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Asia Watch:

Acquiring an Indian Company —
An Update for U.S. Mid-Market Companies

By Dawid Laverty, Partner, InternationalCounsel, and Aob Loewer, General Counsel,
National Raliway Equipmeant Company

Let's say you are todd that a Chicago-area mid-market company, ar a private equity firm with several growing
porttolio companies, 1= considering an expanstan itdo Indin. What type of India expansian activities immediately
come 1o mind”? For a lorge segment of corporate Amenca, the mention of “expansian into India” suggests the
atsaurcing of sofltware coding, call centers and back-oifice functions. Yed, for o growing number of companies,
India s being pursued less for such contract sourcing and meare as an equity investment destinaticn,

Large and muiddlz market companies are pursuing acquisitions in India, incloding for sourcing key inputs
Same that have treed contract sourcing m Indsa are baying-cat the aperations created by therr Indian contrac-
tors ar ane building therr ewn facilites. Cdhers are US manufacturers wha are finding that China daoes not have
a monopoly an the warld™s manufacaring —if contract mamefacturing is med for them, such companies may be
considering huilding their own Indian manufaciuring operations or acquiring Indion manufactarers with such
cupahaliles

This update is a follow-up to an [ndia artecle in the Febraary, 2007 editon of this publication., which affered
a snapshot of India™s forzign mvestment restnictians using Wal-Mart's [ndia jeind venture and the coumry’s retail
sechor restmiciions as an example. We focus here on Indion market eniry theough scquisition

India's General Foreign Investment Approval Reguirements

Wes, many have cnticized India’s regulatory envimonment, and even casual cheervers of India will recall heanng
soameet hing abaat Indion red ape. Such criticis=m is echoed by such prominent participants m the waorld economy
as Alan Greenspan., who wrale in The Age of Turbulence that “India, the largest demeocracy i the world, has s
much regulation of business activity that it significantly weakens the nghit to freely use and dispose of indovadual
property. . [which does niot allow a). . . foee market economy o functian effectively.” Howewer, the Indion
governmend has, in recent years, recognized the constraind that overregalation imposes on invesiment and has
removed some key barriers, including many foreign imvestment restrictions.

The 2007 ACCG International Bulletin India article made the overall pomt that, ouside of the retail sector
anil o limited range of other secters, India ix reasonably apen to foreign imvestment. A typical LA mud-market
comipary will find that most sectors of inferest ore apen to HHAS Fareign equity mvestmient throagh an sutomatic
approval process, incleding virdtually ol of manufactunng, though o few aolomatse approval sectars are suhgect
1o invesiment caps, such as insurance (26%), telecommunication services (4%% ) and irading (which can be up 1o
517 For cenain export trading hat may atherwise require approvall. Examples of seclors reguiring iovesimenl
approval through India’s Fareign Investment Promedion Board include petrolewm refining and priet medaa, with
awtright prohibitian limited to sectors such os retail trading {apart from “single brand retailing,” as descrhed in
the 2007 ACG Intematzonal Bulletin article), vanous agriculivrnal sectors and gambling

Market Entry Through Acquisition

Fareign imvestment in India through the aoquisibion of shares from an Indian resident shareholder in an existing
Inidian company, or the purchase of the assets of such a company, must asually comply with the same set of for-
cign investmient secloral limits and may ke ehigible for the same type of “automatic approval” a= fareign mvest-
menl through the establishinient of o new comipamy or other equity invesiment aptions. There are other restmciions
an acguisitians by non-residents which apply, for example. bo transfers of shares m tbe financiol services secior
ar mvedve fakeover regulations for larger acquisitions. Apar fram these issues, an acquiring S company needs
i he aware of vamouas other factors that impact an Indian acgansition decisien, which mclude:

Indiam stamp daties favor steck ond mot asset purchase deals. Acguinng companies in the 175 and else
where often prefer to purchase the assels of o company as a way of limiting their expazure to undesirable liahil
ties that they may inherit ax a new sharcholder in on existing entity, The purchaze of stock. though, is gaining
oround sinoe the slamp dety impesed 0 asset purchase transactions i shill relatvely high, Though thene may be
ways to structure an assel translber to further Bmit the impact of stamp dobies, a parchaser of assels in India is
suhject o o stamp duty which typically manges from % 10 10% of the valoe of property depending on the type
af assets involved and the State where the assets are lecated or where the imnsfer document is entered imo. The
purchaser of seck is nat suhject ta the stamp duty, and pays a share lransactan fax of . 125% of transaction value,
provided that the shares qualify as bemg m a “dematenalized” form, meaning that no share certificates have been
issedd, which is ardinarily the cose



Buyers cammot necessarily negatiate n low-ball price—the purchase price cannat be lower than “fair
vilme.” Under a nule im India that affects acquisitions, the purchase price cannot be lower than the “haar valuation™
af the shares in accordance with Indian voluation guidelines. Reserve Bank of India regulatians provide that the
price of umlisted shares transferred by a sale from an Indian resident fo o nonsresident shall not be less than the
fair valuation of the shares os certified by o charered accountant and in accordance with cerlam “contraller of
capital™ puidelines,

Im seauting distressed companies, he aware of potentinl “asset stripping”™ approvals. India™s Beard for
Imidustrial and Financial Reconstruction {BIFR) must approve the acquisitien af what are known as “sick”™ coms-
panses. This designation can apply ta o comipamy whose acoumulating lasses has lead 1o a reduction by more than
507 of its net worth over a specified time period. Thus, conssder whether a BIFE, approval may b2 required as
part of the acquisthon process

Im 0 share parchase deal, there are ndvantages to parchasing shares from an effshore shareholder. 1T
amtomalac apprival does not apply for the secter under censideratian and additicnal Indian approvals are required
for a foreign mnvestment, these weald ned apply to a foreagn investor's purchase of shares in an Indlian company
which are already held by an existing foreign sharchalder. Moreawer, the *foir valuation”™ determination nabe
above 15 not required - the requirement applies to o transfer by an Endian ressdent fo o nonsresident, nat a transter
between two nonsresidents (one foreign imvestor W anetherh. For an asset purchase, on the other hand, o foreign
invester woald need 1o establish an Indian company to purchase the assets—thas would require approval as a new
fareign imvestment if the mvestment does not otherwise quality for autamatic appraval.

For hoth share and asset deals, consider investing throngh an offshore entity. In addition o avaiding
podentiad foreipn invesiment approvals, swch & transfer of shares from ane nonsresident sharcholder 1o another
may |ater limal capital gains axes that would opply 1o the inorease in value of the shares. Thas = an imporant
fuctor for the many foreign investors who immvest in India through an offshare entity in Maumiins, Singapore or
amirther junsdiction which has favarable tox treatses with India. 'Without tax treaty benedits, a sale of the shares
in a private Indian company would be subject o a tax of more than 2195 if the shares are held for mare than |
vear amd more than 30% if held for less than 1 year. However, using Mauntius as an example, if a LS company
first establishes o Maurmisus company which in turmn mokes the investment in an Indian company, the Indion tax
mie would be redwced o 2ere on swch a gain. Also, if the buyer imtends 1o finance the deal wsing overseas debi,
interest payments on the debt will noed be swhjpect to a withhoddmg tax if paid 1o 0 Mauntius bank. Such offshone
enlily considerations are oot wmigue 1o India—US investors should alse evaluate swch approval, capilal gains amd
withhelding tax Factors in strecturing their invesiments m China and many ather countries.

Keep in mind that many Indian privatelv-held compamies are familv-nwned. Famaly awnership 15 a fac-
tor b b taken into accourt in Indian acquisition planning. though with uncertam impact. Whale private eguity
investors have ofien been forced 1o setle for o minenity eguity interest in Indian family-owned companies, in
ather cases it may be relabively easy to negotiate o 100% purchase of a family-owned company.

Conclusion and Practical Implications for US Buyers of Indian Companies

Yes, the [ndian regulatery environment may still have s challenges, theagh mest LS mid-market cempamnies will
find that they are able to acquire thie stock or assels of Indian companses wilh limibed Indaan imvestment restric-
tians. Yel, it is important to look heyond the overall foreign invesiment restrictions in India as well as in other
target countnes. For example, a LS boyer will encounter isswes such as stamp duties, the use of offshaore entites
arul *“fair value” determinations that may not make the big-picture headlines (or even be among the thoaghtfal
averview comments in Chaimman Cireenspan’s next book} bul are cnfical in shaping hew an acquisition in India
will be structured and implemented.
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