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Asia Watch:

Foreign Equity Investment in Indian Companies

By Dawid Laverty, Fartnar, InternationalCounszel

Wal-hMart’s recent Indian jomnt vendure with Bhar Enterpnzes focused media altention en somie of the remain
ing forergn investment restrictions in India. Thoough India = opening foreign iovestment i retailing only
incremental steps, the restriction of some sectors ina targel covntry should nol cause myvesbors o assume thal
thear own seciors or mvestment structures would also be restncted. Dhespite some remaimg restnotions, India e
relatrvely open te foreign imvestors, and private eguity and verhare capital funds are offered even more favorable
trealment nal avaslable 1o otber mvestors.

Background—India's Foreign Retailing Restrictions
Cantrary bo its usual market entry maodel, Wal=hMart wall bold no equoy m its India retal stores and will receive
arly o royalty from Bhart, the 100% ewner, threugh o franchise structure. Wal-Mart and Bhartt will be equal
equily parnners m a joint venture for seme of the back-end fumctions, including the Indian wholesaling func
tian

Fareign companies such as 'Wal-Mart canned swn an equity inderest in Indian relasling operations apart from
up o a 51% mierest in “singleshrand”™ retailing, meant fo include companses swch as CGap and Mike that sell only
products carrying a single brand name. Even this limited recent opening (mid-20061 was controversial, and Wal
Mart’s enlry 15 charocbernized by some in India as an untair back-deor attemgt by o “malti-brand” pewerhouse to
skirt existing restrictions meanl 1o protect local relazlers.

Retailmg in many countries has been one of the last seclors to open 1o fereign mvestars far a few key reasons:
a large and important political base of both “mom amd pop”™ and larger local stores seeking 1o prodect thear terl
coupled with a belsef among some countries that mvestmient m retagling and distribution does nod offer as much
af an economic benefdl as investmend in high technology and other favored sectors. China offers one example
af o shew and incremiental opening of retaling: theugh it had already began in the carly 19%0s to permit foreign
equily in “multi-brand™ and ether retailing, China first permitied foreign=mvested siores only m single cates
hetore offenng dhe first "naticnal™ retasl license tooa US retailer, and then only of threagh a maranty inlerest with
a pre-gelected Chinese partner.

Outside of Retailing, 100% Foreign Equity is Broadly Permitted

Outside of the retatl seclor, a broad range of industry seciors i India 15 open to 100% foreign cwnershap, inclod
ing most information technology, business process services and software production sectors that have fueled the
“outsourcing” boom, as well as many mamifactuning, whalesaling and hsotech sectors. An Yawiomatic approval”™
process cavers many such sectors. For fareien imvestors, only a relstvely limited mopge of sectors {including
courser services, generml periodical publishing and teasrelabed acbivitiesh require formal approval by India’s
Fareign Investment Promeotion Board (FIFR) and cnly a handfal of sectors are sulright prohshsted (rnging from
gamibling 1o the kind of “multi-brand” retailing pursued by Wal-3Mart).

Fewer Restrictions Apply to Those Investing Through a Forgign Fund

Even bor open sectors, odher resirichions may apply to foreipn imvestors, such as a required FIFR appraval for
the purchase of shares from existing shareholders (bul nod for the purchase of newly-isseed shares). Howeser,
India imposes fewer restnctions oo investmends through venture capalal, povate equity and ather foreign funds
megistered with the Security and Exchange Board of India (3EBI. For example

«  Many industry-specific equaty caps and other restrictions that apply to foreign investors are nol imposed o
a repastered foreipn fund that imvests m [ndian private companies—theugh the fund canmot invest in activi
ties prohibited 1o foreign iovestors, such as “multsbrand™ retaling: and

« A fund can purchase shares in an investment or ME&A ransacton, or sell shares inan exsl foom a povatbe
Imelzan company, at a negotiabed price and 15 ot forced to comply with net assed valee restrictiens that would
noeamally apply 1o other fareign investors

Also elimmmated for a registered fund 15 o |-vear post-[IPC lack-up far pre=110 sharcholders, as well as capital
gains and withbodding fax on mcome received by the fund from iovested Indion companies. However, income
distributed by the fund to mvesbors s axable—hence the populanty of investing through Maowritivs, Singapore
arul other Eavorable tax treaty junisdicizons.



Conclusion and Practical Implications for US Investors in India

As o private equity myvestor seekimg to add portholio company valoe thoowgh crosschorder expansson, or as the
chiel executive officer of or advasor fo a growing mad-markel company, all roads do not lead to China and do
ned be discouraged by talk of fereign investment restrictions in countres such ax India. As with invesimenls m
ather couniries, the truth i India 1= more complex - equaty limatations and other restrictions that apply 1o a sec
tor such as retuling are mare the exception than the nele, and many industry sectors are apen to 100% foreign
equily ewnership. An even closer ook at different types of investment stnachares can reveal other advantages—in
India’s cose, opportunies available 1o a foreign investor may kok even beiter if stroctared through a foreign
tand investing in Ind2an companzes.

The awivar, Do Lavert. @ portaer wille dhe few Trm of Tefernationa! Conneel, wishes fo dhank the dow firee of
Rajinder Narain & Co, New Delf, for is verification of aspects of iur ariicle, Like @ Fortame TN company ¥
ir-konse inderamifonal fegal team, ereationaComesel F imteremtional comiracts and eresy-honder rvestmers
Imwvers aerisd midsmarke! ood Larger comparies 1w Asia, Earape ond elswhere. Apart from Ifs owe experience
with fmadfa, Davia * Ching retailing comments are hesed or his egperience with o U8 retailer & early 191 Ching
murrker ewdry. For more infoemation on i fopie pleese confact Be arbrar: faverivimimerneiiaraloomsel. com,
34257 5-(1H1].

/\CG Chicago




