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ABSTRACT

The project titled “leveraged buyout in India” gives us the brief idea regarding leveraged buyout’s (mergers & acquisitions) and its present scenario in Indian market. The various things that can be known through the study of this report are the history of leveraged buyout, buyout effects, challenges associated with it, governmental policies, and also brief history about Indian banking sector & private-equity firms. 

The project provides us basic knowledge regarding Fundamental by studying financial structure and characteristics of companies. Overall, it provides a greater exposure to international finance by studying the financial aspects & terms associated with the study.
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LEVERAGED BUYOUT
INTRODUCTION

The evolution of leveraged buyouts came into existence in 1960’s. During the 1980’s LBO’s became very common and increased substantially in size, LBO’s normally occurred in large companies with more than $100 million in revenues. But many of these deals subsequently failed due to the low quality of debt used, and thus the movement in the 1990’s was toward smaller deals (featuring small to medium sized companies, with about $20 million in annual revenues). The most common leveraged buyout arrangement among small businesses is for management to buy up all the outstanding shares of the company's stock, using company assets as collateral for a loan to fund the purchase. The loan is later repaid through the company's future cash flow or the sale of company assets. 

A management-led LBO is sometimes referred to as "going private," because in contrast to "going public"—or selling shares of stock to the public—LBOs involve gathering all the outstanding shares into private hands. Subsequently, once the debt is paid down, the organizers of the buyout may attempt to take the firm public again. Many management-led, small business LBOs also include employees of the company in the purchase, which may help increase productivity and increase employee commitment to the company's goals.
OBJECTIVE OF THE STUDY

1. To know standards required for a company to go for 

    Leveraged buyout deal

2. To study post leveraged buyout deal in metal industry   

    (TATA-CORUS)
3. To study banking & private equity firms 
SCOPE

The study is limited only to few Indian firms

It covers only a brief snap shot about Indian banking industry and private equity firms with respect to debt financing in various buyouts 
The study is limited to the availability of information, and it does not covers international accounting policies, procedures or any legal aspects, only limited information which deals with the project has been studied 
METHODOLOGY

SECONDARY DATA
· Data collected from Books, Newspaper & Magazines.

· Data obtained from the Internet.

· Data obtained from company Journals.

LIMITATIONS

· The data collected is basically confined to secondary sources, with very little amount of primary data associated with the project.

· There is a constraint with regard to time allocated for the research study.

· The availability of information in the form of annual reports & stock fluctuations of the companies is a big constraint to the study.
LITERATURE REVIEW
LEVERAGED BUYOUT

MEANING 

The term leveraged buyout (LBO) describes an acquisition or purchase of a business, typically a mature company, financed through substantial use of borrowed funds or debt by a financial investor whose objective is to exit the investment after 3-7 years. In fact, in a typical LBO, up to 90 percent of the purchase price may be funded with debt. 

The term ‘leveraged’ signifies a significant use of debt for financing the transaction. The purpose of a LBO is to allow an acquirer to make large acquisitions with out having to commit a significant amount of capital.

(A typically transaction involves the setup of an acquisition vehicle that is jointly funded by a financial investor and the management of the target company. Often the assets of the target Company are used as collateral for the debt. Typically, the debt capital comprises of a combination of highly structured debt instruments including pre-payable bank facilities and / or publicly or private placed bonds commonly referred to as high-yield debt. The new debt is not intended to be permanent LBO business plans call for generating extra cash by selling assets, shaving costs and improving profit margins. Ht extra cash is used to pay down the LBO debt. Managers are given greater stake in the business via stock options or direct ownership of shares).
The term ‘buyout’ suggests the gain of control of a majority of the target company’s equity. (The target company goes private after a LBO. It is owned by a partnership of private investors who monitor performance and can set right away if something goes awry. Again, the private ownership is not intended to be permanent. The most successful LBOs go public again as soon as debt has been paid down sufficiently and improvements in operating performance have been demonstrated by the target company).

Advantages

A successful LBO can provide a small business with a number of advantages. For one thing, it can increase management commitment and effort because they have greater equity stake in the company. In a publicly traded company, managers typically own only a small percentage of the common shares, and therefore can participate in only a small fraction of the gains resulting from improved managerial performance. After an LBO, however, executives can realize substantial financial gains from enhanced performance. 

This improvement in financial incentives for the firm's managers should result in greater effort on the part of management. Similarly, when employees are involved in an LBO, their increased stake in the company's success tends to improve their productivity and loyalty. Another potential advantage is that LBOs can often act to revitalize a mature company. In addition, by increasing the company's capitalization, an LBO may enable it to improve its market position.

Successful LBOs also tend to create value for a variety of parties. For example, empirical studies indicate that the firms' shareholders can earn large positive abnormal returns from leveraged buyouts. Similarly, the post-buyout investors in these transactions often earn large excess returns over the period from the buyout completion date to the date of an initial public offering or resale. Some of the potential sources of value in leveraged buyout transactions include

1) Wealth transfers from old public shareholders to the buyout group

2) Wealth transfers from public bondholders to the investor group 

3) Wealth creation from improved incentives for managerial decision making and 

4) Wealth transfers from the government via tax advantages. 

The increased levels of debt that the new company supports after the LBO decrease taxable income, leading to lower tax payments. Therefore, the interest tax shield resulting from the higher levels of debt should enhance the value of firm. Moreover, these motivations for leveraged buyout transactions are not mutually exclusive; it is possible that a combination of these may occur in a given LBO.

Not all LBOs are successful, however, so there are also some potential disadvantages to consider. If the company's cash flow and the sale of assets are insufficient to meet the interest payments arising from its high levels of debt, the LBO is likely to fail and the company may go bankrupt. Attempting an LBO can be particularly dangerous for companies that are vulnerable to industry competition or volatility in the overall economy. If the company does fail following an LBO, this can cause significant problems for employees and suppliers, as lenders are usually in a better position to collect their money. Another disadvantage is that paying high interest rates on LBO debt can damage a company's credit rating. Finally, it is possible that management may propose an LBO only for short-term personal profit.
STANDARDS REQUIRED FOR TARGET & ACQUIRER COMPANY

The standards are characterized into operating characteristics and financial characteristics, therefore these characteristics are considered as ideal leveraged buyout target (LBO target).

Typical operating and financial characteristics of attractive LBO targets

	OPERATIONAL CHARACTERISTICS
	FINANCIAL CHARACTERISTICS

	Leading market position – proven demand for product
	Significant debt capacity

	Strong management team
	Steady cash flow

	Portfolio of strong brand names 

(if applicable)
	Availability of attractive prices

	Strong relationship with key customers and suppliers
	Low capital intensity

	Favorable industry characteristics
	Potential operating improvement

	Fragmented industry
	Ideally low operating leverages

	Steady growth
	Management’ success in implementing substantial cost reduction programs


POST-BUYOUT EFFECTS OF TATA-CORUS
SHORT-TERM IMPLICATIONS 

The stockholders

The stockholders of firms that complete an LBO typically receive cash for their shares representing a substantial premium above the market price of stock prior to the LBO announcement. The average LBO stockholder premia per year ranged from 31 percent to 49 percent comparable to the premia paid in mergers and acquisitions in general.

The large premia paid to the target firm stockholders represent prima facie evidence of immediate stockholder gains associated with leveraged buyouts. The question remains, however, whether equal or even larger gains would have been earned in the future anyway because the buyout is motivated by the private investor group's favorable inside information about the firm's future prospects.

Two empirical regularities contradict this notion. First, no support has been found for the hypothesis that management understates reported earnings or earnings forecasts before the buyout is completed in order to depress the price of stock. Second, the stock price increase upon unsuccessful LBO proposals is not permanent," as would be expected if the offer merely reflects advance knowledge of a rise in future cash flows. Nevertheless, the possibility that the purchase price for the stock represents a discount to the "true value" of the stock cannot be ruled out entirely.

Setting aside momentarily the exploitation of market under-valuation as a primary source of the stockholder gains, the implications of the stockholder premia regarding the productivity gains and social benefits of LBOs are still far from clear. One explanation for the increase in equity value is an increase in management efficiency associated with the new ownership structure. An alternative view is that the stockholder gains represent the expropriation of wealth from other corporate stakeholders, e.g., bondholders, employees, and suppliers, as well as a reduction in taxes. Although this alternative view does not preclude productivity gains, it does identify potential problems with inferring their magnitude from the stockholder premia alone.

FROM TATA’S POINT OF VIEW

Investors with a one-to-two year perspective may find the Tata Steel stock unattractive at current price levels. While the potential downside to the stock may be limited, it may consolidate in a narrow range, as there appears to be no short-term triggers to drive up the stock. The formalities for completing the acquisition may take three to four months, before the integration committees get down to work on the deal. In our view, three elements are stacked against this deal in the short run. 

Equity dilution

The financing of the acquisition is unlikely to pose a challenge for the Tata group, but the financial risks associated with high-cost debt may be quite high. Though the financing pattern is yet to be spelt out fully, initial indications are that the $4.1 billion of the total consideration will flow from Tata Steel/Tata Sons by way of debt and equity contribution by these two and the balance $8 billion, will be raised by a special investment vehicle created in the UK for this purpose. Preliminary indications from the senior management of Tata Steel suggest that the debt-equity ratio will be maintained in the same proportion of 78:22, in which the first offer was made last October. 
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THE CORUS STEEL FACTORY IN IJMUIDEN, THE NETHERLANDS
Based on this, a 20-25 per cent equity dilution may be on the cards for Tata Steel. The equity component could be raised in the form of preferential offer by Tata Steel to Tata Sons, or through GDRs (global depository receipts) in the overseas market or a rights offer to shareholders. 

This dilution is likely to contribute to lower per share earnings, whose impact will be spread over the next year or so. As Tata Steel also remains committed to its six-million-tonne Greenfield ventures in Orissa, its debt levels may rise sharply in the medium term. 

Margin picture

Short-term triggers that may help improve the operating profit margin of the combined entity seem to be missing. In the third quarter ended September 2006, Corus had clocked an operating margin of 9.2 per cent compared with 32 per cent by Tata Steel for the third quarter ended December 2006. In effect, Tata Steel is buying an operation with substantially lower margins. 

This is in sharp contrast to Mittal's acquisition of Arcelor, where the latter's operating margins were higher than the former's and the combined entity was set to enjoy a better margin. Despite that, on the basis of conventional metrics such as EV/EBITDA and EV/tonne, Arcelor Mittal's valuation has turned to be lower than Tata Corus. On top of that, Tata is making an all-cash offer for Corus vis-à-vis the cash-cum-stock swap offer made by Mittal for Arcelor. 

Corus has been working on the "Restoring Success" program aimed at closing the competitive gap that existed between Corus and the European steel peers. 

The gap in 2003 was about 6 per cent in the operating profit level when measured against the average of European competitors. And this program is expected to deliver the full benefits of 680 million pounds in line with plan. With this program running out in 2006 and being replaced by `The Corus Way', the scope for Tata Steel to bring about short-term improvements in margins may be limited. 

Even the potential synergies of the $300-350 million a year expected to accrue to the bottom line of the combined entity from the third year onwards, may be at lower levels in the first two years. As outlined by Mr. B.Muthuraman, Managing Director of Tata Steel, synergies are expected in the procurement of material, in the marketplace, in shared services and better operations in India by adopting Corus's best practices in some areas. 

The steel cycle

While the industry expects steel prices to remain firm in the next two-three years, the impact of Chinese exports has not been factored into prices and the steel cycle. There are clear indications that steel imports into the EU and the US have been rising significantly. At 10-12 million tonnes in the third quarter of 2006, they are twice the level in the same period last year and China has been a key contributor. 

This has led to considerable uncertainty on the pricing front. Though regaining pricing power is one of the objectives of the Tata-Corus deal, prices may not necessarily remain stable in this fragmented industry. The top five players, even after this round of consolidation, will control only about 25 per cent of global capacities. Hence, the steel cycle may stabilise only if the latest deal triggers a further round of consolidation among the top ten producers. 

LONG-RUN PICTURE

Whenever a strategic move of this scale is made (where a company takes over a global major with nearly four times its capacity and revenues), it is clearly a long-term call on the structural dynamics of the sector. And investors will have to weigh their investment options only over the long run. 

Over a long time frame, the management of the combined entity has far greater room to manoeuvre, and on several fronts. If you are a long-term investor in Tata Steel, the key developments that bear a close watch are
Progress on low-cost slabs

Research shows that steel-makers in India and Latin America, endowed with rich iron ore resources, enjoy a 20 per cent cost 

advantage in slab production over their European peers. Hence, any meaningful gains from this deal will emerge only by 2009-10, when Tata Steel can start exporting low-cost slabs to Corus. 

This is unlikely to be a short-term outcome as neither Tata Steel's six-million-tonne greenfield plant in Orissa nor the expansion in Jamshedpur is likely to create the kind of capacity that can lead to surplus slab-making/semi-finished steel capacity on a standalone basis. 

Second, there may be further constraints to exports, as Tata Steel will also be servicing the requirements of NatSteel, Singapore, and Millennium Steel, Thailand, its two recent acquisitions in Asia. 

However, this dynamic may change if the Tatas can make some acquisitions in low-cost regions such as Latin America, opening up a secure source of slab-making that can be exported to Corus's plants in the UK. Or if the iron ore policy in India undergoes a change over the next couple of years, Tata Steel may be able to explore alternatives in the coming years. 

Restructuring at Corus: The raison d'etre for this deal for Tata Steel is access to the European market and significantly higher value-added presence. In the long run, there is considerable scope to restructure Corus' high-cost plants at Port Talbot, Scunthorpe and the slab-making unit at Teesside. 

The job cuts that Tata Steel is ruling out at present may become inevitable in the long run. Though it may be premature at this stage, over time, Tata Steel may consider the possibility of divesting or spinning off the engineering steels division at Rotherham with a production capacity of 1 million tonnes. The ability of the Tatas to improve the combined operating profit margins to 25 per cent (from around 14 per cent in 2005) over the next four to five years will hinge on these two aspects. 

In our view, two factors may soften the risks of dramatic restructuring at the high-cost plants in UK. If global consolidation gathers momentum with, say, the merger of Thyssenkrupp with Nucor, or Severstal with Gerdau or any of the top five players, the likelihood of pricing stability may ease the performance pressures on Tata-Corus. 

Two, if the Tatas contemplate global listing (say, in London) on the lines of Vedanta Resources (the holding company of Sterlite Industries), it may help the group command a much higher price-earnings multiple and give it greater flexibility in managing its finances.

LONG-TERM OUTLOOK POSITIVE FOR TATA STEEL 
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The famous stock market saying, price discounts all, is truly reflected in the movement of the Tata Steel stock prices over the last six months. In the six months from the beginning of July 2006 to the end of January 2007, The stock lost 13 per cent. This is a steep underperformance when viewed in relation to the 32 per cent rise in the Sensex in the same period. Its peer, Steel Authority of India managed a 32 per cent gain in this period. 

The response of the stock markets to the Tata Steel's takeover of Corus has been unenthusiastic from the outset. The nascent recovery that began in the stock price from June lows was brought to an abrupt end in October at the price of Rs 547, when Tata Steel expressed its interest in Corus. The stock price has not crossed this level since then. 

The volumes on the Tata Steel stock too reflect the poor light in which the stock markets viewed this entire process. The flurry of activity that is associated with the stock has been missing over the last three months. The daily traded volume has been below 10 lakh shares between January 1 and January 22, 2007, in the run-up to the auction.
TECHNICAL VIEW 

The technical chart of Tata Steel has been under pressure since October 2006. But the long-term outlook for this stock is positive. long-term outlook will be altered only if the stock price falls below Rs 300. The chart has completed a 5-wave impulse formation from the low Rs 87 made in May 2003 to the peak formed in June 2006. The movement since June 2006 has been a correction of this long-term up-move. The correction halted at Rs 376 in June 2006, which is a 50 percent retraction of the previous up-move. 

The stock price movement post-June 2006 seems like a consolidation at lower levels before the resumption of the long term up-trend that can take the stock to a new high. But the sideways move between Rs 400 and Rs 550 can extend for a few more months. 

Long-term investors can look out for buying opportunity every time the stock price nears the lower boundary.
Taxes

Considerable corporate tax savings are associated with some LBOs. These tax savings primarily result from the incremental interest deductions associated with the buyout financing, and to a lesser extent from the step-up in tax basis of purchased assets and the subsequent application of more accelerated depreciation procedures.

Although the incremental interest and depreciation deductions associated with some LBOs are relatively easy to quantify, estimation of the net effect of LBOs on changing tax revenues is more complicated. Increases in taxable operating income may result from improvements in management efficiency. Capital gains taxable at the corporate level may result from divestitures undertaken to help finance the buyout. Finally, capital gains of bought-out stockholders and interest revenues earned by LBO debt-holders may be subjected to tax.

THE INDIAN BANKING SYSTEM

The Indian banking system is the most dominant segment of the financial sector, accounting for over 80% of the funds flowing through the financial sector. A key feature of India’s banking system is that overall, 73% of the total financial system assets are state owned institutions.

EVOLUTION OF THE BANKING SYSTEM

In the first half of the 19th century, the east India company established three banks; the bank of Bengal. In 1908, the bank of Bombay in 1840 and the bank of madras in 1843. These three banks, known as presidency banks, were self-governing units and functioned well. A new bank, the imperial bank of India, was established with the amalgamation of these three banks in 1920. With the passing of the state bank of India was taken by the newly constituted state bank of India. Today, it is far the largest bank of India.

Foreign banks like HSBC and Credit Lyonnais started their Calcutta operations in the 1850s. The first fully Indian owned bank was the Allahabad bank set up in 1865. By the 1900s the market expanded with the establishment of banks such as Punjab national bank (1895) in Lahore, bank of India (1906), in Mumbai – both of which were founded under private ownership.

Indian banking sector was formally regulated by reserve bank of India from 1935 with the passing of reserve bank of India 1934. After India’s independence in 1947, the reserve bank of India, the central bank, was nationalized and given broader powers.

Formerly, all the banks in India were private banks. On July 19,1969, 14 major banks of the country were nationalized and on 15th April 1980 six more commercial private sector banks were taken over by the government after this, until the 1990s, the nationalized banks grew at a moderate pace of around 4% p.a., closer to the average growth rate if the Indian economy.

In the early 1990s the government embarked on a policy of liberalization and gave licenses to a small number of private banks, which came to know as new generation tech-savvy banks, including banks such as ICICI bank and HDFC bank with the rapid growth in the economy of India, the banking sector in India, displayed rapid growth with strong contribution from all the three sectors of banks, namely, government banks, private banks and foreign banks.

The next phase for the Indian banking began with the proposed relaxation in the norms for foreign direct investments, where all foreign investors in banks were allowed voting rights, which could exceed the present cap of 10%.

Currently, India has

88 scheduled commercial banks (SCB’s)

28 public sector banks (that is with the government of India holding a stake),

29 private banks (these do not have government stake; they may be publicly listed and traded on stock exchanges) and

31 foreign banks

They have a combined network of over 67,000 branches and 17,000 ATM’s. According to a report by ICRA limited, a rating agency, the public sector banks hold over 75 % of total assets of the banking industry, with the private and foreign banks holding 18.2% and 6.5% respectively.

STRUCTURE OF INDIAN BANKING INDUSTRY
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PRIVATE – EQUITY FIRMS
The Advent Of Global Private Equity Players In India

India has witnessed a significant inflow of foreign capital including that from global private equity players that are setting up shop in India. This trend is expected to continue and fuel the growth of buyout and leveraged buyout activity in India. 

European buyouts veteran Henderson Private Capital, which manages funds of $1.5 billion, is investing in India out of its $210 million Henderson Asia Pacific Equity Partners I Fund. It was set to create a $300-million fund for Asia, of which 40% will be invested in India. 

The Singapore government, the second largest foreign private equity investor in India has shifted focus from early-stage investments to growth and buyout capital. Its direct investments company Temasek Holdings has teamed up with Standard Chartered Private Equity to set up the $100 million Merlion India Fund. 

Global private equity firm The Carlyle Group announced in mid-2005 that it had established a buyout team in India based out of Mumbai. The Carlyle India buyout team is part of Carlyle’s Asia buyout group, which manages a $750 million Asia buyout fund. Carlyle also has two dedicated Asia growth capital funds totaling $323 million. 

The Blackstone Group recently elevated India to one of its key strategic hubs in Asia. Blackstone hired several consulting firms, including McKinsey & Co., and looked at investing in various emerging markets. It chose India as the place to set up its next in-country office and intends to invest $1 billion in local companies. 

London-based Actis is among the most experienced investors in India. Actis’ Fund II is a $1.6 billion fund of which $325 million has been earmarked for investments in India. Actis has been active in India since 1998 in private equity and since 1996 as a venture capital investor. Another experience global player, Warburg Pincus has been is active in India since 1995 and has made several successful private equity investments and profitable exits in India such as the sale of a 19% stake in Bharti Tele-Ventures for $1.6 billion (cost $292 million). General Atlantic Partners has an office in India since 2001 and has executed several successful private equity transactions including the sale of Daksh e-Services and the initial public offering of Patni Computers. 

With the presence of most major bo / lbo shops in india, a greater number of buyouts / leveraged buyouts are expected going forward.
DEBT RAISED IN INDIA 
Indian banks participate in providing working capital loans to companies that are buyout targets. Further, Indian banks also tend to participate in the syndicate for bank debt of LBOs. 
Details of Participation

	Company 
	Debt 
	Details of Participation 

	GE Capital International Services 
	$215 million 
	ICICI Bank was one of 6 lead arrangers of the loan. 

ICICI Bank participated in the syndicate by holding 8.6% of the loan. 

	GE Capital International Services 
	$250 million 
	ICICI Bank was one of 6 co-arrangers of the loan. 

ICICI Bank participated in the syndicate by holding 7.4% of the loan. 

	AE Rotor Holding BV (subsidiary of Suzlon Energy) 
	€450 million1
	ICICI Bank and State Bank of India were among the lenders holding 33.33% and 25% of the debt respectively. 

	UB Group 
	INR 13.1

billion
	ICICI Bank – Mandated arranger 


Annual venture capital investment in India skyrocketed 166 per cent in 2007, according to Dow Jones VentureSource. Consumer/business services and web-related companies accounted for more than half of all deals.

Bangalore, Mumbai and New Delhi (21 February 2008)—Venture capitalists invested some $928 million in 80 deals for entrepreneurial companies in India during 2007, according to the Quarterly India Venture Capital Report published Dow Jones VentureSource. This was a whopping 166% increase over the $349 million invested in 36 deals in 2006 and easily the highest total on record for the region. 
The report found nearly 48% of all venture financing deals in India were for Information Technology (IT) companies, as 38 rounds were completed, accounting for $384 million, more than India’s entire 2006 venture investment total. The most popular recipients of venture capital in the IT industry were companies in the Web-heavy “information services” sector, which accounted for 22 deals and nearly $141 million in investment. Among the deals in this area was the $10 million second round for Bangalore-based Four Interactive, an online provider of local information on food, events, lifestyle, shopping and more.

Service-oriented companies in India—both in the technology fields and the non-technology areas of hotels, taxis and similar services—continue to attract investment and this is likely due to their low capital requirements as well as to the rapidly emerging nature of the broader Indian economy,” said Jessica Canning, Director of Global Research for Dow Jones VentureSource, “It takes relatively little money and little time for these kinds of companies to begin generating revenues and, because of this, Web-related and consumer and business services companies accounted for more than half of all the venture capital deals done in India in 2007.”

According to the data, the overall business/consumer/retail industry saw 30 deals completed in 2007 and more than $346 million invested, a 92% jump over the $180 million invested in 16 deals in the industry in 2006. As said, the business/consumer service area accounted for the bulk of the interest in this industry, with 22 deals and $254 million invested. 
India's health care industry, while still in its infancy, also saw increased investor interest in 2007 with seven completed deals and nearly $100 million invested, more than double the $41 million invested in the prior year.

“This is only the beginning for the venture capital market in India,” said Ms. Canning. “In 2007, 79% of all deals in India were for seed and first rounds and a lot of these companies will continue raising venture capital as they progress toward profitability and liquidity. And because the majority of investment is going to early-stage companies, we aren't seeing ballooning deal sizes like those in the U.S and Europe where investors are focused more on later-stage companies.”

In fact, the median size of a venture capital round for companies India was $9 million in 2007, up slightly from $8.7 million in 2006 but well below the $18.8 million median seen in 2005. Of all the companies in India that received venture funding in 2007, nearly 73% were already generating revenues or profitability.

The Quarterly India Venture Capital Report covers venture capital investment specifically, which Dow Jones VentureSource defines as growth capital made available to entrepreneurial companies in exchange for ownership in the form of private securities. These investments are often seen as shorter-term and do not include private equity investments such as leveraged buyouts or mezzanine and debt financing. 
The investment figures included in this release are based on aggregate findings of VentureSource’s proprietary Indian research. This data was collected by surveying professional venture capital firms, through in-depth interviews with company CEOs and CFOs, and from secondary sources. These venture capital statistics are for equity investments into early-stage, innovative companies and do not include companies receiving funding solely from corporate, individual, and/or government investors. No statement herein is to be construed as a recommendation to buy or sell securities or to provide investment advice.

Criticism of LBOs

Ever since the LBO craze of the 1980s—led by high-profile corporate raiders who financed takeovers with low-quality debt and then sold off pieces of the acquired companies for their own profit—LBOs have garnered negative publicity. Critics of leveraged buyouts argue that these transactions harm the long-term competitiveness of firms involved. First, these firms are unlikely to have replaced operating assets since their cash flow must be devoted to servicing the LBO-related debt. Thus, the property, plant, and equipment of LBO firms are likely to have aged considerably during the time when the firm is privately held. In addition, expenditures for repair and maintenance may have been curtailed as well. Finally, it is possible that research and development expenditures have also been controlled. As a result, the future growth prospects of these firms may be significantly reduced.

Others argue that LBO transactions have a negative impact on the stakeholders of the firm. In many cases, LBOs lead to downsizing of operations, and employees may lose their jobs. In addition, some of the transactions have negative effects on the communities in which the firms are located.

Much of the controversy regarding LBOs has resulted from the concern that senior executives negotiating the sale of the company to themselves are engaged in self-dealing. On one hand, the managers have a fiduciary duty to their shareholders to sell the company at the highest possible price. On the other hand, they have an incentive to minimize what they pay for the shares. Accordingly, it has been suggested that management takes advantage of superior information about a firm's intrinsic. The evidence, however, indicates that the premiums paid in leveraged buyouts compare favorably with those in inter-firm mergers that are characterized by arm's-length negotiations between the buyer and seller.

CHALLENGES IN EXECUTING LEVERAGED BUYOUTS IN INDIA

Macro Factors Making Leveraged Buyouts Difficult In India 
This paper distinguishes between buyouts of Indian companies from those buyouts where an Indian company does a LBO of a foreign target company, with the intention of analyzing the former. The reason for making this distinction and restricting the scope of this paper to buyouts of Indian companies is, in the case of LBOs where the target company is located in countries such as the United Kingdom or the United States, the acquiring Indian companies / financial investors are able to obtain financing for the leveraged buyouts from foreign banks and the buyout is governed largely by the laws and regulations of the target company’s country. 

On the other hand, a leveraged buyout of an Indian company by either an Indian or a foreign acquirer needs to comply with the legal framework in India and the scope of execution permissible in India. This section of the paper examines the legal and regulatory hurdles to a successful LBO of an Indian company. 

India has experienced a number of buyouts and leveraged buyouts since Tata Tea’s LBO of UK heavyweight brand Tetley for ₤271 million in 2000, the first of its kind in India. 

List of buyouts by Indian companies

	Target Company 
	Country 
	Indian Acquirer 
	Value 
	Type 

	7Tetley 
	United Kingdom 
	Tata Tea 
	₤271 million 
	LBO 

	Whyte & Mackay 
	United Kingdom 
	UB Group 
	₤550 million 
	LBO 

	Corus 
	United Kingdom 
	Tata Steel 
	$11.3 billion 
	LBO 

	Hansen Transmissions 
	Netherlands 
	Suzlon Energy 
	€465 million 
	LBO 

	American Axle1
	United States 
	Tata Motors 
	$2 billion 
	LBO 

	Lombardini2
	Italy 
	Zoom Auto Ancillaries 
	$225 million 
	LBO 


List of buyouts of Indian companies 

	Company 
	Financial investor 
	Value 
	Type 

	Flextronics Software Systems1
	Kohlberg Kravis Roberts & Co. (‘KKR’)
	$900 million 
	LBO 

	GE Capital International Services (‘GECIS’) 
	General Atlantic Partners, Oak Hill 
	$600 million 
	LBO 

	Nitrex Chemicals 
	Actis Capital 
	$13.8 million 
	MBO2

	Phoenix Lamps 
	Actis Capital 
	$28.9 million3
	MBO 

	Punjab Tractors4
	Actis Capital 
	$60 million5
	MBO 


	Nilgiris Dairy Farm 
	Actis Capital 
	$65 million6
	MBO 

	WNS Global Services 
	Warburg Pincus 
	$40 million7
	BO 

	RFCL 

(businesses of Ranbaxy) 
	ICICI Venture 
	$25 million 
	LBO 

	Infomedia India 
	ICICI Venture 
	$25 million 
	LBO 

	VA Tech WABAG India 
	ICICI Venture 
	$25 million 
	MBO 

	ACE Refractories 

(refractories business of ACC) 
	ICICI Venture 
	$60 million 
	LBO 

	Nirula’s 
	Navis Capital Partners 
	$20 million 
	MBO 


1. Renamed Aricent. Referred to as Flextronics Software 

    Systems throughout this paper.

2. Management Buyout (‘MBO’) 

3. Paid for 36.7% promoter stake. Post the open offer, Actis’

    Stake will increase from 45% to 65%. 

4. Government privatization. 

5. Total controlling interest of 28.4%. Punjab Tractors 

    continues operating as a publicly listed company. 

6. Paid for 65% controlling stake. Balance held by the   

    promoter family.

7.  Purchase of an 85% stake from British Airways.

RESTRICTIONS ON FOREIGN INVESTMENTS IN INDIA 

There are 2 routes through which foreign investments may be directed into India – the Foreign Institutional Investor (“FII”) route and the Foreign Direct Investment (“FDI”) route. 

The FII route is generally used by foreign pension funds, mutual funds, investment trusts, endowment funds and the like to invest their proprietary funds or on behalf of other funds in equities or debt in India. Private equity firms are known to use to FII route to make minority investments in Indian companies. The FDI route is generally used by foreign companies for setting up operations in India or for making investments in publicly listed and unlisted companies in India where the investment horizon is longer than that of an FII and / or the intent is to exercise control.

Limits on FII Investment 
The Government of India has laid down investment limits for FIIs of 10% based on certain requirements and the maximum FII investment in each publicly listed company, which may at times be lower than the sectoral cap for foreign investment in that company. For example, the sectoral cap on foreign investment in the telecom sector is 100%. However, cumulative FII investment in an Indian telecom company would be subject to a ceiling of 24% or 49%, as the case may be, of the issued share capital of the said telecom company.   
RESTRICTIONS AND CAPS AND FOREIGN INVESTMENT PROMOTION BOARD (‘FIPB’) APPROVAL 
Sectors where FDI is not permitted are Railways, Atomic Energy and Atomic Minerals, Postal Service, Gambling and Betting, Lottery and basic Agriculture or plantations with specified exceptions. Further, the Government has placed sector caps on ownership by foreign corporate bodies and individuals in Indian companies and 100% foreign ownership is not allowed in a number of industry sub-sectors under the current FDI regime. 

Further, under the FDI route, FIPB approval is required for foreign investments where the proposed shareholding is above the prescribed sector cap or for investment in sectors where FDI is not permitted or where it is mandatory that proposals be routed through the FIPB
REGULATORY DEVELOPMENTS IN FDI 

Despite the detailed guidelines for foreign investment in India, regulations relating to foreign investment continue to get formulated as the country gradually opens its doors to global investors. The evolving regulatory environment coupled with the lack of clarity about future regulatory developments create significant challenges for foreign investors.

For example, the Indian government lifted a ban on foreign ownership of Indian stock exchanges just three weeks before the NYSE Group, Goldman Sachs and other investors bought a 20% stake in the National Stock Exchange of India. At the time of lifting the ban, the Indian Government allowed international investors to buy as much as a combined 49% (FDI up to 26% and FII investment of up to 23%) in any of the 22 Indian stock exchanges. The Securities and Exchange Board of India set the limit for a single investor at 5%.

LIST OF SECTORS WHERE FDI LIMIT IS LESS THAN 100% 
The following table summarizes the list of sectors where the FDI limit is less than 100%. (as of February 26, 2006)
	

	Sector 
	Ownership Limit 
	Entry Route 

	Domestic Airlines 
	49% 
	 Automatic 

	Petroleum refining-PSUs 
	26% 
	 FIPB 

	PSU Banks
	20% 
	

	Insurance 
	26% 
	 Automatic 

	Retail Trade 
	51% 
	 FIPB 

	Trading (Export House, Super Trading House, Star Trading House) 
	51% 
	 Automatic 

	Trading (Export, Cash and Carry Wholesale) 
	100% 
	 FIPB 

	Hardware facilities - (Uplinking, HUB, etc.) 
	49% 
	

	Cable network 
	49% 
	

	Direct To Home 
	20% 
	

	Terrestrial Broadcast FM 
	20% 
	

	Terrestrial TV Broadcast 
	Not Permitted 
	

	Print Media - Other non-news/non-current affairs/specialty publications
	74% 
	

	Newspapers, Periodicals dealing with news and current affairs 
	26% 
	

	Lottery, Betting and Gambling 
	Not Permitted 
	

	Defense and Strategic Industries 
	26% 
	 FIPB 

	Agriculture (including contract farming) 
	Not permitted 
	

	Plantations (except Tea) 
	Not permitted 
	

	Other Manufacturing - Items reserved for Small Scale 
	24% 
	 Automatic 

	Atomic Minerals 
	74% 
	 FIPB 


     Source: Investment Commission of India
LIMITED AVAILABILITY OF CONTROL TRANSACTIONS AND PROFESSIONAL MANAGEMENT 
Private equity firms face limited availability of control transactions in India. The reason for this is the relative small pool of professional management in corporate India. In a large number of Indian companies, the owners and managers are the same. Management control of such target companies wrests with promoters / promoter families who may not want to divest their controlling stake for additional capital. As a result, a large number of private equity transactions in India are minority transactions.

In management buyouts, the Indian model is different from that in the West. Most of the MBOs in India are not of the classic variety wherein the company’s managements create the deal and then involve financial investors to fund the change of control. In the Indian version, promoters have spun off or divested and private equity players have bought the businesses and then partnered with the existing management. The managements themselves don’t have the resources to engineer such a buyout. 

In the absence of control, it may be difficult to finance a minority investment using leverage given the lack of control over the cash flows of the target company to service the debt. Further, a minority private equity investor will be unable to sell it’s holding to a strategic buyer, thereby limiting the exit options available for the investment.
UNDERDEVELOPED CORPORATE DEBT MARKET 

India is a developing country where the dependence on bank loans is substantial. The country has a bank-dominated financial system. The dominance of the banking system can be gauged from the fact that the proportion of bank loans to GDP is approximately 36%, while that of corporate debt to GDP is only 4%. As a result, the corporate bond market is small and marginal in comparison with corporate bond markets in developed countries. 

The corporate debt market in India has been in existence since Independence. Public limited companies have been raising capital by issuing debt securities in small amounts. State-owned public sector undertakings (‘PSU’) that started issuing bonds in financial year 1985-86 account for nearly 80% of the primary market. When compared with the government securities market, the growth of the corporate debt market has been less satisfactory. In fact, it has lost share in relative terms.
Resources raised from the debt markets INR billion
	Financial year 
	   2000-01          
	2001-02          
	2002-03           
	2003-04           
	2004-05

	Total debt raised 
	1,850.56         
	2,040.69         
	2,350.96          
	2,509.09          
	2,050.81

	Of which: Corporate 
	565.73           
	515.61             
	531.17             
	527.52             
	594.79

	
	31%
	25%
	23%
	21%
	29%

	Of which: Government 
	1284.83         
	1,525.08          
	1,819.79          
	1,981.57          
	1,456.02

	
	69%
	75%
	77%
	79%
	71%


Sources: RBI, NSE, And Prime Database
Another noteworthy trend in the corporate debt market is that a bulk of the bulk of debt raised has been through private placements. During the five years 2000-01 to 2004-05, private placements, on average, have accounted for nearly 92% of the total corporate debt raised annually. The dominance of private placements has been attributed to several factors, including ease of issuance, cost efficiency and primarily institutional demand. PSUs account for the bulk of private placements. The corporate sector has accounted for less than 20% of total private placements in recent years, and of that total, issuance by private sector manufacturing/services companies has constituted only a very small part. Large private placements limit transparency in the primary market.
Another interesting feature of the Indian corporate debt market is the preference for rated paper. Ratings issued by the major rating agencies have proved to be a reliable source of information. The data on ratings suggest that lower-quality credits have difficulty issuing bonds. The concentration of turnover in the secondary market also suggests that investors’ appetite is mainly for highly rated instruments, with nearly 84% of secondary market turnover in AAA-rated securities. In addition, the pattern of debt mutual fund holdings on 30 June 2004 showed that nearly 53.3% of non-government security investments were held in AAA-rated securities, 14.7% in AA-rated securities and 10.8% in P1+ rated securities.

This is in sharp contrast to the use of high-yield bonds (also known as junk bonds) which became ubiquitous in the 1980s through the efforts of investment bankers like Michael Milken, as a financing mechanism in mergers and acquisitions. High-yield bonds are non-investment grade bonds and have a higher risk of defaulting, but typically pay high yields in order to make them attractive to investors. Unlike most bank debt or investment grade bonds, high-yield bonds lack ‘maintenance’ covenants whereby default occurs if financial health of the borrower deteriorates beyond a set point. Instead, they feature ‘incurrence’ covenants whereby default only occurs if the borrower undertakes a prohibited transaction, like borrowing more money when it lacks sufficient cash flow coverage to pay the interest.
The use of credit derivatives allows lenders to transfer an asset’s risk and returns from one counter party to another without transferring the ownership. The credit derivatives market is virtually non-existent in India due to the absence of participants on the sell-side for credit protection and the lack of liquidity in the bond market. 

Indian enterprises now have the ability to raise funds in foreign capital markets. Indeed, an underdeveloped domestic market pushes the better-quality issuers abroad, thereby accentuating the problems of developing the corporate debt market in India. All these drawbacks of the Indian corporate debt market make the use of the domestic debt market for financing leveraged buyouts in India virtually impossible.
RESERVE BANK OF INDIA (‘RBI’) RESTRICTIONS ON LENDING 
Domestic banks are prohibited by the RBI from providing loans for the purchase of shares in any company. The underlying reason for the prohibition is to ensure the safety of domestic banks. The RBI has issued a number of directives to domestic banks in regard to making advances against shares. These guidelines have been compiled in the Master Circular Dir.BC.90/13.07.05/98 dated August 28, 1998. As per these guidelines, domestic banks are not allowed to finance the promoters’ contribution towards equity capital of a company, the rationale being that such contributions should come from the promoters’ resources. 

The RBI Master Circular states that the question of granting advances against primary security of shares and debentures including promoters’ shares to industrial, corporate or other borrowers should not normally arise. The RBI only allows accepting such securities as collateral for secured loans granted as working capital or for other ‘productive purposes’ from borrowers. 

The RBI has made an exception to this restriction. With the view to increasing the international presence of Indian companies, with effect from June 7, 2005, the RBI has allowed domestic banks to lend to Indian companies for purchasing equity in foreign joint ventures, wholly owned subsidiaries and other companies as strategic investments. Besides framing guidelines and safeguards for such lending, domestic banks are required to ensure that such acquisitions are beneficial to the borrowing company and the country. 

Besides rising financing from Indian banks, companies have the option of funding overseas acquisitions through External Commercial Borrowings (‘ECBs’). The Indian policy on ECBs allow for overseas acquisitions within the overall limit of US$500 million per year under the automatic route with the conditions that the overall remittances from India and non-funded exposures should not exceed 200% of the net worth of the company. 

The Reserve Bank of India has prescribed that a bank’s total exposure, including both fund based and non-fund based, to the capital market in all forms covering 

(a) Direct investment in equity shares, 

(b) Convertible bonds and debentures and units of equity oriented mutual funds; 

(c) Advances against shared to individuals for investment in equity shares (including IPOs), bonds and debentures, units of equity-oriented mutual funds; and 

(d) Secured and unsecured advances to stockbrokers and guarantees issued on behalf of stockbrokers and market makers should not exceed 5% of its total outstanding advances as on March 31 of the previous year (including Commercial Paper). Within the above ceiling, bank’s direct investment should not exceed 20% of its net worth. 

All these restrictions make it virtually impossible for a financial investor to finance a LBO of an Indian company using bank debt raised in India.
RESTRICTIONS ON PUBLIC COMPANIES FROM PROVIDING ASSISTANCE TO POTENTIAL ACQUIRERS
Companies Act, 1956, Section 77(2) states that a public company (or a private company which is a subsidiary of a public company) may not provide either directly or indirectly through a loan, guarantee or provision of security or otherwise, any financial assistance for the purpose of or in connection with a purchase or subscription made or to be made by any person of or for any shares in the company or in its holding company. 

Under the Companies Act, 1956, a public company is different from a publicly listed company. The restrictions placed by this section on public companies implies that prior to being acquired in a LBO, a public company, if it is listed, must delist and convert itself to a private company. Delisting requires the Company to follow the Securities and Exchange Board of India (Delisting of Securities) Guidelines – 2003. This section makes it impossible to obtain security of assets / firm financing arrangements for a publicly listed company until it delists itself and converts itself into a private company. 

RESTRICTIONS RELATING TO EXIT THROUGH PUBLIC LISTING 
The most successful LBOs go public as soon as debt has been paid down sufficiently and improvements in operating performance have been demonstrated by the LBO target. 

SEBI guidelines require mandatory listing of Indian companies on domestic exchange prior to a foreign listing. Indian companies may list their securities in foreign markets through the Issue Of Foreign Currency Convertible Bonds And Ordinary Shares (Through Depositary Receipt Mechanism) Scheme, 1993. Prior to the introduction of this scheme, Indian companies were not permitted to list on foreign bourses. 

In order to bring these guidelines in alignment with the SEBI’s guidelines on domestic capital issues, the Government incorporated changes to this scheme by requiring that an Indian company, which is not eligible to raise funds from the Indian capital markets including a company which has been restrained from accessing the securities market by the SEBI will not be eligible to issue ordinary shares through Global Depository Receipts (‘GDR’). Unlisted companies, which have not yet accessed the GDR route for raising capital in the international market would require prior or simultaneous listing in the domestic market, while seeking to issue ordinary shares under the scheme. Unlisted companies, which have already issued GDRs in the international market, would now require to list in the domestic market on making profit beginning financial year 2005-06 or within three years of such issue of GDRs, whichever is earlier. 

Thus, private equity players that execute a LBO of an Indian company and are looking at exiting their investment will require dual listing of the company – on a domestic stock exchange as well as a foreign stock exchange – if they intend to exit the investment through a foreign listing. 

SEBI listing regulations require domestic companies to identify the promoters of the listing company for minimum contribution and promoter lock-in purposes. In case of an IPO, the promoters have to necessarily offer at least 20% of the post-issue capital. In case of public issues by listed companies, the promoters shall participate either to the extent of 20% of the proposed issue or ensure post-issue share holding to the extent of 20% of the post-issue capital. 

Further, SEBI guidelines have stipulated lock-in (freeze on the shares) requirements on shares of promoters primarily to ensure that the promoters, who are controlling the company, shall continue to hold some minimum percentage in the company after the public issue. In case of any issue of capital to the public the minimum contribution of promoters shall be locked in for a period of three years, both for an IPO and public issue by listed companies. In case of an IPO, if the promoters' contribution in the proposed issue exceeds the required minimum contribution, such excess contribution shall also be locked in for a period of one year. In addition, the entire pre-issue share capital, or paid up share capital prior to IPO, and shares issued on a firm allotment basis along with issue shall be locked-in for a period of one year from the date of allotment in public issue. 

For a private equity investor in a LBO of an Indian company, the IPO route does not allow the investor a clean exit from its investment due to the minimum promoter contribution and lock-in requirements. 

Besides these drawbacks, there are other factors that play an important role in exiting a LBO in India. Exit through the public markets depends upon the target company’s operations. If the operations are located solely in India, sale in the domestic public markets is most lucrative. If the portfolio company has operations or an export presence in foreign markets, it may be more beneficial to list the company in foreign capital markets. 

STRUCTURING CONSIDERATIONS FOR LEVERAGED BUYOUTS IN INDIA 
The hurdles to executing a LBO in India, as discussed in the previous section, has given rise to two buyout structures, referred to in this paper as the Foreign Holding Company Structure and the Asset Buyout Structure, that may be used for effecting a LBO of an Indian company. However, both these structures are rife with their own set of challenges that are unique to the Indian environment. The Holding Company structure along with key considerations / drawbacks are discussed as follows. 

FOREIGN HOLDING COMPANY STRUCTURE 
The financial investor incorporates and finances (using debt and equity) a Foreign Holding Company. Debt to finance the acquisition is raised entirely from foreign banks. The proceeds of the equity and debt issue is used by the Foreign Holding Company to purchase equity in the Indian Operating Company in line with FIPB Press Note 9. The amount being invested to purchase a stake in the India Operating Company is channeled into India as FDI. The seller of the Indian Operating Company may participate in the LBO and receive securities in the Foreign Holding Company as part of the payment, such as rollover equity and seller notes.
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The operating assets of the purchased business are within the corporate entity of the Indian Operating Company. As a result, cash flows are generated by the Indian Operating Company while principal and interest payment obligations reside in the Foreign Holding Company. The Indian Operating Company makes dividend or share buyback payments to the Foreign Holding Company, which is used by the latter for servicing the debt. Under the current FDI regime foreign investments, including dividends declared on foreign investments, are freely repatriable through an Authorized Dealer.
LIEN ON ASSETS 
Based on the LBO structure above, the debt and the operating assets lie in two separate legal entities. The Indian Operating Company is unable to provide collateral of its assets for securing the debt, which resides in the Foreign Holding Company. While this feature of the Foreign Holding Company Structure may be anathema for lenders looking at providing secured debt for the LBO, it may be of less significance when the LBO target is an asset-light business such as a business process outsourcing or a information technology services company. Investing in a services company may be a rational strategy of using this LBO structure. 

Financial investors may consider legally placing certain assets of the business in the Foreign Holding Company, such as customer contracts of a business process outsourcing or information technology services company. These assets may be used as collateral and generate operating income for the Foreign Holding Company. Contracts between the Foreign Holding Company and the Indian Operating Company will have to satisfy India’s transfer pricing regulations.
FOREIGN CURRENCY RISK
The Foreign Holding Company structure entails an exposure to foreign currency risk since revenues of the Indian Operating company are denominated in Indian Rupees and the debt in the Foreign Holding Company is denominated in foreign currency. The foreign currency risk may be hedged in the financial markets at a cost, which increases the overall cost of the LBO. Alternatively, if the Indian Operating Company’s revenues are denominated primarily in foreign currency due to an export-focus, this risk is mitigated due to the natural hedge provided by foreign currency denominated revenues.
TAX LEAKAGE THROUGH DIVIDEND TAX 

There is tax leakage under the Foreign Holding Company structure through mandatory dividend tax payments on dividends paid by the Indian Operating Company to service the debt of the Foreign Holding Company. As per Budget 2007 introduced for the financial year 2007-2008, Dividend Distribution Tax rate has increased from 12.5% to 15%.
FACILITATION OF EXIT THROUGH FOREIGN LISTING 

The Foreign Holding Company structure allows the financial investor to list the holding company domiciled in a foreign jurisdiction on a US / European stock exchange without listing the Indian Operating Company on the Indian stock exchange. This provides the financial investor a clean exit from the investment
STAMP DUTY LIABILITY AND EXECUTION RISK 

In an Asset Buyout structure, the Domestic Holding Company which is buying the operating assets is liable to pay stamp duty on the assets purchased. Stamp duty adds an additional 5-10% to the total transaction cost depending upon the assets purchased and Indian state in which stamp duty is assessed, since different states have different rates of stamp duty. Further, the purchase of assets requires the purchaser to identify and value each of the assets purchased separately for the purpose of assessment by the relevant authorities e.g. land, building, machinery etc as each such asset has a separate rate of stamp duty. A LBO of an asset-intensive company may make the transaction unfeasible. 

The identification and valuation of individual assets purchased along with assessment of the stamp duty by the relevant authorities involves complex structuring of the transaction making the execution of this structure complex and risky
FINDINGS OF LEVERAGED BUYOUTS IN INDIA 
Industries of Focus 
Two of the largest LBOs in India were those of business process outsourcing companies – Flextronics Software Systems (renamed Aricent after the LBO) and GECIS (renamed Genpact). Attractive industry sectors for LBOs in India would be outsourcing companies, service companies and high technology companies. Companies in these industry sectors are labor intensive and their costs are globally competitive due to a low-cost, highly educated English speaking workforce in India. The labor intensity of these businesses makes the target company scalable for achieving the high growth required to make the LBO successful. Further these companies typically earn their revenues from exports denominated in foreign currency, which mitigates foreign currency risk when the LBO is financed using foreign currency denominated debt raised from foreign banks. These companies also have low tax rates due to the tax incentives of operating from Special Economic Zones and Software Technology Parks. 

Outsourcing, service and technology companies form an important part of India’s exports, boast of a global customer base and have established a global reputation for service, quality and delivery.
GROWTH CRITICAL TO THE SUCCESS OF THE LBO 
Standard & Poors expect the Indian economy to grow at a rate of 7.9 – 8.4% for the year 2007-2008. One of the key drivers of return in a LBO in India is growth. India is in a growth stage and the markets are relatively young compared to those in developed countries. Indian companies face large capital requirements and despite the ample availability of capital in the international markets and in India for portfolio investments, there is a shortage of capital for funding operations and growth.

Indian companies that are targets of buyouts are experiencing significant year-on-year growth, generally 15-20% every year and sometimes as high as 40-60%. A joint report published by NASSCOM and McKinsey in December 2005 projected a 42.1% compound annual growth rate of the overall Indian offshore business process outsourcing industry for the period 2003-2006. The NASSCOM-McKinsey report estimates that the offshore business process outsourcing industry will grow at a 37.0% compound annual growth rate, from $11.4 billion in fiscal 2005 to $55.0 billion in fiscal 2010. The NASSCOM-McKinsey report estimates that India-based players accounted for 46% of offshore business process outsourcing revenue in fiscal 2005 and India will retain its dominant position as the most favored offshore business process outsourcing destination for the foreseeable future. It forecasts that the Indian offshore business process outsourcing market will grow from $5.2 billion in revenue in fiscal 2005 to $25.0 billion in fiscal 2010, representing a compound annual growth rate of 36.9%. Additionally, it identifies retail banking, insurance, travel and hospitality and automobile manufacturing as the industries with the greatest potential for offshore outsourcing. 

Warburg Pincus purchased 85% of WNS Global Services, a business process outsourcing company, from British Airways for $40 million in 2002. WNS Global Services offers a wide range of offshore support services to its global customers, particularly within the travel, insurance, financial, enterprise and knowledge industries. WNS Global Services completed its initial public offering on the NYSE in July 2006. WNS Global Services has a market capitalization (as of March 2007) of $1.19 billion. WNS Global Services was a young and growing company (instead of a mature company with steady cash flows as required for a typical LBO) when it was acquired by Warburg Pincus. Given the size of the transaction, it was all equity financed as it may not have been possible to obtain debt for a transaction of that size. 

The following table elaborates on the growth history, prospects of some of the companies that are buyouts / leveraged buyouts in India. 

GROWTH HISTORY / PROSPECTS OF TARGET COMPANIES

	Company
	Growth History / Prospects



	TATA-CORUS
	Consolidated net turnover of $7.78 billion (Rs.31,155 crore) for the quarter ended June 30, a – whopping increase of 442 percent over the same period last year. Its net profit rose to $1.6 billion (Rs. 6,388crore) for April-June of 2007-2008, from $253.5 million (Rs.1,014crore) in the comparable quarter of previous fiscal 2006-2007

	GE-Capital International Services
	Annual revenues of $404 million and $493 million in 2004 and 2005 respectively. The Company has set a stiff target of achieving annual revenue of $1 billion by December 2008. Of this, the additional revenue growth of $500 million includes $350 million through organic growth and $150 million through acquisitions.

	Flextronics Software Systems
	Revenues for the year ended March 31, 2005 amounted to $117.5 million as per reported US GAAP financial statements. Based on an October 2006 interview, the company disclosed annual revenues to be ‘a bit more than $300 million’. The company is targeting to achieve revenues of $1 billion by 2011-12.

	WNS-Global Services
	Reported revenues of $104 million, $162 million and $203 million for 2004, 2005 and 2006 respectively. Between fiscal 2003 and fiscal 2006, revenue grew at a compound annual growth rate of 54.9%.

	Infomedia India
	Expected to show a very significant increase in revenue and profits in financial year 2007, and is expected to double its profits in that year from that in the previous year.

	VA-Tech WABAG India
	Revenues at VA Tech WABAG are expected to grow at a rate of 30% over financial year 2005-06.

	ACE Refractories

(refractories business of ACC)
	Ace Refractories is expecting to grow revenues by more than 20%, with exports growing by about 40%.


The high growth characteristic of the target company entails greater execution risk for the management of the target company and the financial investor. Most of the equity returns are generated from growth by scaling and ramping up the operations of the portfolio company through hiring and training employees, expanding capacity and adding additional customer contracts. This sort of rapid scaling up of operations requires high quality management talent, robust internal processes and a large pool of skilled human resources. Executing the growth business plan and delivering the growth is key to return on the investment. 

GROWTH PUTS STRUCTURAL LIMITATIONS ON LEVERAGE 
The internal operating cash flows generated by a target company, which is growing in excess of 15-20% every year, would be required to finance the growth through investment in capital expenditure and working capital. As a result, a financial investor may not be able to gear a capital-intensive target company to the same level as that in international markets. 
INDIAN LBOS FAVOR THE USE OF PAY-IN-KIND SECURITIES WITH BULLET REPAYMENT 
Since the debt servicing for a typical Indian LBO is through dividend payments / proceeds of share buyback and the Foreign Holding Company receives lump sum sale proceeds on divestiture of the portfolio company, the debt that most is most friendly to the LBO is a non-amortizing loan with Pay-In-Kind (“PIK”) interest payments and a 5-8 year bullet repayment at maturity. The debt is not required to be serviced through cash payments during the investment period, thus saving dividend tax and the requirement to remit proceeds through share buybacks. Further, the payment on divestiture of the operating company may be used to make the bullet repayment of the loan. This is very similar to the Seller Note used as financing in the LBO of Flextronics Software Systems by KKR. However, providing collateral to the lenders remains an issue that may be addressed through the pricing of such a security.
IDEAL LBO TARGETS IN INDIA 

Diversified conglomerates operate in number of non-core business areas in India that they are constantly looking to divest. These businesses make ideal LBO targets in India since they have established operations, business processes and professional management in place. There is a large interest among private equity players to buy non-core businesses from conglomerates.
SYNOPSIS
Evidence to date provides some answers about the LBO phenomenon and its effects. Stockholders of LBO targets are big winners, experiencing immediate gains averaging 30 to 50 percent from surrendering their shares. These gains cannot be attributed, in general, to bondholder losses. Although the value of some nonconvertible debt securities depreciates significantly after LBOs, the average effect on bond value is less clear. Furthermore, stockholder gains appear to be unrelated to bondholder wealth effects, rejecting the hypothesis that bondholder losses are the sole source of stockholder gains.

Considerable corporate tax deductions result from some LBOs, primarily arising from the incremental interest charges on the LBO debt. In some cases, the tax savings implied by the incremental deductions can more than account for the total stockholder premium paid in the buyout.

Additional financing in the form of the sale of assets with a higher value elsewhere may lead to capital gains taxes at the corporate level. Finally, the increase in management efficiency resulting from the new corporate ownership structure may lead to higher taxable corporate revenues.

The change in ownership structure, in fact, is associated with a significant increase in the average operating returns after LBOs examined to date. This increase in operating returns, another potential source of stockholder gains, most likely reflects the increase in operating efficiency associated with an improvement in management incentives.

The ability to sustain the high operating returns documented in the short post buyout periods examined is not assured, however. Although allegations of massive reductions in "investments in the future such as expenditures for maintenance and repairs, advertising, and R&D, are not supported by the evidence, the expropriation of employee rents and the associated effects on employee morale are still an open issue. Furthermore, the postbuyout periods examined to date are concentrated in a period of economic strength, i.e., mid-1980s. Although the sales of firms that have gone private tend to be more recession-resistant before the buyout than the sales of the typical public firm, the change upon LBOs in the sensitivity of sales and profits to macroeconomic factors has not been examined directly.

Perhaps the biggest gap in our knowledge of the LBO phenomenon is an explanation for the explosion of LBO activity during the past decade. 

The thirst for LBOs has led Indian companies to take loans totaling Rs 60,000 crore.

Cash-rich western bankers have been happy to make the loans. But repaying them will be tough.

Many LBOs involve commodity players. Downturns in commodity prices could sink these companies.
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