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A Fair Share For
Everyone
Takeover bids almost always result In the
targeted company's share price skYrocketing.
But shouldn't the takeover code also protect
the Interests of the small Investor?

This case study was first published in BW,
3 April 1996.
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USHYANT Behl was in deep
thought. The last 12weeks had
witnessed hectic activity and
several closed door meetings
at his company, Dennor India.
Now the time for action had fi-
nally come and Behl was con-

vinced that his plan was airtight.
Behl wanted to take over the Gujarat-

based Ambica Chemical Co. His financial
analyst, Sujoy Bhargav, had evaluated the
investment and the deliberations of the last
12weeks had favoured the takeover bid.

Ambica's shareholding pattern was not very
complex. Timlar Extruders held 25% of the
shares, 30% were with the financial institutions
(FIs) and 10% with Dennor. The remaining 35%
was with the public. Behl's strategy was to acquire
another 18-20% of Ambica to increase Dennor's hold-
ing to 30% and then persuade one of the two major
shareholders to vote with him to get the controlling inter-
est of the company. Once Dennar acquired a 51% controlling
stake in Ambica, it would automatically have a majority on the
company's board.

Bhargav and Behl had discussed the relevant sections of the
'Substantial Acquisition of Shares & Takeover Act 1994' in detail.
The takeover code said: "An acquirer who holds shares carrying
10% or less of voting rights in the capital of the company shall not
acquire any further shares in the company from the open market, ,
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which when taken together with the existing
shareholdings would carry more than 10% of
the voting rights, unless such an acquirer
makes a public announcement of intention
to acquire shares in the open market in accor-
dance with these regulations."

Behl had to make a public offer in the
form of an announcement in the newspapers
declaring Dennor's current holdings and his
intention to acquire more shares on a stipu-
lated date (called the record date) at a stipu-
lated price.

"Do all additional acquisitions have to
be through a public offer?" asked Behl.

"No," said Bhargav. "It says you
can't make any additional ac-

quisition unless you make a
public offer. Check the

wording, ' ...shall not
- acquire any further

shares from the open market, unless
he makes a public offer.' The opera-

tive word is 'unless'. Once you
make a public offer, there is

nothing to stop you from buy-
ing from the secondary mar-
ket," he explained.

Behl was mystified. He
had thought that after mak-
ing the public offer he
would have to wait for
Ambica's shareholders to
respond, and then buyc:::> from them directly. But
Bhargav had delinked
the two activities -
making a public offer
and purchasing the
shares.

"These are mutually
exclusive," explained
Bhargav. "The takeover
code stops us from further

acquisitions unless we
make a public offer. The

moment we make a public
offer, we are free to buy from

the market. Nowhere does it
say that we cannot do so."

On 15 September, Dennor
made a public offer to buy shares at

Rs70 each from those shareholders of
Ambica whose name would appear in

the shareholders' register on the record
date (30October) 45 days later.
But something was still causing confusion

in Behl's mind. Ifhe could acquire shares immedi-
ately after making the public offer, would he not be

buying shares from shareholders other than those listed
in the shareholders' register on 30 October?

"That's not an issue," assured Bhargav. "The rules require us
10 makea public offer. But that does not preclude us from buying
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in the 'intervening period' between the pub-
lic offer and the record date. There are two
parts to this: One, no further acquisitions be-
yond 10% unless we have made a public of-
fer; which we have. Two, the public offer is to
be made to shareholders whose names figure
in the books on the record date. So you are
complying with both rules."

Convinced that he was not infringing any
rule, Behl started buying Ambica shares from
the secondary market. When he had an-
nounced the public offer, the market price of
Ambica shares was Rs 52. Since the record
date was 45 days away and the offer far above
the market price, the price of the scrip started
rising. Within 20 days it had touched Rs 100.
Market watchers knew that this rise was the
handiwork of the arbitrageurs who sought to
artificially inflate the scrip's price.

Vibhor Dalal was one such arbitrageur.
When he saw the Dennor offer of Rs 70, he told his clients that
the price would not go up to Rs 70. But he himself steadily cor-
nered some stocks of Ambica. Later, he oftloaded these shares to
his clients saying that they could make-a comfortable 27% profit
on their investment within two months because Dennor's offer
of Rs 70 for every share was far above the market price.

In the early phase of this upswing, Prabhakar Naik, a retired
sales officer, met Dalal for investment advice -,Without batting an
eyelid, Dalal advised him to invest in Ambica shares. "Even at
Rs 60 you will make a neat packet, I know someone who is selling
at Rs 60. But later you won't get these shares." .

Consequently, the share price of Ambica continued to soar.
Usually, the price rises till it reaches the offer price. But an un-
precedented development in the market on 5 October pushed
Ambica's price well beyond Dennor's offer. This new development
was a public offer by another company, Tristar India, to buy not
less than 50% of Ambica's shares at Rs 95.

Behl, like everyone in the market, was surprised by Tristar's of-
fer. But Bhargav was confident that it wouldn't work. The takeover
regulations said that competitive bids must be made within 14
days of the first public offer. Tristar's counter offer had come after
20 days. "They should have made the competitive bid within 14
days," Bhargav said and immediately filed a petition seeking to
nullify Tristar's offer.

But Tristar managing director Neeraj Jain was unfazed. "This is
not a competitive bid," he said. "My terms are completely differ-
ent, therefore this is a fresh offer. It would be a counter offer if it
was made to the same entity at the same price and on the same
terms. But my offer is not to the same entity, because I have clearly
said I will take 50% of the shares or nothing. Moreover, my offer
price is Rs 95. Therefore, my offer is to a larger body of sharehold-
ers, which makes it a fresh offer," Jain argued.

Tristar went to court arguing that its terms were different. "We
can make an offer at any time. The code expects you to make a
public offer when your holdings cross the 10% limit. But it does
not say that you cannot make a public offer before you have 10%.
Just because Dennor has made one offer, it does not automati-
cally make mine a counter offer," Jain argued.

The market was foxed. While the rules for takeover detailed the
administrative procedures for a competitive bid, it did not define
a 'competitive bid' per se. Now, the two companies were extend-
ing different interpretations of the code. While Tristar claimed
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that its bid was not a counter offer, Dennor insisted it was.

Even as the issue was being debated in court, the market went
into a tizzy and the Ambica scrip became a favourite on the
bourses. Tristar's offer to buy Ambica shares at Rs 95 sent the
scrip's price soaring. Within eight days, the price ofthe scrip had
touched Rs 145.

The situation was complicated further by new rumours float-
ing in the market. One such rumour was that Dennor was going to
raise its initial offer to Rs 110. While some people said that Den-
nor was 'bound to' raise the offer price, others claimed they had
inside information on this.

All this only added more weight to Dalal's sales pitch. "Act to-
day or lose your money forever," he told his clients. To the buyers
crowding to buy Ambica, he said: "It's very difficult to get Ambica
shares. Dennor is increasing its price to Rs 120. Maybe if you pay
more, somebody might just be willing to sell." Placing faith in the
'news' that Denrior would hike its offer price, an unsuspecting
Naik bought more Ambica shares at Rs 110.When the share price
touched Rs 145 by mid-October, Naik's joy knew no bounds.

Back at Dennor, Behl and Bhargav were glued to their tele-
phones. He looked at the price levels at which Dennor had
purchased Ambica shares so far. Dennor had bought at prices
ranging from Rs 59 and Rs 90. After the Tristar offer, it had even
bought at Rs 124.

M
EANWHILE, a miffed Jain was planning his own moves.
Smarting over being taken to court, he initiated a pri-
vate investigation to find out at what prices Dennor had
bought the shares from the market. His team found out
that Dennor had bought at Rs 124 also. With the case

pending in court, Tristar's hands were tied. But since Dennor was
operating freely, its pitch was queered. "How can Dennor buy
from the market? With our offer coming up, if they are allowed to
mop up from the market, wouldn't that be detrimental to our in-
terests and contrary to the spirit of the law? Till our issue is sorted
out, neither Dennor nor anyone else should be allowed to trade
on this script," argued Jain.

When it was found that Dennor was buying from the market,
the company was asked to explain. "How can you buy from the
market when you have made a public offer?" the court asked Behl.
Behl said that Dennor had complied with the rules which made it
mandatory for the company to make a public offer if it wanted to
acquire more than 10% shares. "But where does the law say that
Dennor cannot also buy shares from the market once it has made
the public offer?" he asked.

Dennor haJi purchased Ambica shares in eight lots: at Rs 59, Rs
70, Rs 90 and Rs 124. "For us the cost of the scrip is the weighted

average cost of the various lots purchased," argued Behl. How-
ever. Jain believed that the purchase price indicated the scrip's
utility value to Dennor . "If you buy at Rs 124, then that is the util-
ity value of the stock to you," he argued.

The Securities & Exchange Board ofIndia (Sebi) had a simple
point to make in this regard. When the public offer price is deter-
mined, the past transactions on the scrip and the highest price paid
for it is taken into account. If the purchases have been made by ne-
gotiations, then the offer price will be the highest negotiated price.
But if the purchases have been made from the secondary market,
then the highest purchase price will be taken to be the offer price.

Dennor had tried to interpret the law in a manner that would
allow it to buy shares from the market before the record date. Ac-
cordingly, the authorities took the stance that the prices of the
purchases made after the public offer was made would override
the offer price of Rs 70. It was felt that if the company bought
shares at Rs 124, how could it pay only Rs 70 to the seller on the
record date? If Dennor felt the stock was worth Rs 124, then it
should pay Rs 124 to the sellers on 30 October.

BehI was stumped. Denner's interpretation of the law was be-
ing thrown back. On the one hand, the company had maintained
that making a public offer was mutually exclusive to buying from
the market in the intervening period. On the other, it would suit
Dennor to contend that purchases made after the public offer
should not be considered while determining the offer price.

The takeover code was completely silent on the acquisition of
shares beyond 10%in the intervening period. This ambiguity both-
ered Tristars Jain. He said: "The spirit of the law should be main-
tained. The offer price should consider all purchases made before
the record date, not just the purchases made before the public of-
fer." Dennor, he insisted, must revise its offer price to Rs 124.

Dennor pointed out that the dictionary defined 'unless', to
mean except if; at less than; in any case other than that; except
that... "We made a public offer in this spirit," said Bhargav. "Like-
wise, the offer price was defined as 'the highest price paid'. The
law is applicable only till we reach the 10% limit and make the
public offer. So the Rs 124 we paid after the announcement can-
not be taken into account. The highest price parameter is applica-
ble only to the period prior to making the public offer."

The issue was given prominence in the press but a conclusion
was still not forthcoming. "Even if the law is silent on this aspect,
the spirit of the law has to be maintained and, therefore, the rules
seemingly applicable only to the purchases made before the offer
can be extended to the purchases made after the offer. After all,
the offer has not been exercised. So even if 0.05% of Den nor's pur-
chases have been made at Rs 124, that price should be considered
while determining the offer price," argued corporate lawyers.

The market was divided on the issue. Whatever was
applicable to the 'past' was now being made applica-

b~eto the transactions during the intervening pe-
riod. More importantly, the purchases at Rs 124

were made from a small investor. "Why is it
then that the other small investors who are
holding Ambica scrips are being denied the
opportunity of a higher price? Shouldn't the
other small investors also be allowed to
benefit?" was the argument.

Conservatively, it could be argued that
all 30% ofAmbica's general public sharehold-

ers were interested in trading their scrips.
Dennor wanted to buy and had found a seller at

Rs 124. "There is no mechanism to announce the
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. purchaser's intention to buy nor the price he is will-
ing to pay. Therefore, not everybody knows that
Dennor is buying at Rs 124. If they had, then
others would have wanted to sell too. There-
fore, are you giving every small investor an
equitable chance?" asked a senior member
of the Bombay stock exchange.

That was also Sebi's argument. A public
offer is meant to give all shareholders an eq-
uitable chance. That is precisely why pur-
chases beyond 10% can be made only on
common terms which are known to all.

While this was the spirit behind the law, the
wording was ambiguous. The debate now centred
on a conceptual argument whether Dennor's purchases
ofthe Ambica scrip in the intervening period were equitable to all
shareholders; and if Dennor felt the stocks were worth buying at
Rs 124,why shouldn't the offer price be increased to Rs 124.

Eventually, Dennor was forced to hike its offer to Rs 124. Behl
was devastated. At that price, Ambica was no longer viable. Also,
the market price was ruling at Rs 145 and Behl and Bhargav re-
frained from buying any more shares.

Much depended on the court's verdict on the Tristar offer. If its
offerwas declared valid, Tristar would not attempt a market pur-
chase, at least not after what had happened to Dennor. However,
ifitwas declared invalid, Dennor could go ahead.

Meanwhile, Naik was confused and agitated. Dennor, he found,
had upped its offer price to Rs 124. But the company was likely to
abandon its takeover bid. So far, it had acquired only 2.5% shares in
addition to its original 10% and it was unlikely that it would buy
more shares at the current market price. Naik had even bought an
additional lot at Rs 110 in the hope that Dennor would hike its offer
price and continue to buy from the market. But at Rs 145, there
wereno buyers for Ambica shares. Even if he wanted to, Naik could
not sell off his stocks. And ifTristar's offer was upheld, it would be
even lower at Rs 90.

"Who has gained from this drama?" Naik asked bitterly. "What
do I know about the takeover code, or the fact that Dennor's pub-
lic offer had to do with an intention to take over? Only now after
three weeks of high drama have I begun to understand the issue. If
it hadn't been for Tristar's offer, I would have found a buyer at
Rs124and that was my intention. But the entry ofTristar and the
subsequent litigation has frozen the market."

Now wiser after the event, Naik asks: "Why were the market
operations not frozen after Dennor made a public offer? If the
spirit of the law was intended to allow Dennor to buy only on the
record date, then why does it not stipulate closure of trading on
those shares? That is how it works in other countries in the world

and no arbitraging is possible where a small investor could lose."
The takeover code prescribes that when a public offer is made,

there should be a gap of not more than 60 days between the offer
announcement and the record date. Naik poses another question.
"Now that the stock exchanges have been computerised, why do
we need a 60-day gap when a gap of21 days would be adequate?
Doesn't this allow arbitrageurs to play.in the stock market and cre-
ate irrational price fluctuations to the detriment of the small in-
Ivestor?Why haven't the stock exchanges upgraded their underly-
ing systems to suit a computerised environment?"

NAIK'sview is that Tristar's counter offer, in effect, operated
like a fresh offer giving the market and the interested par-
ties enough time to arbitrage and prices to soar to unreal-
istic heights. That the stock exchanges have installed cir-
cuit breakers to quell fluctuations beyond 10% on a stock

price in a single day's transactions does not make sense to Naik.
He says, "When the record date can be 60 days away, what's the
sanctity of a circuit breaker? It may only help prevent sudden
surges in prices, but the effect can still be achieved over a period
of eight-nine days. Now a share can increase by 100% in 10 days!"

Naik demands a system of providing fairness opinions,
where an independent banker or valuer tells the small investor
what the intrinsic value of a given stock is. "What is the bench-
mark when we have a market price ofRs 145, an offer price of
Rs 124 and a counter offer ofRs 90? Most of the time, we have the
broker playing fortune teller, peddling rumours and arbitrag-
ing," he says.

He wonders why the takeover code stipulates that 20% ofthe
shareholding should remain with the public after the offer, when
it cannot protect this critical band of small investors. "Why create
a sacred cow when you are indifferent to the interests of this
20%?" he asks bitterly.
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E rationale underlying any
takeover code is to safeguard the in-
terests of the minority shareholders.
This purpose is aptly served by get-
ting a fair deal for the minority share-

holders in any takeover, which should be
at least on par with the benefits accruing
to the majority shareholder. Sebi's role
through any code should primarily aim to-
wards this and the regulatory framework
should be designed accordingly.

Acquisitions are strategic decisions
where time and money are of prime signif-
icance. This needs to be appreciated by the
regulatory authorities. Accordingly, the
takeover code should be fine-tuned to en-
able takeovers to take place in a reason-
able span of time, which is in the best in-
terests of the acquirer and the minority
shareholders at large.

In this case, Behl acquired shares from
the market after the public announce-
ment, which no doubt caused the sudden
increase in the prices of the shares in the
market. In this instance, instead of restrict-
ing the purchase of shares from the market,
if it was made mandatory to disclose the
weekly details of Dennor's market pur-
chases to the public, the stock exchanges
and the regulatory bodies like Sebi, it
would have gone a long way in curbing the
sudden rise in prices of Ambica's shares.

Moreover, it should be made compul-
sory to revise the public offer in line with
the highest price paid for the share in the
market. However, there are two strong
views on this issue. While the City Code of
UK allows fufther purchases subsequent
to the announcement, with a compulsory
revision in the price of the public offer, the
US laws do not permit any open market
purchase till the offer is through.

A competitive bid in case of a takeover
benefits minority shareholders, as this
provides them a better value for their
small holdings. Behl should have been al-
lowed to revise his offer price irrespective
of the sanctity of the counter offer by Tris-
tar, than at the instance of the authorities.
This would have prevented the suspense
in the market to build up and hindered the
market operators in playing on the senti-
ments of the investors. Competitive offers

and counter offers certainly need to be
time-bound to protect the interest of the
minority shareholders.

At the time Behl held 10%in Ambica, he
intended to acquire another 18-20%
through the open offer and, with the sup-
port of some large shareholders, sought to
take control of the company. In the present
case we find that in spite of the revision of
the offer price, he is unable to get the desired
level of shareholding to take control of the
company. An option to withdraw the offer
would enable him limit his monetary loss.
The optional offer would certainly have its
effect on the price of the share and would
have curbed the actions of an arbitrageur.

Had there not been a sudden rise in
the share price, the response to Behl's of-
fer would have been very encouraging. In
fact, there is a distinct possibility that the
entire public holding of 35% would have
responded to the offer. Under the circum-
stances, acceptance of only 20% would
certainly go against the interest of the
minority shareholder. In developed
countries, the takeover code provides
mandatory acquisition of the entire
public holding and delisting of the com-
pany if the public holding is reduced to
less than 10%.

Behl had the limited option of revising
the offer price to ensure the success of the
offer. That's because the purchase consid-
eration in case of an open offer has to be in
cash or shares. The payment of special div-
idends and attractive coupon bonds to the
shareholders of the targeted firm, cer-

The takeover code
should enable
takeovers within a
reasonable span of
time, which is in the
best interest of the
acquirer and the
minority shareholders
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tainly make the open offers attractive and
fend off counter bids.

Takeovers are currently regulated by
Sebi through its takeover codes. The au-
thority of other agencies which exert indi-
rect control on takeover cannot be ignored
and act as deterrents to smooth takeovers.
There are company law provisions re-
stricting inter-company holdings and
transfer of shares. The stock exchange au-
thorities have their say on takeovers
through listing agreements. Co-ordination
of different agencies is a must for the effi-
cient conduct of takeovers.

Unfortunately, the takeover code in In-
dia is viewed only from the acquirer's an-
gle. There is no provision whereby an ac-
quiree could effectively counter a takeover
or effectively thwart prospective takeovers.
In advanced countries, various means are
used by the management of the acquiree
company to contest takeover.bids. This is
an imperative in order to arm the man-
agers of professionally-managed compa-
nies to defend themselves against a hostile
takeover. In the interest of the small share-
holders, the existing management should
make its stand clear whether to fend off the
bids or to side with either of the offerors, so
that investors make an informed decision.

The financial institutions hold 30% of
the equity capital ofAmbica. Hence they
would certainly have representation in the
board of directors and would have a say on
the change in the management of the
company. The case study is silent on this
segment. The financial institutions as ma-
jority shareholders would have a large say
in the future.

To conclude, we need to appreciate
that mergers are recent phenomenon
and each deal provides an opportunity
for learning and refining the process. In-
dian markets and business behaviour are
quite unique in their own way. Hence, the
mere adoption of takeover codes of ad-
vanced countries would not be a ready-
made solution to current shortcomings.
With more complicated takeover deals
expected in the future, it would very soon
evolve into a very comprehensive code in
line with the laws and business environ-
ment of the country. •
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"~U<E a case like Ambica and you will
realise how nebulous Indian laws are
about takeovers. In the entire se-
quence of events, the most impor-
tant character - Ambica Chemicals

- has had little part to play. And that's be-
cause the law does not recognise a simple
thing called defence. But that's not the
only thing the lawmakers missed.

What's a competitive bid? Is there a fun-
damental difference between a hostile bid
and a negotiated deal?What are the ground
rulesfordetermining ifan offeror is serious
or not? Is there a way to penalise a non -se-
rious offeror? These are only some of the
questions unanswered by the law.

First things first. Most advanced mar-
kets recognise the fundamental right of a
'raided' company to put together a de-
fence. It is another matter that such de-
fences often leave a company debilitated.
But there is no reason why we should not
seriouslycontemplate such legislation, es-
pecially in those cases where existing
managements have performed well, but
do not have a simple majority. This is rele-
vant particularly for companies which
have a foreign shareholding and where,
because of global strategies, foreign share-
holders may decide to sell to an outsider.
(The takeover in early 1990 of an Indian
shipping company is a case in point.)

The case study throws up the impor-
tance of defining 'competitive offers'. It
would be foolish to imagine that Tristar
was not making a competitive offer to
Behl'soriginal bid. To split hairs on the ba-
isofpriceor on the target audience and to

saythat Tristardid not make a competitive
bid is quite clearly a refusal to go into the
intent of the parties behind the bid.

Afterall,what is the bottomline? It is the
controlofthe company through the control
of major shareholding. And if two parties
are bidding for this control, they are quite
clearlyin competition, irrespective of the
terms of their offer. Let's have this simple
rule and youwillsolve a lot of controversies.

Tristar appears to be a serious bidder,
even though it took cover of a technicality.
But what ifit were a frivolous holder want-
ing to create confusion? A recent hostile
bid by a large company to acquire a 50%

stake in another company has thrown up
an interesting point. Even if it is patent
that the offeror cannot be successful, Sebi
does not have effective penaJising powers.
This opens up opportunities for compa-
nies to play havoc with share prices.

Consider a simple example: Company A
has a huge holding in company B which it
wants to unload, obviously at a high price.
Company B has recently become the object
of a negotiated takeover. So company A an-
nounces a counter bid for the company to
acquire, say 50% of the capital, at a much
higher price, knowing full well that promot-
ers and associates (or financial institutions
who will not sell) have more than 50%.
Once the counter offer is announced, the
share price starts climbing and company A
unloads its stock of company B steadily,
making a neat profit in the process.

In such a circumstance, there should be
a mechanism where, if the raided company
can prove to Sebi that the offer is frivolous,
the offeror can be prevented from going
ahead. One way could be to act through the
merchant banker who is answerable to
Sebi. Another way could be to back the
raided company in not allowing transfers.

Another way of curbing frivolous offers
could be to force offerors to deposit about
10% of the notional amount ofthe mini-
mum offer with a bank and produce proof
of such deposit to Sebi or the stock ex-
change on the day the public offer is an-
nounced. The deposit should be im-
pounded in case the offeror does not go
ahead with the offer unilaterally.

In the Ambica case, most of the confu-
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sion can be traced back to the fact that
trading in its shares went on in the 'inter-
vening period '.Which is why the most im-
portant area in which regulations are
needed is to curb the free-for-all that goes
on in the market once a public announce-
ment of a takeover has been made. The
only way to ensure that it is equitable to all
shareholders is to stop trading of shares of
the targeted company immediately after
the public offer is announced. Also, any
other party wishing to make a counter bid
must do so within the next two weeks.

Then again, there is no justification to
have a 60-day limit for a record date. Thirty
or 45 days would be sufficient. We also
need to introduce the system of a common
record date so that shareholders are al-
lowed to decide on the same date or dur-
ing the same period once and for all, on
the basis of common information. This
would be a fair to all and at least the raided
company can carry on business as usual.

In this particular case, one has little
sympathy for the small investor who got
greedy. The object of the legislation should
be to provide an equitable playground but
not to ensure that every investor in the
secondary market should make money.
The offer document should contain
enough information including detailed in-
formation on the offeror and his group's
history and possibly a commentary by the
merchant bankers involved, about valua-
tions etc. Beyond that, it should be the dis-
cretion of the individual investor.

The claim of Tristar that since Behl
bought shares in the open market at
Rs 124, he should be forced to pay more, is
quite easily untenable. First, the intent of
the law is obviously the highest price paid
before the announcement. Otherwise you
cannot announce a price. Maybe the
drafting of regulation 19(b) leaves scope
for interpretation, 'but that' should not de-
ter Behl. And the fact that an offeror com-
pany has bought shares in the intervening
period at a high price should not preclude
it from offering a lower price, simply be-
cause in the stockmarket, every lot has its
own price and you cannot buy 200 shares
of any company at the same price at which
you can buy 20% of the company. •


