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Deccanet Designs Ltd. (B)

“Deccanet Designs has been through hell and back,” read the company’s historical
summary in early 2004. It had gone from a start-up with three employees in 1994 to a
multifaceted, telecom hardware and software design firm with a valuation of over $11
million a decade later. Despite battling constant attrition and weathering a global telecom
industry crisis, Deccanet had managed to attract three rounds of outside financing
(including from VC giant Intel Capital) and had developed a large set of core intellectual
property and a diverse portfolio of Indian and international clients. However, in spite of
these successes, the global downturn, combined with inadequate financial control and
reporting and a weak sales and marketing effort, had led Deccanet to four straight years
of net losses by March 2001. Both FY-2002 and FY-2003 resulted in losses as well. The
internal debate that had divided management and investors over the future strategy of the
company dragged on through early 2003, when Karunakran offered to resign, leaving
Venkat Rajendran as the sole CEO. As Rajendran consolidated the Hardware and
Software divisions under his leadership, he faced a new round of challenges and
questions regarding the management of the company, its fundamental business strategy,
and its strategy for raising additional funding, something Deccanet desperately needed for
further expansion.

Intel Investment and Exit of Karunakaran

Over the summer of 2001, as Intel Capital considered whether to invest or not, Deccanet
management and the investors continued to pursue a demerger of the company into two
separate entities (Hardware and Software). Then, on September 13, the Board officially
called for a demerger and asked Karunakaran and Rajendran to submit a formal demerger
proposal. As the company’s two CEOs sought out consultants to advise on the demerger,
Intel decided to go ahead with an investment to fund Deccanet’s growth and operations,
putting in Rs. 40 million ($858,922) in November 2001. The investment, which came at
a higher valuation, gave Intel a 7.60% stake in the company and diluted the existing
shareholders somewhat (see Appendix I). The investment was made in spite of
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Deccanet’s ongoing poor financial performance. In an October 2001 Board meeting, an
auditors’ report declares that company’s finances were a mess, due to staffing problems
in the Finance department, lack of proper systems for revenue recognition, inventory
management and billing, and a general lack of financial discipline. These problems in
financial reporting and controlled only compounded the ongoing difficulties in collecting
receivables and tracking royalties. The Hardware unit, in particular, was facing serious
liquidity problems due to the long payment cycles and the difficulty collecting
receivables. The result of all these problems was that Deccanet ended FY-2002 with
another loss (approximately $774,000).

Although Intel actually was opposed to the demerger idea, GVFL and TDA continued to
advocate it. So, in January 2002, Deccanet hired two professional consultants, Mr. Kunte
and Mr. Modha, to draw up plans for a demerger. Management and the two external
consultants continued to work on the demerger and, on July 4, the Board formally
approved the demerger drawn up by Kunte and Modha. However, around this same time,
Karunakaran asked for a buyback of his shares, saying he was willing to consider
stepping down. The discussions dragged on for the rest of the summer and, only in
September, did the investors decide that it would be better to have Karunakaran exit the
company than continue with the co-CEO arrangement. Specifically, there were two
options that the Board considered. Either Karunakaran would buy out the Hardware unit
from the other investors, and head that up himself or, he would sell his shares to the
existing investors, resign from the company, and allow Rajendran to head up Deccanet.
The Board ultimately decided on the latter option and Karunakaran signed a
memorandum of understanding (MOU) to resign from the company effective March 31,
2003, with Rajendran assuming responsibilities as sole CEO. Deccanet retained
Karunakaran for six months as a part-time consultant in order to complete various
projects he had been directing. Deccanet also bought out his shares and paid him a
royalty for the products that he had been instrumental in developing.

The demerger/unification debate, and the decision by Karunakaran to leave the company,
had been a significant distraction for Deccanet. Throughout the whole process, losses in
the Hardware unit had been mounting. However, by February 2003, there were signs that
it might be turning a corner, as it was able to secure a few new contracts including, one
from a Taiwanese company. Nonetheless, Deccanet still ended FY-2003 with another
loss, making it the sixth year in a row that the Bangalore based firm had failed to turn a
profit.

Deccanet Under a Single CEO

With Karunakaran leaving the company, Rajendran took steps to consolidate the two
primary business units into one single entity. The Hardware division, which previously
had been located on the other side of town, moved to the modern headquarters building —
with its stylish conference room and lobby with skylights and a mini-waterfall — which
was located in the bustling J.P. Nagar neighborhood of Bangalore. This physical
integration of the two units was mirrored by steps taken on the Sales, Marketing and



Finance fronts to present Deccanet as a single entity, both externally for clients, and
internally for reporting purposes.

During this period, Deccanet also began to emphasize the development and sale of its
telecom testing services and test automation tools. One of these tools, FASTEST,
became very popular with clients and began to bring in significant revenues for the
company. These successes allowed Deccanet to capitalize on the growing market for test
automation and to reposition itself as a “telecom products and services company with
expertise in testing and test automation.” In addition to pitching new products and
services, such as FASTEST, Deccanet continued to build out its relationships with
existing clients. Longtime client Motorola, for example, accounted for nearly 50% of
revenues in the first quarter of FY-2004. As FY-2004 wound up, the decision to unify
the company under the leadership of one person appeared to be benefiting the company
financially. After six straight years of losses, Deccanet finally seemed to be on track to
turn a profit by March 31, 2004. Revenue growth of 49% from the first quarter to the
third quarter, combined with moderate growth in expenses, allowed Deccanet to achieve
a consolidated Earnings Before Depreciation Taxes and Amortization (EBDTA) of
roughly $343,000 in the first three quarters of the year. Interestingly enough, the
quarterly figures may have also pointed to a turnaround in the Indian telecom industry, as
“Local” revenues grew by 32% over the first three quarters of the year.

Despite this improving financial situation, Rajendran still faced numerous challenges as
Deccanet’s sole CEO. How would he replace Karunakaran and resuscitate the Hardware
side of the business? What changes needed to be made in Sales, Marketing and Finance?
Should he take advantage of what appeared to be resurgent growth in the domestic
market and focus all his energies on India, or continue to target international clients in the
developed and developing worlds? How should he approach the next round of financing
— go with more equity, or begin to take on some debt?
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Appendix [

Deccanet Share Ownership

Post-TDA
# of Shares  Price/Share Rs. M $M 9% Stake
692,790 93.07 64,477,965 1,384,539 15.44%
717,739 93.07 66,799,969 1,434,399 16.00%
1,537,670 93.07 143,110,947 3,073,029 34.28%
1,537,670 93.07 143,110,947 3,073,029 34.28%
4,485,869 93.07 417,499,828 8,964,995 100.00%

Post-Intel
# of Shares ~ Price/Share Rs. M $M 9% Stake
368,766 108.47 40,000,000 858,922 7.60%
692,790 108.47 75,146,931 1,613,634 14.27%
717,739 108.47 77,853,149 1,671,745 14.78%
1,537,670 108.47 166,791,065 3,581,513 31.67%
1,537,670 108.47 166,791,065 3,581,513 31.67%
4,854,635 108.47 526,582,210 11,307,327 100.00%



Appendix 11

DECCANET DESIGNS LIMITED

INCOME STATEMENT FOR THE YEAR ENDED 31ST MARCH, 2003

(THOUSANDS OF DOLLARS)

YEAR ENDED YEAR ENDED
31.03.2002 31.03.2003
($ thousands) ($ thousands)
INCOME

Consultancy Services 1,722.9 1,704.3
License Fees 0.0 128.8
Royalty 0.0 65.0
Prototype Sales 0.0 23.8
Other Income 36.3 42.8
TOTAL INCOME 1,759.2 1,964.9

0.0 0.0

EXPENDITURE 0.0 0.0
Material Consumed & Direct Costs 3.8 20.2
Manpower costs 1,213.2 1,437.2
Administrative expenses 978.8 988.7
Finance Charges 20.5 34.3
Depreciation 234.7 165.3
Miscellaneous Expenditure Written off 78.4 78.4
TOTAL EXPENSES 2,529.5 2,724 1

0.0 0.0
Profit / (Loss) Before Tax (770.3) (759.2)
Income Tax - Previous years 3.5 0.0
PAT (773.8) (759.2)




DECCANET DESIGNS LIMITED
INCOME STATEMENT AS AT DEC. 31, 2003

(in USD)
Particulars Quarter 1 Quarter 2 Quarter 3
Revenues
Exports 130,305 264,820 176,259
Local 352,177 390,945 465,343
Other Income 6,531 18,053 33,625
Unbilled Income 89,662 65,416 186,068
Total 578,674 739,234 861,295
Expenses
Staff Cost 386,570 399,007 402,562
Project Expenses 38,222 33,794 18,099
S, G & A Expenses 130,306 158,076 235,188
Total 555,098 590,877 655,850
EBIDTA 23,576 148,357 205,445
Finance Charges 10,970 11,174 12,477
EBDTA 12,606 137,183 192,968




DECCANET DESIGNS LIMITED, BANGALORE
BALANCE SHEET AS AT 31ST MARCH, 2003
(THOUSANDS OF DOLLARS)

AS AT AS AT
31.03.2003 31.03.2002
SOURCE OF FUNDS
SHAREHOLDERS' FUND
Share Capital 957.7 851.8
Share Application Money 29.7 105.9
RESERVES & SURPLUS
Share Premium 2,2254 2,225.4
State Subsidy 141 141
LOAN FUNDS
Secured Loans 285.0 181.1
Unsecured Loan from Director 0.0 10.3
3,512.0 3,388.6
APPLICATION OF FUNDS
FIXED ASSETS
Gross Block 1,066.9 1,048.4
Less : Depreciation 667.8 502.5
Net Block 399.1 545.9
INVESTMENTS 0.2 0.2
CURRENT ASSETS, LOANS AND ADVANCES
Sundry Debtors 421.8 5241
Cash and Bank Balances 191.3 286.5
Loans and Advances 357.7 412.8
970.8 1,223.3
Less: Current Liabilities 654.6 496.7
Net Current Assets 316.1 726.7
MISCELLANEOUS EXPENDITURE
(to the extent not written off or adjusted)
Deferred Revenue Expenditure 48.2 126.6
PROFIT AND LOSS ACCOUNT 2,748.4 1,989.1
3,512.0 3,388.6




