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Cases in Management in Eastern Central Europe and Russia

This volume contains cases and notes on doing business in economies in transition in the
countries of Eastern Central Europe and Russia. These countries are in transition from central
planning to market systems. The emphasis is on transition as central planning collapsed, but
fully functioning market economies are still years away in some countries, and in Russia,
perhaps decades away.

The Business Environment in Transition.

Government reforms, especially since 1989, made some enterprises independent, for-
profit entities. However, these reforms went only part-way toward market economies.
Managers have to make decisions in a system which is in transition and where the pace and
timing of the changes are uncertain. Despite governmental pronouncements to conversions to
market economies, there is still very significant government involvement in allocation of
resources and regulation.

The gradual reduction in the degree of involvement of governments in the economies
challenges a company manager. These challenges include, among others, ceasing to be the sole
producer, the loss of state subsidies, the repayment of loans (received in the form of past
subsidies), removal of price controls (their extent and timing being uncertain), inventory
accounting rules that make production for stocks in seasonal businesses extremely difficult, the
eventual removal of the governments’ no-layoff policies (again, extent and timing uncertain), the
convertibility of the currencies, and an accounting system that makes both balance sheets and
income statements difficult to interpret. Last but not least, a management, which at the present,

has little experience in market intelligence or, indeed, in marketing.



Business schools or schools of management prepare potential managers for the world of
practical affairs. That world includes doing business in countries whose economies are in
transition toward market economies. Overwhelmingly management books deal with private
companies operating in a free enterprise environment. Although there are principles universal
to all areas of management, certain concepts and techniques need to be adapted to the
environments of the countries of Eastern Central Europe and Russia of the 1990’s. This volume
of cases and notes applies the major concepts of management to the business issues of this
geographical area in this time of transition.

The Pedagogy.

Management education is professional training; its goal is to produce decision-makers and
business practitioners, not theoreticians. The predominantly lecture method used in Eastern
Central Europe and Russia is inadequate for management education. A mixture of lectures and
case discussions is better. Case discussions encourage critical and independent thinking and
force students to make decisions. Managers make decisions hourly, daily, weekly on matters
large and small, and this decision focus needs to be replicated in the classroom. It is important
that the students participate actively in the learning process - rather than passively listening to
lectures -so that they can develop for themselves the analytical, organizational and
communicational skills that they will need. Case discussion also encourages group discussions
and group decision-making, both being prevalent in business.

A good case discussion produces a debate among students and the professor. It develops
in the students an ability to listen to others, to raise appropriate questions and to arrive at a
solution to the management issue or issues raised in the case. It also forces the students to
prioritize the problems raised in the case so that they can address the really important ones,
given the limited time available, just as in a business environment.
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Organization of this Volume.

One of the challenges in compiling a general book of cases is one of balance. While it
might be possible to edit a book of cases encompassing all areas of management, this was not
attempted here. In any case, not many scholars or practitioners would agree what "all" means
in this context. Rather, the major subjects were addressed; particularly those of special interest
to the firms of Eastern Central Europe and Russia. The twenty-one cases and the two notes have
been organized into six groups: business strategy, finance, joint ventures, marketing,
negotiations, and operations.

The cases are in one volume and the accompanying teaching notes in another. (Teaching
notes must be specifically requested, and the requester must be a member of a teaching faculty.
The request must be submitted on official stationery.) A teaching note provides a synopsis of
the case and of the issues it raises. It tends to provide suggested assignment questions, alternate
ways of using the case in the pedagogy, and/or how to conduct the class discussion. Finally,
a teaching note provides an analysis of the situation and of the manager’s options.

This volume could be used in a variety of courses in Eastern Central Europe and Russia
at the undergraduate, graduate and executive program level. The classes themselves bring
different levels of experience and sophistication to the discussions. In North America and
Western Europe this volume could be used on Eastern Central European and Russian
management or as a module in any kind of course, at all levels, in management of international

business.
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THE CSEPEL MACHINE TOOL COMPANY

Gabor Hajnoczy, the managing general director of Csepel Machine Tool
Company, knew the time had come to put together a strategy for this Hungarian firm,
but a number of issues stood in the way. Should Csepel replace the plant's kerosene
lanterns with electric lights? How could its creditors be persuaded to wait a few more
months for payment? Could Csepel make do with the existing pool of bicycles for
interplant transportation? (Although still usable, they weren't very stylish.) Hajnoczy
hoped to confer with American manufacturing experts during his upcoming trip to the
United States. Perhaps he could bring home some innovative management ideas from
the business school he expected to visit.

The year 1989 seemed to be good for the Csepel Machine Tool Company. Since
1985 sales had increased an average of 7.5 percent a year despite Hungary's financial
crisis through most of the 1980s. Management had been able to lessen the firm's
dependence on domestic sales (particularly important because of Hungary's stagnant
economy), and it had increased its vital hard-currency sales 23 percent in just 1 year.

Something, however, was seriously wrong. After allowing for Hungary's double-
digit inflation, sales revenues were actually falling, and high costs were causing profits to
decline. Accordingly, various managers questioned Csepel's customizing strategy, with its
high attendant manufacturing costs, and called for the institution of strict cost controls
and a modernization of the company's aging product line, a legacy of the past
government's central-planning investment in outdated technology. Csepel faced the
upcoming decade with a number of thorny issues and problems and no clear course of
direction.

MACHINE TOOLS AND THE MACHINE-TOOL INDUSTRY

The demand for machine tools (tools using rotary motion to smooth, sharpen, or
otherwise "machine" surfaces) in 1990 was highly dependent on the amount of metal-
working activity conducted in both heavy and light industry. Automobile manufacturers

This case was prepared by Joesph Wolfe of the University of Tulsa and the International
Management Center (IMC), Budapest, Hungary, and Jozsef Poor of IMC. Revised by
Professor Leslie E. Grayson, University of Virginia. Copyright @ 1991 by the Darden
Graduate Business School Foundation, Charlottesville, VA.
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and their suppliers had been the largest customers. Therefore, the demand for machine
tools during the 1980s had been high in Western Europe and Japan and relatively low in
the United States and Canada, as the Big Three car manufacturers deferred their
purchases in the face of losses.

Machine-tool manufacturers in the United States had been faced with a sales
growth that was less than growth in gross national product and profit margins of only
2.03 percent of sales. Thus, they had been forced to restructure or diversify out of the
industry. In the near term, demand for machine tools by American automobile
manufacturers was not expected to rebound. At the same time, as new materials
replaced iron and steel, developing new technology to machine these new materials
became important.

On the other hand, Japanese machine-tool manufacturers had been relatively
bullish on the long-term prospects for the industry. They had been developing machines
with improved efficiency and higher end-product quality and had been broadening the
product lines they exported to the United States and other world markets.

THE HUNGARIAN ENVIRONMENT

Hungary was a relatively industrialized country in 1990; the industrial sector,
generating about 40 percent of the gross domestic product (GDP), provided employment
for over 40 percent of the labor force and accounted for about 75 percent of the
country's merchandise exports. The economy was highly trade dependent, with over 40
percent of the GDP traded internationally. Hungary traded with two markets--the
socialists, primarily CMEA countries, and the Free World. The CMEA (Council for
Mutual Economic Assistance or COMECON) was a political and economic union of
most East European countries that governed trade and investment between member
states.

Hungary's central-planning method had led to many market inefficiencies. It
encouraged firm managers to hide the genuine capabilities of their firms and to obtain
easy plans that could be achieved even if supplies did not arrive on time. Furthermore,
under this system, the administered prices reflected neither resource abundance or
scarcity nor world market prices. Enterprises were unable to perform economic
evaluations of investment projects or determine the proper mix of imports and exports,
which reinforced the need for central control of production, investment, and foreign
trade.

In 1980 a new wave of reform was begun to increase the competitiveness of the
economy in the international market, which would, the reformers hoped, generate hard-
currency exports to service the country's foreign debt. The economy also faced a labor
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shortage because of very slow growth in population and labor productivity. The only way
to increase economic growth and generate hard currency was considered to be increasing
labor productivity. The newest reforms were intended to create more market functions
in the allocation of credit and to improve individual firms' access to export markets.

As with other formerly centrally planned economies, Hungary's industries in 1990
faced difficult problems as they attempted to join the world's markets. One of the
thorniest problems within the Hungarian reform process concerned trade between
Hungary and various Eastern European countries, particularly the Soviet Union. The
trade relations with these countries were not based on the principle of free markets and
had little to do with the world economy. Rather, each country in the East Bloc was
assigned in quota, which was determined years in advance at rather inflexible prices.
Settlement of accounts took place with transfer rubles. Rubles had very restrictive
liquidation policies attached to them; they were only accepted as payment by the country
that initially paid them. In other words, if Hungary sold machine tools to Poland, and
Poland paid in transfer rubles, Hungary could not use those rubles to buy metal in
Czechoslovakia. Hungary's own currency, the forint, had been overvalued by about 20
percent since the late 1970s. Although the forint was not convertible in 1990, the
government did attempt to maintain its value at a rate close to true conversion through
periodic devaluations.

THE CSEPEL COMPLEX

The Csepel Machine Tool Company had its origins in the Manfred Weiss
manufacturing complex, which manufactured primarily iron, steel, and military equipment
in the late 19th century. By 1929 the company was also producing bicycles and airplanes
as well as machine tools for its own use. In 1930 the company began to sell machine
tools to other firms both inside and outside Hungary.

In the early 1940s, having formally declared war on the USSR, Great Britain, and
the United States, the company supplied the Axis war effort under the guise of the
Hermann Goering Werke. The Weiss family had been forced out.

After a series of military defeats, Hungary made peaceful overtures toward the
Allies. In 1944, however, German forces occupied the country, a right-wing puppet
regime was installed, and more than 450,000 Hungarians were deported to German
extermination camps in Poland. Soviet troops invaded in the fall of 1944, and Hungary
was forced to sign an armistice with the Allies in Moscow. Under Soviet military
occupation, Hungary restored full diplomatic relations with Moscow and signed a long-
term agreement with the USSR allowing close Soviet control of Hungary's domestic
economy. In effect, Hungary became a Soviet puppet. Under a Three Year Plan
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introduced in 1947, the government nationalized nearly 600 industrial firms, including
Manfred Wiess, which became the Csepel Iron and Metalworking Trust.

From its nationalization in 1946 until 1983, the company operated within various
Soviet industrial concepts. Hungary had a centralized form of economy characterized by
a rigid top-down approach to macro- and microeconomic planning. A Hungarian
Council of Ministers set output targets drawn up by a Central Planning Office. Targets
were intended to ensure economic growth at a predetermined rate. Each state-owned
company received hundreds, even thousands, of performance targets every year.

Performance targets fell into four broad categories: physical output goals; input
goals regarding material and parts specifications, as well as supplier references, labor
quotas, and wage allowances; financial guidelines for profits, maximum allowable debt
capacity, and production costs; and strategic instructions covering new product and
technology introductions and various capital investments to be made over the course of
the year. While all plan elements were mandatory, some carried greater weight than
others.

The state government assumed control of Csepel's import/export effort through
the Ministry of Commerce, and the company's R&D function was transferred to the
Institution for Mechanical Industry Research in Budapest. During this time, the
company expanded its physical facilities and diversified its product line from drilling and
milling machines to include lathes, grinding machines, and other precision equipment.

Hungary began moving from a planned economy to a market economy through
various reform movements initiated in 1968. In late 1983, the company reorganized into
an independent state-owned company. One of Hungary's largest industrial
conglomerates, it was divided into 13 autonomous companies ranging from a bicycle
venture to an education-and-development company. The new entity faced a difficult
period, because it was burdened with nearly 700 million forints of debt and delinquent
accounts receivable of 500 million. This situation forced the company to find new
sources of cash to stabilize its operations.

In 1986 the company obtained equity financing by transforming itself into a
publicly held shareholder corporation in an effort to allow the market to determine
investment and capital formation. With this step, Csepel became a pioneer within the
Hungarian economy. (Although the government had encouraged the creation of several
secondary financial markets, including the first bond market in a communist country in
1984, a stock market was not established until 1989, at which time shares were issued in
state-owned companies.)

In October 1988, the company split into two stock corporations: the Csepel
Machine Tool Company and the Csepel Fixture and Tool Corporation. The Csepel
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Machine Tool Company (see organization structure in Exhibit 1), capitalized at 860
million forints, manufactured drilling and milling machines, lathes, and machining
centers. The Csepel Fixture and Tool Corporation, capitalized at 160 million forints,
manufactured small fixtures, tools, and parts.

While Csepel's sales continued to climb, to about 2.6 billion forints in 1989, the
firm's profits declined after the peak in 1987 (see Exhibit 2). Company financial
statements are in Exhibits 3 and 4; Exhibit 5 displays the source of Csepel's sales by
general market areas for 1985-1989. Over the next 3 to 4 years, Csepel expected to
boost its sales to over 3.5 billion forints. Forecasts for 1990 revenues ranged from 2.05
to 2.19 billion forints and for profits from -55.6 to 66.6 million forints. Included in this
amount was an estimated 700 million forints in new contracts for parts under joint
ventures with Western companies to take advantage of recent goverment programs
freeing import and export restrictions. Csepel's joint-venture activities were part of a
planned revival of the flourishing business the firm had with the West in the 1970s.

The Foreign Investments Act of 1988 gave Hungary one of the most liberal
foreign-investment environments in Eastern Europe. Foreign investors were assured
freedom from adverse discrimination, compensation in original currency in the event of
nationalization, the right to own up to 100 percent of firms, and the ability to transfer
abroad dividends and up to 50 percent of wages. A big stumbling block for foreign
investors in Hungary was eliminated in 1989 when investors' profits were allowed to be
repatriated in convertible currency. To encourage international trade further, the
government established reciprocal trade agreements with 25 countries, including France,
Ireland, India, and China.

Within the Hungarian economy itself, Csepel was one 1 of only 3 machine-tool
manufacturers. Of them, SZIM Machine Tool Company, with 10 billion forints in
revenue, was the largest. The other domestic competitor, DIGEP Mechanical Factory,
had only 0.3 billion forints in revenue.

PRODUCTS AND NEW-PRODUCT DEVELOPMENT

The Csepel Machine Tool Company produced five types of machine tools: radial
drilling machines, computer numerically controlled (CNC) machining centers, CNC
lathes, high-precision systems, and special-purpose systems. Exhibit 6 provides details of
Csepel's product line. As can be seen, Csepel received different prices for its products in
different geographical markets. In addition to standard products, Csepel made a
significant amount of orders to customer specification; the proportion of custom work
ranged from 2 percent of radial drilling machines to 100 percent of special-purpose
systems. Csepel's products had gained a reputation for quality and low prices, and the
company had no difficulty obtaining custom orders.
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The slow rate of new-product development at Csepel was a major source of
concern within the company. A shortage of skilled labor existed, and despite 58 state-
supported colleges and universities, only 7.9 percent of the adult population possessed a
university degree. In the words of Levente Godri, the Central Plant's chief designer,

We don't have enough engineers in the first place, and those we do have
get too involved in daily operations--so much so, they don't have any time
to do new-product development. We could hire some good people from
the Technical University in Budapest, and they could staff a new R&D
Department, but I don't know if that would really solve our problem.

Whatever we're doing, we have to do a better job than we're doing now.
Unfortunately, our bonus system is based on the on-time delivery of
machines, so our R&D people spend time in the shop helping to get orders
delivered instead of spending time developing new products.

In the middle of this explanation, as if to underscore Godri's observations, the
leader of the CNC-Assembly Machining Shop telephoned to demand that an engineer be
sent immediately to the production unit to make a substitute part in the Maintenance
Department. Godri sent the engineer, even though each shop had an on-duty technical
assistant to handle these minor crises. He explained that this type of problem persisted
because Csepel's part-numbering system did not disclose or cross-reference part
substitutions.

In addition to the problems listed by Godri, the company's R&D expenditures had
fluctuated widely in the past four years. They rose from 27.1 million forints in 1986 to
81.2 million in 1987, then declined to 55.7 million in 1988 and 18.7 million in 1989.
Budgeted R&D for 1990 totaled 15.0 million forints.

FACTORIES AND MANUFACTURING OPERATIONS

The company manufactured its machine tools and parts in two locations. The
Central Plant and executive offices were in Budapest, and the second plant was located
in Nyirbator, a city of about 30,000 people in northeastern Hungary. The specialization
of the plants prevented either plant from building a complete machine tool. The
Nyirbator Plant focused mainly on parts fabrication and subassembly, while the Central
Plant produced some parts and completed final assemblies of the machine tools.

Outside experts considered the manufacturing equipment and techniques at both
plants to be outdated and inefficient, although the newer Nyirbator Plant was slightly
better. Overall, about 15 percent of the production equipment was less than 10 years
old, 37 percent was 11 to 20 years old, and 48 percent was over 20 years old. The firm
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owned only 24 numerically controlled machines (standard production equipment for the
most modern machine manufacturers), and 59 percent of its equipment had been fully
depreciated to scrap value.

Although maintenance and repair of the older manufacturing equipment
consumed significant resources, replacement of old equipment would require large
investments. Experts estimated that $4.7 to $6.0 million would be required to modernize
Csepel's production equipment. In addition, $12.0 million would be needed to introduce
advanced production control and information systems and to provide the necessary
production resources to extend the current product lines.

In the past, engineers and a highly skilled work force had bridged the
technological gap at Csepel. By 1989, however, the workers had become dissatisfied with
the working conditions and forced overtime. Consequently, the Central Plant had begun
losing its cross-trained senior factory technicians and their trainees to local private-sector
machine shops and small factories in the area. The Nyirbator Plant had not experienced
as much of a loss because of limited alternative employment opportunities in that area.

The employment dilemma was exacerbated by Hungary's problems in human
resources. Its population of 10.6 million had been declining since 1985, and the size of
the work force fell 3.4 percent in the 1980s. The population was expected to continue to
decline at an annual rate of about 0.15 percent, despite the government's attempts to
reverse the trend. Many Hungarian workers were excessively tired from working
multiple jobs or, alternatively, lacked dedication to their principal employer. Some
observers believed that the labor force had begun to work itself to the point of
psychological and physical exhaustion.

Central Plant Operations

About 5 percent of the company's 24,000 parts and subassemblies were
manufactured in the Central Plant. (The other 95 percent were manufactured by the
Nyirbator Plant or were purchased.) The Central Plant handled parts requiring extreme
accuracy and/or state-of-the-art technology. The nature of the products and the
availability of production equipment in the Central Plant had led to a complex
manufacturing process and material flow (see Exhibit 7). The plant layout was not
rational, although efforts were underway to improve it.

Manufacturing Operations at the Central Plant produced a monthly manufacturing
schedule for both Central and Nyirbator. Based on the sales forecast, the department
also produced a portfolio of shop cards (raw-material requisitions) and time and labor
charges by order number. The complete portfolio went to the Production Department,
which launched a new shop order to the shop manager. The shop manager assigned the
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order to a shop foreman, who scheduled the workers and the tools and gathered the raw
materials as required by the shop order. Each worker inspected his/her own work and
signed off on the order as the assignment was completed.

A conversation with Arpad Koknya, deputy general director in charge of the
Central Plant's manufacturing operations, revealed certain problems in the planning and
manufacturing process:

We have a stupid quality-control system that works well for simple, small
things, but for complicated subassemblies like ours, it doesn't work so well.
It can really cause big problems if the assembly is produced in a number of
steps.

The system is a mixture of worker self-inspection and staff quality-control
inspection. The worker says whether his own part is good or not, while the
Quality Control Department looks at the entire subassembly when it's
complete. Many of our workers sign off that their work is up to standard,
but it isn't, and we don't find out about it until it shows up in the final
assembly or, even worse, after its been delivered. We should really punish
these guys, but the present employment situation (shortage of labor)
doesn't allow us to do this. The quantitative bonus system we use in parts
production adds to this problem.

Parts scheduling also causes problems. Each month our department sets
up a parts shortage list (PSL). The PSL contains a list of final products
and all the missing parts, along with the part identification number
required to complete that product. This list is a key input into the parts-
manufacturing operation. Items on the PSL get higher priority on the
production schedule. Unfortunately, the computer can't handle the six-
plus-one-digit code number very well, so a lot of part searches kick out
"Out of Stock" messages even though they're really in stock. Too often
we're making parts we don't need on a high-priority basis, which slows up
our regular production.

Creating a production plan for assembly operations isn't complicated, but
coordinating the production is difficult. Because of how sales orders come
in, we only have to deliver about 20 units per month in the first part of the
year, but about 60 to 100 units a month in the last part. Workers get very
overworked by the end of the year; sometimes our best workers get sick
from stress. But life isn't so easy for management either. These swings in
production cause headaches for everybody. If the Sales Department could
just forecast sales better, we'd have fewer problems down the line.
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Exhibit 8 provides information on inventory levels for Csepel.

Nyirbator Plant

The Nyirbator Plant was originally created to manufacture parts for all Csepel
products, under the government's plan to bring industrial economic development to the
country's rural areas. Currently, the plant produced the company's basic drilling
machines and parts for all other machine types. The original labor supply was drawn
from unskilled agricultural workers, who had to be intensively trained in company-run
technical training programs. Over the years, Csepel had been a strong supporter of the
city's technical school, which was now the firm's major source of skilled labor. In 1989
the plant employed about 740 people, and it generated sales of 649.1 million forints.
The plant's manufacturing flow is shown in Exhibit 9, and its organization in Exhibit 10.

Managers at the Nyirbator Plant believed they were unnecessarily constrained by
Csepel management. The drilling-machine plant's director of Economic Matters, Janos
Fazekas, described several issues of contention:

First of all, our plant has to manufacture Csepel's low-profit items. As
bad as that is, many times we get urgent orders by FAX from the Central
Plant, which forces us to shut down our machines to supply them. We
argue about these things all the time.

We want to be more independent and to have more power in these
discussions with Production Control and Planning. These departments
consider us to be their slaves and don't consider our specific bottleneck
problems, and they continue to bother us with their special orders, which
overuse our special machines.

Also, headquarters' sales operations are very slow in processing domestic
orders. We could do a faster job on these sales if we could set up our own
sales department.

Nyirbator's Engineering director, Istvan Szatmari, thought his department should
be free to pursue new-product designs for the facility:

In recent years, we've brought in new engineers for new-product
development, but all their time is spent in operations. They want to design
new tools but can't. We're also in conflict with the Central Plant's R&D
operations, because they won't give us the freedom to operate on our own.
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The Nyirbator Plant was approximately 250 kilometers from headquarters. The
telephone service at the plant was spotty, and the internal auditing controls lax. The
Nyirbator managers occasionally took advantage of these conditions to evade Csepel's
control. In one instance, they were able to buy a nonauthorized Xerox machine by
listing it as a production part.

HEADQUARTERS OPERATIONS

Except for Istvan Rakoczy, the head of the company's computer services, Csepel's
headquarters staff had been promoted after long service in production. Hajnoczy, the
managing general director, exemplified their pace and management style. Two or three
mornings a week, beginning just after the shift opened, he toured the plants' shops with
Koknya. These rounds, which were conducted at both plants, could last up to three
hours and occurred more often if problems were plaguing a particular production run.
Hajnoczy was very familiar with the plant operations and knew many employees on a
first-name basis. Should he see something that appeared to be wrong, he would
immediately order a change in either the production method or the order's schedule.

Hajnoczy was closely involved with many plant activities. During a two-hour
afternoon conversation, he was interrupted many times by short telephone calls from
plant personnel and brief conferences with his secretary. He also had to sign a number
of technical orders and a request for computer supplies. Several lengthy telephone calls
dealt with decisions about where pieces of shop equipment should be placed for a shop-
floor layout change that was underway.

Although some employees appreciated the accessibility of top management and
their intimate working knowledge of plant operations, others thought they showed too
much concern for production and the bonuses attached to on-time production deliveries
at the expense of other company functions. The head of the Central Plant's Sales
Department, Gabor Nagy, commented:

Sometimes our general manager gets orders on his own when he's out in
the field . . . and when he comes back, he simply gives these orders directly
to the Production Department. This is bad for us in Sales, because we
can't tell how effective we've been. We don't know if we got the order
because of him or because we had been developing the same customer
over the past few months. By doing things this way, we can't tell why the
sale was ever made. . . . Top management's manufacturing bias is the
company's major problem; it keeps us from being flexible.

Nagy was also concerned about Technoimpex, Csepel's foreign-trading firm.
Lately, Technoimpex had broadened its product line and de-emphasized machine tools.
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As a result, Csepel now employed service representatives in Romania, West Germany,
and the United States to boost sales and service quality. In countries where Csepel had
no representatives, it used Austria's Intertrade, a steel and machine-tool specialist.

LOOKING TO THE FUTURE

For Istvan Rakoczy, head of Organization and Computing, exciting years were
ahead:

I've recently convinced top management they should buy the MAS-MCS
[Management Accounting System-Management Control System] integrated
software package from the British software firm Hoykens. It's being
introduced at the Hungarian firms VIDETON, BHG, and SZIM, and it's a
system that can manage the MIS [management information system]
problems for a company our size--production planning, all the paperwork
controls, operations scheduling, and operations finance.

We bought a used IBM 4361 from a German firm late last year. We are
installing 70 work stations at the Central Plant, as well as some in
Nyirbator. It's the first time we've tried to implement a real integrated
management system. It'll cost the company nearly 100 million forints, but
it should be completed in 1991. If this implementation is successful, I'd
like to make the department into a separate money-making operation.
This would allow us to serve Csepel, keep our own people busy, and help
them earn more money.

For Peter Toth, general manager of Economic Matters, the future was a bit more
cloudy. The order book was low (particularly for domestic clients), prices were rising
overall, the government was cutting support for CMEA exports, and optimal production
lot sizes had not been established. Exhibit 11 contains three scenarios developed by
Toth after consulting top management. The scenarios, ranging from "pessimistic” (A) to
"optimistic" (C), made assumptions regarding the growth of the economy and Csepel's
market penetration. Toth's suggestions for improving 1990's company performance
entailed the following:

® dismiss 15 percent of all pérsonnel (about 200 employees);
® raise the salaries of all remaining personnel by 20 percent;

e reduce costs in general, including the stock level of various finished
goods;
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® investigate opportunities for new ruble exports;
® maintain the company's traditionally good relationships with its creditors;
® accelerate the rate at which products are delivered to customers;

e find a joint-venture partner.
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THE CSEPEL MACHINE TOOL COMPANY

Organization Chart

Managing General Director
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Exhibit 2
THE CSEPEL MACHINE TOOL COMPANY

Sales and Profits, 1985-1989
(millions of forints)
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Exhibit 3
THE CSEPEL MACHINE TOOL COMPANY

Income Statements
(unaudited; in thousands of forints)

1985 1986 1987 1988 1989

Revenues
Domestic 484.7 605.8 8142 567.0 5425
Exports

CMEA¥* ruble market 352.8 466.4  694.7 9814 11,0589
Hard currency 1,151.0 12636 _982.2 898.1 1.016.9
Total 1,988.6 2,335.8 2,491.1 24465 2,6183
Direct manufacturing cost 1.044.4 1,173.7 12778 12947 13858
Operating profit 9442 1,1622 1,2133 1,151.8 1,2325

Overhead cost
Factory overhead 3512 478.0 4784 282.0 352.6
Admin. overhead 3253 293.8 2992 505.8 689.8
R&D expense 3l 271 81.2 55.17 18.7
Customer service 11.3 16.2 12.5 221 17.0
Land rent 4.0 A 0.0 0.0 0.0
Miscellaneous 53.4 64.9 70.4 97.1 8.1
Total 782.7 883.7  941.7 962.7 1,086.2
Additional expenses 156.3 129.8 107.4 62.9 1372

Other income
Export support 123.0 16.0 60.7 0.0 0.0
Ministry support 2.1 35.1 7.1 129.2 351
R&D subsidy 5.0 0.0 512 357 59
Vendor penalties 6.1 24 24 0.0 3.4
Other 2.5 5.7 3.0 0.0 8.3
Total 138.7 598 1964 164.9 52.7
Profit before taxes 143.9 2084  360.6 291.1 61.8
Taxes 109.6 1331 _1514 49.3 2
Profit after taxes 34.1 753 209.2 241.8 61.5

*Council for Mutual Economic Assistance.
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Exhibit 4
THE CSEPEL MACHINE TOOL COMPANY

Balance Sheets
(unaudited; in millions of forints)

1988 1989
ASSETS
Current assets
Cash 1,139 3,230
Bank account 32,646 16,276
Additional accounts 13,896 -32,949
Bonds -0- -0-
Domestic buyer 203,731 192,807
Foreign buyer 666,332 978.162
Total 917,744 1,157,526
Employee fund 657 -0-
State budget fund -0- 2,882
Total 870,720 1,173,851
Inventories
Goods in process 192,216 216,533
Finished goods 36315 23,362
Total 229,687 239,895
Raw material 428,644 678,293
Purchased stocks 123,201 99,229
Total 551,845 1Tlaz22
Total 781,532 1,017,417
Contingency fund -0- -0-
Other active accounts 257,231 45,158
Temporary account -0- -0-
Total 257.231 45,158
Shares held 6,000 228,000
Assets held -0- -0-

Foreign investments 6,000 228.000
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Exhibit 4 (continued)

1988 1989

Fixed plant and equip. 928,097 1,091,681

Less depreciation 735,634 786,716
Plant additions 22,559 82,249

Net book value 215,022 387,214
Total assets 2,177,030 2,838,030

LIABILITIES

Accounts payable -0- 840,399
Domestic deliverer 812,413 188,014
Foreign deliverer 89,070 221,510
Investment deliverer 24,962 12,935
Factoring 30,000 113,810
Creditors 308 36,144
Salaries payable 10,511 17,933
Soc. sec. payable 21,747 34,077
Prepaid taxes - 125,762 - 33,389
Other accounts 200,270 262,972

Total 1,063,519 1,694,405
Paid-in capital 835,000 835,000
Retained earnings - 99 323344

Total 834,901 1,158,344
Income tax liability - 35,910 - 53,613
Profit account - 3,716 - 22,428
Profit 318.236 61,489

Total liabilities 2,177,030 2,838,197
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Exhibit 5
THE CSEPEL MACHINE TOOL COMPANY

Sources of Sales, 1985-1989
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Exhibit 7

THE CSEPEL MACHINE TOOL COMPANY

Central Plant Manufacturing Sequence

Castings Suppliers of strips,
suppliers rods, durals, etc.
v v v
Large casting Small casting Warehouse for strips,
warehouse warehouse rods, durals, etc.

|

v
Cleaning and
painting

=

v
Machining of
complex-shaped

v

Cutting to size

v
Rough finishing

bodies

A

v
Machining of revolution solids

Qutside
contractors

Revolution
solids

Fine
mechanics

High
precision

A

Outside
contractors

Revolution
solids

Fine
mechanics

Supplies from
Nyirbator

v ¥

Parts Warehouse

v
Numerical-control cutting
and assembly

v
High-precision cutting and
assembly

4

Packing

Note: About 5.0 percent of the company's 24,000 parts and subassembies were

manufactured in the Central Plant. The plant handled parts requiring
extreme accuracy and/or state-of-the-art technology.
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Exhibit 8

Inventory Levels

(in thousands of forints)

Inventory Type 1985
Purchased stocks 450.6
and raw materials
Goods in process 185.5
Finished goods A55
Total 651.7

Source: Internal company records.

610.9

171.6

814.3

UVA-G-425

1988 1989
551.8 TT13
192.3 2165
36.3 10.0



-22- UVA-G-425
Exhibit 9
THE CSEPEL MACHINE TOOL COMPANY
Nyirbator Manufacturing Sequence
Outside suppliers Central Plant
v v
Raw-materials warehouse
v
Cutting to size
v
Work-in-process warehouse
v v
Machine cutting
Painting 4 As;embly
shop >
Packing
~
Notes: Almost 90 percent of Csepel's parts and subassemblies were manufactured

in this factory. The process technology was simpler than that used in the
Central Plant. Nyirbator's products were easier to assemble than those
produced in the Central Plant, but their unit value was significantly lower.
Except for high-precision parts, the plant was self-sufficient.
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Exhibit 10

Organization Chart for Nyirbator Plant

Director
Drilling Machines Factory
Nyirbator

UVA-G-425

Director,
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Director,
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General Technology

Organization

1

Development Engineering
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Auditor

Production Planning

Product Development

Shop for
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Manufacturing

Shop for Complex-
Shaped Bodies

Plant Maintenance
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Technical Control and
Supervision

Assembly Shop

I

Production Assets
Management

T

Power Engineering

Job Safety
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Purchasing

1

Supplies Management

I

Warehouses

Sizing Shop

)

Accounting and Finances

Economics Department

Sales

Shipping
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Exhibit 11
THE CSEPEL MACHINE TOOL COMPANY

1990 Pro Forma Income Statements Under Three Scenarios
(in millions of forints)

_A _B _C
Revenues
Domestic 407.0 430.0 450.0
Exports
CMEA ruble market 648.0 2314 130.0
Hard currency 9932 1.428.0 1,610.0
Total 2,048.2 2,089.4 2,190.0
Manufacturing costs
Direct 1,124.1 1,145.2 1,182.6
Overhead 900.0 900.0 900.0
Total 2,024.1 2,045.2 2,082.6
Other income
U.S. dollar support 0.0 0.0 322
Ruble export - 86.3 - 30.0 - 13.0
Profit before taxes -55.6 342 66.6
Less taxes __ 00 _171 33.3
Profit after taxes -55.6 17.1 33.3

Source: Company internal forecast.
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DARDEN University of Virginia

TAURUS HUNGARIAN RUBBER WORKS

The management of Taurus Rubber Works had developed a new strategy in 1988
to respond to the changing business environment in Hungary. By 1990, however, the
basic implementation of the company's diversification strategy had still not been
accomplished. As director of the Corporate Development Division, Gyula Bosnyak
recognized a critical need for his department to provide strategic leadership to the
company in the new environment.

In early 1988, the Hungarian government had passed the Corporation Law, which
put all state-owned firms on notice to privatize and recapitalize. As Hungary's state-
owned rubber industry works, Taurus was thus faced with a number of issues. Not only
did it have to deal with the mechanics of going public, it also had to obtain the ideal mix
of debt and equity to ensure solid growth for a company in a stagnant economy and a
low-growth industry.

The top managers of Taurus were concerned about the route they should follow in
their attempts to invigorate the company. They accepted that Taurus had to maintain or
improve its international competitiveness and that it had to diversify away from its
traditional dependence on its noncompetitive, highly vulnerable manufacturing of truck
and farm-equipment tires. Bosnyak had viewed the mandatory changes as an opportunity
for Taurus to deal with its working-capital problem and begin serious diversification
efforts.

After two years of deliberation and unsuccessful attempts at effecting change,
Bosnyak was now sorting through his company's strategic options before making his
recommendations to the vice president of the Technical Rubber Products Division and
the company's newly elected president. To clarify the firm's options and its competitive
threats, he set out to review industry conditions and the moves made by competitors in
the tire industry during the last decade.

This case was prepared by Joseph Wolfe of the University of Tulsa and the International
Management Center (IMC), Budapest, Hungary; Gyula Bosnyak of Taurus Rubber
Works; and Janos Vecsenyi of IMC. Revised by Professor Leslie E. Grayson, University
of Virginia. Copyright © 1991, by the Darden Graduate Business School Foundation,
Charlottesville, VA.
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THE CHANGING BUSINESS ENVIRONMENT IN HUNGARY

At the conclusion of World War II, Hungary signed a long-term agreement with the
Soviet Union that gave the Soviets close control of Hungary's domestic economy
and the Communist Party command of Hungary's political system. The Communist
Party, or its successors, remained the only functioning political entity in Hungary until
1990, when the first freely elected parliament was placed in power.

From 1948 to 1968, Hungary's economic system mirrored that of the Soviet Union.
It was a centralized economy characterized by a rigid, top-down approach to macro- and
microeconomic planning intended to ensure economic growth at a predetermined rate.
The state-owned companies received hundreds, even thousands, of performance targets
every year. Managers had no control over these targets; therefore, they strove to meet
only those performance criteria on which they were measured. The result was the
limited ability of individual companies and the overall economy to react to changes in
the global environment.

Between 1968 and 1980, the several reforms that were attempted to create an
economy driven by market forces were met with opposition from staunch communist
authorities. Not until 1980, when Hungary's gross domestic product and investment
growth had stalled while consumption continued to grow at a brisk 10 percent annual

rate and foreign debt increased to $10 billion, was the government forced to implement
economic reforms.

During the 1980s, numerous reforms were relaunched--to increase Hungary's
international competitiveness, to service the foreign debt, and to generate hard currency.
In order to establish a more realistic value for Hungary's nonconvertible currency than in
the past, the government attempted to maintain the forint's value close to the black
market rate through periodic devaluations. Other programs included the delegation of
responsibility to employees to encourage decentralized management, creation of
secondary financial markets, and the enactment of several laws that favored foreign
direct investment. In addition, the Bankruptcy Law, introduced in 1986, laid the
groundwork for more competitive and efficient companies by requiring all ineffective
operations to declare bankruptcy and allowing reductions in employee levels. To further

international trade, the government established reciprocal trade agreements with 25
countries.

These well-intentioned reforms failed to create a robust economy, however. As of
1990, Hungary was in a noncompetitive trading position, Hungarians were saving little,
and banks lacked the investment capital needed to improve productivity and raise the
standard of living. Government borrowing had increased foreign debt to more than $19
billion. Most of this money went to finance consumption, fund ill-conceived investments,
and service foreign debt--all of which impeded the government's ability to make
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important investments. To compound these economics woes, Hungary was wrestling with
labor shortages, rampant alcoholism, and high suicide rates.

THE TIRE INDUSTRY

The tire industry was the major user of the world's rubber supply. Originally, the
industry depended on natural rubber produced from trees in tropical countries. Synthetic
rubber was developed in the 1930s, however, and in 1990 accounted for 70 percent of the
world's rubber consumption.

The tire market was mature. The world market for rubber products was predicted
to grow by only 2.7 percent annually between 1987 and 1992 (see Exhibits 1 and 2).
With this maturation had come the internationalization of rubber firms, industry
consolidation (driven by the large economies of scale needed to compete effectively in
the market), and diversification of some major players into other industries.

Pressures on tire manufacturers included uncertainty over oil prices, unending price
cutting, and chronic overcapacity among producers. Unable to raise prices as industry
costs increased, producers had little choice but to cut costs to make money. Softness in
the automobile market created considerable downward pressure on the prices auto
makers were willing to pay for new tires, while competition in the replacement market
forced companies to cut prices so deeply that profits were thinner in 1990 than they had
been in decades.

The number of major international tire manufacturers was down from nine in the
mid-1980s to seven: Bridgestone Corporation (Japan), Yokohama Corporation (Japan),
Sumitomo Corporation (Japan), Continental Gummi-Werke AG (Germany), Goodyear
Tire and Rubber Co. (U.S.), Michelin et Cie. (France), and Pirelli (Italy). Exhibits 3 and
4 detail the companies' sizes relative to Taurus, their relative market shares, and their
profitability.

Bridgestone, the largest Japanese manufacturer of tires, pursued an aggressive
growth strategy during the 1980s that culminated in its purchase of Firestone, America's
troubled second-largest tire manufacturer, for $2.6 billion. That move was controversial
but was seen as essential by Bridgestone's top management to increase its market share
in the United States. The firm planned to quadruple the output of its La Vergne,
Tennessee, plant to supply the American market. Bridgestone was also seeking to gain
market share in Europe and had a strong presence in Asia, the rest of the Pacific area,
and South America, where Japanese trucks and cars were heavily marketed.

Continental was known as a premium-quality tire producer and held the number
two position in European sales. It had purchased General Tire from GenCorp in June



4- UVA-G-426

1987 for $625 million. That year it also entered into a $200 million joint venture with
Toyo Tire & Rubber Company and Yokohama Rubber Company to manufacture tires
installed on Japanese cars shipped to the American market and truck and bus tires for
cars made in the United States.

Cooper, a relatively small company, specialized in the replacement-tire market.
Nearly half its sales were in private-label merchandise. Cooper had recently expanded
capacity by 12 percent and planned to increase it another 10 percent by late 1990.
About 60 percent of the firm's sales were in car tires, with the remainder in truck and
bus tires.

Goodyear was the largest manufacturer of tires in the world until 1988, and it
remained the largest U.S. tire firm in 1990. It was the only top-tier maker not to have
merged in the last decade. It had yet to recover from a 1986 takeover attempt, however.
To fight off the pursuit, Goodyear had sold its highly profitable aerospace division and
took on over $3 million in debt, largely to finance a stock-repurchase plan.

During the 1980s, Goodyear diversified into the chemical, plastic, aerospace, and
oil-pipeline businesses. Despite this diversification, 86 percent of sales and 76 percent of
profits still resulted from the automotive products business. Sales growth had come

from African and Latin American tire sales, where the company held a dominant market
share.

Goodyear was expanding production capacity in Canada and South Korea by 12,000
tires a day per plant. The added capacity would come on line in 1991. The company
was hoping to sell off its oil-pipeline business for $1.4 billion, however, to reduce the
$275-million-a-year interest payments on its $3.5 billion of debt.

Michelin overtook Goodyear as the world's biggest tire manufacturer when it
purchased Uniroyal/Goodrich (merged in 1986) for $690 million in late 1988. The
purchase resulted in a 44.5 percent increase in sales for Michelin, although profits fell
11.1 percent. Michelin had also entered a joint venture with Okamoto of Japan to
double Okamoto's capacity to 24,000 tires per day. Michelin's strength was in the truck-
tire segment of the market.

Pirelli was known as a premium-tire manufacturer. Its initial attempts to enter the
U.S. market by purchasing Firestone ended in frustration, but in 1988 it purchased the
Armstrong Tire Company for $190 million to gain a U.S. foothold. Armstrong's $500
million annual sales were equally divided between original- and replacement-tire sales.
By 1990 Pirelli was looking to other European companies for merger opportunities.
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TAURUS

The first rubber factory was established in Hungary in 1882. Prior to World War
I, the Hungarian rubber sector held a .6 percent global market share, as the factory's

rubber balls, toys, asbestos-rubber seals, and Palma heels gained a worldwide reputation
for quality.

During World War I, however, the Hungarian rubber sector declined dramatically.
Export sales dropped to a level between 15 percent and 18 percent of total production,
factory equipment deteriorated, and global market share fell to .3 percent. Annual sales
growth for the sector dropped to 1.5-2 percent a year, and only the rubber yarn and latex
product lines were internationally competitive.

After World War 1II, the Hungarian government pursued a policy of extensive
growth for its nationalized firms. From 1950 to 1970, the rubber sector's employment
and gross fixed assets increased approximately 6.2 percent and 15.7 percent a year,
respectively, and annual production increased 12.5 percent. Although growth was
realized, inefficiencies occurred. Labor-utilization rates were low, and productivity ratios
lagged 1.5 to 3 times behind that obtained by comparable socialist and advanced
capitalist countries. While domestic sales and sales to CMEA (Council for Mutual
Economic Assistance) countries appeared to support the sector's activities, little attention
was paid to rationalizing production or product lines. The nationalized rubber firms

produced products ranging from bicycle and automobile tires to rubber toys, boots, and
raincoats.

As a result, the Hungarian government restructured its rubber industry. In 1963
Budapest's five rubber manufacturers (PALMA, Heureka, Tauril, Emerge, and Cordatic)
were merged into the National Rubber Company. In addition to establishing locations in
Vac, Nyiregyhaza, and Szeged, the new company centralized purchasing, cash
management, R&D, and investment decisions. In a break from conducting affairs
through centralized planning, the company pioneered the use of strategic planning.

In 1973 the National Rubber Company changed its name to Taurus Hungarian
Rubber Works. In 1990 it operated rubber processing plants in Budapest, Nyiregyhaza,
Szeged, Vac, and Mugi, as well as a machine- and mold-making factory in Budapest.

As shown in Exhibit 5, Taurus was organized into four divisions and a number of
subsidiaries. Exhibit 6 summarizes the sales generated by each division in 1988 and
1989, as well as the assets and personnel dedicated to each operation. Exhibits 7 and 8

provide Taurus's full financial position. Corporate sales had increased annually to 20.7
billion forints by 1990, with a growing global emphasis:
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Total Company Sales
(in millions of forints)

1985 1986 1987 1988 1989
Exports 4,055 4,517 5,349 6,843 7,950
Domestic 9.979 11,174 12255 12,056 12,716
Total sales 14,034 15,691 17,604 18,899 20,666

Taurus's Tire Division manufactured bias-ply, all steel radial and textile radial
tires for commercial (nonpassenger) vehicles. In 1988 truck tires accounted for 34
percent and farm tires for 20 percent of the division's total sales. Approximately 58
percent of the Tire Division's sales volume was exported, and the following countries
composed the largest purchasers (in millions of forints):

United States 351.7
Algeria 298.2
Czechoslovakia 187.3
Germany 183.5
Yugoslavia 172.0

The Tire Division had recently expanded operations for its all-steel radial truck
tire and anticipated that eleven new types of Taurus tires would enter the market in the
near future. Two tire introductions were completed in 1988 and three were completed in
early 1990. Through a licensing agreement with an American tire manufacturer, the
division was also in the process of developing a new "supersingle" tire for the market.

Taurus's Technical Rubber Division manufactured and marketed rubber hoses, air
springs, conveyor belts, waterproof sheeting, and camping gear. In 1988 the PALMA
camping-gear line held a 15 percent global market share, and the rotary hose line held a
40 percent global market share. The division's sales volume was distributed as follows:

Large-bore, high-pressure hoses 6.7%
Rotary hoses 27.1
Hydraulic hoses 14.7
Air springs 5.3
Conveyor belts 14.3
Waterproof sheeting 13.9

Camping goods 18.0%
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The demand for high-pressure and large-bore rubber hoses depended on offshore drilling
activity; Taurus projected that demand for air springs would increase as the rubber air-
spring technology gained acceptance with vehicle manufacturers. In 1988 the division's
largest customer was the Soviet Union, with purchases of 380,000 forints.

In addition to outside sales, Taurus's Machines and Molds Division manufactured
products to be used in-house as part of the company's overall manufacturing operations.

In 1988 70 percent of the division's total sales were exported. Overall sales volume was
distributed as follows:

Technical rubber molds 24.0%
Polyurethane molds 17.0
Machines and components 250
Tire-curing molds 34.0%

The Taurus Trade Division conducted CMEA purchases and sales for the
company and performed autonomous distribution functions for other firms. Taurus
expected this division to continue to function as Taurus's purchasing agent while
increasing its outside trading activities.

IMPLEMENTING THE TAURUS STRATEGY OF STRATEGIC ALLIANCE

Immediately after returning from his company's top-management conference,
Bosnyak began collecting materials to confirm the tentative decisions that had been
made at Lake Balaton. Based on secondary data collected and assembled into Exhibits 9
and 10, he could see the general rubber industry had fallen from a better-than-average
industry growth performance in the 1960-1970 period to one that was far inferior to the
industrial average during the 1980-1987 period. He also saw that other industries, such
as data processing, aircraft, medical equipment, and telecommunication equipment, had
obtained sizable growth rates from 1977 to 1987. Moreover, he was extremely aware of
the increasing concentration occurring in the tire industry and most major rubber
companies’ diversification moves. The rubber industry's tires segment had obviously
passed into its mature stage. For 1987, Bosnyak listed the various strategic alliances
shown in Exhibit 11. The diversification activities of Taurus's major tire competitors in
1989 are shown in Exhibit 12.

Within the domestic market, various other Hungarian rubber manufacturers had
surpassed Taurus in the growth rate as they divested their low-profit lines and adopted
new ones with greater growth rates. Taurus's market share of the Hungarian rubber
goods industry had slowly eroded since 1970, and this erosion increased greatly in the
decade of the 1980s because of entry by a number of small startup rubber companies
encouraged by Hungary's new privatization laws. While the company's market share
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stood at about 68.0 percent in 1986, Bosnyak estimated Taurus's share would fall another
4.0 percent by 1992. Exhibit 13 shows the figures and estimates he created for his
analysis.

With the aid of a major consulting firm, Taurus had recently conducted the in-
depth analysis of its business portfolio shown in Exhibit 14. The company operated in a
number of highly attractive markets, but the firm's competitive position needed to be
improved for most product lines. Accordingly, the firm's emphasis was to be on
improving the competitiveness of the company's current product lines and businesses.
With 1991 in mind as the target year, Taurus was to implement two types of projects: (1)
software for quality-assurance programs, management development, and staff-training
efforts and (2) a management information system and hardware for upgrading the
agricultural-tire compounding process and the infrastructures of various plants.

Fundamental to Taurus's desire to emphasize growth was the following newly
enunciated strategy reported in the 1988 Taurus Annual Report, p. 3:

The decade of 1990 is predicted to be a busy stage of the rubber sector
worldwide.

There are strong factors of concentration in traditional manufacturing
business(es) and particularly in tire operations. The role of substitute
products is growing in several areas. On the other hand, the fast end-of-
century growth of industrial sectors is expected to stimulate the
development of sophisticated special rubber products. In the face of these
challenges, TAURUS bases its competitive strategy on the following:

A continuous structural development program has been started aimed at
increasing the Company's competitive advantage, with scope to cover a
range from manufacturing processes, through quality assurance, to the
reinforcement of strengths and elimination of weaknesses.

Efficiency is a prerequisite of any business activity. The Company portfolio
must be kept in good balance.

Associated with profitability, the Company keeps developing its sphere of
operations, determining the direction of diversification according to the
criteria of potential growth and returns.

Our pursuit of competitive advantage and diversification must be supported
by a powerfully expanding system of strategic alliance and cooperation.
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As formally stated, the company was seeking strategic alliances for certain
business lines rather than growth through internal development, which had been its
previous strategy. Internal development possessed lower risks because it extended the
company's current areas of expertise; it built on the various product lines already in
existence and the present customer base, and it used the company's store of management
knowledge. Internal development possessed a number of impediments, however, to
Taurus's current desires for accelerated growth. Paramount was the tendency of internal
development to focus management so much on current activities that it did not pay

attention to new areas, some of which were also outside current managers' areas of
expertise.

Now ranked thirtieth in size in the rubber industry, Taurus determined that it
should seek cooperative, strategic alliances as its competitors had in forming the new
international combinations with their enormous financial strength, strong market
positions, and diverse managerial assets. In seeking these affiliations, Taurus decided to
be open and responsive to any type of reasonable alternative or combination that might
be offered. Alliances could include participating with companies currently in operation
or the creation of new, jointly held companies, whether related or unrelated to the
rubber industry. The only solid criteria for accepting an alliance would be its
profitability and growth potential.

Hungary's business climate was thought to be the most congenial, if not the most
profitable, in Eastern Europe in terms of foreign investment. The Foreign Investments
Act of 1988 gave Hungary a most liberal foreign-investment environment. Foreign
investors were assured freedom from adverse discrimination, compensation in original
currency in the event of nationalization, the right to own up to 100 pecent of a firm, and
the ability to transfer dividends and up to 50 percent of wages abroad. Reciprocal trade
agreements had been established with several countries to encourage international trade.

In addition, to allow the market to determine investment and capital formation,
the Hungarian government had encouraged the creation of several secondary financial
markets. In 1982 Hungary joined the World Bank, and in 1984, it became the first
communist country to establish a secondary bond market. To spur financial competition
and improve capital efficiency, 8 commercial banks were established in 1987.

Also in 1988 the Hungarian government introduced the first progressive income
tax and value-added tax in an East Bloc nation. These taxes were designed to shift the
tax burden away from businesses to individuals so that enterprises would ultimately
increase investment and raise productivity. In 1989, after establishing a stock market, the
Hungarian government issued shares in some state-owned companies.

In pursuing strategic alliances, Bosnyak noted that Taurus's bargaining position
differed greatly among the various business lines in its portfolio. As an aid to
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understanding its bargaining strategy with potential allies, the businesses were placed
into one of three categories as follows:

i I I
Truck tires Rotary hoses Farm tires
Hydraulic hoses Waterproofing sheets Specialty hoses
Belting Machines and molds Camping goods
Air springs

Precision goods

Category I types were those where Taurus's bargaining position was relatively
weak, as it had little to offer a potential suitor. Category II types were those where
Taurus could contribute a sizable "dowry" and had much to offer a potential ally.

Category III types were those businesses with mixed or balanced strengths and
weaknesses.

The problem now was how to restructure the company's current divisions to make
them into rational and identifiable business units to outside investors as well as to serve
Taurus's own needs for internal logic and market focus. Which product lines should be
grouped together, and what should be the basis for their grouping? Bosnyak saw several
different ways to do this. Products could be grouped on the basis of their capital
requirements. They could also be grouped by markets served or trade relations that had
already been established by Taurus. Depending on how Bosnyak defined the company's
new strategic business units (SBUs) he knew he would be making some major decisions
about the attractiveness of the company's assets. He also would be defining the number
and the nature of Taurus's potential strategic alliances. As he explained,

If I create an SBU which manufactures hoses, then a good joint-venture
partner might be someone who manufactures couplings for hoses; this
would be a match that would be good for both of us, and it would be a
relatively safe investment. If, on the other hand, I create a business which
can use the same hoses in the offshore mining and drilling business, and
this is a business that is really risky but one that could really develop in the
future, what do I look for in partners? I need to find an engineering
company that's carrying out large mining exploration projects. For every
type of combination like this I can create, I have to ask myself each time,
"What are the driving questions?"

In reviewing the company's portfolio, Bosnyak immediately saw three new SBUs
he could propose to Laszlo Geza, vice president of the Technical Rubber Division. One
SBU would serve the automobile industry through the manufacture of rubber seals and
grommets that provided watertight fits for car windows; V-belts for engines and engine
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components such as air conditioning, power steering and electrical units; and special
engine seals. Another unit would serve the truck and bus industry by manufacturing the
bellows for articulated buses and air springs for buses, heavy-duty trucks, and long-haul
trailers. The last newly created SBU would target the firm's adhesives and rubber
sheeting at the construction and building industry. Here the products could be used to
waterproof flat roofs, as well as serve as chemical-proof and watertight liners in irrigation
projects and hazardous-waste landfill sites.

Although top management knew "the house wasn't on fire" and that a careful and
deliberate pace could be taken regarding the company's restructuring, Bosnyak wanted to
make sure the proposals he was about to make to the Technical Rubber Division were
sound and reasonable. Moreover, the success or failure of this restructuring would set
the tone for Taurus' future diversification efforts.
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Exhibit 1
TAURUS HUNGARIAN RUBBER WORKS

Predicted Changes in Rubber Demand by Geographical Area
(in thousands of metric tons)

1987 1992 Change

North America 3,395 3,432 1.09%
Latin America 788 944 19.80
Western Europe 2,460 2,953 20.04
Africa & Middle East 259 324 25.10
Asia & Oceania 3,060 3,541 15.72
Socialist countries 4,057 4,706 16.00
Total 14,019 15,900 13.42%

Source: Greek, p. 26.

Exhibit 2
TAURUS HUNGARIAN RUBBER WORKS

Predicted Demand for Rubber in Socialist Countries
(in millions of metric tons)

198 1992

East European
Synthetic 2.90 3.30
Natural .40 37
Total 3.30 3.67

Asian Socialist
Synthetic .30 43
Natural _.46 61
Total .76 1.04

Source: Derived from data presented in Greek, pp. 25-26.
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Exhibit 3
TAURUS HUNGARIAN RUBBER WORKS

Selected Company Sales and Profits
(in U.S. dollars)

1984 1988
Sales Profits Sales Profits
(billions) (millions) (billions) (millions)

B. F. Goodrich (U.S.) 3.40 60.6 n.a.l n.a.
Bridgestone (Japan) 3.38 65.1 9.30 310.2
Cooper (U.S.) .56 239 73 35.0
Firestone (U.S.) 4.16 102.0 n.a.’ n.a.
GenCorp (U.S.) 2.73 7.2 50 n.a3
Goodyear (U.S.) 10.24 391.7 10.90 330.0
Michelin (France) 5.08 (256.5) 8.70 397.4
Pirelli (Italy) 3.50 72.0 7.01 172.1
Taurus (Hungary) .26 11.5 38 9.0
Uniroyal (U.S.) 2.10 771 2.19 11.8

"Merged with Uniroyal in 1987.
?Acquired by Bridgestone in 1988.

Acquired by Continental in 1987.

Sources: Akron Beacon Journal, January 13, 1986, p. B8; "Powerful Profits Around the
World," Fortune, Vol. 120, No. 3, July 31, 19089, pp. 292, 294; Gary Levin, "Tire

Makers Take Opposite Routes," Advertising Age, Vol. 60, No. 6, February 6, 1989,
p- 34.
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Exhibit 4
TAURUS HUNGARIAN RUBBER WORKS

Competitors in the Global Tire Market

Market Shares o
Michelin
France

Other

Yokohama 7 B

Japan

Sumitomo'—m' -

Japan j
Pirelli

haly Goodyear
u.s.
Continental )
Germany Bridgestone Japan

Sources: Goodyear Tire and Rubber Company. Harco Consulting

Worldwide Sales of Passenger Car and Truck
Tires; Total Value in 1990: $47.5 billion
(in millions of units)

800

600

400

| Growth in
200 at 0.1% after a 0.7% gain

in 1990.

* Estimate.

Source: The New York Times, February 3, 1991, p. FS5.
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Exhibit 5
TAURUS HUNGARIAN RUBBER WORKS
Taurus Organization Structure
[ I I [
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Parent Company H FLEXI Y Carbonpack |H Development
Bank
e >
Subsidiaries
Passenger
= Tire - Femtechnika
Retreading
< >
Share
Holdings
H Betaroll
H Palmafrik
- Novita
<
Joint
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Exhibit 6
TAURUS HUNGARIAN RUBRBRER WORKS
Selected Division Performance Information

(in millions of forints)

Technical Machines

Tires Rubber & Molds  Trade
1988
Revenues 6,591 6,484 212 5,612
Assets
Gross fixed assets 5,201 2,756 268 --
Net fixed assets 2,934 1,199 123 --
Inventories 1,024 601 100 --
Employees 3,987 3,912 557 208
1989
Revenues 8,547 7,183 242 4,694
Assets
Gross fixed assets 5,519 2,787 292 --
Net fixed assets 3,016 1,120 135 --
Inventories 1,126 545 104 --
Employees 4,021 3,851 D2 198

Note: Machines and molds sales include output used in house.
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Exhibit 7
TAURUS HUNGARIAN RUBBER WORKS

Taurus Income Statements for 1987-1989
(in millions of forints; year end December 31)

1987 1988 1989

Basic activities 10,637.7 12,1934  14,918.6
Nonbasic activities 6.270.0 6,705.5 5,747.0
Total revenues 16,907.7 18,898.9  20,665.6
Direct costs 12,022.1 13,095.0  13,819.6
Indirect costs 4,235.6 4,963.3 5,714.8
Production & operating costs 16,257.7 18,058.3 19,5344
Before-tax profit 650.0 840.6 1,131.2
Taxes 290.0 386.0 491.4
After-tax profit 360.0 454.6 639.8

11987 data adjusted for better comparability to reflect the effects of tax changes initiated
in 1988.

Sources: 1987 and 1988 data from 1988 company Annual Report; 1989 data from internal
reports.
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Exhibit 8
TAURUS HUNGARIAN RUBBER WORKS

Taurus Balance Sheets for 1987-1989
(in millions of forints; year end December 31)

1987! 1988 1989

ASSETS
Cash, bank deposits, & receivables 2,491.1 3,157.0 3,763.2
Inventories 2,749.6 2,803.8 2,883.3
Other current assets & capital

investments 5774 739.7 938.6

Current assets 5,818. 6,700. 7,590.1
Property 2,480.7 27720 3,008.6
Machines & equipment 4,718.2 6,202.6 6,357.9
Fleet 46.3 46.4 48.6
Other 27.9 259 25.6

Fixed-asset value 1.273.1 9,046.9 9,440.7
Accumulated depreciation 3,977.0 4,303.8 4,687.7
Unaccomplished projects 541.4 2722 541.6

Total fixed assets 3,837.5 5,015.3 5,294.6
Total assets 9,655.6 11,7158 12,884.6
LIABILITIES
Short-term loans 1,531.7 1,684.3 1,444.0
Accounts payable 922.7 1,378.5 2,072.8
Accrued expenses 95.8 1414 1516
Provisions for taxes (274.1) 195.0 34.7
1989 long-term debt service 267.0 129.9 3143
Other liabilities due within 12 months 58.0 5.4 242.1

Total current liabilities 2,601.1 3,534.5 4,259.5
Provisions & noncurrent liabilities 61.4 335.1 4
Long-term loans 7254 1,453.1 - 18157
Equities & funds reserves 5,907.7 5,938.5 6,169.2
Current-year after-tax profit 360.0 454.6 639.8

Total equity & funds 6,267.7 6,393.1 6,809.0
Total liabilities 9,655.6 11,715.8 12,884.6

11987 data adjusted for better comparability to reflect the effects of tax changes initiated in 1988.

Sources: 1988 company Annual Report for 1987 and 1988 data; 1989 data from internal company reports.
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TAURUS HUNGARIAN RUBBER WORKS

Average Annual Growth Rates

Rubber Sector

1960-1970 8.3%
1970-1980 4.0
1980-1987 17
Average 5.0%
Source: Internal Taurus report.
Exhibit 10

All Industry

6.8%
4.1
43
5.1%

TAURUS HUNGARIAN RUBBER WORKS

10-Year Growth Rates for Selected Industries, 1977-1987

Data-processing equipment
Transistors

Aircraft

Medical equipment

Measuring & control equipment

Electronic games

Telecommunication equipment
Metal-processing equipment

Synthetic fibers

Steel

Building materials
Fertilizers

Agricultural equipment
Coal

Passenger cars

Crude oil

Source: Internal Taurus report.

Annual Growth Rate

21.0%
17.0
16.0
15.0
13.5
15:2
12.9
104
1.8
7.4
73
7.0
4.5
32
2.5
0.5

UVA-G-426
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Exhibit 11
TAURUS HUNGARIAN RUBBER WORKS

Strategic Alliances in 1987

Goodrich (U.S.) and Uniroyal (U.K.) operating as a joint venture,

Pirelli (Italy) acquired Armstrong (U.S.).

Firestone (U.S.) acquired by Bridgestone (Japan), which had another type of alliance
with Trells Nord (Sweden).

General Tire (U.S.) acquired by Continental Tire (Germany), which, in turn, operated in

cooperation with Yokohama Tire (Japan). Continental also owned Uniroyal Englebert
Tire.

Toyo (Japan) operating in cooperation with Continental Tire while also operating a joint
venture in Nippon Tire (Japan) with Goodyear (U.S.).

Michelin (France) operating in cooperation with Michelin Okamoto (Japan).

Sumitoma (Japan) operating in cooperation with Nokia (Finland), Trells Nord, and BTR
Dunlop (U.K.).

Source: Corporate annual reports.
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Exhibit 12
TAURUS HUNGARIAN RUBBER WORKS

Major Rubber-Company Diversifications, as of 1988

Nontire Major Diversification

Sales (%) Efforts
Goodyear 27 Packing materials

Chemicals

Firestone 30 Vehicle service
Cooper 20 Laser technology
Armstrong n.av. Heat transmission equipment
General Tire 68 Electronics

Sporting goods

Carlisle 88 Computer technology
Roofing materials

Bridgestone 30 Chemicals
Sporting goods

Yokohama 26 Sporting goods
Aluminum products
Trelleborg 97 Mining
Ore processing
Aritmos n.av. Food processing
Nokia 98 Electronics

Inorganic chemicals

Sources: Corporate annual reports for citations of diversifications. Source for nontire
sale volume is Bruce Davis, "No Clear-Cut Winner in Tire Crown Fight," Rubber &
Plastics News, August 21, 1989, p. 18.
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Exhibit 13
TAURUS HUNGARIAN RUBBER WORKS

Distribution of Rubber-Goods Production
Among Taurus and All Other Hungarian Rubber Manufacturers

Percentage of Market
1970 1980 1986 1992 Est.

Taurus 95.0 80.0 68.0 65.0

All others 5.0 20.0 32.0 35.0

Source: Internal company data for years 1970 to 1986 and case writer's estimate for
1992.
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Exhibit 14
TAURUS HUNGARIAN RUBBER WORKS

The Taurus Portfolio

High i
Market -
Attractiveness @
Strategic thrust ::>
] .
Low %
Weak Strong
Competitive Position
=3
1. Bias tires 7. Camping mattresses
2. Steel radial truck tires 8. Rubber sheets
3. Agricultural tires 9. Air springs
4. Rotary hoses 16. V-belts
5. Special hoses ll. Precision technical rub-
6. Conveyor belts ber

12. Machines and molds

Source: Company documents and consulting group's final report.



EEEENEE G aduate School of Business Administration UVA-BP-0326

DARDEN  university of Virginia

TRENMOS (A)

As Jeff Zeiger relaxed on the Caribbean beach in August 1989, he thought about Moscow
nearly 5,000 miles and whether he was going back. Zeiger had spent the past six months in
Moscow working to open what (he had hoped) would be the first American restaurant in the
Soviet Union, TrenMos. The frustrations had been tremendous, and his life in Moscow was a
far cry from what he was accustomed to in the United States. Moreover, he questioned whether
the USSR was ready to accept the Western business practices he was trying to introduce.
Feeling confused and needing time to clear his head, Zeiger followed the advice of his former
boss and took a vacation in the Caribbean. He hoped to sort out his goals and priorities. He
hated to leave a job undone, but the idea of returning to the day-to-day frustrations of Moscow
was not appealing. A decision had to be made, however, and quickly.

Background

Jeff Zeiger’s father, Shelley, was born in 1935 in a part of the Ukraine that had belonged
to the Soviet Union before World War II. In 1944, as Ukrainian Jews, Shelley and his family
were forced into hiding to escape the threat of Nazi extermination. The Zeigers spent the next
two years in a shelter 11 meters underground where they could neither stand upright nor see the
sun. Each day a family friend secretly lowered half of his rationed food down to them by way
of a handmade pulley attached to his chimney. Finally, in the chaos of the war’s final days, the
Zeigers were able to escape and make their way from Poland to Czechoslovakia to Austria to
West Germany and ultimately America.

By 1973, Shelley Zeiger owned and was successfully operating two wholesale liquor
companies in Trenton, New Jersey. In the course of doing business, he noticed that the sales
of his brown liquors such as bourbons and scotches were declining while the white liquors such
as vodka and gin were growing. Thus he began to consider ways he could capitalize on his
white-liquor business. Shelley Zeiger’s cultural ties to the Soviet Union prompted him to look
toward his birthplace for potential new opportunities. He envisioned importing Stolichnaya
vodka from the Soviet Union and using his current suppliers to distribute the product nationwide.

This case was prepared by Donna C. Ackell, Beverly M. Brown, and Jeffrey K. White under
the supervision of Mark Eaker, Professor of Business Administration. Copyright © 1992 by the
Darden Graduate Business School Foundation, Charlottesville, VA.
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In 1973, Stolichnaya was an unknown brand of vodka in the United States with annual
sales of only 7,000 cases. Today, Stolichnaya is the number two imported vodka in the US with
sales in 1989 of over a million cases.! Shelley Zeiger had found a tremendous business
opportunity and the partnership gave him a chance to explore his Ukrainian heritage.

Shelley Zeiger visited Moscow for the first time in February of 1973 and met with the
general director of Soyuzplodimport, the Ministry of Whiskey, Wine and Beverages. The
meeting was cordial, but only three weeks before, Donald Kendall, president of PepsiCo, had
made a similar trip to Moscow and signed an agreement with the Soviet government to trade
Pepsi syrup for Stolichnaya vodka.

Although the general director was unable to help Shelley Zeiger tap the Russian vodka
source, he hated to see Zeiger leave empty-handed. After all, Zeiger could supply the
government with much needed hard currency, and unlike so many foreigners, he could speak
excellent Russian. Therefore, the general director suggested that Zeiger speak with a friend of
his, Director Ganjko of the Fragrance Department of Soyuzchimexport (the Ministry of
Fragrances, Qil and Chemicals), to explore other potential business opportunities. Later that
week, Zeiger met with Ganjko to discuss the possibility of purchasing Soviet fragrances and
selling them in the United States. Zeiger’s interest grew when he learned that these fragrances
were natural and contained no synthetic ingredients. Believing that a consumer movement was
underway in the United States toward natural products, Zeiger bought $7,000 worth of Russian
fragrances. He knew nothing about the fragrance business but decided to trust his intuition.
Besides, fragrances did contain alcohol, which was in line with his existing business. Back in
the United States, Shelly Zeiger’s wife Marion began selling the fragrances out of their home.
From fragrances, their USSR import business expanded to include amber and other semiprecious
stones. Zeiger Enterprises was the holding company for both Shalmar Imports and G. A.
Westfall, and had net sales of over $3 million. Shalmar Imports traded solely with the Soviet
Union, while Westfall imported gifts from both Eastern and Western European countries. The
company had continued to center around the trading of Soviet and European products, but the
focus had shifted away from fragrances to more traditional items such as black painted boxes
and matryoshka (nesting) dolls.

In addition to their trading companies, the family had formed Zeiger International, the
parent company for the family’s joint-venture businesses with the Central (formerly Leninsky)
District Food and Catering Trust in Moscow. TrenMos was part of Zeiger International. The
Zeigers’ businesses employed over 100 people in 1989 and were headquartered in the family’s
hometown of Trenton, New Jersey. (See Exhibit 1 for an organizational chart.)

Patricia Winters "Eastern European Spirit is Toast of U.S." Advertising Age, Vol. 61, August 6, 1990, p. 32.
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The Sister City Agreement

Legislation regarding foreign investment in the Soviet Union was at the time changing
on what seemed like a daily basis. As of 1989, all registered Soviet organizations had finally
received permission to engage in foreign trade. In order to do business in the Soviet Union,

however a foreign entity was strongly encouraged to establish a partnership with a Soviet
counterpart.

Having served on the US/USSR Trade Economic Council since 1974, Shelley Zeiger
believed that, while many Soviet organizations were interested in forming joint ventures, they
were apprehensive about joining forces with an American partner. This attitude was
understandable considering the 30 year heritage of the Cold War. Shelley Zeiger believed this
basic distrust would not be overcome until the Soviets understood the philosophy of capitalism.
An opportunity to contribute to such understanding, while broadening the outlook of his
community arose in 1985. In 1983, Shelley Zeiger had been elected chairman of the Trenton
Chamber of Commerce. Although Trenton was rich in history, new businesses were not
clamoring to move there. Zeiger hoped that his many international dealings would enable him
to make Trenton businesses more "global" and because most of his international experience
involved the Soviet Union, he turned to his contacts in Moscow. He believed that developing
economic and cultural ties between the two cities could be an important step toward
globalization.

In 1985, Zeiger organized a delegation of 16 prominent Trentonites to travel to the
USSR. The group included Trenton’s mayor, a state senator, the publisher of the leading city
newspaper, and the city council president. He then asked his Soviet colleagues to arrange a
comparable Soviet delegation: the mayor of Moscow, the Chamber president, and the Minister
of Culture.

The two-week visit to Moscow began with a formal meeting of the two delegations,
Americans on one side of the table and Soviets on the other. They began sharing information
about the hardships, accomplishments, and assets of the two cities. According to Shelley Zeiger,
each city was proud of its historic sights and their enterprises but was also frustrated by
municipal problems such as poor sewage and water-treatment systems. Throughout the
discussion, Zeiger emphasized that, although Moscow and Trenton were 4,670 miles apart, their
cities had much in common. Therefore, he proposed that Moscow and Trenton create a formal
relationship to enable the two cities’ leaders to share business and cultural insights with one
another. The mayor of Moscow was interested. Shelley Zeiger recalled their conversation:

So, the mayor asked, How many people do you have in Trenton?"
We could cheat a little, but we couldn’t come up with 11 million
(the population of Moscow). We had about 96,000. So, I tried to
preface that [Trenton] is very historical,but it didn’t help. He
said, "you know, Moscow is really 32 cities (each district contains
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300,000 plus people) and maybe we can work this out with one of
the districts."

Zeiger suggested that the Central District, which includes the Kremlin and Red Square,
as the heart of Moscow, would be an appropriate partner for Trenton. The mayor agreed to
consult the district’s mayor, Vladiflav Novozhilov and Zeiger was delighted. He proposed a
pact that would allow the two "cities" to share information in problem areas, to exchange
students, politicians, and press, to share medical information, and to develop trade and business.

Over the next two years, Shelley Zeiger arranged for Trenton to sponsor local
performances of the Moscow Ballet, the Kirov Ballet, and the Georgian State Dance Company.
He believed showing the Moscow politicians that this relationship could work favorably and that
there was no need to hide, worry, or delay formalizing the agreement was important. Two years
later, a remarkably quick turnaround by Moscow standards, Sergei Goryachev, the newly elected
mayor of the Central District, traveled to Trenton to present the Sister City documents (see
Exhibit 2). At this time, the first Soviet/US Sister City Agreement was signed by the leaders
of the heart of Moscow and those from, as Zeiger called Trenton, the "heart of the US."

During their visit to the United States, Goryachev and his group had an opportunity to
sample American culture. One highlight was their first taste of pizza. Each member of the
delegation ordered seconds, and Shelley Zeiger immediately recognized a demand. He quickly
proposed that they inaugurate their economic relationship by selling pizza in Moscow.

Astro Pizza

Not a man to waste time, Shelley Zeiger had an agreement with Roma Foods by 1988
to send a pizza truck to Moscow. Zeiger planned to sell hot, freshly made pizzas and cold sodas
directly from the truck. The fact that there were no laws or guidelines to structure an
American/Soviet joint venture in Moscow did not deter him. He and Goryachev decided to
create their own rules. Under the agreement that resulted, Zeiger Enterprises would receive 49
percent of the truck’s profits and the Soviet government 51 percent.

Zeiger wanted to be sure the truck was operational before the April 13, 1988, US/USSR
Trading Council meeting in Moscow. He transported the pizza truck to Helsinki along with the
driver and mechanic. Driving directly into Moscow, they received a number of curious looks
but no hassles. Two days before the conference, Zeiger previewed his Astro Pizza truck outside
the American Embassy in Moscow by giving pizza away to diplomats desperate for American
food. The following day, the truck parked outside a church in downtown Moscow and handed
approximately 850 Russians their first taste of pizza.

On April 13, Zeiger officially debuted Astro Pizza in the USSR, with his truck parked
on the Lenin Hills in front of Mikhail Gorbachev’s alma mater, Moscow State University. Here
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Zeiger announced the "true beginning of Perestroika" in front of a massive crowd, which
included over 300 members of the press. Zeiger recalled, "We had people from all over the
world.... They were coming out of the woodwork. It was mind boggling."

Watching the pizza operation, Zeiger noticed that the Soviet cashier was silently grabbing
rubles from the people and abruptly stuffing them into a bag beside her. (They had forgotten one
thing, the cash register.) Despite the throngs of people struggling to purchase a slice or two,
he asked the cashier to step aside for a moment and explained, "In America, when we take
someone’s money, they become a valued customer. We treat our customers with respect by
acknowledging their business with a ‘thank you* and a smile." The Russian woman said that,
with thousands of people in line, there was no need or time for courtesy or smiles.
Nevertheless, Zeiger insisted, and the woman returned to her job, whispering "Spacibo" (thank
you) between clinched lips. She slowly became more comfortable and cheerful, however, and
the mood of the crowd began to change. At times, Zeiger found himself with a "thank you war"
on his hands. He remembered people’s expressions as they received their first taste of American
pizza and customer service:

"That’s when I knew I had brought a little bit of America to the Soviet people. I also realized
I had beaten Kendall from Pepsi. It had taken me 12 years. I told him, "You got me on the
Stolichnaya, but I got you on the pizza."

Astro Pizza trucks continued to roll around Moscow in 1989. Four days a week, they
served pizza to the Soviet people for rubles, and on the remaining three days, they serviced
expatriates for hard currency.

Soon after launching Astro Pizza, Shelley Zeiger recognized that the Soviets were not
only ready for American cuisine, they were demanding it. In order to meet their demands and
to find an outlet for the rubles piling up from Astro Pizza, he decided to establish more
permanent operations - a restaurant. Little did he know what was ahead of him. He had laid
the ground work, but now he was entering a much riskier venture and one that required an
investment of over $350,000 for building improvements, furniture, and equipment. He needed
to develop a strong operational partnership, find a building, renovate it, and hire and train a
large number of employees. Moreover, the restaurant, TrenMos would present different
operations problems from a mobile pizza truck. They would need to turn over tables quickly
and provide excellent service -both very "un-Soviet" concepts.

Mission

Shelley Zeiger’s vision was to offer a restaurant to the Soviet people that provided food
and service equivalent to that in the West with prices in line with the Russian economy. The
ruble income from the restaurant could be used to compensate Soviet employees and provide
funds for supplies. This approach seemed appropriate to Zeiger considering his long-term goals
of growth within the Soviet Union. To succeed in this mission, he would have to supplement
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ruble sales with dollar sales. Unlike McDonalds, his operation was too small to think in terms
of a 20-year return-on-investment horizon. TrenMos needed to repatriate profits in the near
term. Dollar revenues would be used to compensate Western employees and purchase imported
goods. In addition, Shelley wanted to offer the Soviet citizens, who had no access to hard
currency, the same opportunity as Westerners.

Zeiger had visions of eventually using the rubles to invest in Soviet real estate. For the
time being, however, he found that even a simple effort such as getting a bank account was
incredibly difficult. The Soviets had no concept of or need for working capital; they did not
understand the need to have cash on hand.

Recognizing all the challenges the new venture faced, Zeiger realized that he would need
strong leadership in the restaurant’s local manager, and he set out to convince his son Jeff to
spearhead the project.

Jeff Zeiger

Jeff Zeiger had gotten his start working for his father’s hotel, the Capital Plaza, in
Trenton. He was highly motivated and worked well with older people. As his father recalled:

I gave him free rein: he would make up the menu, he would work with the
buyers, he would set up the room, etc. He was even mopping the floors. He
quickly learned that, in order to succeed in business, you need to know
everything. That way you understand everyone’s job who is working for you.

Jeff Zeiger went on to attend the Cornell University School of Hotel Administration. He
lost interest, however, and even though his father was disappointed, he quit school after only
two years. He then went to work for Sheraton as a night manager and later moved to the Hyatt,
where he managed the hotel restaurant. While Jeff Zeiger was at the Hyatt, his father
approached him about the TrenMos opportunity.

Jeff Zeiger was uncertain; he had never really wanted to go to the Soviet Union. His
father convinced him, however, that running the first American restaurant in the Soviet Union
would be a great opportunity. It began to sound romantic. Jeff Zeiger would handle all front-
room operations, public relations, and advertising. Bernard Derroisne, a French chef, would
work with Zeiger to handle the back-room operations. The Russian partner would handle all
relations with the Soviet government.

TrenMos Start Up

During the setup and operation of the Astro Pizza venture, Shelley Zeiger had taken care
of all operations and had organized everything directly through his friend Sergei Goryachev, the
mayor of the Central District. Dealings were simple because Astro Pizza required no building
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space and used only imported ingredients. The Russian partner, General Director Mussa
Karkhov, who had been assigned from the Central District Food and Catering Trust, offered
little input. Karkhov’s role would change, however, with the advent of TrenMos. He would
be expected to work the Soviet system by establishing strong government relationships,
expediting paperwork, and guaranteeing timely order and arrival of supplies. He would also be
in charge of locating an appropriate building for the restaurant.

The early stages of setting up TrenMos progressed smoothly. Because of Shelley
Zeiger’s connections in the Central District, he was able to expedite the process of locating and
leasing a building and obtaining a registration agreement and number. This process, which
normally took up to two years, took only six months.

Shelley and Jeff Zeiger soon began to face the challenges of being one of Russia’s first
joint ventures however. A multitude of problems plagued the efforts to get TrenMos up and
running. Even after careful instruction, the construction crew installed the air-conditioning
system incorrectly to pump the cool air outside and the warm air inside. Workers were so
poorly equipped and trained that Jeff Zeiger found one crew member cutting a metal pipe with
a wire, a process that would have taken nearly the entire day.

Another example of the frustrations involved the seemingly simple installation of the
parquet floor. After waiting a long time for the wooden tiles to arrive Jeff Zeiger then learned
that the appropriate adhesive had not been ordered. Once the adhesive finally arrived, he could
not find workers. By the time he found the workers, they were drunk. In the end, he settled
for a piece of scrap carpeting that did not match the decor or atmosphere of the restaurant.
Karkhov was more than satisfied with the carpet, but Zeiger was extremely disappointed.

In addition, serious operational problems with the heating system made it clearly
inadequate, at least by Western standards. Customers would have to wear their coats while
eating. Karkhov’s attitude was: "The customers will just have to drink more. What’s the big
deal? They wait in lines for three to four hours for food; they can handle the cold." Karkhov
and Jeff Zeiger clearly had disparate opinions about what it would take to successfully open
TrenMos. Jeff Zeiger wondered if their basic definitions of success were perhaps different.

For Karkhov, earning a profit was unrelated to running an efficient business. He
believed that his ability to manipulate the system would determine his personal monetary gain.
For instance, in the restaurant business in Moscow the maitre d’ customarily told customers that
no tables were available even when the restaurant was empty. A tip of $10-$20 would persuade
the maitre d’ to however, find an open table. Karkhov made clear to the Zeigers that he
expected to receive a considerable amount of his income from participating in this practice which
clearly was not the way the Zeigers had planned to run their business.

Because of the problems that became apparent during setup, the Zeigers were worried
about what would happen when the restaurant opened: Was the whole system like this? Do we
have any chance? Even if we could somehow bring in a new Russian partner, would a new
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person have any more success than the current one? What about the supply situation; without
being able to buy the same food every day, how could he set up a menu?

In addition, for Jeff Zeiger personally, life in Moscow was tough. Simple things such
as toilet paper and water, were difficult to get, and his social life was nonexistent. He had
learned to speak Russian by taking long (15-ruble) taxi rides and exasperating trips to the
farmers’ market, but could he ever learn to put up with Russian life?

The Decision

The TrenMos joint-venture team had planned to open the restaurant on July 4, 1989, but
by August, little progress had been made. The situation seemed hopeless so Jeff Zeiger decided
to fly back to the States, and while he was still uncomfortable with his decision to leave
Moscow, he asked for his job back at the Hyatt. His former boss responded, "Go think about
it for a week or so in the islands, and then I will accept your decision.” So here he was, sipping
on his pina colada, lost in thought.
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Organization Chart as of August 1989

Businesses of |
Shelley Zeiger

Zeiger
International

Zeiger
Enterprises

G.A. Shalmar
Westfall Imports

TrenMos Board of Directors
Russian

Nikolai Vladimirov

Sergei Goryachev

Tania Borisova
American

Shelley Zeiger

Jeff Zeiger

Mario Guattamo (NY restauranteur)
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EXHIBIT 2

TRENMOS (A)

RESOLVED, by the City Council of the City of
Trenton that the Mayor and City Clerk shall be and
ate hereby authorized to initiate all appropriate
and lawful measures to institute and maintain
channels of communication as will further the good
will and mutual respect established by our delegation
and to do all other things necessary and appropriate
to establish and maintain a sister-community relation-
ship with the Lenin Dis of Mogcow.

| \\ ) J

L ('f_’\,\\m'\\\ \ l\-\.’\\\(?\\:k‘m\
s CARMEN \J. ARMENTI
President_of City Council

Attest:
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TRENMOS (B)

Jeff Zeiger chuckled to himself as he lugged a 55-pound sack of potatoes across
Moscow’s Central Market. Doing business within the archaic Soviet system still amazed him;
nonetheless, he was happy about his purchase. The potatoes were unusually large by Moscow
standards and could be added to the menu as a hearty American-style side dish. As he shifted
the potatoes to the other shoulder, he reflected on the considerable progress TrenMos had made.

Only a year earlier, Zeiger had decided to give TrenMos and Moscow another chance.
He could not turn his back on the opportunity to run Moscow’s first Soviet-American restaurant.
He returned to Moscow with a newly found optimism that was in large part the result of a
change in management that occurred while he was away: TrenMos’s board of directors had
voted to dismiss Mussa Karkhov.

For the first three months that Zeiger was back in Moscow, TrenMos was without a
Soviet partner, but Jeff and Shelley Zeiger had begun talks with Sergei Goryachev, the former
mayor of the Leninsky (Central) District, about becoming their new partner. Having dealt with
Shelley Zeiger for over 15 years, Goryachev understood capitalism better than Karkhov, and he
recognized the Zeiger’s need for service and efficiency. In addition, he would be able and
willing to use his government contacts to expedite TrenMos’s future requests for equipment and
licenses. In January 1990, Goryachev joined the Zeigers as a TrenMos partner.

While Goryachev’s open mind and knowledge of the system were enormously helpful,
running the restaurant on a day-to-day basis was still difficult. The restaurant was open and
operating, but several important issues remained unresolved. For instance, what was the best
way to manage currency needs? While Jeff Zeiger and Goryachev believed serving Soviet
citizens was important, the business needed hard currency in order to remain viable.
Consequently, they decided to charge all patrons rubles for lunch, but dinner would be primarily
a hard-currency meal. Lunch prices were less than dinner prices, and the partners hoped ruble
lunches would open up TrenMos to many. In addition, at dinner times, from those Soviets who
could afford the meals (ranging from $9-$20/person) but did not have access to hard currency,
rubles were accepted.

This case was prepared by Donna C. Ackell, Beverly M. Brown, and Jeffrey K. White under
the supervision of Mark Eaker, Professor of Business Administration. Copyright © 1992 by the
Darden Graduate Business School Foundation, Charlottesville, VA.
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Another important area that required attention was training and compensation.
Zeiger and Goryachev worked together to train their Soviet employees about the importance
of cleanliness and service. They taught them to treat every customer with respect and even
to wipe each glass until it sparkled. In order to reinforce desired behavior, the partners set
up an ingenious incentive plan.

Under Soviet law, Russians were unable to hold foreign currency without going
through a lengthy, complicated authorization process. Yet foreign currency was very
valuable to Russians; it could be used to purchase goods from the beriozkas (state-owned
stores that accepted only hard currency) which were filled with items otherwise unavailable
to Soviet citizens. The partners thus wanted a system that would allow employees to earn
hard-currency tips and be able to use them. In order to reward their workers while still
complying with Soviet law, they established employee accounts at the beriozkas. Each
employee’s share of the hard-currency tip money was credited to an account at the store.
Employees would then select the items they wanted, and the account would be charged.

In addition to these hurdles, Zeiger also had to handle the problems of obtaining
sufficient quantities of quality food. Meat had to be ordered from the state months in
advance, and even then, the authorities could not guarantee when it would be delivered.
While this system worked for state-run establishments less concerned with freshness than
TrenMos, the state system was not acceptable to Zeiger and Goryachev. They decided to
obtain their food from the private farmers’ markets surrounding Moscow. These markets,
unlike the barren state stores, were generally well stocked. Unfortunately, the goods were
up to seven times more expensive, and the supply was utterly unpredictable. Therefore,
Zeiger and his chef, Bernard Derroisne, began visiting the markets on nearly a daily basis.
Zeiger used his limited "street Russian" to bargain with villagers for food, and Derroisne
made up the day’s menu as they went from booth to booth.

The strategy the partners chose proved very successful, and TrenMos turned a ruble
and hard-currency profit after only seven months of operation. According to Zeiger, the
keys to their success were flexibility, understanding, and dedication. In addition, buying for
rubles and selling for dollars never seemed to hurt their bottom line.

Although operating TrenMos was far from dull, Jeff Zeiger was already thinking
about how he could invest the ruble profits TrenMos was generating. The political
atmosphere in the USSR was becoming increasingly unstable, but the Zeigers recognized
the opportunities that Russia’s changing attitudes toward a free-market economy also
offered. What would the changes mean for joint ventures? The possibilities seemed endless
- real estate, more restaurants, other retail endeavors, or even casinos. Zeiger was
wondering what components of the TrenMos concept were expandable, when his thoughts
were suddenly interrupted by a Siberian farmer’s market display: Fresh Wild Boar. What
luck he thought. Derroisne could prepare his famous "Texas Wild Boar" that evening.
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TRENMOS (C)

By early 1991, Jeff and Shelley Zeiger had begun seriously to consider expanding their
restaurant business in Russia. They were not sure, however, what type of restaurant would be
most successful. Could the Soviet economy support a chain of up-scale restaurants? Was this
form really what the market demanded, or should they turn their attention to more affordably
priced ventures? Should they concentrate on Moscow, or should they look outside the capital?
In order to choose the best strategy, the Zeigers decided to open a series of test restaurants with
different menus, atmospheres, and locations.

Unfortunately, just as they were about to open their first new restaurant, the August coup
attempt occurred. This event threw their thinking into a tailspin. How could they operate a
growing business in such a hostile and unpredictable environment? Another joint venture, the
Moscow Radisson Hotel, which was to be the first four-star hotel in Moscow, had been
dissolved one week before the coup; could this happen to them? Was this environment too risky
for expansion?

They decided to move forward with one test restaurant, The TrenZag, a small café,
opened on a limited basis in September 1991 in Zagorsk, a city approximately 50 miles north
of Moscow. Although Zagorsk was a tourist town, the partners found neither the demand nor
the
dollars necessary to run a successful venture. The café was unsuccessful and ceased operations
in late fall.

The Zeigers then decided to concentrate efforts on Moscow. Their second Moscow
restaurant, TrenMos Bistro, opened March 31, 1992. The TrenMos Bistro was strategically
located in the business district across from the Kremlin. It introduced the concept of a relaxed,
American, happy-hour restaurant and bar, similar to a TGI Friday’s or a Bennigans, for Moscow
business people. On the basis of the two restaurants, TrenMos in 1992 was a highly successful
joint venture, and it fared well through the storm of Soviet political upheaval.

This case was prepared by Donna C. Ackell, Beverly M. Brown, and Jeffrey K. White under
the supervision of Mark Eaker, Professor of Business Administration. Copyright © 1992 by the
Darden Graduate Business School Foundation, Charlottesville, VA.
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HUNGARY IN 1990

In 1990, Eastern Europe beckoned to Western capitalists as a
place to expand. Decades of Soviet domination had suddenly ended
as Communists were swept from power in 1989 and 1990 in Albania,
Bulgariai Czechoslovakia, East Germany,1 Hungary, Poland, and
Romania. Citizens of these nations had become fed up with low
wages, poor standards of 1living, inadequate housing, and the
absence of modern health care. They yearned for the benefits of
democracy and a free market.

While new governments sought to unravel the socialist
bureaucracy and foster entrepreneurship, Western government
officials applauded, and Western companies looked for business
opportunities. According to a 1990 poll co-sponsored by The Wall
Street Journal, one-third of corporate chief executive officers in
the United States, Asia, and Western Europe had plans to build or
buy factories in Eastern Europe between 1990 and 1995 (Exhibit 1).
In 1989, when the Berlin Wall was still standing, only 5 percent of
such executives had similar five-year plans.

Hungary offered probably the most attractive environment for
foreign investment in all of Eastern Europe. A land-locked country
about the size of Indiana, Hungary had earned a reputation as an
innovator among the countries behind the Iron Curtain. It was the
first Communist country to establish a secondary bond market (in
1984). It had joined the World Bank in 1982. It had a stock
market and permitted foreign investors to own up to 100 percent of
Hungarian firms. Hungarian law also allowed significant profits to
be taken out of the country in the form of dividends. A European
business magazine described Hungary's business climate as "the most
congenial if not the most profitable" in Eastern Europe (Exhibit
2) .

lpast Germany merged with West Germany in October 1990.
2yugoslavia was Communist but not in the Soviet sphere.

Note prepared by Joseph Wolfe of the International Management
Center (IMC), Budapest, Hungary, and the University of Tulsa, and
Jozsef Poor of IMC. Revised by Professor Leslie E. Grayson,
University of Virginia. Copyright (c) 1991 by the Darden Graduate
Business School Foundation, Charlottesville, VA.



-2~ UVA-G-424

In 1990, Hungary held its first free parliamentary elections
in over 40 years. The result was the first totally non-Communist

government in Eastern Europe. Hungary's new president, Aprad
Goncz, was a translator of literature who had 1little economic
experience but was respected as an intellectual. Among the

executives who told The Wall Street Journal that they planned to
invest in Eastern Europe, 68 percent planned to invest in Hungary--
more than in any Eastern European country except East Germany.

Still, obstacles to economic progress abounded. Like the rest
of Eastern Europe in 1990, Hungary was neither capitalist nor
socialist. It functioned somewhere between the two systems.
Political freedom had opened the door to progress and opportunities
for growth and development, but the bright promise was not assumed.
Hungary might prove to be one of the greatest investment
opportunities in the latter part of the 20th century, or it could
become a quagmire in which Western capitalists would struggle and
fail. The newly elected government was determined to foster the
former, but the weight of history and existing economic
circumstances seemed to favor the latter.

The Path to Soviet Domination: 1914 to 1947

The assassination in 1914 of Archduke Ferdinand, Hapsburg heir
to the Austro-Hungarian throne, sparked the outbreak of World War
I. At the conclusion of the war, four years later, the Treaties of
Brest-Litovsk dismembered the Hapsburg monarchy. In late 1918, a
Hungarian republic was officially formed, and Hungary gained
independence for the first time since 1699. For the next two
decades, a series of right-wing governments ruled the country.

Hungary Jjoined the Tripartite pact with Germany, Italy, and
Japan in November 1940 and, late the next year, formally declared
war on the Soviet Union, Great Britain, and the United States.
After a series of military defeats, Hungary made peace overtures to
the Allies, but in 1944, German forces occupied the country. A
right-wing puppet regime was installed, and more than 450,000
Hungarians were deported to German extermination camps. When
Soviet troops invaded in the fall of 1944, Hungary was forced to
sign an armistice agreement with the Allies in Moscow and became a
Soviet puppet state.

The Planned Economy: 1948 to 1968

Under Soviet military occupation, Hungary restored full
diplomatic relations with Moscow and signed a long-term agreement
with the USSR that allowed the Soviets close control of Hungary's
domestic economy. More than one million Hungarians became card-
carrying members of the Hungarian Workers' (Communist) Party, which
won control of the country's political institutions in a series of
elections between 1945 and 1949.
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The Communist government expropriated agricultural estates in
1945 and subsequently consolidated them into state farms. Under a
Three-Year Plan introduced in 1947, the government nationalized
nearly 600 industrial firms. In the fall of 1949, Hungary approved
the constitution of the Hungarian People's Republic.

Hungary's economic system from 1948 to 1968 mirrored that of
the Soviet Union. It was a centralized economy characterized by a
rigid top-down approach to macro- and microeconomic planning. The
Hungarian Council of Ministers set output targets, drawn up by a
Central Planning Office, that were intended to ensure economic
growth at a predetermined rate. Each state-owned company received
hundreds or even thousands of performance targets every year.

Performance targets fell into four broad categories: physical
output goals; input goals regarding material and ©parts
Specifications, as well as supplier references, labor quotas, and
wage allowances; financial guidelines for profits, maximum
allowable debt capacity, and production costs; and strategic
instructions covering introductions of new products and technology
and various capital investments to be made over the course of the
year. While all plan elements were mandatory, some carried greater
weight than others.

Hungarian managers were supposed to report actual results
during and after each planning period, but managers often masked
the true results and capabilities of their firms. If they
performed too well, they would be given higher targets, which would
be impossible to meet if supplies were not delivered as scheduled.
In addition, managers strove to meet only those performance
criteria on which they were measured. If output were measured in
raw units, managers would make sure a large number of units was
produced, regardless of quality. If aggregate wvalue was the
measure, managers would produce goods containing large amounts of
expensive inputs.

Managers had no control over targets; altering numerical goals
required that a company negotiate its way through multiple levels
of the bureaucracy. This situation 1limited the ability of
individual companies and the overall economy to react to changes in
the environment. . Managers were also limited in their ability to
set prices for products and services. Centrally administered
prices precluded companies from performing economic evaluations of
capital investment or independently assessing the best mix of
exports and imports.

In 1956, Hungary experienced its first public opposition to
Communist rule. A new government, backed by local revolutionary
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counc1ls, announced that Hungary was pulling out of the Warsaw
Pact?® and becoming neutral in the Cold War. Soviet tanks rolled
into the country and brutally crushed the revolt. In the
aftermath, the Soviets installed Janos Kadar as general secretary
of the Hungarian Workers' Party. Kadar ruled the country for
nearly 30 years.

A Slow March Toward Capitalism: 1968 to 1990

In 1968, the same year that Warsaw Pact nations invaded
Czechoslovakia to crush governmental steps there toward reform, the
Hungarian government introduced its own reform, the New Economic
Mechanism. The short-lived NEM was to create a planned economy
that would be driven by market forces. Profit maximization was to
become the highest goal of all state-owned enterprises, and the
Central Planning Office was to be reduced in size and scope.

In 1973, however, Hungary suffered economic problems as a
result of the first o0il shock, and government authorities
reasserted the primacy of central planning to maintain investment,
consumption, and growth in gross domestic product (GDP). Although
never formally withdrawn, the NEM was seriously curtailed. The
government re-established centralized control of more than half of
the investment in the economy. The government also began borrowing
heavily from the West. Rather than investing in industries that
would generate competitive trading products, the government poured
money into the declining steel, coal, heavy-engineering, and
chemical sectors--all areas in 'whlch. Hungary was not globally
competitive.

By 1980, GDP and investment growth had stalled, while
consumption continued to grow at a brisk 10 percent annual rate.
The government had accumulated more than $10 billion in foreign
debt, most of which had been spent on outdated technology, imports,
and consumption.

In the 1980s, numerous reforms in the Hungarian economy were
relaunched in efforts to generate hard currency, service the
foreign debt, and increase Hungary's international competitiveness.
The strategy was to create market functions in allocation of credit
and to improve individual firms' access to export markets.

One of the first reforms was to establish a realistic value
for Hungary's currency, the forint, which had been overvalued by
about 20 percent in the late 1970s. Although the forint was not
convertible, the government attempted in its reforms to maintain

3A 1955 mutual-defense treaty that strengthened the Soviet
Union's power over the satellite countries of Albania, Bulgaria,
Czechoslovakia, East Germany, Hungary, Poland, and Romania.
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its value at a rate close to the black market rate through periodic
devaluations.

In an effort to allow the market to determine investment and
capital formation, the government also encouraged the creation of
several secondary financial markets. In 1987, eight commercial
banks were established, which spurred financial competition and
improved capital efficiency. In 1989, the Hungarian government
established a stock market and issued shares in some state-owned
companies.

Beginning with the Company Council Law, introduced in 1984,
the autonomy of managers to make decisions for their companies also
increased. To aid flexibility, the law allowed a considerable part
of a firm's profits to be retained for investment, rather than
being reallocated to money-losing firms. This law also gave
managers greater responsibility than before in setting production
goals, in deciding product mixes, and in marketing efforts.
Managers were no longer to be appointed by governmental officials;
they were to be directly or indirectly elected by the firm's
employees. During 1985 and 1986, many companies established
elected councils to facilitate the transition to decentralized
management.

The Bankruptcy Law, introduced in 1986, required all
companies to publish operating results and to make their statements
available for public inspection. Ineffective operations were

expected to declare bankruptcy. To aid workers displaced by
factory closings, the government founded the State Rehabilitation
Office. Thus a country whose doctrines previously stated that
workers were never to be idle began to offer unemployment benefits.

The Foreign Investments Act of 1988 established in Hungary one
of the most liberal foreign-investment environments in Eastern
Europe. Foreign investors were assured freedom from adverse
discrimination, compensation in original currency in the event of
nationalization, the right to own up to 100 percent of a firm, and
the ability to transfer abroad dividends and up to 50 percent of

wages. Certain key industries--electronics, automobiles,
telecommunication services, and machine tools--were guaranteed
complete tax exemption. To encourage international trade,

reciprocal trade agreements were established with 25 countries.

Some large firms were broken up, but others remained intact.
Csepel, one of Hungary's largest industrial conglomerates, was
divided into 13 autonomous companies, ranging from a bicycle
venture to an education-and-development company. Other large firms
successfully lobbied for additional capital and tax breaks, which
allowed them to survive in their original, inefficient, states.
The percentage of all active workers in the private sector
increased by less than 3 percent between 1980 and 1988, when it
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stood at 6.1 percent.

In 1988, the Hungarian government introduced the first
progressive income tax and value-added tax in an East Bloc nation.
These taxes were designed to shift the tax burden away from
businesses to individuals, so that enterprises would ultimately
increase investment and raise productivity. The immediate effects
of these reforms, however, were to increase inflation and lower
living standards.

Hungary's relatively liberal political and economic

environment, as well as various tax allowances and duty
concessions, had attracted more than 200 joint-venture investors by
February 1990. On this dimension, Hungary outshone its trading

partners in the Council for Mutual Economic Assistance.?
State of the Hungarian Economy in 1990

The well-intentioned reforms of the 1980s failed to create a
robust Hungarian economy. Real growth in GDP stalled in the 1980s
(Exhibit 3). At the same time, inflation climbed to 14 percent, as
compared with the 6 percent level that prevailed in the early
1980s. Real wages declined. Investment, as a percentage of GDP,
fell from 27 to 22 percent.

Hungary's trading position, always humble, deteriorated. 1In
1973, Hungary's share of total world exports was 0.8 percent, and
in 1985, it was 0.4 percent. The Soviet Union, accounting for
about 25 percent of all trade, remained Hungary's major trading
partner. Hungary's main exports were agricultural products,
machinery, and semifinished manufactures, not high-valued-added
items.

Consumption grew rapidly in Hungary in the 1980s. Hungarians
evidenced more demand for consumer goods than did the citizens of
other Eastern European countries. Most families had television
sets, almost a third of which were color. By early 1988, nearly
half of all households owned an automobile. However, the average
Hungarian worker had to work many more hours than his or her
Western counterpart to earn the wages needed to purchase such
goods. An automatic washing machine, for example, "cost" a
Hungarian worker five times as many work hours as a West German
worker (Exhibit 4).

In this consumption-oriented economy, Hungarians saved little.
Banks lacked the capital to lend for investment needed to improve
productivity and raise the standard of 1living. Instead, the

‘“The Soviet-dominated East Bloc investment-and-trading
coordinating group.
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government borrowed from other countries. Most of this money went
to finance consumption or fund ill-conceived investments. Foreign
debt increased to more than $19 billion--$1,800 per capita--and the
country's debt-service ratio almost doubled from 33 percent in 1981
to 64 percent in 1988. Servicing the debt impeded the government's
ability to institute important investments in new technologies,
manufacturing-process improvements, equipment, or machinery.

Hungary's economy was anemic in 1990. Its projected 1990 per-
capita GDP, for example, was nearly one-seventh that of Austria's
and one-eighth that of Germany's (Exhibit 5). Evidence was scant
that Hungary was capable of competing with Western companies in
producing and marketing products for exports. The Hungarian
Chamber of Commerce reported that '

the overwhelming majority of the machines used in
industry are obsolete, and the proportion of
machines and equipment to be written off is very
high (23.0 percent). Worst of all, the trend is
increasing.

A review by the Hungarian government estimated that about 60 of
Hungary's largest companies would either have to declare bankruptcy
or lay off substantial numbers of workers. The report estimated
that about 1 million workers, 20 percent of the work force, were
underemployed in subsidized operations.

The 1level of foreign investment in Hungary was paltry by
Western standards. The 200 joint ventures in place in early 1990
had a combined value of $300 million. Spain and Turkey, in
contrast, received $7.2 billion and $3.0 billion, respectively, in
joint-venture investments during 1988 alone. Critics of Hungary's
government argued that, if the government sincerely wanted to
attract foreign investment, it needed to reduce bureacracy and
grant foreigners the right to liquidate their investments fully.

Hungary lagged even in those areas in which it had invested
the most, such as communications. The Hungarian telephone system
was severely overburdened. Although the country possessed more
telephones per capita than either Poland or the Soviet Union, its
system of 152 phones per 1,000 persons was vastly inferior to
Austria's (492 phones per 1,000) and West Germany's (621).
Misdialed and disconnected calls, poor fidelity, and understaffed
manual exchanges plagued the system. The World Bank in 1990
supported both a $70 million upgrade of the network and the
installation of a cellular system by USWest and the Ericsson
Company. In addition, despite its goal of achieving energy
independence and its successful operation of four nuclear power
plants, Hungary imported more than half its total energy needs,
mostly from the Soviet Union.
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Hungary also had problems in human resources. Its population
of 10.6 million had been declining since 1985, and the size of the
work force fell 3.4 percent in the 1980s. Unfortunately, the
population was expected to continue to decline at an annual rate of
about 0.15 percent despite the government's attempts to reverse the
trend by legislating liberal maternity-leave benefits, reimbursed
child care at work-place centers, tax relief for families with

three or more children, and generous prenatal and obstetrics
allowances.

One method for increasing the effective size of Hungary's
labor force would have been the retraining and movement of
underutilized workers from inefficient, highly subsidized, low-
growth industries. The government was less than vigorous in
enforcing the 1986 Bankruptcy Law, however, with a resulting modest
degree of worker redeployment from money-losing factories.

A shortage of skilled 1labor stimulated investment in
education. Schooling was compulsory through age 16, and more than
95 percent of all students completed eighth grade. About 7.9
percent of the adult population possessed a university degree. The
country contained 58 state-supported colleges and universities.

Because most Hungarian factories operated only single 8-hour
shifts beginning at 6 a.m., a growing number of workers availed
themselves of the opportunity to moonlight in the afternoons and
evenings. Western observers remarked that many Hungarian workers
seemed excessively tired from working their multiple jobs or,
alternatively, lacked dedication to their principal employer. Some
believed that the labor force had begun to work itself to the point
of psychological and physical exhaustion. The life expectancy of
the average Hungarian male had declined from 67 to 63 years of age
in just 8 years. 1In addition, the country had the world's highest
reported suicide rate. The number of alcoholics jumped from
224,000 in 1980 to approximately 489,000 in 1987, and psychiatric
patients made up the second-largest group in occupying hospital
beds in 1987.

Challenges for the New Government

On April 8, 1990, the newly formed government was the
inheritor of many challenges, not the least of which was to
maintain the stability of the government. Harsh economic medicine
might stimulate revolt in a population accustomed to the previous
40 years' low inflation; subsidies for rent, food, medicine, and
utilities; full employment; job security; and an egalitarian wage
structure. The alternative future, capitalism, offered no such
certainties. With 20 percent of the population living in poverty
and unemployment rising, maintaining the faith of the people would
not be an easy task, but one factor working in the government's
favor was that, unlike the leaders of other Eastern European
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countries, the Hungarian government did not have to worry about
internal ethnic struggles; 96 percent of the country was Magyar or
Hungarian.

Hungary had three major tasks to carry out in order to achieve
an efficient free-market economy. First, 1large injections of
foreign capital were needed to improve infrastructure and modernize
plants. Second, the remaining shackles of bureaucratic
centralization had to be cast off. Third, and most important,
attitudes had to change.

Despite a decade of reforms, the Hungarian people had yet to
develop such capitalist attitudes as risk-taking, initiative, and
enlightened self-interest. For decades, they had lived and worked
in a planned economy run by bureaucrats that downplayed efficiency
and emphasized equity. They did not understand the most
fundamental tenets of a free market. One Western company, General
Electric, learned this lesson after it bought a majority interest
in a Hungarian light-bulb company in early 1990. At a meeting
outside Budapest, a GE manager lectured his new staff about the
importance of controlling inventory and receivables to maximize
profit. "What means profit?" a Hungarian engineer asked. The
American explained. Then came another question: "Why profit?"

Managers were just beginning to learn to respond to market
forces and customers. The autonomy of managers to make investment
decisions for their companies had increased substantially, but the
vast majority had no experience in meeting the rigors of the market
place. With a few exceptions, the concepts of entrepreneurship,
pay-for-performance, cost control, strategic investment, and
productivity remained alien.

Could foreign investors play the role of catalysts and
economic missionaries in Hungary? To realize a return on their
investments, they would have to devise systems and structures to
encourage workers and managers to abandon attitudes and habits of
the past 40 years. At a minimum, people would have to come to
think of a job as a responsibility rather than a right. What steps
could foreign investor/managers take that would not jeopardize the
fragile opening allowed them?
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Exhibit 1
HUNGARY IN 1990

Investment Plans in Eastern Europe

Results of a survey of chief executive officers in the United
States, Europe, and the Pacific Rim countries:

e Do you plan capital spending projects in Eastern Europe during
the next five years?

Executives saying yes in 1989: 5%
Executives saying yes in 1990: 343%!

e If you plan to invest, where do you plan to invest?2

East Germany 87%3
Hungary 68
Poland 55
Czechoslovakia 47
Yugoslavia 13
Romania 8
Bulgaria 1
Albania 0%

e What are Eastern Europe's chances of becoming a major economic
power in the next five years?

Very unlikely 29%
Somewhat unlikely 52
Somewhat likely 17
Very likely 2%

1158 responses were received from CEOs in 1990. Survey 301ntly
conducted by The Wall Street Journal, Booz-Allen & Hamilton, Inc.

and Nihon Keizai Shlmbum, Japan's leadlng business newspaper.
Executlves surveyed in 1990.
3Before reunification.

Source: The Wall Street Journal, September 21, 1990, p. R25.
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Exhibit 2

HUNGARY IN 1990

Comparative Business Climate Assessments in Early 1990

Bulgaria

Czecho-
slovakia

East Germany

Hungarz

Poland

Romania

Soviet Union

The surprise package. Bulgarians ousted their
dictator with 1little ado and have a flourishing
Green movement.

Difficult to call this one yet. Czechs are highly
skilled and innovative, the infrastructure is
relatively good, and basic services work well.
Ventures with large Western companies are already
underway, but no framework exists for native
entrepreneurs.

[Before reunification] The safest bet in the East.
West German cash is flowing, the people are
skilled, and some modern infrastructure is in
place. Provided the people don't go overboard
politically, it is of definite interest.

The most congenial if not the most profitable.
Small companies are flourishing, privatization is
underway, and a multiparty system exists. Budapest
is the 1liveliest city in the East, but the rural
areas are backward and very poor.

The switch to multiparty democracy is complete.
Cash flows from the United States and West Germany
are increasing. Poles are natural merchants but
have no infrastructure. Rising expectations and an
environmental crisis mean this one is still a toss-
up.

Anyone's guess. The dictator is dead, but will a
free system develop successfully? Not for the
faint-hearted, but it may be an opportunity for
those with traditional links.

Joint ventures are surging, major «companies
including the Big Blue, IBM, are moving in. But
will the Communist party give up its leading role?
Political and social instability looming.

Source:

"The
Vol.

Economic Pulse Rate," Austria Business & Econony,
2: No. 3, January 1990, p. 9.
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Exhibit 4
HUNGARY IN 1990

Comparative Income Data

A. Work Hours Required for Selected Consumer Goods, 1985
Consumer Good U.K. W. Germany Hungary
Automatic washing machine 80 83 404
Automatic dryer 43 72 433
Color television - 88 927
Personal computer 33 == 1,053
(Commodore 64)
VCR 159 125 27133

Source: Heti Vilaggazdasg, Vol. 431, September 5, 1987, p. 51.

B. Hours of Work Per Worker, 1986
Country Hours
Hungary (per month) 144.7
South Korea (per week) 54.7
Poland (per month) 151.0
United States (per week) 40.7
Japan (per week) 46.0
Austria (per month) 142.1
Spain (per week) 38.6
Source: 1987 Yearbook of Labor Statistics (Geneva: International

Labor Office, 1987), pp. 675-678.
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Exhibit 5
HUNGARY IN 1990

Projected 1990 Per-Capita GDP for Selected Countries
(in dollars)

Country Per Capita
Hungary 2,458
West Germany 19,560
United States 19,536
Austria 16,703
Italy 14,420
Great Britain 14,232

Source: "The Economic Pulse Rate," p. 22.
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DARDEN University of Virginia

FOREIGN DIRECT INVESTMENT IN THE COMMONWEALTH
OF INDEPENDENT STATES:

UNDERSTANDING VALUES AND BELIEFS
AS THE KEY TO SUCCESS

Foreign companies are eager to do business with the new Commonwealth of
Independent States, the union formed at the beginning of 1992 by 11 of the former Soviet
republics. For foreign companies, the breakup of the Soviet Union could eventually become
a big plus. "Decentralization means chaos in the short term. But in the long term it's
better," says Donald Kendall, former chief executive officer of PepsiCo and a longtime
business partner of the Soviet government. The environment for investment will remain
uncertain, however, for a long time. On the other hand, Kendall adds, "If U.S. companies
wait until the problems are solved, somebody else will get the business."’ Five years from
now, conditions may be more predictable, but by then, first movers will have established
advantageous positions with both consumers and their business partners. These early
movers will have not only the benefit of prime positions, but also a significant jump on the
learning curve for survival and growth in this unique environment, and they will have earned
the support of the now-emerging generation of reformers and entrepreneurs.

Foreign investors were initially drawn to the Soviet Union in the late 1980s by its
huge potential market of nearly 300 million people and Mikhail Gorbachev's promises of
reform. In 1987, Gorbachev introduced a joint-venture law that gave foreigners the right
to own up to 49 percent of businesses with Soviet partners, and, by 1990, more than 2,500
such agreements had been signed. Although many of the ventures are now successful and
profitable, more than half have failed. According to several foreign businesspeople and

'See Paul Hofheinz, "Let's Do Business," Fortune, September 13, 1991, p. 64.

This note was prepared by Bonnie K. Matosich, Donna C. Ackell, Beverly M. Brown, and
Jeffrey K. White under the supervision of Professor Leslie E. Grayson, University of

Virginia. Copyright © 1992 by the Darden Graduate Business School Foundation,
Charlottesville, VA.
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lawyers working there the Soviet Union was an investment opportunity for only the bravest
and most patient.> The ventures were continually frustrated by the slow pace of economic
and legal reform; the continual struggle between local, regional, and central authorities; and
frequent backtracking as Gorbachev tried to assuage the hard-line Communists.

As of early 1992, the Communist Party is, of course, dissolved, along with some of
the meddlesome apparatchiks (civil servants and managers of state-owned enterprises) it
supported that extended like an octopus into every corner of the empire. Some apparatchiks
are still around, however. They have changed colors, and many of them will be part of the
emerging entrepreneurial class. Disbanded also is the KGB as a controlling and reactionary
force. Yet, even though the country has changed dramatically since the attempted coup in
August 1991 (and the rules, undoubtedly, will continue to change), the potential business
partners, employees, and consumers are still the same people.

Thus, for foreigners who conducted business in the U.S.S.R. and for those who plan
to enter the Commonwealth market, success depends greatly on an understanding of the
people--their culture, beliefs, and values. Success, even survival, requires the drive and
commitment to work within the system as it changes. For this reason, the experiences and
attitudes of Americans who initiated joint ventures in the Soviet Union during the nearly
seven years of Gorbachev’s rule can serve as a useful guide for how to conduct business in
the new Commonwealth.?

Replacing a Collapsed Belief System*

Neither Russia nor any of the other former Soviet republics has a tradition in or any
appreciable knowledge of how democracy works or how to operate in a free-market
economy. Moreover, the history of Russians dominating other nations, while being
dominated within their own country, is a difficult background for devising and successfully
implementing a new, voluntary association of the republics. A long period of confusion,

%See Eleanor Randolph, "A Tough Place to Do Business," The Washington Post, July 30,
1991, p. Al0.

SMany nationalities are represented in the Commonwealth of Independent States.
Nevertheless, because the businesses considered in this paper currently operate only in
Moscow, many of the individuals involved in them are ethnic Russians. For simplicity,
therefore, the former Soviet managers and employees of these joint ventures are often
referred to here as "Russians.”

“This section was based on notes provided by John A. Armitage, a retired Foreign
Service Officer and Diplomat-in-Residence Emeritus at the University of Virginia,
Charlottesville, 1991.



3- UVA-G451

disorder, and acute hardship await the Russians. Changes will bring many starts and stops
along the way with unknown consequences for the economy, the governments, and the
relationships among the new states.

The greatest difficulty for the Russians, however, is that their belief system has
collapsed, and it is very unclear to them what is to replace it. The belief system that the
Russian people lived under for centuries of Tsarist rule and for the 70-odd years of
Communist rule held that the rights of the state are primary. The state was accorded all
political power in order to assure law and order at home and security from its external
enemies. The monopoly of centralized political power was also justified because the state
was responsible for the welfare of all the people. Under Communist rule, this responsibility
entailed the assurance of jobs for all, pensions, education, medical care, cultural and sports
facilities, and a constantly, if very gradually, improving standard of living. This egalitarian
provision for all people buttressed the belief in Communism as the most just, productive,
and equitable society in the world, one of which its people could be proud.

The place of individuals and their rights came last. Their duty was to accept the
opportunities offered by the state and to seek fulfillment by learning and doing well what
the state assigned them. Russian men and women accepted this role and lived with it for
decades. They may not have liked all of it, but they learned how to work the system:

. They did as little as they could to get by, because they were not
rewarded for superior performance.

«  They were taught to be suspicious of those who tried to get
ahead or to do better.

«  They avoided taking any risks or assuming responsibilities,
because the government rewarded conformance rather than
innovation or individuality.

+  They were prone to equate enterprise—or capitalism--with black
marketeering, obtaining scarce goods and selling them for
outrageous prices.

Where do the Russian people turn now that this belief system has been discredited
and discarded? Presumably, all democratic peoples would like them to adopt a belief
system that the fundamental rights are those of the individual--to life, liberty, and the pursuit
of self-fulfillment and happiness. Possessing these rights requires a person to respect the
same rights of others, to assume responsibilities commensurate with the rights, to exercise
self-discipline to replace the discipline denied the state, and to take and exercise the
initiatives that help society. In the economic area, democratic people believe in the right
of the individual to own property and develop it into productive enterprise in competition
with others, and they believe that this system will produce quality goods at affordable prices.
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In democratic politics, governmental bodies must become responsible to the people under
laws defining and limiting the government’s authority.

Foreign investors need to understand the extreme differences that currently exist
between these two belief systems and to develop business relations with people in the
Commonwealth that take these differences into consideration. In particular, they must keep
in mind that democratic beliefs in North America and Western Europe have evolved over
centuries and have entailed conflicts both within and between countries. Such beliefs are
not necessarily easily adopted or even widely desired. Democratic maxims have been
validated by the benefits and security they have provided as people have worked to improve
their operation, but they have also been mortally challenged by the forces of racism and
nationalism, Naziism, and fascism. In addition, to a people accustomed to state protection,
democratic theory can seem heartless and frightening. Change is underway for the Russian
people, but the foundation of their beliefs and behavior has deep roots and cannot be
changed overnight. It may require decades.

Developing Effective Business Relationships

A study of the elements of success for three joint-venture restaurants in Moscow--
McDonald’s, Pizza Hut, and Tren-Mos--was performed by a group of students and professors
from the Darden Graduate School of Business, University of Virginia, during a trip to the
Soviet Union in May 1991. The following is a description of these US-Russian ventures:

e McDonald’s. The first Russian McDonald’s restaurant opened on January 31,
1990, at Moscow’s Gorky St. and Pushkin Square. Seating 700 people indoors
and another 200 outdoors, it is the largest McDonald’s in the world. The
restaurant is the first in a joint-venture contract that provides for an initial 20
McDonald’s restaurants in the city.

»  Pizza Hut. The first two Moscow Pizza Huts opened on Gorky Street and
Kutozovski Prospekt in September of 1990. The opening culminated five
years of negotiation and built upon the existing relationship between PepsiCo
and the U.S.S.R. Pizza Hut adapted its menu somewhat to accommodate
Russian tastes by including fish-topped pizza, borscht, and pickled cabbage
among its regular fare.

. Tren-Mos. A January 23, 1992, article in The Wall Street Journal featured
three successful joint ventures in the former Soviet Union--one of which was
the Tren-Mos Restaurant, run by Jeff Zeiger. Zeiger, a 21-year-old Cornell
Hotel School dropout, started the restaurant in May 1989 as an extension of
his family’s export/import business in the Soviet Union and a sister-city
agreement between the Lenin District in Moscow and the Zeigers’ hometown
of Trenton, NJ. Tren-Mos was the first joint-venture restaurant in the Soviet
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Union to offer continental cuisine in an upscale setting. The restaurant,
located on Komsomolski Prospekt, seats 120 and employs 70 people, including
a French chef. In the summer of 1991, two additional Tren-Mos restaurants
were opened in and around Moscow.

In each case, the U.S. companies were able to develop effective business relationships
in the Soviet Union because they took great pains, from the beginning of the negotiating
process, to understand the Russian people and their beliefs and to incorporate this
understanding into their business plans. Because Americans historically have not had an
established set of business relationships or a solid understanding of the Russian people,
these successful companies turned to their Soviet partners in order to gain insight and
support. Forming a strong partnership based on trust, mutual respect, and a clear
understanding of each side’s strengths enabled them to work within the Soviet system, while
also enhancing their ability to introduce and integrate Western efficiencies and business
practices. In essence, the joint-venture teams attempted to bring together the best of both
worlds.

The managers of McDonald’s, Pizza Hut, and Tren-Mos were asked to compare and
contrast their experiences in Russia to those in the United States or Europe. They
identified a multitude of similarities and differences, but while the issues they covered were
broad and varied, four critical factors continually surfaced in the discussions:

»  Establishing decision-making authority.
o Battling inefficiencies.
. Managing consumer perceptions.

«  Hiring and motivating Russian workers.

Establishing Decision-Making Authority

The Russian members of a joint venture generally operate within the traditional
Soviet model, in which the authority to run an enterprise is concentrated in a single general
director. They are not trained in the participative management techniques prevalent in the
West. As a result, Russian workers become confused when they receive directives from both
Western and Russian managers. Moreover, many Russian managers believe that they
should have control over the business venture and often ignore the preferences and
directives of their Western counterparts.” These differences in management style are com-

>These observations were reported by Keith Rosten in his article, "Soviet-U.S. Joint
Ventures: Pioneers on a New Frontier," California Management Review, Winter 1991, p. 98.
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plicated by the fact that many Americans are insensitive to the political, economic, and
cultural differences between the two countries. In these situations, the Russians are even
more likely to dismiss their U.S. partners’ input as irrelevant.

Americans, therefore, cannot blindly assume that their management decisions will be
accepted and implemented. Rather, they need to understand the inherent differences in
management style and clearly delineate lines of authority with their Russian partners in the
original joint-venture documents. Because the Russian people are generally legalistic, they
will abide by the provisions in the joint-venture agreement; but the agreement must be clear
and unambiguous. Moreover, the presence of Western personnel, at least until the
businesses are fully operational, is critical for Western partners to maintain some control
over the operations of their joint ventures--unless they are content to be silent partners.

The Western managers of McDonald’s, Pizza Hut, and Tren-Mos all recognized these
potential problems and carefully developed acceptable lines of decision-making authority
with their Russian partners. Each, however, chose a different strategy:

« In its joint-venture agreement, McDonald’s negotiated firm control of the
decision-making process for its restaurant’s operations. Even now, about 30
Canadian and U.S. managers remain on site at the restaurant in Moscow or
at the food-processing facility. Russian managers currently hold mid-level
assignments and are responsible for issues such as public relations and
product quality.

«  During construction of the Pizza Hut restaurants and the first nine months of
operation, Western Pizza Hut managers were constantly on site in Moscow.
In the joint-venture agreement, however, Pizza Hut had agreed to transfer
management of the joint venture eventually over to the Russians. Andy
Rafalet, regional director of Pizza Hut’s operations in Eastern Europe and the
Soviet Union, believed that "to make joint ventures work, you have to give the
local management team the responsibility for running the business. I will be
called the deputy general manager. I will be like the coach, training the
people around me." Adhering to their promise, in May 1991, all permanent
Western Pizza Hut managers left. Since then, they have limited their
involvement to telephone conversations and occasional visits to ensure that
quality standards are being maintained.

. Jeff Zeiger of Tren-Mos split the decision-making authority with his Russian
partner. Zeiger handles public relations, hiring, and training, while his
partner manages food purchasing and preparation. Each partner has final
authority in his specified areas but consults the other to ensure consistency
and coordination.
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Battling Inefficiencies

While Americans cannot ignore government regulations and all businesses have
considerable "red tape" with which to cope, the former Soviet Union’s red tape makes the
other infrastructures pale in comparison. Soviet inefficiencies exist because of the central
planning of nearly all production—-which requires numerous layers of government
organization and exhaustive paperwork—coupled with low authority and accountability at
nearly all levels. Problems multiplied in the late 1980s when the republics, major cities, and
districts began battling the central authorities for control. Formation of the Commonwealth
most likely will have positive consequences for joint ventures in the long run as decision
making becomes more decentralized. For the next several years, however, the transition in
control will continue to create confusion and delays. Moreover, the Russian people are by
now so accustomed to these inefficiencies that many do not understand how to be innovative
or to assume responsibility for ensuring a profitable, long-term business.

American businesses, therefore, need to be aware that the establishment of a joint
venture can be frought with delays and frustrations. Obtaining a business license, receiving
approval for a selected site, locating experienced management, and completing renovations
are all concerns that a new operation faces in the United States. However, the uncertainty
and complications of completing these same tasks in the former Soviet Union are of a
completely different nature, and of much greater magnitude. Many Americans have learned
the hard way that what is promised may not be delivered. For example, Zeiger found that
building renovations were not only running dangerously behind schedule but were also not
being completed according to his specifications. His air-conditioning pipes were installed
along the outside of the wall instead of inside it, and his "deep red" carpeting arrived a dirty
brown shade. Unlike in the United States, he had little hope of recourse in Moscow. Often
a manager must learn to live with these disappointments, as Zeiger did.

Inefficiencies resulting from the Soviet system also cause problems in the day-to-day
operations of a joint venture. In particular, uncertainties about the availability of raw
materials, other supplies, and machine parts add another dimension to the risk of doing
business. A major cause of these difficulties is the country’s underdeveloped and aging
distribution system. The roadways are poorly kept and planned. The government still
requires that nearly all goods pass through Moscow before being distributed to other parts
of the country, which often adds weeks to the delivery process.

For many joint ventures, especially the smaller ones, the best defense against many
of these obstacles is to rely on their Russian partners’ personal contacts and relationships.
Through these contacts, the business can often obtain supplies that are not available in the
state-owned markets or stores. These relationships can only help so much, however. Both
the U.S. and Russian partners must work together to develop a plan for securing consistent
supplies and for dealing with inevitable shortages and problems.
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Of the three restaurants analyzed, each chose, early in the negotiating process, to
deal with these anticipated frustrations in a different way:

McDonald’s decided to take control of its daily operations through vertical
integration. McDonald’s opened its own processing plant outside of Moscow
to produce almost 100 percent of its food. During the first two years roughly
85 percent of the ingredients were sourced domestically from farmers, who
were carefully trained by McDonald’s and provided with the necessary capital
equipment. Beginning in early 1992, however, McDonald’s started making the
transition from preparing all of its own food to buying it, at less cost, from
Russian companies.®

In contrast, Pizza Hut managers source 75 percent of their supplies from the
local economy. They wanted to work with potential local supply sources to
improve these suppliers’ quality and standards. "We are not food producers,"
explained Rafalet. "Our expertise is in restaurants." In a few areas, however,
Rafalet has had no choice but to import products. For example, he located
a farmer who was willing to provide mozzarella cheese, and Pizza Hut flew
him to England to learn how the cheese was made and provided him state-of-
the-art equipment. Nevertheless, the mozzarella produced was unacceptable;
the milk quality was too low. Therefore, cheese had to be imported until a
sufficient number of cows could be raised on a diet of mostly Western grain
to provide quality milk.

Tren-Mos also took a local approach to running its daily operations by
sourcing approximately 95 percent of its fresh goods domestically from
Moscow’s five public markets. Because Tren-Mos is a small operation and
cannot afford to train food producers and provide them with capital
equipment, the restaurant is more exposed to the pressures of the inefficient
economic system than either McDonald’s or Pizza Hut. In addition, because
Tren-Mos is so reliant on local supplies, it is subject to certain governmental
requirements that importing companies are not. For example, Tren-Mos must
inform the government of its meat requirements three months ahead of time,
which limits the restaurant’s flexibility.

Even with their careful planning and clearly stated strategies, the joint-venture
restaurants still encounter problems. For example, Tren-Mos cannot accurately predict what
types of food will be served each day, since the goods available in the market change
constantly. In fact, for the first year and a half of operation, Zeiger had to change the menu

®See Louis Uchitelle, "That’s Funny, Those Pickles Don’t Look Russian," The New York
Times, February 27, 1992.
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daily. The managers of these three restaurants quickly learned that flexibility was
instrumental to success.

Gaining Acceptance by Consumers

Once an organization decides how it will approach the hurdles posed by the
inefficiencies in the Soviet system, and magnified by the collapse of Communism, it must
turn its attention to issues that will affect its perception and acceptance in the marketplace.
For the nearly 70 years that the Soviet government controlled the production levels,
assortment, pricing, and distribution of all goods, "business” competition was virtually
nonexistent. Consumers’ preferences were ignored, and their choices were extremely
limited, with most products being of poor quality. As a result, the concepts of marketing,
advertising, and brand loyalty did not exist in the Soviet Union. American managers of joint
ventures cannot depend on market-research firms or advertising agencies to help gather
information on consumer preferences or to advertise their products. Moreover, they
generally must rely on their intuition to set prices on their products.

A joint venture’s currency and pricing decisions will have important implications for
operations, finance, and public relations. As of early 1992, the ruble was not a convertible
currency. Soviet law, which has not yet been changed, states that joint ventures cannot
accept both foreign hard currency and rubles at the same time within one facility. This
policy clearly makes it difficult for businesses to earn enough rubles to pay employees and
buy domestic supplies and, at the same time, earn hard currency to repatriate profits and
import supplies. Consequently, each joint venture must search for a system that best enables
it to meet its operating and financial objectives.

Ongoing changes in the currency exchange rate have also complicated pricing
decisions for the three restaurants. At the time the joint ventures were being negotiated,
the official exchange rate set by the Soviet government was about 1.6 dollars per ruble,
although most people believed that the ruble was worth far less. It was against the law for
Soviets to hold hard currency, which, over the years, had led to the rise of a black market.
During the 1980s, many Soviets were illegally purchasing hard currency on the black market
at a rate of approximately 10 rubles per dollar. By 1990, Gorbachev had acknowledged that
the ruble was artificially propped up, and he introduced a mixed exchange rate for
foreigners. He set an official business rate of approximately 2 rubles per dollar and a tourist
rate of 6 rubles per dollar. At the same time, however, the poor quality of Soviet goods was
recognized around the world, and the black-market rate fell to nearly 30 rubles per dollar.
This trend suggested that the Soviet government still had a long way to go before reaching
an equilibrium between its fixed exchange rate and the "free-market" rate established by the
black market. Indeed, by early 1992 the government had lowered the exchange rate to more
than 100 rubles per dollar, and Soviet citizens were allowed to hold hard currency that they
had legitimately earned. Despite these extreme changes in the exchange rate, managers of
the three restaurants have tried to maintain fairly constant ruble and dollar prices after
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allowing for inflation. As a result, over time, menu items sold in rubles have become much
cheaper for foreigners to purchase, while imported supplies and equipment have become
expensive relative to the earnings they produce in rubles.

Before opening their restaurants, the managers in this study tried to determine who,
based on their income, would visit their establishments. Most Soviet workers earned about
250 rubles per month in the late 1980s. In contrast, black marketeers and some senior
government officials earned 2,000 rubles or more each month. Moreover, a burgeoning
middle class of entrepreneurs was earning high ruble wages. Knowing these divergences in
income, the restaurant managers adopted a wide spectrum of currency and pricing strategies:

McDonald’s decided to accept only rubles at its first restaurant in Pushkin
Square. Russian people, therefore, have free access to the restaurant,
although the food is somewhat expensive by Soviet standards. An average
meal costs approximately ten rubles or one day’s salary for an average worker.
McDonald’s next restaurant, which is scheduled to open on the ground floor
of its office building, will accept only hard currency, and prices will be
somewhat higher than in the United States. Given the exchange rate in early
1992 of more than 100 rubles per dollar, these prices will make the restaurant
virtually inaccessible to the average Muscovite, although private entrepreneurs
probably will be able to afford a visit.

Pizza Hut’s first restaurant has a ruble take-out line and a hard-currency eat-
in area. .The second facility is subdivided into ruble and hard-currency sides,
both eat-in. At opening, a large pepperoni pizza in the ruble restaurant cost
18.20 rubles, while it cost $6.90 on the hard-currency side. Pizza Hut
managers hoped to serve primarily Russians in the ruble restaurant and
thought that foreigners and some successful private entrepreneurs would visit
the hard-currency restaurant. At the tourist exchange rate in September 1990,
an American student would pay more than twice as much money to eat in the
hard-currency restaurant than he/she would pay to eat in one of the ruble
restaurants. Why then would an American choose to pay in dollars? The
answer was simple: Pizza Hut planned to maintain a standing line of at least
30 minutes in front of the full-service ruble restaurant. Therefore, foreigners
would need to pay extra if they wanted quick service.

Tren-Mos has taken yet another approach. The restaurant’s managers devised
a system that accommodates both hard currency and rubles: lunch service is
generally for rubles, and dinner is for hard currency. The restaurant can,
therefore, accommodate both Russians and foreigners within the same facility,
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but at different times of the day.” The restaurant generates enough revenue
in rubles to cover almost all expenses, so the dollar profit margin works out
to 65 cents on every dollar taken in. One bar and one kitchen serve all
guests, and all staff receive equal training regardless of the shift they work.
Zeiger explained that he considers the equal treatment he shows the Soviet
people to be fundamental to his success.

While all three joint ventures serve both Russians and foreigners, the perceptions of
these restaurants may differ from this reality. The important questions are whether the
Russian people care whether they have equal access to the services of joint ventures, and
if so, how that will affect business in the short and long terms. To most Americans, a
segregated restaurant would be completely unacceptable. Many Russians, however,
apparently feel quite differently. Because they are not accustomed to the freedom of choice
that Americans have, they have a positive reaction when given another option, such as a
ruble side of a Pizza Hut restaurant. In other words, they currently see these new choices
as privileges, rather than rights. Nevertheless, as the Russians learn more about democracy
and free-market economics, and if the ruble becomes convertible, they will expect foreign
companies to cater to their needs and provide equal access. At that point, public opinion
may play a pivotal role in the success of a joint venture.

To establish strength in the market and develop brand awareness among customers,
foreign companies naturally turn to advertising. However, while Americans perceive
advertising as a conventional path to educating people on products and services, it is often
met with resistance from Russian partners and exposes another key cultural distinction.
Advertising was not only considered unnecessary in the Soviet Union, but was unwanted by
the government. Although some joint ventures still have no reason to advertise, because
demand for their well-known, foreign products exceeds supply, smaller joint ventures
struggle with the best way to promote their products.

McDonald’s and Pizza Hut rely heavily on name recognition, media publicity, and
prominent locations to promote their restaurants. Tren-Mos, on the other hand, does not
have this luxury and actively advertises—to foreigners only--by working with the concierges
in several of the Western hotels. The concierges recommend Tren-Mos to the hard-currency
visitors and pass out business cards in return for several complimentary dinners. Tren-Mos
also advertises on Europa Plus, an English-speaking radio station, and has posted a sign at
the airport. In addition, the restaurant’s managers work with American magazines to ensure
that the restaurant is mentioned in travel sections discussing Moscow. At this time,
however, Tren-Mos still relies on word of mouth to inform customers of its lunch business
in rubles. The managers of all three restaurants realize that brand loyalty—-hence,

’See Laurie Hays, "Some Americans Take the Steppes in Stride," The Wall Street Journal,
January 23, 1992, p. B1.



-12- UVA-G-451

advertising--will become more important as the economy develops and the Russian people
are given more choices.

Hiring and Motivating Employees

American business people must understand and make efforts to develop Russian
workers. Leaders of a new joint venture must discover how the people can be motivated.
To do so requires an understanding of how workers will view work, capitalism, and
democracy.

While Americans and Russians share many of the same core values--friendship,
family, and a desire for job satisfaction--the systemic differences between the two countries
have resulted in distinctly different American vs. Russian views of the workplace. In the
U.S. work place, most employees are required to accept some decision-making responsibility
and are held personally accountable for product quality. Managers of businesses need to
develop new products, lower product costs, and take other actions to remain competitive.
Russian citizens have never been given such responsibilities. As mentioned earlier, decision
making in factories rested with the general director, and even he or she was told by the state
specifically what to produce and how much. Workers learned to "meet the production plan"
and do nothing more. They were not rewarded for ensuring that their products were of high
quality or for developing and producing a new product that better met consumer needs.
The most conspicuous characteristics resulting from the Soviet economic system are a
pronounced aversion to risk taking, a lack of individual initiative, and little attention to
efficiency.

Given these differences in work attitudes, the hiring and training of employees is a
crucial decision for a joint venture. Unlike in the United States, lack of education among
employees is currently not a problem in the Commonwealth. Moreover, employees are
eager to leave their state jobs for more pay and a chance to work for a foreign company.
The question is: Which workers will be able to adapt most readily to the idea that customer
service, quality, and speed are of the utmost importance? The three joint-venture
restaurants took somewhat different positions on these issues:

e« When McDonald’s opened its restaurant in Pushkin Square, nearly 25,000
Russians applied--many of whom had professional work experience and held
advanced degrees. The restaurant managers, however, decided to hire mostly
young people with little prior work experience for the approximately 600
positions available. McDonald’s executives thought that, even though a more
experienced labor pool existed, younger Russians had not yet been "spoiled
by the system" and would be easier to mold.

. Pizza Hut also received a large number of applicants after placing a small ad
in the Moscow Communist Youth Daily. Many of the applicants had worked
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at McDonald’s since its opening several months earlier. They viewed Pizza
Hut’s full-service restaurant as being more prestigious, and McDonald’s had
hired so many people that individuals were referred to by their number, not
their name. Pizza Hut selected people who were as near to "street wise" as
possible--that is, resourceful people with common sense. The 300 people who
eventually were hired could only be termed eclectic. The 16 cashiers all had
banking diplomas, many of the waitresses were young mothers with little or
no academic training, and some of the kitchen staff had Ph.D.s in engineering.

. Because Tren-Mos was a much smaller venture, the managers hired the best
or most promising workers from operations that were similar to theirs. In
order to do this, Zeiger and his Russian partners combed the city’s few
existing cooperative (private) and state-run restaurants and chose workers who
offered the most courteous service or possessed the greatest potential. While
these workers generally were not accustomed to Western standards, Zeiger
carefully trained them and provided continuous feedback on their
performance.

Because each business venture in the Commonwealth is unique, it is difficult to say
at this time that one of these approaches is superior to another. Much will depend on how
the highly educated Russians who were hired will react to these jobs, which most Westerners
consider menial. As the "glamour" of working for an American restaurant subsides, turnover
of overqualified employees is likely to increase. As more foreign businesses enter the
marketplace and present new opportunities to Russian workers, choosing employees for
these establishments will become more like it is in any other country. The workers will be
given choices and will consequently adjust their expectations and criteria of what constitutes
a "good" job.

For all three joint-venture restaurants, hiring employees was only the "tip of the
iceberg" when it came to developing a work force to meet Western standards. Almost all
claimed that the crucial part of this process rested in training. The managers of all three
restaurants stressed the same qualities they would in their U.S. operations: courtesy and
efficiency. However, because of the lack of competition in the retail market, these traits
have been difficult for new Russian employees to develop.

With the declining value of the ruble, Russian labor is extremely cheap when
measured in dollars. And because the ruble is not yet convertible, most joint ventures have
rubles to spare. Consequently, companies generally hire more workers than they would in
the United States and expect less output per worker. Both McDonald’s and Pizza Hut
decided to absorb the cost of more employees rather than invest in additional training
because of the difficulty that many of the new employees experience in adjusting to an
American work style. At the Moscow McDonald’s, new employees are trained for four
weeks, which is less than they would receive at any other McDonald’s site. The tradeoff is
that the operating crew of 200 per shift is much larger than an American crew for the same
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size restaurant. At Pizza Hut, training is also compressed into a shorter period. Both
companies accept less than their international standards of service time and efficiency; the
time standards at Pizza Hut are approximately half of those in Western countries.

In contrast, at Tren-Mos, Zeiger takes the time to communicate the importance of
immaculate glasses, hot food, and strict attendance. He believes that, because Tren-Mos is
an upscale restaurant, he cannot afford to take shortcuts on training and the quality of
service. While he admits that the workers need much longer to adapt than American
workers do, the result is the best and most Western-style service found in Moscow.
Although these approaches are difficult to compare and judge, Tren-Mos has apparently
followed what will be a more efficient and cost-effective long-run strategy.

As part of its training of workers, perhaps the most important element for a joint
venture is deciding how to motivate its workers to adopt new standards and how to build
loyalty. The idea of paying for performance, while commonplace in the United States, was
not part of the Soviet system. Traditionally, Soviet workers will tell you, they have followed
the "you pretend to pay us and we’ll pretend to work” philosophy. Most joint ventures have
found, however, that workers respond well to incentive plans, although they have to be
structured somewhat differently than they are in the United States. For instance, Pizza Hut
has a system with a base salary of approximately 250 rubles per month onto which the
company automatically adds a 250-ruble bonus. Each time a worker fails to show up for
work, comes in drunk, or performs inadequately, a certain percentage of the bonus is taken
away. While this approach runs counter to the traditional U.S. bonus system, foreign
managers explain that, because Soviet workers do not have a good grasp of the standard
they should be striving for, the best approach is to set that standard and let each deduction
be a lesson.

Another monetary issue that must be dealt with is the compensation of Russian
employees for their hard-currency tips. Given the declining worth of the ruble, hard
currency is extremely valuable to a Russian citizen. While foodstuffs and consumer goods
are scarce around the country, they are plentiful at state-run hard-currency stores (called
Beriozkas). The problem is that Russians cannot hold hard currency without specific
documentation that they have earned it. One way Tren-Mos found to work within the
constraints of the law while still benefiting its employees is to set up employee accounts at
the Beriozka. Tip money is automatically deposited into these accounts as employees earn
it. When the workers wish to purchase items, the store draws directly from these accounts.
These accounts provide an added incentive for employees to provide excellent service to
their customers, because they allow Russians access to previously unobtainable items.

A slight increase in pay generally does not motivate Russian workers, especially those
who do not receive hard currency, at a time when there is little that Russians can purchase
with their rubles. While the 500 rubles/month salary that McDonald’s workers receive is
roughly 60 percent higher than the average Muscovite’s salary, these workers are already
comparing the monthly salary, which is worth approximately $5.00, with the salaries of
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McDonald’s employees in other countries. They cannot help but wonder why their pay is
so much lower than a comparable Western worker’s pay.

Applying Lessons in Future Business Relations

Amid the transition from a centrally planned to a market economy and the growing
turmoil in the country’s economic situation, Western businesses continue to greet each day
in Moscow as a new learning experience. For example, the Commonwealth has still not
resolved questions about who owns assets and who has the right to sell them. Under the
Soviet system, land and natural resources belonged to the state, as the ostensible
representative of the people. Ongoing legislative developments, however, offer new
flexibility to foreign investors. Foreign companies and Russian citizens can now form
companies that may issue stock. In addition, foreign investors can establish their own
companies in the Commonwealth, without Russian pa.rtners.8 Therefore, while in the future
joint ventures probably can expect to operate more freely than before, these and further
legislative developments may persuade a foreign investor to establish its own enterprise
(over which it has absolute control) or to purchase shares in an ongoing enterprise rather
than work under the constraints of a joint venture.

Such changes will dramatically affect the structure of Western companies’ future
activities in the Commonwealth, but businesses will still need to confront the realities of
inefficiencies that developed during the 70 years of Communist rule. They will need to
establish appropriate decision-making authority, manage the perceptions of Russian
consumers, and hire, train, and motivate Russian employees. Foreigners will still need to
recognize that their Russian suppliers, customers, employees, investors, and partners are
operating under an entirely different set of values. This divergence most likely will be a
source of frustration and tension, but it can also create the possibility for creative
approaches to help both parties achieve their goals, just as McDonald’s, Pizza Hut, and
Tren-Mos have done.’

8For a discussion of these new laws, see Rosten, "Soviet-U.S. Joint Ventures," p. 93.

®Joint ventures in manufacturing and mining probably will encounter even more
problems than the three restaurants discussed in this note, because the logistical, techno
logical, and managerial complexities are greater in industry than they are in the service
sector.
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SCHWINN BICYCLE COMPANY (A)

In 1988, Tom Henderson drove up to the Csepel (pronounced Chap'el) Works near
Budapest, Hungary. He was amazed at the size of these manufacturing facilities, which were
about 15 kilometers south of Budapest. Csepel was also an extremely complex factory. It
manufactured basic metal shapes in both copper and steel and finished products as diverse
as bicycles and machine tools. It had apparently grown like Topsy over the past 70 years.
Approximately 16,000 people were employed in the various businesses, which were mostly
borderline in profitability.

Henderson was here to inspect the KKG bicycle-manufacturing facilities. Schwinn was
contemplating a joint venture with this formerly state-owned but now for-profit company.
It was not the first time Schwinn executives had discussed a joint venture with this
Hungarian company, but it was Henderson's first involvement.

Schwinn Bicycle Company, a privately owned American manufacturer of premium-
priced bicycles, produced over a million units a year and had sales in the hundreds of
millions of dollars. In addition to bicycles, it marketed a complete line of accessories and
parts, fitness equipment, and a clothing line.

Schwinn had been managed for 95 years by the Schwinn family and, in 1988, was run
by Edward R. Schwinn, a fourth-generation family member, from corporate offices in
Chicago, Illinois. Schwinn's primary strengths were the quality of its equipment and its
distribution system. Its promotion material advertised Schwinn bikes as "The Winningest
Bicycles in America" and was supported by world championships and 40 wins by the
Schwinn/Wheaties Pro-Team in 1988. Distribution included 4 company-owned wholesale
warehouses and 2,000 U.S. retail outlets. In addition to its U.S. operation, Schwinn sold
products worldwide and had a joint-venture manufacturing operation on mainland China.

Schwinn had recently embarked on a new stage of globalization and was interested in
gaining a European production facility. One of the company's major competitors, Derby
International of Great Britain, had earlier implemented its global strategy by purchasing

This case was written by Professor James C. Dunstan. Copyright (¢) 1991 by the Darden
Graduate Business School Foundation, Charlottesville, VA. Revised 6/91.
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bicycle companies in the United States, Canada, Austria, and Holland. Schwinn realized
that the bicycle industry was becoming multinational, and if Schwinn wanted to remain
competitive, it had to increase its presence overseas. In addition to the China joint venture,
the company was currently involved in obtaining operations in Taiwan and Japan. Schwinn
had no manufacturing or assembly operations in Europe, however, so it looked favorably on
opportunities for operations in Eastern Europe. The company was especially interested in
Hungary, because that country seemed to be actively pursuing business with the West and
had a more aggressive and accommodating approach to joint ventures than did other
Eastern European countries.

Hungarian Economy in Early 1988

At the beginning of 1988, Hungary had serious economic problems to overcome, and
few simple or quick-fix solutions were in sight:

® hard-currency debt of US$18.7 billion

® during 1987, a balance-of-trade deficit in convertible currency of $904 million,
equal to 3.2 percent of gross domestic product

® an inflation rate of 15.7 percent, predicted to be 20 to 30% in 1990

e inefficiency and below-average quality in manufacturing

® overstaffed operations, which could lead to high unemployment following
privatization

® political and economic uncertainties--fragmented political parties and
changing laws and regulations

® g3 relatively stagnant economy, but some slight growth in 1987

Hungary also had a number of basic strengths, however, that would be helpful in resolving
these problems:

® an enlightened government that was developing programs to support a market
economy

® some experience with a two-tier economy, in which forints, the Hungarian
currency, were exchanged for hard currency

® a trade surplus in its nonconvertible currency accounts, especially with the Soviet
Union

® a good education system

® a conscientious and willing work force (many held two jobs, however) with low
wages

® a population that was supportive of changes toward a free-market economy

The Hungarian economy, while centrally planned, had set an agenda for correcting
its difficulties that incorporated Western-type actions. The plans included, but were not
limited to, the following:
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privatization of state-owned companies
foreign-investment incentives

entrepreneurial incentives

tax reform

currency convertibility

political and legal changes

development of commercial banks and capital markets

These actions were very ambitious; each initiative involved many important decisions and
had far-reaching complications. For example, privatization was much more complicated in
a Communist state than in a Western country. No accurate financial histories, balance
sheets, or income statements existed, and the concepts of the "time value of money" and
"cash-flow analysis" were unknown. Under these circumstances, setting a value on the assets
to be privatized was next to impossible. Assuming a value was determined, financing
became the next problem. With no stock market, no capital market, a single state-owned
and -managed bank, and a nationwide capital shortage, investment capital had to come from
other countries.

Moreover, even if the problems of valuation and capital source were resolved, many
uncertainties remained. The most significant involved ownership, product pricing, redundant
workers, and monopoly enterprises. First, for most companies, who owned the assets and
who should receive payment for those assets were both uncertain. In companies that had
previously been handed over to joint worker-manager councils, this group believed they were
the owners. In almost all cases, the privatized venture needed the capital to up-grade
antiquated and poorly maintained facilities, but the government wanted the capital to pay
down debt. No mechanism existed to decide. Second, product prices had always been set
by the government. The bases for setting prices were social and political, seldom related
to costs. The government would still control pricing, and, in spite of the inflation, there was
no certainty the government would approve requests for price increases, especially for
consumer goods that had always been subsidized. Third, as the Hungarian government
acknowledged, most operating units employed 25 to 40 percent more workers than would
be found in a competitive Western enterprise. Although no specific constraints to laying off
the redundant workers existed, neither did unemployment benefits or plans for the
government to initiate them. Potential managers worried about operational morale if
workers were laid off without any consideration. Monopoly was another uncertainty. In
communist Hungary, with its barely 11 million people, most businesses had been
consolidated into one monopolistic unit. Csepel was the only manufacturer of bicycles in
the country; there was one tire manufacturer, one electric wire and cable company, one
truck company. If the goal of privatization was free enterprise and competition, what type
of regulation would be enacted to control the monopolies?

Despite a new law, Hungary did not allow 100 percent ownership of enterprises by
foreign investors--in fact, without specific, difficult-to-get approval, ownership of 50 percent
or more was impossible. On the other hand, laws and regulations dealing with joint
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ventures had been liberalized more in Hungary than in any other East Bloc country. Both
profits and capital could be returned to the investors in the currency of investment without
restriction. A company such as McDonald's could repatriate profits even if it did not
generate hard currency.

The government had taken some specific actions that were likely to have a significant
effect on the business climate for 1988 and later years. The government was forcing tight
monetary conditions on the domestic market to drop the level of real household
consumption. It was also pressing manufacturers to sell their products externally, especially
into hard-currency markets. Tax reform included a value-added tax and a personal income
tax and were introduced at the beginning of 1988. Consumer and producer price subsidies
were terminated, which caused an overnight 8 percent increase in prices. The government
had begun restructurings of government-owned companies, and bankruptcy laws were
tightened. Imports from East Bloc countries were stimulated to increase supplies to the
domestic market and reduce the current Hungarian trade surplus. Exhibits 1-4 provide
additional economic data.

The government had announced very specific goals for 1988, of which the major ones
were:

® to establish sustainable macroeconomic equilibrium as a forerunner of a
convertible currency

® to cut the deficit of its current account to US$500 billion from US$846 million
in 1987

e to enforce tight conditions on the domestic markets that would reduce domestic-
market growth and the level of real household expenditures

® to increase exports of manufactured products to convertible-currency areas

to implement tax reform

® to cut subsidies a sizable amount, to stabilize exports, and to increase imports

- from Russia and other Eastern countries where Hungary had earned trade
surpluses for the last few years

KKG: The Hungarian Bicycle Industry*

KKG had been the sole manufacturer of bicycles in Hungary for more than 50 years
and was protected with a 30 percent tariff on imports. The company experienced a number
of name changes and a number of different owners during this time because of the changing
economic philosophies of the governments. In 1948, the company produced motorcycles
along with 90,000 bicycles. By 1975, bicycle production had increased to 250,000 units, and

The source of industry information is the case "Manufacturing Bicycles in Hungary,"
UVA-G-366.
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a three-pronged restructuring occurred: motorcycle production was closed down because it
had been losing money, an operation manufacturing machines for the garment industry was

incorporated into the factory, and a plan to increase capacity to 500,000 bicycles was
initiated.

The following table shows bicycle production and demand for bicycles in Hungary. As
can be seen, production never reached the planned 500,000-unit capacity.

(thousands of units)

1975 1980 1983 1985
Bicycle production 254 374 260 244
Exports 112 151 1 0
Imports 252 207 212 200

Domestic sales’

"Data not corrected for changes in domestic inventory.

KKG stopped exports to Western Europe after 1980, primarily because of the upward
valuation of the forint from 60 per dollar at the time of the plan to 37 per dollar in 1980.
In addition, Iraq and Iran were large importers of KKG bikes, and war cut off the demand
from those countries.

In 1983, KKG became a commercial for-profit organization when the government
turned the factory over to independent company management. With the loss of most state
subsidies, the company then had to increase prices, which reduced sales volume. In spite
of some state subsidies, the bicycle operations produced no profit. Indeed, the existence of
bicycle production really depended on the sale of garment machinery, which was stable and
profitable. More than 75 percent of these garment machines (95 percent of the exports)
were exported to Russia.

The quality of Hungarian bicycles was acceptable but not equal to that of Western
products. Units weighed about 10 percent more than comparable Western products and
were made from lower quality components. Many domestic models lacked reflectors, a hub
gear-shift system, rim brakes, and other equipment that were standard on most Western
bicycles. Styling variations of Hungarian bicycles, which included color stripes, choice of
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colors, and the quality of finish, were well below international standards, and durability of
the units was no better than that of Western products.

KKG had fallen behind in the process technology used in competitor plants in other
countries. In addition to low labor productivity of the manufacturing processes, the plant
was poorly laid out and organized. For example, at a West German company, preassembly
and assembly required 26 and 55 minutes, respectively; at KKG, the same operations
required 44 and 92 minutes.

Low productivity and excess personnel mandated by government policies against layoffs
had resulted in staffing levels about 40 percent higher than a comparable Western plant.
Excess workers and resulting low productivity meant that bicycles carried extra indirect costs
of about 1,000 forints (Ft) per unit. (The official exchange rate was 60 forints for a dollar
in 1988.)

Fixed costs were driven up by poor capacity utilization, long transport routes,
unnecessary moving costs caused by decentralized workshops in the factory, and high heating
and energy costs. In addition, domestic prices for raw materials and semifinished products
used in production, such as steel bands and tubes, were higher than world prices; thus, most
material costs were higher for KKG.

The company was unable to import cheaper parts and assemblies from Western
companies because of hard-currency shortages. It might have benefited from production
sharing with foreign firms, but the government had levied a protective tariff of
approximately 30 percent that made imported bicycle parts cost more than the company's
production. The following table illustrates original import costs relative to KKG's
production costs:

Production Costs at KKG Price on World Market

Part or Assembly (Ft/unit) (Ft/unit)
Front hub 25.2 18.0
Rear hub 182.0 158.0
Saddle 130.0 100.0
Pedal 3] 46.9

Losses in bicycle operations amounted to Ft361 million in 1980 but decreased to Ft90
million in 1983 and stopped in 1985 after exports were discontinued. No exports meant no
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convertible currency was generated, however, which was detrimental to the Hungarian
economy.

In many ways, the firm's profitability was hurt most by the excessive economic
regulation of the Hungarian state. The turnover tax levied on sales and the labor bill
inflated domestic prices. In addition, the steady appreciation of the forint in the late 1970s
had raised prices of Hungarian bicycles abroad. Under the economic reforms of 1980,
domestic prices were subject to limits based on export prices and the cost of imported raw
materials. Because of the reforms, the company was unable to pass along its high raw-
material prices to domestic consumers. The result was that domestic prices were steady
from 1980 to 1985 while material costs rose, squeezing margins. Bicycles were transferred
to the "free price" category, but prices still could be changed only with the permission of the
State Price and Material Bureau.

The Decision

To help with its analysis of the KKG opportunity, Schwinn management had gathered
some additional information on joint ventures in Hungary. Apparently a number of methods
could be used to structure the joint bicycle business. One was to manufacture the products
in a free-trade zone in Hungary. This method allowed materials and parts to be shipped
in, with duty, but the duty would be returned on all assembled items shipped to convertible-
currency countries. The 30 percent tariff on bicycles would remain on all imported parts
used for bicycles sold in Hungary. A second method was to manufacture the bicycles in
Hungary, sell the majority of them in Hungary and other East Bloc countries, and sell the
balance of the production in Western Europe. In this method, the Hungarian government
could give incentives either in the form of a S-year tax holiday or a reduction in the 50
percent value-added tax.

Schwinn's analysis of the future in Europe, including the plans contemplated by
Western European countries for 1992 and the apparent changes in the East Bloc countries'
desires to trade with the West, indicated that the second structure might be better. The
free-trade zone had short-term advantages and would be preferred under current conditions.
If, however, trade between East Bloc countries became freer and was based on convertible
currencies in each country, the experience of marketing in the East Bloc would be
invaluable. Initiatives to implement currency convertibility within the East Bloc countries
were in process, and convertibility within those countries was likely to occur sooner than
convertibility with the dollar or other convertible currencies. Trading within these Eastern
countries would open opportunities for a Csepel-Schwinn joint venture to increase volume
and, thus, profitability.

Tom Henderson's task was to determine for Schwinn management the criteria to be
used to make the go/no go decision, what additional data and analyses were needed to
reduce the uncertainties, and, if the decision were to proceed, what the key negotiating
issues were.
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Exhibit 1
SCHWINN BICYCLE COMPANY (A)

Hungary: Gross Domestic Product
(in billion forints)

Current Prices Volumes (%)
1987 1988 1988/1987
Sources
Industry 399.9 420.0 98.1
Agriculture 180.2 191.0 105.2
Construction 91.6 97.0 97.8
Other material and services 554.7 692.0 100.0
GDP total 1,226.4 1,400.0 100.0
Uses
Personal consumption 778.5 858.9 95.7
Public consumption 126.3 155.0 102.8
Consumption, total 904.8 1,013.9 96.7
Gross fixed investment 303.5 304.0 943
Net increase in stocks 24.0 45.1
Domestic use of GDP 1,232.3 1,363.0 97.7
Exports 464.4 529.5 106.3
Imports 470.3 492.5 100.6
Net exports -5.9 37.0
GDP total 1,226.4 1,400.0 100.0

Source: National Bank of Hungary 1988 Annual Report.
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Exhibit 2
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Hungary: Balance of Payments in Convertible Currencies, 1986-1987

(in million US dollars)

Exports
Imports
Trade balance
Freight and insurance, net
Travel, net
Investment income, net
Government expenditure, net
Other current receipts, net
Unrequited transfers, net
Current balance
Medium- and long-term capital
Assets, net
Liabilities
Inflows
Outflows
Short-term capital, net*
Overall balance
Monetary movements**
Monetary gold (-increase)
Foreign exchange (-increase)
Use of IMF resources

*Includes errors and omissions.
**Figures in brackets mean increases in assets.

Source: National Bank of Hungary 1988 Annual Report.

-1,419

5 5
1,202
3,802

-2,600

577
49

(-14)
(15)
-50

102

-97
1,177
3,108

-1,931

-1,137

-904

(324)
(935)
-355
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SCHWINN BICYCLE COMPANY (A)
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Hungary: Balance of Payments in Nonconvertible Currencies, 1986-1987

Exports
Imports
Trade balance
Freight and insurance, net
Travel, net
Investment income, net
Government expenditure, net
Other current receipts, net
Unrequited transfers, net
Current balance
Medium- and long-term capital
Assets, net
Liabilities
Inflows
Outflows
Short-term capital, net
Assets
Liabilities*
Overall balance

*Includes errors and omissions.

Source: National Bank of Hungary 1988 Annual Report.

(in million US dollars)

198

5,012
-4,995
17

-76
167
-28

4

45

4

133

-64
-174

59
233

25
10
-61

1987

4,815
4,713
102
-81
170
-39

101
262
-111
-107

60
-167

72
124
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Exhibit 4
SCHWINN BICYCLE COMPANY (A)

Hungary: Gross Foreign Debt, 1983-1987
(In million US dollars; end of periods)

1983 1984 1985 1986 1987

In convertible currencies 8,250 8,836 11,760 15,086 17,739
By original maturity*

Short-term 2,123 1,421 1,705 2,422 1,954

Long-term 6,127 7,415 10,055 12,664 15,785
By type

Financial loans** 6,712 7,220 10,089 13,355 15,776

Trade-related creditst 1,124 1,125 1,319 1,433 1,652

Intergovernmental credit 4 3 2 1 1

Othert 410 488 350 297 310
In nonconvertible currencies 1,367 1,260 1,229 1,109 1,026
By original maturity

Short-term 380 342 176 199 263

Long-term 987 918 1,053 910 763
By type

Financial loans 331 341 212 228 290

Trade-related credits 30 24 - - -

Intergovernmental credit 948 863 1,009 873 728

Other 58 32 8 8 8
Total foreign debt 9,617 10,096 12,989 16,195 18,765

* Short-term debt is defined as debt with a maturity of one year or less. Long-term debt
is defined as debt with a maturity of over one year.

** Syndicated loans, bonds and notes, bank to bank credits and deposits, and balances of
nonresident banks.

+ Including bankers' acceptances.

} Mainly down payment for Hungarian export and import documents in the process of
settlement.

Source: National Bank of Hungary 1988 Annual Report.
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SCHWINN BICYCLE COMPANY (B)

The agreement between Schwinn and Csepel was signed in October 1988 after many
months of negotiations. The new company, Schwinn-Csepel Bicycle Manufacturing and
Sales, Ltd., was a Hungarian joint venture. The U.S. partners were Schwinn Bicycle Co.
with 41.1 percent and Willie Bicycle Corp. of Bethlehem, Pennsylvania, with 9.9 percent; the
Hungarian partners were the Institute for Energetics and the Csepel Works Machinery
Factory for the Garment Industry and Bicycles with 9.0 percent and 40 percent, respectively.
Because Willie Bicycle Corp. worked closely with Schwinn and was not involved in Hungary
other than its investments, Schwinn had 51 percent control.

The joint venture’s specifically authorized activity was the design, manufacture,
assembly, and marketing of bicycles. It would make some parts, import some parts, and
obtain other parts from Csepel, as the former company had done. The goal was to make
bicycles for the Hungarian market, to export competitively to Western Europe, and, in the
future, if an East Bloc convertible currency became a reality, to export to East Bloc
countries.

During the negotiations, in addition to settling the percentages of control, the
contribution by each of the parties was decided as follows:

Csepel Schwinn
Machinery and equipment 90 10
Capital 0* 80
Technology and product know-how 40 60
Designs 30 70
Tools 80 20

*The Institute for Energetics supplied 20 percent of capital.

This case was written by Professor James C. Dunstan. Copyright (c) by the Darden
Graduate Business School Foundation, Charlottesville, VA. 22906. Revised 6/91.



2. UVA-F-949

Each item was given a value in dollars in order to allocate ownership, and the
building was leased from Csepel by the joint venture. In addition to the equity supplied by
Schwinn, debt capital was necessary. Based on a feasibility study presented by Csepel to
Magyar Hitel Bank Rt, the Hungarian Credit Bank, Ltd., provided a credit line of 250
million forints' for use by the new company.

The management of the plant was to be Hungarian, but Tom Henderson, with the
title of Director of European Operations, would be the American overseer and Schwinn
representative at the plant. Quality control was to be under Schwinn’s management, as were
the design and specifications of the bicycles--especially those being exported with the
Schwinn label. Management aspects such as monthly reports, personnel policies, manning,
asset control, and manager succession were discussed and settled in the negotiations.

Prices on the bicycles for Hungarian consumption had been set by the Ministry of
Material and Prices to be 8 percent above costs on January 1, 1989. Pricing was a serious
problem, because Schwinn-Csepel would be selling as a private company into a controlled
economy where the government was interested in protecting the consumer. With 20 to 30
percent annual inflation forecast for 1989 and 1990, the company would have to apply to the
Ministry of Material and Prices constantly for price increases to stay even with inflation.
Price controls applied primarily to consumer goods, so many of the Schwinn-Csepel’s
suppliers could raise prices without governmental approval. Prices were set on specific
products. If Schwinn changed designs or made important quality improvements, it would
have the opportunity to apply for prices on new products. (Higher prices on new products
were easier to obtain than price relief for inflation.) Therefore, the implementation of
design changes or cost reductions would be necessary if Schwinn-Csepel were to maintain
profits.

The manufacturing operation was significantly changed after Schwinn became a
partner. Equipment that was not involved in bicycle manufacturing was removed, and the
production-flow lines were laid out according to Schwinn’s design to gain productivity.
Procedures to improve quality were also initiated. The plant changes were financed and
carried out by the Hungarian partners as part of their contribution. During the negotiations,
Csepel agreed to transfer redundant workers to other Csepel factories in the immediate
area. This agreement allowed the joint venture not only to reduce the number of
employees, but to select the better workers from the total pool.

The plant began shipping bicycles in early 1989 and was scheduled to produce
250,000 bicycles after the start-up period. After a year of operation, the plant was in the
black, although the profits were small. The plant was running at an annual level of 200,000

160 forints = 1 U.S. dollar.
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bicycles with a work force of roughly 400. This production level represented a productivity
increase of between 15 and 20 percent. New painting lines and some automatic welding
equipment had contributed to this labor saving and to quality improvement.

At this point, Schwinn believed that being there "firstest with the mostest" would
allow it to retain its Hungarian market no matter what competition might arise in the future.
Henderson was satisfied with the negotiating process and with the progress since the joint
venture began operations, but he wondered how the progress to date would be evaluated
by his superiors. He knew that Schwinn’s executives were reevaluating a planned expansion
in China because of that country’s crackdown after Tiananmen Square. One option being
considered was the expansion of his operation. The decision would involve the nature of
the risks of doing business in each country.






EEEESE  craduate School of Business Administration

DARDEN  university of Virginia

UVA-F-1004

RODALE PRESS IN THE COMMONWEALTH OF INDEPENDENT STATES

Paul Wessel, the chief financial officer and Chuck McCullagh, vice president of
Rodale Press and publisher of the company’s Bicycling magazine, were leaving Pennsylvania
on Monday for a November 1991 visit to the company’s joint-venture operation in Moscow,
which published a Russian-language farming magazine, Novii Fermer (Russian for New
Farmer). Wessell, his hands behind his head and leaning back in his chair, was ruminating
on the history of Rodale Press’s business in the Soviet Union, or the Commonwealth of
Independent States, as it was now known.

In the two-plus years since the deal had been initiated, unforeseen problems had
arisen. Five issues of the bimonthly magazine had been published, but the sixth issue had
been put on indefinite hold when Wessel and McCullagh learned that their Russian
distributor was buying the magazines but not distributing them! Most of the magazines sat
in a warehouse outside Moscow. The Russian editor of the magazine was also selecting
articles for publication that were utterly beyond the scope of the magazine, and he seemed
oblivious to Rodale’s advice. As the political situation in Russia became increasingly
unstable, moreover, support for the magazine among potential advertisers evaporated.
Wessel wondered if the company would ever achieve its goals in Russia.

RODALE PRESS

Rodale Press, a $300-million, family-owned publisher of books, magazines, and
newsletters, published 50 books a year on health, fitness, homes, and gardens. It also
operated four book clubs. The company’s magazine titles included Prevention, the nation’s
most widely read health magazine, which offered systemic ways to prevent illness and
disease; Organic Gardening, a practical guide to organic-food growth and preparation
methods; Bicycling,the world’slargest English-language cycling publication; Runner’s World,
America’s leading running magazine; Men’s Health, Backpacker; and American
Woodworker .

Funded in part by Rodale Press, the Rodale Institute, a non profit organization,
conducted research and development in the areas addressed by Rodale’s publishing
businesses. The Rodale Institute developed methods of sustainable agriculture that were
more productive, more profitable, and more protective of the land than current methods.

This case was prepared by Virginia M. Syer, MBA 92 and Bonnie K. Matosich, MBA 92
under the supervision of Mark Eaker, Professor of Business Administration. Copyright 1992
by the Darden Graduate Business School Foundation, Charlottesville, Virginia.
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At the Rodale Research Center, a 305-acre farm in Maxatawny, Pennsylvania, farmers,
experts from major universities, the U.S. Department of Agriculture, and the U.S. Agency
for International Development worked together on these techniques. The Rodale Institute
also worked with governments, non profit agencies, and international organizations in
developing countries to help them build self-reliance and economic independence through
regenerative agriculture and improved use of resources. The findings of these collaborative
efforts were disseminated to farmers everywhere through the Rodale Institute’s New Farm
magazine, books, workshops, and farmer field days. The Rodale Institute was one
manifestation of a companywide mission that resonated throughout the Rodale Press. The
company’s brochure opened with this statement of the mission:

At Rodale Press, we have a vision of the world as
it could be. A world where health is recognized
as more than simply freedom from disease.
Where individuals take control over their lives.
Where people protect and enhance the
environment. Where neighbors and nations are
guided by the spirit of cooperation.

The company offered self-improvement classes for its employees, no-smoking policy applied
to all buildings, and employees were encouraged to use the Energy Center, a fitness facility
that provided not only exercise classes but also team sports. Rodale Press occupied 13 new
and renovated buildings sprinkled in and around the rustic town of Emmaus in the hills of
eastern Pennsylvania. Fitness House, the company’s "cafeteria," was a renovated home
decorated with beautiful artifacts selected by Ardie Rodale, the wife of the recently
deceased Chairman Bob Rodale. There employees could select healthy flavorful meals,
many of them vegetarian, served family style.

The company was founded in 1930 by J.I. Rodale, a forward-thinking man who saw
the need for natural farming techniques to enable Americans to eat better than they were.
In 1942 he launched Organic Gardening, and followed with Prevention in 1950. Many
recognized Rodale’s founder as the father of the- modern natural-food and natural living
movements in America. Bob Rodale, J.I.’sson, led the company from the time of his
father’s death in 1971 until his own death in 1990. Bob Rodale’s personal contacts and
interest in the former Soviet Union led to the launch of Novii Fermer.

The company’s revered chairman had died in a car accident en route to the Moscow
airport while actually working on this deal. The company’s resolve to publish the first issue
of Novii Fermer was strengthened by his passing. At the moment, however Wessel was
questioning whether a commitment to pursue Bob’s dream, however strongly felt, would be
enough to overcome all the difficulties the project faced. Rodale’s investment to date in the

Russian deal including legal fees and the purchase of some equipment for the venture was
about $1.5 million.
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GENESIS OF THE DEAL

With the ascension of Mikhail Gorbachev in 1985 and his policies of glasnost
(openness) and perestroyka (restructuring), American consumer businesses began to eye the
Soviet market’s 287 million people. In January 1987, the Presidium of the U.S.S.R.Supreme
Soviet authorized the establishment of joint ventures between foreign companies and Soviet
entities, such as factories and government organizations. Mikhail Gorbachev, who became
president in 1985, envisioned that this joint cooperation would satisfy Soviet requirements
for scarce industrial products, raw materials and foodstuffs; attract foreign technology,
management experience, material and financial resources; and develop the export base of
the country. When the law was first introduced, a foreign partner was entitled to a
maximum of 49% ownership in a venture. Foreign companies, however, were not allowed
to repatriate their profits; that is, they could not convert ruble profits into hard currency.
Therefore, Western partner companies had to be willing to invest for what is, by American
standards, the incredibly long term or establish some sort of barter arrangement to bring
home profits in the form of salable goods.

The relationships leading to the Rodale joint venture started in August 1989.
Yevgenii Gringaut, a Russian working at Vneshtorgizdat, the publishing house of the Soviet
Foreign Trade Ministry, had an idea for not merely a magazine, but for a whole package,
of primarily publishing businesses. Many Russians were predicting an explosion of
privatized, independent, owner-operated farms and Gringaut wanted to ride this wave of
interest in farming by teaching individual Russian farmers the American approach to
agriculture. Because at the time the only way Russians could deal outside the official
government ministries was in a joint venture, and because Gringaut wanted to focus on
American farming, he needed as a partner an American farm-oriented publisher. Gringout
was attracted to Rodale’s organic, regenerative approach to agriculture because he himself
was a weekend gardener, a breeder of gladiolus. Coincidentally, his top ministry assistant
and General director of the joint venture, Vasilii Senatorov, had met Bob Rodale, an ardent
cycling enthusiast, while covering international bicycling events. He moved quickly to
establish contact.

Gringaut wanted the magazine to be an American-style magazine with American
editorial content and an American look and quality. A Russian-printed magazine would
face considerable quality problems. Russian printers could not print in four colors, could
not obtain high-quality paper, or adhere to deadlines. As a result, Gringaut had no choice
but to propose that the venture print the magazine outside the Soviet Union. While the
venture considered a printer in Yugoslavia, PTS eventually settled on printing the magazine
in Helsinki, Finland. The Finns had long-time commercial ties to Russia. PTS also chose
the Finnish printer because the employees spoke English, used the Western banking
network, and were "more businesslike" than the Yugoslavs.
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The magazine would generate ruble revenues. Operating expenses for the magazine,
except for the printing, would be paid in rubles, but operating expenses were projected to

be relatively small. Thus the magazine would have a big ruble profit and a big hard-currency
deficit.

While a farming magazine was to be the centerpiece of the deal, it was not the whole
deal. In Russia, any profitable deal required connections with hard currency or with
tangible goods with which to barter for hard currency. Gringaut had a dacha in a village
that adjoined the 50th Anniversary of the October Revolution State Farm in Kudinova,
Noginsk, 40 miles east of Moscow. He and the farm director, Nikolai Geleti, had become
friends. The state farm had political connections and could provide goods for bartering or
paying employees of the joint venture. Moreover, the farm director, also stirred by the
promise of capitalism, wanted to construct a sausage factory in which to process the farm’s
60,000 pigs. Quality equipment for such a factory, however, would require hard currency
amounting to several hundred thousand dollars. Gringaut decided to offer the farm director
equipment for the sausage factory in exchange for the farm’s participation in the joint
venture. Employees of the joint venture would receive high-quality sausage from the

factories and operation, perhaps at some point down the line, rights to some of the farm’s
land.

With American equipment and technology, the farm could produce quality sausage
and salami. Half of the sausage production would be sold to the Soviet public for rubles.
The remaining sausage would generate hard currency being sold in Berioskas (hard-currency
stores) and to embassies and hotels catering to foreigners. For the first year of operation,
the sausage plant was projected to make a dollar profit of $1 million. The operating

expenses of the sausage plant, including construction expenses, feed for the pigs, salaries,
and utilities, would be denominated in rubles.

Thus the sausage plant would lose money in rubles, but generate a profit in dollars,
whereas the publishing operation would make money in rubles and lose money in dollars.

The idea was that the two operations would subsidize each other. Whatever fell between
the cracks would be profit.

Gringaut also envisioned that the ruble profits would fund a tourism venture and
that the venture’s publishing services would be sold to other people just as on a Christmas
tree. Gringaut would hang dozens of different businesses on the initial joint venture.
"Gringaut had explained it to Wessel as follows:

"Russian law is quite different from American law. In American law, there is a
presumption that you can do anything except what the law prohibits. In Russian law,
you can do only what the law specifically sanctions; that is, you cannot make a move
until the law says you can. So if you want to do anything, no matter how elementary,
it has to be written into your charter.
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THE DEAL TAKES SHAPE

Gringaut persuaded Bob Rodale to become involved in August of 1989. Wessel and
McCullagh were brought in shortly thereafter. The two senior managers had the most
international experience in the company. As chief financial officer, moreover, Wessel
negotiated the financial and legal sides of all Rodale deals. The idea was for Wessel to
negotiate the deal subsequently and leave the day-to-day running of the magazine to its
operating staff, U.S. Editor George DeVault, Advertising Manager Tanya Tishin, and the
Russians. McCullagh would assume the title of publisher. British by birth and well traveled,
McCullagh was also known as Rodale’s corporate troubleshooter. He was already in Europe
during Wessel’s first visit to Moscow in November, 1989 and he met Wessel there. Neither
he nor Wessel spoke any Russian.

Rodale had no delusions about generating hard-currency returns any time soon.
When Wessel was first evaluating the deal, he proposed to Bob Rodale three possible
rationales for getting involved. One, Rodale Press could make some money; two, Rodale
could help the Russian people improve their lives; and three, the people at Rodale could

have some fun. Bob Rodale responded that Wessel had stated the right reasons, but in the
reverse order.

Wessel met with Gringaut three times in November 1989 to negotiate details . Then
he and McCullagh spent a week in Moscow in December 1989 finishing the agreement. The
partners signed the agreement in late February 1990. Under normal circumstances, a joint-
venture agreement required six months for authorization by the Russian government.
Gringaut, however, had a contact within the Finance Ministry, a case officer who reviewed
joint-venture agreements such as this one. During an accidental meeting with Gringaut, this
contact told him that PTS needed to make some minor changes in the documents. Wessel
recalled looking at the list of required changes, and thinking that they did not limit the
scope of PTS’s businesses at all. The authorities were apparently more concerned with the
formalities of the documents than with how the documents would empower the joint
venture. In May, the partners received one of the fastest government approvals in the
history of joint ventures. Thanks to Gringaut’s chance meeting. After registering in May
1990, the joint venture started hiring employees.

The charter specified a timetable of major activities. The pilot issue of Novii Fermer
was to be published May 15, 1990. At that time,the joint venture would not exist, so Rodale
would have to publish this innaugural issue. Gringaut and Rodale had very different ideas
about the purpose of this first issue. Gringaut wanted to get a sense of the magazine’s
reception among Russian farmers; he thus wanted a pilot that represented the content,
quality, and focus of the actual magazine. Rodale wanted to use the pilot as a tool to
generate interest among U.S. advertisers.
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Several staff people in Emmaus handled the project, and they created a pilot that was
unrepresentative of the Novii Fermer that was to be. The pilot issue, printed in the United
States, was of higher production quality than later issues. It was almost entirely in English
and featured articles technically beyond Russian farmers’ comprehension. Gringaut and the
other Russian managers at PTS did not even want copies of the pilot. Advertisers, on the
other hand, were excited about the pilot issue, but they had inflated expectations of the
permanent magazine. (See Exhibits 2 and 3 for a copy of the letter Tishin sent to
prospective advertisers and for the advertising rates.)

THE START-UP OF OPERATIONS

Organizing the venture’s operations and hiring staff took much longer than Rodale
had anticipated. Office space in Moscow was in critically short supply. Moreover, because
of a shortage of construction materials, PTS spent seven months repairing the offices they
did obtain. The Russian partners spent four months looking for the secondhand furniture
for the offices, which were located in a converted apartment building. Office necessities
included a refrigerator, so that employees of PTS might purchase food in the morning on
their way to work while food was still available in the stores.

Hiring and retaining employees was difficult. Most of those hired had worked for
governmental agencies such as the State Press and Publishing Committee or the news agency
TASS. They were excited about participating in this operation. The head of the editorial
office explained, "Ina government organization, yes, you are supplied with paper. You feel
stable, but the salary is low, and there is no room for creative efforts. Here I have a lot of
freedom to show my creativity." The opportunity to participate in a creative venture, to
travel abroad, perhaps even to receive some hard-currency compensation did not, for some,
outweigh the difficulties of working in the PTS environment. Two of the joint venture’s
employees resigned because they preferred jobs with more structure, less ambiguity. "They
preferred the certainty of knowing exactly what they were supposed to do,"explained Vasilit
Senatorov. For one 40 year old employee, PTS offered his first chance to travel abroad His
outlook after joining the venture was "totally different” than before. He thought that he
might change jobs to look for even a greater opportunity in another organization.

Gringaut and Rodale were still discussing who would do the printing and when the
magazine would be published when, on the way to the Moscow airport, a bus struck the van
they were in. All of the occupants were killed. After the accident, everyone working with
PTS became dedicated to publishing the first issue. As a result, it was printed quickly, in
January of 1991. Because the sausage plant was not yet finished and Advertising Manager
Tishin had sold only a few ads, Rodale Press agreed, given small print runs, to finance the
printing of the first several issues.
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The partners decided on a press run of 50,000 copies of the first two issues, 75,000
for the next two issues, and 100,000 copies of issues five and six (see Exhibit 4). Advertising
was still a tough sell, and the team in Emmaus had received a letter in August stating that
PTS was considering terminating the contract with the magazine’s distributor. The sausage
plant was still not on line, and Rodale Press was providing all of the venture’s hard-currency
needs. Consequently, McCullagh reduced the press run of issue five to 75,000.

DISTRIBUTION PROBLEMS

After the printing of the first issue in January 1991, Wessel and McCullagh went to
Moscow. McCullagh went in early March to attend a celebration of Novii Fermer’s
successful launch. In late May, Wessel visited Moscow but spent most of his time on legal
matters and on the award to PTS of 30 acres outside the city for the creation of an R & D
station similar to the Rodale Institute. The men returned to Moscow together in September
1991 to check on the venture’s progress. They discovered that distribution problems were
much more serious than Rodale employees in Emmaus had known. McCullagh and Wessel
tried unsuccessfully to reduce the print run of issue five even below the 75,000 level, and
they postponed issue six altogether.

Private Russian farmers numbered only about 12,000 at the time. Thus PTS had
considered direct mail for distribution but found it to be a costly proposition (1.5 to 2 rubles
per piece) with uncertain delivery. The state-owned magazine distributors services were also
expensive. Senatorov, however, contracted with an independent book distributor, Blagovest,
to distribute the magazine to large farm cooperatives, on kiosks, and eventually through
subscription.

When Rodale managers asked PTS whether the copies had been sold, PTS
responded that all the copies had been sold. While PTS had received some revenue, and
could claim it had sold all of the copies of Novii Fermer to the distributor, Blagovest had
not distributed the magazines. They were sitting in the Blagovest warehouse. "PTS’s
response was a reflection of our different views of the world," said Wessel. "Once Blagovest
had bought the magazines, PTS figured it was their problem."
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Wessel explained what went through his mind at that time:

When we heard this, we couldn’t believe it. We were paying
real money--U.S. dollars--to print the magazine. It was costing
us at least $0.60 a copy. And we have no hard currency
revenues, so the entire production cost represents a subsidy
from Rodale Press.

On the ruble side, the magazine sells on the newsstand for 4
rubles, but after the distributor takes a share, PTS gets only
about 1.5 rubles, which is worth about $0.06if we could convert
the rubles. Now, everyone knew, both the Russians and the
Americans, that we were losing money on the deal. But we
were willing to accept that as long as the magazine was getting
out to the readers, as long as we were spreading our message,
helping people, and building a business for the future.

What the Russians could not see was that magazines gathering
dust in a warehouse were not achieving any of our goals. They
were not being read; they were not doing any good for Russian
farmers; they were not building up our brand name for the
future. To add insult to injury, we were losing a lot of money.
The Russians accepted this situation because they weren’t
paying the dollars and they were getting the benefit of the ruble
revenue, small as it was. So I told them, if they really need the
rubles, I’ll just give them $0.06 for every copy that we don’t
print and save myself $0.54 a copy.

PTS talked to several distributors, but McCullagh and Wessel needed an ironclad
plan before they would approve it. A representative from a particular distributor had
numerous ideas. McCullagh asked him, "How are we going to get the copies from our
printer to the people?" He just didn’t respond. McCullagh even tried talking to him in
Russian. "Which towns are you going to, and where are the newsstands?" he asked. The
distributor could not answer, because he did not have a plan, just good intentions.

EDITORIAL PROBLEMS

The articles in the issues themselves were another problem. Some articles were
acceptable; others were way off target for the intended Russian readers. Most American
farming is so advanced, that it seems almost fantastical to Soviet readers. For articles,
Rodale supplied PTS with back issues of Organic Gardening and The New Farm magazine,
as well as copies of Rodale books and other U.S. agricultural magazines not published by
Rodale. If PTS selected an article from one of these other magazines, Rodale would obtain
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permission for Novii Fermer to print the article. Rodale suggested that Novii Fermer limit
the editorial scope of the publication and restrict itself to material of practical use to
Russian farmers.

Many of the articles selected by the Russian editor, Yuri Naumov, violated all
notions of serving a target audience, however At first the Rodale people thought maybe
they weren’t making themselves clear. They finally realized, however, that Naumov thought
he had complete control over the contents of the magazine. He was simply ignoring input
provided by DeVault, Novii Fermer’s U.S. editor. As time went on, Wessel concluded,

Either he does not want to follow our direction or he just
cannot understand what we are trying to tell him; that is, he’s
either insubordinate or incompetent. I don’t think he
understands the concept of the magazine. For instance, in one
issue, he ran an article directly from our Organic Gardening
magazine which reviews riding lawnmowers--an entire article,
along with specifications, devoted to things Russians not only
couldn’t dream of buying, but never knew existed (see Exhibit
5). Another article he ran looks like something out of a coffee-
table book--just pretty pictures showing how nice it is in
America, nothing of practical value to Russian farmers.

Following publication of those issues, DeVault tried to assert more authority in the
approval of articles to be included in the magazine. Naumov accepted DeVault’s advice,
but he still wanted to make the decisions. He did not recognize DeVault as having any
authority. In March 1991, Rodale started advising Senatorov to fire Naumov. In the
ensuing months, that advice grew stronger. In September, McCullagh finally told Senatorov
to fire Naumov, but Senatorov had not yet done so.

THE SAUSAGE FACTORY

The sausage factory presented another problem. In April 1990, Nikolai Goliti, the
Kudinova farm director, told Rodale that the sausage equipment could be installed in the
plant by the end of the following month. U.S. suppliers of the equipment prepared it for
shipment. By the end of May, however, the plant was nowhere near completion, so Rodale
put the equipment into storage in the United States Wessel traveled to Moscow four times
in the summer of 1990. Each time he was assured that the plant would be completed in six
weeks, so six weeks later he would return. After storing the equipment for almost a year,
upon assurances of the plant’s completion, Rodale finally sent the equipment to Russia. He
had been at the farm at the beginning of September 1991, and the equipment was sitting
idle in a storage shed on the Kudinova farm. Goliti had told him then that the plant would
be finished in two months, in time for Wessel and McCullagh’s November visit.
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Wessel had attempted to identify why the factory had suffered such delays. One
reason appeared to be materials procurement. Bricks, for instance, were available
domestically but were often in short supply, especially for those businesses, such as PTS,
that operated outside the centrally planned economy. Most bricks were produced by
government-operated factories, and most of that production went to fill government orders.
PTS could purchase bricks only if extra bricks had been produced. In addition, at the time,
the government was trying to fill production with government orders, in order to stabilize
the economy, which meant bricks were even harder to come by than usual.

Sometimes PTS would turn for bricks to the black market, where prices were often
10 times the government rate. Moreover, when the company was successful in locating
bricks, it had to purchase them immediately and find a truck to transport them. Once the
bricks arrived at the factory, PTS encountered another problem, a shortage of skilled labor
for construction. Goliti was not particularly helpful, because he was involved in 11 other
projects.

At first Wessel could not understand why PTS had not informed Rodale of the extent
of the delays or, at least, been more realistic about timing. After a while, however, he
learned an important lesson. As he explained,

The Russians do not like to share bad news with you, so they
bend the truth a bit. They will find a way to put the best
possible light on a situation, then and after the fact, come up
with excuses. Nobody wants to take responsibility. We still do
not have a factory, and I just got a letter saying it will be
completed during the first quarter of 1992. It’s beginning to
look as if it will never get done.

By November 1991, Wessel was wondering if Rodale could get out of the sausage
factory altogether. The company’s expertise was not in the manufacture of sausage; even
if the plant were up and running, Rodale would not know how to manage it. The original
magazine concept required the hard-currency because it did not include advertising. If Novii
Fermer could earn hard-currency advertising revenues, it might be a self-sustaining
proposition. Rodale’s challenge was to convince the farm director that he needed a partner
who, unlike Rodale knew and cared about the manufacture of sausage. Rodale’s investment
in the sausage plant was the equipment, which was still in storage at Kudinova. Wessel
believed that Rodale could recover its investment one of three ways: convince the farm to

buy the equipment, find another partner for the farm, or repossess the equipment in order
to sell it.
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The Meeting in November

Wessel leaned forward at this point and reflected on the overall progress of the
venture:

The Russians feel that the Americans have no business telling them what to do. Our
ownership of PTS is 50%. Vneshtorgisdat has 25%; and the State Farm has 25%.
I have tried to explain to them the golden rule: We’ve got the gold, we’ll make the
rules. They don’t like it. The PTS managers act as if they are our partners, rather
than our employees.

Wessel also was frustrated by the perception of PTS workers’ that they should be given
shares in the company, but that the managers of the venture were responsible for
profitability, with no participation required on their part. They seemed less concerned with
whether the enterprise succeeded than with whether the individuals could come together,
feel a sense of belonging, and commiserate about their sad lots in life. He sensed an almost
mystical feeling of the family and union in a collective venture. Undoubtedly, these differing
views of the business had clouded communications on many occasions.

Wessel also felt that the PTS employees did not seem to benefit from contact with
the Rodale managers. He wondered if he and Chuck had not sufficiently impressed upon
them the fact that "business is about doing things." For example, they still had no sausage
and no marketing plan for selling the sausage. And yet several employees wanted to open
a restaurant where they could serve the sausage. At the same time, he realized that part
of the problem might be that Rodale had not done enough to understand the Russian
people:

We have been told that the Europeans make a greater effort than we do to
understand the problems of the Soviet Union. Europeans seem to devote more time
to understanding the nature and root cause of their problems. Americans, they say,
just want you to do the job--they do not care how you get it done.

With these problems on his mind, Wessel looked ahead to the next Moscow visit that
he and Chuck had planned for mid-November, only a few days away. He knew that they
would have to make several critical decisions. Should they refuse to participate in the
venture unless the sausage factory were removed from the deal? Would it be fair or wise
to fire the editor who had ignored their previous directives and did not seem to understand
the purpose of Novii Fermer? How would they locate a new distributor for the magazine?

If these issues could not be resolved, should he suggest that Rodale pull out of the deal
altogether?
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RODALE PRESS IN RUSSIA . i
Agricultural Statistics for Former Soviet Republics, 199
Analysis of Agriculture in Soviet Republics

Byelorussia Ukraine Russia Lithuania Latvia Estonia
TOTAL
POPULATION
{millions) 10.2 51.7 147.4 3.7 2.7 1.6
TOTAL AREA
(mm hectares®) 20.7 60.4 1,707.5 6.5 6.5 4.5
Cultivated Yv.5 41.8 2175 3.6 2.5 1.4
Arable 6.1 (64.9%) 34.1(83.7%) 133.5 (61.8%) 2.3(67.7%) 1.7 (68.0%) 1.0 (71.4%)
tHay/ Mowing L4 (14.9%) 2.0(5.0%) 22.8 (10.6%) .3 (8.8%) 3 (12.0%) .2 (14.3%)
Pasture 1.9 (20.2%) 4.6 (11.3%) 59.6 (27.6%) .8 (23.5%) .5 (20.0%) .2 (14.3%)
TOTAL
FARMS 2,733 10,609 26.305 222 4,509 1,167
Collective 1,614 7.885 12,200 749 327 173
State 893 2.557 12,832 3 154 130
Peasant 226 167 1,273 1,162 3,931 858
LIVESTOCK
(millions) 6.5 392.6 NA 22.5 15.5 8.9
Catile 7.3 (12.1%) 25.6 (6.5%) N/A 2.4 (10.7%) 1.5 (9.7%) .8 (9.0%)
Pigs 5.1 (8.4%) 19.5 (5.0%) N/A 2.7 (12.0%) 1.6 (10.3%) L1 (12.4%)
Sheep/Goats .6 (1.0%) 93.0 (23.7%) N/A 2 (.9%) 2 (1.3%) A (.1%)
Pouliry 47.5 (78.5%) 254.5 (64.8%) N/A 17.2 (76.4%) 12.2 (78.7%) 6.9 (77.5%)
CROI'S Grain Grain Grain Flax Gratn Grain

Potatoes Puotatoes Sugar beets Sugar heets Forage Forage

Vepetables Beans Sunflowers Potatoes Potaoes Potatoes

Fruit Sugar beets Potoes MVegetables Vegetables Wepetables

Flax Sunflowers Flax

VMepetables

*| hectare = 2.47 acres
NA = Not Available
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RODALE PRESS IN RUSSIA
Letter to Prospective Advertisers
“OBRIN
EPMEP ...
A jou pubbcation of
Rouals Press &

Rodala Press, InC.  vneshiargizdal, a maj
33 East Minar St. Swielpcgzhsm( i
Emmaus PA 18098

USA

215-967-5171

Fax: 215-965-5670

Dear Prospect:

I'm happy to introduce you to NEW FARMER.

Just a word of explanation about circulation and advertising
rates. As indicated in the media kit's circulation information, we
expect circulation of NEW FARMER to be 205,000. But note that we plan
to reach that circulation gradually during the first two years of
publication and that the advertising rates for each issue will be
adjusted to reflect circulation. Advertising rates for the first two

issues (January/February and March/April, 1991) can be found on the
enclosed introductory rate card.

The circulation of the magazine (and therefore the advertising
rates) will be determined by the rate of agricultural reform in the
Soviet Union. Our marketing plan is to reach the economic decision-
makers in the Soviet Union, the people who actually have the hard
currency. These, of course, are the people you want to reach. As you
might know, this audience is changing and growing almost daily. We
want the circulation of the magazine to reflect this. Right now, hard
currency and economic decisions in the agricultural area are still in
the hands of relatively few government agencies (including state and
collective farms). Accordingly, we have decided to set circulation for
the first two issues at 50,000, a sufficient number to reach that
audience. This will make NEW FARMER one of the largest farming
magazines in the Soviet Union, even in 1its first few issues.

As agricultural and economic reform proceeds, as state and
collective farms are brokenm up and economic decisions are increasingly
decentralized (and actually made by "new farmers"), circulation will
be increased accordingly. We now believe it is reasonable to expect
circulation of NEW FARMER to reach 205,000 by the end of 1992. But
since Soviet President Mikhail Gorbachev has made agricultural reform
his top priority, economic decentralization may occur much more

swiftly and we may reach the 205,000 circulation figure much sooner
than we now anticipate.

I (as well as our sales representatives) will regularly update
you as our circulation grows and our advertising rates change. We
expect NEW FARMER to be a very prominent advocate for economic and

agricultural progress in the Soviet Union. Our magazine will be your
access to the future leaders of Soviet agriculture.

Sincerely,

Ooiia D Toghun

Tania Tishin 13
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RODALE PRESS IN RUSSIA
Advertising Rates for New Farmer

ADVERTISING RATES FOR NEW FARMER

ONE-TIME RATES

THREE-TIME RATES SIX-TIME RATES

#Ad SizelColor | B&W 4 2-Color /4/Color - | & B&W//3#3.0010¢8 &.Color | B&W .2 Color 4-Color

Full Page $2,505 $2,830 $3,250 $2,305 $2,575 $2,960 $2,255 $2,515 $2,895
2/3 Page $1,775 $2,010 $2,310 $1,640 $1,825 $2,100 $1,600 $1,785 $2,055
172 Page $1,375 $1,555 $1,790 $1,270 $1,415 $1,625 $1,240 $1,385  $1,590
1/3 Page $950 $1,075 $1,430 $875 $980 $1,300 $855 $955 $1,275
1/4 Page $800 $740 $720
1/6 Page $525 $485 $475
112 Page $300 $275 $270
2nd & 3d $3,510 $3,195 $3,125
4th $3,770 $3,430 $3,355
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Iixhibit 4 UVA-F-1004
RODALE }'RESS IN RUSSIA
Expected Circulation for New Farmer
he 6 republics chasen for the circulation of New Furmer —
ussia, Ukraine, Byelorussia, Lithuania, Latvia and Estonja —
jpresent a majority of agricultural activity in the Soviet Union:
85.1% of all collective farms, 72.5% of all state farms and
more than 80% of all individual peasant farms are located in
these areas.
EPUBLICS
Farms Byelorussia Ukraine Russia Lithuania Latvia Estonia TOTALS
Collective 1,614 7,885 12,200 749 327 173 22,948
State 893 2,551 12,832 311 251 136 16,980
Peasim 226 167 1,273 1,162 3,931 858 7,617
TOTALS 2313 10,609 26,305 2,222 4,509 1,167 47,545

‘e, collective and peasant farms:

J00 copies
Libraries in target republics (75% of 32,000 libraries):
24,000 copies

Farm social clubs (25% of the 85,000 clubs):
21,000 copies

Special agricultural schools with libraries in the target regions:
500 copies

Weekend farmers and other individual subscribers:
25,000 copies

Distribution through kiosks:
74,500 copies

Samples and complimentary issues:
10,000 copies

Estimated first-year total circulation:
205,000 copies

15
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RODALE PRESS IN RUSSIA
Article on Riding Lawnmowers

MHUHU-TPAKTOP
AN OropogA

3

Bwbpate Mmopnens tpaktopa nna ce-
MEAHOW PepMbl — TO XE, 4TO KYNUTb HO=
B8biA aBToMObUNe. B 0boux cnyuasx 8
pacnopaxeHun aMmepukaHckux pepmepos
HeorpaHu4yeHHon Boibop Mogenen n
sapuantos. KonewHo, MUHW-TPAKTOP ro-
pPasfo fewesne MawmnHe, HO ¥ OH CTOUT
ot 2 no 9 Tec. gonn., a Takas Nokynka 3a-
cnyxueaer ocoboro BHuMaHus u Twa-
TENLHOIO W3YYEHUA NPENNATraeMulx
BapHUaHTOB.

Amepurkanckuih xypHan Successiul
Farming HaHsn rpynny nHxeHepos, KoT1o-
psie NpoBenu Cepuic UCNLITAHWA NATY
Haubonee NonNynapibix MOAENERn MuHu-
TpaxkTopos, MowHocTeio of 16 ao 18 n.c.
Mectom nposenenuns ncnurannm boina
suibpaHa TexHuueckas nabopartopus
yHueepcuteta wrata Hebpacka. Unxe-
HEPLI NPUMEHANW CTaHAAPTHLIE METOAb
OUEHKU NPON3BOANTENBHOCTU TPAKTOPOS,
OUEHWBaNW YPoBEHL WYMa U komdopTa-
6enbHocTb. MunM-TpakTopa Nnposepsany B
nonewsix ycnosusax, npobosanun c ux
nomouwlto 0bpabarwears noysy. B 1abnuue
npueeneHs NaHHLEe, NonyYeHHule OoT
Npon3BoAMTENER TPAKTOPOB WM NPWU OLEH-
K€ MX FPynnon 3KCNepToB-UHXEHEPOB B
X040€ UCNBITAHWIA.

[pynna 3xcnepros He CTpeMunach Bbi-
Gpaib nyvwwi Tpaktop. Wx 3apava Guina —
NOMOL COpUEHTVPOBATLCS NOTPebuTenio Ha
PHIHKE CeNbCKOXO3ANCTBEHHOM TEXHWMKU U
npuobpect Moaens, NOAXOARKWYIO NO LeHe
v oTeevalouLyio noTpebHocTam depmu, cana
wnu oropoaa.

UVA-F-1004
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Cranpaprtioe
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Tapasnsyecussi

HaBecuuie opyaua
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8aNacL Ha CYHLeK IMBHLIX OULYILEHWAX MHXEHEPOB. YNACTBOBABILIMX B MCIbI-
i 1aumsx. Hem nuxe Bann, TeM nyviwe nokasarens.
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DARDEN  university of Virginia UVA-F-1005

RODALE PRESS IN THE COMMONWEALTH OF INDEPENDENT STATES (B)

In early March 1992, Paul Wessel again sat down to assess the situation at Novii Fermer.
He and Chuck McCullagh, vice presidents of Rodale Press, had canceled their planned trip to
Moscow in November. At the last minute, they had learned that two of the three Russian
members of the board of directors were not coming to the board meeting. The magazine had
not been published for six months now, since issue five, which had come out in September. The
next issue was due out this month, however. Some critical operating changes had been made
in the last several months.

One of the conditions for resuming publication of the magazine had been made in
September that Senatorov, general director of the joint venture, fire Vasilii Naumov, the Russian
editor. Four months later, in January, Senatorov fired him. U.S. Editor, George DeVault had
hired a new editor for the publication, Victor Pinegin. Pinegin was fluent in English and
communicated daily by telex with Rodale’s offices in Emmaus. Wessel had just received from
Pinegin a page-by-page outline for the next issue of Novii Fermer, and it looked consistent with
the Rodale concept. PTS was planning to print fewer copies of this issue than previously, about
50,000. PTS was also renogotiating its contract with its Finnish printer in order to print Novii
Fermer in its new Russian plant. Rodale would now pay for printing partly with hard currency
and partly with rubles.

In Russia’s deteriorating economic situation, interest among advertisers had declined to
almost nil. "It was always an interest based on hope, never based on reality," remarked Wessel.
"Now when we approach companies about advertising in Novii Fermer, they say we’re crazy."
For the upcoming March issue, Rodale was not even trying to sell advertising in the magazine.
Rodale had also decided not to provide a product beyond their Russian readers’ expectations.
Accordingly, Novii Fermer would have a lesser quality execution, with less color and lower
quality paper.

The rapid devaluation of the ruble had not greatly hindered operations. The Rodale team
proposed raising the newsstand price of the magazine to 30 rubles, but Senatorov believed such
a price hike might turn away the magazine’s target readers. Wages in the city were generally
rising at the overall rate of inflation but farmers were among the poorest segment of the
population and experienced much smaller salary increases. Rodale had doubled the ruble salaries
of the PTS staff in early January. The rent for the PTS office space had been 13,000 rubles in
1991. For 1992, the landlord asked for 1 million rubles, and PTS acceded.

This case was prepared by Virginia M. Syer, MBA 92 and Bonnie K. Matosich, MBA 92 under
the supervision of Mark Eaker, Professor of Business Administration. Copyright 1992 by the
Darden Graduate Business School Foundation, Charlottesville, Virginia.
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PTS had also chosen a new distributor, the formerly state-owned Soyuz Pechat. This
option was expensive, but at least Soyuz Pechat had a plan for distributing copies of the
magazine.

Plans for the sausage plant had also changed. Wessel truly expected completion of the
plant in mid-March. He had convinced Nikolai Geleti to let Rodale sell its interests in the
operation if a suitable partner were found. The sausage plant made little sense as the hard-
currency generator in the deal; while the original plans had called for selling half the sausage
for hard currency, it had become clear that anyone with hard currency would purchase imported
sausage. Wessel noted that the sausage plant should still make a handsome ruble profit.

Wessel and McCullagh had considered sending a seasoned Rodale employee, someone
like DeVault, to PTS to help manage operations. In recent months, however, the risks of
maintaining an employee with a family in Russia had multiplied. Such an undertaking would
also be very expensive.

As of the spring of 1992, Rodale still had a strong commitment to its involvement in
Russia. The project was not a huge cash drain; the company was paying hard currency only for
the communication links and overnight mail. Wessel and McCullagh usually brought some petty
cash for the PTS office when they visited Moscow. PTS was financing its own day-to-day ruble
operating expenses. In fact, the joint venture had amassed a considerable ruble working-capital
fund from the first five issues of Novii Fermer, the publication of several books, and the original
contributions of the Russian partners. Summing up, Paul Wessel stated that Rodale’s goal was
to "stay in it and minimize our loss in the short run."
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CONTROL DATA CORPORATION:

ENTERING THE SOVIET COMPUTER MARKET

On a cool Minneapolis morning in August 1968, J. G. Miles, vice president for
Market Development at Control Data Corporation (CDC), contemplated the firm's
marketing strategy for the Soviet Union. Miles had just spearheaded a project that led to
CDC's first computer sale to the Soviets--indeed, one of the first computer sales ever
transacted by a U.S. computer manufacturer with the Soviet Union. Although several U.S.
companies had been selling computer equipment to other East Bloc countries for several
years, being the first through the door to the Soviet Union was a big accomplishment, one
which gained CDC significant recognition within the computer industry. With the benefit
of his experience, Miles needed to decide whether the U.S.S.R. continued to present an
attractive market for CDC's products, and if so, whether CDC should pursue another current
opportunity for sales there.

Control Data

CDC, headquartered in Minneapolis, Minnesota, was a leading U.S. manufacturer
of electronic data-processing equipment during the 1960s. The company's several diversified
divisions included a finance and insurance subsidiary, but CDC derived most of its revenues
from equipment sales. The late 1960s were marked by rapid growth in the computer
industry; in 1966 and 1967, respectively, CDC generated $109 million and $147 million in
computer sales and $62.1 million and $97 million in rental and service income. The
majority of CDC's sales were domestic, but international revenues were increasingly
important.

The Soviet Market

The Soviet Union first became interested in the Western computer markets during
the mid-1960s, a time in which the United States dominated the world mainframe computer

The draft of this case was originally prepared by Leonard Schwartz and John DePaulo of
New York University's Management Decision Laboratory, Professor Myron Uretsky,
Director. Rewritten by Professor Leslie E. Grayson and Research Assistant Grace S. Fogg,
University of Virginia. Copyright (¢) 1991 by the Darden Graduate Business School
Foundation, Charlottesville, VA.
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market. The Soviet computer industry, long isolated from the West, had not benefited from
the intense transfer of technology taking place among Western nations, nor were Soviet
computer products compatible with their Western counterparts. Soviet technology was an
estimated 10 years behind the West. Despite these industry constraints, the need for
computing power in the Soviet Union was growing rapidly. Scientific and commercial
applications demanded increasingly sophisticated machines and software, but Soviet
developers were unable to keep pace.

The U.S.S.R. Five Year Economic Plan introduced in 1966 called for a massive
campaign to improve Soviet computing capabilities. In reality, years of training and
investment were required just to meet current demand. Meanwhile, the growing need for
computers and software and mounting pressures for improved computer capability,
equipment, and software prompted the Soviet Central Planning Committee to look to the
West for its advanced-technology needs.

At the same time as the need for computer capabilities in the Soviet Union was
growing, a warming of relationships between the Soviet and U.S. governments was taking
place. During this period, the United States began to shift from a policy of comprehensive
trade denial with the Soviet Union to a policy recognizing the economic and diplomatic
benefits of trade. President Lyndon B. Johnson's administration liberalized trade policies
and encouraged cooperation with the Eastern Bloc. As a result, firms in all industries,

including companies in sensitive, high-technology sectors, began to test the waters of East-
West Trade.

Transferring technology to an East Bloc country was a long and complicated
diplomatic process requiring several levels of approval. First, all trade between Western
firms and Eastern government agencies was controlled by COCOM (the Coordinating
Committee for Export to Communist Areas), a U.S.-led NATO committee supervising trade
with Eastern Europe. Then, several agencies of the U.S. federal government, including the
Department of Commerce, the Department of State, and the Department of Defense,
exerted control over U.S. exports. Policies, in general, were designed to preserve national
security, and any product with a potential military application was carefully scrutinized.
Computer equipment fell clearly within this realm. Because U.S. regulations on the export
of high-technology products were much more restrictive than COCOM's policies, U.S. firms
were often at a disadvantage to West European companies when competing for business in
the Soviet Union.

CDC's Entry into the Soviet Union

As relations between the United States and the Soviet Union improved, trade
between the two countries began to surge. When the U.S. Department of Commerce
softened its stance on granting export licenses to the Soviet Union in the mid-1960s, Bill
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Norris, chief executive officer of Control Data Corporation, was intrigued by the prospect
of doing business with the Soviet Union. He decided that CDC should investigate the Soviet
market potential for its products and test the recent changes in U.S. export-control policies.

In October 1966, Norris sent a memo to Miles outlining his reasoning and objectives
for further study of the Soviet market. Miles responded immediately by contacting Jurgen
Shalk, CDC's Eastern European sales manager in Frankfurt, Germany. Miles requested a
report on prospects for sales in the East Bloc countries.

Shalk made a four-day visit to Moscow in December after his regular visit to his East
European territory. While in Moscow, he met with officials from the Ministry for
Electronics, the State Committee for Science and Technology, and Mashproborintorg--the
Soviet foreign trade organization (FTO) responsible for import and export of precision
instruments and communications equipment.

During a meeting at Mashproborintorg, the trade minister expressed interest in
purchasing a CDC computer system for the Soviet Weather Service, which was familiar with
the CDC 3800/3400 system that had been sold to the West German Weather Service and
wanted similar technology. The Soviets were so confident in the CDC system, they told
Shalk, that they would pass over comparable systems available from IBM, Siemens, and
Remington Rand in favor of the CDC system if the price was right and they could agree on
the appropriate technical configuration. All CDC would have to do was work out the terms
of the contract and obtain the export licenses from the U.S. Commerce and State
departments. The Soviet trade officials showed little concern for the existing embargo by
the U.S. of technology exports to the Soviet Union; they merely stated that "the general
situation seems very favorable here" for concluding the sale of a weather-monitoring system.

After returning to Frankfurt, Shalk sent Miles a memo detailing the events that had
taken place in Moscow. He suggested that Miles join him on a trip to Moscow in the spring
of 1967 to investigate the possibility of the sale further. Miles was excited about the
prospect of a sale to the Soviets and asked Shalk to arrange for the appropriate contacts
during a trip to Moscow in mid-March. He believed the weather system had a good chance
of receiving export approval from the U.S. government because of its nonstrategic nature
and function. He began to investigate the logistics of the sale from the U.S. side of the
transaction.

In January 1967, Miles contacted Dr. Frederick Schuman, director of the U.S.
National Meteorological Center in Washington, DC. Schuman urged Miles to consider
selling the Soviets the CDC 6600, a computer that would tie into a worldwide system. With
the endorsement of the United Nations, the World Meteorological Organization had
established a telecommunications network linking major weather-watch facilities on every
continent. CDC computers were already used in many of these installations, and Schuman
believed the U.S. government would approve the sale of the 6600 system to the Soviet
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Union. Far more advanced than the CDC 3800/3400 system, the CDC 6600 was one of the
most powerful systems available. He suggested that Miles meet with Professor V. A.
Bugaev, chief of the Moscow Meteorological Center, during his trip to Moscow in March.

Shortly after his visit with Schuman, Miles and two other CDC executives had an "off
the record" meeting with a highly placed U.S. Defense Department official to explore the
current U.S. stance on trade with the Soviet Union and to gauge CDC's chances of gaining
approval for the sale of its 6600 computer. The official told the group that an East-West
Trade Bill and Consular Agreement were experiencing trouble in Congress, but that the
President, strongly in favor of opening up trade with the East, had asked the Secretary of
Defense to investigate ways of supporting his interest. The Defense Department official
emphasized that the Department did not wish to pressure CDC into undertaking any
activities in Eastern Europe the company was not already considering, but he believed the
company could be part of opening up trade, and he did want to be apprised of CDC's plans.
The official also said that his office would stand ready to assist CDC if the company wanted
to push for an export license for the 6600 system.

A week later, the CDC executives and the Defense Department official reconvened
to outline CDC's strategy toward the East Bloc and the Soviet Union. In a diplomatic
gesture, Miles stated that CDC's motives were not merely profit oriented, but that the
company was interested in pursuing trade with the Soviet Union in support of the U.S.
government's ongoing effort to improve East-West trade relations. CDC representatives
also discussed the ineffectiveness of COCOM as a controlling factor in technology transfers
to the East, and the problems U.S. companies were having in competing with Western
European companies for Soviet business.

The tenor of this meeting was quite different from that of the first, however. The
official told the CDC group that the end use of the technology was an important factor in
gaining approval for technical exports. Therefore, the CDC 6600 system would be carefully
scrutinized for any potential military applications. The official stressed that the export
applications would have to specify the intended use and exact location of the equipment.
The Defense Department was concerned about the difficulty of assuring that such a

powerful system could be configured so that it could be used only for its intended, peaceful
means.

The CDC group acknowledged the likelihood that the 6600 would be more powerful
than any computing system the Soviets possessed at the time. To allay the Defense
Department's concerns, CDC proposed an arrangement in which the company's in-house
scientists would make periodic inspections of the system. The visits would be included in
the sales contract as a service agreement to ensure that the systems were functioning
properly and continuing to serve the customer's needs. Despite the inspection proposal, the
Defense Department official remained concerned about transferring such advanced
technology to the Soviets, and expressed the view that he could not support approval for
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export of the 6600 system. If CDC were to propose a less powerful system, such as the
3800/3400, however, he would, provided the computer's use and location were certified,
recommend approval of the export license.

Miles' Visit to the Soviet Union

When Miles left for the Soviet Union on March 15, he was slightly disheartened that
he could not offer Mashproborintorg the most up-to-date system for the Weather Service,
but he was confident in the prospects for the sale of the 3800/3400 system. He joined
Schalk and a sales engineer from the Frankfurt office in Moscow the next day. Together,
they met with Bugaev and a Mashproborintorg official at the Soviet Weather Service.

After a warm greeting, Bugaev, indicating that the lower powered 3800/3400 would
be insufficient for collecting and analyzing weather data throughout the Soviet Union,
expressed a keen interest in the 6600 system. He also told the CDC group that the Weather
Service's foreign-currency budget application had been withdrawn and that reapplying for
funds could delay negotiations.

Miles aired his concern over obtaining an export license for the 6600 system, but the
Soviets were not alarmed. The Mashproborintorg official indicated that the agency would
pursue the issue directly with the U.S. Embassy in Moscow. Because CDC executives
considered, however, that despite efforts of the Mashproborintorg, the chances of obtaining
U.S. government approval for export of the 6600 were slim, they believed their best sales
prospect in the Soviet Union had reached a blind alley.

Determined nevertheless to make the most of the trip, the CDC group went on to
other appointments, which included a meeting with representatives of the Dubna Institute
for Nuclear Research located approximately 40 miles outside Moscow. The Institute, an
agency devoted to nuclear research for peaceful means, wanted to participate in cooperative
world scientific exchanges but lacked the computing power and compatibility to do so. The
Dubna scientist had attempted to purchase an IBM 7090 system two years earlier, but IBM
was denied the export license. Given the improved political climate, they wished to try
again.

During the meeting, the Dubna representatives expressed interest in purchasing a
CDC 1604 system, which was similar to systems used at U.S. nuclear research centers such
as the U.S. Atomic Energy Commission labs at Brookhaven and Berkeley, California. One
of the scientists had used the CDC 1604 computer at an exchange in Zurich and was
impressed by its capabilities. The Institute could afford to spend between $300,000 and
$500,000 and was not looking at Soviet-made machines, which were incompatible with world
computing standards.
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On the return flight to Minneapolis, Miles reflected on the trip and weighed his
options. He knew Norris was anxious to conclude a deal with the Soviet Union. The 1604
computer sale to the Dubna Institute would be small in comparison with the sale of the 6600
system, but Dubna had the hard currency to make the purchase immediately. Negotiations
with the Weather Service could be delayed for months while it awaited budget approval and
a hard-currency allotment. Both sales would require export approval from the U.S.
government.

CDC's Strategy

Soon after returning to the United States, Miles and Hugh Donaghue of CDC's
Washington office met with officials of the Department of Commerce and the Department
of State to determine whether export approval could be received for either the 6600 or the
1604 system. During each meeting, Miles described the sales prospects, detailing the
technology, the intended use, and the expected location in which each computer would be
placed. He concentrated on the 6600 weather-system proposal for two reasons. It was more
technically advanced than the 1604 and, therefore, a better gauge of current policy toward
export control. Furthermore, the 6600 sale had the potential to generate greater sales
revenues for CDC.

The Commerce Department was reluctant to allow the 6600 technology to be
transferred to the Soviet Union, while the State Department favored the sale in support of
the East-West Trade Bill, still pending in Congress. Miles concluded that getting an export
license for the 6600 would be a long shot with the support of only one government agency.
On the other hand, neither department foresaw any problems in supporting the sale of the
1604 system. Miles decided to put aside the sale of the 6600 system and concentrate on the
1604 proposal.

Closing the sale of the 1604 to the Dubna Institute was easier than CDC had
anticipated, but it was a long process for such a small sale by Western standards. By July
1968, a system configuration including a mainframe, printer, and card reader had been
designed, and a price of $563,000 was placed on the package. Pending approval of the
export license, negotiations with Techsnabexport, the nuclear engineering equipment FTO,
were scheduled to begin in September.

In mid-August, CDC asked the Commerce Department to review the transaction and
offer guidance on formalizing the contract with Dubna. At the same time, CDC submitted
formal application to the Commerce Department for the export license. The review was
conducted promptly, and no serious problems were anticipated in approving the license.
The Commerce Department agreed to give its assurance for the export license and allow
CDC to begin negotiations as long as the company complied with three requirements.
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1. The contract should provide service agreement to give CDC
access to the site.

2. The license application should include a clause with a clear
statement of the intended end use of the computer system.

3 The contract should contain a clause stating "subject to granting
of U.S. export license."

Armed with the assurances of the Commerce Department, representatives from
CDC's European marketing division went to Moscow in September to begin negotiations.
By mid-October, a deal was struck pending approval of the export license. When the export
license was granted at the end of October, Miles returned to Moscow to finalize the
transaction.

The CDC 1604 computer system was delivered to Dubna on March 1, 1968. It was
installed in July and was up and running by August. The entire process had gone like
clockwork. Norris was pleased that CDC had been among the first American computer
companies to complete a transaction with the Soviet Union, and Miles believed that his
organization benefited a great deal from the experience.

How Should CDC Proceed?

Soon after the sale of the 1604 computer to the Soviet Union, CDC took a public
stance on U.S.-Soviet trade during testimony before the Senate Sub-Committee on
International Finance. The company's deposition stated:

It is Control Data Corporations' principal premise that the
computer trade is more constructive than trade in any other
commodity in obtaining better mutual understanding among the
most influential people in the world. Computers are among the
most highly prized commodities for import by those countries
that do not have them, because the people of these countries
believe that through computers they can most effectively
restructure the operations of their governments, their scientific
enterprises, and their industries to better fulfill their national
objectives to attain a higher standard of living for their people.

With the deal for the 1604 concluded, Miles wondered if he should try to resurrect
the sales proposal for the 6600. Mashproborintorg had recently indicated that the Weather
Service was still interested in purchasing the system, but they were also looking at an
equivalent model from IBM.
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The Soviet Union represented a market with burgeoning demand, and the trade
environment had improved. Still, Miles was concerned about how the 1968 Presidential
election, only three months away, might influence the future of U.S.-Soviet trade relations.
He wondered if efforts to restart the negotiations would be wasted upon the advent of a new
administration. He thought waiting until after the election to make his next move might be
prudent, but he was reluctant to relinquish CDC's lead to IBM. Also, considering the
lengthy process required to close the deal for the 1604, and the resistance he had previously
encountered to the sale of the 6600, Miles wondered whether potential for expanding
business in the Communist Bloc was worth all the headaches.
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ABB AND BERGMANN-BORSIG

Fritz Linnebach returned to his office in March 1991 after a discussion highlighting
Bergmann-Borsig GmbH, another potential acquisition for his company, Asea Brown Boveri,
to continue its expansion into what used to be East Germany. To place this opportunity into the
right context, he recounted in his mind the recent developments and tried to focus on the
strategic implications for ABB.

CONVERTING TO A FREE MARKET ECONOMY

On November 9, 1989, after more than 40 years of division between East and West
Germany, the government of the German Democratic Republic (GDR) opened the border to the
Federal Republic of Germany (West Germany). About one year later, on October 3, 1990,
before the first postwar all-German election, the GDR acceded to West Germany. The five new
Bundeslinder (states) of the former GDR and Berlin joined the ten existing Ldnder and West
Berlin and became constituent states of the Federal Republic of Germany. With this move, the
former GDR states were brought into the European Community, although some transitional
measures applied until the end of 1992. Even before reunification, on July 1, 1990, the German
Monetary Union had made the deutsche mark the legal currency in all of the GDR, which had
opened the GDR to free trade.

These developments started the process to transform the socialist central-planning system
in the new Bundesldnder to a free-market system within the legal framework of the Federal
Republic, based on private ownership, free trade, free competition, social security, and no
regulation of prices. To facilitate this transition and to stabilize the situation, the German
government immediately took the following actions: All former state-owned enterprises were
converted into either limited-liability companies (GmbH) or stock companies (4G). Ownership
of all shares of these new companies was given to the Treuhandanstalt, a trust agency
established to modernize and privatize these former GDR companies as soon as possible. At the
same time, the companies were required to present an opening balance sheet in deutsche marks
(a DM Eroffnungsbilanz) to provide at least some basis for evaluation.

This case was written by Professor Samuel E. Bodily and Dirk Schneider, Class of 1992, with
support from Citicorp Global Scholars Program, as a basis for class discussion. Copyright (c)
1992 by the Darden Graduate Business School Foundation, Charlottesville, VA.
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General procedures for retransfer of land and enterprises, for value equalization, and for
settlement of open questions of ownership were established, which substantially reduced political
and legal risk for future investors in real estate and other assets. To improve the overall
infrastructure, the government started large programs to improve transportation, communication,
and the public-utility system. The government also introduced an appropriate economic
administration for the former GDR in the form of chambers of industry and commerce and
branch offices of the Federal Ministry of Economics and the Federal Office of Foreign Trade
Information. In addition, several individual Ldnder initiated incentive programs to promote the
location of new industries and economic development.

All these changes were backed up by the financial power and the extensive economic
experience of the Federal Republic of Germany. In contrast to the other East European
countries, the new Bundeslinder could build their growth on a proven economic and legal
system. With average productivity at about 30% of the West German level, however, an
expected decrease in employment of up to 40% because of unneeded workers, and estimated
public-investment requirements of DM1,500 to DM2,000 billion over the next 10 years,
investing in the economic future of the Bundesldnder was not exactly risk free.

ASEA BROWN BOVERI AG ZURICH

In August 1987, Percy Barnevik formed Asea Brown Boveri (ABB) through a merger
between Sweden’s Asea and Switzerland’s Brown Boveri, a giant with US$17 billion in revenues
and powerful competitive positions in pollution-control equipment, railway vehicles, and electric-
power-generation technology. It was Europe’s largest cross-border merger. In October 1988,
Barnevik snapped up the steam-turbine business of AEG and signed a nuclear-reactor joint
venture with Siemens. January 1989 saw a joint venture with the Italian firm Finmeccanica, a
US$1.2 billion company, and the taking of a 40% stake in BREL, Britain’s leading railcar
manufacturer. In February, ABB began to move into the U.S. -- buying Westinghouse’s power-
distribution and transmission units for US$700 million. Moves in the U.S. continued in 1990 as
ABB completed a $1.6 billion takeover of boiler and nuclear-plant builder Combustion
Engineering, which boosted ABB’s North American sales to $7 billion. By the end of 1990,
consolidated revenues had grown to almost $30 billion and ABB had a more than 20% global

market share in the $50 billion electric-power-generation industry. (See Exhibit 1 for ABB’s
1990 and 1990 income statements).

With the European Community accounting for 25% of the previous year’s orders, North
America 24 %, and Western Europe outside the European Community 29%, the group was now
satisfied with its geographical spread. For the future, Barnevik predicted a decreasing rate of
acquisitions, although the expansion into Eastern Europe would continue. He saw the former
East Bloc, with its antiquated infrastructure and fouled environment, as a "huge market for our
type of business. But we know it will be a rocky road."
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ASEA BROWN BOVERI AG MANNHEIM

ABB Mannheim in 1990 was the largest European and the overall second largest company
within the ABB group. With a work force of 35,000 at over 50 locations in Europe, ABB
Mannheim generated revenues of almost DM7 billion and a net income of more than DM150
million (see financial statements in Exhibit 2). Electric-power generating equipment and railway
rolling stock accounted for two-thirds of the total business activity. While ABB Zirich
structured the group activities in the rest of Eastern Europe, ABB Mannheim was largely
responsible for the expansion into the former GDR. Therefore, to build a strong strategic
position in the new Bundesldnder, ABB established early joint ventures with more than 20
companies in its industry that were then government owned. These companies had a combined
work force of over 11,000. "We are, in principle, prepared to assume the entrepreneurial
responsibility for these enterprises and to make the necessary investments in these companies,
most of which would probably be unable to survive if left to themselves," Executive Vice-
president Eberhard von Korber stated in July 1990. "But the size of the investment will depend
on [the companies’] DM opening balance sheets, which have not yet been published, on the
company shares offered for acquisition, and on the necessary revamping effort."

Translating this statement into action, in December 1990, ABB acquired Energiebau
Dresden GmbH, a manufacturer of high-voltage overhead lines, switch gear, and catenaries. To
improve operating efficiency and to elevate the company’s products to ABB standard, ABB
estimated that an additional investment of DM30 million would be required until 1994. Two
months after this purchase, ABB bought Automatisierungsanlagen Cottbus GmbH, the leading
East German producer of power-plant control technology and process-automation equipment.
Modernization of this acquisition would run as much as DM40 million over the next few years.
Now, in March 1991, ABB and the Treuhandanstalt were negotiating the privatization of
Bergmann-Borsig GmbH Berlin.

THE BERGMANN-BORSIG PROPOSAL

The state-owned enterprise Bergmann-Borsig was established in 1945 out of the
Bergmann Electricity Company in the East, which was heavily damaged by Allied air raids in
World War II, and the workers of Borsig Electricity Company of the West, which was totally
flattened by bombs and whose workers moved over to the East. Until the beginning of 1990,
Bergmann-Borsig had grown to about 4,500 employees and occupied a major manufacturing site
in what had meanwhile become a predominantly residential area in former East Berlin.

During the previous 40 years, while the back wall of the company constituted about 1
Kilometer of the Berlin Wall between East and West, Bergmann-Borsig had built a leadership
position among the East bloc countries in the power-generating equipment business. The
company manufactured steam turbines up to 110 megawatts (MW) and gas turbines up to 24
MW, generators, and heat exchangers for both utility and industrial use. Not only was
Bergmann-Borsig the predominant supplier to all East German power plants, it also maintained
extensive assembly and service contracts with major power plants in the USSR, Poland, and
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other East Bloc countries. Consequently, Bergmann-Borsig could provide immediate access to

the expected business of building and remodeling East German and East European power plants
and systems.

A recent survey of plants in the former GDR had found that 50% of the steam generators
were older than 20 years; another 30% were aged between 10 and 20 years. Steam and gas
turbines presented a similar picture. Furthermore, estimates of the region’s air pollution had
concluded that the annual emissions of carbon dioxide and sulfur dioxide were roughly two and
seven times higher, respectively, on a per-person basis than in the rest of the European
Community. Based on these and similar studies, Frost & Sullivan, a New York-based market
research firm, estimated the sales of electric-power equipment in the new Bundeslinder