





 Categories
 Top Downloads









Login
Register
Upload











Search












	
Categories

	
Top Downloads

	
	
Login

	
Register







Search











	
Home

	Venture Capital and Private Equity

 Venture Capital and Private Equity


July 25, 2017 | Author: Sukumar | Category: Venture Capital, Tech Start Ups, Private Equity, Investing, Leverage (Finance) 


 DOWNLOAD PDF - 988.9KB



 Share
 Embed
 Donate



 Report this link







Short Description

venture capital...



Description


Venture Capital and Private Equity Module



NATIONAL STOCK EXCHANGE OF INDIA LIMITED



Test Details: Sr. No.



Fees (Rs.)



Test No. of Maximum Duration Marks (in minutes) Questions



Pass Marks (%)



Certificate Validity (in yrs)



3



FOUNDATION Financial Markets: A Beginners’ Module * 1686 * Mutual Funds : A Beginners' Module 1686 * Currency Derivatives: A Beginner’s Module 1686 * Equity Derivatives: A Beginner’s Module 1686 * Interest Rate Derivatives: A Beginner’s Module 1686 * Commercial Banking in India: A Beginner’s Module 1686 * FIMMDA-NSE Debt Market (Basic) Module 1686 * Securities Market (Basic) Module 1686 * INTERMEDIATE Capital Market (Dealers) Module * 1686 * Derivatives Market (Dealers) Module* [Please refer to footnote no.(i)] 1686 * Investment Analysis and Portfolio Management Module 1686 * Fundamental Analysis Module 1686 * Options Trading Strategies Module 1686 * Operations Risk Management Module 1686 * Banking Sector Module 1686 * Insurance Module 1686 * Macroeconomics for Financial Markets Module 1686 * NSDL–Depository Operations Module 1686 * Commodities Market Module 2022 * Surveillance in Stock Exchanges Module 1686 * Corporate Governance Module 1686 * Compliance Officers (Brokers) Module 1686 * Compliance Officers (Corporates) Module 1686 * Information Security Auditors Module (Part-1) 2528 * Information Security Auditors Module (Part-2) 2528 * Technical Analysis Module 1686 * Mergers and Acquisitions Module 1686 * Back Office Operations Module 1686 * Wealth Management Module 1686 * Project Finance Module 1686 * Financial Services Foundation Module ### 1123 * NSE Certified Quality Analyst $ 1686 * ADVANCED Financial Markets (Advanced) Module 1686 * Securities Markets (Advanced) Module 1686 * Derivatives (Advanced) Module [Please refer to footnote no. (i) ] 1686 * Mutual Funds (Advanced) Module 1686 * Options Trading (Advanced) Module 1686 * FPSB India Exam 1 to 4** 2247 per exam * Examination 5/Advanced Financial Planning ** 5618 * Equity Research Module ## 1686 * Issue Management Module ## 1686 * Market Risk Module ## 1686 * Financial Modeling Module ### 1123 * NISM MODULES NISM-Series-I: Currency Derivatives Certification Examination * 1250 NISM-Series-II-A: Registrars to an Issue and Share Transfer 1250 Agents – Corporate Certification Examination NISM-Series-II-B: Registrars to an Issue and Share Transfer 1250 Agents – Mutual Fund Certification Examination



4



NISM-Series-III-A: Securities Intermediaries Compliance (Non-Fund) Certification Examination



1250



120



100



100



60



3



5 6 7



NISM-Series-IV: Interest Rate Derivatives Certification Examination NISM-Series-V-A: Mutual Fund Distributors Certification Examination* NISM Series-V-B: Mutual Fund Foundation Certification Examination NISM-Series-V-C: Mutual Fund Distributors (Level 2) Certification Examination NISM-Series-VI: Depository Operations Certification Examination NISM Series VII: Securities Operations and Risk Management Certification Examination NISM-Series-VIII: Equity Derivatives Certification Examination NISM-Series-IX: Merchant Banking Certification Examination NISM-Series-X-A: Investment Adviser (Level 1) Certification Examination NISM-Series-XI: Equity Sales Certification Examination NISM-Series-XII: Securities Markets Foundation Certification Examination



1250 1250 1000



120 120 120



100 100 50



100 100 50



60 50 50



3 3 3 3



1 2 3 4 5 6 7 8 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 1 2 3 4 5 6 7 8 9 10 11 1 2



8 9 10 11 12 13 14 15 * * # ** -



Name of Module



120 120 120 120 120 120 120 120



60 60 60 60 60 60 60 60



100 100 100 100 100 100 100 100



50 50 50 50 50 50 60 60



5 5 5 5 5 5 5 5



105 120 120 120 120 120 120 120 120 75 120 120 90 120 120 120 120 120 120 120 120 120 120 120



60 60 60 60 60 75 60 60 60 60 60 50 100 60 60 90 90 60 60 60 60 60 45 60



100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100



50 60 60 60 60 60 60 60 60 60 # 50 60 60 60 60 60 60 60 60 60 60 60 50 50



5 3 5 5 5 5 5 5 5 5 3 5 5 5 5



5 5 5 5 5 NA NA



120 120 120 120 120 120 240 120 120 120 120



60 60 55 60 35 75 30 49 55 40 30



100 100 100 100 100 140 100 60 70 65 100



60 60 60 60 60 60 50 60 60 60 50



5 5 5 5 5 NA NA 2 2 2 NA



120



100



100



60



3



120



100



100



50



3



120



100



100



50



3



2



1405 *



120



68



100



60



1250



120



100



100



60



3



1250



120



100



100



50



3



1250 1405 * 1250 1405 * 1405 *



120 120 120 120 120



100 100 100 100 100



100 100 100 100 100



60 60 60 50 60



3 3 3 3 3



in the ‘Fees’ column - indicates module fees inclusive of service tax Candidates have the option to take the tests in English, Gujarati or Hindi languages. Candidates securing 80% or more marks in NSDL-Depository Operations Module ONLY will be certified as ‘Trainers’. Following are the modules of Financial Planning Standards Board India (Certified Financial Planner Certification) FPSB India Exam 1 to 4 i.e. (i) Risk Analysis & Insurance Planning (ii) Retirement Planning & Employee Benefits (iii) Investment Planning and (iv) Tax Planning & Estate Planning Examination 5/Advanced Financial Planning ## Modules of Finitiatives Learning India Pvt. Ltd. (FLIP) ### Module of IMS Proschool $ Module of SSA Business Solutions (P) Ltd. The curriculum for each of the modules (except Modules of Financial Planning Standards Board India, Finitiatives Learning India Pvt. Ltd. and IMS Proschool) is available on our website: www.nseindia.com > Education > Certifications. Note: (i) SEBI / NISM has specified the NISM-Series-VIII-Equity Derivatives Certification Examination as the requisite standard for associated persons functioning as approved users and sales personnel of the trading member of an equity derivatives exchange or equity derivative segment of a recognized stock exchange. (ii) NISM Certified Personal Financial Advisor (CPFA) Examination shall be available till August 30, 2013 and thereafter shall be discontinued. If you have made payment for the Certified Personal Financial Advisor (CPFA) Examination, kindly take the examination before August 30, 2013.



Venture Capital and Private Equity Module



Background Private equity is considered to be one of the elements of a good entrepreneurial eco-system. In the last couple of decades, it has emerged as a serious source of finance for start-ups, growing companies and takeover transactions. This module focuses on private equity. Students are advised further reading of the module on ‘Project Finance’ for a complementary perspective of the role of debt in financing projects. Learning Objectives •



To understand the role of private equity in the country and the difference between various forms of early stage finance



•



To know how private equity funds are structured and their format of operation and fee recovery



•



To appreciate unique aspects of the performance evaluation of private equity funds



•



To understand what companies need to do be ready for investment by private equity investors



•



To know how private equity investors evaluate companies that seek funds



•



To know the entire process including due diligence before private equity funds flow into a company



•



To appreciate unique aspects of Leveraged Buyouts, Management Buyouts and other transactions that are different from the typical private equity financing of start-ups and growth capital



•



To understand the role of taxation in private equity transactions



•



To comprehend the entire gamut of post-investment support that can come with private equity capital



•



To know the provisions of SEBI (Alternate Investment Funds) Regulations, 2012 that affect private equity funds



•



To appreciate how Small and Medium Enterprises (SMEs) can benefit from NSE’s platform, Emerge
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Chapter 1 1.1



Private Equity Background



Evolution of Finance for Business



Businesses were traditionally built with promoters’ funds, supplemented by working capital funds from banks, and long term project finance from financial institutions. Larger companies also secured money from retail investors in the form of debt (fixed deposits or debentures) or equity (shares listed or to be listed in a stock exchange). Subsequently, mutual funds emerged as a vehicle for retail investors to invest in the capital market. They offered schemes for investors to invest; the schemes, in turn, invested in companies in the form of debt securities (commercial paper or debentures) or equity shares. The exposure of mutual fund schemes to equity is largely in listed companies. Until a company is ready for listing, it does have requirement for funds beyond what the promoter can bring in. Mobilising all these funds in the form of debt from banks and financial institutions can be risky for the promoters and / or the business. Further, lenders have their stipulations of debt-equity ratio, which necessitate adequate equity to be invested in the company, before debt funds are released to the company. Originally, promoters would reach out to their friends, relatives and colleagues for such equity funds. Such investors, who invest on the basis of personal faith in the promoter, are called ‘angel investors’. Since angel investment can be quite risky, it is normal for a few angel investors to invest together. Thus, the loss for a single angel investor is minimised, in the event that the business fails. Later, these arrangements took a more professional face viz. angel investment funds into which the angel investors would invest; these funds, in turn, invested in new enterprises. Some angel investment funds minimise the legal and tax requirements by operating as facilitaters viz. they are just an angel investment group, without being incorporated as a legal entity. They have a physical or virtual office that entrepreneurs can approach. Angel investors in the group are informed about the proposals, but investment is done directly by the individual angel investors. They may co-ordinate on investment review, negotiations and post-investment monitoring and support. It would be more appropriate to view such unincorporated groupings as angel investment groups rather than angel investment funds. In the last two decades, venture capital (VC) funds and private equity (PE) funds have emerged as a much higher source of funds than the angels. The structure and operation of such funds are discussed in the rest of this Chapter.
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Once a business grows, listing is a logical next step. When shares are offered to investors in the form of an Initial Public Offer (IPO), and they are traded in the stock exchange, pricing benchmarks are established for the company’s shares, and the company gets a transparent valuation. For example, if a company has issued 1 crore shares (to promoters and non-promoters i.e. all investors together) and its shares are trading at Rs. 25, it can be said that the company has a valuation (market capitalisation) of Rs. 25 per share X 1 crore shares i.e. Rs. 25 crore. Existing investors can choose to do an Offer for Sale (OFS) of their shares as part of the public issue to retail investors. The essential difference is that in an OFS, the issue proceeds would flow to the existing investor/s making the offer, whereas, in a primary issue by the company, the issue proceeds would go to the company. Often, public issues are structured as a mix of OFS and primary issue. OFS thus offers an exit option to existing investors. PE investors can also sell to other investors on a private basis, or sell on the stock exchange after the company is listed. Listing in the main board is meant for large companies. More recently, the National Stock Exchange (NSE) has promoted Emerge as a platform for small and medium enterprises (SMEs) to get listed. This is discussed in Chapter 10.



1.2



VC Funds and PE Funds



VC Funds invest at an earlier stage in the life cycle of the business, than the PE Funds. It can be said that VC funds invest on the basis of business plan, while PE funds invest on the basis of the business. Since VC funds invest on the basis of the business plan, when the business may not exist in the ground, they take a significant project risk. Private equity funds, however, come in when the business has taken off. They prefer to invest in the growth of the business, when proof of concept is established, and scalability of the business is clear. Thus, VC funds can be viewed as ‘seed capital’, while PE funds can be viewed as “growth capital”. A seasoned senior management executive with an outstanding track record in building and managing large organisations, who chooses to set up a new venture, is an exceptional situation where PE Fund may provide seed capital. The definition of the two types of funds under SEBI (Alternate Investment Funds) Regulations, 2012 is as follows: •



“Private equity fund” means an Alternative Investment Fund which invests primarily in equity or equity linked instruments or partnership interests of investee companies according to the stated objective of the fund.
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•



“Venture capital fund” means an Alternative Investment Fund which invests primarily in unlisted securities of start-ups, emerging or early-stage venture capital undertakings mainly involved in new products, new services, technology or intellectual property right based activities or a new business model.



Investments of VC and PE investors in unlisted companies’ shares are illiquid. However, the PE’s investment is closer to an IPO of the business than the VC’s investment. In fact, most VC investee companies never reach the IPO stage. PE funds do invest just before, or as part of public issues of companies – at times, through preferential allotments after the public issue too. These are called Private Investment in Public Equity (PIPE). Angels need to have a very long investment horizon, because there is no clarity on the challenges the business will face, and what shape the business will take. VC funds too need to have a long investment horizon, because it is rare for projects to get commercialised or reach breakeven levels within 3 to 5 years. PE funds have shorter investment horizons of about 5 years, though some are comfortable going up to even 7 years. Angel Funds, VC Funds and PE Funds can be viewed as a continuum in project risk, investment liquidity and stages in the life cycle of the business. Since angels invest at the earliest stage, they get the best (lowest) valuation when they invest; generally, VCs invest at a higher price, and PEs invest at an even higher price, in recognition of the declining risk profile of the investment. Every fund has its preferred sectors. Some funds are specialised in terms of the nature of funds they provide. For instance, instead of growth capital, they may provide “buyout capital” to finance the take-over of a company by its own management or by some other acquirer. Some funds are specialists in Leveraged Buyouts (LBO). These are discussed in Chapter 4. Some funds focus on “distressed assets” i.e. they invest in companies that are facing severe trouble. In line with the elevated risk, such funds have high return expectations, as detailed in Chapter 4.



1.3



Fund Structure



Funds operate as trusts, limited liability partnerships (LLPs) or companies. They are typically promoted by a group of professionals (or an established company or group or even Governments), who will part-invest in the fund and manage the fund entirely. Funds promoted by governments, primarily based on corpus that is built by the government are called Sovereign Wealth Funds.
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The people who are closely involved in managing the fund call themselves “general partners” (GPs). GPs may also incorporate themselves as an asset management company (AMC). They take the lead in building the corpus of the fund by marketing it to other investors, who are called “limited partners” (LPs). Companies, high net worth individuals, trusts, universities and other endowments are the typical limited partners. A few, who take a large stake of, say, 1015% or higher, are “anchor investors”. They may even get a seat in a non-executive board of the fund. Initially, investors only make investment commitments. The subscription agreement normally provides for the investor contributing about 10% of their investment commitment, upfront. The balance will be invested in stages, as and when the fund identifies companies to investment in. Thus, when a fund declares closure at, say, USD500mn, it means it has secured investment commitments of that amount; a small percentage of that would have been received in the fund. This initial subscription is used to meet various scheme running expenses. Whenever the fund decides to make an investment, it will approach the investors, calling for their contribution. For example, if the fund proposes to invest USD20mn in a company, an investor whose commitment amounts to 15% of the fund size, will receive a call to bring in USD20mn X 15% i.e. USD3mn. Given the inherently illiquid nature of most of the investments that VC and PE funds make, they are not structured as open-end funds. They cannot manage the ongoing sale to and repurchase of units from investors that is expected of open-end funds. Suppose the fund proposes to invest fully in a period of 3 to 5 years. Assuming an investment holding period of about 5 years, the fund would be structured as a 10-year closed-end scheme. Two kinds of fees are charged to the fund: o



Asset management fee, of say, 2% p.a. on the fund size (i.e. the investment commitment, not the actual amount invested in the fund). Thus, although investors may not have brought in their entire contribution, the fee would be charged on the entire committed amount. The base on which asset management fee is charged can also go up based on valuation gains on the investments made.



o



Profit share (also called ‘carried income’ or ‘carry’) of, say 20% for the AMC / general partners. This may be subject to the investor in the fund getting a hurdle rate of, say, 8%.



In the above structure, 2% will be charged every year on the fund size. This will go towards meeting the scheme running expenses. Further, every time the fund exits an investment, the 6A 10



proceeds are distributed among investors in the fund. At the stage of divestment, 20% of the profits are reserved for the AMC / general partners, subject to the investors earning at least the hurdle rate of 8%. The hurdle rate is not a commitment, like an interest. If the fund investments do not work out, investors may earn lesser than the hurdle rate, or even lose part of their principal. The AMC / general partners’ will receive their profit share only if the fund return crosses the hurdle rate. The specifics of how these calculations are made, does vary between funds. Suppose a fund earned a return of 30%, after charging the asset management fees; the hurdle rate is 8% and carry is 20%. Depending on the fine-print, the GP will receive 20% of 30% i.e. 6%; or 20% of (30% - 8%) i.e. 4.4% as carry. If the carry is 6%, then all investors (GP and LP) will receive the balance 24% on their respective investments. The 6% carry on the entire fund can yield a phenomenal rate of return for GPs who may have contributed only say, 10% to the corpus of the fund. The GPs, LLP, AMC or trust generally starts the process of promoting a new tranche of the fund, when the earlier tranche has invested 50-60% of its corpus. Good performance in the earlier tranches of the fund helps in attracting more investors in later tranches. Large and established PEs have several funds under them, each may have a different investment objective and different sets of investors. PE funds are leanly staffed. The operating structure of a medium-sized PE managing several funds would have less than 10 partners / directors and some associates to help them with the review of proposals and monitoring of transactions. This becomes possible because they invest large amounts in few investee companies, and hold their investment for a few years – unlike a mutual fund or other investment company that will spread its investments over several companies, and churn its holdings regularly.



1.4



Leveraging in Funds



As in any investment, leveraging helps in boosting the returns from the fund. This can be seen from the calculations in Table 1.1.
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Table 1.1 Role of Leveraging



Investors in Fund A had the same return as the fund’s pre-interest return, since, there was no leveraging. Fund B had leveraging of 1 time. The pre-interest return of 12% was higher than the cost of debt of 8%. This higher return of 4% became available to equity investors, boosting their return to 16%. Higher the leveraging, greater would be the extra return to equity investors, so long as the pre-interest return of the fund is higher than cost of debt. Fund C earned a pre-interest return of 6%, which is lower than the cost of debt of 8%. This pulled down the equity investors’ return to 4%. Higher the leveraging, greater would be the loss to equity investors, if the pre-interest return of the fund is lower than cost of debt. Given the project risk, VC funds may not like to magnify the risk with leveraging. Leveraging is safer when the fund invests in liquid assets, such as listed equities. Since PE funds focusing on growth capital, invest primarily in illiquid assets viz. equities of companies that are not listed, there is an element of risk if they opt for leveraging. Therefore, leveraging is more often seen with funds that are inclined to invest in PIPE or buyouts or traded securities. PE funds opting for leveraging prefer to borrow in forms that do not entail high regular debt servicing requirement. Therefore, zero coupon bonds and subordinate debt are preferred to coupon bearing instruments. Similarly, funds like to reserve their pre-payment rights so that they can extinguish the liability depending on when they exit from investee companies.
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1.5



Forms of Investment by Funds



Funds are permitted to invest in businesses through a range of instruments such as equity shares, convertible preference shares, convertible debentures, senior debt, subordinate debt or other forms of mezzanine debt. Specific funds have their preferred investment structures. It also depends on the industry and investment situation. For instance, LBO structures tend to have high elements of debt, in particular subordinate debt. Same is the case with capital intensive sectors such as real estate and infrastructure. Debentures can be structured with “put” options that enable the fund to exit if the investee company does not meet specific milestones. These put options could be offered by the company or the promoters. Similarly, the issuing company can have a “call” option to call back the debentures from the fund – effectively, allowing the issuer to treat even investment in the form of convertible debentures, as a debt. Indian regulaters have however come out against such options being offered with respect to investment by non-resident investors. If it is not compulsorily convertible, they want the investment to comply with the country’s External Commercial Borrowings (ECB) policy. The benefit of preference shares over debentures is that they do not impose a regular interest burden on the issuing company. Preference shares are serviced in the form of dividend, which is payable only if the issuing company earns profits. This is of specific significance for capital-intensive long-gestation projects. The fund’s revenue concerns can be taken care of by structuring them as cumulative preference shares. Thus, when the issuing company becomes profitable, it will have to pay dividend for earlier years when dividend was not declared on account of inadequate profits.



1.6



J Curve



When the PE Fund invests in a start-up, initially the investee company’s losses could increase because of higher costs. Later, many investee companies start making profits. Thus, the shape of the profit curve in a start-up is like the alphabet ‘J’ (or a hockey-stick), as shown in Graph 1.1. The portfolio of a PE Fund is essentially a mix of several such investments. Therefore, the portfolio too follows a similar J-curve. Initially, the expenses of the fund will take it into losses, while the investments would not have started paying off. Gradually, the investments will start paying off, either in the form of dividends or a valuation gain. This will accumulate pace as more and more investments start paying off.
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Graph 1.1 J-Shaped Curve of Start-up / PE Fund



1.7



Measuring the Performance of Investments and PE Fund



There are various yardsticks through which the performance can be evaluated. Two of the commonly used quantitative tools are: o



Exit Multiple PE Funds will often talk of having exited an investment at 3X or 5X. This means that when they exited an investment, they recovered 3 or 5 times their original investment. The multiple is an easy and memorable representation of how the investment fared. However, the rate of return also depends on the investment holding period. 3X over a 3-year holding period is excellent, but not so interesting, if it happened over 10 years. Besides, if the investee company declared dividends during the holding period, then that is not properly captured in the multiple. Multiple is also used to show overall portfolio return of the fund and the return earned by an investor in the fund. If an investor invested Rs. 1 crore in the fund, which paid back Rs. 4 crore from its investments, then the investor has recovered 4X. Multiple is even less precise in capturing portfolio returns of the fund, and the returns of an investor in the fund. The investment into the fund happens at various points of time (linked to the investment commitments that the fund makes to investee companies)
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and the returns too are paid back in stages (as and when the fund exits an investee company). A single multiple does not adequately capture the impact of such cash flows at different points of time. o



Internal Rate of Return (IRR) IRR is a superior measure of performance, because it captures the value as well as time dimensions. It is calculated by using the MS Excel Function ‘=IRR’ to the cash flows, as shown in Table 1.2 (for fund’s investment in a company) and Table 1.3 (for fund’s portfolio).



As seen in Table 1.2, the fund exited its investment at a multiple of 3X and earned a return (IRR) of 20.51%. Table 1.2 IRR of Fund’s Investment in a Company



Table 1.3 shows the cash flows from each investment that the fund made (including the investment mentioned in Table 1.2) and the IRR of each such investment. The last row in the Table sums the cash flows across investments, for each year. The overall portfolio return for the fund is calculated to be 22.47%.
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Table 1.3 IRR of Fund’s Portfolio



Similarly, IRR can be used to calculate the returns for LP and GP. The return for the LP would be the portfolio return minus the asset management fee and the carried interest. The return for the GP would be higher than the return for the LP to the extent of management fee (assuming it is higher than the expenses incurred for the asset management activity) and the carried interest. Further, as already discussed, it can be quite high, since carried interest is earned by the GP on the entire corpus of the fund, while they may have contributed only a fraction of the corpus.
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Self-Assessment Questions 







Angel investment groups are necessarily incorporated as LLPs or trusts. 



True







False



A company’s shares are trading at Rs. 100 in the market. Of the total 500,000 shares of Rs. 10 each that the company has issued, 60% is held by the promoters. The company also has borrowings of Rs. 2 crore on its books. What is the company’s market capitalisation?























Rs. 50,00,000







Rs. 500,00,000







Rs. 700,00,000







Rs. 200,00,000



PE funds are primarily in the business of providing seed capital 



True







False



The profit profile of a PE Fund is typically shaped like the alphabet 



S







U







J







V



Multiple approach is the most suitable for evaluating the performance of a PE Fund. 



True







False



The return of a GP may be higher than return of a LP on account of carry. 



True







False
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Chapter 2



Getting Ready for Growth Capital from Funds



Investment by PE investors not only provides growth capital for business, but also has a demonstration effect in the market. The support of a professional investor like a PE convinces customers as well as potential investors that the business has bright prospects. The valuation at which the PE fund invests becomes a benchmark for investment by other investors.



2.1



PE Investment Criteria



PE funds are very selective in their investments. Some of the key parameters that influence their decision making are as follows: o



Attractiveness of industry As mentioned in the previous chapter, PE funds have their preferred sectors. These are part of the investment charter of the fund, based on which anchor investors and other investors invest in the fund. These sectors are selected based on relative growth prospects of different parts of the economy (besides expertise of the GPs of the fund). When the industry is doing well, it is easier for companies within that industry to grow. On the other hand, if the sector is stagnant, it is challenging for any company from that sector to perform – even more so, if it is an early-stage business. Therefore, one finds that most funds that provide growth capital have an investment charter to invest in the fastest growing sectors of the economy. One of the most comprehensive frameworks for an industry analysis was explained by strategy management guru, Michael Porter in “Competitive Strategy: Techniques for Analysing Industries and Competitors” (The Free Press, 1980) and “Competitive Advantage: Creating & Sustaining Superior Performance” (The Free Press, 1985). In what has come to be called Five Forces model, Porter argues that the attractiveness of any industry and its profitability depends on the interplay of five forces – •



Industry competitors – the rivalry among existing firms. Greater the rivalry lower the attractiveness of the industry for companies in the industry. For instance, Airlines, FMCG, consumer electronics and computer hardware industries are characterised by intense competition. On the other hand, there is little competition in power transmission.
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•



Bargaining power of buyers – Higher the buyer’s bargaining power, lower the margins in the industry. Buyers of pharmaceutical products have little bargaining power. They buy what the doctor / pharmacist recommends. This gives flexibility to the manufacturers to price the products high. In India, the price of essential drugs is controlled by the regulaters. This protects the buyers to some extent.



•



Bargaining power of suppliers – Some of the metal and power companies are heavily dependent on coal, which is characterised by a monopolistic situation in India. Imports come with incidental transportation costs, import duties etc. The margins of these companies therefore tend to be under pressure.



•



Threat of substitutes – Higher the threat, lower is likely to be the margins in the industry. Low rail freight rates ensure that road transporters cannot charge very high freight rates.



•



Threat of new entrants - Greater the threat, lower is likely to be the margins in the industry. Some industries like photography, consumer electronics and telecom handsets have experienced a blurring of boundaries. The standalone cameras and music players face a threat from handsets. Switch from chemicals to digital in photography caused huge problems for erstwhile leader, Kodak. Threat of new entrants keeps pricing under check to some extent.



o



Strategic position of the business Power and profits flow from the strategic position of a business in its sector. Despite attractiveness of the industry, a PE fund may not invest if it finds that the proposed business is not likely to have a strong strategic position in the industry. In established industries, the larger companies are likely to enjoy a dominant strategic position. New and evolving industries keep throwing up opportunities for newer players to acquire such dominance.



o



Promoter background Promoters with a strong background in the industry are preferred by funds. Besides industry background, funds also look at general reputation of the promoters for transparency and fair dealings and respect for law. Funds will not invest in businesses promoted by people who have a reputation of going on the wrong side of law or adopting unfair business practices.
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o



Management team Beyond promoters, funds are interested in the depth and longevity of the management team. Ideally, all key functions should be manned by capable professionals who have a long relationship with the promoters, even if the association is not as part of the current organisation. For example, they may have worked together in an earlier organisation. Stronger the management team, greater the chances of the business surviving difficult economic environment or competitive challenges.



o



Revenue Model Profits are earned out of revenues. So PE investors focus on understanding the revenue model of the business. More the streams from which the revenue can be earned, stronger is considered to be the revenue model. For example, an internet portal may have revenues in the form of advertising revenues, transaction charges from buyers, margins from sellers, registration charges from sellers, share of revenue of service providers etc.



o



Scalability of Business Funds are interested, only if the business is capable of being scaled up profitably. Challenges to scalability may come from various angles. For instance, the promoter may become a bottleneck, if he does not let the management work with appropriate level of delegation. The business model may be heavily dependent on capital or people, or it may be difficult to replicate acceptable quality, or sales may be subject to arbitrary licensing policy of the government. All these are red flags for funds, from the point of view of scalability. Funds do provide inputs to the promoters and management on how to address some of these challenges. They may invest if they feel comfortable that the promoters will implement the suggestions.



o



Professional Business Practices Over the years, certain business practices have become the hallmark of professional management. For example, a system of preparing long term plans that are challenging and realistic; a culture of setting credible budgets for expenses, and monitoring variances; prudence in planning for funds and managing the funds well; regular and timely performance reporting. Many of these processes are spear-headed by the finance team. Therefore, funds take a close look at the strength of the CFO and the overall corporate finance team.
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o



Corporate Governance In the long term, businesses thrive when they address the needs and expectations of all stake-holders viz. customers, suppliers, employees, lenders, investors etc. Funds expect a good corporate governance culture. In many early stage enterprises, a corporate governance culture may not exist because promoters and managers are too focused on meeting day to day challenges. In such cases, funds look for openness of the promoters to create such a culture. For example, funds may seek more independent directors and lesser role of family in the management of the business. If the funds find promoters amenable to make the requisite changes, they are prepared to invest, if other parameters are favourable.



2.2



Role of Facilitaters



Some promoters have the requisite technical skills, but not the managerial skills. For instance, it is not unusual to find college drop-outs with brilliant business ideas. However, given the inexperience, they may lack the skillsets to manage employees. In such cases, they should seek a coach / mentor who will hand-hold them in setting the direction and strategy of the company, and help in building it. Some coaches / mentors have a strong profile, but they may not be able to spare adequate time. A few of them spread themselves thin over so many businesses that they cannot do justice to any of them. Such people are of no use for a raw entrepreneur. Another challenge that start-ups face is of employee turnover. In the absence of longevity uncertainty creeps into various business functions. In such cases, it is useful to engage a management consultant who is prepared to spend time with the entrepreneur in building the organisation and stepping in to fill gaps that creep into any functions. It is important to distinguish the roles of coach/mentor and consultant from those of investment bankers. The latter’s expertise is largely related to the financial markets, valuation and deal making. Some of them dabble with advice on internal organisation matters. Entrepreneurs are often tempted to access such advisory services, especially if no separate fee is charged for the service. Experience however says that spending a few extra bucks in obtaining professional business advice from people having the requisite expertise pays for itself, several times over. Before associating with anyone for role as coach / mentor or consultant, the entrepreneur should understand well, their track-record for the industry and role under consideration. Has the coach / mentor worked with other start-ups? What are the success stories? What are the critical skill-sets of the consultant? What skill-sets does the business need? For instance:
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•



If the business is unclear on strategic direction, it needs a strategy consultant.



•



If the key challenge for the business is marketing, then there is no point in engaging a consultant whose expertise is finance.



•



Similarly, an organisation where human resources management is a challenge should look for a consultant whose expertise is in human resources and organisation behaviour.



Entrepreneurs do encounter management consultants who offer to perform the investment banking role, for a fee that is lower than what an independent investment banker would charge. Here again, entrepreneurs are well advised to avoid getting penny-wise and pound-foolish. Every service has its requirements. Professional investment bankers have their reach to investors, skillsets in valuing the business and expertise in putting through transactions. Entrepreneurs should be prepared to pay for these skillsets, especially when the fees are linked to success in bringing in funds from investors that the entrepreneur is comfortable with. Over the years, many of the bigger consulting firms have put together corporate finance teams that perform the investment banking roles. Such dedicated teams may have the requisite skill sets for the investment banking role. However, the entrepreneur should be clear that management consulting inputs need to come from other experts. Early stage enterprises need to conserve cash. Therefore, to the extent possible, they should minimise fixed commitments towards various services. Deliverables expected of coaches, consultants and investment bankers should be clearly put down based on mutual consultations. Fees linked to specific milestones are a better format to adopt.



2.3



Resource Mobilisation, Valuation & Dilution



The investment banker has to educate the client on the linkage between these three parameters. o



The resource mobilisation that the business needs depends on the project size and structure. A project to manufacture 1mn units of a product will obviously cost lesser than a project to manufacture 2mn units of the same product. Since the latter project cost will be less than twice the project cost for the former, there are economies of scale involved in going for the larger project. However, larger the project, higher the resources that need to be mobilised. From a technical stand point there is a minimum economic size for the project; below this size, the cost of production will not be viable in the market.
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Businesses need to freeze on an optimal size for the project, depending on factors such as industry demand, trajectory of industry growth, current capacity, time required to set up a new project, new capacity expected to come up during the project setup period, availability of raw materials and other factors of production and overall economics of cost of production. o



A financial model is discussed in the next chapter. Valuation comes out of the financial model and various subjective factors. There are two kinds of valuation associated with an investment transaction – pre-money and post-money. Suppose a PE investor decides to invest USD10mn for a 20% stake in the business. This means: •



Post-money valuation of the business is USD10mn ÷ 20% i.e. USD50mn.



•



Pre-money valuation is Post-money valuation minus the Proposed investment i.e. USD50mn – USD10mn = USD40mn.



•



If the company has already issued 800,000 shares before the investment, it will now issue 200,000 shares to the PE. This will lead to a 20% stake in the revised total shares issued viz 800,000 (existing) + 200,000 (new) i.e. 1,000,000 shares.



•



An alternate approach to the calculation is that the 800,000 shares already issued will represent (100% – 20%) i.e. 80% stake in the revised capital structure. Therefore, the revised capital would have 800,000 ÷ 80% i.e. 1,000,000 shares. This can be achieved by issuing 1,000,000 – 800,000 i.e. 200,000 shares.



•



The cost of each share for the PE will be Investment of USD10mn ÷ 200,000 shares received i.e. USD50.



•



If the face value of each share of the company is USD1, then the shares will be issued at a premium of USD49.



Post-money valuations are done on a fully-diluted basis. In the above example, suppose the company had the following elements in its capital structure: •



Loan of USD1mn, which is convertible into shares at USD40



•



Warrants attached to an issue of debentures, which entitle the holders to 120,000 new shares at USD60 each



•



Employee Stock Option Plan under which employees have an option to acquire 100,000 new shares from the company at USD30 each.
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The fully diluted number of shares in the company is the sum of the following: •



800,000 i.e. the existing number of shares



•



200,000 i.e. the number of new shares being issued to the PE at USD50 each



•



25,000 (USD1mn ÷ USD40) i.e. the number of shares that will be issued on conversion of the loan



•



0 towards warrants since these are out of the money, being exercisable at a price higher than the current price of USD50



•



100,000 towards ESOP shares



Thus, the fully diluted number of shares is 1,125,000. This gives a post-money fullydiluted and converted valuation of 1,125,000 X USD50 i.e. USD56.25mn The money to be received in the net worth (share capital + reserves) of the company is the sum of the following: •



USD10mn from the PE



•



USD1mn as part of the loan conversion



•



USD3mn being USD30 X 100,000 ESOP shares



Thus, the money to be received on full conversion and full dilution is USD14mn. The revised pre-money valuation is USD56.25mn – USD14mn i.e. USD42.25mn. o



Before the PE investment, the original promoters had 100% of the company. After the PE investment, their holding comes down to 800,000 ÷ 1,000,000 i.e. 80%. Thus, the PE investment had led to them diluting 100% – 80% i.e. 20%. On fully-diluted and fully-converted basis, the promoter share-holding would be 800,000 ÷ 1,125,000 i.e. 71.11%. Thus, their dilution will be 100% – 71.11% i.e. 28.89%. The point to note is that higher the valuation, lower the dilution for the same resource mobilisation. Suppose, the company needs USD10mn to implement its project, but the PE investor is prepared to buy only at USD40 per share. This means that, the company will have to issue USD10mn ÷ USD40 i.e. 250,000 shares. This will take the total shares issued to 1,050,000.



The promoters’ stake will become 800,000 ÷ 1,050,000 i.e. 76.19%. Thus, the dilution would be 23.81%, instead of the 20% calculated earlier.
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It can be similarly reasoned that for the same price per share, a higher resource mobilisation will entail greater dilution by the promoters. Promoters need to internalise this connection between resource mobilisation, valuation and dilution. An implication is that at times, the promoter may choose to implement the project in phases. This may allow him to do a subsequent dilution for the next phase of the project at a higher valuation. There is however a risk that at that stage, the markets may be weak. This may lead to a lower valuation for the subsequent dilution, despite the value created in the company as part of the first phase of the project. Each stage of financing is called a “round”. Thus, there will be first round of financing, second round of financing etc. So long as each round of financing happens at higher valuations, the previous investors benefit. In the previous example, let us ignore the loan conversion, warrants and options. In the first round, a PE investor invested USD10mn for a 20% stake. Suppose that in the second round, another PE investor invested USD15mn for a 20% stake. This means that postmoney valuation of the business is now USD15mn ÷ 20% i.e. USD75mn – up from USD50mn calculated earlier. The new PE investor will be issued 250,000 new shares. This will be 20% of the revised total shares issued by the company of 1,250,000. The earlier PE investor was allotted 200,000 new shares. Its stake is now 200,000 ÷ 1,250,000 i.e. 16%. On the post-money valuation of USD75mn, its stake is valued at USD12mn – an appreciation of 20% on the USD10mn that it invested.
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Self-Assessment Questions 







Which of the following is considered in the Porter model? 



Threat of substitutes







Threat of new entrants







Bargaining power of buyers







All the above



Since employees keep coming in and going out of organisations, PE funds are interested in quality of promoters, rather than quality of management.















True







False



Corporate governance is of relevance only for large companies. 



True







False



Management consulting and investment banking are each, a different kind of service that is best offered by specialists in the respective field.











True







False



A PE investor decides to invest USD5mn for a 10% stake. What is the pre-money valuation, if its share capital is USD20mn? 



USD50mn







USD45mn







USD15mn







USD30mn
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Chapter 3



Business Model, Business Plan & Financial Model



These concepts were introduced in the module on ‘Project Finance’. The same are reproduced here with suitable changes to reflect the change in the nature of investment viz. in a loan, the lender is interested in getting the money back; in an equity investment, the investor is looking for valuation gain.



3.1



Business Model



The entrepreneur may have a business idea that is confirmed by market research. Market analysis may show potential business opportunities. But the same opportunity can be tapped in multiple ways. The approach that is proposed for tapping the opportunity including the configuration of resources is the business model. For instance, the business opportunity may be in providing food at economical rates. Each of the following is an approach for tapping the same opportunity: •



Setting up owned food stalls outside all railway stations in Mumbai which will sell a limited range of ready-to-eat hot food.



•



Setting up a mix of own and franchised restaurants all over India to offer a la carte menu of food items at a low cost.



•



Offer tiffin service across a city, where food will be prepared in area-wise hubs and supplied to homes / offices on monthly purchase basis.



•



Offer tiffin delivery service that will pick up food from the homes of customers and deliver to offices / education institutions for a monthly fee.



•



Tie up with Self Help Groups in various locations to prepare food which will be distributed to homes / offices on advance purchase basis.



•



Set up a manufacturing facility to manufacture ready-to-cook food and distribute in cities through shopping malls and other retail outlets.



Each of the above represents a business model targeted at the business opportunity of providing value-for-money food. Every business model entails a configuration of resources that will ensure that the product or service is delivered cost-effectively at an acceptable risk while maintaining the quality standards promised. For example, a business model that adopts the franchise route would entail lower investment and facilitate faster roll out. However, it might come with lower control over quality and customer, as compared to owned facilities.
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The manufacturing facility comes with significant investment requirement, which increases the risk. However, it offers the opportunity of greater economies of scale, strong brand creation possibilities and more robust growth opportunities. Choice of business model is often the main driver of business success or failure. Closer the business models of different companies in the space, more intense would be the competition within the industry.



3.2



Business Plan



Like the Detailed Project Report in the case of loans, the Business Plan goes into all aspects of the business viz. market definition, production strategy, human resources strategy, information technology strategy, marketing strategy, capital structure, resource mobilisation plan, underlying risks, risk mitigation etc. The Business Plan thus becomes a base document to get a comprehensive idea of what the business is all about, and how it will be built. A key component of the Business Plan is the financial model, which shows where the revenues and cash flows will come from, how it will be spent, what kind of return the project will yield, and how it will be translated into returns on the capital employed and the equity invested in the business.



3.3



Financial Model



3.3.1 Background Cash flows used for the investment evaluation come from the detailed financial projections that are made. Three financial statements are prepared – Profit and Loss Account, Balance Sheet and Funds Flow. Projections for most companies are made for 3 to 5 years. However, when it comes to infrastructure projects, the financial projections are extremely long term – even extending beyond 25 years. The projections are made in constant rupee terms as well as inflation adjusted terms. The key to interpreting financial projections submitted by a company is to understand the assumptions. With over-optimistic assumptions, it would be possible to justify any investment. The investor reviews the assumptions and ensures they are realistic, before getting on to a serious review of the financial projections. While the prospective issuer presents the projections as part of the business plan, prudent investers make their own projections. This not only helps them validate the numbers presented by the issuer, but also gives them the flexibility to explore alternate scenarios.
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3.3.2 Assumptions The entire operations underlying the company, including the cost structure and scale-up plan are captured in the statement of assumptions. A sample is shown in Table 3.1. Table 3.1 Assumptions



3.3.3 Cost of Project & Means of Financing Based on the assumptions, the company’s capital expenditure plan and means of financing can be calculated. 29



Capital expenditure plan should also include the investment in working capital. As operations expand, working capital investment keeps going up, unless the management does something proactive to control it. For example, it can improve the supply chain and reduce the inventory, adopt Just in Time (JIT) practices or negotiate better credit terms with suppliers and customers. With a new company, or an existing company proposing a new project, cost of the project is estimated on the basis of first year’s working capital requirement or the working capital requirement when operations have reached a stable level. Table 3.1 envisages that the cost of project will be financed through a debt-equity ratio of 2:1. Accordingly, the cost of project of Rs. 105 crore is financed through a mix of Rs. 35 crore of equity and Rs. 70 crore of debt. The details are given in Table 3.2. Table 3.2 Cost of Project & Means of Financing
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3.3.4 Projected Profit & Loss Account The various income and expenditure items are listed in the Profit & Loss account (Table 3.3). Details of the calculated numbers are given in the Workings in Table 3.6. Table 3.3 Projected Profit & Loss Account



3.3.5 Projected Balance Sheet The year-end position of assets and liabilities of the project are given in the Balance Sheet (Table 3.4). 3.3.6 Projected Funds Flow The various sources and application of funds during each year are mentioned in this statement (Table 3.5). The total of all sources of funds minus the total of all applications of funds for each year is the change in Cash and Bank position during the year. In Table 3.5, applications of funds are shown with a negative sign. Therefore, the column total gives the change in Cash and Bank position during the year.
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Table 3.4 Projected Balance Sheet



Table 3.5 Projected Fund Flow Statement
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When the EMI paid is added back to the cash flows, we get the project cash flows. Table 3.6 Working Notes
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Table 3.6 Working Notes (cont’d)



3.3.7 Project IRR As seen in Table 3.7, the project yielded an IRR of 35.5%. Since cash flows are post-tax, the calculated IRR too is post-tax. Table 3.7 Project IRR



3.3.8 Equity IRR The return for equity investors is 53%, as seen in Table 3.8. Since the project IRR (35.5%) is much higher than the cost of debt (13%), the equity IRR is very attractive.
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Table 3.8 Equity IRR



3.3.9 Loan Servicing Capability Loan servicing ability is assessed through certain ratios: 3.3.9.1 Interest Coverage Ratio (ICR) This is calculated as EBIT ÷ Interest as shown in Table 3.9.



Table 3.9 Interest Coverage Ratio



Interest coverage of 1.33 in year 1 means that even if the profits (EBIT) of the company were to go down by (1.33 – 1) ÷ 1.33 i.e. 25%, it will have adequate profits to pay interest. (The legal position is that the company has to service its debts even if the company does not earn profits)
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3.3.9.2 Debt Service Coverage Ratio (DSCR) There are two elements of debt servicing – interest and principal. Debt Service Coverage Ratio compares the debt servicing requirements with the cash flows (EBIT + Depreciation) of the project, as shown in Table 3.10. Table 3.10 Debt Service Coverage Ratio



DSCR of 1.1 in year 1 means that even if the cash flows (EBIT + Depreciation) of the company were to go down by (1.1 – 1) ÷ 1.1 i.e. 9.1%, it will have adequate cash flows to service the debt. (The legal position is that the company has to service its debts even if the company does not have cash flows) 3.3.9.3 Long Term Debt Service Coverage Ratio (LDR) The DSCR is different for each year. In the case of LDR, the total position over the life of the loan / project is considered. For example, from Table 3.10, it can be seen that the total cash flow for debt servicing over the 5 years is 22+34+51+75+110 i.e. Rs. 292 crore. Debt servicing payments during the period amount to Rs. 100 crore. LDR is Rs. 292 crore ÷ Rs. 100 crore i.e. 2.92. LDR is particularly useful in infrastructure projects. Lenders seek to ensure that LDR is at least 1.0 over the loan period, which would be a few years shorter than the project life. The cash flows during the project life after the loan period are a cushion to ensure that the lenders are repaid. Even equity investors assess the loan servicing ability of the company, because it gives an indication of how stable and safe the capital structure is. Any problems with loan servicing will pull down equity valuations, and might even make the equity shares illiquid.
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Another structure is where an existing company takes up an expansion or diversification project without creating a new company. In such cases, loan servicing can come from the project itself or the other operations of the company. Assuming other operations are profitable, this is much safer for the equity investor. The downside is that the company’s other operations will push up the valuation at which the shares are available for investment by the PE fund. Further, if the new project is a diversification, the PE fund will not get the pure sector exposure it may be looking for. 3.3.10 Valuation Table 3.6 assumed initial equity of Rs. 35 crore. Let us suppose that each share was issued at Rs. 10. In that case, the company would have issued 3.5 crore shares. The calculation of EPS, Cash EPS and Book Value are shown in Tables 3.11, 3.12 and 3.13 respectively Table 3.11 Earnings Per Share



Table 3.12 Cash Earnings Per Share
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Table 3.13 Book Value Per Share



Timing of share placements is critical. As the company keeps stabilising its operations and profitability improves, the price of its share will keep going up. Let us suppose that based on the P/E ratio of similar companies traded in the market, this company’s P/E Ratio ought to be 15 times. Table 3.14 tracks the growth in P/E Capitalised Earnings Value of each share of the company, assuming a constant Price/Earnings multiple of 15 times. It is calculated as EPS multiplied by the P/E Ratio each year. Table 3.14 P/E Capitalised Earnings Value Per Share



It stands to reason that companies should consider issuing capital in stages, to benefit from the rising valuation. However, every round of capital mobilisation entails investment of time and money. Further, if the financial markets are not favourable at the time of proposed placement, the resource mobilisation exercise can fail or happen at a significant discount to the fair valuation. Another approach to valuing the company’s shares is through Discounted Cash Flow (DCF) method. This is illustrated in Table 3.15. The discount factor is calculated as (1 / (1 + 12%) ^1 for Year 1; (1 / (1 + 12%) ^2 for Year 2 and so on. The terminal value figure is an assumption. It is discounted using the relevant discount factor for Year 5. The DCF value of each share comes to Rs. 33.89. Investors are normally uncomfortable if too much of this value can be attributed to the terminal value. Their preference is for valuation to 38



be driven more by the earnings, rather than the terminal value. Table 3.15 Value of Share based on DCF



The fair value of each share at time 0 can be calculated based on weighted average of DCF and Book Value, as shown in Table 3.16. Table 3.16 Fair Value per Share
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RBI insists that shares are placed with non-residents at a valuation that is at the minimum, the fair value; at book value, if it is higher. 3.3.11 Sensitivity Analysis Financial analysts assess how the financial numbers change with respect to changes in assumptions and identify the parameters that are most sensitive. Then they create a sensitivity table that shows what would be the value of a financial number for different combinations of assumptions (maximum of 2 parameters at a time). Table 3.17 shows the sensitivity of PAT (Year 1) to changes in sales volume and selling price. Table 3.17 Sensitivity: PAT (Year 1) with Sales Volume & Sales Price



The base case PAT of Rs. 2 crore, with sales volume of 500,000 units and selling price of Rs. 2,500 per unit is shown in bold. While sensitivity analysis is a powerful tool, each table can only show one financial number (PAT of Year 1 in the above table), and its sensitivity to a maximum of 2 parameters (Sales volume and Selling Price in the above table). Alternately, any number of financial numbers can be included in the sensitivity table, however, sensitivity to only one parameter can be taken in a single table. For example, one can have financial numbers such as Sales revenue, EBIT, PBT, PAT and Cash Flow in different rows, while each column will show the values for one Selling Price level (or Sales volume or other parameter). The impact of change in multiple parameters on various financial numbers can be shown by building scenarios. 3.3.12 Building Scenarios Each scenario represents one combination of assumptions. Any number of assumptions can be used in the scenario e.g. selling price, sales volume, material cost, labour rate, inflation etc. 40



In order to focus management attention, each scenario is given a name e.g. Optimistic, Pessimistic and Average; or No competition, Some competition and Severe competition. For every scenario, any number of financial figures can be shown. Only the key figures that impact management decision making are shown in the scenarios. A sample of scenarios is shown in Table 3.18. Table 3.18 Scenarios
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Self-Assessment Questions 















The approach and resource configuration used to tap a business opportunity is 



Due diligence







Business Model







Budget







Business Plan



Which of the following are disclosed in a Business Plan? 



Human Resources Strategy







Capital Structure







Competitors







All the above



Which of the following is / are a disadvantage/s of diversification within a company? 



No pure sector exposure







Higher valuation







Both the above







None of the above



Investors using DCF approach prefer that terminal value is a significant contributer to the value of the share.











True







False



There is no difference between DCF and fair value of a share. 



True







False
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Chapter 4



Buyouts and other Transactions



The discussion so far emphasised capital needs for start-up and growth. However, private equity capital can help even in situations where the business does not need money. Two such commonly applied structures are Leveraged Buyout (LBO) and Management Buyout (MBO)



4.1



LBO



Suppose Company A wants to takeover Company B. Conventionally, Company A will need to have the moneys to pay. If Company A does not have the money, it would need to borrow on its own balance sheet strength or it will issue securities (shares, debentures etc.) to Company B or its shareholders. Large borrowings can pull down Company A’s credit rating. Similarly, large issues of capital can cause significant dilution of earnings or erosion of promoters’ control. Such factors limit the size of businesses that Company A can acquire. LBO is a solution to such problems that limit the size of the acquisition. The financial structure behind a LBO is a mix of significant debt and some equity. However, unlike the conventional financing structure, the debt repayment in a LBO is linked to the balance sheet and cash flows of the investee company (Company B in the above example). Thus, Company A gets control over Company B without putting its finances or balance sheet or credit rating at risk. Such a financial engineering can be done, for example, by promoting a Special Purpose Vehicle (SPV) which will buy the shares of the promoter of Company B. The payment for the share purchase will be done out of debt and equity mobilised by the SPV. The nominal equity in the SPV is invested by Company A, thus giving it control over the vehicle. The PE fund might invest in the equity of the SPV too, but it brings in a much larger component in the form of debt. The debt is without recourse to Company A (thus, protecting Company A’s credit rating), although the lender may insist on some kind of letter of comfort from Company A or a guarantee from some other company in the group). The debt will be repaid out of dividend declared by Company B, which would be paid over to the SPV on the shares it holds. The dividend could also come out of non-core assets sold by Company B. Some other streams of payment from Company B too can be structured to enable repayment of the amount borrowed by the SPV. Once the loans are cleared, the SPV can be folded back into Company A. At this stage, Company A will buyout the PE’s stake in the SPV. Thus, the PE earns an interest on the loans given to the SPV, and a valuation gain on its investment in the equity of the SPV. LBO-linked
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loans carry a higher interest rate, given the inherent risks and complexity associated with the transaction. LBO financiers have very strong capital structuring skills, which are required to ensure that the SPV is viable. Some characteristics that make companies susceptible to be taken over through an LBO are as follows: o



Weak share price When a company’s shares are weak, it is easier (cheaper) for an acquirer to take it over. The weakness in share prices may be because of general weakness in the market, or some sudden development in Company B.



o



Strong Cash Flows Since the debt servicing depends on the dividend payments, the LBO financier prefers target companies having strong cash flows and stable profitability. Ideally, the company should have a strong competitive position in the market. A company whose profits are cyclical may be too risky for a LBO transaction.



o



Low Capital Expenditure Every company needs capital expenditure to keep it going. If the profits of the company need to keep financing capital expenditure requirement of the company, then nothing may be left over for the debt servicing. Strong companies in mature industries are likely to meet this requirement of low capital expenditure requirement.



o



Excess Cash in the balance sheet This triggers a LBO for two reasons. •



Firstly, the surplus cash may be invested in some low yielding debt securities, which pulls down the return on equity of the company. This will make the share price weak and make it cheaper for the acquirer to acquire the company.



•



Secondly, the excess cash in the balance sheet of the investee company gives the financier the confidence to fund the LBO. The cash can be paid over to the SPV for loan servicing



o



Unutilised borrowing power Even if there is no excess cash in the balance sheet of the investee company, its capital structure may have too much of equity and too little debt. If the company also has steady profits that can service more debt, then it is possible to structure a LBO.



o



Management buyout This is discussed in the next section. 44



o



Other factors The other factors discussed for growth capital are equally relevant in the case of LBO. These will contribute to the equity valuation of the company and make PE investment attractive.



4.2



MBO



A promoter looking for an exit from the business can sell the shares to another buyer. In that case, the buyer steps into the shoes of the original promoter. This is called a secondary sale. The management of the company too may be interested in taking control of the company from the promoter. Such a transaction is called MBO. However, the management may not have the funds to pay off the promoter for his shares. PE funds can provide the funds that are required to pay the promoter. The financial structuring of the transaction could be like an LBO. The loan servicing requirements ensure that the management stays focussed on boosting the financial performance of the company. When the PE Fund invests in a conventional PE transaction, it has to keep the promoter and the management engaged. In an MBO, since the promoter sells off, the PE Fund gets better control over the management of the company. The flip side to it is that it may have to solve problems that may otherwise have been solved by the erstwhile promoter.



4.3



Project-based Funding Transactions



Real estate and infrastructure are typical examples of projects that entail a large requirement of funds. It is normal to implement large projects through SPVs. This allows for a separate capital structure for each project and protects the balance sheet of the promoter of the project. PE investors do invest in such project SPVs through a mix of debt and equity. SPVs have a finite life. They cease to exist once the purpose is served. If the real estate project is to be sold to buyers before completion, or the infrastructure project is to be built and transferred to a project authority on completion, then the life of the SPV is not very long – at least not longer than the construction period. However, real estate projects can be conceptualised with a view to earn rental income. Similarly, infrastructure projects may be implemented on formats such as Build Operate Transfer (BOT). During the period of operation, a toll will be earned which will go to the project SPV. Such rental and toll-based projects can be extremely long term in nature. In long term projects, it is not unusual to have one kind of PE Fund, which is comfortable with construction risk, to invest initially. Subsequently, when the rental or toll incomes are in sight,
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the PE fund may sell its stake to another fund that is looking for the steady and growing return profile of such projects.



4.4



Distressed Assets Funding Transactions



Companies can get distressed for various reasons. Companies in cyclical industries that are not strong financially can face trouble in a downturn. Strong companies can run into distress when an expansion project gets delayed or a diversification goes sour. In the situations described above, the company can face extreme liquidity pressures. However, it finds it difficult to access the traditional sources of both debt and equity. In such cases, specialised PE Funds can step in to provide a mix of debt and equity. These funds have the skillsets to support the company’s turnaround. However, given the risks involved, the cost of finance from such funds can be extremely high. Another source of distressed assets can be found in the balance sheet of lenders. They may have lent money to companies that are facing trouble. Provisioning for non-performing assets can become a drag on the lender’s profits. Further, management time may be wasted in trying to recover the money. Specialised PE funds can buyout the stressed assets from the lender at a discount to the loan value. The funds then work with the borrowers to ensure that the loans get repaid. They often invest time in facilitating the turnaround of the borrower, so that the loans can be repaid. Depending on the nature of association with the borrower, their exposure may be only to debt, or also equity of the borrower.
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Self-Assessment Questions 







Shares of LBO candidates have high Price-Earnings ratio. 



True







False



Which of the following are examples of PE involvement where the company does not need money?























LBO







MBO







Both the above







None of the above



In which of the following cases does a company not receive funds? 



Investment of growth capital







Investment by distressed asset fund







Secondary sale







All the above



MBO enhances the role of management in a company. 



True







False



Finance from distressed asset funds can be costly. 



True







False



Stressed asset funds provide which of the following? 



Debt







Equity







Both the above







None of the above
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Chapter 5 5.1



PE Investment Process



Sourcing of Proposals



PE funds are flooded with proposals, both direct and through investment bankers. Given their lean structure, they prefer proposals that are vetted by investment bankers, or are received through their network of professionals. Even amongst investment bankers, funds have their preferences – essentially those with whom they have had good experiences in the past, or they are otherwise comfortable with the professionalism of the investment bank or its key director / partner. It is possible for the fund to do its own internal analysis of prospects and do cold calling to promote the business. But given the robust flow of unsolicited proposals, most PE funds in India do not do this, especially for growth capital business. Proactive business development among PEs is more visible in the case of LBO or mezzanine debt business, where the PE funds keep an open line with prospective acquirers and other large companies.



5.2



Initial contact / Flier



Out of the several hundred fund and other PE investors, experienced investment bankers can identify the handful that are most likely to be interested in a specific proposal. They may sound out a partner or director in the fund to check on their interest, based on broad information about the proposal. There are several reasons why a fund may not be interested, even in a good proposal from an industry they have an interest in. For example, they may already have made an investment in a competitor of the prospect, and would like to avoid a situation of conflict of interest. Else, they may not have room in their current tranche of funds. Either after the initial sounding out, or otherwise, a brief flier is sent to the fund. The flier, which may be just one or two pages, has the bare details of the proposal – the issuer, the business and nature of proposed transaction. The flier needs to be intelligently worded to stand out amongst the scores of proposals that are received by the fund.



5.3



Non-Disclosure Agreement (NDA)



If the fund finds the proposal interesting, it will seek further information. This could be in the form of a brief presentation or telecon. Thereafter, subject to interest, NDA is signed between the fund / investment team and the investment bank / issuing company. This binds the people
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receiving any information to use it only for the purposes of the transaction and not share it with anyone else.



5.4



Information Memorandum



After the NDA is signed, the Information Memorandum is shared. This is an important source of information for the fund to review the investment. The following are typically contained in the Information Memorandum. o



Highlights



o



Executive Summary



o



Promoter background



o



Industry background, regulatory environment, market structure and competitors



o



Key drivers of success in the business and the overall value chain



o



Company background, its management team and clients



o



Business model of the company



o



Strengths, Weaknesses, Opportunities and Threats (SWOT) analysis of the company vis-à-vis the chosen business model



o



Capital expenditure plan and proposed means of financing



o



Revenue model and strengths / uncertainties associated with each stream of revenue



o



Cost and Margin structure



o



Historical financials



o



Projected financials for about 5 years, or longer for long gestation projects



o



Patents or any intangible assets owned by the company



o



Key successes of the company



o



Litigation or tax issues associated with the company or its promoters



o



Proposed transaction, including purpose of mobilisation, size of mobilisation, proposed dilution and the valuation.



o



Justification for valuation



o



Risks associated with the investment



o



Likely exit possibilities for the investor



o



Time frame, or any other key aspect not covered above
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This document should be professionally done, not only from the point of view of attractiveness, but also completeness. Although it is not vetted by any regulatory authority, it should contain all the information that is required to take a balanced view on the investment. It should not suppress any key information that is likely to have a bearing on the investment.



5.5



Management Presentation



Based on comfort with the memorandum, the fund will call for an interaction with the management of the company. If the proposal has flowed through an intermediary, then this would be the first direct interaction between the fund and the company. The management needs to take the extra effort to ensure that they make the right impression. The team representing the company should include all key functions, especially finance and marketing, besides the CEO. A technology-based business should be represented by the technology-head; people-based businesses should have head of Human Resources as part of the team that meets the fund. It is a good idea to check with the fund on the preferred duration of the presentation. A 20-30 minute presentation followed by 30 minutes for discussions is normal, at the first stage. More than one person from the company’s side making the presentation is always preferable. Professional investment bankers do several dry runs of the presentation and question-andanswer (Q&A) with the management team, before the management interaction with the fund. They should however ensure that management really believes in everything they say. Else, they will be caught out in the presentation to the fund and the transaction will not go through. If the management feels that it was not able to highlight certain important information as part of the presentation, it can follow-up with a brief note on those points. The note (to be routed through the investment banker, if there is one) should also include any clarification or other detail that may have been promised during the presentation.



5.6



Initial Due Diligence



Based on the inputs obtained thus far, the investment team involved will do its own due diligence, to validate key information. A comprehensive list of due diligence items is mentioned in the para on Final Due Diligence. During the initial due diligence, the associate or partner / director handling the investment on behalf of the fund will keep getting back to the investment banker or the company for clarifications. Based on comforts, a wider discussion is initiated within the fund. The discussion could throw up newer issues for clarification.
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5.7



Preliminary Investment Note



After all the requisite clarifications are obtained, the investment team will put together a preliminary investment note for the consideration of the fund management / investment committee. It will include all the points mentioned above under the para on Information Memorandum, but in a briefer form. The note will also highlight the initial due diligence done and the findings and comments of the investment team on the attractiveness of the proposed investment. This is the stage at which approvals are sought for making non-binding commitments to the company.



5.8



Non-binding Letter of Intent



If internally approved, the investment team will send a non-binding letter of intent to the company or its investment banker. The purpose is to disclose in writing, the likely form in which a deal is possible with the fund. A good Letter of Intent will include the following: o



Key points that have gone into the decision



o



Areas where the fund can bring in value, beyond the money



o



Indicative amount that the fund could invest, and expected stake



o



Investment conditions, such as, it will be a sole investor or a co-investor; if it is the former, it will insist that no further discussion is initiated with any other prospective investor, until it is approved or rejected by the fund within a specified time frame; in the latter case, it may make its investment subject to clearing the co-investor’s name



o



Other terms, such as seat in board, change of management, changes in articles, approvals etc.



o



Non-binding nature of the communication



o



Time frame within which company needs to get back on its interest in taking the transaction forward



o



Steps required to progress the transaction including final due diligence; associated costs and who will bear them, and likely time frame



5.9



Final Due Diligence



Various teams get involved in the final due diligence exercise. As part of commercial due diligence, a strategy consultant or market research firm may examine the industry structure and the company’s position in that industry. Audit firms will take a re-look at the audited financial statements and other financial aspects, as part of the financial due diligence. A solicitor will study the agreements, licences, registrations and other aspects of legal due
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diligence. Some of the areas that are addressed are as follows: o



Commercial Due Diligence 



Industry size and growth trends; linkage to economic factors







Major players in the industry, their market share and SWOT analysis







Relative brand size and strengths







New capacities that are likely to hit the market in the next few years







Different points in the extended value chain (the entire chain from raw material sourcing to delivery of finished goods to the customer) of the industry; major players at each of these points.







Margin structure in the industry and how it has been changing







Entry barriers and exit barriers that are a feature of the industry







Ownership, size and diversity of suppliers and their negotiation strength; longevity of relationship with them







Ownership, size and diversity of customers / clients and their negotiation strength; longevity of relationship with them and typical buying behaviour







Key service providers, their strengths, loyalties and typical behaviour







Linkage between project cost and project throughput for the industry; variables that affect the throughput







Key Result Areas (KRAs) / Key Performance Indicators (KPIs) that are monitored by the management



o







Changes that have been driving the industry in recent years







Likely factors that will influence the shape of the industry in future







Risks that are a part of doing business in the industry



Financial Due Diligence 



Accounting principles adopted by the company and their consistency with Generally Accepted Accounting Principles (GAAP) / International Financial Reporting Standards (IFRS); in case of variances, their implication on profitability and balance sheet structure of the company







Quality of the accounting systems, procedures and reporting system including the adequacy and reliability of hardware and software used for the accounting activities
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Consistency of business flows, margin differences between clients / client categories, incomes that are likely to be non-recurring in nature, adequacy of expenses and other provisions, expenses that are likely to change after the new PE investment, and in general, the quality and maintainability of earnings reported by the company.







Financing arrangements made, regularity in servicing them, rights of financiers including conversion terms, warrants etc. and the conditions in which they are exercisable







Commitments made to labour unions or staff regarding wage increases, ESOP, health benefits etc. and the underlying terms; pension and other liabilities and the adequacy of funding and provisions for the same







Likely changes in capital structure based on commitments already made and any changes in these terms that will be triggered by the new PE investment







Rights associated with any investments made by the company and boundaries to those rights







Status of assessments for income tax, Value Added Tax (VAT), service tax etc., any unresolved issues with the tax authorities and any aggressive business structure, tax credit or other tax hedge positions taken by the company



o



Legal Due Diligence 



Incorporation certificate and various registrations obtained by the company







Licences and approvals required for doing business, scheduled expiry date of each of these, likely terms of renewal on expiry, any permissions not obtained by the company, reasons therefor, and the implications in terms of costs, penalties and culpability of owners / managers







Approvals required for the proposed PE transaction within the company, from other business owners, from regulatory authorities and from any other commercial partners







Review of the memorandum and articles of association including confirmation that all changes to date are suitable reflected in them







Changes that will need to be incorporated in the memorandum and articles as part of the proposed transaction







Non-compete agreements executed by the company and their validity and duration
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Claims made against the company by any party, the status of these claims with various authorities and relative strength of the parties to the claims







Meetings of the board and share-holders, the dates on which they were held and the compliance with regulatory requirements







Filing of annual returns, resolutions and other forms with the Registrar of Companies (ROC) and other regulatory authorities







Material contracts executed by the company for financing, sourcing etc. and especially contracts the company has made with owners or senior management of the company







Standard terms of employment with employees, and special arrangements made with senior management of the company







Confirmation of ownership of key assets reported by the company







Adequacy of insurance taken on the assets and other contingencies, the insurers, key clauses in the insurance policy, pending insurance claims, impact of claims on future premia payable on those insurance policies etc.







Patents, trademarks, brands, copyrights, industrial secrets, proprietary software and other intangible assets of the company, the certifications of their ownership and validity, measures taken to protect them, and any further steps to be taken on these matters if the proposed transaction goes through







Cases against the promoters or senior management, whether related to the business of the company or otherwise, and their status in relevant courts or with regulatory authorities.



While the due diligence exercise is on, the investment team of the PE will maintain a parallel dialogue with financiers who are likely to be part of the transaction. If the deal includes new loans, then confirmation from the lenders on the amount and key terms is to be obtained.



5.10 Final Investment Memorandum The investment team will put together this memorandum for obtaining internal approval for the investment. It will cover all aspects covered in the Preliminary Information Note, any new findings during the due diligence and their implications on transaction structure and valuation for the proposed investment. The Final Investment Memorandum will also list various steps that will need to be taken after the approval for closing the deal (discussed in the last section of this Chapter). The Final Investment Memorandum will be discussed in a meeting of the directors / partners.
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Finally, approval may be given for the investment and conditions in which the investment will be made. Authority will also be given to designated officials for signing the term sheet, becoming nominee directors on the board or joining the management committee of the company etc.



5.11 Signing the Term Sheet The term sheet has all the details indicated earlier in the Non-binding Letter of Intent. However, it is now binding on the fund. The term sheet will also mention a time frame for which the fund shall remain committed and situations when the fund can withdraw from the deal.



5.12 Closure of the Deal After the term sheet is signed, and before the fund releases the money to the company, various other processes need to be completed, such as: o



Drafting and execution of subscription agreement outlining the respective parties’ rights and obligations



o



Making relevant changes in memorandum and articles of association and other agreements with various parties, as may have been decided



o



Permission of Cabinet Committee on Economic Affairs, SEBI, RBI, Ministry of Finance, relevant Ministry for that industry, state government, local authorities etc.



o



Obtaining any no-objection certificates that may have been highlighted as part of the legal due diligence



o



If the transaction structure provides for any escrow arrangements or other guarantees, then effecting the same



o



If the deal is subject to any changes in the financial structure of the company including fresh borrowings, then obtaining firm commitments for the same and concluding the relevant documentation



Once all the requirements are fulfilled, the fund will make the payment to the company or the owners, as the case may be and secure ownership of the shares or other assets purchased.
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Self-Assessment Questions 



PE funds in India are actively involved in pro-active calling on prospective investee companies.























True







False



PE funds receive proposals from 



SEBI







Prospective issuers







Investment bankers







Investment bankers or directly from the companies themselves



Which of the following is sent first, in a PE transaction? 



Flier







Information Memorandum







Due-diligence report







Term sheet



Which of the following is / are included in a PE Investment Memorandum? 



Industry background







Company background







Promoter background







All the above



All PE Information Memorandum are vetted by SEBI and only thereafter can they be issued to the public.











True







False



Analysis of industry trends is a part of 



Financial due diligence







Legal due diligence







Commercial due diligence







None of the above



56



Chapter 6



Documentation and Typical Investment Conditions



PE Funds safeguard their investments by incorporating various conditions as part of the investment transaction. These conditions and the related documentation are discussed here.



6.1



Typical Investment Conditions



o



Seat on the Board of Directors and / or Advisory Board This right for the fund to nominate directors on the Board is incorporated in almost all private equity investment arrangements. The number of board seats would depend on the stake. For instance, the fund may be promised one board seat for every 10% stake they hold in the company. Thus, if a fund takes a 20% stake, it would be entitled to 2 seats on the board. If on a dilution in favour of other investors, its stake goes below 20%, it will have to surrender one of those seats. There may also be a provision limiting the number of directors representing the promoters or management.



o



Right to change management Performance of the company depends on its management. Therefore, funds retain the right to change the management team or the CEO / COO / CFO if the corporate performance is not up to the mark. Change of entire management team is rare in practice, though CXOs do get changed at the initiative of the fund.



o



Lock-in of shares of Promoters / Management The PE investors bring in money on the basis of faith in the promoters and the management team. Therefore, they insist that the latter hold their investment stake, while the fund remains invested in the company. This limitation on promoters is incorporated as part of the Shareholders’ agreement. The restriction on management’s right to sell is incorporated in the subscription agreement or other document based on which the shares are allotted to them.



o



ESOPs The fund may insist that the company have an ESOP. In that case, the fund will also have the right to influence the ESOP structure, including the maximum number of shares that will be allotted to the plan, and to employees under the plan.
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o



Assured Return The funds like to be assured of a certain return on their equity investment, while retaining the right to earn something better through valuation gains. If given, the assurance has to come from the promoter of the investee company. So long as the company does well, there is no problem. The fund will be able to find outside investors or sell in an IPO to earn the assured return. However, if the company does not do well, or if the financial market conditions are poor, the promoter can be saddled with the liability of having to buy back the fund’s shares at a high price. Therefore, promoters try their best to avoid committing to such an arrangement.



o



Veto Rights The fund insists that certain decisions can be taken only with their approval. For instance, issue of fresh capital, getting into a new business or market, appointment of senior professionals, change in auditors etc.



o



Right of First Refusal This is a condition that promoters ask for from the fund. If the fund were to consider selling their stake to another investor, then the promoters would have a right to buy the stake from the exiting fund at the same price.



o



Right of First Offer This is slightly different from the right of first refusal. With first refusal, the fund goes through the entire process of finding an investor for its stake, and then tells the promoter about the planned sale. At that stage, the promoter may say that he will prefer to buy it. Thus, the fund and the new investor end up wasting a lot of time, and it can get unfair to the new investor. In right of first offer, the fund first approaches the promoter with its proposal to sell at a particular price. The promoter is given the time specified in the shareholders’ agreement to confirm his interest. If he does not confirm, then the fund is free to sell to another investor at the specified price or higher. Right of first offer thus is a lot friendlier to the fund and the new investor, as compared to Right of first refusal.



o



Right to MIS Since the fund is not involved in day to day operations of the investee company, it insists on regular sharing of MIS to enable ongoing monitoring of the performance.



o



Right to Audit The investee company, like any company, will have its accounts audited by the statutory
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auditor. The fund will have a say in deciding on the statutory auditor. Further, depending on the scale of its operations, the company may also have an internal audit team. By and large, the fund goes by the information and accounts that are shared by the company and its management. However, to take care of any exigencies, it retains the right to appoint auditors for any special audit it finds necessary. One of the investment conditions would mandate the co-operation of the company and its management in the special audit. o



IPO facilitation IPO is a corporate action that calls for a lot of co-operation and commitment from the company and its senior management. Right from sharing of information for preparation of the Prospectus to passing resolutions, regulatory filings and finally marketing the issue, the company’s management has a role. The funds impose this obligation, as one of their pre-investment conditions, which may also provide for sharing of the IPO costs, if the IPO includes an Offer for Sale by the PE investor.



6.2



Subscription Agreement



Although the difference between the promoter and the company can get blurred in start-ups, legally, they are two different entities. Execution of some investment conditions is primarily dependent on the company. For instance, the fund’s right to nominate directors on the board or not to issue fresh capital without the permission of the fund. These can be incorporated in the subscription agreement between the company and the fund. The people representing the company and the fund, respectively, in executing the documents need to be authorised through a Board Resolution / Trust Resolution from the company / fund they represent. Subscription agreement being an agreement between two parties, can be rendered useless on various grounds mentioned in the Indian Contract Act, 1872. For instance, it can be claimed that the person signing did not have proper authority to sign. Or an outsider can claim to be unaware of its provisions, because it is a private agreement between the two parties. Funds therefore prefer to bind the company by making suitable amendments in the memorandum and articles of association of the company. Benefits of this approach are o



The amendment process entails approval of the requisite majority of share-holders – an effective protection against future claims that the conditions were not authorised and therefore not binding on the company.
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o



Further, memorandum and articles of association are public documents, which outsiders are deemed to be aware of, even if they have not read it. Thus, the fund is better protected against third-parties.



6.3



Shareholders’ Agreement



Conditions that are dependent on the promoters for execution are incorporated in the Shareholders’ Agreement. For instance, the company cannot assure a certain return to the fund on its equity investment. This assurance has to come from the promoters or any other party acceptable to the fund. As an abundant caution, many of the conditions incorporated in the subscription agreement too can be included in the Shareholders’ Agreement. This is signed between the promoters and the fund.
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Self-Assessment Questions 







PE funds generally insist on a seat in the Board of the investee company 



True







False



Which of the following statements is true? 



Right of first offer is more favourable to the PE fund than the right of first refusal







Right of first refusal is more favourable to the new investor than the existing investor















Regulatory authorities are not comfortable with right of first refusal clauses







None of the above



Investee company can assure a return to PE funds investing in its equity 



True







False



Which of the following formats of binding the investee company do PE funds prefer? 



Provision in memorandum and articles of association of investee company











Provision in Shareholders agreement







Provision in Subscription agreement







Oral promise of promoter



Who are the parties to shareholders’ agreement in a PE transaction? 



Promoters







PE Fund







Both the above







None of the above
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Chapter 7 7.1



Tax Aspects of PE Investment



Section 10(23FB) of Income Tax Act, 1961



Any income of a venture capital company or venture capital fund from investment in a venture capital undertaking is exempt from income tax. o



“Venture capital company” means a company which— (A) has been granted a certificate of registration, before the 21st day of May, 2012, as a Venture Capital Fund and is regulated under the Securities and Exchange Board of India (Venture Capital Funds) Regulations, 1996 [Venture Capital Funds Regulations] made under the Securities and Exchange Board of India Act, 1992; or (B) has been granted a certificate of registration as Venture Capital Fund as a subcategory of Category I Alternative Investment Fund and is regulated under the Securities and Exchange Board of India (Alternative Investment Funds) Regulations, 2012 [Alternative Investment Funds Regulations] made under the Securities and Exchange Board of India Act, 1992, and which fulfils the following conditions, namely:— (i)



it is not listed on a recognised stock exchange;



(ii)



it has invested not less than two-thirds of its investible funds in unlisted equity shares or equity linked instruments of venture capital undertaking; and



(iii)



it has not invested in any venture capital undertaking in which its director or a substantial shareholder (being a beneficial owner of equity shares exceeding ten per cent of its equity share capital) holds, either individually or collectively, equity shares in excess of fifteen per cent of the paid-up equity share capital of such venture capital undertaking;



o



“Venture capital fund” means a fund— (A) operating under a trust deed registered under the provisions of the Registration Act, 1908, which— (I)



has been granted a certificate of registration, before the 21st day of May, 2012, as a Venture Capital Fund and is regulated under the Venture Capital Funds Regulations; or



(II)



has been granted a certificate of registration as Venture Capital Fund as a sub-category of Category I Alternative Investment Fund under the Alternative Investment Funds Regulations and which fulfils the following conditions, namely:—
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(i)



it has invested not less than two-thirds of its investible funds in unlisted equity shares or equity linked instruments of venture capital undertaking;



(ii)



it has not invested in any venture capital undertaking in which its trustee or the settler holds, either individually or collectively, equity shares in excess of fifteen per cent of the paid-up equity share capital of such venture capital undertaking; and



(iii)



the units, if any, issued by it are not listed in any recognised stock exchange; or



(B) operating as a venture capital scheme made by the Unit Trust of India established under the Unit Trust of India Act, 1963. o



“Venture capital undertaking” means— (i)



a venture capital undertaking as defined in clause (n) of regulation 2 of the Venture Capital Funds Regulations; or



(ii)



a venture capital undertaking as defined in clause (aa) of sub-regulation (1) of regulation 2 of the Alternative Investment Funds Regulations;]



This is discussed in Chapter 9.



7.2



Section 10(47) of Income Tax Act, 1961



Any income of an infrastructure debt fund, set up in accordance with the guidelines as may be prescribed, which is notified by the Central Government in the Official Gazette for the purposes of this clause is exempt from income tax. “Infrastructure debt fund scheme” for been defined in SEBI (Mutual Fund Regulations), 1996 to be “a mutual fund scheme that invests primarily (minimum 90% of scheme assets) in the debt securities or securitized debt instrument of infrastructure companies or infrastructure capital companies or infrastructure projects or special purpose vehicles which are created for the purpose of facilitating or promoting investment in infrastructure, and other permissible assets in accordance with these regulations or bank loans in respect of completed and revenue generating projects of infrastructure companies or projects or special purpose vehicles.” “Infrastructure” includes the sectors as specified by guidelines issued by SEBI or as notified by Ministry of Finance, from time to time. Under the Income Tax Act, 1961 “Infrastructure capital fund” means such fund operating under a trust deed registered under the provisions of the Registration Act, 1908 established to raise monies by the trustees for investment by way of acquiring shares or providing long-
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term finance to any enterprise or undertaking wholly engaged in the business referred to in sub-section (4) of section 80-IA or sub-section (1) of section 80-IAB or an undertaking developing and building a housing project referred to in sub-section (10) of section 80-IB or a project for constructing a hotel of not less than three-star category as classified by the Central Government or a project for constructing a hospital with at least one hundred beds for patients. Taxability in cases not covered by Section 10(23FB) or Section 10(47) is discussed in the rest of this Chapter.



7.3



Income Types



A fund earns income from its investment in the investee company in any of the following forms: o



Interest income on debt invested Funds that the PE investor provides in the form of loans to, or investment in bonds / debentures of the investee company would yield income in the form of interest.



o



Capital gains on unlisted bond / debenture If the fund is able to sell the bonds / debentures of the investee company at a price higher than the principal amount invested, the excess is a capital gain. This is liable to tax as a long term capital gain, if the bonds / debentures were held for more than 36 months. A shorter holding period will make them short term capital gains.



o



Dividend income on equity shares / preference shares The investee company, subject to availability of profits, may declare a dividend on the equity or preference shares held by the PE investor.



o



Capital gains on shares or listed bond / securities The PE investor may sell its shares at a price higher than the acquisition cost. The sale may be on the stock exchange or outside the stock exchange. Either way, the profit is liable to tax as a long term capital gain, if the shares were held for more than 12 months. A shorter holding period will make them short term capital gains.



Similarly, an investor in the PE Fund too can earn an income in the form of interest, dividend or capital gains (long term or short term).
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7.4



Securities Transaction Tax (STT)



This is applicable on equity transactions in the stock exchange as follows: On delivery-based purchase of equity shares in the stock exchange



0.1%



On delivery-based sale of equity shares in stock exchange



0.1%



STT is also applicable on the sale of unlisted equity shares under an offer for sale to the public, including in an initial public offer, from July 1, 2012. Most investments of PE funds in start-ups happen before the IPO. Thus, the investment transaction is not liable for STT. A PE Fund buying the shares from another investor in a private deal is again exempt from STT. Similarly, if the PE investor sells to another investor as a private deal, it does not qualify as a transaction in the stock exchange. Thus, STT would not be applicable. Further, STT is not applicable if the PE offers its shares to the investee company in a tender offer (as distinct from the open market) to buy back the shares. Often, large M&A transactions of listed companies are executed in the stock exchange through block deals. These are deals placed through a separate trading window in the exchange, for a minimum quantity of 5,00,000 shares or minimum value of Rs.5 crore. Block deal transactions are permitted in the stock exchange only at a price which is 1% above or below the market price or previous day’s closing price. Therefore, if the negotiated price in the case of a transaction is beyond the price limit, it cannot be executed as a block deal in the stock exchange. In that case, the only option to execute the deal would be through an off-market transaction. STT is not levied on off-market transactions.



7.5



Tax on Distributed Profit (Dividend Distribution Tax)



Under Section 115-O any amount declared, distributed or paid by a domestic company by way of dividends (whether interim or otherwise) is liable to additional income-tax (tax on distributed profits viz. dividend distribution tax, in market parlance) at the rate of 15%. Thus, if a domestic company were to pay Rs. 100 as dividend to an investor, it needs to pay Rs. 15 to the income authorities as additional income tax. Thus, Rs. 115 will be reduced from the profits of the company, although only Rs. 100 is received by the investor. This tax is also applicable on shares held by venture capital companies or venture capital funds. The dividend received in the hands of any investor (including venture capital company or venture capital fund or any other fund) is however completely exempt from tax. 65



Under Section 115QA, additional income tax has also been made applicable on buyback of shares by unlisted companies. Any amount of distributed income by the company on buyback of shares (not being shares listed on a recognised stock exchange) from a shareholder is liable to additional income-tax at the rate of 20% on the distributed income. “Distributed income” means the consideration paid by the company on buy-back of shares as reduced by the amount which was received by the company for issue of such shares. Suppose a PE investor bought a company’s shares at Rs. 10 and offered it for buyback at Rs. 30, while the company was unlisted. The distributed income would be Rs. 30 – Rs. 10 i.e. Rs. 20. The company will have to pay additional income tax at Rs. 20 X 20% i.e. Rs. 4 per share. The investor will receive Rs. 30 per share on buyback and the amount would be exempt from tax. Where any income is distributed by a mutual fund under an infrastructure debt fund scheme to a non-resident (not being a company) or a foreign company, the mutual fund is liable to pay additional income-tax at the rate of five per cent on income so distributed.



7.6



Taxability of Interest



Interest is added to the gross taxable income of the assessee, unless exempt under Section 10(23FB) or Section 10(47). It will be taxed like any other income of the assessee at the applicable income tax slab rate. Interest received from an infrastructure debt fund by a non-resident (not being a company) or a foreign company is taxable at 5%.



7.7



Taxability of Capital Gains



In certain situations, capital gains are taxed as ‘Profits and Gains from Business or Profession’. In that case, all investment related expenses are subtracted from all investment related incomes (other than dividend, which is tax-free in the hands of the assessee). This net profit is then liable to tax at the applicable slab rate. Where the assessee’s investments are not taxed as ‘Profits and Gains from Business or Profession’, the capital gains tax treatment depends on the nature of investment and whether it is long term or short term capital gain, as discussed in the following sections.



7.8



Taxability of Short Term Capital Gains on Debt



Such gains are added to the income of the assessee. Thus, they will be taxed like any other income of the assessee, at the applicable income tax slab rate, unless exempt under Section 10(23FB).
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7.9



Taxability of Long Term Capital Gains on Debt



Such gains are taxed at 20% plus surcharge (10%) plus education cesses (3%). The effective rate works out to 22.66%.



7.10 Taxability of Short Term Capital Gains on Equity If STT is paid on the sale, then the investor will bear tax on such gains at the rate of 15%. If STT is not payable on the sale (for instance, sale is not through a stock exchange), then the gain will be added to the income of the assessee and taxed at the income tax slab rate (as in the case of short term capital gains on debt).



7.11 Taxability of Long Term Capital Gains on Equity If STT is paid on the sale, then the investor’s long term capital gains is exempt from tax. If STT is not payable on the sale (for instance, sale is not through a stock exchange), then the investors are entitled to the benefit of indexation on such capital gains. The government comes out with a cost inflation index for each financial year. Investor can adjust the cost of acquisition to the extent of such inflation between the financial year of acquisition and financial year of sale. Capital gain is calculated as the difference between the selling price and the indexed cost of acquisition. This is taxed at 20% plus surcharge (10%) plus education cesses (3%). The effective rate works out to 22.66%. However, the investor does not have to pay a tax higher than 10% plus surcharge plus education cess i.e. 11.33% on the capital gains without indexation. Suppose the investor bought a share for Rs. 100 in financial year 2008-09 and sold it outside the exchange in 2012-13 for Rs. 150. The cost inflation index numbers for the two financial years are 582 and 852 respectively. Indexed cost of acquisition is worked out as Rs. 100 X 852 ÷ 582 i.e. Rs. 146.39. Capital gains (based on indexation) is Rs. 150 – Rs. 146.39 i.e. Rs. 3.61. On this, capital gains tax at 22.66% amounts to Rs. 0.82. Without indexation, the capital gains amounts to Rs. 150 – Rs. 100 i.e. Rs. 50. On this, capital gains tax at 11.33% amounts to Rs. 5.67. Investor will bear capital gains tax of Rs. 0.82. (which is lower than Rs. 5.67 calculated without indexation). Thus, for every sale transaction, investor will determine the capital gains tax under the two approaches and pay the lower of the two amounts.
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7.12 Taxation of Non-Residents The benefit of indexation mentioned above is not available for non-residents. Further, in the case of an assessee, who is a non-resident, capital gains arising from the transfer of a capital asset being shares in, or debentures of, an Indian company is to be computed by converting the cost of acquisition, expenditure incurred wholly and exclusively in connection with such transfer and the full value of the consideration received or accruing as a result of the transfer of the capital asset into the same foreign currency as was initially utilised in the purchase of the shares or debentures. The capital gain so computed in such foreign currency is to be reconverted into Indian currency. A non-resident Indian (NRI) pays tax on any income from investment or income from longterm capital gains of an asset other than a specified asset at 20%. NRI’s income by way of long-term capital gains on a specified asset is taxable at 10%. Specified asset includes: o



shares in an Indian company and



o



debentures or deposits in an Indian company that is not a private limited company.



Non-resident (not being a company) and foreign company are liable to pay long term capital gains tax at 10% in the case of unlisted securities. Income Tax Act, 1961 provides for withholding tax on taxable income of non-resident investors. This means that non-resident investors will receive their incomes / sale proceeds net of withholding tax, if applicable. India has signed investment treaties with several countries. Taxation of interest, dividend and capital gains of a non-resident assessee is governed by such treaties, if any, signed with their country of domicile. The non-resident assessee will need to provide documents to prove that he is entitled to the treaty benefits. The additional income tax detailed above is applicable even in the case of investments governed by the investment treaties.
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Self-Assessment Questions 







Section 10(23FB) applies to 



Venture capital fund







Venture capital fund and company







PE fund







VC funds and PE Funds



Section 10(47) provides for tax exemption on income from all investments by VC funds in VC undertakings























True







False



STT is applicable on sale of unlisted equity shares as part of OFS to public. 



True







False



Dividend Distribution Tax is applicable on domestic companies at 



10%







15%







20%







25%



Short term capital gains from debt are taxed 



At 10%







At 15%







At 20%







At applicable slab rate of assessee



If STT is levied, then long term capital gains on equity are levied at the lower of 10% without indexation and 20% with indexation. 



True







False
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Chapter 8



8.1



Post-Investment Support, Monitoring and Exit



Support



PE Funds are not interested in running the day-to-day operations of the investee company. This is left to the management of the company. The fund’s involvement is typically through a presence in the Board of Directors of the company. The subscription agreement / articles sets out the number of board seats they are entitled to, and the circumstances in which the nominee directors will need to relinquish their position. The Board of Directors is a statutory board whose rights and responsibilities are enshrined in the Companies Act, 1956. The actions and omissions of the company affect the directors personally. Statutory authorities can censure them, and in extreme cases they can even be arrested. There is also threat of suits by investors and other stake-holders as a pressure tactic, even if the director has ensured probity in his actions. Courts can summon them to give evidence about the company and answer their personal behaviour. Thus, the director runs the risk of being shamed for things he is not responsible for. It is for this reason that some professionals are wary of joining boards. Consequently, some companies choose to have an Advisory Board, in addition to the Board of Directors. Being advisory in nature, it does not come with the rights and responsibilities that are applicable for the Board of Directors. Thus, the company is able to get the guidance of a wider range of professionals through the Advisory Board. The PE Fund may choose to participate in the Advisory Board as well. Irrespective of the positions they occupy, the support that investee companies can get from the PE investor are as follows: o



Setting the strategic direction of the company The entrepreneur certainly has a lot of knowledge about the business he is building. However, the people in the PE Fund have the benefit of being exposed to a range of businesses, either as investors or as former employees. They may also have access to experts in the field, who can add a different perspective. Inputs that come from the PE team can sharpen the strategic direction of the company, and in some cases, completely change the direction. For instance, they may suggest a change in the market segment targeted, or the business model used.
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o



Strengthening the capital structure of the company A non-financial entrepreneur does not appreciate the role of capital structure in building the company. He is only interested in getting the money that he can use in the business. A professional PE investor will sensitise him on the nuances of various instruments through which money can be mobilised, and help in developing a capital structure that takes care of the needs of the business and the entrepreneur.



o



Enhancing the scalability of the business Many entrepreneurs fall into the trap of doing everything, partly on account of cost considerations. This comes in the way of speed of operations and possibly, the entire scalability of the business. The entrepreneur can become a bottleneck for the business, despite all the skills and expertise he may have. The PE team can play the role of a coach in making the entrepreneur aware of the problem, and help him solve the problem. Often, this takes the form of helping the entrepreneur build a strong management team.



o



Strengthening the Management Team The PE investor has a network of contacts in industry. This would help them identify professionals who can add value to the investee company. As part of their normal involvement in the company, they like to participate in the recruitment of key positions, such as, Chief Executive Officer, Chief Finance Officer and Chief Marketing Officer. This can add to the professionalism in the recruitment. Further, the money from the PE investor can go a long way in helping the company bear the cost of a professional management team. An entrepreneur working on a shoe-string budget may have got into the habit of drawing just as much salary as the family needs. Such entrepreneurs find it difficult to offer market salaries to professionals, even if the business can support it. PE funds encourage the entrepreneur to draw market salaries for self as well as pay competitive salaries to other professionals. At times, professionals are afraid of joining start-ups. The presence of a PE investor gives them confidence and helps get over such inhibitions. Thus, PE investors can play a big role in helping the company build its management team.



o



Professionalising the management A company does not get professional by just recruiting professionals. Various management processes help the company operate in an organised manner and ensure 71



that company is stronger that the combination of individual professionals it recruits. Some of these processes are discussed in the next section on ‘Monitoring’. o



Mobilising more money Investment by one PE Fund makes it easier to mobilise from others. Further, the equity brought in by the PE funds can strengthen the company’s capital structure and help it mobilise more debt. The PE team would have access to a wide range of prospective financiers. They can also help the company negotiate better terms with these financiers.



o



Structuring ESOPs ESOPs are commonly used to incentivise employees in start-ups. These are strictly governed by law. Besides regulatory requirements, ESOPs need to be structured smartly to serve their purpose. There has to be enough to keep the employees motivated, yet, the dilution of the holding of entrepreneur and PE investor needs to be managed. The experience of PE funds in other companies helps them add value in structuring ESOPs in the investee company.



o



Tapping into the network of the PE Fund The network of the PE Fund is handy in various aspects beyond recruitment and money. For instance, the business may require a license which may be stuck with a regulatory authority. Or, the company may be finding it difficult to break into a client who can give large volume of business. In all these cases, it becomes possible to tap into the network of the PE Fund. A call from them can open several doors that may not open otherwise.



o



Handling the IPO An IPO involves various nuances – the extent of dilution, investment banker to engage, timing of the issue, instruments to offer, valuation, regulatory issues, marketing, anchor investors, allotment etc. The PE team would have been exposed to various IPOs. Their inputs are therefore invaluable in helping the company navigate the choppy waters of the IPO. Further, the process of handling an external PE investor and the related corporate governance systems will help the company handle the expectations of investors in the IPO.



8.2



Monitoring



Professional organisations have sound performance measurement and monitoring systems. PE investors have their money invested, but are not involved in day-to-day management. So they put in place systems to ensure that the company performs as per plans, and the
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investors are able to track the performance. Some of these mechanisms are as follows: o



Performance against Business Plan As part of the resource mobilisation exercise, a business plan would have been shared with the investors. The business plan is just a document that chalks the strategy of the company, and mentions the possible performance of the company. Converting the strategy to action at the ground level, calls for strong execution skills. The PE investor can guide the CEO in implementing the strategy, and in flagging issues that might be hindering performance against the plan. Thus, corrective action can be taken promptly to ensure that the company’s performance is on track. The Business Plan needs to be updated regularly, in line with experience of the company and changes in the environment. This process of re-formulating the corporate strategy is again facilitated by the PE investment team.



o



Budgeting Many entrepreneurs are accustomed to micro-managing things at a transaction level. This becomes a huge drag on the time of the entrepreneur, while slowing down the speed of the organisation. Professionals can get frustrated in such environments where they do not have any authority. PE Funds help in bringing in a culture of budgeting in organisations. The investee company will prepare a budget which becomes the basis for spending in the company. Authority is delegated to responsible employees for specific budget-heads. Regular monitoring is done of actuals against the budgets. The PE investor’s approach of controlling the company through such systems is a learning experience for the entrepreneur. Such systems tend to continue in the investee companies, even after the investor has sold his stake.



o



Management Information Systems (MIS) and Periodic performance review PE investors identify Key Performance Indicaters (KPIs) for the business and ensure that the management team generates MIS that objectively capture performance on these KPIs. Besides, periodic meetings are conducted for performance review, where each member of the management team makes presentations on the performance of his department / division. Such meetings and the discussions with the PE investors are a learning experience for the management team on how to address issues professionally and learn from the experiences of other industries and companies.
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o



Audit Reports Reports of the statutory auditors and internal auditors are taken very seriously by the PE investors. They engage with the auditors as well as management to understand any issues and resolve them.



8.3



Exit



As seen in Chapter 1, most PE funds invest with a horizon of about 3 - 5 years, though some are comfortable going up to 7 years. They need to exit their holding in investee companies because the funds are structured as close-ended i.e. they have a limited tenure, typically 10 years. Within this period, the stake in investee companies needs to be sold, and the proceeds distributed to investors in the fund, after paying off general partners for their carried interest. Investments that are not sold on maturity of the scheme are distributed among investors in the fund in the ratio of their contribution. A fund my exit its investment through any of the following routes: o



Private sale to a financial investor The financial investor may be another fund, or any other investor who does not have a strategic interest in the industry or company. There is also a category of investors called ‘strategic financial investors’. Such investors do not have a strategic interest in the industry, but are prepared to hold their stake in the company much longer than a typical financial investor. Rich business groups or individuals are typical strategic financial investors. For example, in sectors like insurance and telecom, there are limits to foreign investment. Suppose the foreign investment limit in a sector is 26%. The local promoter who will run the business may not have the capital to hold the entire local stake of 100% - 26% i.e. 74%. The local promoter then ties up with a strategic financial investor to hold the remaining local stake for a long period, without participating in the management of the company. It is normal for the local promoter to assure the strategic financial investor a certain rate of return for his holding period. This becomes the base rate of return for the strategic financial investor. He may earn a higher return if the market conditions are favourable at the time of sale. The fund that first invested may have earned its targeted return and wish to book the profits, or its view on the industry or management may have changed or the scheme may be close to maturity. Any of these are reasons for the fund to sell.
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Financial investors, being professionals, are more discerning in their investments and tough in their negotiations. This could limit the upside of the exiting investor or tough conditions may be attached to the transaction. Benefit of a sale to a financial investor is that it is possible to conclude the transaction quickly. o



Private sale to a strategic investor (also called ‘trade sale’) Strategic investors are those that have a strategic interest in the sector of company to which the investee company belongs. For example, an oil refining company that chooses to purchase a chain of petrol pumps. The rationale for the investment being strategic, the investment horizon is extremely long; the investor may never sell the investment, choosing instead, to merge it into its current business. Most strategic investors are professionals in their own industry, but not financial market professionals. Besides, they need to do a detailed assessment of the fit of the investee company into their current business, and the post-acquisition strategy for integrating the two companies’ employees, clients, supply chain, technology etc. These processes can take time. Therefore, divestment to a strategic investor can take time. However, depending on how good the strategic fitment is between the two companies, it is possible to recover a higher valuation than in the case of sale to a financial investor.



o



Sale as part of IPO Since IPO entails sale to a retail investor who may not be a professional, it is possible to sell the investment at a higher valuation in the IPO. However, IPOs are time-consuming and costly. Depending on market conditions and pricing of the issue, IPOs can also fail. A failed IPO can become a drag on the company’s valuation for a long time. Smart companies price their IPOs at a slight discount to the fair valuation. This not only is an insurance against failure of the issue, but also leaves something on the table for the new investors. The goodwill that is generated when these investors make money on the issue boosts the long-term brand image of the issuer in the financial market. PE investors may choose to sell only part of their stake in the IPO, so that they can sell the remaining stake later at a higher valuation in the stock exchange. Further, if PE investors were to sell their entire stake in the IPO, it would be a very weak signal to the new investors being targeted. Another factor that comes in is that SEBI regulations mandate a “lock-in” for promoters as part of the IPO. This means that the PE investor will not be able to sell their holding for the lock-in period of say, 1 year, after the IPO. This elongates their holding period 75



- a reason for some funds to sell before the IPO to other investors, even if there is a compromise on valuation. o



Sale to Promoter Group As seen in Chapter 6, the share-holders’ agreement may assure a certain return to the PE investor. This means that the promoter is responsible for ensuring that the PE investor earns his targeted return. If the PE investor is unable to recover that from the market, then he can ask the promoter to buy his stake at a price that would yield the target return. Thus, the promised return effectively gives the PE investor the right to “put” the shares to the promoter group.



Regulatory authorities have held the view that such “put” (and “call” options) are a violation of the Securities Contract (Regulation) Act, 1957. The Law Ministry has approved an amendment, which will make it legal to have “put” and “call” options in shareholders’ agreements.
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Self-Assessment Questions 















Which of the following is a statutory role under the Companies Act, 1956? 



Board of Directors







Advisory Board







Both the above







None of the above



Which of the following are areas where PE Funds can add value? 



Strategic review







Strengthening capital structure







Strengthening management







All the above



PE Funds have little value to add in structuring ESOPs. 



True







False



Budgeting systems initiated by PE Funds in investee companies tend to continue even after they exit.















True







False



Which of the following is / are exit route/s for a PE investor? 



OFS







Secondary sale







IPO







All the above



Benefit of sale to financial investor is that transaction can be concluded faster. 



True







False
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Chapter 9 9.1



Regulation of PE Funds



SEBI (Alternate Investment Funds) Regulations, 2012



Under the regulations “Alternative Investment Fund” (AIF) means any fund established or incorporated in India in the form of a trust or a company or a limited liability partnership or a body corporate which,(i)



is a privately pooled investment vehicle which collects funds from investors, whether Indian or foreign, for investing it in accordance with a defined investment policy for the benefit of its investors; and



(ii)



is not covered under the Securities and Exchange Board of India (Mutual Funds) Regulations, 1996, Securities and Exchange Board of India (Collective Investment Schemes) Regulations, 1999 or any other regulations of the Board to regulate fund management activities.



However, the following are not considered as Alternative Investment Fund for the purpose of these regulations,(i)



family trusts set up for the benefit of ‘relatives’ as defined under Companies Act, 1956;



(ii)



ESOP Trusts set up under the Securities and Exchange Board of India (Employee Stock Option Scheme and Employee Stock Purchase Scheme), Guidelines, 1999 or as permitted under Companies Act, 1956;



(iii)



employee welfare trusts or gratuity trusts set up for the benefit of employees;



(iv)



‘holding companies’ within the meaning of Section 4 of the Companies Act, 1956;



(v)



other special purpose vehicles not established by fund managers, including securitization trusts, regulated under a specific regulatory framework;



(vi)



funds managed by a securitisation company or reconstruction company which is registered with the Reserve Bank of India under Section 3 of the Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002; and



(vii)



any such pool of funds which is directly regulated by any other regulator in India.



Under the regulations, “Private equity fund” means an Alternative Investment Fund which invests primarily in equity or equity linked instruments or partnership interests of investee companies according to the stated objective of the fund.
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It is useful to know the definition of a few other funds under the regulations: o



“Venture capital fund” means an Alternative Investment Fund which invests primarily in unlisted securities of start-ups, emerging or early-stage venture capital undertakings mainly involved in new products, new services, technology or intellectual property right based activities or a new business model. “Venture capital undertaking” means a domestic company: (i)



which is not listed on a recognised stock exchange in India at the time of making investment; and



(ii)



which is engaged in the business for providing services, production or manufacture of article or things and does not include following activities or sectors: (1)



non-banking financial companies;



(2)



gold financing;



(3)



activities not permitted under industrial policy of Government of India;



(4)



any other activity which may be specified by SEBI in consultation with Government of India from time to time.



o



“Debt fund” means an Alternative Investment Fund which invests primarily in debt or debt securities of listed or unlisted investee companies according to the stated objectives of the Fund.



o



“Hedge fund” means an Alternative Investment Fund which employs diverse or complex trading strategies and invests and trades in securities having diverse risks or complex products including listed and unlisted derivatives.



o



“Infrastructure fund” means an Alternative Investment Fund which invests primarily in unlisted securities or partnership interest or listed debt or securitized debt instruments of investee companies or special purpose vehicles engaged in or formed for the purpose of operating, developing or holding infrastructure projects.



o



“SME fund” means an Alternative Investment Fund which invests primarily in unlisted securities of investee companies which are Small and Medium Enterprises (SMEs) or securities of those SMEs which are listed or proposed to be listed on a SME exchange or SME segment of an exchange.



o



“Social venture fund” means an Alternative Investment Fund which invests primarily in securities or units of social ventures and which satisfies social performance norms laid down by the fund and whose investors may agree to receive restricted or muted returns. 79



“Social venture” means a trust, society or company or venture capital undertaking or limited liability partnership formed with the purpose of promoting social welfare or solving social problems or providing social benefits and includes,(i)



public charitable trusts registered with Charity Commissioner;



(ii)



societies registered for charitable purposes or for promotion of science, literature, or fine arts;



(iii)



company registered under Section 25 of the Companies Act, 1956;



(iv)



micro finance institutions.



No entity or person can act as an Alternative Investment Fund unless it has obtained a certificate of registration from SEBI. Existing funds were given a period of 6 months (extendable to 12 months in special cases) for obtaining such registrations.



9.2



Categories of AIFs



The regulations provide for the following categories and sub-categories: o



“Category I Alternative Investment Fund” which invests in start-up or early stage ventures or social ventures or SMEs or infrastructure or other sectors or areas which the government or regulators consider as socially or economically desirable and includes venture capital funds, SME Funds, social venture funds, infrastructure funds and such other Alternative Investment Funds as may be specified. Alternative Investment Funds which are generally perceived to have positive spill over effects on economy and for which SEBI or Government of India or other regulators in India might consider providing incentives or concessions are included and such funds which are formed as trusts or companies shall be construed as “venture capital company” or “venture capital fund” as specified under sub-section (23FB) of Section 10 of the Income Tax Act, 1961.



o



“Category II Alternative Investment Fund” which does not fall in Category I and III and which does not undertake leverage or borrowing other than to meet day-today operational requirements and as permitted in these regulations; Alternative Investment Funds such as private equity funds or debt funds for which no specific incentives or concessions are given by the government or any other Regulator are included in this Category.
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o



“Category III Alternative Investment Fund” which employs diverse or complex trading strategies and may employ leverage including through investment in listed or unlisted derivatives. Alternative Investment Funds such as hedge funds or funds which trade with a view to make short term returns or such other funds which are open ended and for which no specific incentives or concessions are given by the government or any other Regulator are included in this category.



9.3



Eligibility Criteria



For the purpose of the grant of certificate to an applicant, SEBI considers the following conditions for eligibility, namely, — (a)



the memorandum of association in case of a company; or the Trust Deed in case of a Trust; or the Partnership deed in case of a limited liability partnership permits it to carry on the activity of an Alternative Investment Fund;



(b)



the applicant is prohibited by its memorandum and articles of association or trust deed or partnership deed from making an invitation to the public to subscribe to its securities;



(c)



in case the applicant is a Trust, the instrument of trust is in the form of a deed and has been duly registered under the provisions of the Registration Act, 1908;



(d)



in case the applicant is a limited liability partnership, the partnership is duly incorporated and the partnership deed has been duly filed with the Registrar under the provisions of the Limited Liability Partnership Act, 2008;



(e)



in case the applicant is a body corporate, it is set up or established under the laws of the Central or State Legislature and is permitted to carry on the activities of an Alternative Investment Fund;



(f)



the applicant, Sponsor and Manager are fit and proper persons based on the criteria specified in Schedule II of the Securities and Exchange Board of India (Intermediaries) Regulations, 2008;



(g)



the key investment team of the Manager of Alternative Investment Fund has adequate experience, with at least one key personnel having not less than five years of experience in advising or managing pools of capital or in fund or asset or wealth or portfolio management or in the business of buying, selling and dealing of securities or other financial assets and has relevant professional qualification;



(h)



the Manager or Sponsor has the necessary infrastructure and manpower to effectively discharge its activities; 81



(i)



the applicant has clearly described at the time of registration the investment objective, the targeted investors, proposed corpus, investment style or strategy and proposed tenure of the fund or scheme;



(j)



whether the applicant or any entity established by the Sponsor or Manager has earlier been refused registration by SEBI.



9.4



Conditions & Restrictions for Investment in Fund



All Alternative Investment Funds need to state their investment strategy, investment purpose and investment methodology in their placement memorandum to the investors. Any material alteration to the fund strategy requires the consent of at least two-thirds of unit holders by value of their investment in the Alternative Investment Fund. The Information Memorandum / Placement Memorandum has to contain: o



all material information about the Alternative Investment Fund and the Manager,



o



background of key investment team of the Manager,



o



targeted investors,



o



fees and all other expenses proposed to be charged,



o



tenure of the Alternative Investment Fund or scheme,



o



conditions or limits on redemption,



o



investment strategy,



o



risk management tools and parameters employed,



o



key service providers,



o



conflict of interest and procedures to identify and address them,



o



disciplinary history,



o



the terms and conditions on which the Manager offers investment services,



o



its affiliations with other intermediaries,



o



manner of winding up of the Alternative Investment Fund or the scheme and



o



such other information as may be necessary for the investor to take an informed decision on whether to invest in the Alternative Investment Fund.



The memorandum has to be filed with SEBI at least thirty days prior to launch of scheme. SEBI may communicate its comments, if any, to the applicant prior to launch of the scheme and the applicant has to incorporate the comments in the memorandum prior to launch of scheme. 82



Investment in all categories of Alternative Investment Funds is subject to the following conditions: o



The Alternative Investment Fund may raise funds from any investor whether Indian, foreign or non-resident Indians by way of issue of units.



o



Each scheme of the Alternative Investment Fund shall have corpus of atleast twenty crore rupees.



o



The Alternative Investment Fund shall not accept from an investor, an investment of value less than one crore rupees: 



In case of investors who are employees or directors of the Alternative Investment Fund or employees or directors of the Manager, the minimum value of investment shall be twenty five lakh rupees.



o



The Manager or Sponsor shall have a continuing interest in the Alternative Investment Fund of not less than two and half per cent of the corpus or five crore rupees, whichever is lower, in the form of investment in the Alternative Investment Fund and such interest shall not be through the waiver of management fees. However, for Category III Alternative Investment Fund, the continuing interest shall be not less than five percent of the corpus or ten crore rupees, whichever is lower.



o



The Manager or Sponsor has to disclose their investment in the Alternative Investment Fund to the investors of the Alternative Investment Fund.



o



No scheme of the Alternative Investment Fund shall have more than one thousand investors.



o



The fund shall not solicit or collect funds except by way of private placement.



o



SEBI has made the following recent decisions regarding Angel Investment Funds: 



Angel funds should have a corpus of at least Rs 10 crore (as against Rs 20 crore for other AIFs)







Minimum investment by an investor into such a fund shall be Rs 25 lakh (may be accepted over a period of maximum 3 years) as against Rs 1 crore for other AIFs.







The continuing interest by sponsor/manager in the angel fund shall be not less than 2.5% of the corpus or Rs. 50 lakh, whichever is lesser.







Individual investors need to have entrepreneurial experience or be a senior management professional with at least a decade of experience. They will require net tangible assets of Rs 2 crore.
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Corporate angel investors shall be required to have Rs 10 crore net worth.







Angel investors will only be allowed to invest in unlisted companies which are incorporated in India and are not more than 3 years old, have a turnover of Rs 25 crore or less.







Investments will be barred in entities which are promoted, sponsored or related to an Industrial Group whose group turnover is in excess of Rs 300 crore or has a family connection with the investor.







The investment in an investee company should be a minimum of Rs 50 lakhs and a maximum of Rs 5 crore. It would have a holding period of at least three years.



9.5



Tenure



The regulations provide for the following: o



Category I Alternative Investment Fund and Category II Alternative Investment Fund shall be close ended and the tenure of fund or scheme shall be determined at the time of application.



o



Category I and II Alternative Investment Fund or schemes launched by such funds shall have a minimum tenure of three years.



o



Category III Alternative Investment Fund may be open ended or close ended.



o



Extension of the tenure of the close ended Alternative Investment Fund may be permitted up to two years subject to approval of two-thirds of the unit holders by value of their investment in the Alternative Investment Fund.



o



In the absence of consent of unit holders, the Alternative Investment Fund shall fully liquidate within one year following expiration of the fund tenure or extended tenure.



9.6



Listing



Units of close ended Alternative Investment Fund may be listed on stock exchange subject to a minimum tradable lot of one crore rupees. Listing of Alternative Investment Fund units is permitted only after final close of the fund or scheme.



9.7



Conditions & Restrictions for Investment by Fund



o



Alternative Investment Fund may invest in securities of companies incorporated outside India subject to such conditions or guidelines that may be stipulated or issued by the Reserve Bank of India and SEBI from time to time; 84



o



Co-investment in an investee company by a Manager or Sponsor shall not be on terms more favourable than those offered to the Alternative Investment Fund;



o



Category I and II Alternative Investment Funds shall invest not more than twenty five per cent of the corpus in one Investee Company;



o



Category III Alternative Investment Fund shall invest not more than ten per cent of the corpus in one Investee Company;



o



Alternative Investment Fund shall not invest in associates except with the approval of seventy five per cent of investors by value of their investment in the Alternative Investment Fund;



o



Un-invested portion of the corpus may be invested in liquid mutual funds or bank deposits or other liquid assets of higher quality such as Treasury bills, Collateralised Borrowing & Lending Obligations (CBLOs), Commercial Papers, Certificates of Deposits, etc. till deployment of funds as per the investment objective.



Besides, the following additional criteria are applicable to specific categories of AIF: o



Category I Alternative Investment Fund shall invest in investee companies or venture capital undertaking or in special purpose vehicles or in limited liability partnerships or in units of other Alternative Investment Funds as specified in the regulations. Fund of Category I Alternative Investment Funds may invest in units of Category I Alternative Investment Funds of same sub-category, but not in other fund of funds. Category I Alternative Investment Funds shall not borrow funds directly or indirectly or engage in any leverage except for meeting temporary funding requirements for not more than thirty days, on not more than four occasions in a year and not more than ten per cent of the corpus.



o



Venture capital funds shall invest at least two-thirds of the corpus in unlisted equity shares or equity linked instruments of a venture capital undertaking or in companies listed or proposed to be listed on a SME exchange or SME segment of an exchange. Further, not more than one-third of the corpus shall be invested in: 



subscription to initial public offer of a venture capital undertaking whose shares are proposed to be listed;







debt or debt instrument of a venture capital undertaking in which the fund has already made an investment by way of equity or contribution towards partnership interest;
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preferential allotment, including through qualified institutional placement, of equity shares or equity linked instruments of a listed company subject to lock in period of one year;







the equity shares or equity linked instruments of a financially weak company or a sick industrial company whose shares are listed. “A financially weak company” means a company, which has at the end of the previous financial year accumulated losses, which has resulted in erosion of more than fifty per cent but less than hundred per cent of its net worth as at the beginning of the previous financial year.







special purpose vehicles which are created by the fund for the purpose of facilitating or promoting investment in accordance with these regulations:



Such a distribution of the corpus is to be achieved by the fund by the end of its life cycle. VC funds may enter into an agreement with merchant banker to subscribe to the unsubscribed portion of the issue or to receive or deliver securities in the process of market making. VC funds are exempt from regulation 3 and 3A of Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992 in respect of investment in companies listed on SME Exchange or SME segment of an exchange pursuant to due diligence of such companies subject to the following conditions: 



the fund shall disclose any acquisition or dealing in securities pursuant to such due-diligence, within two working days of such acquisition or dealing, to the stock exchanges where the investee company is listed;







such investment shall be locked in for a period of one year from the date of investment.



o



SME Funds need to invest at least seventy five per cent of the corpus in unlisted securities or partnership interest of venture capital undertakings or investee companies which are SMEs or in companies listed or proposed to be listed on SME exchange or SME segment of an exchange. They may enter into an agreement with merchant banker to subscribe to the unsubscribed portion of the issue or to receive or deliver securities in the process of market making. SME funds are exempt from regulation 3 and 3A of Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992 in respect of investment in 86



companies listed on SME Exchange or SME segment of an exchange pursuant to due diligence of such companies subject to the following conditions: 



the fund shall disclose any acquisition or dealing in securities pursuant to such due-diligence, within two working days of such acquisition or dealing, to the stock exchanges where the investee company is listed;







such investment shall be locked in for a period of one year from the date of investment.



o



At least seventy five per cent of the corpus of Social Venture Funds shall be invested in unlisted securities or partnership interest of social ventures. Such funds may accept grants, provided that such utilization of such grants shall be restricted to the seventy-five per cent requirement. Such funds may give grants to social ventures, provided that appropriate disclosure is made in the placement memorandum. Such funds may accept muted returns for their investors i.e. they may accept returns on their investments which may be lower than prevailing returns for similar investments.



o



At least seventy five per cent of the corpus of Infrastructure Funds shall be invested in unlisted securities or units or partnership interest of venture capital undertaking or investee companies or special purpose vehicles, which are engaged in or formed for the purpose of operating, developing or holding infrastructure projects. They may also invest in listed securitized debt instruments or listed debt securities of investee companies or special purpose vehicles, which are engaged in or formed for the purpose of operating, developing or holding infrastructure projects.



o



Category II Alternate Investment Funds shall invest primarily in unlisted investee companies or in units of other Alternative Investment Funds as may be specified in the placement memorandum. Fund of Category II Alternative Investment Funds may invest in units of Category I or Category II Alternative Investment Funds, but not in Units of other Fund of Funds. Category II Alternative Investment Funds may not borrow funds directly or indirectly and shall not engage in leverage except for meeting temporary funding requirements for not more than thirty days, not more than four occasions in a year and not more than ten per cent of the corpus. Category II Alternative Investment Funds may engage in hedging, subject to guidelines as specified by SEBI from time to time. 87



They may enter into an agreement with merchant banker to subscribe to the unsubscribed portion of the issue or to receive or deliver securities in the process of market making. Category II Alternative Investment Funds are exempt from regulation 3 and 3A of Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992 in respect of investment in companies listed on SME Exchange or SME segment of an exchange pursuant to due diligence of such companies subject to the following conditions: 



the fund shall disclose any acquisition or dealing in securities pursuant to such due-diligence, within two working days of such acquisition or dealing, to the stock exchanges where the investee company is listed;







such investment shall be locked in for a period of one year from the date of investment.



o



Category III Alternative Investment Funds may invest in securities of listed or unlisted investee companies or derivatives or complex or structured products. Category III Alternative Investment Funds may engage in leverage or borrow subject to consent from the investors in the fund and subject to a maximum limit, as may be specified by SEBI. The funds shall disclose information regarding the overall level of leverage employed, the level of leverage arising from borrowing of cash, the level of leverage arising from position held in derivatives or in any complex product and the main source of leverage in their fund to the investors and to the Board periodically, as may be specified by the Board. Category III Alternative Investment Funds shall be regulated through issuance of directions regarding areas such as operational standards, conduct of business rules, prudential requirements, restrictions on redemption and conflict of interest as may be specified by SEBI.



9.8



General Obligations



o



The Sponsor or Manager of Alternative Investment Fund shall appoint a custodian registered with SEBI for safekeeping of securities if the corpus of the Alternative Investment Fund is more than five hundred crore rupees. Category III Alternative Investment Fund has to appoint such custodian irrespective of the size of corpus.



o



All Alternative Investment Funds shall inform SEBI in case of any change in the Sponsor, Manager or designated partners or any other material change from the
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information provided by the Alternative Investment Fund at the time of application for registration. o



In case of change in control of the Alternative Investment Fund, Sponsor or Manager, prior approval from SEBI shall be taken by the Alternative Investment Fund.



o



The books of accounts of the Alternative Investment Fund shall be audited annually by a qualified auditor.



o



The Sponsor and Manager of the Alternative Investment Fund shall act in a fiduciary capacity towards its investors and shall disclose to the investors, all conflicts of interests as and when they arise or seem likely to arise.



o



All Alternative Investment Funds shall ensure transparency and disclosure of information to investors on the following: 



Financial, risk management, operational, portfolio, and transactional information regarding fund investments shall be disclosed periodically to the investors;







Any fees ascribed to the Manager or Sponsor; and any fees charged to the Alternative Investment Fund or any investee company by an associate of the Manager or Sponsor shall be disclosed periodically to the investors;







Any inquiries/ legal actions by legal or regulatory bodies in any jurisdiction, as and when occurred;







Any material liability arising during the Alternative Investment Fund’s tenure shall be disclosed, as and when occurred;







Any breach of a provision of the placement memorandum or agreement made with the investor or any other fund documents, if any, as and when occurred;







Change in control of the Sponsor or Manager or Investee Company.







Alternative Investment Fund shall provide at least on an annual basis, within 180 days from the year end, reports to investors including the following information, as may be applicable to the Alternative Investment Fund:•



financial information of investee companies.



•



material risks and how they are managed which may include: (i)



concentration risk at fund level;



(ii)



foreign exchange risk at fund level;



(iii)



leverage risk at fund and investee company levels;
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(iv)



realization risk (i.e. change in exit environment) at fund and investee company levels;



(v)



strategy risk (i.e. change in or divergence from business strategy) at investee company level;



(vi)



reputation risk at investee company level;



(vii)



extra-financial risks, including environmental, social and corporate governance risks, at fund and investee company level.



Category III Alternative Investment Fund shall provide quarterly reports to investors in respect of such information within 60 days of end of the quarter. 



Any significant change in the key investment team shall be intimated to all investors;







Alternative Investment Funds shall provide, when required by SEBI, information for systemic risk purposes (including the identification, analysis and mitigation of systemic risks).



o



The Alternative Investment Fund shall provide to its investors, a description of its valuation procedure and of the methodology for valuing assets. Category I and Category II Alternative Investment Funds shall undertake valuation of their investments, at least once in every six months, by an independent valuer appointed by the Alternative Investment Fund. Such period may be enhanced to one year on approval of at least seventy five per cent of the investors by value of their investment in the Alternative Investment Fund. Category III Alternative Investment Funds shall ensure that calculation of the net asset value (NAV) is independent from the fund management function of the Alternative Investment Fund and such NAV shall be disclosed to the investors at intervals not longer than a quarter for close ended Funds and at intervals not longer than a month for open ended funds.



9.9



Maintenance of Records



The Manager or Sponsor shall be required to maintain following records describing: o



the assets under the scheme/fund;



o



valuation policies and practices;



o



investment strategies;



o



particulars of investors and their contribution;
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o



rationale for investments made.



The records are be maintained for a period of five years after the winding up of the fund.



9.10 Winding up of AIF o



An Alternative Investment Fund set up as a trust shall be wound up: 



when the tenure of the Alternative Investment Fund or all schemes launched by the Alternative Investment Fund, as mentioned in the placement memorandum is over; or







if it is the opinion of the trustees or the trustee company, as the case may be, that the Alternative Investment Fund be wound up in the interests of investors in the units; or







if seventy five per cent of the investors by value of their investment in the Alternative Investment Fund pass a resolution at a meeting of unit holders that the Alternative Investment Fund be wound up; or



 o



if SEBI so directs in the interests of investors.



An Alternative Investment Fund set up as a limited liability partnership shall be wound up in accordance with the provisions of The Limited Liability Partnership Act, 2008: 



when the tenure of the Alternative Investment Fund or all schemes launched by the Alternative Investment Fund, as mentioned in the placement memorandum is over; or







if seventy five per cent of the investors by value of their investment in the Alternative Investment Fund pass a resolution at a meeting of unit holders that the Alternative Investment Fund be wound up; or



 o



if SEBI so directs in the interests of investors.



An Alternative Investment Fund set up as a company shall be wound up in accordance with the provisions of the Companies Act, 1956.



o



An Alternative Investment Fund set up as a body corporate shall be wound up in accordance with the provisions of the statute under which it is constituted.



o



The trustees or trustee company or the Board of Directors or designated partners of the Alternative Investment Fund, as the case maybe, shall intimate SEBI and investors of the circumstances leading to the winding up of the Alternative Investment Fund.



o



On and from the date of such intimation, no further investments shall be made on behalf of the Alternative Investment Fund so wound up.
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o



Within one year from the date of intimation, the assets shall be liquidated, and the proceeds accruing to investors in the Alternative Investment Fund shall be distributed to them after satisfying all liabilities.



o



Subject to the conditions, if any, contained in the placement memorandum or contribution agreement or subscription agreement, as the case may be, in specie distribution of assets of the Alternative Investment Fund, shall be made by the Alternative Investment Fund at any time, including on winding up of the Alternative Investment Fund, as per the preference of investors, after obtaining approval of at least seventy five per cent of the investors by value of their investment in the Alternative Investment Fund.



o



Upon winding up of the Alternative Investment Fund, the certificate of registration shall be surrendered to SEBI.
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Self-Assessment Questions 







Under SEBI Regulations, Alternate Investment Funds in India can be promoted as 



Companies







Trusts







LLPs







Any of the above



Non-banking finance companies do not qualify as venture capital undertaking under the (SEBI Alternate Investment Fund Regulations), 2012.











True







False



Private equity funds or debt funds for which no specific incentives or concessions are given by the government or any other Regulator are















Category I AIF







Category II AIF







Category III AIF







None of the above



Category III AIF can leverage their balance sheet for investment purposes. 



True







False



Any material alteration to the fund strategy requires the consent of at least _______ of unit holders by value of their investment in the Alternative Investment Fund.















One-half







Two-thirds







Three-fourths







Four-fifths



AIF can have a maximum of ______ investors 



100







50







500







1000



Category III Alternative Investment Fund shall invest not more than ___ of the corpus in one Investee Company 



20%







15%







25%







10%
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Chapter 10



EMERGE: NSE’s Platform for SMEs



10.1 Emerge Introduction Emerge is NSE’s SME Platform. It is a market place for bringing together, India’s emerging companies and sophisticated investors desirous of tapping into India’s growth story. Emerge provides capital raising opportunities to credible and fast growing businesses with good governance standards that are not large enough to list on the main board or attract serious investor interest in the main board.



10.2 Benefits of Listing for Companies Companies derive several benefits from listing. Some of these are as follows: o



Access to Capital Listing provides companies access to new sources of capital, beyond the promoters’ own funds and bank loans. The capital that is raised from such new sophisticated investors will help companies finance their growth, innovation and acquisition plans.



o



New currency for acquisitions When a company makes an acquisition, it can pay either in cash or by issuing shares (called a ‘stock swap’). In a stock swap, the acquiring company issues its shares in exchange for shares of the company being acquired. A stock swap not only reduces the cash requirements for inorganic growth, but also makes the share-holders of the acquired company, partners in its future success. It minimises the risk that the acquiring company uses valuable cash in buying a company from an unscrupulous promoter who wishes to run away with the money. Shares have value as currency, only if they are listed. Without a listing, the price of a company’s shares becomes subjective, and investors do not have the liquidity. This becomes a barrier to making acquisitions through stock swaps.



o



Cheaper Debt / Mezzanine Finance Listed companies are often offered better terms by lenders and providers of mezzanine finance. Thus, listing can help companies bring down their cost of funds.



o



Employee Stock Option Plans (ESOPs) Employees look for rewards, not only in terms of money, but also shares that give them an opportunity to benefit from good performance of the company. Shares are 94



normally offered to investors through an ESOP. ESOPs help the company reduce its cash outgo in the form of salaries paid to employees – they will get part of their compensation when they sell the ESOP shares in the market. Thus the market can subsidise the salary bill of the company – an important benefit for businesses that face capital constraints. ESOPs are more meaningful to employees when the shares are listed. Thus, a listing helps the company’s ESOP. o



Visibility and Brand Value Listing adds to the visibility of the company, thus enhancing its brand value with its customers, employees, collaborators, lenders, investors and other stake-holders. Emerge helps companies to list at an early stage in their life cycle. Over a period of time, they can grow and transition to the main board.



o



Mentoring NSE also offers mentoring support, to help companies benefit from the facilities available in Emerge.



o



Time and Cost Since the issue is marketed to a focused group of institutional investors and high net worth investors, it is less costly and time consuming than an IPO in the main board. Further, SEBI has delegated to NSE, the power to vet the offer documents of companies proposing to list on Emerge.



10.3 Benefits of Listing for Investors o



Wider choice of investments, made easier and cheaper Most investors do not benefit from the India growth story, because they are not aware of the early investment options. By the time they invest in the IPO of the company, the shares are already priced high. Since listing in Emerge happens at an earlier stage in the life cycle of the company, investors have an opportunity to invest at a lower valuation.



o



Liquidity of investments In the normal course, investors who invest in early stage enterprises need to wait for listing of the company in the main board to exit. Else, they themselves will need to find a buyer for their shares. Emerge has a state of the art trading system, that can offer easier liquidity, thus enabling investors to exit from their investments at a time of their choice. 95



The guidelines of Emerge listing make it mandatory to have a market maker who is responsible for providing the liquidity for a period of 3 years from the public issue of the company’s shares. Trading during this compulsory market making period will help the company gain reputation among investors. This should support liquidity, even after the mandatory market making period. o



Transparency of Pricing Investors in early stage enterprises are often unsure about the pricing at which they are making the investment. Information on trades done on Emerge, including their pricing, is publicly available. Thus, investors who buy on Emerge can get the comfort that they are investing at prevailing market prices. Similarly, on an ongoing basis, investors can track the value of their investment by monitoring the price at which the shares are traded in Emerge.



o



Research Coverage Lack of credible information about investee companies, is a problem with most investments in companies that are not very large. NSE has addressed this lacuna by tying up with India’s premier credit rating company, Crisil for Independent Equity Research Report (IER). IER, which is reckoned among the best practices globally in the equity research space, is sponsored by NSE’s Investment Protection Fund.



o



Tax benefits Investors get favourable tax treatment on their capital gains, if STT is paid. The tax policy provides that in the case of equity, STT is applicable only on trades in an exchange. Thus, Emerge makes it possible for investors to benefit from favourable taxation of their capital gains.



10.4 Eligibility Criteria Companies that propose to list in Emerge need to comply with the following regulations: o



Securities Contracts (Regulations) Act, 1956



o



Companies Act, 1956



o



Securities and Exchange Board of India Act, 1992



o



Any rules and/or regulations framed under foregoing statutes, as also any circular, clarifications, guidelines issued by the appropriate authority under foregoing statutes.



96



The following criteria should be complied with as on the date of filing the Draft Red Herring Prospectus (DRHP) with NSE as well as when the Red Herring Prospectus (RHP) is filed with RoC and SEBI. o



The issuer should be a company registered in India under the Companies Act, 1956.



o



The post issue paid up capital of the company (face value) shall not be more than Rs. 25 crore.



o



The company should have track record of at least 3 years.



o



The company should have positive cash accruals (earnings before depreciation and tax) from operations for at least 2 financial years preceding the application and its networth should be positive.



o



The applicant Company has not have been referred to Board for Industrial and Financial Reconstruction (BIFR).



o



No petition for winding up is admitted by a Court of competent jurisdiction against the applicant Company.



o



No material regulatory or disciplinary action by a stock exchange or regulatory authority in the past three years against the applicant company.



10.5 Listing Requirements o



The Articles of Association of an Issuer has to contain the following provisions namely: 



that there shall be no forfeiture of unclaimed dividends before the claim becomes barred by law;







that a common form of transfer shall be used;







that fully paid shares shall be free from all lien and that in the case of partly paid shares the issuer’s lien shall be restricted to moneys called or payable at a fixed time in respect of such shares;







that registration of transfer shall not be refused on the ground of the transferor being either alone or jointly with any other person or persons indebted to the Issuer on any account whatsoever;







that any amount paid up in advance of calls on any share may carry interest but shall not in respect thereof confer a right to dividend or to participate in profits;
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that option or right to call of shares shall not be given to any person except with the sanction of the Issuer in general meetings;







that investors shall have permission for Sub-Division/ Consolidation of their Share Certificates.



o



The securities of an Issuer may be admitted for listing on the Exchange on an undertaking by the Issuer that the amendments necessary in the Articles of Association to bring Articles of Association in conformity with Rule 19(2)(a) of the Securities Contract (Regulation) Rules, 1957 shall be made in the next annual general meeting and in the meantime the Issuer shall act strictly in accordance with prevalent provisions of Securities Contract (Regulation) Act, 1957 and other statutes.



o



The Issuer has to file the draft prospectus and application forms with the Exchange. The draft prospectus should have been prepared in accordance with the statutes, notifications, circulars, guidelines, etc. governing preparation and issue of prospectus prevailing at the relevant time.



o



The following matters should, inter alia, be disclosed in the offer document: 



Any material regulatory or disciplinary action by a stock exchange or regulatory authority in the past one year in respect of promoters/promoting company(ies), group



companies,



companies



promoted



by



the



promoters/promoting



company(ies) of the applicant company. 



Defaults in respect of payment of interest and/or principal to the debenture/ bond/ fixed deposit holders, banks, FIs by the applicant, promoters/promoting company(ies), group companies, companies promoted by the promoters/ promoting company(ies) during the past three years. An auditor’s certificate shall also be provided by the issuer to the exchange, in this regard.







The applicant, promoters/promoting company(ies), group companies, companies promoted by the promoters/promoting company(ies) litigation record, the nature of litigation, and status of litigation.







In respect of the track record of the directors, the status of criminal cases filed or nature of the investigation being undertaken with regard to alleged commission of any offence by any of its directors and its effect on the business of the company, where all or any of the directors of issuer have or has been chargesheeted with serious crimes like murder, rape, forgery, economic offences etc.



o



Exchange may issue observations, if any on perusal of the draft prospectus.
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10.6 Listing Fees A very nominal listing fee is payable as follows: o



Initial Listing Fees



Rs. 25,000



o



Annual Listing Fees (based on paid up equity capital) 



Upto Rs. 5 crore



Rs. 10,000







Above Rs. 5 crore and upto Rs. 10 crore



Rs. 15,000







Above Rs. 10 crore and upto Rs. 20 crore



Rs. 25,000







Above Rs. 20 crore and upto Rs. 25 crore



Rs. 45,000



10.7 Selecting a Merchant Banker for the Issue Existing Merchant Bankers, registered with SEBI are eligible to manage issues on Emerge. Issuers should decide on a merchant banker to handle their issue, based on various criteria: o



Track-record of the merchant banker Who are the main people owning / running the merchant bank? How many issues has the organisation handled? What is the experience of other issuers who have dealt with the merchant bank? Within the merchant bank, which official will take prime responsibility for the proposed issue? What is the track record and client-experience of this official?



o



Sector / Industry focus of the merchant banker Some merchant banks focus on specific sectors / industries. Is such focus in line with the proposed issue? Has the merchant banker handled other issuers from the same sector or industry?



o



Research focus of the merchant banker Companies listed on SME exchanges will, over a period of time, be covered as part of frontline research of leading brokerages. In order to give an initial boost to awareness about the company, NSE has tied up with Crisil for the research, as mentioned earlier. Merchant bankers can add to the visibility of the company through their own research reports on the company. Does the merchant bank have a strong research team that covers the sector relevant for the proposed issue? What is the quality of their research reports? What is the reach and credibility of these research reports?
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o



Investor-reach of the merchant banker Quality of an issue depends on the kind of investors that a merchant banker brings in. •



Some merchant banks add value by bringing in reputed investors, who add to the credibility of the issue.



•



Some merchant banks, directly or through their brokerages, have the ability to bring large number of retail investors to the issue. Such a strong retail franchise helps the company create brand-equity in the market, through strong post-issue trading.



o



Market-making by the merchant banker This is not just a statutory requirement, but also a means for the issuer to establish secondary market presence, which in turn will help the company’s future issues to investors. In case the merchant bank has facilitated market making in other issues handled by it, what has been the experience? Does the merchant banker inspire comfort that the issue will get strong market making support?



10.8 Role of Merchant Bankers in Emerge Merchant Bankers play a very important role in the IPO process of Emerge; they also have a role in post-listing phase. Their responsibilities are higher on the Emerge platform as, in addition to the conventional role of managing and underwriting the IPO, they are also responsible for ensuring market making for a period of three years from the IPO. The responsibilities of merchant bankers include: o



Educating the applicant company The merchant banker needs to inform and educate the applicant about capital market rules & regulations, the IPO process and post listing requirements.



o



Due diligence & DRHP Preparation The merchant banker would be closely associated in preparing the new applicant’s prospectus and other related listing documents. The Merchant Banker shall conduct a due diligence on the applicant and provide due diligence certificate and additional confirmations as per prescribed form.



o



Display of offer document on website. The merchant banker shall display the offer document on its website after the final approval is obtained and the RHP is filed with RoC and SEBI.
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o



Market Making arrangement The Merchant banker shall ensure compulsory market making through the stock brokers of SME exchange in the manner specified by SEBI, for a minimum period of three years from the date of listing of specified securities on SME exchange.



o



Underwriting arrangement The merchant banker shall ensure that the issue is 100% underwritten and 15% of the underwriting should be by the merchant banker in own books.



o



Arrangement with nominated investors Merchant bankers are permitted to enter into arrangements with nominated investors [PE funds & Qualified Institutional Buyers (QIBs)] for facilitating market making and underwriting. The merchant banker shall disclose their arrangements with nominated investors to the exchange in the Final Offer document.



10.9 Role of Market Makers in Emerge All the existing members of the Exchange are eligible to act as “Market Makers” for the SME issuers provided they qualify the Exchange criterion and have completed the registration process. The market makers’ role and responsibilities are as follows: o



The Market Maker shall be required to provide a 2-way quote for 75% of the time in a day.



o



The minimum depth of the quote shall be Rs.1,00,000/-. However, the investors with holdings of value less than Rs 1,00,000 shall be allowed to offer their holding to the Market Maker in that scrip provided that he sells his entire holding in that scrip in one lot along with a declaration to the effect to the selling broker.



o



Execution of the order at the quoted price and quantity must be guaranteed by the Market Maker, for the quotes given by him.



o



There would not be more than five Market Makers per scrip.



o



The Market Maker may compete with other Market Makers for better quotes to the investors.



o



The Market Maker has to start providing quotes from the day of the listing / the day for the respective scrip and shall be subject to the guidelines laid down for market making by the exchange.



o



The Market Maker has to act in that capacity for a period of three years.
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10.10 The Emerge Trading Platform o



Normal market timings are from 9.15 am to 3.30 pm. The Holidays applicable for Capital Market Segment are applicable for SME Segment.



o



In call auction market the order flow over a certain time period is pooled, and the equilibrium price is determined based on the principle of demand supply mechanism. Market maker has to provide two way quotes, of minimum depth (one trading lot) in each call auction session.



o



The call auction session is scheduled between 9:15 am to 3:30 pm. The timing of each call auction is determined in advance and the same is widely disseminated to the public. Currently the call auction timing is 11:00 am to 12:00 pm. The call auction session consists of different phases, namely 



Phase I : Order Entry, modification and cancellation phase (random closure in last five minutes)



 o



Phase II : Order Matching phase.



Issuers on the Emerge platform have the option of trading their securities either in the normal (continuous) market or the call auction market. The chosen option will be defined by the issuer in the offer document. Issuers may change the market type at a later date, with approval from the exchange, and one month’s notice to the market.



o



The Emerge trading platform is made available on the capital market segment of NSEIL. The SME trading platform has some unique features as follows:



SME securities are distinctly identified on NEAT trading system.







Alternate options are available for trading of the securities of the listed companies. The SME securities can trade either in the normal (continuous) market or have daily liquidity window through a call auction session.







The trading system has hybrid features which allow quotes by market makers in an order driven system.







A separate front end is provided to market makers for facilitating eligible quotes.



o



Standardized lot size for Initial Public Offer that proposes to list on Emerge and for the secondary market trading have been prescribed. These are linked to the price band. Lot size is 10,000 if price is below Rs. 14; for price above Rs. 1,000 it is 100.
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o



The following sub-segment s are available in the SME segment: 



Rolling Settlement In a rolling settlement, each trading day is considered as a trading period and trades executed during the day are settled based on the net obligations for the day. The securities in rolling settlement are made available in “SM” series. At NSE, trades in rolling settlement are settled on a T+2 basis i.e. on the 2nd working day. For arriving at the settlement day all intervening holidays, which include bank holidays, NSE holidays, Saturdays and Sundays are excluded. Typically trades taking place on Monday are settled on Wednesday, Tuesday’s trades settled on Thursday and so on.







Trade for Trade Settlement The securities in Trade for Trade settlement are made available for trading under “ST” series. The settlement of securities available in this segment is done on a trade for trade basis and no netting off is allowed.







Odd Lot Segment Trading in SME securities is allowed in standard lot sizes. There are different lot sizes for different securities. Any quantity which is less than the minimum lot size is considered as odd lot. As per SEBI guidelines, in order to facilitate odd lot trading, a separate trading window is provided for odd lots. Under odd lot, market orders with the same price and quantity are matched on time priority. The base price, price band and tick size are same as corresponding normal market (series SM / ST) on that day. The series for odd lot market is “SO” and market is odd lot (“O”).



o



Orders are first numbered and time-stamped on receipt and then immediately processed for potential match. Every order has a distinctive order number and a unique time stamp on it. 



In case of normal market, the SME Order Book displays a five deep market depth with market maker quotes. The market makers’ quotes are flagged with a distinct identifier, “#” to differentiate these quotes from other anonymous orders that populate the order book.







In case of call auction market the SME Order Book displays a four deep market depth with market maker quotes and “Market” orders displayed in the 5th row. The market maker quotes are flagged with a distinct identifier “#” to differentiate these quotes from other anonymous orders that populate the order book. 103



o



The matching takes place on price-time priority basis. The best buy order is matched with the best sell order. An order may match partially with another order resulting in multiple trades. For order matching, the best buy order is the one with the highest price and the best sell order is the one with the lowest price. This is because the system views all buy orders available from the point of view of a seller and all sell orders from the point of view of the buyers in the market. Members can proactively enter orders in the system, which will be displayed in the system till the full quantity is matched by one or more of counter-orders and result into trade(s) or is cancelled by the member. Alternatively, members may be reactive and put in orders that match with existing orders in the system. Orders lying unmatched in the system are ‘passive’ orders and orders that come in to match the existing orders are called ‘active’ orders. Orders are always matched at the passive order price. This ensures that the earlier orders get priority over the orders that come in later.



o



In a call auction, order matching period starts immediately after completion of order collection period. Orders are matched at a single (equilibrium) price. Market Maker orders are not matched against each other. The order matching happens in the following sequence: 



Eligible limit orders are matched with eligible limit orders







Residual eligible limit orders are matched with market orders







Market orders are matched with market orders



All unmatched orders are cancelled after the end of call auction session. o



Both limit and market orders are reckoned for calculation of Equilibrium Price. Indicative Equilibrium Price is displayed during phase I and Final Equilibrium Price (FEP) is displayed at the end of phase II. Following are rules for determining the equilibrium price: 



The equilibrium price is determined based on the principle of demand supply mechanism.







The equilibrium price is the price at which the maximum volume is executable excluding matching between market maker orders.







In case more than one price meets the said criteria, the equilibrium price is the price at which there is minimum order imbalance (unmatched order quantity).
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The absolute value of the minimum order imbalance quantity is taken into consideration. 



In case more than one price has same minimum order imbalance quantity, the equilibrium price is the price closest to the last traded price (LTP), if traded on that day, else previous day’s closing price.







In case LTP or previous day’s closing price is the mid-value of pair of prices which are closest to it, then the LTP or previous day’s closing price itself is taken as the equilibrium price.







In case of corporate action, previous day’s closing price is the adjustable closing price or the base price.







In case only market orders exists both in the buy and sell side, then order shall be matched at LTP, if traded on that day or previous day’s close price or adjusted close price / base price.



 o



In case no price is discovered in call auction session, all orders are cancelled.



In case the capital market of the main board is closed on account of nationwide index circuit filter, or for any other reason, Emerge will also be closed. It will be reopened simultaneously, as and when the capital market is reopened for trading.
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Self-Assessment Questions 



















Which of the following are benefits of a listing in Emerge? 



Cheaper debt







Visibility and branding







New currency for acquisitions







All the above



Who vets offer documents of companies proposing to list on Emerge? 



SEBI







NSE







NSE & Sebi







None of the above



With an Emerge listing, market making is compulsory for 



1 year







2 years







3 years







5 years



Which of the following are benefits for investors trading in Emerge? 



Transparency







Tax benefits







Research coverage







All the above



The post issue paid up capital of the company (face value) proposing to list on Emerge shall not be more than _____.











Rs. 5 crore







Rs. 10 crore







Rs. 20 crore







Rs. 25 crore



Initial listing fee on Emerge is 



Rs. 25,000







Rs. 10,000







Rs. 50,000







Rs. 100,000
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