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A Case for New Institutions’©
By
Prof. Kamaljit Bawa®

University of Massachusetts and ATREE

THE ENVIRONMENT IN MOST COUNTRIES IS BEING DEGRADED, POVERTY
WORLDWIDE IS increasing, and the gaps between rich and poor individuals and nations are
widening. One half of the world’s human population still survives on less than $2 per day. These
people face the prospect of environmental degradation of their ecosystems that is likely to be
exacerbated by climate change. Yet these local ecosystems contain much of our planet’s
biodiversity and are also the sources of livelihoods and ecosystem services for the rural poor and
indirectly for the global community. A key to halt, and then reverse, these environmental and
economic trends may lie in new and imaginatively conceived institutions of knowledge in
developing countries.

Increased knowledge has always provided the basis for human advance. In recent times, wealth
has been generated mainly by technical innovation and entrepreneurship, whereas gains on social
and environmental fronts have been driven by a broader intellectual tradition. In developed
countries, these traditions have been organized into knowledge institutions such as universities.
In developing countries, modern universities have, unfortunately, lacked the historical, social,
economic, and political contexts that shaped those in the developed world. As a result, these
institutions have largely failed to address contemporary economic and environmental problems.

Moreover, knowledge institutions in the developing world face unique challenges. Current
problems associated with hunger, inequities, and environmental degradation is complex and
requires considerable human resources and new knowledge. And institutions that can translate
knowledge into action, such as nongovernmental organizations, extension arms of universities,
and community user groups, are very few and have a weak capacity to meet contemporary needs.

'From K.S. Bawa et al, A Case of New Institutions, SCIENCE 319:136, January 11™ 2008 Science editorial article.
Reprinted with permission from AAAS

2 Article coauthored by Ganesh Balachander, Ford Foundation, New Delhi; and Peter Raven, the Missouri Botanical
Gardens, MO



Universities in the developing world, generating knowledge for knowledge’s sake or, more often,
duplicating knowledge, are not moving fast enough to develop programs to meet new challenges.

Innovative knowledge institutions and partnerships are needed, and they must be guided by
certain principles. Highly varied local situations and the uncertainty of complex social and
ecological systems call for flexible, experimental, and adaptive learning-based approaches. The
new institutions must also be problem-driven. The alleviation of poverty and environmental
sustainability should be explicit goals for which knowledge must be generated. Institutions must
transcend traditional disciplinary boundaries to generate new ideas and technologies and link
science with policy and governance to frame questions and foster social change. Two examples
of such new institutions in the developing world meet only some of these criteria: the Ashoka
Trust for Research in Ecology and the Environment (ATREE) in India and the EARTH
University in Costa Rica. Considering the magnitude of the problems, many more are required.

Our experience with ATREE suggests that new knowledge institutions function best by having
partnerships with nongovernment and government agencies, as well as with community
organizations. Flexible mandates, freedom from bureaucratic control, and a focus on specific
problems, such as the harmonization of rural livelihoods and conservation at specific sites (for
example, in the Western Ghats and Eastern Himalaya biodiversity hot spots), have been critical
for forging frameworks to implement work that is relevant to the identified societal needs.
Collaboration with appropriate institutions in the developed world that entails integration of
different knowledge systems, mutual respect, and symmetrical partnerships adds a global
perspective that is important for sharing knowledge and resolving global problems.

Several supportive actions are necessary for new institutions to emerge and flourish. China,
India, and other countries are making huge investments in knowledge institutions and could
easily channel resources into new institutions or into existing institutions that adopt broad public
mandates. The new class of wealthy social entrepreneurs emerging in the fast-growing
economies of Asia and Latin America, committed to philanthropy, could be convinced that
support for these new institutions will provide stable long-term solutions, even when immediate
results from social welfare programs may seem more attractive. Finally, the reallocation of
resources by bilateral donor agencies and foundations from short-term projects to new
institutions that genuinely address long-term capacity-building could also reverse the present
economic and environmental trends.
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1. Executive Summary

This paper aims to do a price comparison between mergers and acquisition transactions in India.
This section summarizes the results from a financial model which compares valuations of the

mega deals versus the small deals in India, by filtering through key factors.

Besides, this paper covers an overview on Indian perspective on mergers, amalgamations,
takeovers and acquisitions, followed by a deeper dive into whether M&A works in India and the
regulatory environment in India. These sections look into comparing M&A environment in India

versus the corresponding environment in the developed world, especially the US.

Finally, the paper sums up various ideas from the financial model in the results section to give
insights for future work. This paper, by no means, is a complete analysis of M&A in India and
should not be used as a recommendation for investing. Instead, this paper should be used as a

basis for future work in this field.

Note that, the overview section, regulatory environment section and the Indian M&A
environment review section are based on my readings from various articles on the web. The
analysis behind the M&A Valuation section is my own and the model | have made from doing
detailed study and application of financial and statistical models at my disposal. With this, |
leave this paper to your enjoyment and critic. For any questions / comments, feel free to email

me at ad chirag@yahoo.co.in.
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2. Overview

a. Mergers or Amalgamations

A merger is a combination of two or more businesses into one business. Laws in India use the
term 'amalgamation’ for merger. The Income Tax Act, 1961 [Section 2(1A)] defines
amalgamation as the merger of one or more companies with another or the merger of two or
more companies to form a new company, in such a way that all assets and liabilities of the
amalgamating companies become assets and liabilities of the amalgamated company and
shareholders not less than nine-tenths in value of the shares in the amalgamating company or

companies become shareholders of the amalgamated company.

Mergers or amalgamations may take two forms:-

e Merger through Absorption: Absorption is a combination of two or more companies into
an 'existing company'. All companies except one lose their identity in such a merger. For
example, absorption of Tata Fertilizers Ltd (TFL) by Tata Chemicals Ltd (TCL). TCL, an
acquiring company (a buyer), survived after merger while TFL, an acquired company (a
seller), ceased to exist. TFL transferred its assets, liabilities and shares to TCL.

e Merger through Consolidation: A consolidation is a combination of two or more
companies into a 'new company'. In this form of merger, all companies are legally
dissolved and a new entity is created. Here, the acquired company transfers its assets,
liabilities and shares to the acquiring company for cash or exchange of shares. For
example, merger of Hindustan Computers Ltd, Hindustan Instruments Ltd, Indian
Software Company Ltd and Indian Reprographics Ltd into an entirely new company called

HCL Ltd.



A fundamental characteristic of merger (either through absorption or consolidation) is that the
acquiring company (existing or new) takes over the ownership of other companies and combines

their operations with its own operations.

b. Acquisitions and Takeovers

An acquisition may be defined as an act of acquiring effective control by one company over
assets or management of another company without any combination of companies. Thus, in an
acquisition two or more companies may remain independent, separate legal entities, but there
may be a change in control of the companies. When an acquisition is ‘forced' or ‘unwilling’, it is
called a takeover. In an unwilling acquisition, the management of ‘target' company would oppose
a move of being taken over. But, when managements of acquiring and target companies mutually

and willingly agree for the takeover, it is called acquisition or friendly takeover.

Under the Monopolies and Restrictive Practices Act, takeover meant acquisition of not less than
25 percent of the voting power in a company. While in the Companies Act (Section 372), a
company's investment in the shares of another company in excess of 10 percent of the subscribed
capital can result in takeovers. An acquisition or takeover does not necessarily entail full legal
control. A company can also have effective control over another company by holding a minority

ownership.

3. Does M&A work in India?

In 2007 India attracted deals worth $68.32 billion, against $28.16 billion in 2006 and $18.35
billion in 2005. The 661 M&A deals - slightly more than half of them cross-border - accounted

for $51.17 billion and the remainder was private equity investment.



It is generally established, mostly using developed country data, that the average acquirer
experiences a dip in its stock prices with the announcement of a deal and that in the long-run also
the average acquirer under-performs the relevant stock price index.

In other words, the average acquisition reduces shareholder value. In contrast, we find that the
average Indian acquirer gains in value (relative to a national stock index) on announcement. For
the relatively small number of cases in which a three-year post-acquisition window is available,

even long-run gains are statistically significant.

The international evidence on the effect of M&A on market returns is depressing indeed.
Between 1961 and 1993, the three-year post-merger returns for over 2000 US acquirers have
trailed the market by a full 5% while for the stock-financed acquisitions among them the figure
has been 9%.

Between 1980 and 1997 acquiring-firm shareholders lost about $32 billion in value on
announcement of the acquisition. The merger wave during the late 1990s boom has been
particularly harmful for shareholder wealth. Between 1998 and 2001, shareholders in acquiring
firms lost around announcement the equivalent of 12% of the total amount spent on acquisitions
(a total loss of $240 billion) as compared to the 1.6% loss totaling $7 billion during the merger
wave of the 1980s. On an industry-adjusted basis, the return for these acquirers has fallen short

of the market return by 14%.

This general "rule” does not appear to be working in India. In close to 400 deals with Indian
acquirers between late 2001 and mid-2007, 44% of them with foreign targets, the acquirers

experienced, on an average, a gain of close to 2% over and above the Sensex returns in the 10
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days following the announcement. The median value was above 1% with over 56% of the

acquirers reporting gains. Clearly the Indian markets like acquirers.

For further insights please refer to the Source section articles.

4. Regulations for Mergers & Acquisitions

This section takes a deep dive into explaining couple of regulatory provisions in India in detail.
Mergers and acquisitions are regulated under various laws in India. The objective of the laws is
to make these deals transparent and protect the interest of all shareholders. They are regulated

through the provisions of:

a. The Companies Act, 1956

The Act lays down the legal procedures for mergers or acquisitions:

e Permission for merger: Two or more companies can amalgamate only when the
amalgamation is permitted under their memorandum of association. Also, the acquiring
company should have the permission in its object clause to carry on the business of the
acquired company. In the absence of these provisions in the memorandum of association, it is
necessary to seek the permission of the shareholders, board of directors and the Company
Law Board before affecting the merger.

e Information to the stock exchange: The acquiring and the acquired companies should inform
the stock exchanges (where they are listed) about the merger.

e Approval of board of directors: The board of directors of the individual companies should
approve the draft proposal for amalgamation and authorize the managements of the

companies to further pursue the proposal.



Application in the High Court: An application for approving the draft amalgamation proposal
duly approved by the board of directors of the individual companies should be made to the
High Court.

Shareholders’ and creators' meetings: The individual companies should hold separate
meetings of their shareholders and creditors for approving the amalgamation scheme. At
least, 75 percent of shareholders and creditors in separate meeting, voting in person or by
proxy, must accord their approval to the scheme.

Sanction by the High Court: After the approval of the shareholders and creditors, on the
petitions of the companies, the High Court will pass an order, sanctioning the amalgamation
scheme after it is satisfied that the scheme is fair and reasonable. The date of the court's
hearing will be published in two newspapers, and also, the regional director of the Company
Law Board will be intimated.

Filing of the Court order: After the Court order, its certified true copies will be filed with the
Registrar of Companies.

Transfer of assets and liabilities: The assets and liabilities of the acquired company will be
transferred to the acquiring company in accordance with the approved scheme, with effect
from the specified date.

Payment by cash or securities: As per the proposal, the acquiring company will exchange
shares and debentures and/or cash for the shares and debentures of the acquired company.

These securities will be listed on the stock exchange.

10



b. The Competition Act, 2002

The Act regulates the various forms of business combinations through Competition Commission
of India. Under the Act, no person or enterprise shall enter into a combination, in the form of an
acquisition, merger or amalgamation, which causes or is likely to cause an appreciable adverse
effect on competition in the relevant market and such a combination shall be void. Enterprises
intending to enter into a combination may give notice to the Commission, but this notification is
voluntary. But, all combinations do not call for scrutiny unless the resulting combination exceeds
the threshold limits in terms of assets or turnover as specified by the Competition Commission of

India. The Commission while regulating a ‘combination’ shall consider the following factors:

actual and potential competition through imports;

e extent of entry barriers into the market;

e level of combination in the market;

e degree of countervailing power in the market;

e possibility of the combination to significantly and substantially increase prices or profits;

o extent of effective competition likely to sustain in a market;

e availability of substitutes before and after the combination;

e market share of the parties to the combination individually and as a combination;

e possibility of the combination to remove the vigorous and effective competitor or
competition in the market;

e nature and extent of vertical integration in the market;

e nature and extent of innovation;

e Whether the benefits of the combinations outweigh the adverse impact of the combination.

11



Thus, the Competition Act does not seek to eliminate combinations and only aims to eliminate

their harmful effects.

The other regulations are provided in The Foreign Exchange Management Act, 1999 and the
Income Tax Act, 1961. Besides, the Securities and Exchange Board of India (SEBI) has issued
guidelines to regulate mergers and acquisitions. The SEBI (Substantial Acquisition of Shares and
Takeovers) Regulations, 1997 and its subsequent amendments aim at making the take-over

process transparent, and also protect the interests of minority shareholders.

A US firm, in order to successfully expand and grow its business on a sustained basis, must take
into account the basic regulatory requirements of the country. These requirements are necessary
for the functioning of its enterprise in the statutory framework of the country and help the firm to
know about its rights and responsibilities as well as the challenges that it may have to face. The
most important regulation relates to the export and import of goods and services that the firm
undertakes for expanding its business within India and abroad. For this, it has to abide by the
Foreign Trade (Development and Regulation) Act, 1992 and the EXIM policy announced by the
Government from time to time. The Ministry of Commerce and Industry is the most important
organ concerned with the promotion and regulation of the foreign trade in India. The Ministry
has an elaborate organizational set up to look after the various aspects of trade. Within the
Ministry, the Department of Commerce is responsible for formulating and implementing the

foreign trade policy.

Also, for a business to grow on a sustainable basis there has to be a healthy and fair competition
in the market economy. Accordingly, the Government of India has taken several steps such as

announcing competition policy, enacting Competition Act, 2002 and setting up of Competition

12



Commission of India. These aim to prohibit the anti-competitive business practices, abuse of
dominance by an enterprise as well as regulate various business combinations like mergers and
acquisitions. There is also an ATA Carnet system in place which allows free movement of goods
across frontiers and their temporary admission into a customs territory with relief from duties
and taxes. The goods under the system are covered by a single document known as the ATA
carnet which is secured by an international guarantee system. It permits duty free temporary
admission of goods into a member country without the need to raise customs bond and
fulfillment of other customs formalities in one or a number of foreign countries. Hence, a firm

must make all business decisions by considering all such regulatory requirements.

The above two sections covered the upsides and some challenges a US firm must consider while
acquiring firms in India. Now, the next section will give a valuation perspective to Non-Mega

mergers and acquisitions. Without giving away much here, let us move on to the next section.

5. M&A Valuation

a. Proposal

Valuation of firms in India for M&A activity is under focus. This section summarizes the results
from a model which compares valuations of the mega deals versus the small deals in India, by
filtering through key factors. My definition of deals includes only mergers and acquisition
transactions in India. The target audience is firms in US which are looking forward to acquire

small firms in India.

The key factors mentioned above are:

1. Target is Indian firm.

13



2. Acquirer is US firm.

3. Attitude is friendly®.
Why study only deals with focus on US acquiring firms in India: India has become a hot bed of
deals. The volume and size of deals in India has gone up exponentially in post 2005. The deals
between US and India have grown as the largest M&A deal with India as target has reached

$850M.

India has been on a spree of acquisitions as well. Mega deals like Tata-Chorus and Mittal-
Arcelor have been in limelight. However, this is not where the action is! Smaller deals have been
making a lot of buzz. A lot of evaluation, analysis and due diligence goes into mega deals.
However, acquiring firms would not get much upside if lot of money is poured into transaction

and due diligence costs.

Thus, with this inbuilt risk due to lack of detailed due diligence should factor into bidding price
for the smaller deals. However, in a growth economy like India, the story is different. The
smaller firm acquisition acts as a gateway for large American firms into the huge and growing
Indian markets. Thus, with abundant global attention, the top small companies command higher
multiples as compared to mega businesses. The model tries to verify / confirm this

understanding.

This brought my attention to the happening, still little attended area — Small deals with

transaction value less than $20M.

'Over 99% of deals in India are Friendly in nature. This comes from the culture and the values in
built in the Indian traditions. Thus, consideration of hostile deals would introduce undue noise in

the data. Thus, hostile deals or those whose status was not known have been filtered out.
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b. Data

SDC Platinum is used as the source for data. The data consists of all the deals since 1985 until
end of 2007. The attributes of the data: Acquisition Technique, Date announced, Date effective,
Date withdrawn, Target and Acquirer details (Name and SIC code), Value of transaction,
Enterprise Value, Target Book Value per share (LTM), Target Premium {over last (pre-
announcement) 1 day, 1 week and 1 month}, M&A type, Acquirer price {1 day, 1 week, 2
months after announcement}, Type of acquirer, Attitude towards deal, Target and Acquirer

nation and most importantly the Comps Ratio Transaction Value/EBIT.

c. Key Attribute details

The original data consisted of 8872 M&A deals. Of these, the deals, filtered on the basis of deals
which actually went through, these were friendly deals, and target was India and with acquirer as
US, were 705. Deals data was flaky and was corrected and filtered to get significant information

such as Comps ratio — Transaction Value/EBIT. With this the deals reduced to 61.

d. Testing Mechanism

This data is pretty small to confirm any positive results. However the findings were quite
interesting. | used various regression techniques, splitting data into various subsets based on the
size of transaction and SIC (Sun industry codes) of target companies. Also, | used various

charting mechanisms using SPSS to find significant information from the data.

The various regression techniques used were: Linear, Logarithmic, Inverse, Quadratic, Cubic,

Compound(a), Power(a), S(a), Growth(a), Exponential(a). For details refer to Exhibit D.
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6. Results

Mega deals: The mega deals have been observed lately. This result indicates that buying
firms in India has become more expensive as the EBIT multiples have been higher in the
recent years.

Stake purchase in Mega deals: Also that the mega transactions, observed closely are all
Stake purchases — meaning foreign firms are only allowed to buy stakes in large Indian
firms. However, an absence of these large deals in the past indicates that India has truly
become open economy welcoming foreign direct investment into the country. Observed
in Exhibit A.

Small deals: The small-size deals (valued from $1 to $50M) form the majority of the
deals between US and India. Over 200 of the 304 fall in this range. Observed in Exhibit
A.

Proliferation of Financial buyers: India has grown into limelight in the past 4-5 years
(since 2003) with record GDP growths. Majority large transactions and large volume of
transactions have been observed during this period. This period also coincides with the
boom in private equity and other financial buyers. This connection can be observed from
the dominance of financial buyers. Over 23% of buyers have been financial buyers, as
observed in Exhibit B.

Deal Volume and Transaction $ per year: The data in Exhibit C and E show the deal
volume and the dollar amount of transactions since 1985.

Disclosed Deal Value versus Stake Purchase: Firstly, these two are not the opposite of

each other. Only these two appear due the small size of deal data between US and India.
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There are three categories namely: Disclosed deal value, undisclosed deal value and
Stake purchase.

o Disclosed and undisclosed deal values represent deals when a target Indian firm
was acquired wholly by a US firm or its subsidiary.

0 Stake purchases represent US firm purchasing stake in an Indian firm. This is true
for US firm buying stake in large Indian firms. Indian Law forbids 100% foreign
ownership of Navratna and other mega firms in key industry sectors in India.
Also, as the Indian economy is still emerging and has lot of risk inherent in the

economy, foreign firm tend to prefer larger and more stable investments.

Thus there is significant dominance of Stake ownership deals over complete ownership

deals.

e Regression:
a. Overall Pricing between Smaller deals versus Larger deals:

i. No overall relation: The correlation between the size of deals overall is
statistically insignificant. This is observed from Exhibit D output of regression.

b. Correlation between Target Value/EBIT and Transaction Value:

i. No overall relation: The correlation between the multiple and the transaction
value overall is statistically insignificant. This is observed from Exhibit D output
of regression.

c. Sector-wise Pricing between Smaller deals versus Larger deals:

i. There seems to be a correlation: Only two target-sectors SIC codes have

significant volume to be considered for correlation. There are 7 to 9 firms in each

of these two sectors.
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ii. Size increases EBIT multiple decreases: It is observed from Exhibit D analysis
that —
Small deals with transaction value less than 20M command high EBIT multiple in
the range of 40s. However in comparison deals larger than 20M up to 100M (as a

statistically significant size) as command much lower multiples in lower 20s.

iii. Small sample size:
The sample size even though better than none is still pretty small to be statistically
significant. One should consider this result just as a guideline and as India
develops further there should be an incremental study to confirm or disapprove

this understanding.

Exhibit A

Amount in Millions $

Total Deals 8872
Deals Withdrawn 307
Actual Deals 8565
Friendly Deals 7127
Acquirer is Not India 2768
Acquirer is US 705
Deals with Available Transaction

value 304
Maximum deal value $ 850
Greater than or equal to 500M 5
100 >= Deal Value > 500 25

18



50 >= Deal Value > 100 34

10 >= Deal Value > 50 107
1 >= Deal Value > 10 98
0 > Deal Value > 1 35

Total Deals (Deals with Available
Transaction value) 304

Deals with Available Transaction
value & EBIT 61

7. Sources

Takeovers in India

Global Mergers and Indian Tax Laws

Employees Key to M&A

M&A Blog

Mckinsey Quarterly

Mergers-Acquisitions Changing Indian Business

E&Y Report

SDC Platinum: For Deals Data.

Indian government websites for regulation on M&A.
Author’s Profile: The author, Chirag Thakkar, is originally from Mumbai, India. He did his
undergrad from Mumbai University and he just finished his MBA in Finance from Robert H.
Smith School of Business at University of Maryland in May 2008. Last summer, Chirag interned
with Capitol Partners, a private equity firm in Washington DC while doing his MBA. Post MBA,
he has begun working with MedImmune as a Financial Analyst. Prior to MBA, he gained three
years of experience with Infosys Technologies as Program Developer/ Analyst. Also, he is an

active investor in Indian stock markets. Contact: ad chirag@yahoo.co.in
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