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It is February 2, 2005 and BAT’s offer to purchase three of Bulgartabac’s most productive factories in the privatization of Bulgartabac holdings was withdrawn yesterday after five months of negotiation. This is the fourth abandoned deal in four years.
Analysts and industry experts are commenting that the government’s inability to get a deal done will increase Bulgaria’s political risk, and that future deals will not be as high in value. 
Why did this deal fall through? Was it a good deal? Will Bulgartabac be able to find another buyer? What should it do to make the next deal work? 

Country Background – Political History
Political rule in the early years of Bulgaria’s history often changed from self-rule to rule by other kingdoms or empires. Most notable of these rulers was Turkey, who ruled the land of Bulgaria for five centuries. Turkish rule came to an end in the 1870s, when the Bulgarians revolted against the Turks.  European allies came to Bulgaria’s rescue, and when Russia advanced to within 50 kilometers of Istanbul, Turkey ceded 60% of the Balkan Peninsula to Bulgaria. 
During the World Wars, Bulgaria became a heated area, due to Russian influence in the country.  In WWI, it entered into an alliance with the Central Powers, despite internal opposition. In WWII, Bulgaria initially sided with Germany, but switched sides during WWII to ally with Russia and fight against their former ally Germany. 
Todo Zhikov and the communist party ruled Bulgaria until 1989, and was one of the most prosperous countries in Eastern Europe. After 1989, the Communist Party renamed itself the Bulgarian Socialist Party and continued to control the direction of the democratic Bulgaria. In 1991, a new constitution was developed, making the country a parliamentary republic. 
In 1997 and 1998, the country entered into a serious financial crisis, that resulted in hyperinflation (prices rose at 230% per month). This crisis led to an agreement between Bulgaria and the IMF. As part of the agreement with the IMF, Bulgaria launched the currency board movement, which restricts monetary creation by demanding that the monetary base is 100% underwritten by an equal value of foreign exchange reserves. This action allowed the government to bring down the inflation rate in Bulgaria, and help lift Bulgaria out of the financial crisis. Today, the government continues to follow the economic policies proscribed by the IMF and has shown an unerring commitment to the currency board.
In 2001, the former King Simeon II was elected as Prime Minister. In addition, the Turkish Minority Party, the Movement for Rights of Freedom (MRF), was represented in the government for the first time, leading to a more tolerant outlook towards the Turkish minority by the government. The next election is scheduled for 2005. 
Membership in NATO was granted in 2004, and Bulgaria is one of the countries slated for entry to the European Union in 2007. Legally, the country has already begun to adopt many of the EU laws, and is seeking to meet all EU concessions in a timely manner. The entry into the EU is the single most important issue facing Bulgaria’s government today. 
Minority Population
Bulgaria’s 7.8 million people are mostly comprised of a homogenous ethnic group – the Bulgarians, which make up 85.3% of the population. The largest minority by far is the Turkish minority, which comprises 8.5% of the population. The remainder of the population is a mix of Roma, Macedonian, Armenian, Russian and Other. The country is split by religion too, with 85% of the population practicing Bulgarian Orthodox, 15% practicing Muslim and the remainder is a mix of other religious backgrounds, none of which comprise more than 1% of the population. 
During communist rule, the Turkish population was severely mistreated by the Bulgarian government, which has led to some ill-will towards the government from the Turkish minority. In 1985 the Communist government began a process of forcing the minority population outside of the borders of the country by confiscating property, refusing the population the right to have Turkish names or call themselves Muslim. As Bulgaria nears its planned 2007 entry to the EU, the issue of the treatment of its minorities will become important, as the EU calls for fair and just treatment of minority populations as part of the entry criteria for new EU entrants. 
The Economy Today

Today, Bulgaria has a relatively strong and stable economy. The country has posted GDP growth of 4-5% for the last five years, the currency is fixed at a rate of 1.96 lev to the dollar and inflation has been brought down to a reasonable rate that is consistently in the low to mid single digits. The government is focused on enhancing the business environment for foreign companies, and is seeking to use its low cost labor pool to attract foreign direct investment. The stable political structure, absence of conflict, close relationship with the IMF, strong economy and low inflation all point to a relatively stable economy. 
Despite these positive aspects, there are still problems in the Bulgarian economy. Although the political environment has been relatively stable in the past, the political environment is still highly charged with a vocal opposition party. Tension exists between the market principles required for entry in the EU and the social safety net needed for an emerging economy that is undergoing rapid transformation. One example of this tension came from the recent dispute between the IMF and the Bulgarian government, when the government recently raised the minimum wage, which met displeasure from the IMF. 
Corruption continues to be a large problem for the government. The lack of transparency, bureaucracy and closed decision making process has caused Bulgaria’s market based reforms to move more slowly than anticipated. Privatizations – a cornerstone of the government’s market transition - have been lengthy and subject to long delays from the government, resulting in a host of failed attempts to privatize basic industries such as banking and telecommunications. 
Political Issues
The government has been widely criticized along three main areas: 

1. Organized Crime and Corruption – Bulgaria is second only to Russia in terms of the severity of its organized crime problem. Bombings and executions still occur in the capital city Sofia, and drug trafficking is a major problem. In addition, there is a significant lack of transparency in the government, as well as rampant corruption. Foreign companies and foreign investors have also had problems with extortion demands in the past. 
2. Living Standards and Government Promises – Although Bulgaria’s economy has been expanding, there is a feeling that not all of the benefits of this expansion have filtered down to the general population. More than 14% of the population still lives in poverty and the average wages are less than $100 per month.
3. Privatizations – A central tenant of the government’s plan for economic development has faced significant failures. Failed attempts to privatize the Bulgarian Telecommunications Company and Bulgartabac have brought light to government inefficiency, as well as brought to the surface issues with transparency, overwhelming bureaucracy and conflicts of interest. Additionally, investors do not necessarily have recourse to appeal decisions through judicial review and the government has received much criticism over this. To date, the only successful privatization has been DSK Bank. 

Bulgaria’s Tobacco Market
Tobacco is an important product to Bulgaria, both in the form of tobacco leaf and in packaged cigarettes. Bulgaria is a leading grower of high quality tobacco leaf that is used by international tobacco companies (including Phillip Morris, RJ Reynolds and BAT) for production of cigarettes sold around the world. Tobacco and tobacco products account for 40% of Bulgaria’s agricultural exports, and 5% of Bulgaria’s total exports. 
While Bulgartabac has a near monopoly position in the market, smuggling of international cigarette brands into Bulgaria is an issue, and has created a large black market for foreign cigarette brands. Demand for cigarettes is strong in Bulgaria. Despite US and other Western European countries efforts to curtail smoking, Bulgaria has no anti-smoking movement, and currently has high rates of smoking, with 56% of men and 32% of women smoking. 

The state of Bulgaria’s tobacco market will dramatically change with Bulgaria’s accession into the EU. Entry to the EU will likely lower tariff barriers, which will allow foreign companies to enter the Bulgarian tobacco market with branded products, as well as open up other European markets for Bulgarian cigarette exports. 
Bulgartabac Company Background
Bulgartabac was created as an industrial and trade company in 1947, owned by the Bulgarian Communist Party government.  In 1993 Bulgartabac became a Holding company (BTH), comprising 22 joint-stock companies with predominant state ownership. BTH owns 85 – 100% of its subsidiaries. 
Today it is one of the largest tobacco companies in Central and Eastern Europe, and is a major cigarette manufacturer in Europe.  BTH’s subsidiaries are vertically integrated to perform all activities in the tobacco manufacturing process, from primary processing of tobacco to production of cigarettes.  19 of the 23 subsidiaries have the capacity for tobacco drying, nine subsidiaries are cigarette producers and one company makes cigarette packages, filters and customized equipment.  The Holding Company also performs strategic management and export/import functions.

BTH employs approximately 9,000 people.  Another 50,000 are engaged in tobacco growing, and together with their family members, the total number of people depending on the tobacco industry output amounts to 250 – 300 thousand people.  Most of this population is from the Turkish minority. 

BTH is of great importance to the Bulgarian economy.  It is one of the largest tax payers in Bulgaria and it generates approximately 4% of the budget’s revenues.  BTH holds a monopoly position in the domestic cigarette market, with an 85% market share.    
BTH is traded on the Bulgarian Stock Exchange, and is one of ten stocks included in Bulgaria’s stock market index, the SOFIX.  The stock historically has traded at a level of 16 – 18 Bulgarian Leva, with a high of over 30 lev. Lately, the price has fluctuated significantly due to the cancellation of the privatization attempts. The stock has a free float of 7.16% of the total shares outstanding, resulting in very low liquidity of the stock.
Outside of the Bulgarian market, BTH has exported raw tobacco into Central and Eastern Europe, Russia and the Middle East.  BTH owns more than 50 cigarette trademarks distinguished by the blend type, level of nicotine and tar.  Bulgartabac develops it cigarette products according to international standards and health regulations.  The cigarettes it carries are: “full flavor”, “medium”, “lights”, “super lights”, “menthol” and “cigarillos”. 
BTH has stated that its strategy for growth is to focus on opportunities to export its products into new markets such as Latin America and Asia through a combination of direct entry and joint ventures. Presently BTH operates factories in Russia, Ukraine and Romania.  The total capacity of BTH’s joint venture companies is 21,300 tons of raw tobacco, but some of its joint ventures are facing significant financial and operational problems. In the beginning of April 2002, BTH closed down its plant in Tver, Romania, which had been declared insolvent a year ago due to unpaid loans. The joint venture companies situated in the Serbian town of Parachin and in the Romanian town of Lupeni are also facing severe financial problems, and the latter has stopped production as of February 2001.
Capital structure

92.84% of BT Holding’s capital is still state-owned and the remaining 7.16% was placed on the Bulgarian Stock Exchange during the first wave of mass privatization in 1995.  

The ownership of the company shares is as follows: 

Ministry of economy: 92.84%

Portfolio Investors: 5.98%

Individuals: 1.18%

Production

BTH’s total annual production capacity is approximately 60 billion filter cigarettes (75,000 tons) packed by 20 in soft packages or hinge lid boxes.  Some of the workshops for production and packaging of cigarettes are equipped with machines or complex production lines, which produce over 500 boxes of cigarettes per minute.

In 2001, the total output of the holding’s subsidiaries amounted to 26.5 million cigarettes, 74% of which had been produced by the two largest cigarette manufacturing plants – Blagoevgrad (12.6 million) and Sofia (7.0 million).
The majority of BTH’s equipment is more than 15 years old, with the exception of the plants with the highest production capacity – Blagoevgrad and Sofia.  Exhibit 5 contains the income projections for BHT over the relevant period.  
Goods and Services Trademarks
BTH owns the trademarks for goods and services within the Bulgartabac Group. The trademarks are mainly registered for cigarettes, tobaccos, smokers’ paraphernalia, packages, advertisements and services.
The trademarks are included in the company’s assets. Bulgartabac-Holding AD has granted the right to use these trademarks for the manufacturing and sale of cigarettes to its subsidiaries by transfer of licenses. Brands transfer is a significant part of the holding’s restructuring process.

Bulgartabac’s Market Position
BTH participates in the capital of its subsidiary companies and manages their trade and price policy.  It currently has an 85% market share.  Among the leading subsidiaries which help keep this market share are Blagoevgrad – 46%, Sofia – 26.7%, Stara Zagora – 9.3%, Haskovo – 6.8% and Plovdiv – 6.9%.
BTH has a monopoly position in the purchase, production and export of Bulgarian tobacco.  BTH’s subsidiaries that engage in tobacco manipulation are situated in the main tobacco growing areas and their total annual capacity amounts to 140,000 tons of raw tobacco.  However, these plants are currently operating at only 30% capacity.
BTH buys about 65% of the all tobacco grown in Bulgaria.  In order to purchase raw tobacco, a company must obtain a government license - 12 of BTH’s subsidiaries are licensed to purchase the Bulgarian tobacco.  In 2002, Sokotab obtained a license for the purchase and manipulation of Bulgarian tobacco, which will likely result in higher competition in the sector.  

Why Privatize?
BTH is not operating at a level that can compete with foreign companies in the future.  Therefore, the government has chosen to privatize the company prior to Bulgaria’s entry to the EU in 2007. Any delay of privatization decreases the price of both the holding company as a whole and of the group’s subsidiaries. Entry into the EU will certainly lead to loss of its monopolistic position in the Bulgarian tobacco market, and the financial state of some of the Group’s subsidiaries is unsatisfactory. 
The implementation of social programmes to overcome the consequences from the sector’s restructuring is even more important. Timely privatization will provide the necessary resources and speed up the undergoing process of change for tobacco farmers as they adjust to the competitive market situation. Postponing this vital step will only aggravate the social problems of the employed in the sector and might lead to social complications at a critical time.
Objectives of the Privatization
According to the Ministry of Economics publication, government expects to gain the following from a privatization of BTH:
· Attract strategic investors to send a signal about future privatizations.

· Secure maximum cash proceeds from the privatisation.

· Implement long-term social support to the employed in the sector and to guarantee effectiveness of state aid.

· Maintain a certain employment level in the privatised companies in compliance with the business plan proposed.

· Accelerate development of the cigarette and tobacco sector.

· Develop foreign markets for Bulgarian cigarettes

· Restructure Bulgartabac Group and the sector in order to increase the value and competitiveness of Bulgartabac Group’s subsidiaries and to recover the companies in grave financial state.

· Provide an alternative and more profitable occupation for tobacco growers.

· Improve the country’s investment climate as part of the state policy for EU accession.

Privatization Procedure
The government’s new strategy in privatizing BTH is to sell the factories separately, rather than as a group as it had intended to do in the past.  To facilitate the process, BTH appointed a Supervisory Board and a Management Board. The Supervisory Board will dictate the privatization procedures (in accordance with government regulations), while the Management Board will arrange the sale of BTH’s daughter-companies, subsequent to Supervisory Board approval. 
The Supervisory Board determined the specific terms of the deals. The five members of the Supervisory Board, appointed on October 7 of 2004, were members of the Government, which is the majority owner of Bulgartabac. According to the strategy they envisioned, the most attractive cigarette factories, Blagoevgrad-BT, Sofia-BT, Stara Zagora-BT, Plovdiv-BT, as well as the maker of packing and filters Yourii Gagarin-BT, were offered for individual sale, and the remaining companies were to be restructured. 
The privatization agreement demanded that a certain number of jobs were retained after the privatization. The exact number for each subsidiary would be determined prior to launching the privatisation procedure and after preparing the financial and organisational structure effectiveness analyses of the subsidiaries, as well as negotiating with the industry unions.
Fulfilment of the obligations undertaken under the privatisation agreement would have been secured by instruments of the commercial and corporate law, including securities and extra-judicial executive grounds, which would guarantee prompt and secure enforcement proceedings. 
In addition, the government would retain relative state control in the governance of “Bulgartabac Holding” AD for the following goals:
1. Developing more effective policy implementation in the field of tobacco growing and processing in order to:

a) Ensure that a minimum amount of raw tobacco will be purchased by the new owners of the factories (but not on the basis of legal obligations);

b) Provide for the social aspects of the holding’s privatisation.

2. Controlling the employment obligations undertaken by separate subsidiary buyers. 

Special requirements
To minimize the social price of the privatisation process, the potential buyers would be required to present proposals for personnel discharge and preservation of a certain number of employees in their business plan. Regarding the proceeds from the privatization, priority would be given to paying remuneration liabilities of the subsidiaries.
Since Bulgarian tobacco growers are dependant on the purchase of raw tobacco by Bulgartabac Group, the purchasing company would have to maintain the purchase of tobacco production. 
Oriental tobacco is of particular importance since it is grown by most tobacco farmers. Transition from Oriental to other types of tobacco is limited due to geographic and climatic characteristics. Bulgarian oriental tobacco has exhibited a downward trend due to both increased market share of American Blend and Virginia Blend cigarettes on the Bulgarian market and requirements for cigarettes’ nicotine and tar levels reduction.
The government has been utilizing a scheme of securing future tobacco production in Bulgaria by purchasing the tobacco production and setting the price.  Going forward there may be a need for a legal obligation from foreign cigarette manufacturers to buy certain amounts of Bulgarian tobacco. However, if such a legal obligation were to be introduced, it would last only until 2007 (Bulgaria’s accession to the EU).
Another important topic for the Bulgarian government is to be able to train the tobacco growers in alternative income generation by using some of the proceeds from the privatization called the Tobacco Fund.  In time, this fund could be directed not only to purchasing certain quantities of tobacco, but also to gradually changing farmers’ occupation towards ecological farming, animal-breeding, tourism, and small family businesses. Strategically, this would promote long-term development for the people previously employed in the tobacco sector, and increase their income.  Together with the state support, a number of funds of the World Bank and some European institutions, which are allocated for similar purposes, might be used. 
History of privatization attempts
October 2004 – BAT bids 200 million euro for three of the factories and withdraws its bid three months later

March 2004 – Deutsche Bank led consortium offers 110 million euro; Bulgaria rejects as unfavorable

May 2000 – previous government attempts to sell the Holding as a whole, but no bidders make a tender, saying they are only interested in the profitable factories
Another failed transaction
On March 11, 2004, Morgan Stanley’s London office was contracted as a consultant on the privatization of Bulgartabac Holding.  Morgan Stanley worked in conjunction with Freshfields Bruckhaus Derringer, a leading international law company that specializes in mergers and acquisitions in the tobacco sector.  Morgan Stanley’s fees were determined by a percentage of the sale price. 

On July 19, 2004, the privatization procedure officially began, and notices for the sale of the four most profitable companies were published in the Financial Times and two Bulgarian daily newspapers. The companies were grouped into two pools: Blagoevgrad BT and Stara Zagora BT in the one pool, and Sofia BT and Plovdiv BT in the other pool. The information memorandum was available to potential investors until August 2. The deadline for submission of offers was September 30. 
Candidates were required to have at least five years of experience in cigarette production and have at least EUR 500 Million in net revenue for the last financial year. The short-list of potential purchasers was announced at the end of November, and the sale was planned to be completed by the end of 2004.  Morgan Stanley & Co. Ltd confirmed that major tobacco companies had shown interest in the sale, including British American Tobacco (BAT), Philip Morris, Imperial Tobacco, Korean KT&G and British Gallaher.  Among the bidders, BAT and Phillip Morris looked most promising as they bought two cigarette plants in neighboring Serbia in 2003.  Specifically BAT also was one of the bidders in an earlier cancelled privatization in Turkey.  Analysts predicted that “BAT wants to seal the deal as soon as possible, as they want to benefit from the country’s competitive advantage of not (yet) being part of the EU.”
British American Tobacco (BAT) placed a sole bid in October 2004 offering to buy the three best performing cigarette plants located in Sofia, Blagoevgrad and Plovdiv.  The price BAT was willing to pay was 200 million euro (US$260 million) but if the deal was closed, BAT would have had to make buyout offers for the plants, which would have made its total investment in Bulgaria 250 million euro as quoted by the then Minister of Bulgarian Economy, Lidia Shuleva.
BAT had promised to use at least 30% Bulgarian tobacco in cigarettes produced in the local factories until the country joins the EU in 2007.  This translates into at least 7,000 tons of tobacco purchased annually from small tobacco growers who are mainly ethnic Turks. Currently Bulgartabac purchases 13,000 tons of tobacco annually, despite industry experts who say most of this tobacco is not necessary and it is stored in warehouses without being used.  
As part of its final offer, BAT pledged to make the country a centre for its cigarette production in southeast Europe, producing cigarettes not only for the domestic market but also for the entire southeast European region.  BAT also promised to upgrade the production facilities and boost the plant’s efficiency.

Shuleva said the terms of BAT’s offer were in line with national interest and failure of the deal would put Bulgaria back on the list of countries seen to have high political risk.

Despite these assertions, the opposition Socialist Party opposed the sale and said the privatization plan for BTH needs to be revised as it might harm the future development of the tobacco sector in Bulgaria.

Agriculture Minister Mehmed Dikme, a member of the Turkish Minority party and Bulgartabac supervisory board, said: “The company should be privatized but not at all costs.  We should allow for a competitive cigarette market to develop in Bulgaria.”

The cabinet of Prime Minister Saxe-Coburg Gotha delayed its decision on the sale for several months mainly due to objections to the deal by the junior partner in the MRF, the predominantly ethnic Turkish party.  The party requested on numerous cases that the government reject the deal as it was against the strategic interests of Bulgaria.

As a result of the government’s lack of decision on February 1, 2005, British American Tobacco announced that it withdrew its 200 million euro bid on three of the cigarette factories per its quote: “We have told the Bulgarian government that we are withdrawing from the transaction….In the difficult political environment, which continues to worsen, we do not believe we can complete the transaction to a timescale that will ensure that we make a worthwhile return on our investment.”

Foreign and local analysts as well as industry experts predict that the lack of an agreement will have a negative effect on Bulgaria and its tobacco industry.

“A halt in the sale will definitely hurt Bulgaria’s image”, Yarkin Cebeci senior economist at JP Morgan in Istanbul, told SeeNews in a statement.  “But people understand how difficult it is for the government to compete the deal as it has already lost majority in parliament and there will be a new general election in five months.”
Krasen Stanchev, head of the Institute for Market Economics, agreed that the tobacco factories could be sold at a later time, but he said that the buyer and price would hardly be as good: “The price will be definitely lower, as the company will continue to be used for social purposes and that costs a lot to the tax-payers.”
Exhibit 1: Economic Data
	Macroeconomic data and forecasts
	
	
	
	
	
	
	
	
	

	
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	2009

	GDP Growth
	4.10%
	4.90%
	4.30%
	5.01%
	4.62%
	4.36%
	4.37%
	4.13%
	3.83%

	Imports % Change
	13.28%
	7.59%
	14.80%
	20.19%
	9.24%
	9.20%
	9.18%
	7.57%
	8.55%

	Exports % Change
	8.72%
	3.70%
	8.00%
	21.00%
	10.00%
	8.50%
	8.75%
	8.25%
	7.66%

	GDP Per Capita
	   1,718 
	   1,989 
	   2,546 
	   3,134 
	   3,519 
	   3,900 
	   4,437 
	  4,866 
	  5,249 

	Inflation (CPI)
	7.42%
	5.85%
	2.27%
	6.23%
	4.29%
	4.08%
	3.92%
	3.44%
	2.98%

	Unemployment rate
	17.51%
	17.54%
	14.40%
	12.50%
	12.00%
	11.00%
	10.40%
	9.80%
	9.20%

	Local Currency to US
	     2.19 
	     2.07 
	     1.73 
	     1.59 
	     1.56 
	     1.55 
	     1.49 
	    1.47 
	    1.46 

	Local Currency to Euro
	     1.96 
	     1.95 
	     1.95 
	     1.96 
	     1.95 
	     1.96 
	     1.96 
	    1.96 
	    1.96 

	
	
	
	
	
	
	
	
	
	

	Source: World Markets Research Center
	
	
	
	
	
	
	
	
	


Exhibit 2: Bulgarian Population Demographics
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Exhibit 3: Bulgaria’s Main Trading Partners
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Exhibit 4: Bulgaria’s Top Exports by Commodity (2002) 
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Exhibit 5: BHT Income Statement 
[image: image7.emf]Income Statement

EUR ‘000  1999 2000 2001 2002 2003E 2004E

Sales  258,725 257,540 249,950 204,516 210,651 216,971

Material costs  158,736 170,388 174,165 122,710 126,391 130,183

Labor costs  57,403 47,209 48,105 46,016 47,397 48,818

EBITDA  42,586 39,943 27,680 35,790 36,864 37,970

Depreciation  11,712 13,793 14,769 14,316 14,746 14,537

EBIT 30,874 26,150 12,911 21,474 22,118 23,433

Interest expense (2,840) (2,542) (2,236) (1,533) (1,533) (1,533)

Recurring profit  23,043 19,462 9,029 23,520 20,585 21,900

Taxes  13,295 10,865 7,603 9,203 7,205 7,665

Net Income 1,764 862 (3,097) 11,761 13,381 14,235
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