EXL’s Disciplined M&A Drive

A conservative approach to buyouts is helping the BPO firm grow faster & perform better than some peers. At $91 million, the OPlacquisition is EXL's largest buy till date.

EXL Growth Strategy

Banking on Buyouts but cautiously

A conservative approach to buyouts Is helping EXLServices
grow faster and perform better than some of Its peers

EXL's Past Acquisitions

PDMA InC $14m
American Express travel captive $30m
schnleder Loglstics Business Process services  $6m
Inductls $20m
Largest BPO Acquisitiuns

WNS largest acquisition: Aviva Global services $228 m
FIrstsource largest acquisition: MedAssist $330m
EXL's largest acquisition: OPI $91m

FIGURES INDHCATE DEAL SIZE ° SOURCE: COMPAMIES. DEAL SIZES ARE APPROXIMATE

Growth in F&A services

Technology researcher Gartner says the F&A BPO market
Is growing at a compound rate of 8%
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Outsourcing Deals: The Q1 Picture

Key contribution came from BFSI, manufacturing and health-
care verticals. BPO market transactions grew 25% In Q1

Distribution by deal size

There were 58 major
deals (contract value
exceeding US$50
million) reported in
Q1 2011, compared
069 In0Q4 2011
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Four mega deals
(contract value
exceeding Us%1 bil-
lion) were reported In
Q1, compared to
elght In the previous
quarter
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TOTAL CONTRACT VALUE (TCV) GREATER THAN USE50 MILLION, INCLUDES TRANSACTIONS WHERE
THESIGHING REGION OF THE TRANSACTIOM W AS NOT PUBLICLY DISCLOSED SOURCEEVEREST
RESEARCH IMSTITUTE TRANSACTION INTELLIGEMCE DATABASE
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ohit Kapoor, president and
R CEO of EXLServices, looks

a happy man. Last month
EXLServices Holdings, aprovider
of back-office services, clinched a
deal to acquire a former KPMG
captive and a dedicated provider
of finance and accounting servic-
es, Outsource Partners Interna-
tional (OPT).

The deal will make EXL one of
the leading players in the flnance
and accounting (F&A) segment,
thelargest category of outsourced
services after volce-based servic-
es. The acquisition could not have
been more timely with outsourc-
ing of call centre services to India
becoming highly sensitive and al-
somovingtolocations such asPhi-
lippines, which are culturally
closerto the US market.

F&A FOCUS
Finance and accounting services
provide an opportunity to scaleup
to higher value services, which
fits well with EXL's goals. Three
years ago, Raman Roy's Quatrro
BPO Solutions bought out the cap-
tive accounting unit of RSM
McGladrey -- a global tax and ac-
counting firm -- for the same rea-
son. Technology researcher
Gartnersaysthe F&A BPO market
1s growing at a compound rate of
8% and total revenues willbe $17.4
billion in calendar 2011, rising to
$18.8 billlon in 2012 and $20.3 bil-
Honin2013.

The OPIacquisition adds $76mil-
lion to EXL's revenues and takes
its total F&A and risk manage-
ment business to $125 million.
OPI's founders Clarence Schmitz
and Kishore Mirchandani, profes-
sionals with experience in ac-
counting firms KPMG and De-
loitte & Touche, are expected to
join EXL’s management after the
transaction.

Schmitz, Mirchandani and other
shareholders - Trident Capital
(an early investor in IT firm, Cog-
nizant), The Chatterjee Groupand
Cargill Ventures - were sald to be
looking to sell out for 150 million
in 2009, EXL eventually clinched
the deal for § 91 million in an all-
cash payment in 2011.

At $91 million, the transaction is
valued at 1.2 times OPI's 2010 reve-
nues and EXL will use the cash on
1ts balance sheet and a working
capital revolver (a credit line on
1ts working capital which can paid
back at any point) toflnance it.

“We 1iKe the acquisition at first
blush for three reason: F&A 1s a
fast growing vertical, valuation
looks reasonable (1.2xX revenue),
and it 1s accretive,” sald analysts

Acquisitions are an
important part of our
strategy. Our growth
will be much faster.
Our strategy is
similar to that of
Cognizant's. Five
years ago, Cognizant
was much smaller
than the Big 3 of IT.
Today, itis setto
overtake Wipro

ROHITKAPOOR
CEC, EXT.Servilees

Joseph D Foresi and Jeffrey Roset-
tiof brokerage, Janney Montgom-
ery Scott, in a May 4 report after
EXL'sacquisition announcement.

DEETDRAGS PEERSDOWN
Compared to peers, WNS Global
Services and Firstsource Solu-
tlons, EXL has done fewer acquisi-
tlons and used debt sparingly
“You can evaluate how aggressive
a company 1s on three counts - to-
tal value of acquisitions, number
of acquisitions and the debt tak-
en, If youlook at all these parame-
ters— Firstsource and WNS would
be similar EXT, would have 1ess
number of acquisitions, least val-
ne, and least debt,” says a banker
“Even when you take debt, it de-
Ppends onmuch how much you are
stretching vour bal-ance sheet,”
he adds. EXL, for instance, has
cash of around $115 million and a
debt to equity ratio of 0.24 - much
much lower than WNS, which has
cash of $27 million and a debt-eg-
uity ratio of 40,

In the last one year, EXL's shares
have appreciated over40% as com-
pared to its peers whose ADRS or
shares have fallen. The ADRs of
NYSE-listed WINS have dipped
15% and that of BSE-listed First-
source Solutions have fallen over
30% Inthe same period.

Butthree vears back, the outlook
for EXL washardly rosy Ithadlost
its largest client Aviva to rival
WNS Global Services as also the
opportunity to build on 1ts exXper-
tise In Insurance-related process-
es, Aviva, the world's fifth largest

Insurancefirm, hadputitscaptive
for sale. The work in the captive
was notdone directly by Aviva but
outsourced to EXL, WNS and 24x7
BPO. The successful bidder for the
captive would get the business be-
Ing doneall the three vendors.
Kapoor says EXL bid at around
$100 million but lost out 0 WINS,
which won the deal at $228 million
and also the exclusive rights to all

We like the acquisition (of
OPI by EXL) at first blush
for three reason: Finance
and accounting segmentis
a fast growing vertical,
valuvation looks reason-
able (1.2x revenue), and

It Is accretive

JOSEPHD FORESI &
JEFFREY ROSETTI
Analysts, International
Brokerage

outsourcing contracts from Aviva
UK and Aviva Canada. EXL lost a
Plg chunk of its insurance back-
office business, which contribut-
ed40% to its revenues while Aviva
alone contributed 25-30%. “We
were nervousand scaredof losing
pusiness but we stuck through to
our principles. Today, we feel vin-
dicated,” says Kapoor.

WNNS took a debt of $200 million
to finance the acquisition of Avi-
va’'s captive. The debt has con-

strained it from going after fur-
ther acquisitions, and experts
point out that companies also
need cash flows for running day-
to-day operations. “We do not see
pre-payments as the best use of ex-
cess cash. We plan on relnvesting
in the sales function of the busi-
ness to support top and bottom
line growth,” WNS CFO Alok Mis-
ratold investors recently.

The global financial meltdown of
2008-09 has also changed how anal-
ysts and investors view leverage.
“Post-meltdown,  shareholders
don't ke a company taking too
much leverage to do an acguisi-
tion. Evervbody 1s worrled about
leverage, Once the overall econo-
my slows down, organic growth
suffers and as a result, cash flows
can slow down,” points out an ex-
ecutive who advises on outsourc-
ing deals. Firstsource 1is also
bogged down by the same problem
—a $275 million debt 1t tookK to ac-
quire MedAssist in 2007. First-
source has done seven acquisi-
tlons so far of which MedAssist, a
US-based back-office services pro-
vidertothe healthcare industry, is
the largest. MedAssist’s revenues
were $99 million for the yearto De-
cember 2006 and Firstsource paid
$330 million -- 12.5 times MedAs-
slst’s operating profit - to acquire
1t In August 2007.

As on March 2011, Firstsource
had FCCBs of around Rs 1,158
crore and other borrowings of Rs
3.34.7 crore. The company. which
gobbled up several acquisitions
since its Inception, has not done
any since MedAssist. Its FCCBs
are coming up for conversion in
FY13 but are unlikely to be con-
verted to equity glven that 1is
share price 1s trading at signifi-
cant discount to the conversion
price, feel analysts.

“It’s hard to say whether these
companies (WNS and First-
source) pald more for the acquisi-
tlons. What a company paysis ulti-
mately dependent on the value
they see being created over a peri-
odof timefromtheasset,” says Ra-
jeshRanjan, researchdirector, Ev-
erest Group. “For instance,
Genpact paid $550 million for
Headstrong, which had $217 mil-
lion In annual revenues, because
they wanted that capability”

ADVANTAGE EXL

But clearly, Firsisource's and
WNS' lack of appetite for acquisi-
tions has been EXL's gain. WNS,
which also has sizeable F&A prac-
tice, may have otherwise been a
potential competitor to EXL in its
bid for OPI Post OFPI transaction,
EXL's F&A revenues will in-
crease from 16% of revenues to
35%, says Kapoor.

Since losing the Aviva captive,
EXL has also made three other
smaller acquisitions — PDMA Inc
for $14.1 million last May, Ameri-
can Express' travel captive in In-
dia for $30 million last March and
Schneider Logistics in business
process services in the Czech Re-
public for $6 million in July 2009+,

Through the PDMA acquisition,
EXL gets LifePro, an insurance
policy administration system that
boosts 1ts insurance capabilities
and helps it move towards out-
come-based pricing, which 1s the
direction BPO contracts are mov-
ing towards. The acquisition of
Schneider gives 1t a presence in
Eastern Europe andmulti-lingual
capability in travel and logistics,
oneof itsfocus verticals, “Acquisi-
tions are an important part of our
growth strategy” savs Kapoor,
who also chairs the M&A commit-
tee at EXL.

Post-meltdown, share-
holders don't like a com-
pany taking too much lev-
erage to do an acquisition.
Everybody Is worried
about leverage. Once the
overall economy slows
down, organic growth suf-
fers and as a result, cash
flows can slow down

SENIOREXECUTIVE
Aduvisor Outsourcing
Services

The committee meets every
week, indicatingseriousness with
which the management takes this
exercise. “Our growth trajectory
will be much faster. Our strategy
1s similar to that of Cognizant’s.
Five years ago, Cognizant was
much smaller than the Big 3 of IT.
Today, 1t set to overtake Wipro,” he
says. So far, the BPO industry has
been growing at a slower pace
than IT. While the IT industry has
bounced back strongly, the BPO
firms are yet to demonstrate the
return to pre-recession growth
rates, which Kapoor admits.
There are some initial signs of a
recovery inthe sectoras deal pipe-
lines start to grow and clients
move faster on outsourcing deci-
sions, say experts. But it is still
early days yet.

*All acquisition amounts are ap-
proximate, where not disclosed by
the company
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