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Nishith Desai Associates (NDA) is a research based international law firm with offices in Mumbai, Bangalore, Silicon
Valley, Singapore, Basel and New Delhi. We specialize in strategic legal, regulatory and tax advice coupled with industry
expertise in an integrated manner. We focus on niche areas in which we provide significant value and are invariably
involved in select highly complex, innovative transactions. Our key clients include marquee repeat Fortune 500 clientele,

of which over 60 per cent are US corporations.

Core practice areas include International Tax, International Tax Litigation, Litigation & Dispute Resolution, Fund
Formation, Fund Investments, Capital Markets, Employment and HR, Intellectual Property, Corporate & Securities Law,
Competition Law, Mergers & Acquisitions, JVs & Restructuring, General Commercial Law and Succession and Estate
Planning. Our specialized industry niches include financial services, IT and telecom, education, pharma and life sciences,

media and entertainment, real estate and infrastructure.
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Press, in addition to being Asian-Counsel Firm of the Year 2009 for the practice areas of Private Equity and Taxation in
India Indian Business Law Journal listed our Tax, PE & VC and Technology-Media-Telecom (TMT) practices in the India
Law Firm Awards 2009 as also Legal 500 (Asia-Pacific) that has ranked us #1 in these practices for 2009-2010. We have
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Directors Handbook, 2009 lauded us for our constant and innovative out-of-the-box ideas. Other past recognitions include
being named the Indian Law Firm of the Year 2000 and Asian Law Firm of the Year (Pro Bono) 2001 by the International
Financial Law Review, a Euromoney publication. In an Asia survey by International Tax Review (September 2003), we

were voted as a top-ranking law firm and recognized for our cross-border structuring work.

Our research oriented approach has also led to the team members being recognized and felicitated for thought leadership.

Consecutively for the fourth year in 2009, NDAites have won the global competition for dissertations at the International
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been ranked No. 28 in a global Top 50 "Gold List" by Tax Business, a UK-based journal for the international tax

community.
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events, global and national trends as they unfold and examine case studies, debate and analyze emerging legal, regulatory

and tax issues, serving as an effective forum for cross pollination of ideas.

Our trust-based, non-hierarchical, democratically managed organization that leverages research and knowledge to deliver

premium services, high value, and a unique employer proposition has now been developed into a global case study and
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. INTRODUCTION

The world is looking at India as an attractive investment destination with strategic advantages and lucrative
commercial incentives. Over the past year, while numerous economies saw negative GDP growth rates, India
posted a growth rate of over 6%. The Indian economy, while not significantly affected during the global
recession, is preparing itself for another round of aggressive growth. The basis of these lofty expectations is
strongly grounded in the vast pool of untapped skilled and unskilled human resources across most economic
sectors in India. We have witnessed this through the tremendous growth experienced over the last 10 years
in India, in sectors ranging from manufacturing to information technology and services industries. Beyond
this, India offers a vast internal market for various products and services. It is therefore apparent that India

has a lot to offer to anyone looking to do business here from both the POT AOAMMAGE OOI A

perspectives.

In making a decision to enter India, to benefit from the inherent advantages offered by an existing Indian
partner in terms of market access, local knowledge or quick ramp-up, foreign investors and companies should
seriously consider forming Joint Ventures with Indian businesses (hereinA £OA O O A ANSCWHile
India has progressed in leaps and bounds, it still lacks cutting edge technologies and management processes.
Foreign partners possessing such technologies and processes can add significant value to JVs in India and
take advantage of local skills and markets. The process of establishing a JV in India and commencing the
business can be relatively uncomplicated if it is preceded by proper planning, market research and partner
assessment. Pulling off a successful JV requires setting specific and measurable objectives, identifying and
critically assessing potential partners and target market, and determining the right mode and format of JV. In
this paper, we examine how and why a JV is set up, the legal framework involved in JVs and the nuances of JV
documentation.

WHAT IS A JOINT VENTURE?

A ]V may be defined as any arrangement whereby two or more parties co-operate in order to run a business
or to achieve a commercial objective.! This co-operation may take various forms, such as equity-based or
contractual JVs. It may be on a long-term basis involving the running of a business in perpetuity or on a
limited basis involving the realization of a particular project. It may involve an entirely new business, or an
existing business that is expected to significantly benefit from the introduction of the new participant. A JV
is, therefore, a highly flexible concept. The nature of any particular JV will depend to a great extent on its own
underlying facts and characteristics and on the resources and wishes of the involved parties. Overall, a JV may
be summarized as a symbiotic business alliance between two or more companies whereby the

1 Joint Venture Forms and PrecedefBsitterworths, October 1997.
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complimentary resources of the partners are mutually shared and put to use.2 It is an effective business
strategy for enhancing marketing, positioning and client acquisition which has stood the test of time. The
alliance can be a formal contractual agreement or an informal understanding between the parties.

Global proliferation of business and commerce has given an international dimension to ]JVs. Corporate entities
across the globe seek cross-border alliances to share the resources, opportunities and potential to deliver
cutting edge performance. Such alliances are designed to suit the commercial requirements of parties and
vary from a mere transitory arrangement for one partner to establish its presence in a new market to a
calculated step towards a full merger of the technologies and capabilities of the partners.

PURPOSES FOR ESTABLISHING A JV

JVs are envisaged as alliances that yield benefits for the JV partners by offering a platform to attain their
business goals which would be difficult or uneconomical to attain independently. Establishing a JV with an
ideal partner provides a fast way to leverage complementary resources available with the other partner,
OEAOA AAAE 1 OEAOOG6 AADAAEI EOEAOh AAAAOO 1 PoxdivkrAfEAOOR C
into new businesses. India Inc. has come of age and is not just an investment destination but also an
aggressive investor. Indian companies have exhibited, in the recent past, their ambition to venture into the
quest for overseas expansion. The main stumbling blocks for Indian companies in achieving expected levels of
global presence are deficiencies in terms of product quality, technology, infrastructure and even management
processes. These deficiencies can be negated by way of an alliance with a foreign counterpart who is a
strategic fit. Alliances between those possessing varying expertise and capabilities in technology, marketing
and distribution, etc. are necessary to meet the growing needs of modern business.

Leveraging Resources

With the globalization, access to labor, capital and technological resources have become driving forces for

modern businesses toaim O1 AAEEAOA OAAT T 11 EAO T £ OAAI A88d 41 AAUR AD
be executed by a single company. From a wider perspective, the conduct of business mandates a huge pool of

resources extending from massive financial backup to plenty of skilled manpower. Cross-border business

projects are all the more demanding and the best solution is to either outright acquire or share them by

entering into a JV. Co-operation is a great way of reducing research and manufacturing costs while limiting

exposure.

Exploiting Capabilities and Expertise

Parties to a JV may have complementary skills or capabilities to contribute to the JV; or parties may have
experience in different industries which it is hoped will produce synergistic benefits. The basic tenet of a JV is
the sharing of capabilities and expertise of both the partners on mutually agreed terms. Such sharing grants a
competitive advantage to the JV partners over other players in the market.

2 New Horizons Limitedr. Union of India (UOI) and Or§1995) 1 SCC 478
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Sharing Liabilities

A ]V also offers parties an opportunity to jointly manage the risks associated with new ventures. Through a JV
they can limit their individual exposure by sharing the liabilities. When the liabilities and risks are shared the
pressure on each individual partner is correspondingly reduced. It reduces the risks in a number of ways as
the business activities of the JV can be expanded with smaller investment outlays than if financed
independently.

Market Access

JVs are the most efficient mode of gaining better market access. Companies utilize ]V agreements to expand
their business into other geographies, consumer segments and product markets. In the case of a cross-border
JV, the involvement of a locally-based party may be necessary or desirable in countries where it is difficult for
a foreign company to penetrate the market or where the local law limits the ownership structure by
foreigners. For instance, in India, certain market sectors remain restricted for foreign investment and a local
partner with a certain shareholding in the company is a regulatory necessity for commencing business and
making investments. These restrictions are discussed in further detail in a later section.

Flexible Business Diversification

JVs offer many flexible business diversification opportunities to the partners. A JV may be set up, as a prelude
to a full merger or only for part of the business. It offers a creative way for companies to enter into non-core
businesses while maintaining an easy exit option. Companies can also resort to JVs as a method to gradually
separate a business from the rest of the organization and eventually, sell it off. In certain circumstances, JVs
may be set up with strategic investors in the process of entering into a new market so as to initially provide
the foreign participant local infrastructure and guidance but with a view to integrate the operations of the JV
into the main company in the future. In this situation, the foreign participant may choose to acquire the local
DAOOEAEDAT 660 ET OAOAOGO 11 AA OEA OAT OOOA EO ObP A
foreign party is able to establish itself in the local market while the local party gets a liquid exit.

FORMS OF JVs

JVs may be either contractual or structural, or both. They may be broad based or narrowly defined and the
main classification of JVs is as equity / corporate JV and contractual JV. An equity ]V is an arrangement
whereby a separate legal entity is created in accordance with the agreement of two or more parties. The
parties undertake to provide money or other resources as their contribution to the assets or other capital of
that legal entity. This structure is best suited to long-term, broad based ]JVs. The contractual ]V might be used
where the establishment of a separate legal entity is not needed or the creation of such a separate legal entity
is not feasible. This agreement can be entered into in situations where the project involves a temporary task
or a limited activity or is for a limited term.

The four most common structures employed to constitute a JV are:
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JOINT VENTURES

Incorporated Unincorporated

Unincorporated
=l Entity (Partnership
etc.)

Cooperation
Agreement /

Strategic Alliances

Company JV

Here the parties to the JV would create a joint venture company j & Cod,Gnder the Companies Act, 1956
("Actd @ AT Ahobd th©dhakes of such company in an agreed proportion. This arrangement can also be
termed as Equity/Corporate JV.

The advantages of using a corporate vehicle are:

It is a universally recognized medium which gives an independent legal identity to the JV;
It puts in place a better management and employee structure;
The participants have the benefit of limited liability and the flexibility to raise finance; and

The company will survive as the same entity despite a change in its ownership.

The three most common ways of creating of joint venture companies may be described as follows:

Parties subscribe to shares on agreed terms: Parties to the JV incorporate a new company and
subscribe to the shares of the company in mutually agreed proportion and terms, and commence a
new business. The benefit of this route is that it allows structural flexibility in terms of creating an
entity which is tailor-made to suit the specifications of both the parties. The documents of
incorporation, i.e. the Memorandum of Association (the "MOA") and Articles of Association (the

Qordq T £ OEA *6 #18 x1 O A AA OOEOAAI U AOAEOGAA Oi

the parties.
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e Transfer of business or technology by one party and share subscription by the other: a variation of
the above model, would be where parties to the JV incorporate a new company. One of the parties

transfers its business or technology to the newly incorporated company in lieu of shares issued by
the company. The other party subscribes to the shares of the company for cash consideration.

e Collaboration with the promoters of an existing company: A proposed JV partner can acquire shares
of the existing company either by subscribing to new shares or acquiring shares of the existing

shareholder(s). The MoA and the AoA of the existing company would be amended accordingly to
incorporate the JVA into it.

Partnership

A partnership firm created under the Partnership Act, 1932, is in many respects simpler than a company, and
may perhaps be regarded as a halfway house between a corporate joint venture and a purely contractual
arrangement. A partnership represents a relationship between persons who have agreed to share the profits
of business carried on by all or any of them acting for all. A partnership JV or hybrid models are
unincorporated forms of JV which represent the business relationship between the parties with a profit
motive. This is reflected in the tax regime, whereby partners are separately assessed even though the profits
are computed as if the partnership were a separate entity. This JV has inherent disadvantages including
unlimited liability, limited capital, no separate identity etc. Whilst tax and commercial factors may sometimes
lead to the use of such unincorporated vehicles, the majority of business ventures tend to use a corporate
vehicle for establishing a ]V, the share capital of which is divided between the parties to the JV. As a result,
partnerships are not normally used for major businesses except by professionals such as solicitors and
accountants or where there are specific tax advantages.

Limited Liability Partnership

)T ¢mmyh OEA |, Ei EOAA |, EAAEABH@U EJ OO TADAREE B E! A@M A 1t TEU A
(QLPs6) in India. An LLP is a beneficial business vehicle as it provides the benefits of limited liability to its

partners and allows its members the flexibility of organizing their internal structure as a partnership based

on an agreement. At the same time a LLP has the basic features of a corporation including separate legal

identity. The LLP Act permits the conversion of a partnership firm, a private company and an unlisted public

company into an LLP, in accordance with specified rules. As a consequence of the conversion, all assets,

interests, rights, privileges, liabilities and obligations of the firm or the company may be transferred to the

resulting LLP and would continue to vest in such LLP.

A non-resident person who wishes to participate in a sole proprietorship or partnership firm registered in
India is subject to the Foreign Exchange Management (Investment in Firm or Proprietary Concern in India)

2ACcdOl AOET PabthershiptRegulatiofs6 8 ! T U Al 1 OOEAOOEIT O1 OEA AAPEO
partnership concern or any association of persons in India by a person resident outside India is subject to the
AppOT OAl 1T &£ OEA &l ORAECT FIPBOAOGI Al @ "9 @1 IxIEERAIEby-E46# AQIDMA TjOR

basis. This acts as another impediment to such structures, which is why a corporate entity is generally
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preferred from a structuring perspective. As per recent news reports, the government is also considering a
proposal to permit FDI into LLPs. We will update this paper with the relevant information once it is
announced.

Co-operation Agreement s / Strategic Alliances

The most basic form of association is to conclude a purely contractual arrangement like a cooperation
agreement or a strategic alliance wherein the parties agree to collaborate as independent contractors rather
than shareholders in a company or partners in a legal partnership. This type of agreement is ideal where the
parties intend not to be bound by the formality and permanence of a corporate vehicle. Such alliances are
highly functional constructs that allow companies to acquire products, technology & working capital to
increase production capacity and improve productivity. Strategic alliances provide companies an opportunity
to establish a de factogeographical presence and aid in accessing new markets, increase market penetration,
sales & market share. Co-operation agreements / strategic alliances can be employed for the following types
of business activities:

e Technology transfer agreements

e Joint product development

e Purchasing agreements

e Distribution agreements

e Marketing and promotional collaboration

e Intellectual advice

In such a JV the rights, duties and obligations of the parties as between themselves and third parties and the
duration of their legal relationship will be mutually agreed by the parties under the contract. The contract
will be binding on the parties and breach of it will entitle the other party to seek legal recourse against the
defaulter. Even though no corporate vehicle is involved and the parties to the agreement are not partners in a
legal sense, it is possible for them to be exposed to claims and liabilities because of the activities of their co-
participants on a contractual or quasi-contractual basis. Therefore, an indemnity should be included in the
agreement under which one party will indemnify the other for any losses that are caused through the actions
of the co-participants.

DOCUMENTATION IN A JV

Establishing a JV involves a series of steps and selection of the best partner after proper due diligence is the
most significant of all. Once a partner is identified, a memorandum of understanding j MoUb @ a letter of
intent j L®16 G signed by the parties expressing the intention to enter into definitive agreements. JV
transactions demand efficient, clear and foolproof documentation. Depending upon the nature of the JV
structure, definitive agreements would be drafted.

www.nishithdesai.com Page 11 of 49



JOINT VENTURES IN INDIA

Provided upon request only
May 2010

Nature of JV Entity Documentation

Incorporated ]V entity Company
e *6! T OEAOAEIT 1 QAEED AGOARAAT O j
e MoA and AoA of the JV entity; and
e Other agreements such as trade mark licenses and technology transfers.
LLP
e Limited Liability Partnership Agreement

e Other agreements such as trade mark licenses and technology transfers.

Unincorporated ]V entity | Partnership

e Partnership Agreement

e Other agreements such as trade mark licenses and technology transfers.
Cooperation/ Strategic Alliance/ Consortium

e Cooperation Agreement;

e Other agreements such as trade mark licenses and technology transfers

Essentially a JVA / SHA provides for the method of formation of the JV company and sets out the mutual rights
and obligations of parties for the purposes of conducting the JV and the manner in which the parties will
conduct themselves in operating and managing the JV. A further purpose is to prescribe, as far as possible, for
what will happen if difficulties occur.

In the case of non-corporate joint venture structures, the basic objectives of any formal arrangement between

OEA DPAOOEAEDPAT OO xEIl AA OOAOOAT OE AlTHe brray&nlerft dee@lly O OEAO
reflects, where appropriate, the absence of a separate legal vehicle and the fact that the joint venture may

relate to a project of finite duration.

The JVA /SHA or other agreements related to the JV necessarily requires proficient legal drafting and should
clearly incorporate all the relevant clauses that specify the mutual understanding arrived at between both
parties as to the formation and operations of the JV. The successful implementation and smooth functioning
of the ]V depends on the definitive agreements and hence it is critical to draft it in the best possible manner
without any room for ambiguity. A convoluted and vague documentation can be fatal to the ]V and hamper
the interest of the parties. The following are the most significant clauses that are to be carefully incorporated
into the JVA:

e Object and scope of the joint venture;

www.nishithdesai.com Page 12 of 49
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e Equity participation by local and foreign investors and agreement to future issue of capital;
e Financial arrangements;

e Composition of the board and management arrangements;
e Specific obligations;

e Provisions for distribution of profits;

e Transferability of shares in different circumstances;

e Remedying a deadlock;

e Termination;

e Restrictive covenants on the company and the participants;
e (asting vote provisions;

e Appointment of CEO/MD;

e Change of control/exit clauses;

e Anti-compete clauses;

e Confidentiality;

e Indemnity clauses;

e Assignment;

e Dispute Resolution;

e Applicable law

e Force Majeure etc.

MEMORANDUM & ARTICLES OF ASSOCIATION

The Companies Act requires every company to have a Memorandum of Association (MoAd) and Articles of
Association (A0AJ). The MoA and AoA are the charter documents of the company.

The JV agreement is between partners and does not bind the JV company unless its terms are included in the
AoA of the JV company.3 Therefore it is necessary to specifically incorporate the terms of the JVA /SHA into
the AoA of the ]V company. In India, the AoA and MoA prevail over the ]V agreement and the Act prevails over
the MoA and AoA. In the light of principles laid down by the courts in number of cases, and the statutory
provisions contained in sections 9 and 31 of the Act it could be said that anything contained in any document
which is inconsistent with the provisions of the Act or the MoA or AoA of the company, is ineffective and
cannot be enforced. In order to avoid conflicts arising between the agreement and the AoA, it is usual to
include a provision in the JV agreement to the effect that if the AoA is inconsistent with the provisions of the

3 VB Rangaray. VB Gopalkrishnan and Of&3 Comp Cas 201 (SC) (1992)
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JV agreement, then the parties will amend the MoA and AoA accordingly.

The main requirement in the MoA will be to make the main object clause sufficiently wide to cover the
AT Il DPATUBO DPOI bT OAA AAOEOEOEAO8 4EA -AiT OAT AOI 1
altered by the shareholders in accordance with the provisions of the Act. The objects specified in it, as
required by the Act, cannot be overstepped. Any ultra vires activity has serious consequences. A contract by a
company on a matter not included in the Memorandum of Association is, therefore, ultra vires. Therefore, the
parties to the JV should ensure that the current main objects of the company are vide enough to cover the

proposed activity of the JV Company.

Articles of Association are regulations for internal management of the company. They are the rules or bye-
laws for the conduct of Board & Shareholders meetings, issue and transfer of Shares, Powers & duties of
Directors, Managing Director etc. The AoA will contain such of the basic rules of the company as are not set
out in the agreement and will set out the different class rights (if any) of shareholders.
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1. INITIAL CONSIDERATIONS z REGULATORY AND SECTORAL ISSUES

REGULATORY ISSUES

With the advent of the new Industrial Policy on July 24, 1991, India opened up its economy and the
Government of India permitted foreign investments in India. By virtue of this change many industrial sectors,
which were closed, were opened up for investment, both domestic and foreign. Since then, the Government
has not looked back, and presently in many areas foreign corporations are allowed to invest, leading to
foreign corporations establishingx ET 1 1 U j pnnbq | x WASAE @@ PAOKAEAOEAO | O

Strategizing Shareholding Patterns

Before examining the regulatory and other restrictions applicable to JV Companies, it is important to

understand the effect of shareholding restrictions and thresholds on the control and management of a

company under the Act. 7EET A OEA AQOAT O T &£ A *6 0AOGIrddkloy OEAOAE
restrictions, the strategic imperatives behind the JV will generally determine the shareholding of each JV

Partner. For instance, a |V Partner contributing only intellectual property to a JV Company may prefer a

smaller shareholding and profit by way of royalties or fees instead of dividends or a beneficial exit. Similarly,

A 6 0AOOT AO xEOE A 1 AOGCAO OOAEA 1 AU DOAEAO O1 EAOA £EO]
Shareholder rights in relation to any Indian JV Company can be classified into two categories 7 statutory

rights and contractual rights, which are independent of each other. Statutory rights are derived purely on the

basis of shareholding (and the extent of shareholding) as per the provisions of the Act, while contractual

rights are derived from the terms and conditions of a shareholdersGagreement, irrespective of the extent of

AAAE OEAOAET 1 AA O30 Cotmby@dnkrdcthalriglitsGantot supéréede statutory rights.

From a statutory perspective, it is important to understand that any matter to be decided by the shareholders

of a JV Company may either be (i) ordinary matters 7 requiring the consent of at least a simple majority of the

OEAOAET T AROO POAOGAT O AT A OI OET ecitlimatthrk dreq@rmdtbekdniedt AAOOS |
i £27 AO 1 AAOGO xub T &£ OEA OEAOAET T AAOO POAOGAT O AT A O OET ¢

Any ]V Partner holding more than 25% in the JV Company would be able to exercise a certain amount of
control as such a shareholding would endow the JV Partner with the right to block resolutions on special
matters. Even as a minority shareholder a JV Partner holding 10% or more of the issued and paid up share
capital of the JV Company, can exercise certain statutory rights. Apart from instituting action against the JV
Company for oppression and mismanagement, a 10% shareholder is also entitled to:

(a) Rights against variation: If there is any variation of the rights attached to any class of shares, the holders
of at least 10% of the issued shares of that class who do not consent to or vote in favour of the resolution
for such variation may apply to the High Court (having jurisdiction over the area where the registered
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office of the JV Company is situated) to have the variation cancelled. Where any such application is made,
the variation shall not have effect unless and until it is confirmed by the said High Court.

(b) Derivative Rights: Derivative actions are defined as proceedings on behalf of JV Company by a
shareholder or shareholders in instances where the directors fail to live up to their duties. These actions
may be taken by any member of the [V Company. The JV Company is joined in such proceedings as a co-
defendant. If the action is successful, the JV Company becomes entitled to enforce the judgment. Matters
which can be the subject of a derivative action may be raised in petitions against oppression and
mismanagement. The court may permit a minority shareholder to join a personal action with a derivative
action in a single suit. A derivative action would not lie where what is complained of is nothing but a
negligent mismanagement of a company's affairs.

(c) Other rights: In addition to the above, a shareholder holding 10% or more of the issued and paid up share
capital of a JV Company is also entitled to:

i. Requisition a general meeting of the shareholders, and if the Board does not call the meeting, the
shareholder may call the meeting himself.
ii. Withhold consent and therefore prevent the holding of a meeting of the shareholders at shorter
notice [the holding of an annual general meeting at shorter notice requires the consent of all the
OEAOAET 1 AAOO AT A OEA EITAETC T &£ ATU 1T OEAO 1 AAOQETC
i AAOET ¢c8q OANOEOAOG OEA AT TOAT O 1T £ wub 1T £ OEAOAET T AA
iii. Before or upon the declaration of the result of voting on any resolution by a show of hands, he may
demand a poll. A shareholder would be entitled to demand a poll even if he holds shares on which at
least Rs. 50,000 has been paid up.
iv. Requisition the JV Company to give notice of any resolution, which he intends to move and circulate
to the members a statement with respect to the matter in the proposed resolution or any other
business proposed to be dealt with.
v. Apply to the Central Government for appointment of directors to safeguard the interest of the JV
Company its shareholders or the public interest.

In the light of the rights attached with the various thresholds of the shareholding of the JV Partner, it is always
preferable to hold at least 76% and gain special control over the JV Company. Holding at least 90% of the
shares of the ]V Company would give a shareholder near absolute control of the ]V Company.

The shareholders rights specified above, are available to foreign shareholders as well. The use of some of

below. Furthermore, with the use of instruments such as shares with differential voting rights, the effective
shareholding of a party may be increased.
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Foreign Direct Investment

4EA Ol EAAOAI 8 &1 OAECT wokAkBEvAd CAAQOIADAEAIT BT O ! AOOAbwiwh p O
OEA OAOAAITTEAT S &l ORAECT %ERAE@8 CA 2ACcOlI AGEIT ! AOh pwxo |
Presently persons resident outside India* are permitted to invest into securities of Indian companies

depending on the sectoral caps and as per the provisions of the FEMA and the delegated legislation

thereunder. The FEMA (Transfer or Issue of Security by a Person Resident outside India) Regulations, 2000

i TISPRO Regulationsé h 1 1T OA OPAAEZAZEAAI T U 3AEAAOIA ) 1T &£ 4)302/

)T AEAT AT T PATEAO O1 ARAO OFBIG g ORBORBSEOAAOD )1 OAOOI AT O j;

In an attempt to simplify the rules and regulations pertaining to the FDI policy, the Department of Industrial

01 EAU AT A DRpd qh OEIEN EQOOU 1T &£ #1711 AOAA AT A )T AOOOOUN

AT TOT 1T EAAOAA gdhdolidaxédiFBIRdlicyd QEAT O- AOAE oph ¢mpms8
effective from April 1, 2010 consolidates and more importantly, subsumes, all prior press notes / press
releases / clarifications issued by the DIPP as on March 31, 2010 and reflects the current policy framework
on FDI. The Consolidated FDI Policy clarifies various aspects of the FDI regime, including providing a
consolidated chapter on definitions relating to FDI. Certain clarifications on policy include the specific
prohibition on the issue of share warrants or partly paid-up shares to foreign investors. The Government has
decided to update the FDI policy on a six monthly basis, by issuing a new circular which would supersede all
prior press notes and circulars.

Investments can be made by person resident outside India in the shares / compulsorily convertible
debentures / preference shares of an Indian company, through two routes; the Automatic Route and the
Government Route.

Under the Qutomatic routed j OANOEOET C | the foReQ@iihvestorfoPtheOridi@nicbnGpany does
not require any prior government approval. The categories of investments that do not qualify to come under

the automatic route would be carried out via the non-automatic route, where special approval of the Foreign
)y T OAOOI AT & 0 OTFiIPB&EH /br othel spediffied govdrnment department(s) is required.

Over the past one decade, the scope of automatic route has been expanded and the requirement of Reserve

4EA #EC

"AT E 1 ARB)OICA D BiO® OAT EAO Al 01 AAAT xAEOAA ET 1100 AAOGAO

Foreign investment into a JV Company can be routed via the FDI scheme as prescribed under the FEMA. In
relation to FDI:

e Some sectors fall under automatic route for 100 % investments. The investee company is only
required to notify the Regional Office of RBI within 30 days of receipt of inward remittances and file
the required documents with that office within 30 days of issue of shares to the foreign investors.;

e For some sectors FDI up to a certain limit has been permitted without approval, however in order to
go beyond the sectoral cap the foreign investor has to seek permission from the FIPB or the

41 0 PAO 3 AA pdrsorfesideAtotitdidelindi@ | AAT O A PAOOIT xEI EO 11 6 OAOGEAAT O ET )1,
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3AAOAOAOEAOD 1 £ ) 3IA@MO GADAIT AIEDBOTOMAITO GEAR NOAT 001 1 &
In telecommunications, foreign investment up to 49%, in the equity of a joint venture company is
permitted without FIPB approval and beyond 49% up to 74 % will require FIPB approval.

e There are certain sectors such as atomic energy gambling and betting, where FDI is completely

prohibited.

Further, certain sectors and businesses in India have minimum capitalization norms under which a foreign
investor intending to invest in these sectors must invest a certain minimum amount. These sectors include:

1. Non-Banking Financial Services
2. Real Estate Construction and Development Projects

While FDI norms apply to direct foreign investments into an Indian company, in 2009, the Government of
India via Press Notes 2, 3 and 4 of 2009, attempted to set out a methodology for computing the quantum of
indirect foreign investment in downstream entities. Press Note 4, in particular, clarifies such methodology to
some extent. The Press Notes brought companies controlled by foreign investors (i.e. companies with more
than 50 per cent of their shares held by foreign investors or companies where the foreign investors may have
control over the board of directors) within the purview of FDI regulations. However, companies owned and
controlled by Indian promoters or entities (as per the same measure) are regarded as domestic companies. In
principle, from the language in the aforementioned Press Notes, it appears that holding companies with a
minority foreign interest may be able to invest in restricted sectors.

50:50 JV Entities to be considered foreign entities

2AAAT Ol uh OEA $ADPAOOI AT O 1 ADIpPd O EGAOE AIOT ®il IOBRAU OAT Al AOIOIE
which has 50% foreign investment as a foreign owned Indian entity. In a formal press note that is expected in

this regard, the DIPP proposes to clarify that the foreign investor will be required to divest at least 0.5% of

the joint venture in favor of the Indian partner to be re-classified as an Indian owned entity. In the event a

50:50 joint venture company is categorized as a foreign owned Indian entity, then the downstream

investments and sectors in which investments are made by the JV entity, will be subject to foreign investment

restrictions. The threshold (to establish foreign ownership) of 50% is inconsistent with Press Notes 2, 3 and 4
of 2009, which placed the relevant threshold at 51%.

As mentioned above, a proposal for joint venture with foreign equity, does not require any approval if it
conforms to the industry / product classification and foreign equity limit. In the event the proposed joint

OAT OOOA bpOi PT OA1 Oh AT AO 110 OAOEOAU OEAOA Oxi AOEOAOEA
approval.

Foreign Institutional Investment

Schedule II of the TISPRO Regulations provides for purchase/ sale of shares or convertible bonds of an Indian
company by a registered FII/ sub-AAAT O1T &6 O1 AAO OEA Obi OGP QEIOT BDAAOPIOA
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pertinent to note that a foreign investor cannot acquire listed shares of Indian companies on a recognized
Stock Exchange in India through a registered broker, unless such foreign investors are registered as a FIlI/
sub-account and the investments are made under the PIS route as per the provisions of Schedule II of TISPRO
Regulations.

FII/ sub-accounts are registered with OEA 3 AAOOEOEAO AT A %$EAI& §rdeg As SEBI AOA 1 £
i &1 OAECT )1 OOEOOOEI T Al 9EBIGIARGGDIativAs6 Q2 ACOI ACGET T Oh pwwuv | O
An FII can make investments up to 10% of the total issued share capital of the Indian company either its own

behalf or on behalf of each of its sub-accounts. However, asub-AAAT 01 6 O1 AAO O A& OAECT Al Ot
ET AEOEAOAI & AvedAdd tidb 5%PAtheltdtabissued capital of the Indian company. Further,

the aggregate holdings of all FIIs / sub-accounts may not exceed 24% of paid-up share capital of the Indian

company. However, this limit can be increased, up to the applicable sectoral caps for foreign investment, by

the Indian company by passing shareholders special resolution.

It should be highlighted that the aforesaid is applicable to foreign companies and individuals only. Should the
investment be made by non-resident Indians (Indian citizens living abroad or persons of Indian origin living
abroad and having foreign nationality), the investments laws are more relaxed.

Transfer of Securities

Compliance requirement varies depending upon the residency of the transferor and transferee of the shares:

Transferor Transferee Compliance, if any

India Resident | India Resident None, record of transfer on share certificate

India Resident | Non-Resident Filing of Form FC-TRS with the RBI

Non-Resident India Resident | Reporting requirements with the authorized dealer, subject to the
restriction that the Indian Resident should not have any previous tie-up
or venture in the same field

Non-Resident Non-Resident None, intimation to RBI recommended

In the JVA, any clauses dealing with transfer of shares, should be made subject to applicable laws. Further, the
time likely to be taken for obtaining the necessary approvals should also be considered. In the event that
shares are being transferred or issued to a non-resident, the pricing of the shares will need to be in
accordance with certain pricing guidelines. These guidelines are laid down by the RBI (in the case of
companies not listed on a stock exchange) and by SEBI (in the case of listed companies) as the case may be.
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Foreign investment/ technical collaboration s

Prior to 2005, any foreign party who wished to set up a joint venture, a tie-up or enter into a technology or
trade mark transfer agreement with an Indian party, was required to seek a prior approval of the FIPB. The
prior approval is was only required if the foreign collaborator had an already existing agreement for a joint
venture/ tie-up/technology and/or trademark transfer as that date on January 12, 2005, being the date on
which Press Note 1 of 2005 was released. The primary reasons to continue the requirement of approval in
such case, were that the new ventures should not in any way jeopardize the interests of the existing joint
venture or technology/trade-mark partner or other stakeholders. In this context, Press Note 1 of 2005 was
the first step towards liberalizing the environment for conducting businesses with a collaborative element in
India. Thus under the current regulations, setting up of a joint venture/ tie-up/ or entering into a technology
or trade mark transfer agreement with an Indian party are under the automatic approval route. The prior
approval of the FIPB is, however, required for a new proposal for foreign investment / technical collaboration
only in a situation where the foreign investor had any existing joint venture or technology transfer or
OOAAAT AOE ACOAAI AT O xEOE AT U )T AEAT DPAOOU ET OEA OOAI A
requisite justification and proof to satisfy the Government that the new proposal would or would not in any
way jeopardize the interests of the existing joint venture or technology/ trademark partner or other
stakeholders would lay equally on the foreign investor/ technology supplier and the Indian partner.

Royalties and lump sum fees

Earlier there were monetary caps on remittances (both lumpsum fees and period royalties) made for
technology collaborations and license or use of trademark and brand name.

Now there are no restrictions and the payments towards the lumpsum fee or royalties can be made without
any restrictions, regulatory or monetary.

REGULATORY RESTRICTIONS ON INDIAN COMPANY INVESTING OUTSIDE INDIA

A person resident in India will be subject to the Foreign Exchange Management (Transfer or Issue of any

&1 OAECT 3 AAOOEOUQqopeReguiatioAsd Elh1 GHi O¢ ORVOEDC ODb AT Al OEOU
ODI Regulations, a person resident India has been granted a general permission to purchase / acquire
securities in the following manner:

a. /| 00 T £ £O01T A0 EAT A ET 2AO0ERFBAcOUNMSI R ECT #OOO0OAT AU | AAT
b. Asbonus shares on existing holding of foreign currency shares; and
c.  When not permanently resident in India, out of their foreign currency resources outside India.

General permission is also available to sell the shares so purchased or acquired.

The general permission is subject to the following conditions:
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i. A person cannot make an investment exceeding 400 per cent of its net worth as on the date of the last
audited balance sheet. The said cap is relaxed in cases, where the investment is made out of balances
held in Exchange Earners' Foreign Currency account of such person. For the calculation of the
I OAOOAAO ET OAOOI AT OO 1T EIi EOOh OEA Al 1T OOEAOGETIN O1 (
Wholly Owned Subsidiary } \00S6 Qh 1 1T AT €0 4 WasAald 100i per Ceht of guarantees
issued to or on behalf of the JV/WOS are included;

ii. All transactions relating to a JV / WOS should be routed through one branch of an authorised dealer
bank to be designated by such person;

iil. In case of partial / full acquisition of an existing foreign company, where the investment is more than
USD 5 million, valuation of the shares of the company shall be made by a @ategory I Merchant
BankerGregistered with SEBI or an Investment Banker / Merchant Banker outside India registered
with the appropriate regulatory authority in the host country; and, in all other cases by a chartered
accountant or a certified public accountant;

iv. In cases of investment by way of swap of shares, irrespective of the amount, a valuation of the shares
will have to be carried out by a @ategory I Merchant Bankerdregistered with SEBI or an Investment
Banker outside India registered with the appropriate regulatory authority in the host country.
I DPOT OAl 1T &£ OEA &l OAECT )AIRBAQOIXET O QAOOIT AN TA "HAD
investment by swap of shares; and
V. The Indian party is required to report such acquisition in form ODI to the authorized dealer bank for
report to the Reserve Bank within a period of 30 days from the date of the transaction

The ODI Regulations further impose certain additional requirements on a person seeking to make investment
in an entity engaged in the financial sector should fulfill the following additional conditions:

i. The Indian entity be registered with the appropriate regulatory authority in India for conducting the
financial sector activities;

ii. The Indian entity should have earned net profit during the preceding three financial years from the
financial services activities;

iii. The Indian entity should have obtained approval for investment in financial sector activities abroad
from regulatory authorities concerned in India and abroad; and

The Indian entity should have fulfilled the prudential norms relating to capital adequacy as prescribed by the
regulatory authority concerned in India.

INDUSTRY ISSUES AND CONSIDERATIONS

There are certain sectors in the Indian economy where, due to restrictions on foreign ownership, JVs are a
commonly used method of doing business in India. Certain illustrative examples of such sectors are discussed
in this section along with issues that may arise specific to the respective sectors.
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Technology z Media z Telecom

The Technology-Media-4 A1 A ATMTS § OOAAOI O ET )1 AEA EAO AGPAOEAT AAA OI
The TMT sector provides investment opportunities in areas as diverse as software development, hardware,

outsourcing, movies, television, animation, print media, sports, mobile entertainment and advertising. The

Government of India has provided the sector its much needed impetus by opening up or relaxing the entry

barriers for foreign investments (foreign direct investments/FDI as well as indirect investments) in certain

important areas. JVs between Indian and foreign partners, strategic alliances and technology transfer
agreements have gained much popularity and significance in this sector.

An India entry strategy in the TMT space must consider the following:

e Potential investment routes and restrictions as per the permitted foreign investment limits in key
areas.

e Exchange control regulations under the Foreign Exchange Management Act, 1999 (FEMA) and rules
thereunder.

e Guidelines issued by the Ministry of Information and Broadcasting (MIB) and Telecom Regulatory
Authority of India (TRAI).

e Regulations governing External Commercial Borrowings (ECB) and Security regulations under the
Securities and Exchange Board of India (SEBI).

e Tax considerations under the Income Tax Act, 1961 (IT Act) and tax treaties.

IT&ITES

Foreign investment in Information Technology including companies engaged in BusinessztozBusiness (B2B)
e-commerce activities is permissible up to 100% under the automatic route, i.e. without obtaining any
government approvals.5 However, foreign investment in Businesszto-Consumer (B2C) e-commerce retail
activities is prohibited, except for single brand retailing where foreign investment is permissible up to 51%,
subject to prior approval of the Foreign Investment Promotion Board (FIPB).¢

The India Information Technology Act, 2000 has been amended to tackle newer forms of cyber crimes such as
cheating by impersonation, data theft, cyber terrorism, and offensive e-communications. There was also a
proposal to introduce the Communications Convergendgll to promote, facilitate, develop and harmonize the
carriage/content of communications.

Media

Foreign investment into advertising and content companies is allowed up to 100 percent without any

5 Press Note 7 (2008 series)
6 Ibid
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regulatory approvals, while in broadcasting entities, it is subject to the following”:

Medium

FDI Permitted

Other Government Clearances

required for operations

FM Radio

FDI + FII upto 20%

e MIB;

e  Wireless Operating
License from the Wireless
Planning & Coordination
(WPC) Wing, Ministry of
Communications.

Cable Network

FDI + FII upto 49%

e Registration with the Head
Post Master of the area
within whose territorial
jurisdiction the office of
the cable operator is
situated.

e  Multi-system operators
who provide cable
television network services
require MIB permission.

Direct-to-Home

FDI + FII upto 49%, FDI limit
cannot exceed 20%

e License from MIB in
consultation with Ministry
of Home Affairs (MHA) and
Department of Space;

e Standing Advisory
Committee for Frequency
Allocation (SACFA)
Clearance from WPC Wing;

e  Wireless Operational
License from WPC Wing.

Setting up hardware facilities
such as up-linking, HUB etc.

FDI + FII upto 49%

License from MIB

Uplinking a News & Current
Affairs TV Channel

FDI + FIl upto 26%

License from MIB in consultation
with MHA.

7 Ibid
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Uplinking a Non-News & Current
Affairs TV Channel

100%

License from MIB in consultation
with MHA.

Downlinking a News & Current
Affairs TV Channel

100% investment subject

to FIPB approval

License from MIB in consultation
with MHA.

Downlinking a Non-News &
Current Affairs TV Channel

100% investment subject

to FIPB approval

License from MIB in consultation
with MHA.

Publishing of Newspaper and | upto 26%
Periodicals dealing with news

and current affairs

Publishing of scientific | 100%

magazines / specialty journals /
periodicals

Internet Protocol TV (IPTV)

FDI + FII upto 74%j;

49%, subject to B approval in
respect of cable television networ
operators.

No separate specific license is
granted for provision of IPTV
services. The following service
providers are permitted to
provide the IPTV services subject
to their respective clearances:

e Telecom operators allowed
O DPOI OEAA 04
service (UASL);

e ISP Licensee with networth

of more than INR 100
crores;

e Any other telecom service
provider authorized by
DoT;

e Cable TV operators
registered under Cable
Television Network
(Regulation) Act, 1995.
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Head-end-in-the-Sky (HITS) Up to 74%;

License from MIB

e Each of the above requires prior approval of FIPB and MIB.

e Broadcasting licenses are granted only to companies incorporated in India.

TRAI has issued recommendations on cross holdings (vertical or horizontal) for media companies. These

recommendations are currently being evaluated by the government. Currently, cross-media ownership

restrictions are in place in relation to DTH services and private FM radio. Broadcasting companies/cable

networks are allowed to own a maximum 20 percent equity in a DTH company and a company providing FM
radio services cannot hold more than 15 percent of the total number of radio channels allocated in the

country.

Telecom

As in case of media, the foreign investment restrictions are as follows:

MEDIUM FDI PERMITTED

Basic and cellular, Unified Access Services, National/ International
Long Distance, V-Sat, Public Mobile Radio Trunked Services (PMRTS),
Global Mobile Personal

Communications Services (GMPCS) and other value added telecom
services

Up to 74% (including FDI, FI]I,
NRI, FCCBs, ADRs, GDRs,
convertible preference shares,
and proportionate foreign equity
in Indian promoters/ Investing
Company)

Automaticup to49% and FIPB
approval required beyond 49%

ISP with & without gateways, radio- paging, end-to-end bandwidth.

Up to 74%

Automaticup to49% and FIPB
approval required beyond 49%

Infrastructure Provider providing dark fiber, right of way, duct space,
tower (Category I); electronic mail and voice mail

100%

Automatic upto 49% and FIPB
approval required beyond 49%

Manufacture of telecom equipments

100%

Automatic

e Each of the above are subject to licensing and security requirements notified by the Department of
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Telecommunications (DOT).

e Telecom licenses are granted only to companies incorporated in India.

Further, some of the above media and telecom license conditions require:
e majority of the directors to be Indians;

e key positions in the company, if held by foreign nationals, to be security vetted by the Ministry of Home
Affairs (MHA);
e DOI T T OAOB80O EIT OA Gitxbr Adpdifiedperiod;A 1 1T AEAA

e prior approval for change in shareholding pattern of the licensee entity.

To promote the rollout of 3G and broadband services and to resolve congestion issues with second
generation mobile services, the Department of Telecom (DOT) has announced the auction for radio spectrum
O1 OO mibdigénération mobile services AAGT HAAAT A xEOAI AOGO AAAAOOS
Taking the above into consideration along with the rights available to majority and minority shareholder

under the Companies Act, 1956, a ]V with a foreign investor has to be carefully structured so as to ensure that
the interests of the foreign investor is adequately protected.

Pharmaceutical Sector

India has a USD 8.2 billion pharmaceutical market, representing one of the most emerging pharmaceutical
markets in the world.#8 Many global pharmaceutical companies have/are in the process of setting up their
base in India by increasing stake in their own Indian subsidiaries or collaborating with local pharmaceutical

companies.

Drugs and Pharmaceuticals

FDI up to 100% is permitted under the automatic route for production and manufacture of drugs and
pharmaceuticals including those involve recombinant DNA technology.?® The Ministry of Health and Family
Welfare has declared that even medical and surgical appliances should be considered as drugs under Section
3 (b) (iv) of Drugs and Cosmetics Act, 1940.

The JV Co. which manufactures drugs or surgical appliances will have to obtain all regulatory necessary
approvals required for commencement of business depending upon the nature of business they undertake,
e.g. appropriate license under the Drugs and Cosmetics Act, 1940. Respective State drug controllers have the
authority to issue licenses for the manufacture of approved drugs and monitor quality control, along with the

8 Booming Pharma Sector in Indj&NCOS Industry Research Solutions, August 2008
9 SupraNo. 1
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Central Drug Standards Control Organization ((ZDSCOJ). Also the JV Co. will have to comply with all the
industry standards and policies prescribed by the authority concerned at all points of time including the Good
Manufacturing Practices (GMP).

Hospitals
FDI is permitted up to 100% under the automatic route in the healthcare sector.1?

As discussed below, Press Note 2 (2005 series) provides that foreign investors can avail the automatic route
for development of townships, built-up infrastructure and construction-development projects, which would
include, but not be restricted to, housing, commercial premises, hotels, resorts, hospitals, educational
institutions, recreational facilities, city and regional level infrastructure, only if they compulsorily develop a
minimum area of 10 hectares or 50,000 square meters with a minimum capitalization of USD 5 million in case
ofa]V.

Press Note 2 (2006 series) clarified that the above mentioned non-derogable conditions provided under the
Press Note 2 (2005 series) are not applicable to development of hospitals in India. Hence, a JV established for
development of hospitals in India is not bound by these conditions.

A venture in the health care sector should obtain relevant registrations e..g.:
e Nursing home Registration certificate from Government authority

e (ertificate of registration under the Prenatal Diagnostic Techniques (Regulation and
Prevention of Misuse) Act, 1994;

e Certificate of registration for ultrasound machine;

e Authorization for operating a facility for generation, collection, reception, storage,
transportation, treatment and disposal of bio medical wastes;

e Authorization to operate a common facility under Bio-Medical Waste (Management and
Handling) Rules, 1998 from the Pollution Control Board;

e License to store compressed gas in pressure vessels;
e Authorization to obtain and possess certain category of drugs for use of patients:

e License to operate a blood bank for procession of whole human Blood for preparation for sale
or distribution of its components;

e License for grant of DD6 Narcotic drug license;
e Permit for the purchase and possession of denatured spirit;
e Registration under various applicable Labour Laws;

e Registration under various Indirect Tax Statutes.

10 Press Note 2 (2000 series)
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Hotel and Tourism

Hotel and Tourism is one of the most booming sectors in Indian economy. It has contributed heavily to the

01 00 $11 AOGD# Q0 OTA QAR BEAO ET OAAAT O DA @DO®O% FDIART | AT O 1
sector under the automatic route!! and has also identified significant the investment opportunities for the

next 5 years in tourism sector. Any foreign investor intending to set up a JV or enter into any strategic alliance

in this sector should carefully design the model to make it maximum tax effective. India has the highest tax

structure on tourism projects in the Asia Pacific region and hence it is a huge deterrent factor for foreign

investors.12 [is it only for tourism ?]

Foreign collaboration
The Government accords automatic approvals for technology agreements where companies are running or
managing hotels with at least 500 rooms, and the IT systems are provided by foreign suppliers. Automatic
approval is subject to certain parameters:
e the technical and consultancy services, including fees for architecture, design and supervision, do not
exceed USD 2m (less cost of land and finance);
e the franchising and marketing/ publicity support fee is up to 3% of the net turnover.

Approvals and Licenses

All the projects for establishment of hotels should obtain prior approval of the Ministry of Tourism.13 Project
approvals will be valid for 5 years. The Project Approval would cease 3 months before the date of expiry of
project approval or from the date the hotel becomes operational, even if all its rooms are not ready. The hotel
must apply for Classification in to different categories within 3 months of commencing operations.
Classification of hotels will be done by The Hotel & Restaurant Approval & Classification Committee
(MRACCO) under the Ministry of Tourism.14

Establishments must obtain various licenses, such as a liquor license, dance license, lodging house license,
eating house license, police permissions, a license under the Shop and Establishment Act, or a license under
the Food and Drug Administration Act, all of which are granted on an annual basis. If an establishment fails to
meet the requisite criteria the license is not renewed, effectively closing down the business.

Power

FDI up to 100% is permitted under the automatic route in respect of projects relating to electricity
generation, transmission and distribution, other than atomic reactor power plants. There is no limit on the

11 Press Note 4 (2001 series)

12Dr. P. Srinivasa Subbarao, A Study on Foreign Direct Investment (FDI) in Indian Touri€tonference on Tourism in India z Challenges
Ahead, 15-17 May 2008, IIMK

13 Guidelines for Approval of Hotel at the Project Stage, Ministry of Tourism

14 Guidelines for Classification / Reclassification Of Operational Hotels, Ministry of Tourism
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project cost and quantum of FDI.15 Tariff regulation is being handled through independent regulator at the
Central and State Government level. A ten-year tax holiday is available for companies and industries that
generate and distribute power if they have begun operations before March 31, 2010. In addition, a company
undertaking substantial renovation and modernization of existing transmission and distribution lines is
entitled for deduction of 100% of the profits if the renovation has been undertaken before March 31, 2010.
The Electricity Act, 2003 allows the sector to align with market features, and addresses many of the
difficulties coming in the way of greater participation of private sector.

Construction Development Projects

The Government has imposed a blanket ban on FDI in the real estate sector.l® FDI in construction
development projects including housing, commercial premises, resorts, educational institutions, recreational
facilities, city & regional level infrastructure and townships is 100% under the automatic route subject to
conditions prescribed under the Press Note 2 (2005 series). The conditions are as follows:

a. Minimum area to be developed under each project would be as under:

i. In case of development of serviced housing plots, a minimum land area of 10
hectare.

ii. In case of construction-development projects, a minimum built-up area of 50,000 sq.
mts.

iii. In case of a combined projects, any one of the above two conditions would suffice.
b. The Investment would further be subject to the following conditions:

i. Minimum Capitalization of USD 10 million for wholly owned subsidiaries and USD 5
million for joint ventures with Indian partners. The fund would have to be brought
in within six months of commencement of business of the company.

ii. Original investment cannot be repatriated before a period of three years from
completion of minimum capitalization. However, the investor may be permitted to
exit earlier with prior approval of the Government through the FIPB.

c. Atleast 50% of the project must be developed within a period of five years from the date of
obtaining all statutory clearances. The investor would not be permitted to sell undeveloped
plots.

As discussed above, the abovementioned conditions under Press Note 2 (2005 series) are not applicable to
hotels, hospitals and SEZs.1”

15 Investment Opportuities in Indig DIPP, Ministry of Commerce and Industry, Pg. 3 accessed from
http://siadipp.nic.in/publicat/Investment opportunities in India.pdf

16 SupraNo. 1
17 Press Note 2 (2006 series)
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Civil Aviation

100% FDI under automatic route is permitted for setting up Greenfield air port projects. In air transportation
services, FDI up to 49% is permitted under the automatic route subject to no direct or indirect equity
participation by foreign airlines.1® Hence a corporate JV between a foreign airlines company and an Indian
airlines company is not permitted. There is no prohibition on contractual or strategic alliances. Investment in
air transportation services by NRls is permitted up to 100% under the automatic route. A ten-year tax holiday
is available for operators of airports.

An exemption is available from income tax on interest and long term capital gains from any investments by
way of equity or long-term finance in enterprises wholly engaged in developing or operating an
infrastructure facility.

Insurance Sector

FDI up to 26% is allowed under the automatic route subject to obtaining appropriate license from Insurance
Regulatory & Development Authority (IRDA) under the Insurance Regulatory and Development Authority
(Licensing of Insurance Agents) Regulations, 2000.1° The Indian JV partner(s) should necessarily hold at least
74% in the JV Co.

TAXATION OF JOINT VENTURES

Basics of Taxation in India

Taxation of income in India is governed by the provisions of the Indian Income Tax Act, 1961 (hereinafter
OAEAOOAA IT\D qBedTA (G Endend€d by Finance Acts, from time to time. It lays down elaborate
provisions in respect of chargeability to tax, determination of residency, computation of income, et al. The ITA
provides for different tax rates for different category of persons, inter alia individuals, domestic company, i.e.
a company incorporated in India, foreign company, association of person (AOP), partnerships, etc.

BAAGETT 1 1T &£ OEA )41 OA&EAO Qabedithe®dsis of dBarg® & hcorieAak AdlgyE 1 C

Al xT OEAO OO abyhérsorEid sdbjedt th facome tax. The concept of total income is discussed in
Section 5 of the ITA, as per which residents are taxable in India on their worldwide income, whereas non-
residents are taxed only on Indian source income, i.e.income that is received or is deemed to be received or
income that accrues or arises or is deemed to accrue or arise in India2!. Section 9 of the ITA is a deeming
provision, which discusses when income is deemed to have been received, accrued or arisen in India.

19 Press Note 7 (2008 series)

23 AA0EIT ¢ jywwq AAEET AO 041 OA1 )T ATIT A6 O 1 AAT OEA Oic0AIAGATAIAGNT O

listed under section 5 of the ITA.
21 Section 5 (1) and 5(2) of the ITA.
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In this context, Section 6 of the ITA provides the basis for determining residency in India. Under Section 6(3)
of the ITA, a company is considered to be a tax resident of India, if it is incorporated in India or the control
and management is situated wholly in India. Accordingly, only if a foreign company is wholly controlled or
managed from India, it would be considered to be a tax resident of India from an Indian tax perspective.
Further, importantly, as per Section 6(2) of the ITA, a partnership, including a limited liability partnership, is
considered to be a tax resident in India, even if a part of the control and management is situated in India.

As mentioned above, as per the provisions of Section 9 of the ITA, a non-resident will be taxed in India to the
extent any income is deemed to accrue or arise in India. The provisions stipulated under section 9 of the ITA
inter-alia contemplate that that the income accruing directly or indirectly, through or from any business
connection in India, shall be deemed to be income accruing or arising in India, and hence where the person is
a non-resident, it will be includable in his total income. This section congregates all types of income from all
possible sources which a non-resident may have in this country?2. The fiction created by this section is
important in the assessment of income of non-residents owing to the fact that in the case of non-residents,
unless the place of accrual of income is within India, such non-resident cannot be subjected to tax. As receipt
of income in India by itself attracts tax whether the recipient is a resident or a non-resident, or whether the
income arose in India or outside?3, the fiction thus created is general and applies to both a resident and non-
resident?4.

4EA OAOI OAOOET AOGO AT 11 AAOGETI T8 OOAA ET OAAOQEIT w 1 £
continuous activity in nature. The term has been defined in the ITA inclusively, so as to include businesses

(@}
m

which have the authority to enter into a contract on behalf of the non-resident, maintain stock of goods and
delivery there-from on behalf of the non-resident and secure orders for the non-resident. However, the
definition being inclusive in nature requires further elucidation of the intent of the term. It is noteworthy that
the expression has been the subject-matter of interpretation by various courts. The scope of the expression
has been explained by the Supreme Court in CITv. R.D.Aggarwal & €25, wherein it was held that in order to
AT1 OOEOOOA OAOOET AOGO AT 11T AAOEI 16 OEAOA [ir&idedt whbkheAT T OET O
Indian party and a stray of isolated transaction is not enough to establish a business connection?t. The
essence of business connection is thus the existence of a close, real, intimate relationship between the non-

resident and the Indian party.

India has an extensive network of tax treaties with various countries. Under the ITA, tax treaties override the
provisions of ITA; however the taxpayer has the option to choose the application of the ITA if more
favourable. In order to avail benefits of such tax treaties the person needs to be a tax resident of the treaty
country. Thus, with respect to a non-resident who is a resident of a country with which India has signed a
Double Tax Avoidance Agreement ("DTAA"), the provisions of the ITA apply only to the extent they are
relatively more beneficial to the assessee. This view was affirmed by the Supreme Court in the landmark case
of Union of India v/s Azadi Bacaho Andolan and others?” where the issue centered around the challenge to a

22 CIT vCarborundumCg. p wx 0 q w¢ )42 tpp j - AAQaawofinddme Tafidt E@nAipRBOE ) UAT CAOS8 Oh
23 Raghava Reddi (PM). CIT(1962) 44 ITR 720 (SC). See also Standard Triumph Motor Co. Ltd. CIT(1993) 201 ITR 391 (SC)

24 Sree Meeakshi Mills Ltdv. CIT (1957) 28 ITR 31 (SC).

25 (1965) 56 ITR 20 (SC).

63 Al DAOE )Lawhof Irgdar@ Fa@ibt Edn. at p 1189.

27 2004 (10) SCC; 1
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Circular dated April 13, 2000 by which the Government had clarified that capital gains earned by a resident of
Mauritius on alienation of shares of an Indian Company shall be taxable only in Mauritius and not in India.

Thus, taxation of a joint venture in India would depend on the form of entity, and also the residential status of
that entity as determined under Section 6 of the ITA. Subsequently, the residential status would determine
the scope of the total income to be charged to tax in accordance with Section 5 read alongwith Section 9 of the
ITA.

Taxation of the JVCo

Company

A corporate tax rate of 30% is presently applicable to domestic Indian companies. A dividend distribution tax

jIptéeq 1 £ pub EO PAUAAI A ObPi 1T AEOOOE AAGE] shich divillend EOE A AT A
income is then tax exempt in the hands of the shareholders irrespective of their residential status. DDT is

payable irrespective of whether the company making the distributions is otherwise chargeable to tax.

In the context of a joint venture with foreign enterprises, it is pertinent to note that as per the Indian transfer-
pricing regulations, the Indianjl ET O OAT OOOA AT A OEA &I OAECT OEAOAEIT 1T AAO
AT OAOPOEOAOGSG AT A AT U OOAT OAAOGEI T O AAOxAAT OEAI xI1 01 A A,

Partnership and LLP

A partnership and an LLP are taxed similarly. The rate of income tax for a partnership and an LLP are the
same as for corporate entities, that is, 30%. However, the share of profit in a partnership firm (including LLP)
is exempt from tax in the hands of the partners. Pertinently, any interest, salary, bonus, commission or
remuneration by whatever name called which is received by or is due to a partner from such partnership
(including LLP) is chargeable to tax as business income.

Branch office

An offshore may operate in India in the form of a branch. A branch of a foreign company will be taxed in India
at the rate of 40%. Currently India does not levy a branch profits tax.

Here again it is pertinent to note that for transfer pricing purposes, the branch and the head office will be
considered to be associated enterprises and any transaction between the two entities will be required to be at
AOi 60 1 Al COES8
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Tax implications of various investment options

Investment by way of Equity and Preference shares

Gains earned on sale of shares of the Indian entity are taxed at the rate of 20% for long term capital gainsZ25,
and 30% and 40% for short term capital gains??, for residents and non-residents respectively.

Profits may be distributed by an Indian company either by way of dividends or by buy-back of shares.

e As mentioned above, dividend is taxed in the hands of the company declaring such dividend at the
rate of 15% and is exempt in the hands of the recipient of such dividends.

e The second method of distribution, that is, by the way of buy-back/ redemption of shares would
result in capital gains income in the hands of the shareholders. However, such a buy-back of the
equity shares is permitted only once in a period of 365 days, and a fresh issue of the same security is
not permitted before a period of six months from the date of the buy-back. Further, the Indian
company is permitted to buy-back a maximum of 25% of the outstanding paid up equity share capital
in one year. However, the shares which are bought back are exempted from the provisions of deemed
dividend.

This method of distribution is particularly employed in case where offshore enterprises form a JV in India.

Investment by way of Debt
An investment into JVs may also be structured in the form of debts such as loans or debentures.

Interest paid on the debentures and loans is subjected to withholding tax at the rate of 10% in case of
resident JV partners. On the other hand, the withholding tax on debentures held by and loans from non-
residents is 40%. However, interest payments on loans availed in foreign currency is subjected to a reduced
withholding of 20%.

The interest expense is, however, a tax deductible expense for the Indian company, and hence will go towards
reducing the taxable profits of the Indian company.

Contribution of Technology and Know-how

Contribution by JV partners could also take the form of technology inputs and know-how. For tax purposes,
payments made by the Indian JV entity as consideration for such contributions may be characterized as
O1T UAT OU 1T 0 AAA AEFG6 @AKok ikhdtérmsOAHd ariadgdn®nt with the JV partners.
For example, due to the application of the India-US tax treaty, payments made by an Indian entity for
technical services provided by a US resident would be treated as FTS only if the services result in the
imparting of technology or know-how to the Indian entity.

28 Gains on sale of shares held for a period exceeding twelve months

29 Gains on sale of shares held for a period not exceeding twelve months
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Under the domestic tax law, royalty or FTS paid to an Indian company would be subject to withholding tax in
India at the rate of 11.33 per cent (gross). Likewise, tax would have to be withheld at the rate of 10.55 per
cent on royalty and FTS paid by an Indian resident entity to a non-resident.

It may be noted that the characterization of income and the tax rate may vary depending on the beneficial
provision of an applicable tax treaty.

Use of Intermediate jurisdiction

Foreign enterprises could make investments into the Indian joint ventures through an intermediate holding
company set up in a favorable jurisdiction. India has a wide treaty network and the judicious use of an
appropriate offshore jurisdiction could result in benefits for the foreign company such as a reduced or nil rate
of tax on capital gains income, reduction in withholding tax rates etc. The choice of an offshore entity would
depend on the benefits available under the treaty between India and the offshore jurisdiction and the
domestic tax laws of the offshore jurisdiction.

The treaties commonly used for inbound investments include treaties with Mauritius, Singapore, Cyprus and
the Netherlands, for the purpose of setting up intermediary holding companies.

Mauritius is a favoured route for inbound investments into India. Mauritius accounts for almost 44 percent of
the foreign direct investment inflows into India. In accordance with the provisions of the India-Mauritius
DTAA capital gains earned by a Mauritius resident on sale of shares of an Indian company would not be taxed
ET )T AEA EA OEA - AOOEOEOO OAOEAAT O AT A0 110 EAOGA A DPAO
services form part of other income, which would only be taxed in India if the Mauritius resident had a PE in
India. Mauritius provides a foreign tax credit under its domestic law which in effect brings down the domestic

tax rate in Mauritius to a worst of 3% and to a best of 0% (in most cases).

The India-Singapore DTAA also offers substantial tax benefits. Capital gains income is exempt from tax
provided, that such person has not arranged his affairs with the primary purpose of availing benefits under
the India-Singapore Treaty. Thus, a shell/conduit company3°, that is, company with nil or negligible business
operations or with no real and continuous business activities in Singapore, shall not be entitled to the benefits
under the India-Singapore Treaty. The India-Singapore DTAA also contains a limitation of benefits clause
which restricts the benefits under the DTAA under certain circumstances. The Protocol to the India-Singapore
DTAA provides that the availability of the beneficial provisions under this DTAA with respect to capital gains
income are tagged along with the India-Mauritius DTAA, and shall only be operational so long as the similar
provisions under the India-Mauritius DTAA are in effect.

The India-Cyprus DTAA offer benefits similar to the India-Mauritius DTAA. The India-Cyprus DTAA is
favourable for making inbound investments into Indian debt securities. Pertinently, the interest income

30 The Protocol amending the India-Singapore DTAA signed on June 29, 2005 provides that a company shall not be a shell/conduit
company if:

. It is listed on the recognized stock exchange of the Contracting State; or

. Its total annual expenditure on operation s in that Contracting State is equal to or more than Singapore $ 200,000 or INR 5,000,000
in the respective Contracting State as the case may be, in immediately preceding period of 24 months from the date the gains arise
i.e. the date of alienation.
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earned from the Indian debt securities would be liable to a withholding tax under the Act or the India-Cyprus
DTAA, to the extent whichever is more beneficial. The withholding tax under the Act is at the rate of 40
percent whereas under the India-Cyprus DTAA the same is reduced to 10 percent, therefore the more
beneficial provision being under the India-Cyprus DTAA may be availed off. Moreover, Cyprus being a
%OO0I PAAT S5TEIT jO%s56Qq 1 £A#ZAO0O0 AAAAOGO O1 OEA xEAA OAT C.
including the Parent-Subsidiary Directive.

The India-Netherlands DTAA also offers exemption with respect to tax on capital gains in a restricted form, it
also provides for a favourable tax rate with respect to interest income which is taxed at 10%. Most European
investors prefer to route their investments into India through Netherlands. Thus India-Netherlands DTAA is
favourable for making inbound investments into India. Further, like Cyprus, Netherlands being an EU nation
is entitled to the beneficial treatment permitted between EU nations. India-Netherlands DTAA has also
proved to be beneficial for outbound investments from India.
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I11.  NUANCES OF A JV TRANSACTION

DUE DILIGENCE

The necessity of carrying out a due diligence is dependent on the commercial structure of the joint venture
being entered into. A transaction that involves two entities coming together to form a third entity to
penetrate a different market or to start a new business line may not require a due diligence unless the
diligence to be carried out is on the business partners itself. However, if the joint venture proposed is through
the acquisition of an existing company, the conduct of diligence is imperative. No matter what form the
transaction takes, each joint venture partner must ensure, whether through a diligence or through
representations, warranties and corresponding indemnities, that the other has the ability to perform and
carry on the business proposed through the joint venture entity. Additionally, it must be ensured that existing
and/or new liabilities of a joint venture partner are not transferred to or suffered by the new joint venture
entity.

The scope of a diligence should be established at the outset of a transaction. Akin to a diligence carried out for
other corporate transactions, in a joint venture transaction requiring a diligence legal, financial and tax teams
are separately appointed to review their corresponding aspects of the AT | D AT U8 Q TypiQIY Hawye® O
tend to peruse corporate documents dating 3 to 5 years prior to the commencement of the diligence and
taxation documents dating 7 years prior to the commencement of the diligence, with a thorough diligence on
outstanding litigation matters that the party may be involved in, with a view to reasonably eliminate legal
risks.

Where a major business asset is proposed to be transferred into the joint venture, the focus of diligence can

be more easily defined. In this scenario, one can expect the lawyers to give a full report on major contracts,

1 EOECAQGEITh OAGCOI AOI OU AOPAAOO AT A 1 EAAEI EOEAO AEEAAO
accounting treatment for the same. When the focus of the joint venture is an asset that is not familiar to the

other partner, it may be advisable to engage an independent business expert to assess the asset. Many parties

may be averse to letting an independent expert make an observation report, especially in cases where the

asset in question is related to intellectual property, for the fear that trade secrets may be revealed. However,

even considering this risk it is advisable to insist on conducting a due diligence on such asset, lest it result in

an expensive mistake for the collaborating party.

TERM SHEET OR MEMORANDUM OF UNDERSTANDING

yl A ETET O OAT OOOA OAAT AOET h xEOE OEA PAOOEWKR®adOEI I AQC
or terms of the transaction may not be immediately possible. However, a brief description of the terms on
which the joint venture is proposed to be undertaken ought to be agreed by the joint venture parties prior to
undertaking the transaction. This document EOQ AT i I 1T T1 U ETT x1 AO A OOAOI OEAAC
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understandil C68 ) £ OEA OOAT OAA OE inlentetink tth D&jand vedukeranhe subjedt ECAT AAnR
to the favourable outcome of such diligence. The exercise of accurately allocating legal and commercial

OAODPI T OEAEI EOEAO AT A 1QikHsGnalte€m she@ @ of ArdalimpomaAce Odd nly aré A C A
parties clear on the envisaged transaction but this also facilitates drafting and negotiation of legal
documentation. More often than not Indian parties tend to treat a term sheet as sacrosanct and deviating

from the terms once agreed becomes difficult. Appropriate legal advice ought to be taken prior to entering in

a term sheet to ensure more fruitful discussions on legal documentation.

REPRESENTATIONS AND WARRANTIES

Representations and warranties j 1®ps and warrantiesd @le basically presentations of the underlying facts,
past, present and future, on the basis of which parties are induced to enter into and consequently arrive at a
consensus on the transaction. Depending upon the nature of the arrangement, specific reps and warranties
may be made by one JV partner to the other JV partner and/or to the JV entity and vice versa. The extent of
the reps and warranties would vary depending upon the purpose, bargaining power of the parties, the extent
of shareholding etc.

Some reps and warranties are discussed below:

e It will often be appropriate for joint venture partners to provide for reps and warranties regarding
themselves to the other joint venture party. This is mainly to assure the other party ofi T A8 O &£ET A1 AE /
standing and confirmation that there will be no unpleasant surprises waiting once the joint venture
company is underway. Individuals may also be required to give representations regarding past
careers, lack of past criminal proceedings, bankruptcy chargers etc.
e  When a business or an asset is being transferred to a JV entity by one of the JV Partners, such partner
will not only give reps and warranties to the to the JV entity, but also to the other joint venture
partner, as often the JV partner participates and receives a stake in the JV on the basis of the assets
transferred.

AKkin to other commercial transactions, persons making representations would always try to limit both the
number of warranties given and the time period for which they are given. These considerations would usually
be swayed by the opinion of the party holding more commercial clout between the joint venture partners.

INDEMNITY

As alegal concept, an indemnity is a contractual obligation to compensate another party for any loss incurred
by such other party due to a breach of a contractual obligation undertaken by the indemnifying party. Reps
and warranties are often coupled with an indemnity provision. Consequent to the indemnity provision, in the
event of a breach of the reps and warranties, the party that suffers losses on account of such breach is entitled
to be compensated for such losses. The right to indemnity is one given by original contract and is in addition
to the right to damages arising from the breach thereof, which right is granted under law.
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LIMITATION OF LIABILITY AND LIQUIDATED DAMAGES

Parties may limit their liability whether under an indemnity clause or for a breach of a contractual obligation
or for a breach of a rep and warranty by any or all of the following ways:

e By capping the amount of monetary liability under the indemnity clause. For example, the payments
to be made under indemnity clause would be limited to the amount of money brought in by the JV
partner seeking the indemnity;

e Allocating floor threshold limits in the reps and warranties and any other obligations commercially
agreed made so that a breach of the same giving rise to a monetary consequence that is less than that
represented is not considered a breach of such rep and warranty

e Byincluding a de-minimum clause, wherein the party claiming indemnity will not be able to claim for
every minor breach, but only if the braches individually and/or collectively add up to a certain
amount;

e By limiting the time period during which the other party may claim indemnity. In other words, by
adding effective clauses to say that no indemnity will be claimed after a certain number of years have
passed from the date on which the representations were given. Parties may usually negotiate not to
put a time period limitation on the representation on capacity to enter and sign the joint venture
agreement, but may agree to limit the representations on contracts for a period of 3-5 years and
representations on tax for a period of 7 years.

e Indemnity may also be limited by a disclosure schedule accompanying the representations and
warranties, wherein the party giving the reps and warranties discloses specific liabilities and issues,
for which it may not be subsequently prosecuted for misrepresentation.

Parties may also choose to include liquidated damages, where upon the occurrence of certain breaches, the
party in breach will be required to pay a fixed sum stipulated in the contract. While this may provide the
indemnified party with a certain level of comfort, there is no guarantee that such damages will be
enforceable, as a court may view them as unreasonable.31

DIRECTORS AND CONTROL

Representation on the board of directors of a joint venture is dependent on the shareholding agreed to
between the joint venture parties. The nuances of the shareholding in an Indian company have been
discussed in earlier chapters. It is important to note that not all corporate decisions require the approval of
the shareholders. Consequently, many corporate decisions begin and end with the board of directors of a
company. Generally, decisions of the board of directors are subject to the approval of the majority of directors
present and voting, subject to the requirement of meeting a quorum. A cause for concern is when the joint
venture is between 2 parties, both of whom want equal representation on the board of directors of the JV
entity with a view to ensure that neither can outvote the other during a board meeting. Such equal
representation may lead to deadlock situations hampering the progress of the business of the ]V entity.

The position of a director is always a balancing act between what is expected and practical reality. Under law,

31 Fateh Chand. Balkishan DasAIR 1963 SC 1405; Nait Ramv. Shib Dat(1882) 5 All 238, 242
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a director has a fiduciary duty to act in accordance with the best interests of the company. However,

DOAAOCEAAI 1 Uh A AEOAAOI O 1TTIiETAOGAA AU 11-A006& BDEAOTH AO OEE
keeps an eye on the working of the company, but at the same time limits his liability in being a director to the
maximum extent possible.

Generally, this disparity between the law and practice does not lead to a position of conflict especially since in
a joint venture arrangement the directors so nominated represent the interests of the shareholders
themselves. Apart from the fiduciary duties of a director, a director is also saddled with many statutory duties
and obligations, the breach of which can attract penal provisions under various legislations. For instance, in
the event the company commits an economic crime, since the company as a juristic entity cannot serve a
DOEOT T OA7T OAT AAh Orkafbe Anpriséhddiinktéadd AEOAAOT 0O

Although more common in a private equity investment, there have been situations in which minority joint
venture parties seek certain affirmative voting rights on certain reserved matters in a joint venture
OOAT OAAOCET 18 4UPEAAIT U OEEO EO OAAT ET OEOOAOEITO xEAO
the financially strong JV partner) and the other JV partner contribution is business acumen and experience.
Any matter that is outside the scope of the normal day to day working of the company may be included in this
list of reserved matters. Common reserved matters include (without limitation):

a. Theappointment and/or removal of senior management or the statutory auditors of the company;
b. Changes in capital structure, mergers and acquisitions, creation of subsidiaries; and
c. Large capital expenses, acquisitions of outside entities, entering into indebtedness.

The exercise of these rights may be either affirmative (requiring the affirmative vote of the right-holder) or
negative (granting a veto to the right-holder) in nature. However, in a joint venture scenario, the matters
constituting the veto list are usually resolved by way of unanimous vote, which is further resolved by systems
to resolve a deadlock situation as discussed later in this chapter.

DIRECTORS IN SITUATIONS OF CONFLICT

The proper action for a director to do would be to declare his interests in front of the board, and exit at the
time when such matters concerning his interest are discussed at a level where decisions are taken.
Alternately, the said director may also delegate his voting power to another nominee, or to a committee
which will have to take decisions in the best interests of the joint venture company.

These solutions will work if there is sufficient number of disinterested directors to continue to vote on matter
if the director (s) interested refrains from voting. However, in a joint venture company, almost all directors
are nominees of the joint venture partners. Also in a joint venture company, more often than not, the matters
discussed and decisions made at the board level, may have differing implications for the joint venture
partners and the joint venture company, resulting in a possible conflict of interest for the director
representing the joint venture partner. For example, if the joint venture company is undergoing a financial re-
structuring that is likely to affect the financial position of all the shareholders, as regards their participation in
the joint venture company, this may bring their interest to conflict. In such cases each director will have to
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balance their interests with the interests of the company. Ideally, directors placing themselves in this
situation should have all proceedings of the meeting of the board minutes and in particular the contribution
and participation of each director. Further, resolution of dead-lock mechanisms will gain importance in this
scenario.

RESOLVING A DEADLOCK

Confronting and resolving a dead lock is one of the main concerns in a joint venture exercise. A deadlock is
usually faced where there are two parties having as equal control of the JV entity, are in dispute and neither
party is willing to surrender control to the other.

While there is no definite way of completely avoiding conflicts and deadlocks, one way of possibly minimizing
a deadlock situation is to ensure a full document of the joint venture exercise, setting out detailed division of
responsibilities for establishment, development and operation of the joint venture company. This,
accompanied with a detailed business plan where the commercial parameters are clearly set out, will
definitely help in reducing the amount of conflict.

One of the most common ways of resolving a conflict may be to give the chairman of the board a casting vote,
so that neither party is deadlocked out of a disagreement. The difficulty in this may be that the both parties
may then want to appoint the chairman to the board. If a common chairman cannot be decided, the parties
may also opt for an independent person to take on the responsibility of the chairman, thereby having the
casting vote, and thereby taking into account the best interests of the joint venture company by not taking
into consideration individual party interests.

4EA %l ¢l EOE EAOA EIT OGN A OGIAIAE Ao O AMBEMITIEAON OEIEG O1 1 OET ¢ £
arise in a joint venture company. This method believes that senior officials from either party, removed from
the day to day operational functioning of the party may be in a situation to look at the larger picture and
thereby find a sensible solution, something their respective teams cannot. While there is a difference of
opinion on how successful this method is, in the least it offers time for the respective executive teams to view
the difference objectively and therefore maybe find an amicable solution.

Another approach is to surrender the control of the joint venture to the other party or rather, have the

A E A E G ivebol ppwer shift between the two joint venture partners every financial year or two. The

advantage of this ethos, which has been seen to work in considerable joint ventures, is that the decision

making power shifts from one party to another, thereby giving both parties to the chance lead and accept the

i OEAO PAOOEAOS AAAEOEI 108 4EA AEOAAOAT OACA 1T &£ OEEO AE
regulatory and commercial, which could mean that many crucial decisions may have to be taken in one

parOU6 O OAOI h OAOOI OET ¢ ET OAOAT Oi AT O AU OEA 1T OEAO PAOOL
mindset wherein the one party controlling the decisions making power in one year tries to re-do the actions

of the other, with an intention to have their way on a particular issue. However joint venture companies who

have overcome these hurdles seem to find this balance of power work to the advance of the joint business.

Another approach could be to refer the deadlocked matter to an independent reviewer, who is capable of
taking an independent decision in view of the best interests of the company. One of the disadvantages of this
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approach is that an independent reviewer may not be staffed with the abilities to understand the business of
the JV entity. To avoid such a situation, the independent reviewer could be a group comprising independent
consultants that have legal, regulatory and commercial experts.

A put or call option (as discussed below) may also be considered as a method for deadlock resolution. Often,
the threat of the exercise of such an option will prove a sufficient deterrent to push the parties to resolve the
deadlock.

Aggrieved parties from deadlocked situations, deprived of all other solutions may consider routes like
mediation and conciliation in order to resolve the deadlock situation. In mediation and conciliation, the
parties introduce a third party mediator or conciliator to act as an intermediary between the parties in
resolving the deadlocked matter. Although mediation and conciliation are similar dispute resolution
techniques, their differences are recognized under the Indian Arbitration and Conciliation Act, 1996. Whilst a
mediator is seen to be more of a facilitator helping the parties to arrive at a consensus, a conciliator is seen to
be more of an intervener. Apart from assisting the parties to arrive at a consensus, a conciliator is permitted
to make proposals for settlements. A settlement agreement arrived at between the parties pursuant to
conciliation is binding on the parties. These methods may not be inexpensive and may be time consuming
enough for the deadlocked parties to consider resolving the conflict through a more efficient method. Lastly,
the parties can adopt dispute resolution mechanism as stated in the agreement such as arbitration or
litigation, the outcome of which are binding on the parties. These dispute resolution methods have been
discussed in further detail below.

3( 1 2%(/ . $%236 ! 2%%- %. 43

While operating a JV involves various intricacies including rights ET 3 EAOAET 1 AAOOS
appointment and voting rights, there are many other important considerations that must be taken into
account. Many situations may arise in the course of business that may require changes in the shareholding
patterns. Underperformance and similar issues may arise wherein one party may either wish to buy-out
AT T OEAO PAOOU T O OAIl EOO OOAEA 1T O OEA Al OEOA =
into play, including put and call options, drag along rights and various others. Furthermore, various other exit
options too may be considered. These and other provisions in the JV Agreement must be looked into in some
detail. This chapter discusses these rights and their utility in JVs.

PUT AND CALL OPTIONS

As discussed earlier, in any joint venture, the parties are rarely on an even footing. For instance, where one
party may possess intellectual property valuable to the JV, another party may have a greater vested interest
in the JV (such as being a promoter in an investee JV Co). For these reasons, the rights each party is able to
negotiate will vary as well. Put and call options are rights that permit shareholders to force the purchase and
sale of shares in the JV Co. These options may also prove useful in avoiding deadlocks wherein one partner
may retain one of these rights as a deterrent against deadlocks.
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Put Option / Redemption

In the context of a ]V, a put option is usually negotiated where there is a clearly identified promoter. A put
option enables the right-holder to sell their shares to another party such that the other party must
compulsorily purchase the shares offered. It is generally exercised as a downside exit or reduction in
shareholding.

In certain cases, such as a wholly domestic joint venture, having instruments such as optionally convertible
preference shares may permit the redemption of such shares by the JV Co. Further, subject to the restrictions
under Section 77A of the Companies Act, 1956, the JV Co may buy back shares up to 25% of its total paid-up
equity capital.

Redemption is not an option readily available to foreign residents. Securities issued to foreign residents that
are redeemable would be equated with debt and bring the investment under the purview of the external
commercial borrowings guidelines, which in turn would result in numerous restrictions.

A put option to the promoter may also be considered wherein a JV partner may be given the option of selling
all or part of its shareholding in the JV Co to the promoter. Such a purchase would result in substantially less
regulatory issues than the options of redemption or buyback. In the case of a ]V, where the shareholding of a
JV partner is likely to be greater than 25% and a foreign resident may not have the option of buyback, a put
option to the promoter remains the most viable alternative.

A put option to the promoter may also be at the discretion of the promoter and at a price determined by the
promoter. A clause of this nature is usually considered onerous and pricing can be tricky. Various methods for
determining prices may be used, such as fair market value or determination of a minimum guaranteed return
based on the internal rate of return anticipated by the investing JV partner.

Call Option

A call option in JV documentation is usually negotiated by a party which has more than just a financial
interest in the JV Co. A call option enables the right-holder to call upon another shareholder to compulsorily
sell their shares to the right-holder. Often promoters or promoter groups prefer to retain a call option so that
in a downside, they can retain control of the JV Co by buying out other JV partners. In certain situations,
where non-promoter partners are confident of carrying out the business of the JV Co, they too may negotiate
a call option. This may be due to undervalued assets such as intellectual property contained in the JV Co. A call
option is generally triggered by a loss of confidence in the JV partner.

TRANSFER AND PRE-EMPTION RIGHTS

When parties enter into a ]V, it is often their intention to preserve the ownership of the entity amongst known
and friendly entities. For this reason, there are usually numerous restrictions placed on the transfer of shares
by such parties. These restrictions, including pre-emptive rights and rights of first offer or refusal, which are
put in place to ensure that the ownership and control of the ]V is in the hands of the partners or those they
approve of. Further, in the event of a sale or an exit, a transfer may be forced or chosen using rights such as
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drag-along rights and tag-along rights. Many of these rights may be considered onerous on parties not
holding them.

Pre-emptive Right

In the event of a fresh issue of shares to a third party by the JV Co, a pre-emptive right-holder will first be
given an opportunity to subscribe to these shares. A preemptive right is generally exercisable at the issue
price offered to the third party and on the same terms and conditions. In a joint venture, where the partners
are more than just investors, very good reasons may exist for preventing the entry of third parties. In such
cases, a pre-emptive right offers the right-holder the power to prevent new third party investors from
entering the JV Co provided the right-holder is willing to pay the asking price.

Right of First Refusal (ROFR)

A right of first refusal entails that in the event a shareholder in the JV Co intends to sell its shares to a third
party, the right-holder must first refuse to purchase the shares in question. The right-holder will, however,
have to match the price and terms offered by the third party. In a JV, this would usually be a common right
granted mutually. The idea behind granting such a right is that the JV partners are given an opportunity to
block the entry of any third party into the JV where they are certain that the selling JV partner is determined
to exit.

Right of First Offer (ROFO)

A right of first offer entails that in the event that a shareholder in the JV Co intends to sell their shares, they

may only do so after offering the shares to the right-holder. The right-holder may choose a price and terms

and respond to the selling shareholder accordingly. The main difference between this right and a ROFR is that

with a ROFO, the right-holder has a greater say in the price at which it purchases the relevant shares. While

the selling JV partner will usually have the option to reject the right-ET 1 AAOS O 1T ££AOh EAOEIT C
advantage is generally beneficial to the right-holder.

Tag Along Right

A Tag Along Right grants theright-ET 1 AAO A OBBGBEGS6OI 1 OPEBCOAI A T £ OEAOAO 1|
and sell their shares to a third party purchaser on the same terms and conditions. A tag along right serves to
ensure that no man gets left behind. While the right remains exercisable at the option of the right-holder, a JV
Partner who intends to exit will be forced to consider the exercise of a tag along right when negotiating with a
third party purchaser. Since the selling JV partner is likely to look out for himself while making the sale, the
terms and price negotiated will usually be beneficial to the right-holder. However, situations may arise where

the right will need to be exercised in order to avoid being placed together with an undesirable JV partner as a
OAOGOI O T £# OEA ETEOEAT *6 0AOOT A0O6O OAIlI As
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Drag-Along Right

A drag-along right is generally viewed as an onerous right. A drag-along right permits a right-holder that is
selling its shares the right to force another shareholder to sell their shares alongside the right-holder. This
provides the right-holder the ability to offer to sell a greater and perhaps controlling proportion of the JV Co,
which may be more attractive to potential third party purchasers. The primary disadvantage to a shareholder
against whom this right is exercised is that such shareholder will not have any say in the price and the terms
and conditions and will be forced to sell regardless. However, as with a tag along right, the selling right-holder
will usually negotiate terms and a price that are beneficial to it.

EXIT OPTIONS

Not all JVs are destined to last forever. In fact, some are begun with a specific horizon in mind, at which point
the partners will choose to exit the venture. Exits may be effected in various ways, including liquidation, sale
AT A Al ET EOEAIPOD®A | £B0 O HAEADEEIC QA AOAT O OEAO 11
such as drag-along rights can provide them the window necessary to effect the exit.

Initial Public Offering

In the event that certain parties wish to exit the venture, an IPO can provide these shareholders an exit at the
time of listing. An IPO is usually negotiated with a time threshold in mind and may act as either an exit for
certain JV partners or as a liquidity event for all the partners. In the former situation there is usually an
identified promoter who wishes to continue with the business while permitting all or some of the other
partners to exit. In the latter situation, some of the partners can extract liquid profits from the company
without losing control of the JV Co. An IPO can be conducted by way of a fresh issue, where the JV Co will issue

10U AAOC

and allot fresh securities, or through an offer for sale wherethe JVCox ET1 1 1T £#£AO OAAOOEOEAO EA

existing shareholders desiring to exit, or through a combination of both, to inter-alia public for the first time
provided that in an IPO conducted by way of an offer for sale the equity shares may be offered for sale to the
public only if such equity shares have been held by the sellers for a period of at least one year prior to filing
the draft offer document with the Securities and Exchange Board of India. In the event that equity shares
received on conversion or exchange of fully paid up convertible securities are being offered for sale, the
holding period of such convertible securities as well as that of resultant equity shares together shall be
considered for the purpose of calculation of one year period An IPO paves the way for listing and trading of

the]VvCi 80 OAAOOEOEAO 11 OEA 001 AE AGAEATI CAO ET )1 AEAR O

shares in the JV Co.

The process of conducting an IPO is primarily governed by the Securities and Exchange Board of India (Issue

of Capital and Disclosure 2 ANOE OAT AT 00Qq 2 ASEE ICAR® Eepulaidnso (Bt o3 AJOBAAO OEA

ICDR Regulations, there are other important legislations that govern IPOs such as are the Companies Act,
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1956, the Securities Contracts (Regulation) Rules, 1957 and the listing agreements of the stock exchanges

where the securities are proposed to be listed. The ancillary legislations that may get applicable to an IPO are

FEMA and the various regulations, press releases and circulars issued thereunder from time to time by the

RBI, the foreign direct investment policy of the Government of India and the various industry specific laws

and regulations. There are various eligibility criteria that a company must meet prior to undertaking an IPO.

Some of the other essential elementssuchAO | ET ET O1 1T £ZAO OANOEOAI AT 6Gh POIT 11
in requirements must also be borne in mind while doing an IPO in India. The price at which the securities are

issued/sold pursuant to the IPO is determined in accordance with the SEBI ICDR Regulations. Broadly, the

price may be determined either through a book building issue where the issuer company only stipulates a

price band or a fixed price issue where the issuer company stipulates the fixed price.

A promoter is an essential legal component to an IPO and is cast with several obligations in connection with
the PO including but not limited to contributing not less than 20% of the post issue capital which
Al T OOEADOOGETT EO OANDEDAAL O A OBRAEIT A Oi IEAsEIRiAMARMDEOS 4EA 3
promoter to include the person or persons who are in control of the issuer; (ii) the person or persons who are
instrumental in the formulation of a plan or programme pursuant to which specified securities are offered to
public; (iii) the person or persons named in the offer document as promoters. An IPO is usually seen as an
upside exit for JV partners wishing to exit as they will usually not be effected unless the JV Co is in shape to
undergo an IPO both in terms of the health of its finances and the maturity and viability of continuing the

business of the JV Co.
Liguidation

Winding-up or liquidating a JV Co permits a full extraction of the principal investment as well as the profit in
the JV Co and may often be useful in fixed-horizon projects. However, in India, winding up is a procedure that
may face numerous delays including conducting procedures before the courts. In the case of Indian
companies investing in other jurisdictions, however, liquidation may prove to be a speedy and convenient
exit option. Further, as discussed earlier, structuring a JV Co as an LLP can also provide a speedy exit.

Third Party Sale

A fully functioning JV Co may be sold to a third party purchaser in order to provide an exit for the various
partners and to allow them to liquidate their shareholding without going through a lengthy winding up
process. Unlike a drag along right, a third party sale is usually negotiated as an upside exit with the extraction
of profits occurring through a profitable acquisition.

Drag Along Right

In an exit scenario, a drag along right can prove very useful, especially where the third party purchaser wants
a larger chunk of the shareholding of the company than the right-holder can provide. In cases of termination,
this may be a default drag along right, as discussed in further detail below.
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TERMINATION AND ITS CONSEQUENCES

-ATU 60 OATA 1106 Oi AA COAAO AOOET AOGO EAARAAOG AT A Oi i/

circumstances, it is important to know how the JV Agreement will terminate. While all the aforementioned
rights may form a part of the exits, in the event that the parties determine not to continue with the JVA at all,
safeguards must be inserted to ensure the equitable distribution of assets.

JVAs often enumerA OA AAOOAET OAOGAT 00 1T &# AAEAOGI 68 10 O AOAOEAI

defaulting parties will have the right to terminate the JVA. In this event, a drag along right may be included as
a default provision which may be exercised only upon the occurrence of such an event. Granting a default
drag along right generally serves to act as a deterrent against breaches and defaults. Further, a default put
option may be considered as well. Termination clauses linked to default or breach provisions generally aim to
skew the rights in the agreement to the non-defaulting party.

Parties may terminate the relationship even before the consummation of the transaction and the issue or
purchase of shares. [ssues that may be faced with respect to the distribution of assets are limited here as the
JV Co may not have received any assets at the time of termination.

DISPUTE RESOLUTIONS32

JVs may often face disagreements between the partners. While these may not always escalate into full-fledged
disputes, it is wise to provide a clear mechanism for dispute resolution. Many forums exist for resolving
disputes. If one of the partners is a foreign entity, the courts their jurisdiction may be beneficial. Arbitration,
whether ad-hoc or institutional, remains a popular option with many international arbitral institutions
opening centers in India. However, in the choice between these, one must consider various factors.

Governing Law and Jurisdiction

In any agreement, it is necessary to identify the governing law, which serves to determine the substantive law
that will apply to any legal proceedings which may arise from the agreement. The choice of the governing law
of an agreement must be an informed choice. Where multiple jurisdictions are involved, certain legal systems
may be better suited to the specifics of the agreement. For instance, in a JV in which IP is licensed from a
foreign party to an Indian party, the proprietor of the IP may wish to choose a governing law which affords
better IP protection. Similarly, where the parties are likely to seek damages against one another in a dispute,
it would be better to choose a jurisdiction that would compute and award damages in a reasonable manner.

Some jurisdictions may be better or faster than others at delivering justice and an informed and coherent
choice must be made between the options. Indian courts are generally overburdened and therefore tend to
permit various procedural delays to get in the way of a normal hearing process. As a result, cases filed in
Indian courts can drag on for decades. However, courts in other jurisdictions tend to be substantially faster in

201 AAOA OAEAO O1 1060 0ADPAO OEOI AA O$SEODPOOA 2A01 1 OOET dcussEdherginl AEAS
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processing matters and delivering justice. Certain parties that may anticipate a default occurring on their part
may wish to choose slower courts as opposed to arbitration or foreign courts. Certain jurisdictions may
favour their own citizens unreasonably. An informed choice must therefore be made between jurisdictions
when determining the governing law and jurisdiction of the contracts.

Arbitration

Arbitration is the prevalent non-judicial dispute resolution mechanism for commercial disputes in many
jurisdictions. While it is usually faster than approaching the courts, various factors need to be considered in
choosing arbitration. Arbitration generally tends to be more expensive than litigation. In India, arbitration is
Cl 6OAOT AA Au OEA | OAEOOAOEIT AT A #11AEIEAOQOETT !
advantages of arbitration is a reduction in or elimination of procedural delays. In India, arbitration is
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generally preferred for resolving commercial disputes. While awards can be challenged in courts, the courts
have begun to frown upon frivolous challenges to reasoned awards.

Another issue that arises is with respect to judicial intervention in arbitration proceedings. Section 9 of the

Arbitration Act permits parties in domestic arbitration proceedings to approach the courts before or during

arbitration proceedings to obtain interim reliefs including securing the amount or property in dispute, and

any other relief the court may perceive to be just or convenient. Where foreign parties are involved, in order

Ol DPOAOGAT O OEA EIT OAOOGAT OET1T 1T A&/ OEA AiI 60OOOh OEA DAOOE,
#1117 AOAEAT | OAE QOdl Ovsidé Iadia @ith a AorkignAiibdtadtive law and must specifically

exclude the applicability of Part I of the Arbitration Act (which includes Section 9).

Enforcement

In India, a significant issue that may arise with both litigation and arbitration is in enforcing the foreign
judgment or award. India is a party to the New York Convention (1960). However, though the New York
convention has been signed by around 140 countries, under section 45 of the Arbitration Act, India has
notified only about 45 of these as reciprocating territories. Therefore, awards delivered only in those 45
countries (i.e. when seat of arbitration is in a reciprocating territory) can be enforced in India on a reciprocal
basis. Similarly, India recognizes only about 12 countries for the reciprocal enforcement of judgments. A
judgment or award from a jurisdiction that has reciprocity will be enforced in India as though it is a decree of
the Indian courts. On the other hand, a judgment or award from a non-reciprocal jurisdiction, while having
some credibility, cannot be directly enforced as a decree. A new suit will have to be filed on the basis of such
award/ judgment and a decree to execute the foreign award/ judgment must be obtained in an Indian court.
This process could lead to considerable delays. Further, even a judgment or award from a reciprocating
territory may be challenged in Indian courts on certain grounds.
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IV. CONCLUSION
YT AEA EO DOAOGATOI U TTA T &£ OEA x1 01 A60 AEAOOA&RRts.COT xET C
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and technologies in the country. While the situation has significantly improved since then, the Indian market

lagging developed economies in terms of the quality of products and services sold in the domestic market. In

this context, joint venture between foreign partners and Indian companies is a great way to bridge this gap.

Joint ventures can utilize the best in technology and local market knowledge in order to take advantage of

)T AEA8O 1 AOOEOGA AT i AOGOEA |1 AOEAO AT Ah AZEOOOEAOKh O1 OOA
control liberalizations on payments to foreign technology providers will further spur JV activity in the

country.

In terms of the security of an investment into India, the Multilateral Investment Guarantee Agency now
underwrites investments made into India. Furthermore, India has an excellent track record of upholding the
various international treaties and trade arrangements it is party to. Since 1994, India has entered into
bilateral investment treaties with over 70 countries, further strengthening its commitment to international
trade. On a broader level, India has a strong, democratic political structure with a well-rooted legal system
based on common law.

India has grown more or less unscathed through the worst of the global recession. It has beaten all
expectations and everyone is optimistic of its future as a global economic powerhouse. Taking advantage of
I AE A8-st bpbrating environment and large domestic market, joint ventures are a great way to

DAOOEAEDPAOA ET )T AEAB8O0 ET AOAAEAT A CcOl xOE 001 OUS8
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