








institutional investors why this initiative was necessary.”
Given the cash-intensive aspect of the investment, building
the new distribution centre required a wilingness to accept

a short-term slowdown in profit growth. One year later the press
reported strong progress in New Look’s transformation. '
Changes to both the chain’s distribution network and its design
team contributed to an 18.8% rise in total sales during the 14
weeks up to 1 January 2005, according to management. New
Look doubled the number of designers working on new ranges
to 22 and also strengthened its buying and merchandising
team™ (see Exhibit 3 for New Look’s key financials).

Larger Store Format Management felt the threat of market
consolidation and the need for New Look to broaden its
presence in the market. In the UK, this was done in part by
sheer physical presence, e.g. through acquisitions of the
leases and/or property of 30 former C&A stores and new
store openings. In addition, a rebrand campaign was
launched in 2004: “The New Now” gave New Look a more
upmarket image, and presented a clean, modern
fashion-oriented store image consistently across the chain.

The management team and the new investors looked closely
at expanding the company’s clothing and accessories
ranges, wanting to roll out their larger store format further by
offering a wide range for the whole family. They followed a
rollout of menswear across many stores after the buyout and
also launched a separate children’s clothing line.

International Expansion Management pushed expansion into
other European countries and the Middle East with new store
openings in France, Belgium, Ireland and Dubai. “Expanding
into Europe and Dubai was another key driver in their
transformation process,” said an insider. “This too would
have been difficult to pursue while listed on public markets
without being punished by decreasing price shares.”

New Look Employees

The public-to-private transaction was supported both by the
management team and New Look’s employees. Employees
across the ranks, from middle management and beyond,
were very excited about the deal, as they felt this would give
the company the opportunity to expand the brand further
and with it, their own career development, as New Look’s
presence grew in the market.

Employee Incentives According to Wrigley, many employees
felt the public-to-private transaction brought a culture of
inclusion to the company. While New Look had been publicly
listed, employees had always had the opportunity to own
shares; however, post-buyout, a new programme was set
up, giving management and a large proportion of employees
the opportunity to become New Look shareholders.
Committed to taking as many people with them as possible,
the management wanted a vehicle for employees to directly
participate in New Look’s transformation process. Twenty of
New Look’s extended management team invested directly in

4 Liz Morrell, “New Look grows up”, Retail Week, 8 April 2005.

the company as it went private. Four levels of managers were
able to participate: executive directors, operative directors,
controllers, senior managers and select store managers with
a particularly good performance rating. To give a wider group
of employees the chance to participate in New Look’s
development, The New Look Trust for Employees was set up,
enabling employees to indirectly hold shares in the company
as beneficial owners of The Trust. By mid-2006, over 300
people had invested in the option scheme via The Trust,

rising to nearly 500 in 2007. The participation schemes

were developed jointly by shareholders and management.
Shareholders proposed the structure and the amount of equity
available and worked with advisors to turn them into reality.
Management worked on allocating the equity among
employees and communicating the message.

The private equity partners were committed to maintaining
the status quo in terms of New Look’s employment policies.
It was considered a general policy for both investors to
safeguard the existing employment rights in a company where
growing the business is the key management objective. One
of the private equity investors said: “It was very clear early on
that New Look was a growth story, not a restructuring story.
The turnover of staff is relatively high in retail and our aim was
to keep employees longer, to increase retention particularly
for key people.” Therefore, there were no changes to terms
or conditions of employment including staff benefits, e.g.
staff discount, life assurance, income protection for senior
managers, medical insurance or company cars, and the
bonus scheme remained unchanged. Training and
development programmes for employees remained in place
and were reviewed and improved in the normal course of
events. As employment conditions were unaffected by the
buyout, employee satisfaction remained constant.

Employment Growth The company did not buy any new
entities, continuing to grow organically. From March 2004 to
March 2007, group employee numbers grew by 8.9% per
annum, from 12,166 to 15,708 employees; full-time equivalent
headcount grew from 6,498 to 8,120 (see Exhibit 4 for
employment development). New Look was able to outperform
some of its main UK competitors, such as Marks & Spencer
and Debenhams, who realized less employment growth over
the same period. However, several market players had even
greater average number of employee increases (see Exhibit 5
for employment information across select competitors).

Employment increased across different categories and
functions, with slightly higher growth in part-time employees
compared to full-time employees. Group employee costs
grew annually by an average of 14.0% from 2004 to 2007.
Employees in administration and distribution were decreased
between 2003 and 2007 in order to increase efficiencies in
production and distribution. The higher efficiencies were also
captured in increasing employment productivity, e.g. with
EBITDA per employee increasing 6.4% per year between
March 2004 and March 2007 (refer to Exhibit 4).

s “Happy Progress at New Look”, 4 January 2005, www.newlook.co.uk, accessed 4 December 2007.
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The new distribution centre impacted on employment, as
many of the Weymouth employees would not relocate. The
management team worked hard to mitigate the negative
outcome of this investment. The announcement of the new
distribution centre was made public in July 2004, with the
closure of the Weymouth distribution centre scheduled

for November 2005. The company undertook a major
communications programme to ensure all employees fully
understood the business rationale for the move and were
kept up to date with all activities. New Look put a retention
bonus scheme in place to encourage employees to remain
with the company through to closure, and a full programme
of retraining was made available to assist employees in
re-deployment. With this scheme, New Look was able to
reduce its staff turnover rate from 28.9% to 16.2%. The new
distribution centre opened in September 2005, with its full
complement of 530 employees; the Weymouth distribution
centre closed two months later. Approximately 15 employees
were brought into vacant positions in the head office, and 20
employees relocated and joined the new logistics contractor
at the new site. The remaining 545 staff, mostly warehouse
operatives and drivers, left New Look. The distribution centre
commenced operations under the management of DTS
Logistics, part of Clipper Group, in September 2005. In
December 2006, New Look took over full management
control of the warehouse operations; all staff employed by
Clipper transferred to New Look and were employed under
the same conditions.

Refinancing

While New Look was not under financial pressure
post-transaction, Apax Partners/Permira’s suggestions to
improve New Look’s capital structure were a key
contribution. “We very much benefited from their expertise
in raising finance,” an insider noted. In January 2005, a
refinancing package was undertaken. While not a “proper
refinancing”, there was a surplus of funds for several
reasons, including cost reductions, an increase in creditor
days, and an EBITDA growth enabling a payout of £100
million in May 2005 to the equity holders. By July 2005,
an additional £240 million was returned on the basis of
additional substantial EBITDA and profit growth, and
excess cash.

New Look found that with the private equity investors on
board, and consequently closer monitoring of the company;,
debt providers were willing to increase the company’s
leverage even though the firm’s transformation process
represented greater risks. Through a debt restructuring in
2006 (which rolled interest up in capital value as opposed
to a cash payout) the partners were able to take advantage
of the uptick in the payment-in-kind (PiK) market. Share
structures adjusted slightly, as management holdings
increased to 15.7% (see Exhibit 6 for details on leverage over
time, and Exhibit 7 for shareholder data over time). In the
course of negotiations with debt providers, management
received the offer to further increase New Look’s leverage.
Apax Partners/Permira advised the management to turn

down the offer, suggesting New Look steer clear of an
aggressive financing strategy, and potentially putting
pressure on cash. As Miller recalled, “They prevented us
from getting overleveraged and encouraged us to stay
under a certain leverage ratio.”

The management, Singh and Apax Partners/Permira

all agreed that the refinancings had no impact on the
management side of the company, nor did they restrict the
company’s growth or investments. “Our financial health was
never threatened,” Wrigley noted: “We could always sleep
well at night.” Apax Partners/Permira had not initially
expected to be able to refinance the business, but the
opportunity arose, and they were able to take advantage

of it and got back two times their invested capital.

NEW LOOK 2007: LOOKING FOR AN EXIT?

In early 2007, Apax Partners/Permira and New Look’s
management considered possible exit strategies. The
average time horizon for a private equity investment was
coming close and New Look offered the additional growth
potential necessary to attract a secondary buyout. Even
though the expansion within the UK was relatively advanced,
there were still many opportunities to extend
internationalization across Europe and the Middle East.

The poor reception for other fashion retail public offerings in
early 2007, including Debenhams and Sports Direct,
influenced the team to decide against a public listing. The
management team and Apax Partners/Permira felt that
public markets might not differentiate between New Look,
still in the middle of an expansion phase, and other listed
fashion retailers at various lifecycle stages (e.g. undergoing
restructuring). With part of the transformation process still
ahead, New Look had further infrastructure investments
planned that would once again put pressure on short-term
performance. Therefore, all agreed it was not the right time
to pursue a public offering.

Instead, the team pursued an exit via a secondary buyout. The
potential of a secondary buyout lay in the continuation of New
Look’s current growth strategy — further expanding in Europe
and internationally, and continuing to change over from small
to large stores. A sale process was run, but this did not result
in a successful outcome as credit market turmoil and
concerns regarding general consumer spending growth in the
UK emerged. Following the process, Apax Partners/Permira
made a firm decision against any exit of New Look in the near
future, opting instead to keep the retailer in their fold and
focussing on continued company growth.

With exit discussions precluded, one of the private equity
partners looked back on the deal: “This case is all about
company growth. Private equity was enlisted to help grow
a company. Once New Look was private, we were able to
make long-term investment decisions. If New Look were
still public, | don’t believe they would have been able to
follow the same growth path they’ve achieved today.”
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Although a pubilic listing did not appear viable in 2007, strategic positioning of New Look could help to reduce
New Look’s management team considered it a potential cyclicality, enabling the company to manage the pressures
option in the near future, believing that when New Look of public markets again. In 2007, however, the private

had built a successful and sustainable business equity investors, the management team and Singh all
internationally, public investors would have the confidence believed a public listing only made sense at a later stage
to back the company again. In addition, the broader in New Look’s transformation process.

Exhibit 1: New Look daily closing share price
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Source: Thomson Financial’s Datastream, accessed 5 December 2007.

Exhibit 2: New Look daily closing share price vs FTSE all shares

Daily closing share price (in p) indexed

250
200 1
150 1

100 N’”,_" u .

50 1

New Look

FTSE

O T T T T T T T T T T T T

\e) >
\6\‘% \Q\Q
Ny )

Source: Thomson Financial’s Datastream, accessed 5 December 2007.

>

The Global Economic Impact of Private Equity Report 2008

Case studies: New Look 109



Exhibit 3: New Look key financials

In £ million
CAGR CAGR
1998/99 - 2003/04 -
Key financials 1999/00 2000/01 2001/02  2002/03 2003/04 2004/05 2005/06 2006/07 2002/03 2006/07
Sales (ex. vat) 419 470 584 643 696 813 862 1,017 15.4% 13.5%
% Growth 12.2% 24.3% 10.1% 8.2% 16.9% 6.0% 18.0%
EBITDA 62 50 84 109 118 160 174 177 20.7% 14.6%
% of Sales 14.8% 10.6% 14.4% 17.0% 16.9% 19.6% 20.2% 17.4%
% Growth (28.1%) 35.1% 17.9% (0.4%) 16.2% 2.8% (14.0%)
CAPEX 31 28 20 39 42 59 70 98 8.0% 32.6%
% Growth (9.7%)  (28.6%) 95.0% 7.7% 40.5% 18.6% 40.0%
Source: New Look, casewriters’ research.
Exhibit 4: Employment development at New Look (2003/04 - 2006/07)
CAGR
Total 2003/04 -
2003/04 2004/05 2005/06 2006/07 change 2006/07
Average group employees
Retailing 11,020 11,428 12,754 14,806 3,786 10.3%
Admin & distribution 1,146 1,141 1,021 902 (244) (7.7%)
Total group employees 12,166 12,569 13,775 15,708 3,542 8.9%
Group FTE employees 6,498 6,942 7,377 8,120 1,622 7.7%
Average UK employees
UK employees 10,999 11,216 11,912 13,410 2,411 6.8%
UK FTE employees 5,548 5,928 5,976 6,689 1,141 6.4%
Employee cost (in £ million)
Branch 66 74 82 101 14.9%
Distribution 16 17 18 25 17.6%
Head office 22 23 28 28 8.2%
Total employee cost 104 113 129 154 14.0%
Employee cost per FTE employee (in £ thousands) 19 19 22 23 7.1%
Employee productivity (in £ thousands)
Revenue per FTE employee 107 117 117 125 5.4%
EBITDA per FTE employee 18 23 24 22 6.4%

Source: New Look.
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Exhibit 5: Employment development at competitors (2003-2006)

CAGR
Total Dec-00

Average employees 2003 2004 2005 2006 change to Dec-03
NEXT
NEXT brand 32,580 39,179 44,945 45,360 12,780 11.7%
NEXT sourcing N/A N/A 3,038 3,596
Ventura 3,494 4,366 6,567 8,447 4,953 34.2%
Other activities 2,600 2,765 52 51 (2,549) (73.0%)
Total employees 38,674 46,310 54,602 57,454 18,780 141%
Marks & Spencer
UK stores 57,526 60,427 61,132 62,288 4,762 2.7%
UK Head Office 3,613 3,674 3,332 3,057 (556) (5.4%)
Financial services 1,467 1,619 - - (1,467) (100.0%)
Overseas 4,527 4,381 4,399 2,959 (1,568) (13.2%)
Total employees 67,133 70,101 68,863 68,304 1,171 0.6%
H&M
United Kingdom 2,794 3,095 3,408 3,617 823 9.0%
Other European countries 22,696 25,011 27,836 30,990 8,294 10.9%
Canada 8 125 294 608 600 323.6%
USA 2,255 2,812 2,406 4,383 2,128 24.8%
Other countries 656 658 670 770 114 5.5%
Total employees 28,409 31,701 34,614 40,368 11,959 12.4%
Debenhams?
Full time 7,845 8,358 513 6.5%
Part time 15,495 16,358 863 5.6%
Total employees 23,340 24,716 1,376 5.9%
Source: Annual reports.
Note: a. Total change and CAGR refers to the period 2005 to 2006.
Exhibit 6: New Look’s leverage data in 2004 and 2007

Leverage ratio Leverage ratio
In £ million Apr-04 (x EBITDA?) Mar-07 (x EBITDAP)
Senior Debt 335 2.9x 579 3.3x
Second Lien - 80
Total Senior 335 2.9x 659 3.7x
Mezzanine 100 60
Total Debt Requiring Cash payment 435 3.7x 719 4.1x
PiK Debt - 401
Total Drawn Debt 435 3.7x 1,120 6.3x

Source: New Look.
Notes: a. Multiples of LTM EBITDA of £118m
b. Multiples of LTM EBITDA of £177m.

Exhibit 7: New Look shareholdings in 2004 and 2006

Post Jun 06

Apr 04 PIK

Apax Partners 30.1% 27.8%
Permira 30.1% 27.8%
Tom Singh & family 23.3% 22.5%
Landmark 3.1% 2.9%
Management 13.4% 15.7%
Warrant holders - 3.3%
Total 100.0% 100.0%

Source: New Look.
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Chinese private equity cases: introduction*

LILY FANG
INSEAD

The two cases, Hony Capital and China Glass Holdings, and
3i Group plc and Little Sheep, profile two different types of
private equity investment in China: the former is a buyout
transaction, but with uniquely Chinese characteristics that
reflect the country’s legal and economic realities; the latter
is a classic growth capital private equity investment. Yet
both cases have strikingly similar key factors that are critical
for private equity success, especially in emerging market
environments where the industry is much less well established
than in the US and Europe. Rather than focusing on the
financial analytics of private equity transactions, these cases
concentrate primarily on the post-investment role played by
the two private equity funds as they worked closely with senior
management of their portfolio companies to build value,
enhance competitiveness and strengthen their capacity

to gain access to international capital markets.

The case of Hony Capital and China Glass Holdings
describes the privatization and subsequent restructuring

of a state-owned glass manufacturing enterprise that was
purchased in its entirety by a Chinese private equity fund. In
2003 Hony Capital had only recently been created, and was
one of the very first Chinese private equity funds founded
and staffed by local personnel and investors. At the time,
Jiangsu Glass Company (later renamed China Glass) was a
mid-size flat glass manufacturer about to lose its privileged
government ownership status, and thus would be forced to
fend for itself in a rapidly growing, increasingly competitive
Chinese market. Once the private equity transaction was
consummated, the Hony deal team and China Glass
management worked as one to successfully complete

an IPO on the Hong Kong Stock Exchange, execute an
ambitious acquisition strategy and attract a world-class
strategic partner. As a result, five years after the original
transaction, China Glass has risen to become a market
leader in its sector and Hony is poised to exit with an
enviable financial return on its original investment.

In sharp contrast, 3i Group plc and Little Sheep tells the
story of an entrepreneur whose hobby turned into one of the
largest and best-known restaurant chains in China. Unlike the
new and wholly Chinese Hony Capital, 3i is a well-established
global private equity firm founded 60 years ago in Britain.

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

Contrary to the conventional wisdom about the importance
of business and government connections in China, there
was originally no tie connecting 3i and Little Sheep. Instead,
this deal started with a cold call to a senior executive at
Little Sheep by a mid-level 3i investment officer who was
bullish on the Chinese food and beverage sector. Personal
chemistry was critical to success, first for 3i to win the
mandate, and then for the investor and company to forge

a close, constructive working relationship. Together they
focused on restructuring Little Sheep’s management team,
strengthening corporate governance practices, and
revamping the company’s franchising strategy. As a result,
the company has significantly enhanced its competitiveness
and is well positioned to finance its future expansion plans
by raising capital through a public offering.

Leaving aside the obvious differences between the two
transactions, the cases highlight some important similarities
that often are present in emerging markets private equity.
For example, when the private equity investors entered the
picture, both sectors were inefficient and highly fragmented,
yet in the midst of rapid growth and increasing competition.
Both companies were at a critical juncture: either they
strengthened their competitive position with a more
professionally executed expansion strategy, or they would
struggle to survive. In both cases, a strong working
relationship underpinned by mutual trust and respect was
key to executing the restructuring strategy. Significantly,

in contrast to many transactions in the US and Europe,
value-creation in both companies was achieved without
any changes in the senior management team.” The active
involvement of the private equity investor transformed both
companies’ business strategies, strengthened management
teams, revamped the composition and practices of the
boards of directors, elevated corporate governance
standards and enhanced access to capital. As a resullt,
both businesses became much more competitive not only
because of the injection of new capital, but also the expertise
and hands-on involvement of the private equity investor. Also,
as often occurs in successful emerging markets private
equity transactions, these two cases demonstrate that the
learning curve for the senior management teams of the
portfolio companies was steep but incalculably beneficial.

* The authors wish to acknowledge their appreciation for the excellent research support provided by Brian DelLacey.

' Little Sheep added two senior executives but not at the expense of the original management team.
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Executive Summary: 3i Group plc and Little Sheep

In 2006, a large, well-established global private equity firm
invested in a rapidly growing Chinese restaurant chain that
originated in Inner Mongolia. This case describes why and
how a productive, though unlikely, relationship was forged
between these two firms, and the result of their collaboration.
3i, a highly respected global private equity firm, first
established a presence in Asia in 2001. Three years later,

the firm became aware of a rapidly growing restaurant chain
called Little Sheep. Due to its meteoric growth and national
brand name recognition, the founder of Little Sheep had
been approached by prestigious investors with attractive
offers of financing. As the founder later explained, he
favoured 3i over other prospective investors because of a
strong belief that 3i had the expertise and commitment to
add value on a number of fronts, from corporate governance
to helping revamp the firm’s franchising strategy.

Executive Summary: Hony Capital and China Glass Holdings
This case traces the 2004 buyout of a state-owned flat glass
manufacturer, Jiangsu Glass, by Hony Capital, a recently
created Chinese private equity fund, and the value creation
that resulted from the transaction. Once in control, Hony
rapidly orchestrated a major growth-oriented restructuring

of the company, a successful IPO on the Hong Kong Stock
Exchange (with a new name, China Glass), and the acquisition
of seven Chinese glass manufacturing companies. As a result,
in the time span of about three years China Glass was
transformed from a relatively obscure, mid-size glass
manufacturing company to one of the largest, most efficient
producers in China.

A striking feature of this transaction was the close,
collaborative working relationship between the Hony deal
team and the senior management of China Glass from the
very beginning, even during the due diligence phase. This
early and sustained bond between the key stakeholders
facilitated and accelerated the major changes required to
take the company to a new, higher level. An active, engaged
board of directors was established, revamped governance
practices were put in place and internationally acceptable
accounting and financial reporting standards were
implemented. These reforms enhanced the company’s
credibility with investors, attracted one of the world’s largest
glass manufacturers as a strategic partner and investor, and
created a solid foundation for rapid growth. Today, China
Glass is one of the few Chinese glass manufacturers listed
overseas and is trading at an estimated forward P/E ratio of
about 23, twice the industry average. Since the buyout, daily
production capacity has increased more than five-fold from
900 tons in 2003 to 5,230 tons in September 2007.
Revenues have grown from $44.5 million to more than

$250 million.2 The transformation has also positioned China
Glass to be more competitive in global markets by shifting its
product mix towards high value-add, high margin varieties.

2 All US dollar figures are approximate, converted from local currency at an exchange rate of $1USD = RMB 7.5.
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Hony Capital and China Glass Holdings*

LILY FANG
INSEAD

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

“We knew that the Chinese glass industry was undergoing rapid consolidation that would increasingly favour larger players. We could
not survive as we were structured; either we would be acquired by one of our larger competitors, or we would become an acquirer. ...”

Zhou Cheng, CEO, China Glass

“We are company builders... I've given up trying to be loved as a private equity investor in China. But if | successfully execute

value-creation in an honest way, | can be respected.”

EXECUTIVE SUMMARY

This case traces the 2004 buyout of a state-owned flat glass
manufacturer, Jiangsu Glass, by Hony Capital, a recently
created Chinese private equity fund, and the value-creation
that resulted from the transaction. Once in control, Hony
rapidly orchestrated a major growth-oriented restructuring
of the company, a successful IPO on the Hong Kong

Stock Exchange (with a new name, China Glass), a US
dollar-denominated bond offering in Singapore, other capital
raising events and the acquisition of seven Chinese glass
manufacturing companies. As a result, in the time span of
about three years China Glass was transformed from a
relatively obscure, mid-size glass manufacturing company
to one of the largest, most efficient producers in China.

One striking feature of this transaction was the close,
collaborative working relationship between the Hony deal
team and the senior management of China Glass from the
very beginning, even during the due diligence phase. This
early and sustained bond between the key stakeholders
facilitated and accelerated the major changes required to
take the company to a new, higher level. An active, engaged
board of directors was established, revamped governance
practices were put in place and internationally acceptable
accounting and financial reporting standards were
implemented. These reforms enhanced the company’s
credibility with investors, attracted one of the world’s largest
glass manufacturers as a strategic partner and investor, and
created a solid foundation for rapid growth. Today, China
Glass is one of the few Chinese glass manufacturers listed
overseas and is trading at an estimated forward P/E ratio
of about 23, twice the industry average. Since the buyout,
daily production capacity has increased more than five-fold
from 900 tons in 2003 to 5,230 tons in September 2007.
Revenues have grown from $44.5 million to more than
$250 million.” The transformation has also positioned

China Glass to be far more competitive in global markets
by shifting its product mix towards high value-add, high
margin varieties. As a result, exports since the buyout

have increased from 10% of sales to 30%.

John Zhao, CEO, Hony Capital

The significant value-creation generated by this private equity
transaction can be attributed to a number of noteworthy
features described in the case, including:

e The close alignment of interests among the three major
stakeholders in the transaction: the seller, a municipal
government intent on privatizing the company quickly;
the company’s senior management, also keen to seize
the moment and rapidly transform the enterprise into a
market leader; and the buyer, a recently launched private
equity fund that was sharply focused on executing a
buyout strategy that would capitalize on new privatization
opportunities generated by a shift in government policy.

e The shared vision of the private equity investor and
company management about precisely what needed
to be achieved to rapidly build a more competitive,
growth-oriented company immediately after the deal
was completed.

e The strong belief by the private equity investor that
a key factor for post-investment success was the
retention of senior management and the introduction
of a new incentive-based compensation structure that
would motivate management to work towards a shared
set of objectives.

e The onset in China of a significant policy shift, captured
by the central government’s 2002 directive that “the
government is not in the business of running businesses”.

* An industrial sector that was undergoing rapid
consolidation and robust growth, which created very
attractive acquisition opportunities for savvy investors.

This case also sheds considerable light on the significant
differences between buyouts in China and most other
emerging market countries, compared with the US and
Europe. For example:

e Public-to-private: Many buyouts in the US and Europe
have involved the outright purchase of publicly listed firms

* The authors express their appreciation for the research and editing support provided by Brian DelLacey.

1 All US dollar figures are approximate, converted from local currency at an exchange rate of $1USD=RMB 7.5.
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going private; there have been virtually no emerging
markets transactions of this type. In the few cases where
buyouts have occurred in China, the seller has invariably
been the State (i.e., privatization), and in most cases the
new controlling shareholder has been a local rather than
foreign private equity entity.

® | everage: Buyouts in the US and Europe tend to be highly
leveraged, often involving 60%-80% of debt financing.
In China, as in most emerging markets, private equity
deals involve relatively little or no debt. This may change
over time as credit markets deepen and legal frameworks
adjust to permit more leveraged transactions, but not
in the near-term.

e Transaction size: Buyouts in the US and Europe frequently
run into the hundreds of millions, or even billions of dollars.
Very few companies of comparable size exist in emerging
market countries, and most private equity transactions are
far smaller.?

¢ Politics and foreign ownership: The spectre of foreign
investors gaining control of large, high visibility enterprises
has begun to trigger a political backlash in China, just as
it has in other emerging market countries as well as in the
US and many other Western countries. These political
sensitivities are likely to remain prominent features of the
private equity landscape for the foreseeable future, and
will influence public policies and investor behaviour.

HONY CAPITAL

Hony origins and background

Hony Capital was founded in January 2003 with an
investment of $38 million from a single investor, Legend
Holdings, one of China’s best-known companies. Legend
was established as a personal computer business with

11 engineers in 1984 by the government-owned Chinese
Academy of Sciences, and became internationally recognized
when one of its subsidiaries, Lenovo (previously named
Legend Computers), acquired IBM’s personal computer
business in 2005. Although widely viewed as one of China’s
greatest “private” sector success stories, today 65% of
Legend Holdings is still owned by the state-owned Chinese
Academy of Sciences.

When Liu Chuanzhi, founder of Legend Computers and
president of Legend Holdings, launched Hony Capital, most
large Chinese companies were state-owned enterprises
(SOEs). Obtaining government approval for buyouts involved
navigating through a complicated maze of regulatory and
political hurdles that few understood. But Liu, with his long
experience building Legend, understood what the government
was trying to achieve during the gradual transition to a market
economy, and he proved adept at manoeuvring within the
bureaucracy. His vision for Hony from the outset was to apply

Legend’s knowledge of government, its financial resources
and its expertise managing successful Chinese companies to
selectively acquire SOEs, restructure them, and then exit. He
believed that China had reached a critical juncture that was
likely to create untold opportunities for the nascent private
equity industry:

“First, China’s traditional industries all have huge room

for growth, so the returns on private equity can be even
higher than those on venture capital. In other countries, there
are limits to the growth of traditional industries, but in China
traditional industries like construction materials, textiles or
food and beverages have limited risk and very fast growth,
S0 they are very suited to private equity investment.

“Second, because private enterprises in China lack
resources, private equity can act like irrigation, stimulating
qualitative change as soon as it enters.

“Third, private equity serves as a good tool for China to reform
state-enterprise ownership and management-incentive
systems. ... Private equity can value enterprises and
management at market prices, allowing state enterprises

to reform in a more acceptable fashion.”®

Liu’s first task was to find a leader for Legend’s new fund.
To this end he turned to John Zhao, a senior advisor to the
CEO of Lenovo. Zhao had grown up in Jiangsu province,
attended Nanjing University, worked briefly as an engineer
at the state-owned Jiangsu Electronics Company before
immigrating to the United States to pursue graduate studies.
Zhao had earned two Masters of Science degrees and an
MBA from Northwestern University’s Kellogg School of
Business in Chicago before spending about 10 years
working in a number of high-tech companies and Silicon
Valley start-ups. He returned to China in 2002, first to work
as a senior advisor to Lenovo’s CEO, and then as Hony
Capital’s first CEO. Reflecting on his decision to return to
China after he had successfully settled in the US, Zhao
explained: “China is my roots. In my mind, there was no
doubt that this is where | would eventually return.”

Pursuing Liu’s vision, Zhao immediately began to build Hony
Capital into one of China’s first private equity funds, founded
and fully staffed by Chinese. By 2007, Hony had grown to
27 professionals, including seven managing directors, two
directors, and one vice president. With the exception of one
foreign employee, the team remains virtually 100% Chinese,
most of whom were not Western-educated and came from
operational, rather than financial, backgrounds. According to
Zhao, hiring a world-class professional staff was one of his
biggest challenges. He believed that success in the Chinese
PE market required a very different kind of professional, and
he proactively recruited individuals who had in-depth local
knowledge and strong operating expertise.

2 In 2006 the average deal size in China was about $45 million, and only $30 million in India. (“Asia Private Equity Overview, 2007”, Bain and Company,

March 2007).

3 Yu Ning and Song Yanjua, “Defining Private Equity’s Future in China”, Caijing Magazine, published on www.wsj.com, 12 July 2007.
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Hony’s Chinese name means ambition and perseverance,
two traits considered critically important for all Hony
professionals. New recruits were given two books that they
were expected to have read by the end of their first week
on the job. One was The House of Morgan: An American
Banking Dynasty and the Rise of Modern Finance.* The book
resonated with Zhao because of the apparent similarities
between the US at the turn of the 20th century and
present-day China. He believed that Morgan’s rise a century
ago captured the essence of Hony’s opportunity now. The
second book, Goldman Sachs: The Culture of Success,®
focused on the embedded culture that contributed to the
investment bank’s sustained success, and reflected Zhao’s
vision for Hony. “The people of Goldman Sachs are intense
and proud,” wrote one of Goldman’s leaders in the 1993
annual review, “and they aren’t willing to settle for less than
being the very best in each of our significant operations.”®

In addition to building a professional staff, the new CEO
began to flesh out Hony’s investment strategy. Though

few transactions existed at the time, Zhao never wavered
from Liu’s vision of creating a private equity fund whose
primary focus would be on purchasing controlling stakes

in Chinese SOEs. Zhao first hired McKinsey & Company

to conduct a top-down analysis of 99 broad sectors in

the Chinese economy. Based on the study, the consulting
firm recommended to Zhao and his team an investment
strategy that focused on a few high growth sectors such
as pharmaceuticals, heavy equipment and construction
materials. Secondary interests included consumer goods,
retail, media and financial services. Although float glass was
not specifically included in McKinsey'’s list of recommended
industries, the Hony team believed that it had potential.
Zhao explained that this early exercise with McKinsey

gave the Hony team focus and discipline as they began

to grow their private equity business.

Since the first fund, Hony has gone on to raise two

additional funds and by 2007 it had about $720 million of
total committed capital. After relying 100% on Legend for the
first fund, the second and third funds attracted some of the
world’s most prestigious LP investors, including the Stanford
University endowment, Goldman Sachs, Temasek Holdings,
the Gates foundations and the Rothschild family. (See
Exhibit 1 for summary information on Hony Capital funds.)

The Hony investment model

“In the simplest terms,” Zhao explained, “we’re a

company builder. The key success factor in our business

is post-investment execution.” Of course, the leaders of

many private equity firms might express a similar view, but
when Zhao elaborated on Hony’s investment model, some

of the major differences between the Chinese and Western
approaches to buyouts became apparent. As Zhao explained:

4 Ron Chernow, New York, Grove Press, 2001.
5 Lisa Endlich, New York, Touchstone, 2000.

“Hony’s deals differ in at least a half-dozen ways from
typical buyout deals in the US and Europe. We focus on
privatizations of state-owned enterprises rather than publicly
listed private-sector companies; given the state of China’s
credit markets, leverage is not a significant factor in our
transactions; we will not do a deal that involves significant
asset stripping or major layoffs; we do an enormous amount
of due diligence on management because we are only
interested in deals where we have full confidence in the
existing management team; and possibly of greatest
importance, we must have a high level of confidence

early in the due diligence process that our interests and
management’s are fully aligned about what needs to be
done after we invest to build value in the company. We help
the management team to become market leaders in their
industry by focusing on formulating strategy and vision.
However, we don’t want to be in a position where we have
to interfere with daily operations.”

Zhao believed this approach, coupled with the team’s

deep knowledge of Chinese business culture and the policy
environment, would give Hony a considerable competitive
advantage as the private equity industry continued to grow
and mature. Hony was also well placed to continuously
generate attractive deal flow, he believed, because his

team recognized the investment opportunities in a market far
less efficient than that of developed countries. Hony could
selectively capitalize on these inefficiencies because its local
knowledge was extensive and it understood better than most
the nexus between China’s public policy agenda and the
requirements for continued private sector growth. “Very few
value-added investors are looking at the deals we do,” Zhao
explained. “If we make the right judgments about company
managers, we will succeed in most cases. China does not yet
have a professional management class by Western standards,
so making good people decisions is a key factor for success.”

FLOAT GLASS INDUSTRY OVERVIEW’

Opportunities in industry consolidation and cyclicality
Global demand for flat glass between 1985 and 2004 had
consistently grown at a rate approximately 1% faster than
global GDP, an encouraging sign for investors in a country
such as China that had been registering annual GDP increases
of at least 9% for more than two decades. Furthermore, China
is the single largest country in the glass market, accounting
for about a third of both global production and consumption.
Domestic demand was poised to expand further with laws
and regulations requiring building materials to have
technological innovations and higher energy efficiency.

In 2003, when Hony was contemplating the Jiangsu Glass
buyout, China’s flat glass industry was extremely large yet
highly fragmented. With China’s economy growing at
breakneck speed, every business related to the construction
industry was booming. Yet compared to the global glass

6 Lisa Endlich, Goldman Sachs: The Culture of Success, (New York, Touchstone, 2000), p180.
" Materials on the industry overview are adapted from the China Glass Offering Prospectus, published 13 June 2005, p45-52.

The Global Economic Impact of Private Equity Report 2008

Case studies: Hony Capital and China Glass Holdings 117



industry standard where the top five manufacturers held a
70% share of the world market, the top five in China only
accounted for about 20% of the domestic market. Zhao and
his team believed the industry was poised for consolidation,
following the trend already occurring in many other sectors
that were striving to enhance efficiency through larger scale.
Hony also observed the considerable cyclicality in the
industry, and forecasted that prices would peak in late
2004 or early 2005 before beginning a two-year downturn.
(See Exhibit 2 for an illustration of glass industry cyclicality.)
Tactically, these forecasts guided Hony’s timetable for the
buyout and the subsequent IPO in early 2005.

CHINA GLASS HOLDINGS OVERVIEW

Jiangsu Glass, located about halfway between Beijing and
Shanghai, was owned primarily by the municipal government
of Sugian (a city in northern Jiangsu Province), with minority
stakes held by two other government-owned asset
management companies. In 1996, the company had suffered
huge losses and Sugian Vice Mayor Zhou Cheng was
appointed as the new CEO. He was given a mandate by the
government to clean house and turn around the money-losing
operation. Although Zhou knew virtually nothing about the
glass manufacturing industry, he quickly set out to streamline
the company by disposing of all non-essential assets, such as
a hospital, a health clinic, schools and other facilities typically
owned and operated by SOEs in China. He also revamped
the company’s balance sheet by successfully orchestrating a
major debt restructuring.

The turnaround of Jiangsu Glass, led by Zhou, gradually
began to transform the company into one of China’s most
efficient float glass producers, albeit with a relatively small
production capacity, even by domestic Chinese standards.
Before the Hony investment, Jiangsu Glass had two float
glass production lines with a combined daily capacity of 900
tons. Accounting for just 2% of the domestic market, it was
ranked tenth in size among Chinese flat glass producers. But
it was number one in terms of return on total assets (before
tax and interest), according to the China Building Materials
Quantity Supervision Association.

Notwithstanding this impressive turnaround, by 2003

the municipal government had decided to privatize Jiangsu
Glass, paying heed to the 2002 Party Congress directive
that “the government is not in the business of running
businesses”, and therefore every effort would be made by
the government to divest itself of businesses in highly
competitive industries. In China, this significant policy shift
was widely heralded as “state steps back, people step
forward”. Having successfully restructured the company,
Zhou faced the challenge of severing ties with the local
government and competing as a private company.

Just as Hony was being launched in mid-2003, Hony CEO
John Zhao arranged to meet Zhou for the first time. Although
their initial encounter lasted less than an hour, even at this

early stage the two CEOs concluded that they were thinking
along similar lines about how to execute a buyout of the
company and what was required to transform Jiangsu Glass
into one of China’s premier flat glass manufacturers. They
shared the conviction that the trend in China’s flat glass
industry was moving irreversibly towards greater consolidation,
resulting in fewer and larger companies. In order to thrive in
this more competitive environment, Jiangsu Glass would
need to rapidly expand production. This in turn would require
access to both additional financial resources and industry
expertise. But instead of looking for a glass industry player
as an acquirer/investor, Jiangsu Glass preferred to work

with Hony, a private equity player. Zhou explained: “Ideally
we wanted to work with an investor like Hony that shared
our vision about how to grow the company. We would not
have maintained our independence and control if we

merged with a competitor from the industry.”

THE HONY-CHINA GLASS TRANSACTION

An alignment of interests

Unlike many private equity transactions that are marked by
protracted negotiations and at least some tension between
buyer and seller, Hony’s purchase of Jiangsu Glass was
facilitated by a commonality of interests and objectives
among the three principal stakeholders:

e The company owner: The Sugian municipal government
was a highly motivated seller. As the Mayor explained,
“The privatization of SOEs under our control was part
of the larger Chinese policy to reduce the government’s
financial burden and strengthen the private sector’s role
in the economy. We agreed with this new emphasis by
the central government because we were overburdened
by responsibilities to oversee SOEs, and unable to provide
them with the financial resources they needed to grow
and compete.”

e The company management: CEO Zhou Cheng explained:
“We knew the Chinese glass industry was undergoing
rapid consolidation that would increasingly favour a few
of the largest players, and therefore we could not survive
as currently structured. Either we would be acquired by
one of our larger competitors, or we needed to become
an acquirer, which would take additional capital.”

e The private equity investor: The Jiangsu Glass profile was
well-suited to the investment criteria established by the
recently created Hony Capital. According to Zhao: “We were
actively seeking buyout opportunities [privatizations], and
construction materials were a very good bet in a country
growing consistently at a 10% annual rate. Moreover, the
single most important criteria for us was a high level of
confidence in management, and after my first conversation
with Zhou Cheng | believed he was a person we could work
with. Just as we were getting started, Jiangsu Glass
presented us with an excellent investment opportunity.”
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Establishing early agreement on post-investment
objectives and strategy

This initial compatibility of objectives allowed due diligence
to proceed rapidly and smoothly, with a minimal amount of
friction along the way. One of the most striking aspects of
this pre-closing period was the time and attention devoted
to planning and agreeing on the post-investment strategy.
Zhao’s criteria with all Hony deals is that there must be a
clear agreement pre-investment on the post-investment
value-creation strategy. This, he believes, requires a clear
alignment of interest between Hony and management about
how to grow the company. This was clearly the case with
Jiangsu Glass.

Both sides agreed from the outset that their singular focus
should be on the execution of a number of concrete actions
that would transform the company into a market leader. But
given the industry’s cyclicality and their expectation that prices
were likely to peak in late 2004 or early 2005, time was of the
essence to raise capital on favourable terms. Among the most
important components of this strategy were:

e CEO Zhou Cheng would relinquish his position as an
official of Sugian City and work full-time for the company

® Preparations would begin immediately to position the
company to execute an IPO on the Hong Kong Stock
Exchange (HKSE) as soon as legally possible. (To conform
with HKSE listing requirements, the company would need
to be legally transformed from a Chinese joint stock
company to a limited liability company, and then, prior
to the IPO, a wholly foreign-owned enterprise.)

e Proceeds from the IPO would be utilized to build
additional production lines and to expand production
via acquisitions

¢ |mmediate efforts would be made to identify
acquisition targets

¢ |mmediate efforts would be made to attract a world-class
glass manufacturer as a shareholder and strategic partner

Structuring and closing the transaction

The key to implementing the post-investment growth strategy
was executing the IPO as quickly as possible, ideally by
mid-2005. Rather than listing on one of the two domestic stock
exchanges, from the outset, Hony targeted the China Glass
listing for the more demanding HKSE, where its more rigorous
listing requirements would demonstrate to international investors
that the company satisfied the highest standards of financial
reporting, transparency and corporate governance.

But the HKSE listing requirements stipulated there must be
no material change in company ownership for at least one
year prior to the offering, in addition to a number of other
listing requirements (e.g., independent audit, compliance with

HKSE GAAP). In order to meet their aggressive IPO timetable
and remain in compliance with HKSE regulations, therefore, a
legal purchase agreement was first signed on 31 December
20083 whereby Hony Capital took control of Jiangsu Glass
from the Sugian State-owned Assets Supervision and
Administration Commission, with an independent valuation
conducted two weeks later and the agreed sum paid by
Hony in February 2004. Hony then spent 10 more months
negotiating for and completing the transaction of the
remaining minority shares from two government-owned
asset management companies. The entire process was
finally completed in December 2004, a year after the legal
share purchase agreement had been signed.

Although unusual by Western standards, this methodical

and drawn-out process of negotiations, valuations and
approvals is not unusual for Chinese SOE privatizations.
Even as negotiations were continuing, Hony assumed the
role of controlling shareholder and immediately began to
make changes in the company in preparation for the
anticipated IPO. During this interim period, prior to the final
acquisition of the minority stakes, the company’s entire
accounting and financial reporting systems were revamped,
an independent audit was conducted and a new Board of
Directors was established. In addition, with an eye to
enhancing the company’s perceived value with prospective
IPO investors, a formal long-term relationship was negotiated
with a highly reputable, globally recognized strategic investor,
as described in the next section. (See Exhibit 3 for the major
steps in the time line of the transaction.)

In sum, Hony acquired the stakes of Jiangsu Glass for RMB
93 million (about US$13 million),2 an amount that equalled
about one third of Hony’s entire first fund. Zhao believed
“our willingness to make such a relatively large commitment
shortly after we had established our first fund was a good
indication of our confidence in the company”.

EXECUTING THE VALUE ENHANCEMENT STRATEGY
Hony and the Jiangsu Glass management team had a
shared vision for the post-buyout company from the very
beginning of their interaction. By the time the buyout of the
controlling stake was officially closed in February 2004, they
also reached complete agreement about the strategy to
achieve the vision. The most urgent task was to prepare the
newly named China Glass for the HKSE IPO. Once the
company held a deeper pool of long-term capital, attention
would shift to transforming the company by expanding
capacity through the construction of new production lines
and a series of acquisitions. In pursuit of these objectives,
some of the significant actions included:

Creating financial incentives for key management

First, Hony’s 100% ownership stake was immediately reduced
to 96% with a pre-arranged agreement to sell 4% of its shares
to the company’s seven most senior managers at the same
price Hony originally paid for its shares. Simultaneously, it was

8 As is customary in Chinese practice, the valuation is based on net asset value plus the assumption of all outstanding debt obligations.
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agreed that an additional 8% of Hony’s shares would be
transferred to company management at the same price upon
its successful completion of the IPO. To ensure that the
designated executives could afford the two share purchases,
local banks and Hony agreed to provide loans on favourable
terms. In return for this generous share purchase agreement,
the executives signed long-term contracts obligating them

to remain with the company. Thus, Hony clearly understood
the importance of ensuring a stable, highly motivated
management team that would work seamlessly to build value.
The value-creation objective was most likely to be achieved by
creating an incentive-based executive compensation scheme
linked directly to company performance.

Attracting a world-class strategic investor

Zhao and his Hony colleagues recognized from the outset
the imperative of attracting a highly credible international
strategic partner to enhance the value of the deal, both for
the operational and technological expertise it would offer
and the prestige it would add at the time of the IPO. A
large, financially strong strategic investor with a long-term
commitment to China’s glass industry also provided Hony
with an attractive exit route when the timing was right.

In 2004, even before the deal closed, Hony entered into
discussions with senior executives at UK-based Pilkington, at
the time the world’s largest flat glass producer with 23 glass
plants in 11 countries. Although Pilkington had been operating
in China through several joint ventures since the 1980s its senior
management was convinced the company had to implement a
more aggressive strategy in order to capture a larger share in
the country that accounted for one third of the world market.
The optimal strategy, they believed, was to acquire a major
stake in one of the premier domestic manufacturers.

During the due diligence phase of the Jiangsu deal, Zhao

was introduced to Gerry Gray, the senior Pilkington executive
responsible for implementing the firm’s China strategy.
According to Gray: “I knew that no deal in China would ever

be legally airtight, but if we could find a partner with whom we
had a high level of trust, we could make it work. From the first
meeting | had a strong sense that we could trust John, and this
has served as the cornerstone of our relationship ever since.”

Based on pre-close negotiations, Pilkington initially
subscribed to 9.9% of the China Glass shares at the IPO
offer price. Hony and Pilkington also entered into two
call-option agreements whereby Pilkington would eventually
have the right to acquire all of Hony’s shares in China Glass.
The first call option, which had to be exercised within 18
months of the IPO, gave Pilkington the right to acquire 20%
of China Glass shares from Hony at a 5% premium to the
IPO price.® The second option, which must be exercised by
2011, allows Pilkington to acquire all of Hony’s remaining
shares in China Glass at the 12-month average price prior
to the purchase. This carefully orchestrated arrangement
offered tangible benefits to both investors. Hony was seeking

a strong strategic partner with a long and successful global
track record and a potential exit route, while Pilkington
wanted to establish a stronger foothold in China by having
the option to take control of a major domestic manufacturer,
thus allowing the firm to become the dominant foreign player
in the domestic flat glass market.

Preparing for the IPO

In addition to creating the new incentive-based executive
compensation scheme and attracting a reputable strategic
investor, Hony helped China Glass in a series of major structural
reforms to transform the formerly state-owned company into
an attractive publicly listed company. These included:

e Board restructuring: Prior to the Hony buyout, even the
company’s CEO acknowledged that, like most SOEs, the
board was merely a rubber stamp, providing virtually no
meaningful oversight or governance of the company. Once
the Hony deal was sealed, board composition, structure
and functions were dramatically changed to provide the
company with corporate governance standards and
practices that met the international benchmarks expected
by investors of publicly listed companies. For example:

e The new board would be comprised of three senior
members of management, two Hony representatives
and three independent directors unrelated to the
company. It was further agreed that the board
composition would further change after the IPO to
include two representatives from Pilkington. (See
Exhibit 4 for profiles of board members prior to the IPO.)

e Hony CEO John Zhao became chairman of the board

e A number of committees, including audit, compensation,
and compliance committees, were created

® Regularly scheduled board meetings were mandated
at approximately one-month intervals

e Management was instructed to provide all board
members with monthly financial and operating reports,
using a newly created standard format

* New accounting and audit standards: Immediate steps
were also taken to establish accounting standards and
practices that would fully comply with the Generally
Accepted Accounting Principles (GAAP) required by Hong
Kong Stock Exchange. An annual independent audit would
also be performed for the first time in the company’s history.

e (Obtaining international certifications: Operational standards
were improved and benchmarked against international
standards. Prior to the IPO, the company received an
ISO9001 certification for its quality assurance system
and another ISO certification for its environmental
management systems.

 This option has already been exercised in March 2007, increasing Pilkington’s holding in China Glass to 29.9% at the time.
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Executing the IPO

Each of the initiatives taken in the months immediately before
and after Hony closed the transaction at the end of 2004
were building blocks for creating a more professionally
managed, internationally competitive company. The ultimate
objective of these reforms was to establish credibility with
prospective investors and regulators, which would position
the company to gain continuous access to diversified
sources of capital and a platform to expand — a necessity
for China Glass’s long-term growth and competitiveness.
Moreover, a successful IPO would eliminate the company’s
financial dependence on the State, and place it squarely

in the ranks of private companies that are continuously
subjected to the discipline of market forces. In other words,
the future availability and cost of capital would be a function
of market perceptions of company performance rather than
government considerations.

As the controlling shareholder, Hony took charge of guiding
the company through the entire underwriting process,
selecting the investment bank and financial advisors,
overseeing the preparation of the prospectus, registering
the offering with the Hong Kong authorities, orchestrating
and running the road show and establishing the timing and
pricing of the offering. Zhou believed that “Hony’s hands-on
involvement at every step of the process was critical to the
successful outcome of the IPO”.

In June 2005, only seven months after Hony closed the
buyout transaction, China Glass Holdings Ltd issued 90 million
new shares on the HKSE, raising US$25 miillion of capital, the
bulk of which was applied to meet the previously agreed
strategic objective of rapidly expanding production capacity.
As one measure of how far the company had come in a short
period of time, the offering was eight times over-subscribed
even though the IPO price represented a 12.8 P/E ratio, well
above the prevailing industry average of about 8.0. Post-IPO,
Hony continued to control the company, albeit with a diluted
equity stake now of 62.56%; management held 12.44%,
Pilkington held 9.9% and the remaining 15.1% was in the
hands of the public shareholders.

Creating a market leader: executing an

acquisition-led growth strategy

From the very beginning of their strategic discussions,

Hony and China Glass management shared the
understanding that a successful listing would be only the
beginning of China Glass’s fight to become China’s premier
flat glass manufacturer. Pre-IPO, ranked tenth in scale
among domestic manufacturers, China Glass was in a
tenuous position facing the inevitable onslaught of industry
consolidation. “Either we will be acquired by one of our larger
competitors, or we would become an acquirer,” explained
Zhou. Post-IPO, armed with the international brand
recognition and the permanent source of diversified capital
afforded by the listing, China Glass was ready to be the latter.

In February 2006, only eight months after China Glass’s HKSE
listing, the company announced its intention to undertake a
major acquisition on an unprecedented scale in the history
of the Chinese glass industry. The transaction involved the
acquisition of seven glass manufacturers with a combined
daily capacity of 4,780 tons, more than three times China
Glass’s own capacity. The expansion took the company
from three production lines to 14, making it China’s largest
listed flat glass producer. With one stroke, not only did this
acquisition extend China Glass’s footprint to all the
economically important regions of the country, but it also
resulted in a significantly more diversified and technically
advanced product portfolio, containing varieties such as
low-e glass, super-thin glass, silicon glass and solar glass.

Hony led China Glass through every stage of the
transaction, serving as both the strategic mastermind and
the execution specialist. The Hony team played a critical
role in selecting the acquisition targets, designing a feasible
financing strategy, mobilizing the required capital and guiding
the company through a web of technical complexities.

When the entire transaction was finally completely in

mid-2007, China Glass had established itself as the leading
Chinese glass manufacturer. When asked about Hony’s
role in the acquisition strategy, Zhou said without hesitation:
“Without Hony, we could never have dreamed of taking
China Glass where it is today.” (See Exhibit 5 and Exhibit 6
for a summary of recent acquisitions by China Glass, and the
company’s post-acquisition capacity and product portfolio
information respectively.)

Expanding access to international capital markets

In July 2007, two years after the IPO, a much larger and
completely restructured China Glass again demonstrated
its ability to access capital from international sources on
competitive terms. Returning to the public securities market,
the company successfully issued a US$100 million ($95.8
million net after fees and commissions), five-year, 9.625%
US-dollar denominated note in Singapore. The bulk of the
proceeds from this bond issue were used to strengthen the
company’s balance sheet by refinancing and extending the
maturities of existing debt obligations. Hony was again
instrumental in marketing and placing this offering.

Employment practices

Through the years, Hony never wavered from one of the
fundamental tenets of its investment philosophy: buyout
success in China depends on the retention of key
management personnel. Zhao explained: “We will only make
an investment when we are convinced there is a complete
alignment of interests with senior management about what
needs to be done post-investment to grow the company.
Consistent with this approach is our conviction that we will
not do a deal that requires a change of management.” In
the China Glass case, as of mid-2007 there had been no
management turnover, no abnormal layoffs associated with
the buyout and employee wages and benefits had been
structured to ensure competitiveness with industry standards.
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RESULTS

In the three years following the Hony buyout, China Glass
became the country’s largest publicly listed flat glass
manufacturer in terms of production and sales, the largest
flat glass exporter by volume with more than 300 customers
in 80 countries, and the most technologically advanced flat
glass manufacturer. (Exhibit 7 highlights the company’s
financial performance during this period of time.) The
company’s stock price more than doubled since its debut
on the Hong Kong Stock Exchange and has outperformed
the Hang Seng Index, especially after the completion of the
acquisitions in spring 2007. (See Exhibit 8 for China Glass’s
stock performance chart.)

With China Glass now well positioned for further growth,
Hony has begun to cede much of its hands-on involvement.
Zhao stepped down as chairman of the board in September
2007 and preparations were underway for orderly changes
in senior management. Zhou voluntarily vacated his CEO
post, but remained active in his new role as chairman of the
board. His replacement as CEO previously occupied the
same position with Weihai Blue Star Group, one of the
largest glass manufacturers acquired by China Glass. Zhou
candidly explained why he was willing to move “upstairs” and
relinquish the CEQO position: “The company has grown much
larger now and needs more professional management. After
all, I was not an expert in the glass business when | first
became CEO of Jiangsu Glass almost 10 years ago. The
new CEO has spent his entire career in the glass industry
and has more expertise than | do, so this is the right thing

to do in the interests of China Glass’s next stage of growth.”

CONCLUSIONS

In 20083, Zhou Cheng clearly had recognized that the
company’s future hinged upon a choice between two starkly
different strategic options: “We could not survive as structured.
Either we would be acquired by one of our larger competitors
or we needed to become an acquirer, which would take
additional capital.” His personal preference was clear, but
without the right financial and strategic partners, there was
no hope of transforming the company into an acquirer. Then,
he was introduced to Hony Capital, a private equity fund with
the financial resources, the expertise and the shared vision of
how to transform Jiangsu Glass into a market leader.

At the same time, John Zhao saw in Jiangsu Glass a
company that met the investment criteria for his new fund.
Hony Capital was a company builder, according to Zhao,
not simply a financial engineer. He liked and respected the
CEOQ, he was bullish about the flat glass industry, he fully
understood the government’s new privatization priorities
and he had the foresight to clearly envision what Jiangsu
Glass could become once Hony was in control.

Together, these two CEOs and their respective teams
demonstrated the potential for value-creation when interests
are aligned and a productive collaboration between acquirer
and acquired ensues. In short order the state-owned Jiangsu
Glass became Hong Kong-listed China Glass and rapidly
underwent a dramatic transition from China’s tenth largest
flat glass manufacturer to the leading producer with the most
efficient operations and the largest market share.

As of this writing, Hony Capital’s ultimate financial return

on the China Glass investment remains unknown as it has
not completely exited its equity ownership. However, as of

31 October 2007, the investment was valued at 5.75 times
Hony’s invested capital, and partial exits had already returned
1.26 times the invested capital to the fund. Even though its
equity stake has been gradually diluted to 32.8%,'° Hony
remained China Glass’s largest shareholder and, provided
that China Glass continues its strong recent performance,
the private equity group is poised to realize substantial gains
before 2011 when it divests its remaining shares to Pilkington.

Beyond the expected financial returns, however, Zhao

and his team are proud of their role as company builders
and are content to delay their exit until they are confident
the company is on a sound footing. Although this degree of
patience may seem at odds with the stereotype of buyout
titans in the US and Europe, Zhao fully understands and
appreciates the environment he works in and wants to
ensure China Glass has an opportunity to consolidate the
gains made since the IPO.

“We must do this business the China way,” Zhao explains,
“and we must not impose Western standards on China.”

Even the most seasoned Western investors are confounded
by “the China way”, but Hony Capital’s approach with China
Glass demonstrates that there is more than one path to
success in the buyout industry. With four years of private equity
experience under his belt, Zhao understands what he must do
to succeed in China: “I've given up trying to be loved as a PE
investor in China. But if | successfully execute value-creation in
an honest way, | can be respected.” Judging by Hony’s success
in raising Fund Il ($87 million) and Il ($580 million), apparently
this approach has resonated with some of the world’s most
sophisticated international investors. Even if they do not fully
grasp “the China way”, their confidence in Hony’s unique
buyout approach is validated by their capital commitment.

0 As of 31 October 2007, China Glass’s shareholding structure is as follows: Hony Capital holds 32.8%; Pilkington holds 29.9%; Management holds
9.56%; The International Finance Corporation (IFC) holds 8.1%; other shareholders hold the remaining 19.64%.
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Exhibit 1A: Summary of Hony Capital funds (as of 31 October 2007)

Fund Year formed Amount raised $ deployed Total value Return
| 2003 $38 million $37.1 million $159.1 million 4.29x
Il 2004 $87 million $70.5 million $533.8 million 7.57%
1] 2006 $580 million $273.3 million NA NA
Exhibit 1B: Hony Capital portfolio companies (as of 31 October 2007)
Investment Portfolio

Fund | Fund Il Fund Ill

BOCGI / NPA (2003)
Portfolio of equity stakes
in 28 different SOEs

China Glass (2003)
From #15 to #1 listed player
IPO on HKSE in 2005

Denong Seeds (2004)
Distressed company
investment. Put to back
company at cost

Source: Hony Capital documents.

Kebao Booni (2005)
China’s leading high-end kitchen
& bath appliances & fixtures producer

Jushi Fibreglass (2006)
Asia’a #1 fibreglass company
World’s #3 fibreglass company

JAAW (2005)
China’s #1 auto valve supplier

China Shijiazhuang Pharma (2007)
World’s #1 vitamin C producer
World’s #1 7ACA producer

Simcere Pharmaceuticals (2005)
Leading drug producer/distributor
IPO on NYSE in 2007

Solarfun (2006)
Solar energy wafers & panels
IPO on Nasdaq in 2006 (SOLF)

World’s #2 penicillin producer

Digital China (2007)
#1 IT products distributor
#3 IT services company

SKAP Shoes (2007)
One of China’s leading
high-end footwear companies

Jushi Fibreglass (2006)
Asia’s #1 fibreglass company
World’s #3 fibreglass company

Fornet Laundry (2007)
China’s leading dry-cleaning
franchise. 500+ locations

Zoomlion (2006)
#2 heavy machinery manufacturer
China-listed A-share company

Xin Da Zhong Metals (2007)
One of China’s leading
speciality steel producers

Several other Fund Il projects
currently closing
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Exhibit 2: An illustration of glass industry cyclicality

Prices have started to recover since early 2006 due to slowdown
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Source: Company documents.

Exhibit 3: Time line of the Hony-China Glass transaction

T
2005

— 10m

IPO in HKSE
Identified DD Signed investment Received US$25m loan to Two acquisitions
opportunity agreement & wired funds modernized production line expected
Jun? 2003 20|O4 2O|O5 20|06
Met CEO and Restructured governance, improved

conducted pre-DD

Signed “trustee agreement”
with local government

Source: Company documents.

business, re-capped financial structure

Signed MOU
with Pilkington

Teamed with Pilkington to
consolidate glass industry
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Exhibit 4: Members of the China Glass board of directors (as of June 2005, prior to IPO)

Executive Directors

Mr Zhou Cheng, aged 48, is an executive director of
our company and our Chief Executive Officer. Mr Zhou

is a senior engineer. He graduated from Nanjing Institute
of Chemical Engineering in 1980, majoring in inorganic
chemistry. Mr Zhou joined the Group in January 1997 and
has previously served as head of Jiangsu Glass Factory
and chairman and general manager of Jiangsu Glass Group.
He has 25 years of experience in the inorganic chemical
industry, the building materials industry and enterprise
administration and management.

Mr Li Ping, aged 44, is an executive director and senior
vice president of our company and Chairman of the board of
Su Hua Da. He graduated in 1982 from Zhejiang University,
majoring in materials, with a Bachelor’s in Engineering and
a Master’s in Business Administration. He is a BA senior
engineer at postgraduate level. Mr Li joined the Group in
February 1982 and has formerly worked as deputy head

of Jiangsu Glass Factory, deputy general manager and
general manager of Jiangsu Glass Group. He has 23

years of experience in the building materials industry

and enterprise management.

Mr Lu Guo, aged 42, is an executive director and vice
president of our company, a director and general manager
of Su Hua Da. Mr Lu is a senior engineer. He graduated in
1984 with a Bachelor’s degree from Wuhan Institute of
Building Material, majoring in glass. Mr Lu joined the Group
in August 1984 and has worked as head of a branch factory
of Jiangsu Glass Factory, assistant to the general manager
and deputy general manager of Jiangsu Glass Group. He
has over 20 years of experience in the PRC glass industry.

Non-Executive Directors

Mr Liu Jinduo, aged 66, is a non-executive director of our
company. Mr Liu has extensive experience in enterprise
management. Before retiring in 2001 he served as vice
president of Legend Holdings Limited. He is currently

also a director of Easylead Management Limited and was
appointed as a Director of our Company in January 2005.

Mr Zhao John Huan, aged 42, is a non-executive director
of our company and the Chairman of our board of directors.
Mr Zhao graduated from Nanjing University with a Bachelor’s
degree and from Northwestern University in the US with a
Master’s degree. Mr Zhao has extensive experience in senior
management positions at several US and PRC companies.
Mr Zhao is currently a vice president of Legend Holdings
Limited and was appointed as a Director of our Company

in January 2005.

Independent Directors

Mr Song Jun, aged 44, is an independent non-executive
director of our company. Mr Song graduated from Tsinghua
University in 1990 with a PhD in Physics. Mr Song has
served as a senior manager in numerous affiliated companies
of Tsinghua University and has extensive experience in
management and operations. Mr Song is currently also
the deputy secretary of Tsinghua University as well as

the chief executive officer of Tsinghua Holdings Company
Limited and was appointed as a Director of our Company
in January 2005.

Mr Zhang Baiheng, aged 44, is an independent
non-executive director of our Company. He was an officer

of the China Air Force. Mr Zhang has extensive experience

in the building material industry, and he currently serves as
the general secretary of the China Architectural and Industrial
Glass Association and was appointed as a Director of our
Company in January 2005.

Mr Wong Wai Ming, aged 47, an independent
non-executive director of our company, is the former chief
executive officer of Sing Tao News Corporation Limited,

a listed company in Hong Kong principally engaged in media
ownership and services, human capital management and
broadband content and distribution. Mr. Wong is a chartered
accountant and holds a Bachelor’s in Science from the
University of Manchester, Institute of Science and Technology
in the UK. Mr Wong is also an independent non-executive
director of Lenovo Group Limited and Linmark Group
Limited; both companies are listed on the Main Board

of the Stock Exchange. He was appointed as a Director

of our Company in January 2005.

Source: China Glass IPO prospectus, 13 June 2005.
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Exhibit 5: Summary of acquisitions by China Glass, 2006-2007

Acquisition target Date of completion  Target geography

Target description Capabilities acquired

Phase |

Shaanxi Blue Star  1-Oct-06

Co. Ltd

Shaanxi Province,
Northern China

Shaanxi Blue Star is primarily engaged  Additional capacity
in the production and sale of glass and

glass products as well as research and

development of glass technology.

It has one production line with a

melting capacity of approximately

350 tons per day.

Beijing Qinchang  22-Nov-06

Glass Co. Ltd

Beijing

Beijing Qinchang is primarily engaged

in the manufacturing and sale of glass
products. It has one production line with
a melting capacity of approximately

400 tons per day.

Additional capacity

Phase I

Weihai Blue Star
Glass Co. Ltd

28-Feb-07 Weihai,
Shangdong Province,

East Coast of China

Weihai Blue Star is principally engaged Additional capacity
in the production and sale of glass and technology
products and development of glass

industry technology. Weihai Blue Star

has three production lines and a total

melting capacity of approximately

1,200 tons per day.

Weihai Blue Star
Technology
Industrial Park

28-Feb-07 Weihai,
Shangdong Province,

East Coast of China

Weihai Tech Park is primarily engaged  Additional capacity
in the production and sale of glass and

glass products. It has one production

line of float glass, one production line of

sheet glass and one production line of

rolled glass, with a melting capacity of

approximately 450 tons per day,

approximately 160 tons per day and

approximately 60 tons per day, respectively.

Wuhai Blue
Star Glass Group

28-Feb-07 Inner Mongolia,

Northern China

Wuhai Blue Star is primarily engaged  Additional capacity
in the manufacturing, marketing and

distribution of glass and glass products.

Wuhai Blue Star has three production lines

with a melting capacity of approximately 60,

250 and 350 tons per day, respectively.

Hangzhou 7-Mar-07
Blue Star
New Materials

Technology Co. Ltd

Hang Zhou,
Zhe Jiang Province,
East Coast of China

Hangzhou Blue Star is primarily
engaged in the research and
development of glass production
technology. As of 31 May 2007,
Hangzhou Blue Star (formerly known
as Zhejiang University Blue Star New
Materials Technology Co. Ltd.) owned
seven PRC registered patents and two
PRC registered patents pending.

Technology:
various patents

Zhongbo 8-Mar-07

Technology Co. Ltd

Weihai,
Shangdong Province,
East Coast of China

Zhongbo Technology is primarily
engaged in the production and
sale of glass products, including
low-emission online coating glass.
Zhongbo Technology has one
production line with a melting
capacity of approximately

450 tons per day.

Technology —
Low-e glass and
extra-thin glass

Source: Authors compilation from China Glass filings.
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Exhibit 6A: China Glass post-acquisition manufacturing capacity

Beijing

Xianyang
350+450  1+1

Note:

Total of 14 lines with production

330 1 capacity of approximately 4,780
tons per day, plus two additional
lines at Xianyang and Taicang,
which are under construction, with
R&D O a planned production capacity of
approximately 450 tons per day
and approximately 330 tons per
day, respectively.

. Special glass
. Construction glass
Number of production lines

Daily production capacity (in tons)

Exhibit 6B: China Glass post-acquisition product portfolio

Flat glass manufacturing methods
|

China Glass China Glass China Glass
has 11 lines has 2 lines has 1 line
L | |
[
Type of flat glass

For For

construction automobile special use

e Clear glass e None e Solar glass
¢ Tinted glass
We make e Online coating glass
¢ Silicon glass
® Low-e glass

Source: Company documents.
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Exhibit 7A: Income statement, 2004-2007

Resilience — Profitable in an industry downturn
Summary Income Statement

Year ended Year ended Year ended 3 months 3 months ended
31-Dec-04 31-Dec-05 31-Dec-06 ended 31-Mar-07
31-Mar-06

Turnover 429,738 386,494 573,136 106,760 308,624 40,290
Gross profit 126,269 61,575 55,307 (12,017) 40,181 5,246
EBITDA 121,516 54,557 49,464 (11,290) 35,543 4,640
Interest expense (5,524) (7,739) (15,538) (3,427) (11,709 (1,529)
Net profit before Ml 76,709 16,102 14,605 (21,984) 32,168 4,199
Net profit after Ml 64,816 16,103 5,623 (21,515) 43,493 5,678

Exhibit 7B: Balance sheet information, 2004-2007

Summary Balance Sheet

Year ended Year ended Year ended 3 months ended

31-Dec-04 31-Dec-05 31-Dec-06 31-Mar-07
Cash and cash equivalents 106,453 113,585 67,275 288,975 37,725
Trade and other receivables 16,547 26,368 214,217 491,924 64,220
Inventories 42,945 57,186 91,869 369,505 48,238
Property, plant and equipment 256,793 494,680 843,687 1,861,582 243,026
Total assets 436,851 764,272 1,361,234 3,524,671 460,140
Total debt 166,000 152,189 455,367 1,046,572 136,628
Trade and other payables 120,392 164,236 330,915 1,298,484 169,515
Total liabilities 288,268 366,209 838,510 2,542,592 331,931
Total net worth minus goodwill 148,583 383,950 508,611 967,966 126,366
Tangible net worth 148,583 370,561 384,203 450,552 58,819
Total liabilities/ 1.94 0.95 1.65 2.63 -
Total net worth less goodwiill
Total debt/EBITDA 1.37 2.79 9.21 7.36 -
Net adjusted total debt/EBITDA 0.49 0.71 7.85 5.33 -
Quick ratio 0.73 0.44 0.47 0.36 -

Source: Company documents.
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Exhibit 8: China Glass stock price performance

China Glass stock price
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3i Group plc and Little Sheep*

LILY FANG
INSEAD

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

“Many people grow a company like raising a pig. The pig gets fat, you kill it and make money. | grow my company like raising
a son. The average life of a restaurant is less than three years in China. | want Little Sheep to last a century.”

— Zhang Gang, Founder, Little Sheep Catering Chain Co.

“Helping a great business to realize its potential takes a lot more than just capital. It is ultimately about the people, thus your
relationship with the management team and the sort of support you can provide, such as introductions to key industry

expertise and relevant operational best practice, is very important.”

EXECUTIVE SUMMARY

In 2004, a large, well-established global private equity firm
invested in a rapidly growing Chinese restaurant chain that
originated in Inner Mongolia, one of the country’s most
remote regions. This case describes how and why an unlikely
yet productive relationship was forged between these two
firms, and the result of their collaboration. 3i, a highly
respected global private equity firm with a 60-year track
record, first established an Asian presence in Hong Kong in
2001. Three years later, a rapidly growing restaurant chain
called “Little Sheep” came to the firm’s attention. Due to its
meteoric growth and national brand name recognition, Little
Sheep was very attractive to some prestigious international
investors, who made offers of financing. The founder,
however, favoured 3i over other prospective investors due
to a strong belief that, in addition to its financing capability,
the firm had the expertise and commitment to add value

on a number of fronts that would strengthen the overall
competitiveness and profitability of his growing company.

This story of 3i’s value-creating contribution to Little Sheep is
consistent with much of the private equity reality in China today.
As one of the most sought-after destinations for capital in the
world, there is no scarcity of domestic or foreign investment
capital for high-growth private companies, especially those

run by the new generation of talented entrepreneurs. As this
case demonstrates, the truly scarce resource for many private
firms striving to grow their businesses in an increasingly
competitive market is industry and management expertise

that will help entrepreneurs make the transition to professional
business practices, in areas such as marketing strategy,
operational efficiency and corporate governance standards.
The relationship that evolved between 3i and Little Sheep is
emblematic of value created by an experienced private equity
investor with deep industry expertise and a Chinese
entrepreneur who was able to first recognize and then capitalize
on the value-enhancement services offered by an investor
whose interests were closely aligned with his own.

— Anna Cheung, 3i Partner, China

3i GROUP PLC

3i Group plc is one of the oldest private equity firms in the
world, with a track record dating back to 1945 when the
British government and a consortium of banks founded
two organizations — the Industrial and Commercial Finance
Corporation (ICFC) and the Finance Corporation for Industry
(FCI) — to bridge the financing gap afflicting small and
medium-sized enterprises (SMEs) in the aftermath of the
Second World War." In 1975, these two corporations
merged, and in 1983 the combined entity was re-named
3i — “investors in industry”. In 1994, 3i was listed on the
London Stock Exchange, becoming the first large private
equity fund to go public and have access to permanent
capital. 3i invests in a wide variety of businesses through
its five lines: buyouts, growth capital, venture capital,
infrastructure and quoted private equity.? (See Exhibit 1
for a summary of 3i’s business lines for fiscal year 2007.)

Expanding its geographic footprint beyond the UK and
Europe, 3i today has offices in 14 countries across Europe,
Asia and the US, and has made investments in more than

30 countries. The firm opened its first Asia office in Singapore
in 1997, followed by a second office in Hong Kong four years
later, and offices in Shanghai, Mumbai and Beijing
subsequently. During fiscal year 2006, 16% of the group’s
new investments were in Asia. Alongside the geographic
shift, 3i’s investment strategy has also evolved, with an
emphasis on making fewer, larger, and more sector-focused
investments. In Asia, the group’s average investment size has
been about $40-50 million, and sectors in focus included
consumer-related goods and services, healthcare, and energy.

These changes in investment strategy were consistent

with a decision to become more actively involved in its
portfolio companies, returning to the firm’s original modus
operandi as an “investor in industry”. To better serve its
portfolio companies, 3i developed two unique programmes:
People Programmes and Business Development Practice.
People Programmes is a highly sophisticated approach to
cultivating relationships internationally with seasoned

* The authors express their appreciation for the research and editing support provided by Brian DelLacey.

' The perceived funding gap — the “Macmillan gap” — was scrutinized back in 1929 in a report by a committee under the chairmanship of Lord
Macmillan. The founding of ICFC, predecessor of 3i, was closely linked to one suggestion in the Macmillan Report.

2 3i's growth capital and venture capital investments are made from its balance sheet, while the group invests in buyouts through its €5.0bn Eurofund V.
During 2007, both the infrastructure and quoted private equity business lines raised new funds that are listed on the London Stock Exchange.
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executives and industry experts whom 3i regularly calls upon
to assist the deal team at various stages of the investment
process, from due diligence to post-investment operational
support. While many private equity groups rely upon industry
experts, 3i's People Programmes is unique in its scale and
20-year history of building an enviable rolodex. Chris
Rowlands, 3i's managing director for Asia explained: “At 3i,
this is not a nice-to-have, or an afterthought. This is at the
heart of our investment model.”

The second distinctive 3i programme, the Business
Development Practice, is a dedicated resource to help 3i’s
portfolio companies expand their operations internationally.
Initially this grew out of a demand from European firms
wanting to gain entry to Asia, but the team is increasingly
working with Asian firms seeking to tap into the European
and US markets and Rowlands believes it “is not only a
service for our portfolio companies, but we believe it directly
increases our investment value as well”.

INNER MONGOLIA LITTLE SHEEP CATERING

CHAIN CO. LTD

Entrepreneurial beginnings

In 1999, an entrepreneur called Zhang Gang founded Little
Sheep Catering Chain Co. in Inner Mongolia, one of the most
remote and underdeveloped corners of the world. One of the
five so-called autonomous regions in China, Inner Mongolia’s
economy was primarily agrarian and until the 1990s had ranked
among the country’s poorest regions. But this began to change
dramatically with the economic reform programmes initiated

by Deng Xiao Ping in the 1980s. The combination of a
reform-minded regional government and rich natural resources
provided strong impetus for Inner Mongolia’s economic growth.
By 2006, Inner Mongolia had been transformed into one of the
country’s wealthiest regions in terms of GDP per capita.’

Although Zhang (ethnic Han Chinese) had no formal business
education, he was an opportunistic and intuitive businessman
long before he founded Little Sheep. A short stint as a factory
worker in Baotou Steel Factory at an early age led Zhang to
conclude that a career as a worker in a state-owned factory
would be “very repressive”. He then ventured into clothes
retailing while still a teenager and, by the early 1990s, had
accumulated enough capital to enter the cell phone business,
eventually rising to become the sole distributor of cell phone
equipment in Inner Mongolia.

Zhang initially thought about entering the food business

as a hobby. He focused on a popular dish in Northern

China called “hot pot” — a pot of boiling soup that sits atop

a small, table-top stove to which diners add thinly sliced
meat and vegetables. Traditionally, the cooked food is then
dipped in flavoured sauces. Zhang wanted to improve the
soup base so that there would be no need to dip the cooked
food in sauces — he wanted to create a healthier and more
naturally flavoured hot pot. After many trials and tastings, he

finally settled on a unique recipe containing over 60 spices
and herbs. Only then did he begin thinking about it as a
business. “It made sense — | always wanted to have a basic
business, selling something simple that people wanted,”

he recalled.

Zhang named his venture Little Sheep because locally raised
lamb is a staple in the Mongolian diet, and thinly sliced lamb
would be the specialty in his new restaurant. He opened the
first Little Sheep restaurant in Baotou, a large city in Inner
Mongolia on 8 August 1999, and it was an instant success.
By the second day, long lines of customers queued up
outside the restaurant, an unprecedented phenomenon

in a city where people were unaccustomed to waiting in line
for supper. Based on this early success, Zhang managed

to open two additional restaurants in Baotou within two
months, with an equally enthusiastic customer response.

The trademark battle

As Zhang witnessed the surprising popularity of Little Sheep,
his business intuition immediately took over. Once word spread
about the phenomenal early success of the restaurants, he
knew others would try to replicate his business model and
even use the Little Sheep name, undermining the brand value.
As early as October 1999, just as he was opening his second
and third restaurants, Zhang submitted his first application for
a trademark to the National Trademark Office, the official
government agency in charge of intellectual property matters.
This proved to be the start of a battle that would drag on for
nearly seven years, until Little Sheep was finally awarded
trademark protection in June 2006. Ironically, it took Little Sheep
longer to be granted trademark protection in China than in
several overseas markets. Reflecting on this drawn-out
experience with the government authorities, Zhang lamented
that this was his “single biggest headache” during the entire
history of the firm. Not only would this experience have an
unexpected impact on Little Sheep’s growth strategy, it also
would sow the seeds in Zhang’s mind to bring Little Sheep to
the public market.

Rapid growth and strategic re-orientation

The extraordinary success of the first three restaurants
spurred Zhang to expand with lightening speed throughout
the country. By the end of 2002, just over three years after
opening the doors to his first restaurant in Baotou, the
company had established a nationwide chain of more than
500 restaurants. Ironically, the lack of trademark protection
was as much a driver of rapid expansion as the founder’s
ambition and entrepreneurial talent. “I didn’t have the luxury
to wait. | had to move fast to grab market. Otherwise,
anyone could start a Little Sheep and we had no legal
recourse to fight back,” Zhang explained.

But this success came at a high cost and by the end of
2002 the company was suffering from serious growing
pains. While the rapid expansion had been primarily driven

% 1n 20086, Inner Mogolia’s GDP per capital ranked number 10 among Chinese regions, behind only nine wealthy coastal provinces. GDP per capital

ranking data from wikipedia.com., November 2007.
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by an aggressive franchise strategy, the company’s thin
management ranks resulted in very weak oversight of the
franchisees. The problems were aggravated when media
reports began to appear claiming substandard quality and
service in certain Little Sheep franchise stores, inevitably
damaging the brand.

At the end of 2002, Zhang faced a critical decision: should
the company curtail growth and scale back the franchises
until his management team could be strengthened, even
though this would result in the immediate loss of substantial
franchise fees? Moreover, he would risk alienating a growing
roster of franchise applicants who were waiting to capitalize
on the brand and open Little Sheep restaurants. Resisting
the temptation to maximize short-term profit, Zhang decided
to temporarily halt the awarding of new franchises in the
following year. In addition, he initiated efforts to more closely
monitor the performance of the existing franchises, and
designated one of his long-time lieutenants, Zhang Zhan Hai,
to be in charge of the task.

3i’S INVESTMENT IN LITTLE SHEEP

Management’s goal

Gradually, Zhang’s decision to scale back the expansion
began to pay off. In 2004 the company strengthened its
management ranks significantly by hiring as senior vice
president of finance, industry veteran Lu Wenbing, former
vice president of Meng Niu (Mongolian Cow), a well-known
Inner Mongolia-based dairy company. Lu brought much
needed financial discipline and internal control to the
company and by 2005 Little Sheep’s performance had
clearly rebounded as the company collected a number of
prestigious regional and national business awards, including
the Little Sheep brand being ranked 95th by the World
Brand Lab among “The 500 Most Valuable Chinese Brands”.
According to Ministry of Commerce statistics, the company
had the second largest market share among China’s
restaurants chains, behind only the fast-food giant KFC.
(See Exhibit 2 for a major-events time line in Little Sheep’s
corporate history up the 3i investment and Exhibit 3 for the
company’s footprint in China at the end of 2005, just before
the 3i investment.)

Notwithstanding this renewed success, Zhang recognized
that sustaining the company’s growth would require not only
financial resources but, more importantly, additional industry
expertise. Like many Chinese entrepreneurs, Zhang came
to believe that the ultimate validation for Little Sheep’s
success would be a public listing, preferably on an overseas
exchange.* This would give the company a diversified source
of capital as well as brand recognition, and subject it to
market discipline. His preference for an overseas listing

was rooted in his concern about the lax listing standards

on the domestic Chinese exchanges; he preferred instead
an international certification. But to prepare for an IPO, he
believed that the company needed to attract not only

additional capital, but a partner with the capability to provide
much needed industry knowledge and expertise. “What

we lacked were high-level professionals from the food and
beverage industry who could help take Little Sheep to the
next, higher level... We needed a partner that could help

us prepare for an IPO outside China”, explained Zhang.

Origin of the deal

Little Sheep’s extraordinary growth and brand name
recognition attracted many willing investors, including
such prestigious investment banks as Morgan Stanley

and Goldman Sachs. At 3i, Little Sheep was spotted by
an associate director, Daizong Wang, a Wharton MBA who
had recently joined the group after a four-year stint with
Goldman Sachs in Hong Kong. As 3i’s investment strategy
in Asia was becoming more sector-focused, Wang was
assigned to study the food and beverage sector, which
had been growing at a rate twice as fast as China’s GDP
for over 15 years. As the Chinese economy began to shift
towards more consumption-led growth, Wang believed that
consumer-related sectors such as restaurants would offer
tremendous upside. (See Exhibit 4 for some growth
statistics of the Chinese restaurant sector.)

Wang also noticed that even though the sector was
experiencing rapid growth, prior to 2005 there had been

no private equity investments due to the lack of scale in typical
restaurant businesses. Unfazed, he began to analyse the
market share rankings of restaurant chains in China to screen
for investment targets. Little Sheep ranked second, occupying
6.2% of the entire restaurant and catering market, behind
KFC.5 Intrigued by Little Sheep’s ability to achieve scale unlike
most other restaurants, Wang realized that the key was the
simplicity of Little Sheep’s business model: “The Chinese
restaurant business is fragmented because it is difficult to
standardize. In most restaurants the largest cost component
is the chef, but it is difficult to achieve consistency. Little Sheep
is different because customers cook their own food in the hot
pot, which eliminates the need for a chef. This do-it-yourself
style of dining and the ease of standardization made this
business capable of scale.” In fact, these characteristics
made hot pot restaurants a significant sub-sector of the

total restaurant industry, accounting for more than 20% of

all consumer spending on restaurants, with Little Sheep the
clear market leader with one third of total hot pot revenue.
(See Exhibit 5 for statistics on the hot pot sub-sector.) Based
on this analysis, Daizong Wang concluded, “From the very
beginning, | wanted to invest in this business.”

His next step, in August 2005, was to cold call Little Sheep’s
senior vice president of finance, Lu Wen Bing. After making
his pitch to Lu, whom Wang found “surprisingly open-minded
[about private equity]”, he was invited to a formal meeting

in Baotou, Little Sheep’s headquarters. Reflecting on the
initial exchange, Wang said: “At a time when few in China
understood the difference between private equity and

4 At the time, the Chinese A-share market was also closed for new public listings.
5 According to Euromonitor, Little Sheep has a higher, 9.9% market share among China’s full-service restaurant chains, excluding fast food.
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investment banking, Lu was very sophisticated and ahead
of the curve.” It turned out that earlier in his career, Lu had
worked on the senior management team of Meng Niu when
it received a widely publicized investment from Morgan
Stanley and CDH, a well-known Chinese private equity fund.
Based on this previous experience, he was predisposed to
working with a private equity investor.

Winning the mandate

After the initial meeting in August, 3i engaged in a
four-month competition with other private equity suitors,
including Goldman Sachs and Morgan Stanley, before finally
being awarded the Little Sheep mandate. During this period,
Anna Cheung, a 3i partner based in Hong Kong, was
assigned as the senior member on the team working with
Wang to secure the mandate. The investment team flew

to Baotou frequently, getting to know Little Sheep’s senior
management team, and explaining 3i’s investment
philosophy. At the same time, they spoke with a number

of research analysts covering the Hong Kong and Chinese
restaurant sector to learn more about the sector, and shared
their findings with Little Sheep senior management. The
team also tapped into 3i's network of industry experts — the
People Programmes — and identified Nish Kankiwala, former
president of Burger King International, as a suitable advisor
for Little Sheep. As the top executive at one of the world’s
largest fast food restaurant chains, Kankiwala would bring

a wealth of sorely needed knowledge about the franchise
business. At the request of the 3i team, Kankiwala flew

to Beijing and spent a number of days meeting with Little
Sheep’s entire senior management team, learning the

ups and downs of the company’s performance and
discussing the relevance of his own experience to Little
Sheep’s future strategy. This was the first time that Little
Sheep management had direct access to a world-class
expert with a deep understanding of their business and

they were impressed by 3i's commitment and ready access
to this calibre of expertise.

But the spectre of Goldman Sachs continued to lurk in

the background. Wang heard that his former Goldman
colleagues were visiting Little Sheep in Baotou in late 2005,
so he immediately flew there and was “prepared to sit there
until we signed the term sheet”. His persistence paid off and
four months after Wang’s August cold call, 3i signed a term
shest with Little Sheep, agreeing to a $25 million equity
investment for a minority stake in the company. (Prax Capital,
a private equity fund focused on Chinese investments,
invested $5 million as a co-investor.) The transaction closed
six months later, in June 2006, and 3i’s real value-add to the
company began to take shape.

POST-INVESTMENT VALUE-CREATION

Forming a strategic blueprint

During the six-month period between the signing of the
mandate in late 2005 and the final closing in June 2006,

3i worked closely with Little Sheep management to clarify
a number of strategic questions that the company needed
to address, and an agreement was reached to engage
Roland Berger, a strategic consulting company, to provide
fact-based analysis as a basis for resolving some of the
most pressing issues.

Based on extensive data collection and analysis, the
consultants made a number of specific recommendations,
such as optimal store size and location in different
sub-markets,® and how the company should overhaul

its existing franchises (as described in the next section).
These findings and recommendations became the basis of

a blueprint that outlined a step-by-step effort to professionalize
and improve the company’s operations. When the analysis
and recommendations were presented to the Little Sheep
board, the response was highly favourable.

Mapping strategy to operations: the 180-day plan

Aided by the strategic insights gained from the Roland
Berger report, 3i's Wang drafted a “180-day plan”, a detailed
work plan of tasks that the company needed to address in
the following six months, including specific financial, legal,
operational and HR issues. (See Exhibit 6 for an excerpt
from Little Sheep’s 180-day plan.) After discussing the plan
with the management and obtaining their full commitment to
executing it, it was then continuously tracked and updated.
3i partner Anna Cheung explained: “The 180-day plan helped
to provide structure and a time frame that gave all parties
involved a goal to work towards.”

This detailed level of post-investment involvement is
standard for all 3i investments, and it confirmed for Little
Sheep management that 3i was willing and able to provide
the non-financial benefits that they had been seeking from
their private equity investor.

Strengthening the management team and the board

Both 3i and Little Sheep understood clearly that a critical
task for the company prior to a public listing was
strengthening the management team and board structure.
Little Sheep’s management team had a high level of integrity
and drive, but lacked depth: the entire top management
team consisted of founder and CEO, Zhang, a senior vice
president of finance, and three regional vice presidents. (See
Exhibit 6A for an organizational chart for Little Sheep before
3i’s investment.) Even more significantly, as Wang remarked,
“the company lacked systems such as centralized operation
management, new store development and marketing teams,
which were crucial for the company to continue to grow in a
coordinated manner”. Through the years, the company had
been carried forward almost entirely by a small team of
managers united and motivated by the founder’s sheer
personal strength and charm. “The founder, Mr Zhang, is

an inspirational person,” remarked Cheung; and as one of
Zhang’s lieutenants would confirm, he was “the heart and

6 For example, based on profitability analysis, it found that the optimal store size for tier-1, tier-2, and tier-3 cites are 1200m?, 600m?, and 600m?,
respectively, and that the reason for most under-performing stores (profitability < 5% of sales) was due to wrong store location.
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soul” of the business. But there was a pressing need to
recruit additional professional managers, install management
information systems and revamp the structure and
responsibilities of the board.

In this regard, 3i was instrumental in helping Little Sheep
gradually put a strong team and a governance system in
place. Once 3i made the investment, Cheung and Wang
both joined the board as non-executive directors. 3i also
recruited two additional independent directors with strong
industry experience: Nish Kankiwala, the former president
of Burger King International who played a part in the deal
initiation process, and Yuka Yeung, CEO of the KFC franchise
in Hong Kong. Both individuals had extensive experience in
the food industry and were exactly the type of high-level
industry people that Little Sheep had been looking for.

Instead of viewing these new directors as outsiders, however,
Little Sheep’s top management enthusiastically welcomed
them as partners capable of adding considerable value to
the company. When 3i proposed four board meetings per
year, Little Sheep came back and asked for more. “Little
Sheep is the only company | have worked with that has
asked for more board meetings... Zhang is an extraordinary
entrepreneur, but he was very humble and eager to learn.
This is one of the most impressive things about the
company,” Cheung commented.

The newly constituted board immediately began to focus

on adding depth to the management team. Up to this point,
Zhang had served as both the board chairman and the CEO
and had tended to delegate much of routine management to
members of his senior management team. One of the first 3i
recommendations was to recruit a full-time CEO dedicated
to overseeing day-to-day management of the business. “We
practically insisted on it,” recalled Wang. In addition, based
on 3i's recommendation, the board agreed to create new
positions for a COO and a CFO, but emblematic of China’s
thin supply of professional managers, it would take more
than a year to recruit the right candidates. (See Exhibit 6B
for Little Sheep’s organization chart as of October 2007.)

Creating a Standards Committee

Until these three new senior executives could be recruited,
an interim management solution was needed. 3i proposed
—and the board agreed — to create a Standards Committee
consisting of Little Sheep’s existing management team, plus
Wang. The committee’s purpose was to serve as interim
CEOQ, focusing especially on enhancing the communication
and coordination among the three regional operations until
a proper headquarters could be set up. For the first three
months between June and September 2006, the committee
met bi-weekly to discuss detailed operational matters and
make decisions to be carried out by the three regional VPs.
Gradually, as internal communication improved and key
headquarter functions were established, the Standard
Committee evolved to become a series of monthly meetings
focused more on long-term strategic issues, such as

new-store developments, marketing and budgeting. Finally,
in November 2007, with the establishment of Little Sheep’s
new national operation headquarters in Shanghai, the
committee was formally dissolved.

Creating and executing a new franchise strategy

Although Little Sheep had taken the initiative to halt the
awarding of new franchises in 20083, the existing sprawling
network of over 500 franchises was not systematically
addressed prior to 3i's involvement. Symptomatic of the
problem was the fact that management had actually lost count
of the exact number of stores in the Little Sheep network.
Cleaning up the existing franchise system and designing a new
franchise strategy thus became a top priority for the newly
constituted board. Based on the insights from the Roland
Berger report, the board came to the conclusion that the new
strategy should focus on quality rather than quantity, and that
the franchise system should become more centrally managed.
Not only was this consistent with protecting and strengthening
the Little Sheep brand, it was also made feasible by the
strengthened management and headquarters capabilities.

The following three-phased overhaul of the franchise system
was agreed on and carried out:

Phase 1: Cleaning up the existing franchise system
First, a systematic effort was taken to visit and catalogue
every franchise in the country. These visits generated
store-by-store information that was fed into a database
created to track critical performance indicators, and served
as a basis for making decisions about the future status of
each franchise. More than 200 franchises that had clearly
violated the Franchise Agreement or did not meet Little
Sheep’s quality standards were closed. Others that were
performing reasonably well had their franchise agreement
renewed, and the best performing stores were bought back
by Little Sheep to become directly owned as part of the
new, more centralized strategy. This task was complete

by the end of 2006.

Phase 2: Enhancing training and support to remaining
franchise stores

Phase 2 involved stepping up the training for all franchise
personnel through an elaborate new programme consisting
of various stages of training at headquarters, on-site and
during regular national and regional franchisee meetings.

In addition, headquarters staff continued to provide on-site
training during their regular store visits.

Phase 3: Developing new franchise stores

The final phase in the new franchise strategy was to
proactively develop new stores and grow the franchise

fee base. In contrast to the traditional, passive expansion
method of responding when potential franchisees called,
Little Sheep’s new, active approach began with research into
the local business environment, which then led to a choice of
locations. The company then actively sought out restaurant
operators with good reputations to run the franchise stores.
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In little more than a year this new proactive strategy
transformed the profile of Little Sheep’s franchise system.
The company moved from having 40 directly owned stores
versus over 500 franchises before the 3i investment to a
more balanced mix of 101 to 260 by late 2007. Even with a
dramatically decreased total store count, these fundamental
changes resulted in year-on-year revenue growth of close
to 40%, double the industry average of about 20%.

Shelving the international expansion plan

Prior to 3i's investment, Little Sheep had an ambitious plan
for international expansion. With successful restaurants
already operating in Toronto and Hong Kong, management
was eager to accelerate the pace of overseas growth and
establish the Little Sheep brand name globally. Each regional
VP was designated to lead expansion efforts in different
overseas regions — North America, North Asia and South
East Asia — even though they were already stretched thin
managing their domestic operations.

Little Sheep’s overseas ambitions were quite common
among the new generation of Chinese private enterprises.
On this issue, however, 3i and Little Sheep management had
different views. Even though 3i was well placed to provide
introductions and on-the-ground support for an overseas
expansion, it strongly recommended that Little Sheep initially
focus on strengthening domestic operations rather than
rushing into overseas expansion. “Given the vast and yet
untapped opportunities in China’s restaurant industry, it is
strategically important for Little Sheep to leverage the leading
market share and brand name it has already established to
secure a dominant market position at home before
expanding its operations overseas,” Cheung explained.

Although management initially resisted this 3i recommendation,
Zhang later conceded that this was a sensible approach.
Looking back on the incident, one of the independent directors
viewed the outcome as one more example of the company’s
fundamental strength: “They [Little Sheep management] are
open-minded, and very willing to listen,” remarked Yuka Yeung,
“which is really remarkable. It is a learning company.”

EARLY RESULTS

From the time of 3i’s investment in mid-2006 until the end

of 2007, Little Sheep opened 37 new stores and achieved
year-on-year revenue growth of 40%, far in excess of the
15%-20% average growth in China’s food sector. The strong
revenue growth was also fueled by the evolution of Little
Sheep from a pure restaurant business into a more diversified
food and beverages group with two meat processing
facilities, a packaged-seasoning plant, a logistics company
and a number of regional subsidiary companies. The
company also completed its search for new senior executive
talent: Daizong Wang validated his confidence in Little Sheep
by resigning from 3i in October 2007 to become Little
Sheep’s new CFO, and Yuka Yeung, one of the independent
directors and the former CEO of KFC’s Hong Kong franchise,
became the new COO.

CONCLUSIONS

At first glance the pairing of 3i, a global private equity group
with almost no track record in China, and a restaurant chain
with origins in remote Mongolia, might seem like an odd and
unlikely match. But the story of their relationship conforms to
many of the fundamental characteristics of successful private
equity transactions, especially in emerging markets. First, the
initial driver that allowed 3i to win the mandate after an intense
contest with better-known competitors was chemistry, or the
ability to make the founder comfortable with its industry
expertise, commitment to the company and approach to
post-investment value-creation. Money was secondary.
Second, Little Sheep’s founder had the foresight and self-
confidence to recognize the value of accepting an active
investor into his company. Even though he had never heard
of 3i before meeting Daizong Wang, he and his senior
management team exhibited an openness and eagerness to
learn from outsiders, which is not always the case, especially
with closely held family-run firms in emerging market countries.
And third, this is a textbook case of the positive results that
stem from closely aligned interests between a private equity
investor and the management of a portfolio company. From
the beginning, the 3i team was exceptionally hands-on,
working closely with the company’s senior management team
on a continuous basis to make significant changes in the
company, always with an eye to building value and moving
closer to the day when Little Sheep would be positioned to
successfully execute an IPO. The combination of these three
factors goes far to explain the ingredients required for
successful private equity transactions in emerging markets,
or anywhere.
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Exhibit 1: Summary information on 3i’s business lines

Figures in £ million

Growth Venture Quoted
Buyouts Capital Capital Infrastructure Private Equity Total

3i's own capital 1,281 1,460 741 469 20 3,971
Third-party funds 2,129 227 15 385 0 2,756
Total 3,410 1,687 756 854 20 6,727
Source: 3i Annual Report 2007.
Exhibit 2: Major events in Little Sheep’s corporate history
Date Event Date Event
Aug-99  First Little Sheep restaurant opened May-05  Little Sheep entered the “Inner Mongolia Top 50
Oct-99  Second and third Little Sheep restaurants Private Businesses”, ranking #2

opened, making it a chain Aug-05  Little Sheep’s brand was evaluated at 5.5 billion
May-01 Little Sheep set up subsidiary company in Shanghai RMB, and entered “China Top 500 Most Valuable
Jan-02 Little Sheep set up subsidiary company in Beijing Brands” list, ranking #95
Jan-02 Little Sheep set up subsidiary company in Shenzhen ~ Aug-05  Little Sheep entered “China Top 500 Service
Aug-02  Little Sheep passed ISO9001 certification and Businesses” list, ranking #160, (#1 among food

China national “Green Food” certification companies)
Jan-03 Little Sheep set up R&D and production facility Sep-05  Little Sheep obtained the “China Top 100 Food

for seasonings Businesses” title for the third time, ranking #2
Jan-04  Little Sheep set up subsidiary company in Oct-05  Little Sheep opened its first overseas

Hong Kong direct-ownership restaurant in Toronto, Canada
May-04  Little Sheep opened its first restaurant in Dec-05  Little Sheep entered the “China Top 500 Quality”

Hong Kong list and “China Food and Beverages Top 10
Nov-04  Little Sheep became the only restaurant Quality” list

business to enter the “China Top 500 Businesses” May-06 Little Sheep was named one of “Inner Mongolia’s

list, ranking #451 50 Most Respected Businesses”
Nov-04  Little Sheep obtained the “Prestigious Brand” Jun-06  Little Sheep’s trademark was formally awarded

designation in China

Source: Compiled from company documents.

Exhibit 3: Little Sheep’s footprint in China (as of the end of 2005)

In addition, Little Sheep had about 550 affiliate stores in operation by the year end of 2005,

mainly in the Northern and Northwest China.

>20 Stores
10-20 Stores
B 5-10 Stores
<5 Stores

[] O Stores

GHaman

Provinces with more than 20 stores

Hebei 74
Henan 61
Heilongjiang
Xinjiang 53
Inner Mongolia 52
Shangdong 42
Gansu 41
Guangdong 33
Shanxi 33
Beijing 22

Taiwan

Source: Company documents.
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Exhibit 4: Growth statistics for the Chinese restaurant industry

The restaurant business in China is large and has enjoyed strong growth over the past 5 years

Revenue of China’s restaurant industry (2001-2005)

(RMB bn)

CAGR=19.4%

888.7
748.6
606.6
529.2
436.9 I
2001 2002 2003 2004 2005

Source: Company documents.

Driving forces

e Economy grows 8% on average

e Fast growth of disposable income
in China

e Urbanization process increases the dining
out choices as restaurants become more

—> and more economically viable

e Spending in restaurants by urban citizens
grew 20% p.a. over the past 5 years

Exhibit 5: Hot pot restaurant as a sub-sector of the dining industry

Hot pot’s market share of the restaurant industry is estimated to be 15% to 20% on a growing basis

Total restaurant industry in 2005
in restaurants in 2005

100%=888.7 (RMB bn)

Western food
5% - 10%

(~RMB 66.7bn)

100%=822.0 (RMB bn)

Chinese food
90% - 95%
(~RMB 822.0bn)

Non-hot pot
78% - 85%

Source: Company documents.

Volume of Chinese food

Comments

e (Calculations based on data from China
Restaurants in Chain Statistics Yearbook

* Hot pot market share shows an
upward trend
-14.7% in 2003
—-21.2% in 2004

¢ A sample telephone survey conducted
by Roland Berger staff showed on
average hot pot dining represents
15-20% of overall restaurant spending

Hot pot
16% - 22%

138 Case studies: 3i Group plc and Little Sheep

The Global Economic Impact of Private Equity Report 2008



Exhibit 6: An excerpt from the 180-day plan

Issues Timing Action / Output
I Legal
g. Lease agreement Within 6 months — Renew lease agreements that have expired or are to expire soon by 31 July 2006
— Revise certain lease agreements (identified in legal due diligence) by 31 July 2006
i. Other permits Within 12 months — Obtain necessary certificates or evidence for compliance with fire safety, environmental
and certificates protection and sewage fees within 12 months
Il Financial
a. Internal system Within 3 months — report -
and recommendations; — Engage a leading accountant to examine systems, processes, controls,
Within 12 months — information capture to ensure robust, speedy and accurate information flow
adoption of — Report outlining adequacy of existing systems and recommendations for
recommendations improvements to be presented at first board meeting post-completion.
Satisfactory system in place in 12 months
1. Business and Operations
c. New site selection By 31 September 2006 — Standardize and formalize location assessment process
— Set up a dedicated team responsible for new site selection for the whole group
— Establish a set of criteria and parameters such as those in the Roland Berger report
e. Store-level operational  Assign responsibilities — Refine operations manual

improvement and agree on action

plan within 3 months

— Step up staff trainings and communications
— Enhance internal audit and increase frequency of store checks
— Implement KPI benchmark at city/provincial, regional and national levels

Source: Company documents.

Exhibit 6A: Little Sheep’s management team before 3i investment

Board Chairman/CEO
Mr Zhang Gang,
founder of Little Sheep

Senior VP of Finance
Mr Lu Wen Bing,
ex Meng Niu executive

VP of Beijing region
Mr Zhang Zhan Hai,
Long-term Little Sheep
management

VP of Shangai region
Ms Kou

VP of Shenzhen region
NA

Exhibit 6B: Little Sheep’s management team after 3i investment

Board Chairman/CEO
Mr Zhang Gang,
Founder of Little Sheep

|_|

Chief Executive Officer
Mr Lu Wenbing

Chiefo‘?f?féfﬁng Chief Financial Officer
Mr Daizong W.
Mr Yuka Yeung rbaizong Wang

Vice President for VP Beijing General Manager General Manager
Coporate Office Region Franchise of Shangai Region of Shenzen Region
NA Business NA NA
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Indian private equity cases: introduction*

LILY FANG
INSEAD

INTRODUCTION

The two India cases, ICICI Venture and Subhiksha and
Warburg Pincus and Bharti Tele-Ventures, provide insights
into why India has attracted more private equity investment
recently than any other emerging market country. Total
investments increased almost 700% between 2004 and
2006, from $1.1 billion to $7.46 billion, and 2007 is expected
to be another record-breaking year. This meteoric growth has
been fostered by a combination of country-specific factors
that distinguish India’s investment environment from other
emerging markets. These include:

Sustained rapid economic growth: Second only to the
unprecedented performance of China, India has established
a track record of rapid, sustainable economic growth,
averaging about 7%-8% annually since 2000.

Burgeoning domestic consumer market: Although the
current per capita income level of about $720 ranks India
among “low income” countries, the middle class is projected
to increase tenfold by 2025, from about 50 million to more
than 500 million consumers.’

Well-established public equity market: Arguably, no
emerging market has a deeper and broader public securities
market than India, a vitally important factor for private equity
investors. The Mumbai Stock Exchange dates back to 1875,
has more than 6,000 listed companies and reasonable levels
of liquidity and trading volume.

Human capital and competitiveness in high-growth
sectors: India has one of the best higher education systems
among emerging market countries. This explains the country’s
dominant lead and world-class competitiveness in a number
of growth sectors, such as information technology, software
development, healthcare, pharmaceuticals and automobile
components. Further buttressing this competitive advantage
is the widespread knowledge of English.

Stable democratic government and credible legal
framework: India has one of the oldest and most stable

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

democracies among emerging markets economies. In
addition, its common-law legal origin has provided the
foundation for a well-established, credible legal system.

Within the context of these favourable factors, the cases

focus on private equity transactions in two high-growth, but
unsettled sectors of the Indian economy: retail (/CICI Venture
and Subhiksha), and mobile telecom (Warburg Pincus

and Bharti Tele-Ventures). As both cases demonstrate, the
robust sector-specific growth appeared to provide attractive
opportunities for astute private equity investors. But there

also was enormous uncertainty because both the retail and
the telecom sectors were beset by high levels of inefficiency,
fragmentation and burdensome, over-protective government
regulation that undermined performance and profitability. Thus,
at the time both investments were made, the opportunities
were attractive, but the risks were high. As noted by one of the
Warburg Pincus managing directors who was involved in the
Bharti investment, due to the uncertainties about the pace and
direction of change in India, this was a time of “maximum risk”.
The cases highlight how some of these risks were mitigated to
generate favourable results for both the investors and their
portfolio companies.

Like most private equity transactions in India, as well as

other emerging markets, it is noteworthy that these cases

do not fit the profile of US and European buyouts — both
involved minority investments rather than control, leverage
was not a factor, and although major financial and operational
restructuring was extremely important, neither transaction
involved disruptive layoffs, management changes or other
features that have been targeted by critics of Western buyouts.
On the contrary, the cases illustrate that for economies

like India that are in the midst of major structural changes,
there are ample opportunities for more traditional “growth
capital” investments in companies that are expanding rapidly,
especially in sectors like retail and telecoms that are
undergoing consolidation. The management of both
Subhiksha and Bharti Tele-Ventures readily accepted the
active participation by the private equity investors in key
decisions affecting value-creation and long-term performance.

* The authors wish to acknowledge their appreciation for the research and editing support provided by David Kiron.

" McKinsey Global Institute, “The ‘Bird of Gold:” The Rise of India’s Consumer Market,” May 2007, p.8. This projection is based on the assumption

that the current economic growth rate is sustained.
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EXECUTIVE SUMMARY: WARBURG PINCUS

AND BHARTI TELE-VENTURES

Between 1999 and 2001, Warburg Pincus, one of the
oldest and most respected private equity groups in the
world, made a series of investments totalling nearly

$300 million in Bharti Tele-Ventures, a relatively small

Indian telecoms company. At the time, private equity was
virtually unknown to most entrepreneurs in India; and Bharti
Tele-Ventures’ top management had never heard of Warburg
Pincus before their first meeting in 1999. Moreover, the
industry-specific risks could hardly have been more daunting
due to the prolonged regulatory uncertainty in the telecoms
sector and the persistent inefficiencies that had resulted
from fragmentation and a lack of competition. These factors
served as major deterrents to investors, who were waiting
for visible signs that the government was willing to address
these problems. This case describes why Warburg Pincus
was willing to reject conventional wisdom under such
circumstances, and what the firm did during the post-
investment phase, working effectively with Bharti’s
management to enhance value, and hence its own
financial reward.

The outsized risks were significantly mitigated by Warburg’s
confidence in Bharti’s management team, and their careful
calculation that the inefficiencies inherent in the India’s
telecoms sector were unsustainable. Change, they
concluded, was highly likely to occur sooner or later, and
therefore the challenge was to identify a telecoms company
that was capable of capitalizing on the opportunity when the
sector transformation began to occur. They found their
match in Bharti Tele-Ventures, a young, mid-sized local
company founded and led by an extraordinary entrepreneur,
Sunil Mittal. After Warburg Pincus’ initial investment, a close
and productive relationship ensued that successfully
transformed Bharti Tele-Ventures from a regional telecoms
provider to a company with a pan-Indian service capacity
and ultimately the country’s predominant leader in the mobile
sector. By the time Warburg Pincus fully exited in 2005, their
original $290 million investment had generated proceeds for
the firm of $1.8 billion.

EXECUTIVE SUMMARY: ICICI AND SUBHIKSHA

The retail market in India, as noted above, is poised to
become one of the largest in the world, with a projected half
billion middle-class consumers by 2025. However, much like
the Indian telecoms sector described in the Bharti case, the
retail market is extremely fragmented and under-developed,
dominated by more than 15 million tiny “mom-and-pop”
shops called “Kiranas” that sell groceries and household
products at government-controlled “maximum retail price”;
organized retail accounts for only 3% of the total market.
Modernization of the sector is further impeded by protective
government regulations that insulate the local market from
foreign investment. But, as the case demonstrates, it is
precisely these seemingly high hurdles that create enormous
opportunities for talented Indian entrepreneurs and astute
private equity investors.

This case describes a series of four investments totalling
$18 million between 2000 and 2006 made by ICICI Venture,
one of India’s largest and most successful domestic private
equity groups, in Subhiksha, a leading Indian retailer in the
discount food and groceries business. During ICICl’s seven-
year relationship with the company, it has not only been a
source of capital, but also a broad range of value-added
services that have contributed to transforming Subhiksha
from a mid-sized regional retail chain into a pan-Indian market
leader with about 1,000 stores. Under the leadership of the
Indian entrepreneur R. Subramanian and with the ongoing
support of ICICI Venture, the company’s operating strategy
was revamped to achieve rapid expansion across the country;
its board was restructured and upgraded; more professional
management information systems were designed and
implemented; and a number of high-level professionals were
recruited to strengthen the senior management team. The
case illustrates that, as with all successful venture capital and
middle market private equity investments, one key success
factor is the ability to first recognize genuine entrepreneurial
talent in a high-growth sector, and then forge a trusting
relationship that capitalizes on the strengths and expertise
of both investor and entrepreneur.
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ICICI Venture and Subhiksha®

LILY FANG
INSEAD

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

“We genuinely believe that by enhancing our efficiency, we are helping the consumers to save more. We are also happy
that we are introducing a model that is Indian, capable of supporting the middle class of India.”

R. Subramanian, Founder of Subhiksha

“RS is a brilliant guy. He is a maverick and can think out of the box. We believed in his ability to deliver on the small-format
organized retailing model, and create value for the customers, employees, and investors.”

EXECUTIVE SUMMARY

India’s rapid economic growth in the last decade has lifted
millions of people out of poverty and stimulated the expansion
of a middle class with increasing amounts of disposable
income. India’s consumer market, already the twelfth largest

in the world, is forecast to rise to fifth place by 2025 and the
middle class is expected to soar from about 50 million in 2006
to more than half a billion in that time. However, the Indian retail
market is still extremely fragmented and under-developed, with
large chain stores accounting for only 3% of the total retail
market. With foreign investments continuing to be severely
restricted by government regulation, an enormous opportunity
exists for talented Indian entrepreneurs and investors.

This case describes the investment made by one of India’s
largest and most successful domestic private equity groups,
ICICI Venture, in Subhiksha, one of India’s leading retailers
in the discount food and groceries business. During its
seven-year relationship with the company, ICICI Venture has
provided not only capital, but much needed non-financial
value-added such as strategic advice and management
team-building that contributed to transforming Subhiksha
into a market leader. The case illustrates that, as with all
successful venture capital and middle market private equity
investments, one key success factor is the ability to first
recognize genuine entrepreneurial talent, and then forge a
relationship that capitalizes on the strengths and expertise
of both investor and entrepreneur.

PRIVATE EQUITY IN INDIA AND ICICI VENTURE

India is rapidly becoming a leading emerging markets
destination for private equity, with total investments
increasing almost 700% between 2004 and 2006, from

$1.1 billion to $7.46 billion." This growth has been fostered
by a number of factors, including an economy that has been
growing at an average annual rate of 6% since 1980 (see
Exhibit 1A for India’s GDP growth between 1980 and 2006),
an established legal system, widespread use of English,

a deep pool of expatriates experienced in Western
businesses, a world-class higher education system especially
in engineering, health sciences and technology, and one

of the oldest, most stable democratic governments in the
region. Moreover, with more than one billion inhabitants

Bala Deshpande, Director of Investments, ICICI Venture

and a rapidly growing middle class of consumers, the
domestic Indian market is especially appealing.

As these factors have attracted a surge of private equity
activity in the country, not surprisingly competition for deals
has intensified apace. (See Exhibit 1B for private equity
investments in Indian companies from 1990 to 2006.) But
ICICI Venture is endowed with a number of advantages over
its foreign competitors. First, it enjoys very strong local brand
recognition. Founded in 1987, ICICI Venture is one of the
oldest private equity groups in India and benefits from being
a wholly-owned subsidiary of ICICI Bank — India’s largest
private sector financial services group. Second, like other
local players, it benefits from the protective Indian regulatory
environment that restricts foreign investment in many
sectors, including retail. Finally, ICICI Venture'’s team is
entirely Indian, resulting in an important cultural and linguistic
fit with local entrepreneurs and regulators compared with
foreign funds. Bala Deshpande, director of Investments at
ICICI Venture, explained its importance: “It is not about being
Indian per se, but about knowing the unique challenges of
doing business in India.”

These internal and external factors helped make ICICI
Venture one of the largest and most successful private equity
firms in India with assets under management in excess of
$2 Dbillion. While ICICI Venture’s limited partners are global,
its current investment portfolio consists entirely of Indian
companies and is strategically well positioned to continue
capitalizing on the Indian growth story. ICICI Venture’s large
sector exposures include retail, domestic services, healthcare,
energy, infrastructure and real estate. The group also claims
a number of “firsts” in the Indian private equity industry,
including India’s first leveraged buyout (Inforedia), the first
real estate investment (Cyber Gateway), the first mezzanine
financing for an acquisition (Arch Pharmalabs) and the first
‘royalty-based’ structured deal in Pharma Research &
Development (Dr Reddy’s).?

As the private equity market in India has taken off in recent
years, ICICI Venture’s investment strategy has become
increasingly sector-focused, which has resulted in the largest
exposure of any private equity group to the Indian retail

* The authors express their appreciation for the research and editing support provided by David Kiron.

" Data in this paragraph is cited in C. P. Chandrasekhar Jayati Ghosh, “Private equity and India’s FDI boom”, Business Line, 1 May 2007.
2 |CICI Venture portfolio information is obtained from the company’s website; http://www.iciciventure.com
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sector. For example, nearly all of the well-known Indian retail
groups, including the Big Bazaar Group, Pantaloon Retail,
and Shoppers’ Stop, have been backed by ICICI Venture.
Not coincidentally, this sector exposure reflects the group’s
strategy to capitalize on the domestic regulatory environment
that until recently has heavily protected the rapidly growing
retail sector against foreign investment.

INDIA’S RETAIL SECTOR

India’s retail sector is vast yet inefficient and underdeveloped.
Retail currently accounts for about 10% of India’s GDP,
making it a $250 billion industry and India the world’s twelfth
largest retail market. Yet, in 2007, only 3% of this market was
comprised of organized retail (chain stores).2 The remaining
97% consists of more than 15 million tiny “mom-and-pop”
shops (called “Kiranas”), with an average space of 100
square feet, selling groceries and household products at
what is known as the “maximum retail price”.*

But the sector’s massive inefficiency and under-development

is poised for dramatic change. According to a recent study,®
India’s aggregate consumption is projected to quadruple in the
next 20 years, making the country the fifth largest retail market
in the world. Moreover, the middle class will swell from the
current 50 million to almost 600 million by 2025, creating
exceptional opportunities for astute retailers who are able to
capture part of this huge market.

Despite this enormous potential, however, the Indian retail
sector is still fraught with regulatory and political risk. Until
recently, foreign direct investment was strictly limited in
India’s retail sector. While new regulations in 2006 permitted
majority foreign ownership (up to 51%) in retail businesses
for the first time, such investments were still limited to
single-brand stores. In addition, even domestic players
cannot escape the political pressure from the 15 million
strong Kirana operators who comprise the second largest
employment sector in India, just behind agriculture. Recently,
for example, when large Indian business groups such as
Reliance and Birla entered the retail market, they were
subjected to frequent store shut-downs caused by
(sometimes violent) protests.

Nevertheless, the overall outlook for Indian retail is bright.
“Our view is that India’s retail sector sooner or later will follow
the trend in China. The shift towards organized retail is
inevitable,” said Deshpande, who has been responsible

for most of the group’s investment in the sector. This view
seems to have been borne out by the huge amount of
interest shown by established Indian business groups

as well as foreign retail operators.®

SUBHIKSHA - A TRULY INDIAN RETAIL MODEL

Indian entrepreneur R. Subramanian (RS) founded Subhiksha
Trading Services Private Limited (henceforth Subhiksha,
pronounced subiksha) in 1997 in his hometown of Chennai,
a city of 8 million inhabitants on the east coast of India.

The energetic, fast-talking RS, as he is known, has an
engineering degree from the renowned Indian Institute of
Technology, Madras, and he graduated at the top of his class
from the Indian Institute of Management, Ahmedabad in the
1980s. Preferring to “do something in front of my own people”,
RS decided to stay in India at a time when many fellow
graduates were choosing to go abroad. He quickly became a
successful entrepreneur, founding two ventures that developed
pioneering financial instruments for the Indian marketplace.” In
1997, RS launched his third venture, Subhiksha, even though
he had no experience in the retail sector.

The carefully chosen brand name “Subhiksha” means “giver
of good things in life” in Sanskrit and was an apt name for
the company’s philosophy. Subhiksha’s business model was
to sell everyday necessities and staples, such as food,
groceries, and commonly used pharmaceuticals at a
substantial 8%-10% discount to the “maximum retail” price
charged at Kirana stores. For the average Indian middle-class
family that spent about 50% of its total budget on groceries,
a saving of this magnitude was significant. The uniqueness in
Subhiksha’s business model is its hybrid feature adapted to
the changing Indian retail market: while its heavily promoted
discounts resembled Wal-Mart’s “everyday low prices”, its
store format was closer to 7-eleven’s convenience-store
model. Subhiksha’s stores are small, ranging from 1,000 to
2,000 square feet in floor space, and are located in the heart
of residential catchments with a 1-2km radius.

This distinctive retail model was the outcome of a three-month
study of Subhiksha’s target customers that consisted of the
burgeoning Indian middle class. As Deshpande explained:

“First, the middle class shopper doesn’t have a car to do
destination shopping. Second, Indians are obsessed with
the freshness of their food and prefer frequent shopping. (It
helps that 85% of the women don’t work.) Third, frequent
purchases in small amounts also helps households better
manage cash flow... In my view, Subhiksha’s model, which
combines the front-end friendliness and familiarity of a
Kirana, and a back-end efficiency of a large discount chain,
makes a lot of sense and is a meaningful way to address the
Indian retail market.”

But not everyone was convinced that the model would
be successful. “l was questioned so many times about this

8 Statistics on India retail sector are compiled from “Gently does it — Indian retailing”, The Economist, 11 August 2007; “Setting up shop in India
— Retailing”, The Economist, 4 November 2006; and “Coming to market — Retailing in India”, The Economist, 15 April 2006.
4 In India, producers set the maximum retail price for goods. Kiranas seldom deviates from this price, effectively reducing competition and differentiation.
5 “The Bird of Gold: The Rise of India’s Consumer Market”, McKinsey Global Institute, May 2007.
6 Reliance Group has launched Reliance Fresh, a chain of grocers. The Tata Group and the Bharti Group have formed joint ventures with Australia’s
Woolworths group and the US giant Wal-Mart respectively to enter into retail business.
RS’ first company did asset securitization in India in 1992, and his second company offered financing for small investors to make IPO investments

in the booming Indian stock market in 1994.
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investment,” recalled Deshpande. Critics of the Subhiksha
model believed that ‘organized retail’ meant a big-box format.
They argued that the only reason Kiranas could survive in the
low-margin food and grocery business was that they had no
overheads. A chain of small stores would not achieve scale
efficiency, but its overheads would eliminate all of the margin.

RS however was able to counter conventional wisdom by
developing a set of unique, innovative practices in his stores
that made a small-format grocery chain profitable in India.
For example:

e Careful selection of store location to save on rent:
Subhiksha'’s stores were located in residential areas where
rentals were typically 30%-50% lower than “high streets”.
Traffic into the stores was not affected by the back-street
locations because most of Subhiksha’s business was
derived from local residents, who were well aware of the
store’s presence.

e SKU control:
Subhiksha stocked only the 70%-80% most frequently used
household items, and for each category only the top one
or two brands were stocked. This practice ensured high
inventory turnover and efficient shelf-space management.
For select product categories, Subhiksha was developing
private label items to increase customer choice.

e Eliminating the middlemen:
Subhiksha purchased in large volumes directly from
wholesalers and received quantity discounts.

¢ Just-in-time inventory management:
Subhiksha stores carried very small inventories. The bulk
of the inventory was stored in a central depot, serving all
stores in a city. Using computerized just-in-time inventory
management, at the end of each day each store uploaded
re-stocking requests to the central depot; the data was
processed overnight and the exact amount of inventory
was delivered the next morning before the store opened.

* Value-adding services but bare-bones operations:
To increase customer loyalty, Subhiksha offered a loyalty
programme and home delivery service (via bicycle). Due
to low labour costs and store proximity to customer
residences, each store was able to offer delivery service
for next to nothing.

ICICI VENTURE’S INVESTMENT IN SUBHISHA

Between 1997 and 2000, RS built a chain of 50 stores across
Chennai and he was beginning to plan a more aggressive
growth strategy that was contingent on raising outside capital.
Familiar with the ICICI brand name, RS contacted ICICI
Venture to explore his financing options. Among many
investments it made during the technology bubble, ICICI

Venture invested 150m Rupees (Rs) (about US$3.4 million)® in
Subhiksha in June 2000 for 15% of the company. (See Exhibit
2 for a time line of ICICI Venture’s investments in Subhiksha.)

But shortly after this initial investment ICICI Venture began
to undergo a series of changes, in part caused by the
bursting of the technology bubble and the deteriorating
performance of its investment portfolio. One major change
was the hiring of Deshpande, who had more than 10 years
of operational experience in a number of multinational retail
operations, including Best Foods and Cadbury. Her first task
was to pare down her inherited portfolio of 39 companies
by 50%. The portfolio review resulted in the retention of

18 companies, eight of which were in the retail sector,®
including Subhiksha.'® Deshpande was attracted to
Subhiksha because it targeted the rapidly expanding middle
class, where food and groceries comprised more than 50%
of their total spending. But, according to her, that wasn’t the
most compelling reason to retain Subhiksha in the portfolio.
That reason was “clearly the founder. RS is a maverick, a
truly talented entrepreneur”, she said.

From its first $3 million commitment in 2000, ICICI Venture
eventually invested a total of $20 million in Subhiksha in

four rounds over seven years, and was the company’s

only external source of equity. During this long period, the
relationship between ICICI Venture and Subhiksha deepened
as they worked closely to enhance performance and expand
the company’s geographic footprint.

2000 - 2002: THE EARLY YEARS

Initially the relationship between Deshpande and RS was
formal and somewhat distant. RS referred to the period as
one in which “neither side made many demands on the
other... We moved on with our own business. They were
trying to understand what we were doing and also fix their
own portfolio problems. But it was a period in which a lot
of comfort and trust was built.”

Although ICICI Venture may have appeared relatively passive
on the surface, it was not entirely laissez faire. Deshpande
explained her approach: “The first question is whether you
trust the entrepreneur. In RS’s case, the answer was yes...
But as with all brilliant people, RS has his quirks and our
approach had to be flexible. You need to maintain the
oversight, but also give the entrepreneur space. You don’t
want to push him to do things that he does not like to do.”

Aside from capital, there was an additional, tangible benefit
ICICI Venture brought to Subhiksha during this early stage.
“Their investment gave us a lot of credibility, which was what
we wanted. After all, we were an unknown quantity with a new
format. With their investment, we could attract good employees
and negotiate with better suppliers better, etc,” explained RS.

& Al US Dollar amounts are approximate, converted from average exchange rate during the month of the investment.
9 The other retail businesses Deshpande kept included Shoppers’ Stop; the Future Group, which operates the department store chain Pantaloon;
and Big Bazaar. Today, they are all leading retail groups in different segments of the Indian market.

9]CIC Venture closed out or exited the rest of the investments.
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2003 - 2005: PATIENT, SUPPORTIVE CAPITAL

August 2003 marked the beginning of a new phase in the
relationship between ICICI Venture and Subhiksha. At this
point, Subhiksha had 137 stores all over Tamil Nadu, the
state surrounding Chennai, but uncertainty was mounting
about whether the company should roll out additional stores
beyond Tamil Nadu and how it could do so successfully and
quickly. At the time, there was no other organized retail
player in the food and grocery discount segment with a
national presence, which posed a critical opportunity for
Subhiksha to seize the first-mover advantage. But in the
race to win, time and capital were of the essence.

Removing funding constraints

During an August 2003 board meeting, one of the members
of the ICICI Venture team asked RS what constraints were
impeding his expansion plans. His response was money and
people, which prompted ICICI Venture to evaluate a second
round of funding that would enable the company to move
more aggressively to execute the firm’s expansion strategy.
Between 2004 and 2006, ICICI Venture invested an
additional $17 million on top of the original $3.4 million
invested in 2000, which increased the investor’s equity stake
in the company to 45%."" But far from writing a blank
cheque, ICICI Venture invested with a number of conditions
that were designed to strengthen Subhiksha’s capabilities
as it embarked on a major expansion, including:

Investing in IT

To support Subhiksha’s national expansion and prepare the
firm for its eventual listing, one ICICI Venture condition for
additional financing was that the company strengthen its

IT and management systems. Although RS single-handedly
invented the management system and practices that defined
Subhiksha, he initially resisted the need for an elaborate

IT system. “Here is a brilliant guy who has everything in his
head. RS has no reason to put this on paper or in some
software programme,” explained Deshpande. “But we
wanted a back-up. A situation where all of the company’s
information is in just one head is very risky for us as
investors.” Finally RS was convinced and in 2006 the core
IT upgrade was completed using state-of-the-art software.

Build a management team

Before 2004, like many entrepreneurs, RS was a hands-on leader
who retained personal responsibility for overseeing all functional
areas of Subhiksha management. ICICI Venture recognized that a
pan-India growth plan required a deeper management team and
a less centralized approach with a greater amount of delegation
of responsibilities. Thus another condition for ICICI Venture's
additional investment was an agreement that RS would recruit a
new Chief Financial Officer (CFO), a Chief Technology Officer
(CTO), alogistics/back-end head, and a number of business unit
heads for each regional market.

Developing a robust board structure
Even RS acknowledged that before 2004, Subhiksha’s board
consisted of “my right hand and my left hand”. ICICI Venture

" This was later reduced to 30% due to additional financing.

not only urged him to have an independent board, but also
one that truly reflected the pan-Indian goals of the company.
Leveraging its wide business network, ICICI Venture helped
attract a truly pan-India board, with independent directors,
industry experts and academics from across India and the
United States. (See Exhibit 3 for Subhiksha’s board
composition and brief biographies of board members.) “I
never knew any of these people before at all. ICICI Venture
brought these connections to us. This greatly enhanced

our credibility in the eyes of future investors,” remarked RS.

Enabling a pan-India vision and being patient and supportive
RS’s initial expansion plan was to focus on the south-west
of India, the country’s wealthiest region. ICICI Venture made
it clear, however, that it would support Subhiksha’s growth
strategy only if RS pursued a pan-India vision that would
transform Subhiksha into the country’s dominant food and
grocery discounter. Deshpande argued that a south-western
company would be far less attractive to investors when and
if Subhiksha underwent an IPO. RS was soon persuaded
and in late 2003, ICICI Venture made a second round
investment worth $3.5 million, and Subhiksha began to
expand across India.

But execution often deviates from original plans. Although
RS’s initial pan-India rollout strategy was to sequentially
enter each geographic market, he began to reconsider after
witnessing the phenomenal transformation of Bharti Telecom
from a northern India mobile company to India’s largest
mobile provider. Bharti had adopted a “big bang” approach —
the simultaneous rollout of service in numerous geographic
markets. RS concluded that this more aggressive approach
would be superior to his more gradual strategy because it
would create simultaneous brand recognition across India.

RS worried that ICICI Venture might not agree with the shift
of strategy because it would require a time-consuming
reconfiguration of the company’s logistics and delay the
expansion. In addition, more capital would be required to
fund an intensified marketing campaign. But to his surprise,
ICICI Venture immediately supported the new plan, and
followed up with a third round of financing of about

$6.5 million in late 2004.

Reflecting on the experience, RS said: “We wanted an
investor who would understand what we were trying to
achieve and would not second-guess us. It was reassuring
that ICICI Venture understood that we changed strategy not
because we couldn’t deliver on the original plan, but because
the new strategy was better. [This level of trust] was why we
didn’t even talk to any other investors.”

In summary, the period from 2003 to 2005 marked the
second stage in the ICICI Venture-Subhiksha relationship. In
RS’s own words, during this period, ICICI Venture provided
the much-needed “patient, supportive capital”, as well as
management support, and valuable suggestions for the
company’s strategic direction.
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2005 - 2007: MODERATOR, PROTECTOR AND
TRUSTED PARTNER

Since 2005, Subhiksha’s expansion has uncovered many
unexpected new opportunities and threats, but the company
continues to benefit from the mutual trust that has developed
between RS and ICICI Venture. According to Deshpande, her
ongoing relationship with RS is critical: “We talk every week, if
not every day.” RS echoed the importance of their interactions,
describing ICICI Venture’s role during this recent period as “a
moderating force, a protector and an advocate for us”.

A moderating force

As Subhiksha began its geographic expansion, RS also began
to think about opportunities to extend the Subhiksha discount
model into other areas of the retail sector, such as cell phone
equipment and white goods. While each idea represented an
exciting opportunity to RS’ entrepreneurial instincts, as an
investor, Deshpande had a slightly different perspective: “We
need to have disciplined growth. What would create value?
The market does not care whether Subhiksha is also in the
XYZ business, but it does care about Subhiksha being the top
retailer in the food and grocery sector.” RS and Deshpande
would frequently debate each expansion idea, sometimes
heatedly, and expansion into new areas would only proceed

if a consensus was reached. For example, while cell phone
equipment was successfully added to Subhiksha’s retail mix,
plans to expand into white goods were put off. RS acknowledged
that ICICI Venture was “a sounding board and a moderating
force in our growth plan”.

A protector

By 2006, organized retail finally began to take shape in India,
given the success of groups such as Pantaloon, Shoppers’
Stop, and also Subhiksha. Retail, and in particular the food
and grocery sector, finally caught the attention of India’s
largest business groups, and many of them vied to enter the
sector and capitalize on the emergence of the Indian middle
class. In 2006, in the midst of Subhiksha’s national
expansion, one of the largest listed Indian companies
became extremely interested in acquiring Subhiksha as a
way of entry. But RS refused the offer, unwilling to give up
the company’s independence, especially on the recognition
that Subhiksha was in a strong and competitive position and
a market leader in the industry. Frustrated, the interested
acquirer began using questionable tactics. “They were not
only going after our staff, but also making all sorts of
completely false statements in the media that were
detrimental to us such as that we were in financial distress,
etc. They were really a bully,” recalled RS.

RS knew that the only way to fend off the approach was to
become a publicly listed company where ownership structure
changes would require general shareholder approval. But
Subhiksha was not yet ready for a listing as the company
was in the midst of its expansion. Almost out of desperation,
RS thought of a highly unusual solution: a reverse merger

whereby Subhiksha would acquire a larger, listed company.
This would legally transform Subhiksha into a public
company, which would help it remain independent.

From ICICI Venture’s perspective, however, this was far from
an ideal approach. Deshpande explained: “It would work
technically, but we opposed it because we felt that the
structure would be too complicated and would obscure the
market’s valuation of Subhiksha ... We have always had the
vision that RS is standing on a very big opportunity — he
should pursue a proper public listing rather than going
through the back door ... His equity is very precious and he
should not give it away like that ... We finally convinced RS
that doing the reverse merger was not the right approach.”

To protect Subhiksha from the damaging publicity created

by the rejected acquirer and help restore RS’ focus on the
ultimate goal of a successful IPO, ICICI Venture stepped

in again. Another round of funding amounting to nearly

$7 million was provided to remove any remaining financial
constraints in Subhiksha’s path of organic growth; ICICI
Venture also mobilized its own public relations arm to provide
guidance and protection to Subhiksha both publicly in the
media and privately through conversations with the
aggressive company trying to acquire Subhiksha.

CONCLUSION

As of this writing, ICICI Venture has invested slightly over

$20 million in Subhiksha, currently representing 30% of the
company’s equity.'? With ICICI Venture’s ongoing assistance,
Subhiksha is preparing for a listing on the Mumbai Stock
Exchange. Both sides have a clear understanding that

ICICI Venture will exit its investment soon after the company
becomes listed. RS explained: “We want to make sure

that our shares end up in the right hands. We are working very
closely with ICICI Venture to make sure that this will be the case.

ICICI Venture’s seven-year involvement with Subhiksha
through four rounds of financing has been a pivotal
contribution to the company’s rapid growth, increasing

the company’s competitiveness and profitability. Although
the investor and entrepreneur had their differences along

the way, Subhiksha has been transformed from a small,
regionally focused retailer into a nationwide market leader in
one of India’s most rapidly growing sectors. Throughout this
investment period — unusually long by Western private equity
standards — the interests and attention of investor and
entrepreneur were continuously aligned and focused on clearly
defined operational and financial objectives. As the company
moves closer to an IPO, and ICICI Venture’s successful exit
comes within view, both sides can reflect on the ingredients
that led to such a strong, constructive relationship. As RS
concluded, “The kind of network and resources they brought
to us has been very important in our growth.”

2 |CICI Venture’s investment initially represented 45% of Subhiksha’s equity stake, but it was subsequently diluted to 30% as additional investments

were made by RS.
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Exhibit 1A: India real GDP growth, 1980-2006
India GDP and GDP growth rate, 1980-2006
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Exhibit 1B: Private equity investments in Indian companies
PE investments in Indian companies 1990-2006
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Exhibit 2: Time line of ICICI Venture’s investments in Subhiksha

Time Investment amount (USD)
Jun-00 3.4 million
Late 2003 3.5 million
Dec-04 6.5 million
Nov-06 7 million

Source: Authors compilation from interview notes and company documents.
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Exhibit 3: Subhiksha’s board composition and
brief biographies

Board Chairman: S B Mathur, age 52, an Indian national,
is the Chairman and an independent director of our
company. He is a fellow of the Institute of Chartered
Accountants of India and the Institute of Cost Accountants
of India. He has worked with the Life Insurance Corporation
of India from 1967 to 2004, when he retired as its chairman.
During his tenure at the Life Insurance Corporation of India,
he has held several positions, including those of the senior
divisional manager, Gwalior division, chief of corporate
planning, general manager of LIC (International) EC, zonal
manager for the western zone and the executive director.

Managing Director: R Subramanian, age 41, an Indian
national, is the Managing Director of our company.
Subramanian is a founder director of our company. He
holds a master’s in Engineering from the Indian Institute
of Technology, Madras and a Post Graduate Diploma

in Business Administration from the Indian Institute

of Management, Ahmedabad. He was a gold medalist

at the Indian Institute of Management, Ahmedabad.

Director: Bala Deshpande, age 41, an Indian national,

has been nominated to our board by ICICI Venture Funds
Management Company Limited. She holds a Master’s in
Economics from Bombay University and a Master’s in
Management Studies from the Jamnalal Bajaj Institute of
Management Studies. Bala Deshpande has over 17 years of
work experience, including seven years in the private equity
field. Prior to ICICI Venture Funds Management Company
Limited, she has had multi-industry exposure and has
worked with leading multinational companies, including

Best Foods, Cadburys and ICI. She was part of the strategic
planning team at Best Foods and was nominated for the
Women Leadership Forum held at Best Foods, New York.
Apart from the company, Deshpande is on the board of
directors of several companies, including Air Deccan Limited,
Nagarjuna Constructions, Welspun, TechProcess Solutions
and Naukri.com. She currently focuses on sectors such as
retail, media, IT, ITES, telecoms and construction as well as
some manufacturing-related industries.

Director: Renuka Ramnath, age 45, an Indian national,
has been nominated to our Board by ICICI Venture Funds
Management Company Limited. She holds a bachelor’s in
Engineering and a Master’s in Business Administration
(Finance) from Bombay University. She is the managing
director and chief executive officer of ICICI Venture Funds
Management Company Limited, a wholly-owned subsidiary
of ICICI Bank Limited. Renuka Ramnath has over 21 years of
work experience with the ICICI Bank Group. She has worked
with the merchant banking division of the group and headed

the corporate finance and equities businesses at ICICI
Securities Limited. She moved back to ICICl in 1997 to
set up the structured finance business. She has also

been involved in setting up the e-commerce initiatives for
the ICICI Bank Group. Ramnath has featured in the Top
25 Most Powerful Women in Indian Business list published
by Business Today and in the list of India’s Most Powerful
CEOQOs published by the Economic Times.

Director: Rama Bijapurkar, age 50, an Indian national, is an
independent director of the company. Bijapurkar holds a Post
Graduate Diploma in Business Administration from the Indian
Institute of Management, Ahmedabad. Presently, she teaches
as a visiting professor and serves on the board of governors
of the Indian Institute of Management, Ahmedabad. She also
has a market strategy consulting practice and works with
Indian and global companies to develop their business-market
strategies. She serves as an independent director on the
boards of several Indian companies. Bijapurkar has over

30 years of work experience, including at McKinsey &
Company, MARG (now AC Nielsen India). She has been

a full-time consultant with Hindustan Lever Limited. She has
publications on market and consumer-related issues both
within and outside India and writes columns for the Economic
Times and Business World.

Director: Kannan Srinivasan, is an independent director
of the company. Srinivasan is HJ Heinz Il Professor of
Management, Marketing and Information Systems at
Carnegie Mellon University. He earned his undergraduate
degree in Engineering (1978) and Post-Graduate Diploma
in Management (1980) from India. Prior to earning his

PhD (1986) at the University of California at Los Angeles,
Srinivasan worked as a product manager at Procter &
Gamble (India). He has published over 50 papers in leading
business and statistics academic journals and shoulders
editorial responsibilities of several top-tier journals. Srinivasan
has been nominated several times for the Leland Bach
Teaching Award. He has also taught at the graduate
schools of business at The University of Chicago and
Stanford University. He has worked on numerous consulting
projects and executive teaching engagements with firms
such as General Motors, Asea-Brown Boveri, Kodak,
Chrysler, Fujitsu, IBM, Calgon Carbon, CIBA Vision, Kraft
Foods, IKEA, Management Science Associates, McKinsey
&Co., Pricewaterhouse Coopers, United Technologies

and Wipro. Recently, he has worked with multinationals

in the US to develop their India strategy. He is also the
director of the Center for E-Business Innovation (eBl) at
Carnegie Mellon University.

Source: Company documents.
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Warburg Pincus and Bharti Tele-Ventures*

LILY FANG
INSEAD

ROGER LEEDS

School of Advanced International Studies, Johns Hopkins University

“If you can add value, they will listen to you. Whether you have a 10% or 30% stake is not the issue. At Warburg Pincus,
we don’t invest in a company unless the entrepreneur has a predisposition to openly work with us.”

EXECUTIVE SUMMARY

Between 1999 and 2001, Warburg Pincus, one of the
oldest and most respected private equity groups in the
world, invested about $290 million’ in Bharti Tele-Ventures,
at the time a relatively small, little known telecoms company
in India. Remarkably, this investment was made at a time

of “maximum risk”, when prolonged regulatory uncertainty
in the Indian telecoms sector had undermined foreign
investment interest. This case describes why Warburg Pincus
was willing to take the risk, and what it did post-investment
to work effectively with Bharti's management to enhance
value, and hence its own financial reward.

The outsized risk that Warburg Pincus took was significantly
mitigated by the investment team’s confidence in Bharti's
management team, and their calculation that India’s telecoms
sector was overdue for a change. Post-investment, Warburg
Pincus worked closely with Indian entrepreneur and Bharti
founder Sunil Mittal to make significant adjustments to the
company’s strategy in order to optimize competitiveness in
a rapidly changing marketplace. The Warburg Pincus team,
for example, supported management’s shift from a regional
to a pan-Indian vision, and was instrumental in providing a
portion of the capital to execute an aggressive acquisition
strategy needed to realize its vision. Warburg Pincus also
played a role in helping the company broaden the board and
strengthen corporate governance practices in preparation
for its highly successful IPO.

Between 2004 and 2005, Warburg Pincus exited its Bharti
stake, generating proceeds of $1.83 billion on its original
$290 million investment. This case illustrates that this
financial gain was largely a function of the careful execution
the Warburg Pincus team exhibited at every stage of the
investment, from deal origination and due diligence, to
post-investment collaboration with the management and
ultimately the exit.

WARBURG PINCUS AND PRIVATE EQUITY IN INDIA
Warburg Pincus was created in 1966 by the acquisition of
E M Warburg & Co, a New York investment banking firm,

Dalip Pathak, Managing Director, Warburg Pincus

by Lionel | Pincus & Co., a small venture capital group led by
its eponymous founder. In 1971, Warburg Pincus had initial
capital of $41 million and started buying businesses to be
sold later for a profit. One of the longest-standing private
equity groups in the US and widely regarded as one of the
leading global private equity groups, by 2007, Warburg
Pincus had more than $26 billion invested in more than

100 companies throughout US, Europe and Asia.?

Warburg Pincus entered Asia in 1994, making it one of
the first private equity groups in the region. In 1995 the
investment team in the recently established Hong Kong
office, led by Charles R “Chip” Kaye (now co-president of
Warburg Pincus Group), started looking at its first investment
opportunities in India.

Managing director Dalip Pathak, one of the firm’s original
team members, recalled why India was a priority for the
firm from the very beginning: “There were many factors that
made us focus on India, including its large market and high
quality of human capital. Furthermore, there was an
aberration in the economy which presented a unique
situation... real interest rates in India were unsustainably high.
We were convinced interest rates would come down, sooner
or later, and when this happened the stock markets would
take off, providing a windfall to well-positioned investors
and a cheaper source of capital to Indian companies to
fuel growth. We were convinced the country was moving
in the right direction — we wanted to position ourselves

to benefit from the changes.”

The early India investments made by Warburg Pincus were
relatively small (sub-$30 million) and opportunistic, in sectors
ranging from pharmaceuticals to media.® But this changed
in 1999 with Bharti Tele-Ventures, a young, mid-sized local
telecommunications company. Between 1999 and 2001,
Warburg Pincus invested $290 million in Bharti in four
instalments, a remarkable sum that even now ranks as one
of the group’s largest investments in one company outside
the US. The investment size is even more noteworthy
considering the state of the domestic economy and foreign

* The authors express their appreciation for the research and editing support provided by David Kiron.

" All sums quoted in US dollars are approximate due to exchange rate variations.

2 Fund history and capital information from Warburg Pincus’ website, http://www.warburgpincus.com/.

3 Warburg Pincus’ first acquisition was a stake in Nicholas Piramal, an Indian pharmaceutical company. Other investments included Rediff
Communication, India’s largest consumer web portal; Gujarat Ambuja Cement; and Sintex Industries, a maker of plastic goods.
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investment into India at the time. Despite having grown at an
annual rate of 5% between 1980 and 1999, India’s economy
at the turn of the millennium was still very much “closed”,
and attracted relatively small amounts of foreign capital.
During the 1990s, total foreign direct investment (FDI)
accounted for only about 1% of GDP, compared with about
5% in China.* Private equity investments were an even more
negligible 0.2%. In fact, the founder of Bharti Tele-Ventures,
Sunil Mittal, had never heard of Warburg Pincus prior to their
first meeting. The $290 million Bharti eventually received from
Warburg Pincus equalled about one third of all private equity
investments made in India during the prior decade, which
amounted to only about $900 million. (See Exhibit 1 for
information on India’s GDP growth, FDI inflow and private
equity investments in Indian companies.)

As the Indian economy began to accelerate in the new
century, so did the pace of private equity investment. Between
2000 and 20086, India’s economy expanded at an accelerated
9.4% annual rate, and, not coincidentally, the country
increasingly became a favoured destination for foreign
investment including private equity, which reached about

$1 billion in 2005, then jumped to $7.46 billion in 2006,

and is projected to pass that mark easily in 2007.% India’s
ascendancy to the very top ranks of emerging market private
equity destinations can be attributed to several distinctive
features including a well-established legal system, widespread
use of English, a deep pool of talent experienced in Western
businesses, a strong higher education system, especially in
engineering, health sciences and technology, and one of the
oldest, most stable democratic governments in the region.
Moreover, with more than one billion inhabitants and a rapidly
growing middle class of consumers, the domestic Indian
market is especially appealing. Flush with cash from investors
around the globe seeking attractive returns, private equity
investors are beginning to pay increasing attention to the
Indian growth story.

TELECOMMUNICATIONS IN INDIA

In 1992, the highly protected Indian telecoms sector
comprised three state-owned companies offering fixed-line
services. The National Telecom Policy of 1994 attempted
to expand the provision of basic telephone service by
encouraging domestic private investment and foreign

direct investment. But in the early stages of liberalization,
uncertainties regarding the economic viability of the
telecommunications projects and a lack of regulatory clarity
slowed the pace of foreign and domestic private investments
in the sector. Some companies opted to focus on mobile
service instead, with the expectation that many Indian
customers, like those in other developing countries, would
bypass the high installation fees and order backlog of
fixed-line services and go directly to mobile phone use.

Unfortunately, the government’s mobile licensing process
was fraught with unintended consequences that further
stalled the market. To prevent a monopoly, the government
divided the country into 22 separate geographic markets —
four “metros” comprising Delhi, Mumbai, Kolkata and
Chennai, and 18 “circles” roughly corresponding to the
provinces. The circles were categorized as A, B and C
according to potential profitability, with A being the most
lucrative and C the least. Before 2000, no single firm

was permitted to own more than three category A and B
licences, and only two licences were granted for each of the
22 markets. Thus, no single mobile operator could develop
the scale required to be cost-efficient.

This licensing policy resulted in an inefficient, highly
fragmented industry with a patchwork of 44 separate cellular
networks covering the country. The lack of a pan-Indian
network and the layers of inter-circle tariffs led to extremely
expensive domestic long-distance calls.

In addition, two other pricing hurdles prevented the mobile
market from taking off. First, average daily usage was very
low because airtime was charged to both the caller and the
receiver, resulting in cell phones being used primarily as
pagers. Second, despite low usage rates, mobile companies
had to pay the government a monthly fixed licence fee per
use, regardless of how much revenue was generated per
user. By 2000, India’s highly underdeveloped telecoms
market had only 1.7 million mobile subscribers among its
one billion population, compared with 43 million in China.®
As Warburg Pincus’ Dalip Pathak explained: “At the time we
were contemplating our investment in Bharti, there was huge
regulatory uncertainty in the telecoms sector. Investor interest
was just not there.”

BHARTI TELE-VENTURES

Bharti Tele-Ventures was founded by Sunil Mittal, a self-made
entrepreneur whose previous ventures included bicycle parts
manufacturing, portable generators and pharmaceuticals.

In 1985, he took advantage of liberalization in the telecoms
equipment sector and became the first manufacturer of
push-button phones through a joint venture with Siemens,
the German electronic engineering and electronics giant. A
few years later, in 1992, when liberalization took place in the
mobile sector and the first round of licences’” was auctioned,
Mittal partnered with several foreign companies® to make a
joint bid for one of the licences. He spent Rs 10 million
(about $275,000) and took a three-month sabbatical in
London to prepare for his bidding presentation. An unknown
quantity at the time, Mittal’s well-prepared presentation was
favourably received by the government and his bidding
consortium emerged as the winner of the hotly contested
process for one of two prized licences for Delhi. Mittal

* The percentage figure is inferred from China’s GDP numbers from EconStats.com, and inward FDI numbers from “China’s FDI and non-FDI
Economies and the Sustainability of Future High Chinese Growth”, John Walley, and Xian Xin, NBER Working Paper No. 12249, May 2006, pg 3.

5 Data in this paragraph is cited in C.P. Chandrasekhar Jayati Ghosh, “Private equity and India’s FDI boom”, Business Line, 1 May 2007.

6 “Survey of China’s Mobile Phone Market”, ChineseBusinessWorld.com (CBW.com), September 2000.

7 This round includes two licences for each of the four metros, altogether eight licences.

8 Compagnie Generale de Eaux de France (CGE, precursor to Vivendi), Emtel (a Mauritian cellular phone operator part-owned by Millicom) and Mobile

Systems International, UK.
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founded two companies at this time — Bharti Tele-Ventures,
the holding company for various telecoms ventures, and
Bharti Cellular for the mobile business in Delhi. In September
1995, Bharti Cellular became the first company to launch
cellular service in India.

During a second round of auctions in 1995, Bharti secured
one additional fixed-line licence (for Madhya Pradesh, a
category B circle in central India) and another cellular licence
(for Himachal Pradesh, a category C circle in the sparsely
populated, mountainous North). Initially this was seen as a
set-up for Bharti’s growth plan. However, by 1998, actual
mobile usage was lagging far behind expectations, and
several operators who made exorbitant bids began falling
behind in their licence payments to the government, and
some considered selling their licences to Bharti. “I was
approached once a week by various cellular licencees
wanting to sell out,” said Mittal.® Thus, an opportunity arose
for Mittal to acquire licences at bargain prices. However, he
needed to arrange the financing to complete the acquisitions.

WARBURG PINCUS’ INVESTMENT IN BHARTI

In 1998, Mittal began looking for a “financially savvy
investor who has a lot of experience to help us benchmark
performance against the best telecoms providers”, recalled
Akhil Gupta, CFO of Bharti and a close friend of Mittal. At
precisely the same time, Warburg Pincus was looking for
an Indian telecoms investment opportunity, but no one at
Bharti had ever heard of the private equity firm.

The Bharti opportunity was identified by Pulak Prasad, a
Warburg Pincus associate who had just joined the firm from
McKinsey & Company.'® Prasad was impressed by Gupta
during a chance meeting, and he recommended a meeting
with Warburg Pincus’ managing director Dalip Pathak.
Pathak and Prasad were granted an initial 45-minute meeting
with Gupta and Mittal. At the time, few people in India
understood the role of private equity, so Pathak made a
presentation about Warburg Pincus and its investment
philosophy. The meeting turned into a 3-hour discussion over
lunch, during which Pathak became impressed by Mittal's
approach to the business. “Sunil is someone who does not
partake in small talk. He is very purposeful about how he
spends time... | was impressed from the beginning by how
he looked at the business and valuation,” recalled Pathak.

The conventional metric that the industry uses to gauge
mobile profitability is ARPU (average revenue per user).
Bharti’s top management disagreed with this valuation
metric, and proposed that the true financial health of a
mobile business is measured more accurately by three
numbers: gross revenue, operating efficiency and capital
efficiency. As long as operating and capital efficiency are
stable or improving, increasing gross revenue would result
in increasing profitability. (See Exhibit 2 for details of these

metrics and an example.) Although this so-called “three-line
graph” approach is now widely accepted in the industry, in
1998 it was unusual. Recognizing this as a sign of Bharti
management’s forward thinking, Warburg Pincus became
an early supporter of the company and its management.

Warburg Pincus’ due diligence process started immediately
after the initial meetings with Gupta. “For us, due diligence
was not just about validation of facts, but getting to know
our prospective partner in depth,” explained Pathak.
Warburg Pincus also engaged an outside consulting firm to
conduct due diligence on India’s telecoms industry. Based on
this study, the consultants concluded Bharti’s business plan
was simply too aggressive and unachievable, and strongly
recommended against proceeding with the investment.
Warburg Pincus rejected the consultant’s advice in favour

of its own more positive assessment. “The market was very
price-elastic,” Prasad explained. “If prices dropped, we
would achieve market penetration. Sunil’s business model
was correct. As long as we could be price-competitive and
draw subscribers, our top-line would expand. Even though
ARPU might be falling, our marginal costs would be falling
even faster, and our profits would grow. We believed that
Sunil and his team had the ability to achieve this, which was
something that (the consulting firm) did not see.”

In September 1999, Warburg Pincus made an initial

$15 million investment in Bharti Tele-Ventures in exchange
for less than 15% of the company’s equity. Pathak joined
Bharti’s board of directors in late 1999 and was followed by
Prasad in 2001. It is worth noting that at the time of Warburg
Pincus’ initial investment, investor interest in India’s telecoms
sector remained thin due to continued regularity uncertainty,
and a number of frustrated international telecoms companies
were retreating from India. As Pathak explained, Warburg
Pincus invested at the time of maximum risk.

In November 1999, Warburg Pincus invested another

$44 million, and three additional investments of $29 million,
$125 million and $75 million followed in 2000 and 2001. The
combined $290m investment gave Warburg Pincus a stake
slightly over 20% in Bharti Tele-Ventures. (See Exhibit 3 for
the time line of Warburg Pincus’ investments and exits.)

VALUE CREATION ACTIVITIES

Warburg Pincus’ willingness to take the “maximum risk”

was rooted in the investment team’s confidence that sooner
or later the industry must undergo major structural changes,
and that Bharti and Sunil Mittal were endowed with all

the qualities required to capitalize on the transformation,
whenever it occurred. This confidence was reciprocated

by Mittal, who was quick to recognize the value of a Warburg
Pincus relationship that would go far beyond the capital
injection itself.

9 Quote from HBS case “Bharti Tele-Ventures”, by Tarun Khanna, Krishna Palepu, and Ingrid Vargas, 12 March 2004.
0 Prasad had subsequently become managing director at Warburg Pincus before leaving the firm to set up Nalanda Capital, an India-focused

private equity group.
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Based on this strong foundation of mutual trust, the investor
and the management embarked on a close working
relationship to position Bharti for accelerated growth and
enhanced competitiveness. Among the most important
tasks on the post-investment agenda were: systematically
benchmarking the company’s performance against its
competitors; meeting the listing requirements for an eventual
IPO; rationalizing the corporate structure to enhance the
efficiency of management decision-making; strengthening
corporate governance by changing the composition and
practices of the board of directors and attracting additional
investors. While differences of opinion inevitably arose during
the course of this collaboration, both sides remained focused
on the common goal of enhancing shareholder value, which
led to an exceptionally productive relationship.

Think big — A pan-India telecoms, rather than Bell North
Before Warburg Pincus became involved, Mittal’s vision
was for Bharti to become the “Bell North” of India, i.e., the
premier telecoms company in North India. But Warburg
Pincus saw this as a sub-optimal strategy that would limit
Bharti’s growth to one of India’s poorest regions, and actively
pushed Mittal to consider implementing a more ambitious
pan-India vision. As Pathak recalled: “At the time, a

$200 million market capitalization was considered big.

It was inconceivable for most entrepreneurs to think of

a billion-dollar company. We believed that it was right for
Bharti to aim high.” When asked later in a Wall Street
Journal interview about Warburg Pincus’ role in Bharti’s
growth, Sunil Mittal said succinctly, “Warburg Pincus let
us think big.”!" The pan-India vision became the blueprint
of the company’s expansion, and was one of the critical
decisions that shaped Bharti’s destiny as India’s leading
telecoms service provider.

Winning the race — growth by acquisition

Although both the investor and the entrepreneur shared

the same vision on Bharti’s future, they differed on how

to achieve the goal of a pan-Indian telecoms company.
Bharti’'s management was deeply suspicious of growth

by acquisition, and wanted to follow the firm’s historically
successful strategy of building the businesses from the
ground up. Warburg Pincus, on the other hand, was acutely
aware that the race to become the first pan-India telecoms
firm was time-sensitive and victory would only be achieved
through acquisitions. After considerable discussion, Bharti
proceeded to make a number of acquisitions designed to
expand the company’s geographic footprint while continuing
to implement its organic growth strategy.

In 1999, Bharti completed its first deal by acquiring

JT Mobile’s operations in Karnataka and Andhara Pradesh,
two category A circles in South India, and home to numerous
information technology companies. The following year, in
August 2000, Bharti acquired Skycell’s mobile operation in
Chennai, the capital of the southern state of Tamil Nadu,

and the fourth largest cellular market in the country. With

these acquisitions, Bharti more than trebled its number of
subscribers in a little more than a year. A third acquisition in
2001 gave Bharti control of Spice Cell’'s network in Kolkata,
the capital of the eastern state of West Bengal. With this
acquisition, Bharti had successfully established a strong
foothold in all four corners of India.

This rush to complete the acquisitions depended heavily

on Bharti’s access to capital. For the 2001 acquisitions,

for example, the company raised an additional $200m

from Warburg Pincus and an equal amount from SingTel,
Singapore’s world-class telecoms provider. “We basically
provided Bharti with an equity line of credit,” explained
Prasad. “Having the money ready when | needed it was
priceless,” Mittal added. By the end of 2003, with 43 million
mobile customers all across India and a 23.5% market share,
Bharti had become the clear market leader in India’s mobile
telecoms sector.'? (See Exhibit 4A, 4B for Bharti’s mobile
footprint in 2001 and 2003 respectively.)

Rationalizing the corporate structure

In 2000, the corporate structure of Bharti Tele-Ventures
could best be described as disorganized and inefficient.

As the holding company for the mobile businesses, Bharti
Tele-Ventures comprised four companies that had been
patched together with little forethought to efficiency.'® For
example, Bharti Cellular was the original mobile company
that had the Delhi licence; Bharti Telnet operated a fixed-line
business in Madhaya Pradesh and a mobile business in
Himachal Pradesh; Bharti Mobinet operated cellular
operations in Kamataka and Andhra, and Bharti Mobile
operated cellular business in Chennai. This ad hoc structure
had developed as a function of the sequential licensing
process and acquisitions, rather than with an eye to efficient
corporate decision-making. The shareholding structure in
each of the four companies also was fragmented to the point
of confusion. For example, Bharti Cellular, the firm’s flagship
Delhi operator, was only 51% held by Bharti Tele-Ventures;
the remaining 49% was held by British Telecom (44 %),
Telecom ltalia (2%), and New York Life (3%). The other three
companies were held by different sets of strategic investors
alongside Bharti Tele-Ventures (see Exhibit 5A for Bharti
Tele-Ventures corporate structure in 2000).

Warburg Pincus made the case to Bharti management

that this structure was problematic on at least three fronts.
First, it was confusing to public investors, which would be
detrimental when the time came to price the anticipated
IPO. Second, the patchwork of companies and multitude

of names undercut Bharti’s objective of establishing uniform
brand recognition. Third, having a large number of strategic
investors was bound to create conflicts of interest (see next
section), and at a minimum, balancing the different objectives
could distract management focus from the singular objective
of growing the business. With these shortcomings in mind,
Warburg Pincus strongly urged Bharti to clean up the
corporate structure.

" “Heard in Asia: Look beyond its stock price to gauge Bharti’s potential”, The Asian Wall Street Journal, 30 April 2002.

2 Figure as of 30 June 2007.
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By 2003 this restructuring task was largely completed,
resulting in a simpler, more efficient corporate organization.
Under the Bharti Tele-Ventures umbrella, only two companies
remained: Bharti Cellular Ltd, which operated the cellular
business in all 15 circles, and Bharti Infotel, which ran
fixed-line operations and the long-distance, international

and data businesses. In addition, Bharti Tele-Ventures
consolidated the holdings from various strategic investors
either by buying out their equity stakes or swapping the
stakes in individual firms for equity in the holding company.
These steps resulted in a more logical corporate and
shareholding structure that was more comprehensible

and appealing to prospective investors. (See Exhibits

5A, 5B for Bharti’s structures in 2000 and 2003 respectively.)

Selecting strategic partners

Before Warburg Pincus’ investments, no fewer than five
international telecoms companies had direct stakes in the
separate operating companies under Bharti Tele-Ventures,
opening the door to the possibility of conflicts of interest.

For example, one reason Bharti had been fixated on the Bell
North plan rather than a pan-India strategy was to avoid
competitive tensions with one of its strategic partners, which
was involved in another partnership with a different telecoms
firm in southern India.

With these conflicts in mind, Warburg Pincus recommended
that Bharti buy back various stakes held by its strategic
partners. While Bharti gradually bought back stakes from

a number of old strategic investors, in August 2000, a new
strategic partner, SingTel, entered with a $400m investment.
As a highly regarded Asian telecoms company, SingTel was
viewed as having a long-term commitment to the region and
as a sensible choice as a strategic partner for Bharti.

RESULTS

During the three years following Warburg Pincus’ initial 1999
investment, Bharti Tele-Venture experienced rapid growth.
Cellular revenues nearly quadrupled from about $46.7 million
to $162.2 million,'* and the EBITDA-to-sales margin surged
from 1.9% to 26.7%. However, due to the very large capital
expenditures required for the acquisitions, the company did
not return to profitability until 20083. (See Exhibit 6 for a
summary of Bharti’s financial and operational performance
between 1999 and 2001, just before Bharti’s IPO.) With the
support of Warburg Pincus, Bharti also diversified the
composition of the board of directors, and adjusted its
accounting practices to conform to US GAAP. (See

Exhibit 7 for Bharti’s board composition.)

On 18 February 2002 Bharti Tele-Ventures successfully
executed an IPO on the Mumbai Stock Exchange, issuing
185 million new shares, equivalent to 10% of the company’s

equity. The IPO raised $170 million,™® giving the firm an
implied market capitalization of about $1.7 billion, which
ranked Bharti as one of India’s largest companies. Proceeds
from the IPO were used to fund Bharti’s expansion in its
cellular, fixed-line, and national long-distance networks.

“We really needed the additional capital for investment.

Both Warburg Pincus and SingTel were maxed out,” recalled
Prasad, referring to Warburg Pincus’ nearly $300 million
investment exposure and SingTel's $600 million.

Since Bharti’s IPO was a primary offering of new shares,
Warburg Pincus did not divest of its shares at the offering.
“Sunil always knew we would exit. But we made it clear that
we would not exit in a way that was destabilizing for the
company,” Pathak recalled. More than two years after the
IPO, in August 2004, Warburg Pincus began to implement
its exit strategy by gradually divesting of its entire stake

in four separate stock sales that generated proceeds of
$1.83 billion on the original investment of $290 million.
(Exhibit 3 contains a detailed time line of Warburg Pincus’
exit.) One of Warburg Pincus’ last exit tranches was
executed as a block trade on the Mumbai Stock Exchange.
The highly publicized $550-million trade was completed in
only 28 minutes, and was seen as symbolizing the coming
of age of the Indian stock market, showcasing not only

the depth and liquidity of the domestic market but also
India’s enormous potential for private equity investors.'®

SUMMARY AND CONCLUSIONS

Financially, Warburg Pincus’ investment in Bharti
Tele-Ventures was worthy of headlines. “It is such stuff as
private-equity dreams are made of,” opined The Economist.™”
But hyperbole aside, such observations, even with the
benefit of hindsight, fail to capture two important factors.
First, the incalculable risks that ordinarily accompany private
equity investing are virtually ignored. Warburg Pincus
committed close to $300 million, its largest investment

at that time outside the US, as a minority investor in an
unknown emerging market company. Moreover, the
investment was made at a time of high regulatory uncertainty
in a sector that was undergoing rapid changes and was
highly dependent on government policy. Warburg Pincus was
prepared to assume these risks because of its confidence

in Bharti’'s management team, and its calculation that India’s
telecoms sector had to change sooner or later. Second, the
after-the-fact headlines refer infrequently, if at all, to the
private equity investor’s contribution to value-creation,

which are the true drivers of the attention-grabbing financial
returns. Although Bharti was always Mittal’s company to

run, Warburg Pincus helped the entrepreneur to revise the
company’s strategy in order to optimize its competitiveness
in a rapidly changing marketplace. Importantly, the Warburg
Pincus team was the catalyst for helping management

'S Bharti Tele-Ventures itself is held 65% by Bharti Telecom, a higher-level holding company of all Sunil Mittal’s telecoms businesses (including fixed line).
This super-holding structure is created partially to get around the 49% FDI rule in India.

14 The actual figure was from Rs 2.1 billion to Rs 7.3 billion. The US Dollar figures were converted based on the average exchange rate of 1$US = 45Rs

'8 The actual proceeds were Rs 8.3 billion. The US Dollar figure was derived from the prevailing exchange rate of 13US = 49Rs at the time of the IPO.

'® Long after Warburg Pincus’ exit, the original Warburg Pincus team members stayed involved. Dalip Pathak and Pulak Prasad remained on Bharti’s board.

7 “A New Frontier — Private Equity in India”, The Economist, 10 September 2005.
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shift from a regional to a pan-Indian vision, and then was Mittal. Our role was to serve as a catalyst for his success.”
instrumental in providing the capital to execute an aggressive  Echoing this, Prasad added: “We should be careful not to
acquisition strategy to realize the vision. Warburg Pincus take too much credit. As an investor, we can make an A+
also played an important role in supporting the company to team into an A++ team, but we cannot make a C team
restructure the board and strengthen corporate governance into an A+ team.” The evidence in this case suggests that
practices in preparation for its highly successful IPO. Warburg Pincus’ financial success with Bharti was a function

of sound investment judgements and careful, well-thought-out
When asked to characterize Warburg Pincus’ role in Bharti's execution at each stage of the private equity investment
growth, Chip Kaye, Warburg Pincus’ co-president, offered cycle — deal origination, due diligence, post-investment
a modest explanation: “Our success comes from being collaboration with an able and willing partner, and finally, exit.
associated with extremely talented entrepreneurs like Sunil

Exhibit 1A: India real GDP growth, 1980-2006
India GDP and GDP growth rate, 1980-2006
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Exhibit 1B: FDI into India, 1980-2000
FDI into India and its percentage of Indian GDP, 1980-2000
USD (million) %
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Source: GDP data from EconStats.com; FDI data from “Globalization of Foreign Direct Investment in India: 1900s-2000”, Amar KJR Nayak, Xavier
Institute of Management, Bhubaneswar, Orrisa, India.
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Exhibit 1C: Private equity investments in Indian companies

PE investments in Indian companies 1990-2006
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Data Source: Private equity investment data from SDC Platinum VentureXpert.
GDP data from EconStats.com

Exhibit 2: Bharti’s three-line graph

The company tracks its performance on a The company believes that as far as the absolute Given below is the graph for the last

three-line graph revenues keep increasing periodically, Opex five quarters of the company.
productivity stabilizes or keeps coming down

The parameters considered for the three-line and capital productivity keeps improving, the

graph are: company'’s overall financial health can be tracked.

1. Gross Revenues - i.e., absolute turnover/sales Amount in Rs. Mn.

65,000 — 9 — 80%
2. Opex Productivity — operating expenses di\{ided 2% 71% 160 76% 74%
by the gross revenues for the expected period. | 70%
Operating expenses is the sum of (j) equipment 5600 53.932 59,046
costs (i) employee costs (jii) network operations : - ’ | 60%
costs and (iv) selling, general and administrative
costs. This ratio depicts the operational 50%
efficiencies in the company. 45,000 _| 43,571 B
0,
3. Capital Productivity — this is computed by 38,564 55% , S
dividing revenue for the quarter (annualized) by 35.000 35% ? 32% 30%
gross cumulative Capex (gross fixed assets, ’ T T T I ?
capital work in progress and intangibles) til Q1FY07 Q2FY07 Q3FY07 Q4FYO07 Q1FY08
date i.e., the physical investments made in the
assets creation of the company. —®— Gross Revenue —®— Opex to Gross Revenue (annualized) to Gross
(Rs mn.) (LHS) Revenue (RHS) Cumulative Capex (RHS)
This ratio depicts the productivity of assets
of the company. Source: Bharti Airtel, First Quarter Report 2008.
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Exhibit 3: Timeline for Bharti Tele-Ventures and Warburg Pincus Investments

Date Event Value

1995 (July) Bharti Televentures Ltd (BTVL) created

1999 (13 September) Warburg Pincus makes first investment for less than 15% of BTVL $15 million
1999 (17 November) Warburg Pincus makes second investment $44 million
2000 (15 January) Warburg Pincus makes third investment $29 million
2001 (21 June) Warburg Pincus makes fourth investment $125 million
2001 (16 July) Warburg Pincus makes fifth investment $75 million
2002 (February) BTVL IPO; Warburg Pincus stake diluted to 18.5% $171.5 million
2004 (13 August) Warburg Pincus begins to exit, sells a 3.35% equity share $204 million'®
2005 (2 February) Warburg Pincus makes second exit via overnight block trade $307 million
2005 (March) Warburg Pincus sells 6% stake in public market, Mumbai Stock Exchange $553 million'®
2005 (28 October) Warburg Pincus sells 5.65% to Vodafone, completes exit from BTVL. $766 million®

Cumulative proceeds exceed $1.83 billion

'8 http://www.vccircle.com/2005/11/3/the-warburg-bharti-saga-an-eventful-and-profitable-one/ accessed 14 December 2007 and company information.
9 Jay Solomon, Laura Santini and Kate Linebaugh, “Warburg Sells 6% Stake in Bharti,” Wall Street Journal, 15 March 2005, and company information.
20 http://www.vccircle.com/2005/11/3/the-warburg-bharti-saga-an-eventful-and-profitable-one/ and company information.

Source: Warburg Pincus.

Exhibit 4A: Bharti cellular footprint in India in November 2001

Himachal
. . . . . . ; Pradesh
We currently provide cellular services in six of the 22 licence areas in India Punjo§ Uttar

(referrred to as circles) and intend to expand our cellular services to cover Haryana pelhi Frocesn
nine additional circles by the middle of this year. As of 30 November 2001,

approximately 92% of India’s total number of cellular subscriptions resided .

in our existing and proposed cellular circles. Our cellular coverage in India e e

°
is depicted here: Kolkata
Mumbai o
Maharashtra
Andhra
The key demographies of the present and proposed cellular circles and a Karnatai Pradesh N
comparison with leading cellular operators in India is set forth below. The W chonna Our oxisting
information given is for the total market and is not representative of our Kibala’, o Our proposed
market share or network coverage. Nadu cellular circles
Existing licence area Existing and proposed licenced area
BPL - BPL -
India Bharti Hutchison BTAL Bharti® Hutchison®  BTAL®
% to % to % to % to % to % to
Actual all India all India all India Actual all India all India  all India
Number of circles 22 6 27% 18% 32% 15 68% 32% 36%
Area of the circles (in square
kilometrers, in thousands)® 3,278 525 16% 6% 43% 1,848 56% 20% 43%
Population in licenced
areas (in millions)® 1,027 167 16% 9% 38% 594 58% 22% 40%
Market cellular subscribers
in the licenced area (in millions)® 5.2 2.0 38% 43% 53% 4.8 92% 61% 69%
Market DELs in the
licenced area (in millions)? 324 9.6 30% 25% 51% 26.8 82% 43% 57%
Number of vehicles in the
licenced areas (in millions)® 36,132 9,779 27% 22% 48% 29,025 80% 39% 56%

(1) Comprises our six circles where we have exisitng operations, and our nine proposed circles where we recently acquired licences and intend to
provide cellular services by the middle of this year.

(2) Consists of the circles of Delhi, Mumbai, Kolkata, Chennal, Gujarat, Andhra Pradesh and Karnataka.

(8) Constitutes the proposed merged entity of BPL and Birla Tata AT&T and the circles consist of Melhi, Mumbai, Gujarat, Maharashtra, Andhra Pradesh,
Tamil Nadu, Kerala and Madhya Pradesh.

(4) Area estimates are from National Census 2001.

(5) Population estimates for all the circles other than the metropolitan areas are as per National Census 2001 and are as of March 1 2001. Population
estimates for the Uttar Pradesh (West) circle is 37% of the total populatin of the state of Uttar Pradesh.

(6) Based on data released by the COAI on the total number of cellular subscribers in the circles as of November 30 2001.

(7) DELs are defined as direct exchange lines representing the number of fixed-line subscribers and are based on data available from BSNL's annual
report for 2000-2001 on the number of DELSs in the circles as of March 31 2001.

(8) Vehicles comprise four wheelers and two wheeler non-commercial vehicles and are derived from data released by the Motor Transport Statistics
of India as of March 31 1997 in its most recent report.

Source: 7 February 2002. Bharti Prospectus.
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Exhibit 4B: Bharti cellular footprint in 2003

Punjab Himachal Pradesh - Delhi & NCR*

Population’ 25 million Popglatlon‘ . 6 million Population’ 22 million

mobile market size? 1 245254 mobile market size* 94,737 mobile market size® 2,299,372
’ ’ our market share?  48% our market share?  48%

our market share?  41%

Uttar Pradesh (West) & Uttaranchal*
Population’ 57 million

mobile market size? 617,615

our market share?  21%

Haryana*
Population’ 17 million
mobile market size? 326,541
our market share?  27%

Gujarat
Population’ 51 million
mobile market size? 1,339,905
our market share? 6%

Maharashtra & Goa?®
Population’ 82 million
mobile market size? 1,363,014
our market share?  13%

Mumbai
Population’ 16 million
mobile market size? 2,022,212
our market share?  46%

Kolkata

Population’ 15 million
mobile market size®* 628,429
our market share?  39%

Karnataka
Population’ 53 million
mobile market size? 1,062,416
our market share?  46%

Madhya Pradesh & Chattisgarh
Population’ 81 million
mobile market size? 549,667
our market share?  10%

Kerala
Population’ 32 million
mobile market size? 762,443

our market share?  10%

Andhra Pradesh

Population’ 76 million
mobile market size? 1,114,796
our market share?  34%

Chennai

Population’ 6 million
mobile market size? 573,974
our market share?  41%

Tamil Nadu & Pendicherry?
Population’ 57 million
mobile market size? 828,906

our market share? 9% . Our operational Mobile circles

(1) Population estimates are as per National Census, 2001 and are as of 1 March 2001. The population for Uttar Pradesh (West) circle is approximately
37% of the total population for the state of Uttar Pradesh.

(2) Mobile subscriber statistics are as of 31 July 2003 and are based on data released by COAI. Mobile market size comprises the total number of
mobile subscribers of all the service providers in a circle.

(8) Demographics of Maharashtra and Tamil Nadu do not include demographics of state capitals (metros) Mumbai and Chennai respectively.

(4) Demographics of Haryana do not include Faridabad & Gurgaon as they are included in Delhi & NCR. Similarly, demographics of Uttar Pradesh
(West) & Uttaranchal do not include Noida & Ghaziabad as they are included in Delhi NCR.

Source: Company documents.
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Exhibit 5A: Bharti’s corporate structure in December 2000

Bharti Telecom W SingTel Warburg Pincus & others
0
65% 14% 21% §
Bharti Tele-Ventures (BTVL)
BTVL - 15% BTVL - 81% BTVL - 44% BTVL - 40.5%
Others: Others: Others: Others:
British Telecom - 44% Telecom ltalia - 19% Telia Millicom
Telecom ltalia - 2% AlF BellSouth
New York Life - 3%
Bharti Cellular Bharti Telnet Bharti Mobinet Bharti Mobile
Delhi operation Madhaya Pradesh Karnataka & Andhra Pradesh Chennai cellular operation
(launched 1995) fixed-line operation (1988) cellular operations (acquired in 2000)
Himachal Pradesh (acquired in 1999)

cellular operation (1996)

Exhibit 5B: Bharti’s corporate structure in August 2003

Bharti Telecom SingTel Warburg Pincus * New York Life Public shareholders
-« ¢ Asian Infrastructure Group
[o)
20% e |nternational Finance Corp.
46% § 16% y 19% 9% y 10% y
Bharti Tele-Ventures (BTVL)
100% 100%
Bharti Cellular Ltd Bharti Infotel Ltd
Mobile operations * Fixed-line operations in six circles
in 15 circles ® National long distance

® International long distance
¢ Group data and broadband
¢ Landing station at Chennai (51% BTVL; 49% SingTel)

Source: Company documents.
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Exhibit 6: Summary of Bharti’s financial and operational performance 1999 - 2001 (pre-IPO)

Any discrepancies in any table between totals and the sums of the amounts listed are due to rounding off.

Year Year Year Six months Year Six months
ended ended ended ended ended ended
(In millions, except ratios 31 March 31 March 31 March 30 Sep 31 March 30 Sep
and per share data) 1999 2000 2001 2001 2001 2001
(Restated) (Restated) (Restated) (Unaudited) (Restated) (Unaudited)
Consolidated income statement data
Revenue
Cellular Rs.2,195 Rs.3,837 Rs.7,370 Rs.5,302 $154 $111
Fixed-line 97 506 1,092 755 23 16
Broadband - - - 171 - 4
Equipment sale 157 138 20 19 - 1
Total revenue 2,449 4,481 8,481 6,248 177 131
YoY (%) - 83% 89%
Performance revenue (" 1,891 3,681 7,232 5,240 151 109
YOY (%) - 95% 96%
Total operating expenses excluding
licence fees and pre-operating costs 1,711 2,808 5,634 3,891 118 81
Licence fees 703 817 917 681 19 14
Adjusted EBITDA 35 856 1,930 1,676 40 35
YoY (%) - 2,346% 125%
Earnings (loss) before taxation (562) (797) (1,102) 181 (29) 4
Income-tax (expense) 105 80 46 (156) 1 3
Net profit (loss) (322) (550) (1,208) (158) (25.0) 3
Ratios and other financial data:
Adjusted EBTIDA margin on
proforma revenue (%)(1) 1.9% 23.3% 26.7% 32.0% 26.7% 32.0%
Adjusted EBTIDA margin on total revenue (%) 1.4% 19.1% 22.8% 26.8% 22.8% 26.8%
Net profit (loss) per common share 0.21) (0.35) (0.74) (0.10) (0.016) (0.002)

MPerforma revenues are calculated as service revenues less access and interconnection costs incurred for our cellular business and are unaudited.
Service revenues exclude revenues from equipment sales. We believe that proforma revenues, calculated in this manner, are more representative of
our revenue stream for the cellular business, as a significant part of the access and interconnection costs, which we collect from our customers for
interconnecting with fixed-line network are passed on to BSNL or MTNL, in accordance with our interconnection arrangements. Until 25 January
2001, we passed on the entire charges collected from our customers, while subsequently we have been passing on 95% of call charges collected
from our customers, in accordance with a notification issued by the DoT. Any change in the interconnection arrangements regarding sharing of
revenues from calls will have an impact on the proforma revenues and may result in us calculating adjusted EBTIDA margins only on the basis of

total revenues, which includes access charges and revenue from equipment sales, if any.

For the financial

For the financial

year ended year ended
(in millions) 30 Sep 2000 31 March 2001 Six months ended 30 Sep 2001
(Restated) (Restated) (Unaudited)
Consolidated balance sheet data
Current assets Rs.3,945 Rs.7,967 Rs.9,289 $194
Net property, plant and equipment
(incl. capital work-in-progress) 8,189 13,493 19,244 402
Goodwill 3,725 12,014 26,041 544
Total assets 16,764 35,642 63,641 1,329
Represented by
Long-term debt, net of current portion 7,119 7,210 9,893 207
Short-term borrowings 1,229 1,007 3,130 65
Total shareholders’ equity 4,222 18,955 41,540 867
Six months  For the financial Six months
For the financial year ended 31 March ended year ended ended
30 Sep 31 March 30 Sep
(in millions) 1999 2000 2001 2001 2001 2001
Consolidated cash flow data
Net cash provided/(used) by/in operating activites Rs.1,059 Rs.(1,905) Rs.1,190 Rs.(4,116) $25 $(86)
Net cash provided/(used) by/in investing activities  (3,656) (8,599) (10,866) (20,455) (227) 427)
Net cash provided/(used) by/in financing activities 2,594 5,528 9,860 24,823 206 518
Net increase/(decrease) in cash and cash equivalents  (4) 24 184 252 4 5

Source: 7 February 2002. Bharti Prospectus.
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Exhibit 6: Summary of Bharti’s financial and operational performance 1999 - 2001 (pre-IPO)

Summary operating and other data.

As at and As at and As at and As at and
for the for the for the for the eight
year ended year ended year ended months ended
31 March 31 March 31 March 30 Nov
1999 2000 2001 2001
Indian demographic and economic data
Area (in square kilometres, in thousands)" 3,278 3,278 3,278 3,278
Population (in millions)™ N.A* N.A* 1,027 1,027
Real GDP growth (%)® 6.6 6.4 6.0@ N.A*
GDP per capita (in Rs.)® 18,078 19,748 21,648 N.A.*
Combined population of our cellular service areas N.A* N.A* 154 594
Combined population of our fixed-line service areas!" N.A.* N.A* 81 232
Indian telecommunications market data
Cellulaar subscribers (in millions)® 1.2 1.9 3.6 5.2
Fixed-line subscribers (in millions)® 21.6 26.5 21.4 N.A.
Our cellular operating data
Number of cellular circles 2 4 5 15
Our cellular customers 121,848 282,918 595,128 1,048,000
Our total estimated market share in all our service areas® 55.6% 49.6% 53.1% 53.4%
Average monthly churn rate (%) 3.8% 3.5% 4.7% 5.7%
Average minutes of use per customer per month® 91 172 217 202
Average revenue per customer per month® 1,330 1,335 1,249 N.A*
Our fixed-line operating data
Our fixed-line customers 12,223 66,661 107,086 134,958
Our total estimated market share in all our service areas® 1.3% 5.7% 7.8% 8.8%!12
Average monthly churn rate (%)7 0.8% 1.2% 2.5% 1.9%
Average pulse per customer per month(9 1,348 914 881 915
Average revenue per customer per month 1,587 1,070 1,048 N.A*

*N.A. Not available.

M Population estimates as per National Census, 2001 and are as of 1 March 2001.

@ Economic Survey, conducted by the Government of India annually.

© Based on the data released by Centre for Monitoring Indian Economy or CMIE.

“ Advance estimates, as provided in the Economic Survey 2000-01, published by the Government of India.

© Based on the data released by the COAI.

© Based on the data from the annual reports of BSNL.

™ Average monthly churn rate for a period is the rate of customer disconnections net of reconnections. This rate is calculated by dividing deactivations
less reconnections by the average number of customers during that period (the average of the number of customers on the first and last days of the
respective period) divided by the number of months in that period for our customers. This information does not include churn for our customers in the
Himachal Pradesh and Kolkata circles.

® Average minutes of usage per customer per month is calculated by:
(i) dividing the total minutes of usage for the period in our cellular networks less total roaming minutes by the number of months in that period; and
(ii) dividing the result by the average number of customers in our cellular networks at the beginning and end of the period.
This information does not include average minutes of usage per customer per month for our customers in the Kolkata circle.

© Average revenue per customer per month is calculated by taking the total cellular revenues reduced by access and interconnection costs and dividing it
by the average number of customers during the period (calculated as the average of the sum of the customers at the beginning of the period and at the
end of the period).The result so obtained is divided by the number of months in that period to arrive at the average revenue per customer per month.
Average revenue per customer per month for 31 March 2001 does not include average revenue per customer per month for Chennai, as revenues for
the Chennai cellular circle have not been consolidated as per IAS.

(19 Average pulse per customer per month is calculated by:
(i) dividing the total pulses of usage for the period in our fixed-line networks by the number of months in that period; and
(ii) dividing the results by the average number of customers in our fixed-line networks at the beginning and end of the period.

(" Average revenue per customer per month is calculated by taking the total fixed-line revenues and dividing it by the average number of customers
during the period (calculated as the average of the sum of the customers at the beginning of the period and at the end of the period). The result so
obtained is divided by the number of months in that period to arrive at the average revenue per customer per month.

Source: 7 February 2002. Bharti Prospectus.
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Exhibit 7: Bharti’s board structure

Sunil Bharti Mittal, Chairman & Managing Director.

A graduate from Punjab University, he has completed the
‘Owner/President Management Programme’ from Harvard
Business School in 1999. The founder of the Bharti Group,
he joined the board at the time of incorporation of BTVL in
July 1995. He is the founder, past president and chairman
of various telecoms industry associations.

Rajan Bharti Mittal, Joint Managing Director. A graduate
from Punjab University, he has over 20 years of experience
in the industry. Joined the board at the time of incorporation
of BTVL in July 1995. He is the chairman of FICCI Telecom
Committee as well as the PHDCCI Telecom Committee and
a member of the Managing Committee of the PHDCCI.

Bashir Abdulla Currimjee, Independent Non-Executive
Director. A graduate from Tufts University, USA. He is the
Chairman of Currimjee Group, Mauritius, one of the largest
commercial business groups which operate in areas such as
telecommunications, energy, financial services and trading
activities in Mauritius, South Africa, the Middle East, India
and the Seychelles. Joined the board in February 2001.

Chua Sock Koong, Non-Executive Director. Nominated by
SingTel. A graduate from University of Singapore, Ms Chua is
a certified accountant and a chartered financial analyst. Chief
Financial Officer of SingTel since April 1999. Joined the board
in May 2001. Ms Chua is responsible for the overseas
investments of SingTel.

Rakesh Bharti Mittal, Non-Executive Director. An electronics
engineer from YMCA Institute of Engineering, with over 25
years of industry experience. Currently the vice chairman and
managing director of Bharti Enterprises. Joined the board at
the time of incorporation of BTVL in July 1995. Currently he
heads the national committee on consumer affairs of ClI.

Akhil Gupta, Joint Managing Director. A commerce graduate
and chartered accountant, he has over 20 years of
professional experience. Joined the board in April 1996.

Mr Gupta was adjudged as the ‘Chief Financial Officer for

the year 2001 for Merger & Acquisitions’ by the Economic
Intelligence Unit, India in association with American Express.

N. Kumar, Independent Non-Executive Director. An engineer
in Electronics and Communications, he is the vice chairman
of the Sanmar Group of companies with operations in
chemicals, thermoplastic resins, cement, shipping, electronics
and footwear. Joined the board in November 2001.

P. M. Sinha, Independent Non-Executive Director. An
alumnus of Massachusetts Institute of Technology’s Sloan
School of Management, and formerly chairman of Pepsico
India Holdings and general manager of Pepsico Beverage
International for South Asia. Joined the board in November
2001. He is also on the board of Lafarge India, Wipro, Azim
Premiji Foundation, ICICI Bank and Electrolux.

Dalip Pathak, Independent Non-Executive Director. Holds

a Master’s in Business Administration from the Wharton
School, University of Pennsylvania, USA. He has been with
Warburg Pincus since 1994 and is now managing director
heading Singapore Operations covering South and South
East Asian operations. Joined the board in September 1999.

Donald Cameron, Independent Non-Executive Director.
A chemical engineer, he has a Master’s in Economics and
Administration in Petroleum Industry, from Loughborough
University, UK, and over 32 years of experience in the
petroleum and telecommunications industries. Joined the
board in September 2001.

Lim Toon, Non-Executive Director. Nominated by SingTel.
An engineer, he has a Post-Graduate Diploma in Business
Administration from the University of Singapore. With over 30
years of experience in planning, implementation and operation
of telecommunications services, he is COO of SingTel since
April 1999. Joined the board in November 2000.

Pulak Chandan Prasad, Independent Non-Executive
Director. An engineer from IIT, Delhi, he has a Post-Graduate
Diploma in Management from [IM, Ahmedabad. As Managing
director of Warburg Pincus, he is responsible for technology
and telecoms-related investments in South East Asia,
Australia and India. Joined the board in November 2001.

Sin Hang Boon, Non-Executive Director. Nominated

by SingTel. Has a Post-Graduate Diploma in Business
Administration from the University of Singapore, and has
attended the Advanced Management Programme at
Harvard. He has been a part of the top management

of STl for 14 years, and is currently CEQO. Joined the
board in December 2001.

Wong Hung Khim, Independent Non-Executive Director.
Group chairman and CEO of the DelGro group of companies,
Singapore. Has headed Singapore Port Authority and was
the first president and CEO of SingTel. Joined the board in
November 2001. He was awarded the meritorious service
medal by SingTel in 1992.
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