MERGER AND ACQUISITION IN INDIA: A LEGAL FRAMEWORK

ABSTRACT

Indian Corporates were subjected to stringent control regime before 1990s. This has given erratic growth of Indian enterprises during that period. The Indian economic reform since 1991 has opened up the challenges both in domestic and international spheres. The reform process started by the government since 1995, has influenced the functioning and governance of Indian Corporates, which has resulted in adoption of different strategies by the corporate enterprises. In that process Mergers and Acquisitions (M & A) have become a common phenomenon. 
The increased competition in the global market has prompted the Indian companies to go for Merger and Acquisitions as an important strategic choice. India in the recent years has showed tremendous growth in the Mergers & Acquisitions deal. The increasing volumes is witnessed in various sectors like that of Finance, Pharmaceuticals, Telecom, FMCG, Automobiles and Metal industries. Some of the major factors resulting in this sudden growth of merger and acquisition deal in India are favourable government policies, excess of capital flow, economic stability, corporate investments and dynamic attitude of Indian companies.
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INTRODUCTION

In this backdrop, Indian corporate enterprises have undertaken restructuring exercises primarily 

through M & A within legal framework to create a better presence and expand in their core areas of interest. The legal framework for Merger & Acquisitions in India is governed through the following regulations: 

· SEBI’s(Regulation in relation to Mergers and Acquisition)

· Indian Companies Act 1956 in relation to Mergers and Acquisition.

· The Competition Act 2002

· Income-Tax Act 1961 in relation to Mergers and Acquisitions.

REVIEW OF LITERATURE
A survey of the available literature on M & As and it’s impact on the different aspects of corporate entities has been carried out. Further, research studies specific to India and their limitations and research dimensions for the present study has been found out.Industrial organization studies normally considers longer time horizons than the share price studies. Most of the firms do not show significant improvement in long term profitability after acquisition (Scherer 1988). Due to the existence of strict government regulations Indian companies were forced to go to new areas where capabilities are difficult to develop in the short run. In pursuit of this strategy, they often change their organization and basic operating characteristics to meet the diverfied business and management within a legal framework. Das (2000) compares the pre-merge and post merger operating profit margins for a sample of 14 acquiring firms and find a decline in profitability in 8 of these companies after merger. The study of sample (2000) supports these findings. Overall the results point to the possibility of merger driven by managerial self-interest motive of growth maximization within the legal framework. This is also verified by Ganapathy etl. (2010), who found that mergers and acquisitions are powerful indicators of a robust and growing  economy. The legal framework for such corporate restructuring must be easy and facilitative and not restrictive and mired, in bureaucratic and regulatory hurdles. He has recommended that legal recognition to “contractual merger” can go a long way in eliminating the obstructions to mergers & acquisitions in India.

OBJECTIVES OF THE STUDY
· To study the legal environment for merger and acquisition in India.

· To develop a model of the legal framework for merger and acquisition.
LEGAL FRAMEWORK OF MERGER & ACQUISITION: AN ANALYSIS 
The primary economic motives of merger and acquisition in India are synergy in operating economies, tax advantages, growth and diversification etc. However, the practice of M & A must be within the following legal framework:
A. SEBI REGULATION IN RELATION TO MERGERS & ACQUISITION
1. Takeover and listing agreement exemption clauses 40A and 40B of listing agreement.

i) Clause 40A of Listing Agreement: It deals with substantial acquisition of shares and requires the offeror and the offeree to inform the stock exchange when such acquisition results in an increase in the shareholding of the acquirer to more than 10%

ii) Clause 40B of Listing Agreement: It deals with takeover efforts. It refers to change in management. Where there is no change in management, clause 40B of listing agreement will not be applied. However sub clause 13 of amendment of clause 40B also provides an exemption to the scheme approved by BIFR. There is no provision under clause 40B for exemption of non BIFR companies.
2. SEBI (Substantial Acquisition of Shares and Takeover) Regulations, 1997

On the basis of recommendations of the Committee, the SEB1 announced on Febuary20,1997 the revised takeover codes as per Securities and Exchange Board of India (Substantial Acquisitions of  shares and Takeovers) Regulations, 1997. The objective of these regulations is to provide an orderly framework within which substantial acquisitions and takeovers can take place. Salient features of this new takeover codes (Regulations 1997) may be enumerated as follows:

(i) Any person, who holds more than 5% shares or voting rights in any company, shall within two months of notification of these Regulation disclose his aggregate shareholding in that company, to the company which in turn, shall disclose to all the stock exchanges on which the shares of the company are listed, the aggregate number of shares held by each such person.

(ii) Any acquirer, who acquires shares or voting rights which (taken together with shares or voting  rights, if any, held by him) would entitle him to more than 5% shares or voting rights in a company- (a) in pursuance of a public issue, or (b) by one or more transactions, or (c) in any other manner not covered by (a) and (b) above, shall disclose the aggregate of his shareholding or voting rights in that company, to the company within four working days of the acquisition of shares or voting rights, as the case may be.

(iii) Every person, who holds more than 10% shares or voting rights in any company, shall, within 21days from the end of the financial year, make yearly disclosures to the company, in respect of his holdings as on 31st March each year.

(iv) No acquirer shall agree to acquire, of acquire shares or voting rights which (taken together with shares or voting rights, if any, held by him or by persons acting in concert with him), entitle such acquirer to exercise 10% or more of the voting rights in a company, unless such acquirer makes a public announcement to acquire shares of such company in accordance with the Regulations.

(v)  No acquirer holding, not less than 10% but not more than 25% of the shares or voting rights in a company, shall acquire, additional shares or voting rights entitling him to exercise more than 2% of the voting rights, in any period of 12 months, unless such acquirer makes a public announcement to acquire shares in accordance with the Regulations.

(vi) The minimum offer price shall be the highest of- (a) the negotiated price under the agreement; (b) average price paid by the acquirer for acquisitions including by way of allotment in a public or rights issue, if any, during the twelve month period prior to the date of public announcement; (c) the price paid by the acquirer under a preferential allotment made to him, at any time during the twelve month period up to the date of closure of the offer: (d) the average of the weekly high and low of the closing prices of the shares of the target company during the 26 weeks preceding the date of public announcement.

(vii)  The public offer shall be made to the shareholders of the target company to acquire from them an aggregate minimum of 20% of the voting capital of the company provided that acquisition of shares from each of the shareholders shall not be less than the minimum marketable lot or the entire holding if it is less than the marketable lot.

(viii)  Within 14 days of the public announcement of the offer, the acquire must send a copy of the draft letter to the target company at its registered office address, for being placed before the Board of Directors and to all the stock exchanges where the shares of the company are listed.

(ix)  Any person other than the acquirer who had made the first public announcement, who is desirous of making any offer, shall, within 21 days of the public announcement of the first offer, make a public announcement of his offer for acquisition of some or all of the shares of the same target company. Such offer shall be deemed to be a competitive bid. No public announcement for an offer or competitive bid shall be made during the offer period except during 21days period from the public announcement of the first offer.

(x)  Upon the public announcement of a competitive bid or bids, the acquirer(s) who had made the public announcement (s) of the earlier offer(s), shall have the option to make an announcement revising the offer or withdrawing the offer with the approval of the SEBI.

B. PROVISION OF THE INDIAN COMPANIES ACT 1956 IN RELATION TO MERGER AND ACQUISITION 
Sec 390, Sec 392, Sec 393, Sec 394, Sec 395 and Sec 396 of the Indian Companies Act 1956 govern the merger in India. The provisions of the above stated  sections are outlined below..
Sec 390- This section provides that the expression “arrangement” includes a reorganization of the share capital of a company by the consolidation of shares of different classes or by both these methods.

Sec 391- This section deals with the meeting of creditors/members and National Company Law Tribunal (NCLT’s)  sanction to scheme.

If majority of the number representing at least three-fourths in value of creditors or members of that class present and voting agree to compromise or arrangement , the NCLT may sanction the scheme. NCLT will make order of sanctioning the scheme only if it is satisfied that company or any other person who has made application has disclosed all material facts relating to the company..

Sec 392- This section contains the powers of NCLT to enforce compromise and arrangement.

Sec 393- This section contains the rules regarding notice and conduct of meeting.

Sec 396- This section contains the power to Central Government to order amalgamation.

C. REGULATION OF COMBINATIONS (SEC 6, THE COMPETITION ACT, 2002)
1. No person or enterprise shall enter into a combination which causes or is likely to cause an appreciable adverse effect on competition within the relevant market in India and such a combination shall be void.

2.  Subject to the provisions contained in sub-section(1), any person or enterprise who or which proposes to enter into a combination, shall at his or it’s option give notice to the commission, in the form as may be specified, and the fee which may be determined by regulations, disclosing the details of the proposed combinations, within thirty days of –

D. PROVISION OF THE INCOME TAX ACT, IN RELATION TO MERGER & ACQUISITIONS
Income Tax Act, 1961 is vital among all tax laws which affect the merger of firms from the point view of tax savings/liabilities. However, the benefits under this act are available only if the following condition mentioned in Section 2 (1B) of the Act are fulfilled:

a) All the amalgamating companies should be companies within the meaning of the section 2 (17) of the Income Tax Act. 1961.

b) All the properties of the amalgamating company (i.e.. the target firm) should be transferred to the amalgamated company (i.e., the acquiring firm).

c) All the liabilities of the amalgamating company should become the liabilities of the amalgamated company, and

d) The shareholders of not less than 90% of the share of the amalgamating company should become the shareholders of amalgamated company.

In case of mergers and amalgamations, a number of issues may arise with respect to tax implications. Some of the relevant provisions may be summarized as follows:

a. 
Depreciation U/S 32: The amalgamated company continues to claim depreciation on the basis of written down value of fixed assets transferred to it by the amalgamating company. The depreciation charge may be based on the consideration paid and without any re-valuation. However, unabsorbed depreciation, if any, cannot be assigned to the amalgamated company and hence no tax benefit is available in this respect.

b. 
Capital Expenditures: If the amalgamating company transfers to the amalgamated company any asset representing capital expenditure on scientific research, then it is deductible in the hands of the amalgamated company under section 35 of Income Tax Act, 1961.

c. 
Exemption from Capital Gains Tax: The transfer of assets by amalgamating company to the amalgamated company, under the scheme of amalgamation is exempted for capital gains tax subject to conditions namely (i) that the amalgamated company should be an Indian Company, and (ii) that the shares are issued in consideration of the shares, to any shareholder, in the amalgamated company. The exchange of old share in the amalgamated company by the new shares in the amalgamating company is not considered as sale by the shareholders and hence no profit or loss on such exchange is taxable in the hands of the shareholders of the amalgamated company.

d. 
Carry Forward Losses of Sick Companies: Section 72A(1) of the Income Tax Act. 1961 deals with the mergers of the sick companies with healthy companies and to fake advantage of the carry forward losses of the amalgamating company. But the benefits under this section with respect to unabsorbed depreciation and carry forward losses are available only if the followings conditions are fulfilled:

I. The amalgamating company is an Indian company.

II.  The amalgamating company should not be financially viable.

III. The amalgamation should be in public interest.

IV. The amalgamation should facilitate the revival of the business of the amalgamating company.

V. The scheme of amalgamation is approved by a specified authority, and

VI. The amalgamated company should continue to carry on the business of the amalgamating company without any modification.

e. 
Amalgamation Expenses: In case expenditure is incurred towards professional charges of Solicitors for the services rendered in connection with the scheme of amalgamation, then such expenses are deductible in the hands of the amalgamated firm.

MODEL OF LEGAL FRAMEWORK:

Fig. Legal Framework for Merger & Acquisition in India

SUMMARY AND CONCLUSIONS

The law governing mergers and acquisitions is contained in section 390 to 396 of the Companies Act 1956.Under section 391, NCLT has wide powers to consider and approve (or disapprove) any type of compromise or arrangement, reconstruction by way of amalgamation or demerger being only specific cases thereof. Securities and Exchange Board of India (Substantial Acquisition of Shares and Takeovers) Regulations, 1997 specified codes that govern the processes of substantial acquisition of shares and takeovers. There are 47 rules in this regulation. General obligation of the Acquirer is specified under regulation 22 and general obligations of the board of directors of the target company is specified under regulation 23. 

The merger and acquisition are showing rising trends and opportunities of profit and growth for big firms which has direct and indirect bearing affect on the market and there are the possibility of the manipulation and monopolization of business world. Keeping in mind this fear, the government of India has enacted Competition Act, 2002(Amendment Act 2007) to check the negative impact of business combinations over the upcoming business market. At present we have full fledged Competition Commission of India which regulates the interest of budding businessman and poor customers from the dominance of big business players.

Finally the Income Tax Act 1961 introduced certain tax saving and tax management provisions to facilitate the benefits of Merger and Acquisitions. 
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