markets.

DEALS & DEALMAKERS | OPINION

FOR MUCH OF THE PAST DECADE,
global emerging markets from Mexico
to Malaysia followed the same rhythm.
By the first half of 2011, the difference
between the best and worst stock mar-

ket returns in the 10 biggest emerging economies
was just 10 per cent, a record low. This pack-like
behaviour was guided by the thinking that all
emerging markets were destined to catch up with
the richer nations, following a decade of unusual
economic success when almost every emerging
market seemed to grow at above 5 per cent and
recessions had all but disappeared.

Now the pack is breaking up. The indiscrimi-
nate capital flow that propelled the emerging
markets has dried up. In the first half of 2012,
Turkey was the best performing emerging mar-
ket, up 26 per cent, and Brazil was the worst,
down nearly 10 per cent, as investors realised
that they need to think about these markets as
individual countries, not one class.

This may in fact be a healthy development.
The world had come to assume that growth is
easy, but history shows that it is rare for nations
to grow rapidly for a decade or more at a time.
The cracks in the highly synchronised movement
of economies and stocks are bound to grow in a
more risk-averse and capital-scarce world. It is
now up to each developing economy to shape its
own destiny. As the Zen saying goes: “When
there is no wind, row.”

The first rules for identifying the likely win-
ners – the “breakout nations” – in a normal
world economy are simple: think small and
short. Focus on countries, not classes of coun-
tries, and focus on a reasonable time horizon,
five to 10 years at most. Beyond that, changes in
leadership, technology and markets make non-
sense of forecasts based on current conditions.

Next, always keep in mind where a country
stands on the development curve: the emerging
markets include nations with average incomes
approaching $25,000 (South Korea, the Czech
Republic) and others approaching $2,500 (India,
Nigeria). Even the rare miracle economies such
as Japan, South Korea and Taiwan grew at close
to double digits only until they hit an average
income of around $5,000 in current terms, when
they started to decelerate by 3 to 4 percentage
points, simply because it is much harder to grow
a larger pie. China passed the $5,000 average
income level last year, which means it is entering
a higher income class, and is slowing accordingly.

BEYOND THOSE OVERARCHING RULES,
sustained rapid growth is often a question
of balance. For one, the geographic balance

of growth matters. In a healthy large economy,
the population of the second-largest city is at
least one-third that of the largest. This ratio
holds true for many of the nations that were eco-
nomic success stories in recent decades: São
Paulo and Rio de Janeiro in Brazil, or Seoul and

Busan in Korea. It is a good sign if a nation is
moving toward greater balance, because growth
is lifting all regions – not just favouring the elite
in the capital city as had been the case in Thai-
land, where Bangkok has a population of nearly
10m people and there is no significant second
city. On the other hand, neighbouring Indonesia
in the recent past has met both criteria: the sec-
ond city of Surabaya has a population of 2.8m,
roughly one-third the population of Jakarta, and
regional capitals are flowering as the centre
yields power to the provinces.

The next rule is about competitive balance: how
level is the playing field? One way to tell is to
look at changes in the list of top billionaires: if
those from five or even 10 years ago still domi-
nate the lists, as is the case in Russia and Mexico,
it suggests that the elite is entrenched at an early
stage of development. If the top billionaires con-
trol a disproportionate share of national wealth –
and in Russia they control assets equal to 20 per
cent of gross domestic product, by far the highest
share of any major country in the world – it is a
sign of risky imbalance. However if the average
fortune of billionaires is relatively low (in Korea it
is just $4bn, less than half the average in Russia
or India), it suggests a more healthy distribution.

A NOTHER RULE OF THE ROAD
involves looking at the balance in prices.
Economists have fancy ways of measuring

the real value of a currency. However, when a
country is pricing itself out of global competition,
you can feel it. Hotel rooms and restaurants feel
ridiculously expensive in Rio and Moscow, even
to visitors from Paris. Conversely, it is easy to
find a reasonably priced hotel in Warsaw or
Prague, mainly because of the inexpensive
exchange rates. That is also a big reason labour
costs in central Europe are only a quarter of
those in eastern Europe. The quality of economic
leadership is also critical. The success of China
has given birth to a camp of experts who argue
that authoritarian capitalism is the system that
best promotes growth, but the record does not
back this up. If you look at the economies that,
since 1980, posted at least a decade of growth
faster than 5 per cent, slightly more than half
were democracies. What matters is not the sys-
tem, but individual leaders who understand the
basics of growth, starting with: do not steal.
Countries with this brand of honest leadership
right now include new entrants to the breakout
club such as the Philippines and Nigeria.

There are only 35 developed nations, and
understanding a world in which the other 170 are
emerging along wildly different trajectories is as
much an art as a science. It requires a country-
specific approach that does not treat all emerging
markets as a homogenous class.
Ruchir Sharma is the head of emerging markets
at Morgan Stanley Investment Management and
the author of “Breakout Nations: In Pursuit of the
Next Economic Miracles” (Allen Lane, 2012).

It is now up to each
developing economy
to shape its destiny

Africa as the last, untapped global frontier for
consumer products can be traced back to the
advent of GSM technology on the continent in
the late 1990s and the consequent rapid rise of
the mobile phone in the 2000s.

The big global telecoms groups were wary of
investing in Africa at the time, influenced as
they were by the sense of doom resulting from
the conflict and political instability of the
previous decade. They were also reliant on inade-
quate data to gauge the potential of the market.
Unsurprisingly they drew the wrong conclusion,
leaving African-led companies such as South
Africa’s MTN, the mobile phone operator, and
Sudanese telecoms entrepreneur Mo Ibrahim’s
Celtel to seize the opportunity.

Nigeria provided the best illustration of how
poor market research was at the time. Groups
such as France Telecom estimated that there were
only 5m potential mobile subscribers in a popula-
tion then of 110m. In other words, most Nigerians
were deemed too poor to own or use a phone.

Eleven years after the licensing round, there
are now more than 80m subscribers and the
numbers are still rising.

‘Although we are starting from
a low base, these numbers are
bound to excite multinationals’

Ruchir Sharma The new rules of the emerging world

What matters is not the system,
but individual leaders who
understand the basics of growth

‘There is so much excitement...
there is a wall of money chasing
things like toothpaste’
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