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Recently, while working on the Indian arm of a global engine manufacturing company
(hereinafter referred to as SIL), we found some potential Corporate Governance issues mainly
wrt the Capital allocation of the Company which minority shareholders may want to be aware
of.

In this piece, we summarise some ofthe issues we found pertinent.
1) Substantial Divergence in performance of listed and unlisted entities.

SIL has many other group companies operating in India. The largest one is STIL - A wholly
owned subsidiary of the global parent. Over the last decade, the parent has been shifting
manufacturing operations to low cost countries like China and India. A lot of export business
was supposed to come to India under this organisational rejig, which was expected to come
to SIL, being the group’s flagship company in India.

However, as evidenced from the data below, STIL has significantly outgrown SIL.

Revenue | Mar11| Mar12| Mar13| Mar14| Mar15| Mar16| Ma-17( Mar-18| CAGR
[ 6524 B6B4| BARR| 10378| 14234 15951| 19338 33384| I6%
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Similarly, analysing the export revenues of SIL and STIL, we can see that STIL has
substantially outgrown SIL during this manufacturing shift to India.
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Exports Mar-14 | Mar-15| Mar-16| Mar-17| Mar-18 | CAGR
STIL 6973 | 10205 | 10998 | 13065 | 17887 2%
sl 12193 | 17268 | 16847 | 15212 | 14448 %

It is important to note that there is no stated bifurcation between the operations of these
entities w.r.t their product lines. These seem to be assigned to the Companies on a

somewhat ad hoc basis.
Comparing operating margins of the two entities also show that on average, STIL has been

more profitable than SIL.
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2) Discrepancy in allocation of business lines:

As seen from table 1 above, STIL’s revenues have grown by 73% in 2018 compared to a small
de-growth in SIL. This growth is mainly due to the Emissions Services business wherein they
have provided after treatment services post the introductionof products for BS IV vehicles.
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This growth in 2018 has mainly emanated from the domestic market.

It is interesting to note that SIL’s previous annual reports have mentioned these ‘after-
treatment’ technologies as products wherein they have been innovating to meet
environmental standards. They have also mentioned the fact that the Company exhibited
these products at industry exhibitions.

However, as per the 2018 Annual report of STIL, it seems that this business has been shifted

to their domain.
3) Investment in R&D Center:

SIL has invested a fairly significant amount of money in developing a new tech center.

Particulars 2017 2018 2019
Tech Center

Amount invested 2,706 4,755 264
Total 2,706 7,462 7,726

as a % of total gross block 1234 272 2T
Investmentas a %% of OCF 32 65%% 434
Rent income derived 153 272 561
Direct Exp 9 22 7
Profit 144 250 485
Yield 5% 5% %6

This tech center is for the use of both SIL and the parent company. The Company had
previously claimed that of the total capex of Rs 10,000 Mn of which 5000Mn would be borne
by SIL. However, as seen, the actual investment was upwards of 7,700Mn.

As per the management of SIL, 70% of the R&D activities conducted here would relate to the
parent company and the balance would be forSIL.

However, SIL's R&D expenses have not shown much change since this has come into use.
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The Company has given this center on rent to various promoter entities and is earning a post-
tax yield of around 5-6% before indirect expenses.

Incurring expenditure to the tune of 27% of total historical gross block for a tech center for
related parties where the post-tax yield is 5-6% seemssuboptimalin terms of capital
allocation.

4) Management Remuneration:

The top management of SIL are given ESOP’s in the global parent entity and not in SIL. This
may be detrimental to the interests of SIL shareholders as the focus of the managementmay
be diverted towards the performance of the group and not SIL.

At Multi-Act, we believe that quality is defined by actions and not reputation. An exceptional
track record in business may not guarantee fair treatment to minority shareholders in the
future. Investors who do not delve deeper into the numbers may be exposed to more risk,or
in line to gain lesser return, than what they bargained for.

Statutory Details: Multi-Act Equity Consultancy Private Limited
(SEBI Registered Portfolio Manager - Registration No. INP000002965)
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Disclaimer and Disclosure:

The views expressed in this article are for educational and reading purpose only. Multi-Act Equity Consultancy Private
Limited (MAECL) does not solicit any course of action based on these views and the reader is advised to exercise
independent judgment and act upon the same based on its/his/her sole discretion, their own investigations and risk-reward
preferences. This article and the information do not constitute a distribution, an endorsement, an investment advice, an offer
to buy or sell or the solicitation of an offer to buy or sell any securities mentioned in this Document or an attempt to

influence the opinion or behaviour of the Investors/Recipients.

The article is prepared on the basis of publicly available information, internally developed data and from sources believed to

be reliable. Due care has been taken to ensure that the facts are accurate and the views are fair.

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any
responsibility for, or warrant the accuracy, completeness, adequacy and reliability of such views and consequently are not
liable for any direct, indirect, special, incidental, consequential, punitive or exemplary damages, including lost profits arising

in any way for decisions taken based on the said article.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, the associates, employees,
affiliates of MAECL may have interests in securities referred to in the information. The contents herein - information or views
- do not amount to distribution, guidelines, an offer or solicitation of any offer to buy or sell any securities or financial
instruments, directly or indirectly, in the United States of America (US), in Canada, in jurisdictions where such distribution or
offer is not authorized and in FATF non-compliant jurisdiction and are particularly not for US persons (being persons resident
in the US, corporations, partnerships or other entities created or organized in or under the laws of the US or any person
falling within the definition of the term “US person” under Regulation S promulgated under the US Securities Act of 1933, as

amended) and persons of Canada.
Risk factors
General risk factors

Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the
investments will be achieved.

Past performance of MAECL does not indicate its future performance.

As with any investment in securities, the value of investments can go up or down depending on the factors and forces

affecting the capital market. MAECL is not responsible / liable for any losses resulting from such factors.
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Securities investments are subject to external risks such as war, natural calamities, and policy changes of local /
international markets which affect stock markets.

MAECL has renewed its SEBI PMS registration effective October 14, 2014 and has commenced its portfolio management

activities with effect from January 2011. However MAECL has more than 10 years of experience in managing its own funds
invested in the domestic market.
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