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: 1

1 Introduction

Although a company’s investment decisions are gdlyethe most important, most central-
ized, best documented and most analysed of alli¢besions it has to make. Paradoxically,
its investment is not easy to explain, forecastinluence. The long-term nature and irre-
versibility of growth decisions make them crucialdetermining a firm’s success or failure,

growth and general development.

Within the overall picture of a firm’s major econmnactivities, illustrated in Figure 1, this
thesis concentrates on the capital expenditurebtite funds available and the consequen-

tial growth of a company.

Market
: - Gross R model
| ___ Price/output - receipts e
Markets Current \ 4
________ Eo—————
Demand I Supply > costs
A 4 A A A > Proﬁt
—
1
Market Research &
investment development
A\ 4
Financial
Merger& Physical model
acquisition A A investment
4 A Retained .
- ;‘ —— camings < Dividends
Expenditure <
model Funds v
available
External Stock market
funds D valuation

Figure 1. Model of a representative firm and its economidvéas

The market model in the upper half of the pictuxplans the profits generated and the fi-
nancial model in the lower half analyses the donsof these profits. The expenditure model
forms a link between them. The profitability thaherges determines the availability of

! Hay D. and Morris D. (1991) p. 19 ff.
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funds; the latter can be used in a variety of wayalter the cost and demand conditions and
to expand the company.

A firm’s investment expenditure decisions, in thbmoadest sense, allocate a significant
proportion of its cash flow, determine in which kets it will operate and expand its opera-
tions. It implements the management’s plans foretging the company at the desired rate
of growth and in a way that balances the demangioducts and the capacity to supply

them over time.

Figure 2 shows the different types of expendituf@ich represent alternative and competing
strategies of corporate growth. Included, underititernal growth heading, are physical
investments into plant and machinery, expenditunegprocess and product research and
development (R&D), and market investment. Mergeth wr acquisitions of other firms are

considered a means of external growth.

External growth Internal growth

Merger &
acquisition

Market Research & Physical
investment development investment

Funds
available

Figure 2: Internal versus external growth

The focus of this work is to present the differstrategies of internal and external growth,
to identify their advantages and disadvantageg@edmpare these two strategies with each
other.
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The theoretical section begins with a general duntion into corporate growth; the second
chapter deals with internal and external strategfegrowth per se; the third section is a

comparison of these two sources.

Afterwards, these theoretical concepts are appbeHeineken’s case, one of the world’s
largest brewers. The case study describes whitheopreviously mentioned growth strate-
gies Heineken puts into practice and how this waemplished. The final section includes

a summary of the results and the conclusion.
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2 Corporate growth 2

2.1 Definition of corporate growth

Some of the most significant contributions to thedry of growth of the firm come from
Penrose (1959/1995). She defines growth as

“Increase in size or an improvement in quality a®sult of a process of development...”

and “...the continual extension of the range andneatfithe activities of an organizatioh.”

Penrose compares a firm’s growth to the naturdbgioal process in which an interacting
sequence of changes leads to an enlargement irastzenpanied by modifications in the
characteristics of the growing object. The tragiibeconomic analysis concentrates on the
advantages and disadvantages of a particular s@ampany. Thus, growth becomes just an
adjustment of the size to given conditions. But P@nrose, size is just a by-product of the

process of growth.

Penrose sees this development created not onlyfiby’'a own “internal” activities, but also
effected by opportunities, changes and actionsateaexternal to the firrh.

2.2 Growth of demand and supply

As a firm grows, it will require more inputs, phgal and human, over the long term to
match increases in demand for its products. Theagement tries to change the conditions
under which it operates in markets and has to avoill spare capacity and excess demand.
It spends considerable time trying to bring inteelthe supply of resources and the demands

upon them.

2 Hay D. and Morris D. (1991) p. 271 ff.
% Penrose E. (1959/1995) p. 1, p. 6
* Penrose E. (1959/1995) p. 2
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Figure 3: Extract of the expenditure model, the demand hadtpply side

The extract of the expenditure model in Figure @uahthat market investment and research
and development are influencing the demand comditfacing the firm. Mergers and acqui-

sitions directly change the nature of the marketcstire and accordingly influence the de-
mand side. Investments in plant and machinery aiperelitures on research and develop-

ment determine the development of the cost andlggppditions.

Expenditures on research and development influbatiesides because it may be process R
and D creating technical changes in the produgirocess or product R and D, which alters

the nature of the goods or services.

2.3 Directions of corporate growth

There are different ways how a change of the compae or of the efficiency potential can
take place. The direction of growth describes vikivad of change occurs. In practice, a mix-
ture of the various directions are implemented orte firm strategy and they are difficult to
separate. But already Penrose’s definition of cajgogrowth implied that some distinctions

can be drawn.

2.3.1 Quantitative vs. qualitative growth

Quantitative growth signifies that during a staieduction range a higher output is reached
through an increase in capacity. Its counterpas, qualitative growth, is a result of im-
provements to the product line. The firm takes messto upgrade the quality of the spec-

trum of products and services or to generally ntaken more effective.

® Kiirpick H. (1981) p. 58 ff.
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2.3.2 Horizontal vs. vertical growth

Horizontal growth is characterized by an expansiihin the same product market, for ex-
ample, an extension of the breadth of the produet Mertical growth is the expansion to
additional production stages.

Some firms try to gain control over the productgmocess by expanding back toward the
supply of raw material or forward to the ultimatestomer. This forward or backward inte-
gration facilitates the coordination and administra and, moreover, the company is less
dependent on the supplier or distributor. Nowadsagstical integration seems rare as com-

panies tend to outsource the provision of manyisesvand various types of productidn.

2.3.3 Diagonal and lateral growth

The term diagonal growth describes the productibauxiliary material and supplies like
subsidiary factories. Lateral growth is the movegdrel the boundaries of the industry in
which the firm operateSThere is no connection between the new and thstiegiproducts,
neither vertical nor horizontal. The emerging comes are called conglomerates.

2.4 Measuring corporate growth

As the measurement of corporate growth is a vemgptex task, there exists no consent in
the literature about the appropriate measuremeamhblas. There are certain criteria, how-
ever, that they have to meet: The variables mudhéeretically relevant, but also practi-
cally ascertainable and computable. The companuldhze able to use them as a control
and target figures and their availability for edseevery year of the company’s existence has
to be guaranteed to compare them overtime andmiiti@ industry. A further criterion is the

internal and external verifiability of the measuesnt?

The choice of the best variables always dependb@specific case and accessibility of the
information. The most intuitive and easiest wayrteasure corporate growth is by the rate

of growth of the firm’s total assets, as they imgwall physical assets, financial assets, etc.

® Breadley R. and Myers S. (2003) p. 931 ff.
" Kirpick H. (1981) p. 58 ff., following Ansoff H.{1958)
8 Wolff J. (1993) p. 15 ff.
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Other common measurements are the business volowasted capital and the number of
employees.Single variables, though, have a limited significa because they are just a part
of the big picturé? Due to the increasing importance of the capitalketa the shareholder
value and other valuation based measurements @&ctimomic Value Added (EVA), the
Discounted Cash-Flow or the Cash Flow Return oestment (CFRO1f become more and

more relevant during the past decatfes.

2.5 Corporate growth as a company target

Historically, the analysis of a firm’s behaviourshthe presumption that the firm’s main ob-
jective is profit-maximization. It was simple toeuboth as a concept and as part of a model
of the behaviour of a firm. The last thirty yea@sé seen a substantial amount of analysis
based on the notion that firms should not be reghes profit-maximizers. Growth maximi-
zation is the most thoroughly explored and testemtraative and is partially in line with the

profit maximization objective.

On one hand, growth is required for developing tawg term potentials for profit and, on
the other hand, profit is the precondition to fioagrowth (see the model of a representative
firm in picture 1). The development of future ptgibtentials is the centre of strategic and

operative growth policy, subsequent investmentsthaeexpansion of the market position.

Penrose (1959/1995) also sees profits as a condiiosuccessful growth and existing for
reinvestment in the firm rather than to reimburemers for the use for their capital or their
risk bearing. “From the view of investment policypwth and profits become equivalent as

the criteria for the selection of investment prognaes.™*

Not every firm necessarily has to grow; it depeadghe competitive environment. Accord-
ing to Wolff (1993), the intensity of competitionffdrentiates between growth incentive,
growth pressure and growth force. Growth incentiydé® economies of scale, turn into
growth forces when there are other companies cangpéir the same stake on the market.

°Kieser A. (1976) p. 4302

O'Wolff J. (1993) p. 11

" The EVA was developed by Stern Stewart & Co.

2 The CFROI was developed by the HOLT Planning Asges which was then taken over by the Boston
Consulting Group

13 Rappaport A. (1998) p. 21 ff.

 Penrose E. (1959/1995) p. 30
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In most cases, growth is a necessary reaction tkenapecific requirements and a way to

meet the expectations of the various stakehofders.

With zero growth and no diversification at alljstlikely that some profitable opportunities
are being missed and managerial efficiency is dej@ck Another motivation for diversifica-

tion into more markets and/or products is to redueeket risks.

Profitable growth is an expectation by all investdiThus, a major goal of most CEOs is to
maximize growth without sacrificing profits®Corporate growth is critically important in

the dynamic competitive landscape in which mosabisations now competé.

15 Wolff J. (1993) p. 72 ff.
®Markman and Gartner (2002) quoted after Hitt MeJdnd D. and Tuggle C. (2006) p. 126
7 Hitt M., Ireland D. and Tuggle C. (2006)128
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3 Sources of corporate growth  *°

As shown in Figure 2, total corporate growth casutefrom two primary sources:

» Internal growth through research and developmeatket and physical investments

* External growth through mergers and acquisitions

These sources are not only distinct, but are predilny separate organizational processes
and skills of a company. At the time, when thetfifseories of multinational companies
were developed in the 1960s, external growth tHmomgrgers and acquisitions was much
less important, compared to internal growth throagtting up new facilities and extending

existing capacities. As shown later, since theis, ghoportion has changed considerably.

In the following subchapter, these two sourcesrofwh, their corresponding strategies and

situations where they are applied, and empiricelence are presented in detail.

3.1 Internal growth

If managers pursue growth-oriented strategies,simvent is a key variable. It is the princi-
ple way in which a company determines its size ketar products and costs as it allocates
resources across competing types of investmentoAgh investment decisions are highly
centralized within a firm, the process of identifyiinvestment opportunities and obtaining
and processing the necessary information is diffubeoughout the firm. The criteria for
identifying these opportunities are frequently ded, either explicitly or implicitly, from
the overall profit and/or growth objectives of timen such as excessive capacity utilization,
rising production costs, interruptions to produefimaintenance of product cycles etc..

8 Hay D. and Morris D. (1991) p. 271 ff.
% Kazanjian R., Hess E. and Drazin R. (2006) p. 6
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Figure 4: The main strategies of internal growth

The main strategies for internal growth, which emenpeting for a share of the total supply

of funds, can be identified in Figure 4, an expahdersion of the expenditure model in

Figure 1, and are specified in following subchapt@&@ther factors influencing the internal

growth of a company are explained in the next saptdr. Then situations in which internal

growth is the only possible choice are describelipwed by empirical evidence and char-

acteristics of successful internally growing compan

3.1.1 Research and development

Innovation is the major engine of corporate groveispecially in these times of a stagnating

economy and sceptical investors. Innovations tlagetthe potential to create future value

help companies excel. In order to grow faster thamrate of growth of the markets in which
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the company operates, it must develop new competerar future returns and carry out

successful diversification.

Consequently, a major use of funds is to allochémt towards research and development
with a view to create renewed offerings, capaksitand assets that feed internal growth.
The major elements in the research and developegrnditure decisions are presented in
Figure 4. The expenditures are made on R and Disngeug., research facilities, scientists
and material. The R and D “Black Box” represents phoduction functions by which these

inputs are transformed into R and D outputs, eitineduct or process changes.

Because of the high degree of uncertainty in reeand development projects, virtually all
expenditures are financed out of retained earni@gdbraith (1972) stated that the profits
earned by large monopolistic corporations are ansgurce of funds for R and D, and that
this could lead to the pre-eminence of such congsaini innovatiorf’

3.1.1.1 Product research and development

Coping with changing market requirements or prefees for the company’s products is a
competitive challenge facing firms of all types. pimsper despite these alterations, an or-
ganization needs to seek and explore new oppoeafitHigh levels of expenditure on
product research and development will make the emyip products more suitable and

more reliable.

Innovations can be very incremental, such as aumavfor an existing product, service or
raw material, or it can be drastic such as thevthiction of a new product that revolution-
izes a market. A radical novelty, like a technotadjibreakthrough, may create new markets
and new business modéfsGetting a new product off the ground is alwaysllenging and
requires lots of experimentation, discovery andifigity. Only one or two ideas, out of a
hundred seemingly good ideas, turn into real prtedu€ach idea has to go though progres-
sively more intense scrutiny; an initial screenamgl reality check kills the majority of ideas,

and further analyses narrows down the projecteeartost promising onés.

% Galbraith (1972) quoted after Hay D. and Morris(L091) p. 468

ZLHitt M., Ireland D. and Tuggle C. (2006) p. 126

22 Hitt M., Ireland D. and Tuggle C. (2006) p. 13%daing Christensen (1997)
% McAfee P. (2002) p. 96
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A successful diversification into new products niglell increase the firm’s average profit
making because of the relatively high margin chabigein new markets in comparison with
that of the current “saturated” products. Thiskslly because innovations have a temporary

monopoly in their initial stages.

3.1.1.2 Process research and development

Process innovation refers to the first use of a temhinique. Over time, use of the technique
will diffuse to other firms. Technical change, showm Figure 4, includes both innovation

and diffusion.

The pessimism of managers about market prospeautls t® favour research and develop-
ment into processes rather than products. Thaksdsa tendency to emphasize routine pro-

jects with a small innovative content.

Merrifield (1991) stated that any organization tisahot continually developing or adapting
new technology has, de facto, made a decisioniltwitfin the next five to ten yeafs. The
rapid advances being made in information-basedntdolgies can be compared to another
industrial revolution. The successive modificatimighe main technology within an indus-

try can add value to the organization’s current pefitive advantage$

3.1.2 Market investment

“Effectively balancing the competing demands asged with ‘exploiting’ in the present
while ‘exploring’ for the future is the foundatiaf profitable firm growth and shareholder
satisfaction.”® Besides introducing new products and services paoies must not forget
to further exploit their current value-creating qmetencies. The firm’s exploitation experi-
ence contributes to their ability to offer entirelgw products that create value for custom-

ers.

Very rarely will the demand for a product grow besa a given number of consumers buy

more and more quantities. Usually a rise in saldane results from a progressively in-

24 Merrifiled D. B. (1991) quoted after Hitt M., lahd D. and Tuggle C. (2006) p. 126
% Garud R., Kumaraswamy A. and Sambamurthy V. (2p0&)L0
% Hitt M., Ireland D. and Tuggle C. (2006) p. 125
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creasing number of people becoming customers, eaitha roughly constant demand.
There are several strategies to increase the nunhlsestomers.

3.1.2.1 Geographic expansion

One commonly pursued option for internal growtkxsending an organization’s geographic
reach. This usually assumes expanding the samectioh of products and services into
new markets. Each different geographic target ssmes different product preferences, in-
fra-structural support requirements, as well asesys of regulatory oversight. For that rea-
son, a step-by-step expansion of today’s business focal to national and ultimately

global scope is advisable. The first step is terdtthe firm’s market within the same coun-
try, followed by growth in related countries inrtes of culture, economic and geographical
distance and finally the entry into new internatibmarkets.’” The company needs to de-
velop the ability to learn about other countriegerpret information correctly and test as-

sumptions and perceptions prior to their marketyefit

After enhancing and strengthening the core busjrieescompany extends into new but re-
lated services and areas and then further expé&ngsaducts into new markets. One of the
main strategic decisions of the company is whetbeadopt a global or a multi-domestic
strategy. If the national markets differ widelyaansumer tastes and preferences, operating
conditions, political, social and legal structuaemulti-domestic strategy, where the foreign
subsidiaries have their own function and autononfaatring facilities, is more suited. A
global strategy can be applied when a convergehcersumer tastes and preferences leads

to the emergence of global markets with standaddizeducts’

3.1.2.2 The growth of revenue from existing customers=°

A natural track for internal growth for many firnssto seek more business with their current
customers. This approach may be easier and lefly msfirms to gain incremental sales
than the perennial search for and attraction of oestomers. A customer centred approach

is an imperative for successful internal growth. aralysis of customer requirements is the

2" Kazanijian R., Hess E. and Drazin R. (2006) p. 12

2 Hill C., Hwang P. and Kim W. C. (1990) p. 121

29Hill C., Hwang P. and Kim W. C. (1990) p. 120

%9 Bowman D. and Narayandas D. (2006) p. 8, p. 192 ff
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primary considerations in the design of produatsyises, operations, supply chain dynam-

ics and customer support systems.

It is necessary to link customer management eftorteturns and growth reflected in cus-
tomer profitability in order to increase revenuenifr existing customers. Therefore, opera-
tional resources are allocated to deliver prodantise value and raise sales and profits at
the customer level. Additionally, vendor managersest in customer satisfaction programs
and customer loyalty programs. The product/servaiae is a determinant of customer sat-
isfaction. If customers are satisfied with a verslproduct and services, then it is only natu-
ral that their loyalty will follow. Loyal customersn turn, contribute greatly to customer
profitability because they are less costly to setess price-sensitive and hence willing to
pay higher prices, and more likely to be advocates generate sales via positive word-of-

mouth.

Customer management efforts appropriately expestiedld lead to better performance. It

is no longer enough to allocate resources at méeket and manage market-level response.
It is necessary to understand factors influencividual customer sales so that managers
more effectively allocate marketing expenditureoss customers and better target and fo-

cus on managing individual high-potential customers

3.1.3 Physical investment

It is also possible to enlarge a company interntligugh investment in new capacity, such
as extending existing factories or building new onehysical investment is closely con-
nected with process research and development gsatheboth means of growth related to
the company’s supply side. The exploitation of &g competencies or capabilities can be
continuously improved through incremental innovasioto the efficiency of the firm’s
goods, services and proces¥eEmphasizing the need for operational efficiency ade-
guate investment in enabling technologies is centrahe competitiveness required for

growth?

3L Hitt M., Ireland D. and Tuggle C. (2006) p. 125
%2 Kazanjian R., Hess E. and Drazin R. (2006) p. 13
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3.1.4 Other factors
Knowledge

Knowledge plays an important role in the stratefpesnternal growth. The knowledge and
information flows that the internal developmentgess of a new product or service creates
can have additional benefits to the organizatiamcc8ssful processes and procedures are
implemented to perpetuate cycles of grofith.

Nowadays, knowledge is seen as being a strateigiogible resource that is infused into the
firm’s productive resources. Rather than the distimg returns that can set in with the use
of traditional resources such as land, labour, fammhcial capital, knowledge-infused re-
sources have the potential to yield increasingrnstuNot only do workers who are con-
stantly refreshing their knowledge learn to accashptasks better, they also gain new in-
sights as they deploy existing knowledge. Thus,ajyglication of existing knowledge pro-
duces new knowledg¥.Consequently sharing and developing organizatiknaivledge is

a foundation of innovation, new product or new hass development and helps to establish

competitive advantagés.

People, organisational structure and leadership

The role of human capital is central to the genenglantation process, the innovation proc-
ess and the knowledge development process of altgrowth. On the one hand, organic
growth requires a consistent focus and appropatdeation of resources by senior leader-
ship through the articulation of a clear strategyw&ll as the design of the associated social
architecture necessary for implementatib@n the other hand, individuals within the com-

pany must actively seek to identify and take actitmexplore new opportunitiés.

Human resource strategies place an emphasis onofdrom-within, broad-based em-

ployee ownership of company stock, expanded meamne and accountability. Also,

3 Hitt M., Ireland D. and Tuggle C. (2006) p. 129

3 Garud R., Kumaraswamy A and Sambamurthy V. (2@p6R11 ff.
% Hitt M., Ireland D. and Tuggle C. (2006) p. 131

% Kazanjian R., Hess E. and Drazin R. (2006) p. 14

37 Hitt M., Ireland D. and Tuggle C. (2006) p. 130
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highly decentralized operating structures and @&ffeccoordination processes lead to an
open and entrepreneurial culture within the company

3.1.5 Situations where only internal growth is poss ible

Whereas, external growth is the increase of a cogipdotal assets with other existing as-
sets in the market, internal growth implies theitoid of new assets. In some cases, internal
investment is the only source of growth availaldeduse there are no suitable existing ca-
pacities available on the market.

This situation can occur because:

» The additional products are totally new and thelpotion requires capacities that do not
yet existing on the market.

* The products are to be produced with new producdismmnologies which do not yet
existing on the market.

* The production range of the company consists ek@lysof monopolistic products.

» There is absolute no supply of existing capaciieshe market at the moment.

* The bidder does not get any information about thgply because of imperfect market
transparency.

» The prices of the targets are too high for the &idd

Additionally, the option of external growth is ended in some cases because of legal com-
petition laws, like the Clayton Act, or becauseaaompany’s aim at a precise size.

3.1.6 Empirical evidence *

McGrath (2006) tested how many firms were growintgiinally, but not by acquisition,

merger or other transactions relevant to corparaterol. (see Figure 5)

¥ Kazanjian R., Hess E. and Drazin R. (2006) p.f13 f
39 McGrath R. (2006) p. 148
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Growth without major acquisition

US-based firms Non US-based firms
Companies with sustained growth 583 348
Primarily organic growth 35 24
Percentage 6 6.9

Notes: Population companies with market capitalization > US $1 billion. Three- and five-year growth of
5%/year for US companies; three- and four-year growth of 5%/year for non-US companies.

Figure 5: Growth without major acquisition

The surprising result is that out of the 583 US pames which had grown steadily over a
five-year period from 2000 to 2004, only 35 had elen without significant acquisitions and
out of the 438 non US-based firms only 24 had dtswe so without significant acquisitions.
Accordingly, in this sample of large companies wiere growing at even a modest rate,
internal growth represents only about 6% of theralVgrowth. Quite a few companies ap-

pear to rely on internal development as their prinsaurce of growt°

Maksimovic and Phillips (2001) and Kovenock andllRts (1997) examined what drives
internal growth and their evidence suggests tharmal growth is mostly driven by within
the firm-level determinants, firm organization aefficiency*' For example, the capital
structure offers an incentive to grow and affectsra’s investment behaviour directly be-
cause it influences contracting and the distributd cash flows. In addition it conveys in-
formation about future investment opportunitiesréasing the share of debt is associated
with more passive investment behaviour, especiallyrecapitalizing firms surrounded by
an industry that is highly concentrated. Vice versaeveraged firms increase investment
when faced with high-debt rival¥ Hoskisson and Hitt (1994) stated that highly leged
firms with substantial debt costs invest less inOR&nd consequently engage in less internal
development. Furthermore, debt may significanthyitifuture investments and reduce the
strategic flexibility necessary to cope with unested environmental opportunities and

threats®

0 McGrath R. (2006) p. 148

1 Maksimovic V. and Phillips G. (2001) p. 2023
“2 Kovenock D. and Phillips G. (1997) p. 768 ff.
3 Hitt M., Ireland R. and Tuggle C. (2006) p.138
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Kovenock and Phillips (1997) further demonstrateat high capacity utilization is naturally
positively related to firm investment, as well agat factor productivity. This provides evi-
dence that companies have a reason to invest iinniost productive plants and that more
productive firms grow moré* Andrade and Stafford (2004) supported the vievt tha
incentives to expand are stronger in times wheastiexj capacity is near exhaustion. Addi-
tionally, they show that all forms of investmeng amcreasing in estimates of growth oppor-
tunities, such as Tobin’s q, or sales groffitithis outcome, in turn, is consistent with the
neoclassical theory that suggests that “the firlelel of investment should depend on its
perceived investment opportunities measured byitines marginal Tobin’s g, where mar-
ginal Tobin’s g is the value of the investment oppoity divided by the cost of the required

investment.*®

Feinberg and Phillips (2005) discovered that finmth high research and development in-
tensity grow with fewer constrainté Newer and smaller firms develop almost twenty-four
times as many innovations per dollars invested &DRs compared to large firms, unless
large firms invest a huge amount of resources iagearch and development. These new
and small companies have developed about 95% ahtheal innovations introduced in the
United States since 1940s. However, also largesfidevelop routines to foster the devel-
opment of major innovations. Especially learningented skills are required to strategically
innovate?®

3.1.7 Characteristics of successful internally grow ing companies *°

William F. Joyce (2006) investigated organizatioal@ments that influence organic growth.
The companies, whose performance relative to pmersa ten-year period was ranked the
highest and identified as “winners”, demonstrateesal characteristics significantly related
to internal growth. The successful internally gnogvfirms operate within flat formal struc-

tures and performance-oriented cultures, enharreisigonsive decision-making. They build

4 Kovenock D. and Phillips G. (1997) p. 768 ff.

> Andrade G. and Stafford E. (2004) p. 2

“® Tobin’s q usually defined as the market valueheffirm (equity and debt) divided by an estimaté¢hef
replacement value of the firm assets, in the catediinance literature this quantity is often apmated by
the ratio of the market value of a firm’s asseth® book value of the assets.

Maksimovic V. and Phillips G. (2007) p. 42 ff., alsee Whited T. (2001)

" Feinberg S. and Philipps G. (2005) p. 25

“8 Timmons (2004), Ahuja & Lampert (2001) quoted mfét M., Ireland D. and Tuggle C. (2006) p. 135
“9W. Joyce (2006) p. 85 ff.
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and strengthen this culture and organizationakcsire around effective strategies and exe-
cution which they relentlessly sustain.

A great deal of emphasis was placed on growth eir gtrategy of the firm, throughout the
whole study period, and these companies excellatisatplined execution by continually
refining and improving their practices. Growing qmnies use both external and internal
opportunities as they arise. Interestingly thoutjtey begin by emphasizing acquisitive
growth in the first years, but then concentrateooganic growth, ultimately yielding a bal-
anced growth profile. While continuing their strostgategy and execution, with their estab-
lished skills, they seek additional sources of cefitipe advantage through organization,

design and culture.

3.2 External growth

In each of the internal growth strategies, the faoguires and organizes new inputs. The
purpose of this chapter is to explore the altemeapiossibility, namely that the firm may
acquire resources already existing in the formnaitlaer company, or part of a company, by
merger or takeover. This strategy provides subisianimore possibilities beyond those
offered by the exclusive use of internal growth.

For example, a company can expand in its existiagkets by taking over the market share
of its competitors in those markets. Furthermdne, dompany can diversify without costly
research and development expenditures in a newupr@iea by acquiring an existing firm
in that area. Consequently, external growth thromgingers and acquisitions can reduce the
need to develop new products, new customers anddistvibution links in order to obtain

new demand.

Nevertheless, “Mergers and acquisitions are comgl@nts in organizational life for which
we have incomplete understanding, in part becaesearchers have tended to consider only
partial explanations of therf’"Merges and acquisitions have been analysed threexgral
theoretical lenses. First, the field of strategianagement has examined them as a method
of diversification, focusing on the motives and geformance effects. Second, research in

economics has emphasized such factors as econofrgeale and market power as motives

*Larsson R. and Finkelstein S. (1999) p. 1
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for merger and has tested their performance witiow@aating-based measures. Third, finance
scholars typically have studied acquisition perfance, relying on stock-market-based
measures. Fourth, organizational research has ddcpemarily on the post-combination
integration process. And finally, research in thenan resource management literature has
investigated psychological issues. There is ongomgroversy between researchers using
an economic perspective who suggest poor overdibppeance of mergers and acquisitions
and those in finance who have often demonstratedbfiposite. Much of the controversy
stems from differences of measures of acquisitieriopmance. Mergers and acquisitions
are clearly multifaceted phenomena that cannoulbg dinderstood through incomplete and
partial application of theories from separate fietd

An acquisition, also known as a takeover, is thgrof one company (the target) by an-
other, whereas a merger is a combination of twop@omes into one larger company. Merg-
ers commonly involve stock swap or cash paymetieaarget. A merger can resemble an
acquisition but result in a new company name, oftembining the names of the original

companies. In some cases terming the combinatioerger rather than an acquisition is

done purely for political or marketing reasons.

As this work is about corporate growth, the nexichiapters will concentrate on the growth
aspects of mergers and acquisition, namely thgiaesionary and contractionary role, their
different types and the market for corporate as3éts is followed by situations where ex-
ternal growth is the only alternative and examm&empirical literature about takeovers.

Lastly, characteristics of successful externallywgng companies will be reviewed.

3.2.1 The expansionary and contractionary role of m  ergers and acquisitions

Mergers and acquisitions can play two fundamentdifferent roles in the reallocation of
assets. On the one hand, this allocation can happée context of an industry-wide expan-
sion. Hence, this expansionary role of externalgnacan, like internal investment, help the
firm to increase their size and scale due to adtbntpe capital stock in response to good
growth prospect?’

L Larsson R. and Finkelstein S. (1999) p. 1 ff.
2 Andrade G. and Stafford E. (2004) p. 1 ff.
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On the other hand, within-industry-mergers remouplidate functions and rationalize op-
erations with the outcome of an overall reductiothie industry asset base. The contraction-
ary role implies that merger activity is often altéor restructuring that facilitates consolida-
tion within industries with excess capacity thaads to a more efficient allocation of re-

sources and productive capactty.

Jensen’s (1993) analysis reveals that the rolexternal growth change over time. The con-
tractionary motive, with its negative relationshigtween mergers and capacity utilization,
is restricted to the 1970’s and 1980’s when theneoty adjusted to a variety of shocks to
capacity and competition such as deregulationeas® foreign competition, financial and

technological innovations and supply shocks like psice shocks. However, during the

1990’s, merger activity appears more related taistiy expansion as industries with strong
growth prospects, high profitability and near pealpacity experienced the most intense

merger activity’*

3.2.2 Types of mergers and acquisitions and the mar ket for corporate assets

Mergers and acquisitions can be classified in tesfiiee form of transaction involved; there
are four distinct types. First, there is the agreedlger or acquisition, in which company A
acquires company B in a bid recommended by compaByhanagement to B’s sharehold-
ers. Second, there is the contested takeover,lyshedugh a tender offer, in which com-
pany A makes an offer directly to company’s B shaléers without cooperating with B’s

management, because they may try to defend B’pardience.

Third, there is divestment, where firms with morghwnore than one business unit or sub-
sidiary tries to create optimal portfolios of buesses and as a part of corporate restructuring
sell unwanted subsidiaries to other firms. Fouttitere is management-buyout. This is simi-

lar to divestment, except that the subsidiary Id $o its managers and not to another com-

pany.

Growing empirical literature documents that, onrage, these merger and acquisition ac-

tivities are efficient means for the reallocatiohassets within the economy. Studies on

3 Andrade G. and Stafford E. (2004) p. 2 ff.
>4 Jensen M. (1993) p. 832 ff., see also Mitchellavd Mulherin J. (1996), Andrade G., Mitchell M. aBif-
ford E. (2001)
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combined acquirer and target stock returns, as agelpost-merger operating performance,
provide large sample evidence on the value inangasifect and improved profitability of
merged firms>® The results also suggest that the majority ofeheansactions led to an
increase in productive efficiency as companies lthfferent levels of organizational ability

to exploit assets.

The market for corporate assets facilitates thepleyment of assets, from firms with a
lower ability to take advantage of them to moreatdg firms, as their prospects in the over-
all economy improve and their owners discover thay do not have a comparative advan-
tage in running these assets. Also, the timingarfdactions and the pattern of efficiency
gains suggest that the trades of corporate assetdd improve the allocation of resources.

3.2.3 Partial purchases as an alternative to merger s and acquisitions *°

Mergers with or acquisitions of multidivisional amulti-plant firms include portfolios of
assets spanning several industries with varyingessgof fit with the acquirer’'s core com-
petence. This may involve the transfer of divisitimst do not fit to the new owner’s busi-
ness segment and would not have been bought atimol Acquirers do not passively ab-
sorb all the newly bought plants. Three years afteakeover and the respective restructur-
ing process, only about 54% of acquired plantsdividions are still operated by the buying
firm. A partial purchase of some or single divisoor plants would make sense in many

cases.

A firm may purchase a division or plant when it laakigher productivity in the respective
industry and this industry receives a positive dednahock, or the company’s other seg-

ments have lower relative productivity with deciaggdemand in these industries.

Taxes are partially responsible for the preferretice of mergers and acquisitions followed
by selling of unwanted divisions over partial puasbs. Full firm purchases structured as

stock purchases can reduce taxes paid at the fitn@ngaction.

5 Andrade G. and Stafford E. (2004) p. 29
5 Maksimovic V. and Phillips, G. (2001) and MaksinmwV., Phillips G. and Prabhala N. (2008)
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3.2.4 Situations where only external growth is poss  ible

The circumstance when external growth is the oolyree of growth available can arise if
the target company has a monopoly for the requiesdurces. It might own the exclusive
rights, brands, patents, licenses, raw materialsgnnel or a certain location.

Furthermore, internal investment does not worlkcses where:

* The use of the additional capacities should stamediately.

* The capacities on the market must not be increased.

* When another competitor should be eliminated.

* When experience and technical know-how shoulddesterred because it would take to
long to gain it itself.

Additionally, an acquisition is often the only way enter a market due to entry barriers or
because internal growth involves too high expeme#uor research and development, ad-

vertising etc.

3.2.5 Empirical evidence

As stated earlier, an active market exists for cmafe assets, from individual plants and
divisions, spin-offs, divestitures and buyouts agséles of entire corporations. Maksimovic
and Phillips (2001) analyzed the United Stateseesive market for both full and partial
firms in manufacturing industries. Each year durirf@y4 to 1992, an average of about 4
percent of the large manufacturing plants are wealin trading. In peak expansion years,
nearly 7 percent of plants change their ownerghipotal number varies with the economy
and is strongly pro-cyclical. The number of plargallocated in mergers and takeovers was
approximately equal to the ones sold through pditra asset sales.
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Aggregate Merger Activity
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Figure 6: Aggregate Merger Activiff

There have been three major waves of merger andsdbon activity since the early 1960’s.
Figure 6 plots two different measures of takeowsiviy on an annual basis. The dotted line
shows the number of firms acquired, while the stheé gives a sense for the values in-
volved. The chart clearly displays that the 1960@ve contained many more deals com-
pared to the ones in the 1980’'s, which was nevieshear more important as large multi-
billion dollar deals became more common. As statetthe last chapter, the 1980’s were a
period of massive asset reallocation via mergeesrly half of all major corporations in the
United States received a takeover offer. The meagévity in the 1990’'s was even more
dramatic and widespread, with number of dealsiueldab the 1960’s and values similar to
the 1980’s’® In 2000, the peak of the merger boom so far, Wi8p&anies were involved in
deals totalling more than $1.7 trilliGA.

Andrade, Mitchell, Stafford (2001) further examingae differences of the mergers in the
1980’s and 1990’s. One distinction is the widesprase of stock as a method of payment
during the latter decade. Approximately 70 peradrall trades in the 1990’s involved stock
compensation, with 58 percent entirely stock firethdRelated to this finding, they noted a
drop of hostility in the takeover market and in ihg&alf of the mergers both parties were in

the same industry. The identity of the industriest imake up each merger boom varies im-

" Andrade G., Mitchell M. and Stafford E. (2001)105 ff.
8 Andrade G., Mitchell M. and Stafford E. (2001)105 ff.
9 Breadley R. and Myers S. (2003) p. 992
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mensely. Industries that show signs of high meagévity in one decade are no more likely
to do so in other decades. Although mergers andisiiqns occur in waves over time,
these waves are not alike, maybe because a seymifportion takes place due to industry-

level shocks as stated abdVe.

Maksimovic V. and Phillips G. (2008) realized ttequisition rates differ sharply across
long-run industry conditions, firm sizes and firnrnganization. The proportion of firm
growth accounted for by acquisitions is considerdigher for multiple-segment firms than
for single-segment firms. In particular, 36% of tjrewth of conglomerate firms’ segments,
recorded from 1974 to 2000, came from acquisitiorssus only 9% of the single-segment
firms’ growth. Industries in different stages okthlife cycle vary in exploitable growth
opportunities. Acquisitions in growth industrieg anuch more common than acquisitions in

declining industrie§?

Kumar’'s (1985)study shows that, of the growth arising from eitheernal investment or
acquisition, between 42 and 55 per cent was dubketdatter depending on the period con-
sidered. He also points out that growth by acquoisits positively correlated with pervious
growth by acquisition, indicating that it tendsgersists through time as a policy by which

some firms achieve growff.

Healy, Palepu and Ruback (1992) established thegeddirms experience improvements in
asset productivity, leading to higher operatinghctisws relative to their industry peets.
Hoberg and Phillips (2008) state that mergers aagdiaitions in highly competitive product
markets with similar target firms experience inseatock returns and real long-term gains
including higher profitability and sales growth.i$loutcome is especially strong when the
target is only similar to the acquirer, but notthe acquirer's closest rivat$.According to
the results of Lang (1989), “mergers between higlequirers and low q targets result in the

most overall gains®®

0 Andrade G., Mitchell M. and Stafford E. (2001)105 ff.

®1 Maksimovic V. and Phillips G. (2008) p. 674

62 Kumar M. (1985) quoted after Hay D. and Morris(D991) p. 370

®Healy P., Palepu K. and Ruback R. (1992) quotest aftdrade G., Mitchell M. and Stafford E. (2001) p
115

% Hoberg G. and Phillips G. (2008) p. 1 ff.

% Lang L., Stulz R. and Walkling R. (1989) quoteteafAndrade G. and Stafford E. (2004) p. 28
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3.2.6 Characteristics of successful externally grow ing companies ©°

The probability that a firm is a buyer, rather tratarget, increases with the following at-
tributes: bigger in size, own more plants, moreussz, superior total factor productivity,
higher cash-flows, higher lagged stock returns,eloleverage, and lower capacity utiliza-
tion. In summation, within a given industry, thegacers are better performers, with better
management, in relative terms, and due to thehidrigebt capacity and operational slack to
absorb their targets, they are able to carry owcgpisition®’ They are more efficient and it
is more likely that they buy other firms in indusg that experience an increase in demand.
About 80 percent of all targets of mergers and stiipns are less productive, are below
average in size and are one-plant fifthsess productive firms tend to sell during times of
industry expansion because the capacity they owreiter used outside the firm, which
leads to high opportunity co$t.

Three years after a takeover is completed a tygioger in manufacturing only operates
54% of the acquired plants. The fact that buyemnsl te keep only parts of the target firms
indicates that they buy a whole firm even if theg anly interested in some parts of it. The
restructuring process appears economically ratiandl also the firm’s previously owned

plants are included in this process. The buyerjoséslits firm boundaries according to its
comparative advantage and opportunity cost of dipgrdhe plants. The improvements in
total factor productivity and operating margins argnificant if the acquirer is skilled in

running its peripheral divisions, its profit margshigh and it receives a positive demand

shock that alter the opportunity cost that firmefain operating assefs.

Buyers of full and partial divisions tend to beglar, operate more plants, and act in a larger
number of industries than buyers in mergers andisaitipns. Most participators in the par-
tial-firm market are large conglomerates, in costtri@ the merger and acquisition market

where the buyers are much bigger than the sellers.

% Joyce (2006) p. 85 ff.

7 Andrade, G. and Stafford E. (2004) p. 28

% Maksimovic V. and Phillips G. (2001) p. 2033 ff.

%9 Maksimovic V., Phillips G. and Prabhala N. (2098 ff.
"0 Maksimovic V., Phillips G. and Prabhala N. (2098} ff.
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4 Internal vs. external growth "

The previous chapters have described two fundarhediierent ways in which a company
may use accumulated funds The choice between aitard external growth can also be
compared to a make or buy growth decision whemgtegic entrpreneurship acts against
merger and acquisitions and adding new assetstshethwith buying existing ones on the

market’?

The following comparison highlights the advantaged disadvantages of the two sources
of growth and should act as a guide in the deamsaking process. In the next chapter, the
criterias time, cost, economies of scale and syegrgmarket entry, market power

integration and risks of internal and external gfowre described. Afterwards, several
interactions of the two strategies and some engpificdings are presented.

4.1 The comparison

When a company decides to invest, it can choossedeet internal and external source of
growth. This choice depends on the following aspewthich help to compare the two

growth opportunities.

411 Time

When the company decides to grow internally, it ttagssemble all assets by itself, for ex-
ample, planning and building up a new plant or mistribution channels to go abroad. In-

deed, it may take considerable time to carry oungastment programme and to achieve a
certain level of capacity and the firm cannot abtmnmediate access to the cash flows of

the new set of assefs.

By taking over an existing firm, the company acgsia set of assets which will provide
cash flows as well as product market benefits ngoriekly, as the buyer benefits from the

previous owner’s investments. Also, buying asseta @ackage, like in the case of a plant

'Hay D. and Morris D. (1991) p. 271 ff.
"2 Hitt M., Ireland R. and Tuggle C. (2006) p. 124

"Margsiri W., Mello A. and Ruckes M. (200¢. 7
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purchase, will enable the company to generate ftagls sooner than if it has to assemble

the single assets separatéfy.

The advantage of an acquisition over internal itmest is that the company can achieve a
large scale expansion with a single transactioabkmg a firm to double its size in a matter
of months. It can reach a higher capacity level acckess the cash flow potential of a new

market in a much faster way.

4.1.2 Costs

To grow via internal investment the company needmstall new capital. The investment
cost is expected to be proportional to the increaseapital®. The capabilities added
through internal growth are often very expensiveanse they are new and state of thé‘art.
External growth via acquisitions are very expenso@ as the buyer has to pay at least the

market value for the target company.

The valuation of an ongoing business is very diffito judge. The acquiring company may
have to pay for goodwill. The goodwill reflects tfect than the going concern has some
“intrinsic value” beyond its assets, such as thmutation it enjoys with its clients. Accord-
ingly, a buyer may pay a higher purchase price tharsum of the fair value of the target’s
net assets.

Before merging, the company has to trade-off theebeagainst the cost. The possibility to
merge resembles the exercise of an option. Theehiglofits the company passes up by
forfeiting the option act as an incentive to exsedhis option, while the irreversible nature

of the merger acts as an incentive to delay oefbtiie optior/®

Most acquisition activities are financed by issuimayv equity in return for the equity of the
acquired company. This avoids the need to buildcagh. The disadvantage of external
growth is that the buyer not only has to pay theepof the acquired business unit, it also

"Margsiri W., Mello A. and Ruckes M. (20D§. 4

> Andrade G., Mitchell M. and Stafford E. (2001199
® Lambrecht B. (2004) p. 13

" Kiiting K. (1980) p. 303

8 Lambrecht B. (2004) p. 2
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suffers from organizational adjustment costs ostaxy contractual obligations. The typi-
cally higher costs, that are sunk once incurregl @acombination of legal fees, taxes, fees to
investment banks and other merger and acquisitiomgters, as well as costs of integrating

the two companies and restructuring.

When the merger or acquisition cost is extensiviernal investment seems more appropri-
ate for smaller, incremental growth. Whereas, th&t lvay to reach a large scale expansion
required after sufficiently large demand or produttshocks may be the takeover route.
Therefore, mergers and acquisitions should takeeptd a later stage than internal invest-
ment during an economic booth.

4.1.3 Economies of scale and synergies

Efficiency gains on the company’s cost side arerofeferred to as synergies or the 2+2=5
effect. A company may realize production economiben the production technology dis-
plays economies of scale. The economies of scatetie lower fixed cost no matter if the

increase is due to internal or external growth.

For mergers and acquisitions there is a benefih fneerging when producing multiple prod-
ucts together has a higher value, or output, tharstim of the products when the separate
firms operate individually® But the economies of scale are not necessarilijae, since

some mergers may simply bring together two smalknts of suboptimal size.

Often firms own indivisible or spare resources ttnay cannot fully use. Due to a merger,
the resources may be fully utilized, allowing théxed costs to be spread. A frequently
cited example is the case where a good managesmant given sufficient scope by the op-
erations of a small firm to exercise its talentsofomies arise from reductions in the num-

ber of managers. These cost savings cannot beedalihen the firm grows internally.

Increased research productivity through the fusibtwo complementary research and de-

velopment teams is another example of operatioyrsérgies’ The advantage of pooling

9 Lambrecht B. (2004) p. 13
8 McAfee P. (2002) p. 70
8L Hitt M., Ireland D. and Tuggle C. (2006) p. 140



36 | Internal vs. external growth

risks in a larger research and development effuittae fact that larger efforts, on average,
attract better personnel are additional benefiis wierger or an acquisition.

Large companies may have advantages in raisingsfoadnatter if they grew by internal or
external investment. Resorting to the capital mamkeurs some fixed transaction costs;
therefore, unit costs will be lower for larger issuReductions in the risk will also be re-
flected in lower cost of capital. But Comment ardrdll (1995) showed that some of the
financial economies of scope, such as the abityupport more debt and to reduce transac-

tions in the capital market, are often not exphhfte

Merged firms are able to enhance their operatioogeraubstantially and consequently they
can realize higher economies of scale than anynakgrowth process. Mergers that involve
vertical integration may especially reduce costsrdpylacing market transactions between

firms with internal firm activities.

4.1.4 Market entry

Taking over existing companies avoids the probldmew market entry and the need to
expand the market. The alternative is often a gagimpetitive war because the company

has to take business away from established coraggetithen the company grows internally.

Additionally, it is easier to overcome barrierseoitry of a sector in which it wishes to diver-
sify, like patent protected technologies by obtagnihem through mergers and acquisitions
instead of developing the products and technologiesnally. Another advantage of take-
overs may be the acquisition of a particular reseun another firm which may not be
available to a new entrant to the sector.

4.1.5 Market power

Growth through internal expansion creates new sssethe economy. Internal investment
leads to a higher total capacity in the industrg d&ence a fiercer market competition.

Mergers and acquisitions of firms operating in f#a@ne market result in a more concen-

8 Comment R. and Jarrell J. (1995) quoted after hadwsic V. and Phillips G. (2007) p. 7
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trated industry? The remaining firms benefit from a rise in marfetver and have the pos-
sibility to increase prices above costs, or abawapetitive level$ Pricing power can in-
crease when a company merges with firms whose ptedue close substitutes and when
the rest of the firms only produce distant subs#t? The companies are more competitive

and have the opportunity to attract customers fitoair revivals®®

The gains from reduced competition are larger wiheme is evidence of barriers to entry,
such as patents, suggesting that rivals will noale to imitate new producté However,
the gains from increased concentration depend enmhiingness of other oligopolists to
collude. Mergers and acquisitions may upset a rdibkanced oligopolistic agreement and

lead to a period of oligopoly war.

Horizontal mergers are very carefully scrutinizgddmvernments and its regulatory agen-
cies. When two firms above a minimal size in thetéthStates for example, begin the proc-
ess of merging, they have to inform the governnagt provide certain information con-
cerning the relationships between the prodtitThe Clayton Act in the American Antitrust
Law forbids an acquisition whenever, in any linecolmmerce or in any section of the coun-

try, the effect may be substantially to lessen ostitipn or tend to create a monop8iy.

Companies that take over others to achieve mor&ahaower often place too much em-
phasis on gaining efficiencies and lose the capi@silrequired to be innovative. When this
occurs, more inventive and pioneering competitoay mtroduce new products to the mar-

ket place that erode the other firm’s market slaac power?

4.1.6 Integration

If a company is seeking efficient internal inveshtseit may challenge some of its alignment
mechanisms, but typically the investments justesent incremental additions to existing

operations. Primarily external growth has its mdjarriers in the difficulty of integrating

8 Lambrecht B. (2004) p. 13

8 McAfee P. (2002) p. 11

8 Hoberg G. and Phillips G. (2008) p. 6

8 Lambrecht B. (2004) p. 1 ff.

8 Hoberg G. and Phillips G. (2008) p. 3

8 McAfee P. (2002) p. 214

8 Breadley R. and Myers S. (2003) p. 943

% Hitt M., Ireland R. and Tuggle C. (2006) p. 137
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the two firms into a combined strategy and struetlir Takeovers, as well as internal in-
vestment, are not discrete events but just the atar restructuring proce$§Many mergers
and acquisitions that seem to make economic saildsetause managers cannot handle the
complex task of integrating the two firms as theguire extensive organizational skill in

integration operation®’

Organizational integration is the degree of inteoaicand coordination between two firms

involved in a business combination. Resistance rhpleyees of the acquired firm, as the
individual and collective opposition, to adopt gtgle and value set of the joining firms is a
common problem of the integration process. Theuwnfeable attitude comes from distrust,

tensions, hostility, worst-case rumours, stress@nibtricted communications. These reac-
tions are often not without case, because mergetaequisitions can severely affect career
plans by forcing layoffs, relocation and the lo$snalividual influence. Employees gener-

ally prefer internal growth as this process usudtigs not involve layoffs.

Cross-border mergers involving completely differeatrporate cultures can additionally
bring culture clashe¥. Different information and operation systems, actimg methods,
management styles and structure complicate theeguwe. The acquiring firm can take over
an existing management and continue to give itpeddence in managing the firm. This
could largely avoid problems of managerial recreittnand training, of gaining detailed
experience of new product areas, and of handliagepansion of production facilities that
could take place when recruiting new managersheriiternal growth process. Managerial
integration problems are likely to arise where ¢hisran attempt to integrate the operations

of the acquired firm at a level that goes deepan thaving a common letterhead.

But the integration of the two organizations ises=ary to attain the desired synergies reali-
zation, interaction and coordination necessaryafeuccessful merger. The strategic combi-
nation potentials are not automatically realizéds ts dependent on the management of the

new organization. The process of managing integndtequently begins before the acquisi-

L Hitt M., Ireland R. and Tuggle C. (2006) p. 139

92 Maksimovic V., Phillips G. and Prabhala N. (209882
% Breadley R. and Myers S. (2003) p. 930

% Larsson R. and Finkelstein S. (1999) p. 2 ff.
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tion is consummated and may firms use merger teamposed of key personnel from both
firms to foster the integratiofi.

4.1.7 Risks %

Due to the existence of uncertainty, time lags, adgistment costs certain risks exist for
both forms of growth. Individual investment decrsacan end up being more volatile, over-
all adjustment can be quite slow, and the sensjtivf investment to taxation and market
changes can be quite weak. This explains someeddithculty experienced both in predict-

ing and influencing investment behaviour.

In the literature, internal growth is often claimedbe riskier, because when growing exter-
nally the procurement, the starting and the merdisarg risk are mitigated. The purchase
of a going company with a proven performance inrtterket can greatly reduces uncer-
tainty about the existence and level of demandylike be available for the products and

services.

But, an acquisition can bear certain risks. Dughi possible misinterpretation of future
expectations of the target’'s development, a tob pigrchase price can be paid, or due to the
purchase of existing capacities, a technologicabtdscence can be risked. The assets pur-
chased may not be what are ideally wanted.

4.2 Interactions of internal and external growth

4.2.1 Fall-back strategy during negotiations

There exists a significant connection between Wwedrowth strategies. If negotiation talks
between the buyer and the seller of a merger ouisitign break down, the acquirer can
assemble the assets required to grow through chaibiinternal investments itself. As the
acquiring party is flexible in deciding if and whém make these investments, this opportu-
nity to grow internally constitutes an option ifs@lhe value of this alternative represents
the buyer’s outside option in the bargaining ganté the seller at the time of negotiations.

% Hitt M., Ireland R. and Tuggle C. (2006) p. 139 ff
% Kiiting K. (1980) p. 302 ff.
" Margsiri W., Mello A. and Ruckes M. (2006)
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This fall-back strategy has a considerable effecth® acquisition strategy. The longer the
expected time between initiating and completingitibernal growth alternative, the lower is
its value. When the value of the outside optionlides, the value of the acquisition de-
creases, too. The decline in the acquisition vek@ends on the distribution of the bargain-
ing power. If the acquirer has all the bargainirmgvpr, the outside option is irrelevant for
his decision to initiate the acquisition. But, &y bccasion in which the seller has the entire
bargaining power, the values of the acquisition ainithe internal growth option decrease by
the same amount. Because of the varying levelefalt-back option, the acquisition is not
necessarily initiated at the level that maximizes dverall surplus. The falling value of the
outside option lowers the acquisition threshold apdeds up the acquisition, particularly
when the costs of integrating the acquired busiaesssignificant or synergies are not too
large.

4.2.2 Stock price reactions %

The opportunity to grow internally also has a sabsal effect on the price of an acquisi-
tion. As investors cannot gather full information andréfiere are uncertain about the time
to complete the internal investment, buyers easitipe returns for a period of time before
an acquisition announcement because inactivityassga lucrative internal growth opportu-

nity.

But after the announcement, the attempt of an attqpn sends a negative signal about the
profitability of the internal investment option tbe imperfectly informed investors; this
lowers its value and has a negative price effetie Pad news generates negative an-
nouncement returns, as empirical proofed by Sch¢z8®0) and Andrade, Mitchell and
Stafford (2001). This holds true even though ineesstorrectly anticipate that the company

chooses takeovers as its preferred strategy to.grow

4.2.3 Mixtures of internal and external growth

While mergers and acquisitions can be successfaihynof them produce negative returns
while providing growth, if they are not integratedth other growth-creating strategies.
Often, external investments are part of growth ugtointernal ventures like the expansion

%8 Margsiri W., Mello A. and Ruckes M. (2006)
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into new international markets. Through the acquisiof an existing firm, in the respective
market, the company can further build up its owstrdbution channels with the help of the
expertise of the foreign subsidiary. Organic growihatives may be supported by the
infusion of ideas, knowledge and competencies gatheough previous take-ovetsThe
acquisition of other companies, typically smallnoedium sized firms, specifically for their
assets or capabilities can be an element of thfoptafor internal growtH® The small firm
may have a unique product but lack a missing ingredike the sales organization that can
be provided by another firm and they both can benedm their complementary
resources® Holmes and Schmitz (1990) built such a model irictvlyood managers buy
mainly small companies from good developers of roeas. They stress that good projects

and good managers are complements in produttfon.

In competitive markets, mergers are a quick wantoease product offerings if synergies
arise from asset complements. Merging firms canlogxphe complentary assets and
different skills or technologies to create new pd and increase their product
differentiation relative to rivals. But, the partrieas to be related enough so that the firm can

skillfully manage the new asséfs.

The acquring firm can learn and internalize newadbdjies for enhancing operational
efficiency of the merged firm and, in addition, nekills to improve the effectivhess of
investments in the future. Through their experieribey enrich their skills in negotiaiton,
financing, integration and assimilation. These bdpas will support all further growth

strategies of the firm>*

4.3 Empirical work %

Since internal and external investments are botysved adding to a firm’s asset base and
productive capacity, they should somehow be relaleey both seem to respond similarly
to firm-level incentives to grow. Andrade and Staff (2004) discovered that as there is a

strong positive relation between sales growth &edwo investment forms. “High q” firms

% Hitt M., Ireland R. and Tuggle C. (2006) p. 6

1% Kazanjian R., Hess D. and Drazin R. (2006) p. 12

191 Breadley R. and Myers S. (2003) p. 932

192 Holmes T. and Schmitz J. (1990) quoted after JoviarB. and Braguinsky S. (2004) p. 46
193 Hoberg G. and Phillips G. (2008) p. 1

194 Hitt M., Ireland R. and Tuggle C. (2006) p.140

195 Andrade G. and Stafford E. (2004) p. 3 ff.
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are more likely to undertake both forms of investiarojetcs than firms classified as “low

q’.

They also tested mergers and non-merger investatemdustry level. They divided the
expenditures of their sample firms into six typé&éerger, Diversifying Merger, Own-
Industry Merger, Capital Expenditures, Research Besielopment and Non-Merger In-
vestment (defined as the sum of Capital ExpendituResearch and Development and Ad-
vertising Expenses). The first three types form rtiexger-related group and the last three

types represent the non-merger or internal investsne

Merger expenditures as of total investment expenditures

1970-1974  1975-1979 = 1980-1984  1985-1989  1990-1994
Real total investment
(merger and (non-merger) @ $ 1377 $ 1954 $ 2340 $ 2291 $ 2168
in billions of 1994 dollars
Merger as of total invest-

ment (%)

3.8% 4.9% 9.4% 12.5% 7.9%

Summary statistics on real investment expenditures by sample firms, and comparison of industry-

level investment intensity rankings across 5-year sub-periods from 1970 to 1994

Figure 7: Mergers as of total investment expenditures

Figure 7 displays the real total investment by shmple firms per 5 year sub-period from
1970 to 1994. This total level of investment in@sdall merger and internal investment
groups as defined above. The second line repred@nisercentage of merger activity as of
total investment. Obviously, the relative importaraf merger-related investment changes

over time.

This picture is drawn more clearly in Figure 8, @hhialso shows the average merger per-
centage out of total firm-level investment, but year. Merger activity reached a peak in
the second half of the 1980’s, corresponding tgotméod of one of the mentioned economy-
wide merger waves. But even after that era, dutiregrecession that arose in the early
1990’s, firm-level expenditures on mergers remaisigdificantly higher than in the 1970’s.

Andrade and Stafford interpret this shift as anraNéendency of companies to acquire oth-

ers, which later led to the next sharp rise ofithe 1990’s, the largest merger wave ever.
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Merger activity as percentage of total firm-level investment
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Figure 8: Merger activity as the percentage of total firmdeinvestment 1970-1994 (average across all firms)

With further tests, they demonstrated that theneoievidence that firms merge condition-
ally during periods of high industry-wide internalestment, and that merger and internal
investment intensities showed only little relatiithin the sub-periods. Some signs were
found that merger and internal growth were complesen late 1980, due to the many di-
versifying mergers. Hence, industries with highcfiens of mergers also expanded via in-

ternal investment.

To summarize, Andrade’s and Stafford’s study ogiinél investment of a given industry is
fairly stable through time, while increased mergetivity clusters in certain periods suppos-
edly as a way of restructuring in response to cimgnigdustry conditions.

Wortmann’s (2001) empirical study shows that, fr@888 to 1998, German multinational
companies abroad grew mainly through external drowhile internal growth played a
marginal role. The shift towards external growtltreéasingly dominating over internal
growth began at the end of the 1960’s, when alredubut two thirds of the total foreign
direct investments were acquisitions and only almmeé third were newly founded. The
same trend continued well into the 1990’s. Germaittinational companies’ employment
grew in other industrialized countries primarilytexally through the acquisition of already
existing capacities, while, in developing countridgey grew primarily internally through

setting up and extending additional capacitf&s.

1% wortmann M. (2001) p. 1 ff.
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Both Aaronovitch-Sawyer (1975) and Kumar (1985)nidahat firms growing faster through
acquisition also tend to have faster rates of matleexpansion. One might expect the later to
be hindered by the diversion of management reseuthe reduction of internal funds, and
the displacement of investment opportunities bezafisicquisition activity®’ But, as pre-
viously mentioned in the chapter about interactbthe two sources, growth through acqui-
sition might generate more opportunities for a fioncarry out profitable new investment.
An alternative explanation could be that firms whigre very efficient and/or face very
buoyant growth of demand will have higher growttd grofit rates, and, hence, higher

valuations and therefore the most purchasing pawére stock market.

Another field of study, namely market entries, th& same comparison of internal and ex-
ternal investment, is the subject of McCardle amsiwdnathan’s (1994) model. The entrant
can either build up its own entity, which takesdiand increases the number of competitors,
or buy one of the existing firms on the market. Tde-entry-cost type chooses to enter di-
rectly, whereashe decision to enter via acquisition signals dlugst entry and may lead to
negative announcement returns for the bidding ehtfdis is consistent with the mentioned

empirical literature on capital market reactionsaiceover bids’®

197 Aaronovitch S. and Sawyer M. (1975), Kumar M. (8Pguoted after Hay D. and Morris D. (1991) p. 371
198 McCardle K. and Viswanathan S. (1994) p. 1 ff.
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5 Case study: The internal and external growth of
Heineken *%°

In order to see how corporate growth happens iotioeg this case study deals with growth
of Heineken, an international brewer. It is demmtstl how the company has grown over
the last 5 years. After an introduction into theviaery industry, the concepts of the theoreti-
cal part, namely the strategies of internal anérm& growth per se and the direct compari-

son of the two sources, are applied on this spea&# in the following chapters.

5.1 Company profile

Heineken traces its roots to 1864 when Gerard Adrideineken bought a small brewery in
Amsterdam. The following generations of the Heimefamily have expanded the brand and
company so that now, more than 140 years latemdfen is one of the world’s leading
international brewers. Through a global networldistributors and 125 breweries, the cor-

poration has a wide international presence.

Heineken owns and manages a great portfolio of beerds. In addition to the Heineken®
brand, whichis available in almost every country on the platiety brew and sell more
than 200 international premium, regional, local @pécialty beers in more than 70 coun-
tries, including the brands Amstel®, Cruzcampo®ger®, Zywiec®, Birra Moretti®,
Ochota®, Murphy’'s® and Star®.

Moreover, Heineken has an international export aioan, shipping beer to major profitable
markets such as the US. In some markets, theypatghice soft drinks and their wholesal-
ers distribute wine, spirits and soft drinks to tretrade chann& In 2008, the average
number of employees was 56,208 and Heineken brawethl volume of 125,8 million hec-

tolitres.

19 Heineken’s annual reports 2004-2008, http://wwinmélkeninternational.com/, discussion with Dr. Kurt
Herler, Heineken CEE

10 on-trade” refers to business with bars, restatsrand hotels, whereas "off-trade" means salesdd &nd
beverage retailers like supermarkets etc.
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In 1939 the family-owned enterprise was listed loa $tock market as Heineken N-¥.
Now, Heineken Holding N.V. holds a 50.005% inteiiestieineken N.V.. L’Arche Holding
S.A., a company owned by the Heineken family, im taolds a 50.005% interest in Heine-

ken Holding N.V.. (see Figure 9)

L'Arche Holding S.A. Heineken Family

Free float 43.195%
Heineken Holding N.V. L’Arche Holding S.A. 50.005%
Greenfee B.V. 6.8%

- Free float 49.995%
Heineken N.V. Heineken Holding N.V. 50.005%

Figure 9: Heineken’s ownership structure

The shares of Heineken N.V. and Heineken Holding. ldre listed on Euronext Amsterdam
and options of the shares are traded on the Eurdiféx options exchange. The company is

included in the main AEX indéX. Heinekens head office is still in Amsterdam.

5.2 The global brewery industry

Beer is the most consumed alcoholic beverage amantbst popular drink after water and
tea on earth®® Brewing has historically been a local industryhnitnly a few companies
having an international presence. However, durreglast decades an increasing consolida-
tion took place. Therefore, the brewery industrgasv a global business consisting of some

multinational companies but also thousands of sregibnal breweries**

The dynamics of beer consumption vary significamityoss the globe. In mature Western

European and North American markets volumes arergéiy stable or declining modestly.

MIN.V. is Dutch and stands for corporation

12 Amsterdam Exchange index

13 Nelson (2005) p. 1
Yhitp://www.carlsberggroup.com/Investor/Download@efitocuments/AR2008Chapters/Carlsberg_ AR08 _
%20p14-23_Markets_and_Strategy.pdf
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In contrast, less mature or emerging markets ineBagurope and Asia are growing, with
some countries even showing rapid growth r&t&@$hese new volumes are primarily being
driven by increasing disposable income, a steagilywing beer-consuming population
base, demographic shifts toward urbanisation, asing westernisation of tastes among

younger generations and the substitution of beplace of traditional (hard) liquor.

The brand life cycles in the brewery industry aneidally very long and customer loyalty,
especially to local beers, is extremely high. Tiodduce a new brand is virtually impossible
and always bears immense costs. The only altem&tivoreak into a new market is to take
over, or to cooperate with an existing brewery tbaables the use of well established
brands. The global consolidation process has spdd a large-scale industry consolidation
in the past ten years. In 1998, the top 10 brewec®unted for 34% of the sales in the
worldwide beer market. In 2008, this figure haeniso 59%:°

Heineken set foot on American soil in 1933 and fyears later the first Heineken beer was
brewed outside the Netherlands, in the Dutch Eadies. Over the following 70 years,
growth and acquisitions substantially expandedtiegving company. The take over of Brau
Union Austria in 2003 extended the pre-eminencEl@heken in Eastern Europe. At a cost
of € 1.5 billion Heineken acquired Brau Union’saovolume of 26 million hectolitres. In
2008 Heineken completed the largest acquisitiothencompany’s history when it bought
parts of Scottish & Newcastle businesses in theusutnof € 6.9 billion.

Concerning Heineken’s main competitors, South Afmi&reweries (SAB) acquired Miller
Brewing from the world's biggest cigarette manufeet Philip Morris in 2002. SAB bought
several other brands in the following years, chdntgename to SABMiller and is now one

of the biggest players in the beer markét.

Another major industry merger involved the Belgmsed Interbrew and Brazil's AmBev in
200418 Finally, in 2008, this merged company, called mB®ok over its US-rival An-

heuser-Busch, the owner of the top-selling beendBBudweiser, for a total value of $52

http://lwww.carlsberggroup.com/Investor/Download@efdocuments/AR2008Chapters/Carlsberg AR08
%20p14-23_ Markets_and_Strategy.pdf
Hohttp://www.carlsberggroup.com/Investor/Download@efidocuments/AR2008Chapters/Carlsberg AR08
%20p14-23_Markets_and_Strategy.pdf

17 hitp://archives.cnn.com/2002/BUSINESS/05/30/salkemi

18 hitp://www.guardian.co.uk/business/2004/mar/03/eyon
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billion. Anheuser-Busch InBev is now the globalderin yearly beer sales, with leading
positions in the top five markets in China, the URussia, Brazil and Germany and one of
the world’s five largest consumer products compaHieHeineken’s acquisitions will be

discussed in the external growth section.

5.3 Heineken’s position in the beer market

In the brewery industry, the common measure fa aizd growth is based on the volume of
beer the company brews and sells within a yearshsvn in Figure 10. Heineken, with a
volume of 125.8 million hectolitres, is in thirdgale when it comes to consolidated beer vol-
ume. Ahead of them are the two mentioned brewetreAser-Busch InBev and SAB Miller

and are followed by Carlsberg and Molson Coors.

Consolidated beer volume 2008, Heineken and

competitors
(in millions of hectolitres)

Anheuser-Busch InBev
SABMiller
Heineken

Carlsberg

Molson Coors

0 50 100 150 200 250 300
Figure 10: Consolidated beer volume2008, Heineken and cotopgtin millions of hectolitreéd®
Concerning the economic crises, past experienceates that beer consumption is rela-
tively resilient in a period of economic downtuffor Heineken, the impact on consumer

sentiment was felt in Western Europe and the Amasrend volumes in many markets de-
clined. There were some challenging market conatisuch as heavy increases in raw ma-

19 hitp://www.anheuserbusch.com/Press/PressimageslP#20PRESS%20RELEASE . pdf
120 annual reports 2008 of the companies
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terial and packaging costs and a worsening econemironment. Some shifts from on-

trade to off-trade consumption and from mainstréaers to economy beers occurred.

In contrast, Africa and Middle Eastern markets dperienced strong growth, driven by
good macro-economic and social developments antiéoyising popularity of international
brands. These were the fastest growing areasmstef volume and profit. The Asia Pacific

region continued its solid growth.

5.4 Heineken's strategy and organisation

Through the creation of a global portfolio that dones the power of local, regional and
international brands, Heineken seeks to be a lgdatiewer in each of the markets in which

they operate.

Heineken’s strategy is to be a broad market leadtr all their local brands and, at the
same time, be premium segment leader with thenatemal Heineken® brand. Combining
these two policies they try to become the numberartwo player in key identified markets
where they see good opportunities to grow. Thitugt comes from the fact that a company
can only influence the market if it is one of thariet leaders. When a market is already in
the hands of competitors, Heineken tries to develggemium segment with Heineken®

beer and, if feasible, with specialty beers.

Since 2005, the company is divided into five opataregions: Western Europe, Central
and Eastern Europe, the Americas, Africa and thadMi East and Asia Pacific. Each region
is headed by a regional president who reports ttijréo the chairman of the executive

board, Jean-Francois van Boxmeer. In all of thefiva markets, Heineken aims at compre-
hensive coverage through a combination of whollyredy companies, licence agreements,
stakes in breweries, strategic partnerships amthaés with independent distributors or via

their own beverage wholesalers.

In Western, Central and Eastern Europe where wé@nd sells nearly 50 percent of their
beer volume (see Figure 11), Heineken is the latgesver. It has owned breweries and has
built up substantial market positions in Africa aheé Middle East for more than 50 years.

Most of the subsidiaries there also produce aricseéldrinks. Heineken also exports to the
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U.S. and owns breweries in Central America anddaebbean. In the Asian Pacific region
Heineken has a joint venture with Fraser & NeaJvkedasia Pacific Breweries and owns a

37 percent stake in United Brewery Limited, the keateader in India.

Geographic distribution of Heineken's consolidated beer
volume 2008, in percent and thousands of hectolitres

B Western Europe:
44,245

m Central and Eastern Europe:
50,527

m Africa and the Middle East:
18,076

The Americas:
10,329

Asia Pacific:
2,644

Figure 11: Geographic distribution of Heineken’s consolidabegr volume 2008
5.5 Heineken’s growth strategy

To achieve sustainable growth Heineken invest itdimg the brands in terms of value, vol-
ume and profitability, innovation and execution.eyhtry to improve their financial per-

formance by ensuring that acquisitions, partnesshigd distribution strategies create value.

Over the last few years, the Heineken® brand axdnepany’s flagship brand has been at
the heart of the growth and key differentiator. Trand is positioned in the international
premium segment and is the leading beer brand nofeu Growing in almost all of the

European and African markets, Canada, Chile, Argantndonesia, Taiwan and South Ko-

rea, it reached a volume growth of 4.7 percen00&2

Alongside this, many of the local brands in Heimékeportfolio perform strongly. Some

examples are shown in Figure 12:
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Country Brand Volume growth in percent 2008
Nigeria Star 12 %
Nigeria Gulder 15 %
Rwanda, Congo, Burundi Primus 18 %
Russia Three Bears 39 %

volume growth in percent 2007

Germany Paulaner 8 %

Mexico Dos Equis 17 %

Figure 12: examples of growing brands and its volume growtharcent 2008 and 2007
5.5.1 Heineken'’s key priorities for action

“The goal of Heineken is to grow the business gustainable and consistent manner, while
constantly improving profitability*** Therefore, Heineken’s management sets four key

priorities for action:

To accelerate sustainable top-line gratth
To accelerate efficiency and cost reduction.

To speed up implementation: faster decision ma&imgexecution.

0N PE

To focus on selective opportunities

According to the main focus of this work, theseopties for action can be divided into in-

ternal and external growth as shown in Figure 13.

Internal growth External growth

1. sustainable top-line growth*

2. efficiency and cost reduction

3. implementation and decision making

4. focus on selective opportunities**

Figure 13: Heineken's key priorities divided into internal aexternal growth

2L annual report 2004 p. 5
122 growth in net revenue
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*Sustainable top-line growth — A mixture of internd and external growth

Improving sales revenue and volume growth is céetdrthe growth strategy of any branded

consumer business and can hardly be reached byegtdgnal or internal sources of growth.

Creating strong consumer appeal and building stbwagd positions are market investments
which are considered parts of internal growth. Bdéineken also aims for sustainable

growth by actively participating in the beer indystonsolidation.

**Focus on selective opportunities — A mixture ofnternal and external growth

As part of Heineken'’s strategy, they balance tpesition in stable and profitable markets
such as Europe and North America, with a growingsence in rapidly expanding and
promising beer markets such as Russia. To focubase markets where Heineken believes
it can win, the company has to make choices. TaAgsdn impact on the investments in its
internal operations and on mergers and acquisiiidnile in some markets they expect to
reach a good position through organic growth, tbaystantly increase their focus on acqui-

sitions and partnerships in these times of globakolidation.

For example, they clearly signalled their intenparts of Asia, one of the most promising
beer markets, where they acquired several Russemebies in 2005 and concentrated on
South-East-Asia in 2006 and 2007. Although Chiravery big market, Heineken forgoes a
leading position in that market because the prafethe Chinese beers are very low while
the quality is very high.

Heineken also decided to invest in the US beer etdik the nation-wide roll-out of Heine-
ken Premium Ligtd, the first true line extension in the history bétHeineken brand. This
launch included all mentioned forms of internalwgtio, expenditures on research and devel-
opment, market investment like packaging and margeand physical investment.



Case study: Heineker| 53

5.5.2 Heineken N.V.’s growth in numbers

Heineken's total assets in millions of Euros 2004-2008

2004 — 10,090

2005 | 10,890; +7.93¢
200 | 12,038; +10.54%
2007 | 11,954; -0.70%

2008 — 20,563; +72.02%

0 5000 10000 15000 20000

o

Figure 14: Heineken N.V.’s total assets in millions of Eur2804-2008

As stated before, total assets are the best antl lImms& measurement for total corporate
growth. As shown in Figure 14, Heineken'’s totaledsgrew constantly from 2004 to 2007
and increased sharply in 2008. This enormous fig& @er cent was the result of the Scot-
tish & Newcastle acquisition, Heineken’s major taker so far.

Heineken's consolidated beer volume in millions of
hectolitres 2004-2008

200+ | - -

2005 | ©5.3; +2.32°%

2006 | 08.8; +11,.89%

2007 N (054 +6.68%

2005 | 125.5; 119.35%

0 20 40 60 80 100 120 140

Figure 15: Heineken N.V.’s consolidated beer volume in milsaf hectolitres, 2004-2008
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The company’s consolidated beer volume, the mosinoon measurement in the brewery
industry, also grew steadily over the last 5 y€seg Figure 15). This stable growth was the
outcome of Heineken’s balanced growth strategy. ddwuisition of Scottish & Newcastle
businesses and other first time consolidation agsalifor two thirds of the addition in
2008. The rest was driven by strong performancdsriga, Central and Eastern Europe and
Asia Pacific. Volumes in Western Europe and the. w&e lower as markets were affected

by weakening economies.

Heineken's revenue (top-line) in millions of Euros
2004-2008

===

2005 | © 67>; +5.05%

2006 [ 10,556; +9.14%

2007 | 11,245; +6.53%

2008 m 14,319; +27.34%

0 2000 4000 6000 8000 10000 12000 14000 16000

Figure 16: Heineken N.V.’s revenue (top-line) growth in miti® of Euros, 2004-2008

As one can see from Heineken’s annual reports aggkorities for action, revenue or top-
line growth is an important measurement for the gany. Figure 16 graphically demon-
strates that also these numbers increased cortisbeem 2004 and 2008, again with a
higher rise in 2008 as a result of the acquisittdow much of the revenue growth was due

to internal or external sources will be statediguFe 21 in the comparison section.
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5.6 Heineken'’s internal growth

5.6.1 Research and development

To gain sustainable top-line growth, innovationgmduction, packaging, communication
and marketing are key components of Heineken’segiya Innovative products and packag-
ing contribute to the strength of the brands, teéneken® brand in particular. To broaden
the scope of their innovation efforts Heineken lesgdhed an Innovation Team within the
organisation. As stated in the theoretical parthef work, development and innovation are
essential in order to respond quickly to the chaggieeds of consumers and to stay com-

petitive.

o

T

For consumer goods, the packaging plays an importde and <

helps the company to differentiate its brands ftbeir competi-
tors. Examples of Heineken’s innovative packagiregkeeer sys- _ .

tems like the Draughtkeg®, BeerTender®, David Dfgugeer - =~
9 Heineken

System® and Xtreme Draught®. i — ok
oy e

The DraughtKeg® is a pressurised and disposablees-go- "
anywhere’ draught system. It comes complete witheasy to . it
install tap. The beer stays fresh for 30 days afpening.
(see Figure 17)

It is sold in over 100 markets worldwide and in rie@a the
portfolio was extended with the introduction of fegh and
Heineken Premium Light DraughtKeg® in 2008 and 2869

The Beer Tender® is a self-contained draught system
dispensing draught beer in and around the home.Krbps
machine, filled with a 4-litre keg, serves the batprecisely
the right temperature. The kegs are availabledfillgth Hei-

neken and also with many

local beers. (see Figure 18)

Figure 18 BeerTender®

123 hitp://heinekendraughtkeg.com
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In 2003, it was first introduced in the Netherlamasl Austria and is being expanded step by
step to other markets, like the USA and Spain i080Heineken also combined the
DraughtKeg® and BeerTender® innovations and lauwtiéhenique one-way BeerTender®

keg.

Another innovation is the David Draught Beer SysRerfhis system is aimed at lower vol-
ume outlets in the on-trade, to have a draught §gsiem instead of bottles. The quality of
the beer is improved because a one-way usageibeas delivered with each keg. Cleaning

is no longer needed.

In 2006, the David system was extended by theawtlef the mobile
Xtreme Draught® concept, a slimmer, more mobilesigr. Xtreme
Draught® uses either the new ‘Ten Can’ (10-litraudyht keg) or the

§ &

standard 20-litre David keg, making it flexible agalsier to guarantee

<

ne.

freshness. (see Figure 19)

)}

s<rHe

o
J

The David system is now available in 90 markets has delivered

more than 1 million hectolitres since its introdantin 2002, despite

the gradually declining on-trade draught market. Figure 19: Xtreme Draught®

In the context of product development, the latesbvation has been the introduction of the
Heineken Premium Light® in the USA, which is debed in the next chapter, geographic
expansion. In 2006, innovations accounted for agprately 40 % of all growth of the Hei-

neken® brand.

5.6.2 Market investment

Geographic expansion

As mentioned before market entries in the brewedustry are most common via acquisi-
tions of strong brands because the high consurgaltyoacts as a barrier to entry. Heineken
uses a mixture of the two strategies explainedhéntheoretical geographic expansion part.
On the one hand, Heineken applies the global giyaded exports the standardized Heine-

ken® brand to new markets or simply brews it thasein the following cases.
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In Asia, it completed greenfield projects in Viemte, Laos, Mongolia and India in 2008. As
stated before, Africa and the Middle East are He2nés fastest growing regions. South Af-
rica is one of the largest beer markets and hapidly increasing premium segment due to
economic growth and the emergence of new middiesat@nsumers. For that reason, Hei-
neken decided to build a new brewery in South Afrio be operational in the second half
of 2009.The brewery is a joint venture, 75 percent owneddbineken and 25 per cent by
Diageo. It has an initial capacity of 3 million helitres and will brew mainly Heineken and
Amstel beer but has the built-in flexibility to expd as demand for additional beer brands
increases. The 80-hectare site, located southeédshannesburg, and the new brewery will
create around 225 permanent new jobs.

On the other hand, Heineken also adopts the maitiestic strategy because consumer
tastes and behaviour differ widely around the woltidbuys local brands and adds them to
its brand portfolio. In the case of the U.S. markiety even invented a new product, which

can be seen as the first true brand extension iimelden’s history.

Changes to the beer itself have not been a feafufeineken’s approach to innovation dur-
ing the last 140 years. However, North Americansconer tastes and needs differ consid-
erably from those in Western Europe and the restefvorld. In the U.S. beer market, light
beer accounts for nearly 50 % of total volume, whsrin other markets it accounts for just

a small percent.

Heineken started to develop Heineken Premium Ligt#004. It has fewer calories, fewer
carbohydrates and a lower alcohol content than ablager beers. The product is the first
light beer in the premium sector. Market testingsvaiccessful in
Phoenix, Dallas, Providence, and Tampa in 2002006, Heineken
Premium Light was launched in every state in th®.Uh its first year,
sales of 680,000 hectolitres exceeded the estin#il@@®00 hectolitres

and it became the number two imported light beanthiin the States.

Heineken

‘:,-.'.-" e

L)

The packaging of the new beer has been specifidajgned to create

strategic differentiation from Heineken Lager Baad also from other
light beer brands. The bottles are slimmer ancertaibn the label

Figure 20: sleek can
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"Light” is clearly highlighted and the dominant oat of silver is used to further add pre-
mium and lighter beer product cues. Also, the ohiidion of the “embossed” can and the
new “sleek can” brings additional differentiationdashould help support the next phase of

growth of Heineken Premium Light. (see Figure 20)
The growth of revenue from existing customers

While expanding into new markets and working ondpict innovations, Heineken continu-
ally tries to reinforce and increase its shardlithe markets where it operates by increasing
the efficiency and effectiveness of their marketestments. As the distinctive features be-

tween the beers are relatively low it is very intpat to build strong brand positions.

The consistent growth of the brands requires soi@htive brand management, which is
coordinated centrally. For the Heineken® and An®&tetands, central guidelines and stan-
dards for brand style, brand value and brand devedmt were established. At a central
level, Heineken also supports local managementhef @ntire brand portfolio, through

benchmarking programmes designed to optimise matkedales and distribution.

The aim of these market investment efforts is gfiteening the brand portfolio by improv-
ing the quality and consistency of communicatioimslst’ leveraging its global presence and
brand activation properties. Heineken is a majanspr of music and sporting events, like
the UEFA Champions League, and is also famoushfgir amusing TV-spots. Additionally,
they have advertising campaigns to increase sdlegisting customers, like the following

example.

Winning customers at the point of purchase has bezkey rationale behind the Extra Cold
programme. It builds on consumer insight that dfeént occasions they seek a beverage
that both cools and refreshes. The original Heindbeer is served Extra Cold at -2°C in
sub-zero degree fridges and frozen draught beetdoirhe campaign covers both draught
and packaged beer. Since the launch of the progearmmi2005, Extra Cold draught beer has

been installed in 62,000 outlets.

In 2008, the campaign was promoted by using a ajpedesigned ‘Heineken Extra Cold

Truck’ that visited 23 cities in 12 European coiggr Visitors were invited to the truck’s ice
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bar experience and guided through various interactooling down stages before reaching
‘Extra Cold’ at —8°C.

5.6.3 Physical investment

Concerning the physical investment in addition He tnentioned greenfield investments,
Heineken just opened its newest brewery in Sevillds modern and technologically ad-
vanced brewery will increase annual production cépan Seville from 3 to 5 million hec-

tolitres and hence is one of the company’s largesiveries in terms of volume. Thanks to
state-of-the-art technology, the new brewery’'scedficy ratio is twice that of the old brew-
ery. This technical improvement will also signifitly enhance Heineken’s environmental

credentials as well as its cost efficiency.

The use of new technologies in production can iwmgrefficiency and cut costs in opera-
tions, two aims of Heineken'’s key priorities. Thaspyears saw an increase in the cost of
resources, particularly the cost of energy. Theeeféleineken started a Total Productive
Management programme (TPM) to implement first-tinggt and zero-loss practices to
lower production costs through better purchasing erore economic use of energy. This
plan and other initiatives running since 2003,\wad cost savings of € 170 million in 2005.
In 2006, TPM was established in every significapération and continues to be a major

programme within the organisation.

In addition, Heineken tries to increase the efficie of the production network and ongoing
operations in order to enhance profitability. Ir080they started the next three-year initia-
tive “Fit2Fight”. It aimed to make gross savings&®#50 million of the fixed-cost base by
the end of 2008. The Fit2Fight rationale and tlobriegques became more and more embed-
ded in the organisation and are now crossing atliglines. In 2008, Heineken delivered an
additional gross cost savings of € 164 million,iaeimg € 19 million more than the fore-

casted three-year plan cumulative amount of € 4#m

The efficiency improving programme included thelizzdion of many reorganisation pro-
jects, amongst others, centralisation of back efctivities, right-sizing of breweries etc.
Highest impact is in the supply chain, wholesalsitess and support functions in Europe

and Americas. The savings are reinvested to furblbest top-line growthThe focus of
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these programmes is on the core business, whileoetes of scale and IT support func-
tions are leveraged.

Also portfolio reviews play an important role whigrtomes to efficient investment. Heine-
ken regularly reviews the entire portfolio of brartd identify those which are strategic and
which truly create value. These are the winninghdsan which they invest time, energy and

money.

5.6.4 Other factors

People, organisational structure and leadership

In 2005, the organisational structure of Heinekexrs whanged in order to increase the speed
at which decisions were made and implemented athesbusiness. The creation of a new
streamlined management structure was the first Steg restructured and smaller Executive
Board and the creation of the Executive Commitsexlifate empowerment and delegation.
The flatter and less complex structure throughbatwhole company should facilitate this

key priority of action.

The focus is also on enabling the employees tothesie potential and building a true per-
formance based culture. One example for the sukttesgpplementation was the re-launch
of Amstel in South Africa in 2007. Within six momstiihe brewing, packaging, shipping,

marketing, sales and distribution was up and runnin
Knowledge

Heineken also began the implementation of an iatepnoject on information logistics,
which will support and simplify company-wide deoisimaking processes, by ensuring that
the right level of accurate information on any aspe available in a timely manner. At the
same time, it launched a major change programmsentalise IT and to introduce common
systems and processes. The brewing company digsibits knowledge and experience to
all its levels to develop brand and portfolio magragnt skills and to optimize sales and

distribution processes.
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5.6.5 Heineken N.V.’s internal growth in numbers

Heineken's internal volume and revenue growth in
percent of the previous year, 2004-2008

1.50%
2004 ;2.50%

1.80%
2005 2.20%
6.90% @ Organic volume
2006 — 7.10% growth
| @ Organic revenue
6.50% growth
2007 — 6.53%

3.50%
2008 —7.40%
0,00% 2,00% 4,00% 6,00% 8,00%

Figure 21: Heineken N.V.’s internal volume and revenue grointhercent of the previous year, 2004-2008

Organic revenue growth is defined as growth in mereeexcluding the effects of foreign
exchange rate movement, consolidation change, @®oap items, amortisation of brands
and customer relationships and changes in accaupthcies. The percentage shows how
much the revenue increased through internal gromttomparison with last years figure.
Organic volume growth is the rise in consolidatetlime excluding the effect of new ac-

quisitions.

The organic beer volume growth increased signifigaover the past 5 years with a small
decline in 2008 (see Figure 21). This neglect térimal volume growth may be due to Hei-
nekens focus on the acquisition of Scottish & Nestlean 2008 and the global slowdown in
growth due to the economic crisis, mainly in Westéurope. Volumes sold with new pack-
ages and draft beer systems grew 22 %, mainlymbwyehe success of DraughtKeg®.
Whereas the internally created volume growth wadatively low, the organic revenue
growth of 2008 was still increasing compared to 200he difference between the internal
revenue growth and internal volume growth was altex price increases across the vast
majority of markets during the year and the memteost reduction programs. To cover
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the effect of rising input and energy prices Hearelpassed on the higher costs to the con-

sumer.

The average internal revenue growth over the lagtdss was 5,15% and the average or-
ganic volume growth was 4,04% during these yeahsodgh a combination of focused
marketing investment, increased emphasis on inf@mvand a continuing commitment to
meeting customer needs, the internally createdin@pperformance improved steadily from
2004 to 2008.

5.7 Heineken’s external growth

In order to remain an independent company, Heinéleanto play an active role in the con-
solidation process of the global beer industry. gkdng to their last key priority of action,

it continuously looks for external growth opportigs and selective investments in the
brewing sector which fit well into their strategy lbe a broad market and premium segment

leader.

5.7.1 Heineken’s mergers and acquisitions

Generally, they establish broad leadership by atgustrong brands, which are then com-
bined into a new, larger company. Every newly aagucompany receives specific, focused
action plans aimed at improving its performancebseguent employee training, organisa-
tional improvements, and introducing new technologwyforce the positions of the local
beers. This results in the creation of an exterdistiibution network for both the local

beers and Heineken® beer.

As shown in Figure 22, Heineken focused on marketsurope but also acquired several

breweries in Africa and Asia during the past 5 gear
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%o stake
Target company Country Year Mn hl acquired
Eichhof Brewery Switzerland 2008 0.361 100
UK, Finland, Belgi-
um, Portugal, Ire- 100 (Belgi-
Scottish & Newcastle land 2008 not available um 99.7)
Wiirzburger Brauerei Germany 2005 0.360 90.7
Firstlig Flrstenbergi-
sche Brauerei Germany 2004 0.700 100
Hoepfner Brauerei Germany 2004 0.200 100
Central & Eastern Europe
Rechitsa Brewery Belarus 2008 0.285 80.8
Drinks Union Czech Republic 2008 0.9 100
Bere Mures Romania 2008 1.2 100
Holding Company of
the Syabar Brewing
Company Belarus 2007 600,000 100
Rodic Brewery Serbia 2007 0.5 100
Krusovice Brewery Czech Republic 2007 700,000 100
Ivan Taranov Brewe-
ries Russa 2005 2,900 100
Baikal Brewery Russia 2005 0.557 100
Stepan Razin Brewery  Russia 2005 1.400 100
0.715 +
0.040 soft-
Patra Brewery Russia 2005 drinks 100
Sobol Beer Brewery Russia 2004 0.200 100
Volga Brewery Russia 2004 0.400 100
Shikhan Brewery Russia 2004 0.700 95
Austria, Poland,
Hungary, Czech
Republic and Roma-
BBAG nia 2003/2004 26,000 100
Africa & Middle East
Tango Brewery Algeria 2008 140,000 100
Consolidated Breweries Nigeria 2004 0.965 50.1
0.500 +
1.800 soft-
Tempo Israel 2004 drinks 40
Asia
Aurangabad Breweries
Ltd India 2006 not available 76
Foster's brewery Vietnam 2006 not available 100
Kingway Brewery China 2004 not available 9.9

Figure 22: Heineken'’s acquisitions per operational region 22083
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As stated before, Heineken made its largest admnsever in 2008 when it purchased parts
of Scottish & Newcastle businesses, licences anelsiments. It took over Scottish & New-
castle together with Carlsberg S/A. They formedoasortium agreement called Sunrise
Acquisition Ldt. that regulated the allocation betconsideration, brands, businesses and
separation steps after the acquisition. HeinekemgbbScottish & Newcastle’s operations in
the United Kingdom, Portugal, Finland, Belgium,ldred, India and the U.S., with core
brands including Foster’s, Kronenbourg 1664, NeweaBrown Ale, Sagres, Lapin Kulta
and Beamish (see Figure 23). This take-over ignm With Heineken’s acquisition strategy
that is focused on defending and strengtheningelship positions in key markets, in this
case Western Europe.

Belgium

#2 US Ale Importer

#1 via joint vemurew

During the last few years Heineken took over afatompanies. Every acquisition, though,

Figure 23: Scottish and Newcastle leadership positions anddsr2008

also includes a lot of risk. Different cultures simess principals and external influences can
be major obstacles to a successful integrationo,Adservaluation of targets and estimated
synergies are common mistakes in the acquisitiongss. Such failures may affect the cor-
porate values, the reputation and quality standamge acquisitions like that of Scottish &
Newcastle can also hinder the realisation of l@rgitbusiness plans.

In order to mitigate these risks, Heineken contirsly improves its due diligence processes,

cost and integration plans. Due to its long histoiexternal growth it has gained a great
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deal of experience, ensuring that the acquisitcmmgribute to its growth strategy and accel-

erate its sustainable top-line growth.

5.7.2 External growth in numbers

Heineken's net cash outflow for acquisitions in millions
of Euros 2004-2008

2004 — 1,117

2005 7— 730

2006 7. 113

2007 7- 299

2008 — 3,782
6 560 10‘00 15‘00 2(;00 25‘00 3(;00 35‘00 4(;00

Figure 24: Heineken’snet cash outflow for acquisitions in millions of6a, 2004-2008

Figure 24 shows clearly that 2008 was a year o$tanting external growth. Heineken
spent 12 times as much for acquisitions than tlae gefore. The huge net cash outflow was
mainly through the major acquisition of Scottisi\&wcastle that Heineken has completed

in this year.
5.8 Heineken’s internal vs. external growth

Heineken’s key priorities for action show clearhat it seeks to strike a balance between
internal and external growth. It tries to acceleras sustainable top-line growth through
innovations, marketing investments and at the siime focuses on selective opportunities

through greenfield investments and acquisitions.

According to the internal vs. external growth cgstce the theoretical part of this work,
there is a direct comparison of these two souréegawth. Also, in practice, their advan-

tages and disadvantages can be weighted agaimsotess.
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5.8.1 The comparison
5.8.1.1 Time

As stated in the theory part of this work, mergard acquisitions are always a faster way to
obtain access to the cash flows of new assetse lEbmpany already has a brewery in a cer-
tain market and just wants to expand the scalevassthe case in Seville, internal growth
might be the preferred choice. Heineken built a hegwery equipped with the latest tech-

nology and almost doubled their production capaggyinternal growth.

But if a brewer wants to enter a new market, gtfiras to assemble all assets by itself, build
a brewery, build up the reputation of its brand @it this takes a very long time and it is
much faster to take over an existing player inrttagket and add it to the company’s portfo-
lio, as Heineken did with all their acquisitionsthre past. For example, in 2008 Heineken
increased its volume by 27 million hectolitres wjtist the single acquisition of the Scottish
& Newcastle businesses.

5.8.1.2 Costs

External growth in the brewery industry is alwagswexpensive because the goodwills are
extremely high. The purchasing prices are sometievesi double the amount of the book
value, because brand names and the reputatioretiyey with their clients are very impor-

tant in this sector. The buyer often pays the higinee to enter the market or to increase its
market share because it sees potential synergtestasiown business. For its acquisition of

Scottish & Newcastle Heineken paid a goodwill &3, million Euros.

Also the acquisition, integration and restructuraogts related to the Scottish and Newcastle
acquisition were very high, amounting to 138 milli&uros. For Part of it accounted the
formation of the Sunrise Acquisition Ldt., whichrgad out the acquisition. Nevertheless a

large scale expansion like this would not have hgessible via internal growth.

5.8.1.3 Economies of scale and synergies

Economies of scale play an important role for bregjs¢dompanies, especially for purchasing

of raw materials in the agricultural market, whereees are constantly increasing. But also
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in the filling process a lot of money can be sau&fhere once every small brewery had its
own bottling, the companies now have centralizéithdis in every county and transport all
their different beers to this one factory. Volunantinues to be a key factor in benefiting
from scale efficiencies. Through external growtr, é&xample, the large Scottish and New-
castle acquisition, Heineken can realize highemenvoes of scale than via any internal

growth process.

Following the acquisition synergies in the Westetmopean market are expected through a
stronger presence enabling Heineken to securengiitign and to increase its market share
through appropriate commercial investments. Theeseffect is expected for the Americas
especially in the U.S., Canada and the exporteddCaribbean. For both regions, cost syn-
ergies will be realized through more efficient ecahfpurchasing, sourcing and selling in
respect of both the Scottish & Newcastle and Hezndikrands. The expected annual syner-
gies should amount to about 184 million Euros dfber years of integration, of which 140
million Euros are cost synergies and 44 milliondsuare revenue synergies. This extent of

synergies would be impossible to achieve via irglegnowth.

5.8.1.4 Market entry

What is mentioned in theory, about the difficulttesenter a market, is particularly true for
the brewing industry. Customers stick to a certasnd, are loyal buyers and rarely accept
new ones. It is extremely difficult and expensiveritroduce new brands in the beer market,
where there are already millions of existing bramlso governments and regulations on
foreign investment make it hard to enter certaimketz as is the case in Asia. Accordingly,
market entries via internal growth, like greenfighestments, are relatively scarce com-

pared to the alternative of external growth.

Especially in emerging markets, Heineken buys Itcahds, adds them to its organisation
and uses these well established brands to introthecéleineken® brand step by step over

the existing distribution channels.
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5.8.1.5 Market power

Heineken tries to be the number one or two plageeviery market in which it is active.
Companies need to be in a leading position to atfex beer market. For example, it has a
better position in negotiations with retail chaimdyich can easily throw out a minor brand,
if it takes a couple of prominent brands out ofitipeoduct range, it will be hard to satisfy

all customers.

Gaining market power in selective markets depemdghe size of the additional share the
company wants to achieve. In the mature markeWesdtern Europe, where a lot of brands
including Heineken are long-established, Heinekemeiases its high market share steadily
through incremental innovations and marketing ¢$toBut in other countries where Heine-
ken is not one of the top brewers a leading positen only be reached through mergers and
acquisitions. See the example of Scottish and Nstl&is positions taken over by Heineken

in the United Kingdom, Belgium, Finland and PortugaFigure 25.

New and existing positions

;"\/"‘1 2\ S

A W Y
‘N/’ ) ‘-\*;J?‘\b_...,‘,

Figure 25: Heineken'’s increased leadership positions in Een2(08

Heineken uses a mixture of internal and externaivgr to gain market power. To be a ma-
jor player in the global brewery industry, is alsgportant to remain independent and not

get eaten up by rivals, as in the case of AnheBssch in 2008.
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5.8.1.6 Integration

The integration of new greenfield breweries, orialdal physical investments, is relatively
easy as Heineken’s systems and processes areigeftam the start. But, when it buys
breweries that have existed for hundreds of ydasetmight be resistance to adopting the
new owner’s procedures instead of keeping their @stablished ones. These problems

might particularly arise in the case of cross galtacquisitions.

Heineken constantly works on its integration agtg, which includes significant involve-

ment by relevant group departments, operating compaand regional management to
carryout effective integration plans. For exampt®t8sh and Newcastle acquired entities
are already fully integrated into Heineken'’s regibstructure and have started to use its
common systems. Key management in the local opasatias been retained to facilitate a
rapid integration. A large part of the synergies oaly be realised through coordination of

the Western European region.

5.8.1.7 Risks

Expanding a business inherently involves takingstisVhen a company increases its vol-
ume internally, there is always an uncertainty aliba level of additional demand for it.
The building of a new brewery additionally include®curement and start-up risks. Addi-
tionally, the acquisition of an existing breweryedoot guarantee a stable demand and the

purchased assets can be old and non-functional.

Structured risk assessments are part of Heinekdrdage projects, common process and
system implementations, and acquisitions and bssiirgegration activities. The risk man-

agement and control systems are considered todeatdeineken’s risk profile.
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5.8.2 Heineken N.V.’s Internal vs. external growth  in numbers

Heineken's cash flow used for internal and external
investment, in millions of Euros, 2004-2008

2005 | 734 4600

7 cash flow used for internal investment
2006 | 727 [ 72

M cash flow used for external investment

2007 | 866 [N 259

2008 1,110

0 1000 2000 3000 4000 5000

Figure 26: Heineken N.V’s cash flow used for internal and exd investment, in millions of Euros, 2004-
2008

Figure 26 illustrates how much of the cash flowrné&ien invested into internal and external
growth. The green bars show that internal investmes relatively stable between 2004
and 2008. But the cash flow used for external itnaest, represented by the yellow bars,
fluctuated and as shown in the external growth pas very high in 2008 because of the

acquisition of Scottish and Newcastle.
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Heineken's revenue (top-line) growth in millions of Euros,

2004-2008
2005 |2.2 [285)
| internal (organic) revenue growth
m external revenue growth
2006 71 o4 9
] internal  external
2007 6.53 0 2004 30.86% 69.14%
' 2005 43.56% 56.44%
. 2006 77.68% 22.32%
2007 100.00% 0.00%
2008 ZEEN TR 2008 27.07%  72.93%

0 5 10 15 20 25 30
Figure 27: Heineken N.V’s revenue (top-line) growth in millenf Euros, 2004-2008

Also revenue growth can be divided into internad anternal growth. Interesting is that, as
shown in Figure 27, in 2007 all of the revenue weasated internally. This might be due to
the preparation for the major acquisition in th&tngear. External growth added nearly 20%
to revenue in 2008, of which the Scottish and Netleaacquisition represented 90%.
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6 Conclusion

Growth and innovation are among the essential ctitiygeand organizational challenges
facing domestic and international companies todansidering the “opportunity environ-

ment” of the firm, there are alternative strategjtions, namely internal development ver-
sus the external acquisition, for the use of thmelfuavailable. Both strategies of growth can
be applied in various forms and shapes to expaadiémand and the supply side of the

company.

The firm can expand its demand internally via makependitures, like a geographic ex-
pansion into new markets, or try to increase tvemae from existing customers. Another
option is to pursue an extensive research and ojewent policy in order to introduce new
products to the market. To extend the supply dide,company has to make physical in-

vestments which are often linked to process rebeamnd development.

The advantage of internal growth is that it is lfyesonfigurable. The choice is not only re-
duced to existing capacities on the market, butcttrapany can also invest in state-of-the-
art resources. Furthermore, the buyer is not fotcethke over additional capacities and

segments that do not fall under his core competence

But, as stated in the empirical section and the saigdy, it is not internal growth but merg-
ers and acquisitions that play an ever increassfggnmowadays. It has been noted that merg-
ers will be chosen in those cases where the purgsote increase market share by large
scale, since the internal growth process wouldltiesuleast in the medium time horizon, in
the creation of additional capacity and fiercer pefition. The consolidation process in cer-

tain industries, like the brewery industry, redutteel big players to a handful.

When it comes to the comparison of internal ancrea growth, all their characteristics
and differences have to be taken into considerafibe overview in Figure 28 can be used
as a general guidance in the decision making psod&gst, according to the circumstance

and target growth, their advantages and disadvastagve to be weighted differently.
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Internal growth

External growth

time slower faster
cost lower higher
economies of scale lower higher
market entry harder easier

market power

incremental increase

significant increase

integration

easier

harder

risks

higher

lower

Figure 28 Comparison of internal versus external growth

The situation on the resource market, the competiind financial situation and the risk
taking behaviour of the company play important sale the selection process. Growth in-
volves substantial uncertainty which may confouhd strategy and structure of a com-

pany

The suitability of the respective choice betweeenmal or external source of development
and growth also depends on the firm’s size. Certiategies make more sense for bigger
companies than for smaller ones and other waysrgeneore growth for smaller compa-
nies than for corporate groups.

The sample firm of this work, Heineken, tries taale an optimal combination of internal
and external growth. Besides the acquisition oesswsmall breweries, it completed its big-
gest acquisition in history last year, when it tamker parts of Scottish and Newcastle’s
businesses for 6.9 billion Euros. Heineken haslay pn active role in the consolidation

process of the brewery industry to make surenbistaken over by one of its competitors.

But, the brewer is also very innovative; it invehtbe DraughtKeg, a disposable 5-litre “go
anywhere” draught system and the BeerTender ttatvsldispensing draught beer at home.
Additionally, Heineken completed greenfield investits in the Asian Pacific and just
opened a very modern brewery in Seville. The brasameain aim is to become and remain
the number one or two player in each of its actegions. Market power and well estab-

lished brand names are significant to be ableftoence the beer market.

124 Hitt M., Ireland R. and Tuggle C. (2006), p.136 ff
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Heineken’s changing positions and opportunitiedifferent markets show that no general
statements about the optimal growth strategy caméaee upfront because the choice be-

tween internal and external growth always depemdbe particular case.



Appendix | 75
7 Appendix

7.1 References

Ahuja G. and Lampert C. M. (2001) Entrepreneurshifhe Large Corporation: A Longi-
tudial Study of how Established Firms Create Breakigh Inventions, Strategic Manage-
ment Journal Vol. 22, pp. 521-543

Andrade G., Mitchell M. and Stafford E. (2001) NE&widence and Perspectives on Merg-

ers, The Journal of Economic Perspectives, Volpp5,103-120

Andrade G. and Stafford E. (2004) InvestigatingEeenomic Role of Mergers, Journal of
Corporate Finance Vol. 10, pp. 1-36

Ansoff H.l. (1958) A Model for Diversification, Magement Science Vol. 4, pp. 392-414

Breadley R. and Myers S. (2003) Principles of CaaoFinance, 7ed., New York:
McGraw-Hill

Bowman D. and Narayandas D. (2006) Linking customanagement efforts to growth and
profitability, in: Hess E./Kazanjian R. (Eds.) T8earch for Organic Growth, Cambridge:
Cambridge University Press, pp. 192-210

Christensen C. (1997) The Innovator’s Dilemma, Cadge: Harvard Business School

Press

Comment R. and Jarrell G. (1995) Corporate Focdsstack Return, Journal of Financial
Economics Vol. 37, pp. 67-87

Feinberg S. and Phillips G. (2005) Growth, Capualrket Development and Competition
for Resources within MNCs, Working Paper, Universit Maryland



76 | Appendix

Garud R., Kumaraswamy A. and Sambamurthy V. (28 hessing Knowledge Resources
for Increasing Returns, in: Hess E./Kazanjian RIS(EThe Search for Organic Growth,

Cambridge: Cambridge University Press, pp. 211-243

Hay D. and Morris D. (1991) Industrial Economicsl &rganization: Theory and Evidence,

Second Edition, New York: Oxford University Press

Healy P., Palepu K. and Ruback R. (1992) Does CGatpd’erformance Improve after

Mergers? Journal of Financial Economics Vol. 31,1§5-175

Hess E. (2006) Defining and Measuring Organic Ghowt: Hess E./Kazanjian R. (Eds.)
The Search for Organic Growth, Cambridge: Cambrildgeersity Press, pp. 103-123

Hill C., Hwang P. and Kim W. C. (1990) An Ecleciibeory of the Choice of International
Entry Mode, Strategic Management Journal Vol. 1,147-128

Hitt M., Ireland D., Tuggle C. (2006) The make arylgrowth decision: strategic entrepre-
neurship versus acquisitions, in: Hess E./Kazarifa(Eds.) The Search for Organic
Growth, Cambridge: Cambridge University Press,j34-146

Hoberg G. and Phillips G. (2008) Product Market&ygres and Competition in Mergers
and Acquisitions, Working Paper, University of Miaryd

Holmes T. and Schmitz J. (1990) A Theory of Entegg@urship and Its Application to the
Study of Business Transfers, Journal of Politicadtomy Vol. 98(2), pp. 265-94

Jensen M. C. (1986) Agency Cost of Free Cash Fimporate Finance and Takeovers,
American Economic Review Vol. 76, pp. 323-329

Jensen M. C. (1993) The Modern Industrial Revoluaad the Challenge to Internal Con-
trol Systems, Journal of Finance Vol. 48, pp. 880-8

Jovanovic B. and Braguinsky S. (2004) Bidder Distswand Target Premia in Takeovers,
The American Economic Review Vol. 94, pp. 46-56



Appendix | 77

Joyce W. (2006) Strategic Position, Organic Groart Financial Performance, in: Hess
E./Kazanjian R. (Eds.) The Search for Organic GhoW@tambridge: Cambridge University
Press, pp. 85-102

Kazanjian R., Hess E. and Drazin R. (2006): Thell€hge of Organic Growth, in: Hess
E./Kazanjian R. (Eds.) The Search for Organic GhoW@tambridge: Cambridge University
Press, pp. 1-16

Kieser A. (1976) Wachstum und WachstumstheorierGnochla E., Wittmann W. (Eds.)
Handworterbuch der Betriebswirtschaft, Band 3,t§&ut: Poeschel Verlag, pp. 4301-4317

Klette T. J. and Griliches Z. (2000) Empirical latis of Firm Growth and R&D Invest-
ment: A Quality Ladder Model Interpretation, Econoournal Vol. 110, pp. 363-387

Kovenock D. and Phillips G. (1997) Capital Struetand Product Market Behaviour: An
Examination of Plant Exit and Investment DecisiBryiew of Financial Studies Vol. 10,
pp. 767-803

Kirpick H. (1981) Das Unternehmenswachstum algedetwirtschaftliches Problem, Ber-

lin: Duncker & Humblot

Kiting K. (1980) Unternehmerische Wachstumspolifikne Analyse unternehmerischer
Wachstumsentscheidungen und die Wachstumsstratégigscher Unternehmungen, Ber-
lin: Schmidt Erich

Lambrecht B. (2004) The Timing and Terms of Mergativated by Economies of Scale,
Journal of Financial Economics Vol. 72, pp. 41-62

Lambrecht B. and Myers S. (2005) A Theory of Taleevand Disinvestment, MIT Sloan
School of Management, EFA 2005 Moscow Meetings Pape

Lang L., Stulz R. and Walkling R. (1989) ManageRarformance, Tobin’s g and the Gains
from Successful Tender Offers, Journal of FinanE@nomics Vol. 24, pp. 137-154



78 | Appendix

Larsson R. and Fingelstein S. (1999) Integratingt8&gic, Organizational and Human Re-
source Perspectives on Mergers and AcquisitionSage Survey of Synergy Realization,

Organization Science, Vol. 10, pp. 1-26

Lucas R. (1978) On the Size Distribution of Bussn\Egms, Bell Journal of Economics Vol.
9, pp. 508-523

Maksimovic V. and Phillips G. (2001) The Market fdorporate Assets: Who engages in
Mergers and Asset Sales and Are There Efficienapszarhe Journal of Finance Vol. 56,
pp. 2019-2065

Maksimovic V. and Phillips G. (2007) Conglomeratets and Internal Capital Markets, in
Espen Eckbo B. (Ed.): The Handbook of Corporataffae, Empirical Corporate Finance
Vol 1, North-Holland: Elsevier

Maksimovic V. and Phillips G. (2008) The Industrijd-Cycle and Acquisitions and In-
vestment: Does Firm Organization Matter? The JdwhB&inance Vol. 63, pp. 673-708

Maksimovic V., Phillips G. and Prabhala, N. (20@®)st-Merger Restructuring and the
Boundaries of the Firm, Working Paper, Universityaryland

Margsiri W., Mello A. and Ruckes M. (2006) A DynaiAnalysis of Growth via Acquisi-

tions, Working Paper, University of Wisconsin

McAfee P. (2002) Competitive Solutions: The Stradeg Toolkit, Princeton and Oxford:

Princeton University Press

McCardle K. and Viswanathan S. (1994) The Diredr¥umersus Takeover Decision and

Stock Price Performance around Takeovers. The dbafiBusiness Vol. 67, pp. 1-43

McGrath R. (2006) The Misunderstood Role of the dfgedVlanager in Driving Successful
Growth Programs in: Hess E./Kazanjian R. (Eds.) $&arch for Organic Growth, Cam-

bridge: Cambridge University Press, pp. 147-172



Appendix | 79

Merrifield D. B. (1991) Value-added: The Dominartckor in Industrial Competitiveness,

International Journal of Technology Managemeng3&-235

Mitchell M. and Mulherin J. (1996) The Impact oflurstry Shocks on Takeover and Re-

structuring Activity, Journal of Financial Econommidl, pp. 193-229

Nelson Max (2005): The Barbarian's Beverage: Adtisbf Beer in Ancient Europe, Oxon:

Taylor & Francis,

Penrose E. (1959/1995) The Theory of the Growtihefrirm, Third Edition, New York:

Oxford University Press

Reinhardt E. (2006) Profitable growth at Siemengligld Solutions in: Hess E./Kazanjian
R. (Eds.) The Search for Organic Growth, Cambridigmbridge University Press, pp. 17-
34

Rappaport A. (1998) Creating Shareholder Value: Nee Standard for Business Perform-

ance, A Guide for Managers and Investors, New Yohe Free Press

Schwert W. (2000) Hostility in Takeovers: In thedsyof the Beholder? Journal of Finance
Vol. 55, pp. 2599-2640

Timmons J.A. (2004) Opportunity recognition, in:d@sve W. and Zacharakis A. (Eds.)
The Portable MBA in Entrepreneurship, Hoboken: Wile

Wittmann W. (1961) Uberlegungen zu einer Theorie daternehmenswachstums, Zeit-
schrift fir handelswissenschaftliche Forschung EZftiol. 13, p. 494 ff.

Wolff J. (1993) Die liquiditatsorientierte Steueguschnell wachsender Unternehmen, Kéln:

Verlag Josef Eul

Wortmann, M. (2001) External and Internal Growthvafltinational Enterprises — Empiri-
cal Findings and Implications for the OLI Paradigerlin: FAST-Studie Nr. 30



80 | Appendix

Whited, T. (2001) Is it efficient Investment thaauses the Diversification Discount? The
Journal of Finance 56, pp. 1667-1831

www.ab-inbev.com [01.03.2009]

www.anheuserbusch.com/Press/Pressimages/FINAL%28BRE20ORELEASE.pdf
[01.03.2009]

www.archives.cnn.com/2002/BUSINESS/05/30/sab.ntil[@2.03.2009]

www.carlsberggroup.com/Investor/DownloadCentre/Doents/AR2008Chapters/Carlsber
0_ARO08_ %20p14-23 Markets_and_Strategy.pdf [10.@RP0O

www.carlsberggroup.com/Investor/DownloadCentre/B&geualreport2008.aspx
[10.03.2009]

www.guardian.co.uk/business/2004/mar/03/money R.2@09]

www.heinekeninternational.com/ [19.02.200Bleineken’s annual reports 2004-2008, dis-

cussion with Dr. Kurt Herrler, Heineken CEE
www.istockanalyst.com/article/viewiStockNews/articl/3024952 [14.03.2009]

www.sabmiller.com/files/reports/ar2008/1_performafiocrperformance.html [01.03.2009]



Appendix | 81

7.2 List of figures

Figure 1: Model of a representative firm and iteremmic activities 7
Figure 2: Internal versus external growth 8
Figure 3: Extract of the expenditure model, the a@ednand the supply side 11
Figure 4: The main strategies of internal growth 16
Figure 5: Growth without major acquisition 23
Figure 6: Aggregate Merger Activity 30
Figure 7: Mergers as of total investment expendgur 42

Figure 8: Merger activity as the percentage ofl tiata-level investment 1970-1994
(average across all firms) 43
Figure 9: Heineken’s ownership structure 46

Figure 10: Consolidated beer volume2008, Heinekehcampetitors, in million of

hectolitres 48
Figure 11: Geographic distribution of Heineken’sisolidated beer volume 2008 50
Figure 12: examples of growing brands and its v@growth in percent 2008 and 2007 51
Figure 13: Heineken’s key priorities divided intdgrnal and external growth 51
Figure 14: Heineken N.V.’s total assets in millmiEuros, 2004-2008 53
Figure 15: Heineken N.V.’s consolidated beer volummillion of hectolitres,

2004-2008 53

Figure 16: Heineken N.V.’s revenue (top-line) grbwt million of Euros, 2004-2008 54

Figure 21: Heineken N.V.’s internal volume and rawe growth in percent of the

previous year, 2004-2008 61
Figure 22: Heineken'’s acquisitions per operatioaglon 2004-2008 63
Figure 23: Scottish and Newcastle leadership prstand brands 64

Figure 24: Heineken’s net cash outflow for acqioss in million of Euros, 2004-2008 65
Figure 25: Heineken'’s increased leadership postioriEurope 2008 68
Figure 26: Heineken N.V’s cash flow used for intdrand external investment,

in million of Euros, 2004-2008 70
Figure 27: Heineken N.V’s revenue (top-line) growtmmillion of Euros, 2004-2008 71

Figure 28: Comparison of internal versus extermaiwh 73



82 | Appendix

7.3 List of abbreviations

AEX Amsterdam Exchange index

CEO Chief Executive Officer

CFROI  Cash Flow Return on Investment

etc. et cetera, stands for “and other things” aid“ao on”
EVA Economic Value Added

ff. implies “and the following pages”

N.V. Naamloze Vennootschap, Dutch, stands for a@tpm
p. paginae, stands for page

R&D Research and Development

S.A. Société Anonyme, French, stands for corpamatio
U.S. United States of America

VS. VErsus



Appendix | 83
7.4 Summary

A company can grow in two ways, internally and exadly. Internal growth can be

achieved through market, research and developnmenplaysical investments. External
growth refers to expansion via mergers and acdguisit which play an ever increasing role
nowadays. The first part of this work analysessinategies, empirical work, advantages and
disadvantages of internal and external growth aed tompares the two sources of growth.

Internal growth is freely configurable and the aw®oof additional assets is not only reduced
to existing capacities on the market. The integratf new products or factories are often
easier because less adjustment mechanisms aresagcasd there will be less resistance by
the employees than during any external growth m®ic&dditionally internal growth avoids
costs like legal fees, taxes, fees to investmemik$and other merger and acquisition pro-

moters, as well as costs for the goodwill.

Nevertheless, when the company decides to growniaityg, it has to assemble all assets by
itself and cannot obtain immediate access to teh taws of the new set of assets. By tak-
ing over an existing firm the company achieve gdacale expansion with a single transact-
ing. It can reach a higher capacity level and aties cash flow potential of new markets in
a much faster way. External growth creates highenemies of scale, synergies and market
power. It reduces uncertainty about the existencelevel of demand likely to be available

for the products and services.

In the second part of this paper, the theoretioatepts of growth are applied to Heineken’s
case, on of the world’s largest brewers. The casgysiescribes which of the growth strate-
gies Heineken put into practice and how this wasaplished. For example Heineken just
completed its biggest acquisition in history lasar when it took over parts of Scottish and
Newcastle’s businesses for 6.9 billion Euros. B, brewer is also very innovative and
completes a lot of greenfield investment. Heinekegs to reach an optimal combination of

internal and external growth.

Heineken’s changing positions and opportunitiedifferent markets show that no general
statements about the optimal growth strategy camdme upfront because the choice be-

tween internal and external growth always depemd$ie particular case.
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7.5 Summary in German

Hinsichtlich des Wachstums kann sich eine Unternefgrzwischen den Formen des inter-
nen oder des externen Wachstums entscheiden. dstévachstum kann durch Markt, For-
schungs- & Entwicklungs- und physischen Invest#ionmgesetzt werden. Der Begriff
externes Wachstum bezieht sich auf Ausweitung aeetdehmung durch Akquisitionen
oder Fusion. Der erste Abschnitt dieser Arbeit pellett die Strategien und empirische Un-

tersuchungen der jeweiligen Wachstumsform und eerigldie beiden miteinander.

Internes Wachstum ist frei gestaltbar, denn diewsld beschrankt sich nicht nur auf die am
Markt angebotenen Kapazitaten. Die Eingliederungen®rodukte und Produktionsstéatten
in die vorhandene Organisation gestaltet sich wskrinfacher und es ist mit weniger
Widerstand der Arbeitnehmer zu rechnen als beZzdeammenlegung zweier fremder Un-
ternehmen. Aul3erdem bringt der interne Wachsturasgsokeine Kosten wie Honorare an

Investmentbanken, Anwalte etc. mit sich und aucfséllag fir den Goodwill fallt weg.

Doch wenn ein Unternehmen beschliel3t aus eigeradt K wachsen, muss es alle Gter
selbst beschaffen und es dauert in der Regel laisgerste Erlose erzielt werden. Im Gegen-
satz dazu, kann sich eine Unternehmung durch deerreines unabhangigen, fremden
Unternehmens mit einer einzigen Transaktion sogedoppeln. Aul3erdem erreicht man auf
diesem Weg hohere GroRRenvorteile, Synergieeffektiennehr Macht am Markt. Auch die
Ungewissheit tiber die zukiinftige Nachfrage istdsgiUbernahme eines bereits bestehen-

den Unternehmens beschrankt.

Im zweiten Teil dieser Arbeit, werden die theomisn Konzepte am Fallbeispiel Heineken,
einer der fihrenden Bierkonzerne weltweit, angewertels wird dargestellt welche Wachs-
tumsstrategien Heineken verfolgt und wie es digssaizt. Gerade erst im letzten Jahr tatig-
te Heineken seine bisher grol3te Akquisition, al$eike seines Konkurrenten Scottish und
Newcastles um 6,9 Milliarden Euro tbernahm. Dasth@hmen ist aber auch sehr innova-
tiv und baut immer wieder modernste Brauereierdaufganzen Welt. Heineken verfolgt
somit eine Kombinationsstrategie beider Wachstumsfo. An diesem Beispiel sieht man
deutlich, dass keine optimale Wachstumsstrategstiest und die Wahl von externem und

internem Wachstum, je nach Situation unternehmezgsgch zu betrachten ist.
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