CORPORATE RESTRUCTING BY WAY OF MERGER & DEMERGER
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1. INTRODUCTION

There is hardly any day when business newspapers do not carry news of acquisition, collaboration, mergers, demergers and takeovers. What does these mean and what are the reasons for occurrence of such events? These are the questions that arise in the minds of the readers.

Restructuring could be defined as ‘structuring again’ in a different way; i.e., ‘altering’ the structure. The dictionary meaning is to give new structure to, rebuild, rearrange.

It is restructuring, which gives birth to corporate events like merger, acquisition, divestment and takeovers, etc. The process of restructuring of economies and consequently of companies are happening at a very high speed since the last decade.

Corporate Restructuring may come in diverse forms such as amalgamations/mergers and demergers, spin-offs, asset buy-outs, acquisition of controlling interest, collaborations, acquisition of brands, etc. Restructuring is not merely a corporate subject as the days of family owned small and medium business are declining and therefore, even non-corporate entities like partnership firms may have to merge either with one another or into a corporate entity to consolidate and derive greater synergy.

We have witnessed a storm of mergers and acquisitions in recent years. We have moved from a Government controlled society to market driven system. From doctrine of self-reliance, we have voted for global integration.
  
2. WHAT IS MERGER?

Merger or amalgamation contemplates joining two or more companies to form a new company, an altogether a new entity or absorbing of one or more companies by an existing company. The term ‘merger’ and ‘amalgamation’ are used synonymously.
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Figure 1

Co. A and Co. B = Transferor/Amalgamating Company

New Co. C = Transferee/Amalgamated Company
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Figure 2

Co. B and Co. C = Transferor/Amalgamating Company

Co. A = Transferee/Amalgamated Company

In other words, merger involves consolidation of business of Company A and Company B into a new Company C on a going concern basis as shown in Figure 1 above or transfer of business of Company B and Company C to Company A on a going concern basis as shown in Figure 2 above. The transaction involves arrangement with the shareholders.

The consideration for transfer of business may be discharged either through issue of shares (equity or preference) or other instruments of the transferee company or by cash.
 
3. WHAT IS DEMERGER?

Demerger contemplates hiving off a division/unit/business of a company into a new/existing company. Demerger involves a vertical split of company, whereby business is transferred on a going concern basis to a new/existing company. The transaction involves arrangement with the shareholders.
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	Figure 3.1 (Pre Demerger)
	 
	Figure 3.2 (Post Demerger)


 

Co. X = Transferor/Demerged Company

Co. Y = Transferee/Resulting Company

Unit B = Demerged Unit

In ordinary terms, a demerger is separation of companies or business units that are currently under one corporate umbrella. The consideration for transfer of business may be discharged either through issue of shares (equity or preference) or other instruments of the transferee company or by cash.
  
4. KEY DRIVING FACTORS

Mergers aim towards Business Restructuring and increasing competitiveness and shareholder value via increased efficiency. Today more and more companies and organizations are looking towards consolidating their forces to enhance growth and survive in the marketplace.

There are many factors that drive mergers/demergers. Following are some of the factors, which encourage mergers/demergers. 

i. Drop Down Effect of Global Restructuring

Some mergers represent global transition impact in the sense that a merger overseas drives Indian counterpart to follow the suit especially in case of multinational companies.
    

· Burroughs Wellcome (India) Limited with GlaxoSmithkime Pharmaceuticals Limited
Pursuant to the global merger between Glaxo plc and Wellcome Plc., the business of Wellcome plc has been worldwide merged with Glaxo plc. As a result, the Indian counterparts were merged.
   

· Pharmacia Healthcare Limited into Pfizer Limited

Pharmacia worldwide merged with Pfizer worldwide and hence the Indian companies—Pfizer Limited and Pharmacia Healthcare Limited got merged during the year 2004.
  
ii. Reduce the number of Companies in Group

Holding Companies are recently in the process of merging their subsidiaries/group companies to reduce their administrative costs and rationalize operations. Also certain companies merge their investment subsidiaries so as to streamline their share holding pattern in other group companies.
   

· Philips Medical System India Private Limited and Philips Software Centre Private Limited with Philips India Limited

Merger of the above three companies gave presence to a unified face of the brand to the stakeholders, and simplify the legal structure and enable treasury operations. Internally it led to simplification and rationalization of Philips operations in India.
  
iii. Backwards & Forward Integration

This involves two companies in related lines of business; i.e., company either expands through backward integration towards source of raw materials or forward integration in the direction of the ultimate consumer.
  

· Proposed merger of Kochi Refineries Limited with Bharat Petroleum Corporation Limited

This is an example of backward integration. Kochi Refineries Ltd. is a refining company; the products were marketed by its parent Company Bharat Petroleum Corporation Limited. Thus, the union between a strong profit-making marketing and refining company is considered to be a win-win situation for both.
 
iv. Focus on Core Activities

With the advent of globalisation, stronger and larger players are emerging in various sectors. Therefore a need is felt to create large and focused business entities in each of the business.

There are companies seeking to consolidate core business activities of the group so as to focus on the same and consolidate their presence in the market place. Further there are companies who are hiving off business, which are not their core activities. 

· Demerger of cement business of Larsen &Toubro Limited into Ultra Tech CemCo Limited (Aditya Birla Group Company)

Larsen & Toubro Ltd. (L & T) demerged its cement business into a separate company - Ultra Tech CemCo Ltd. (Ultra Tech).

Grasim Industries Ltd. (a Aditya Birla Group Company) purchased 8.5% in Ultra Tech from L & T at Rs. 342.60 per share and made an open offer for another 30% at the same price. The open offer made by the Aditya Birla Group’s holding along with original holding in Ultra Tech to 51 per % and L & T realised Rs. 362 crore on sale of its stake in Ultra Tech.

For Grasim, the transaction provided a controlling interest in an additional 16.5 million tones of cement capacity, the opportunity to create a synergy between the cement operations of Grasim and Ultra Tech, and strengthen its ability to compete against multinational companies in the Indian market.

The demerger enhanced shareholder value in several ways. It 

· led to immediate realization of value from cement business;

· created two distinct listed entities for (a) engineering and (b) cement;

· offered the benefit from all future upturns from cement business out of the remaining shareholding in cement; and

· enabled L & T to become a focused engineering company with the potential to increase its equity value.
  

· Demerger of fertilizer and pesticides division of EID Parry Limited into Coromandel Fertilizers Limited

Coromandel Fertilizers Limited (CFL) is engaged in the manufacture and sale of fertiliser business. CFL has a wide distribution network across the country through which the fertiliser products of both CFL and EID Parry Limited (EIDP) were sold.

The management of the companies envisaged that consolidating the fertiliser businesses of the two companies in CFL would give focus to the fertiliser business. This restructuring exercise enabled EIDP to have greater focus on Sugar, Parryware and Bio-Products business.

This restructuring enabled the shareholders of EIDP to benefit from the focus of EIDP in the remaining businesses and give them an opportunity to participate in the growth of a larger fertiliser business through CFL.
  

v. Expansion

Business expansion is the process an established enterprise goes through when increasing the size of its operations, its customer base, or its geographic operating area.
   

· Tata Chemicals Ltd. and Hind Lever Chemicals Ltd.

Main reasons of the merger are as under: 

. Possibility of higher sales of Soda Ash

i. Leveraging of Brands to get higher realisation on Urea sales of HLCL

ii. Resource Sharing of common marketing organization

iii. Overall reduction in operating cost

iv. Providing basket of products to customers

v. Forward integration of Soda Ash business and help strengthening relationship with major detergent players

vi. Reaching out to the farmers through an extensive distribution network
  

i. Nicholas Piramal India Limited with Rhone-Poulenc (India) Limited

One of the reasons for merger was that it would result in the most optimum utilization of manufacturing and other facilities, reserves, financial, managerial, technological and marketing expertise, distribution networks, manpower and other resources, which will be conductive to enhance the capability to face competition in the market more effectively, thereby strengthening further the market position and growth prospects.
 

i. Curtail Competition

In today’s scenario, there is cut throat competition in all sectors, which has given rise to consolidation of various companies engaged in the same business. A classic case is that of Hindustan Lever Ltd., which merged with itself at least 6 companies (TOMCO, Doom Dooma Tea, Kwality, Dollops from Cadbury, Kissan from UB, Lakme, etc.) thereby, cutting down the competition.

Another example is that of merger of Glaxo Wellcome plc and Smithklime Beecham plc. This merger resulted in a combination of the skills and resources of the two groups creating a world leading, research based pharmaceutical company. The complementary skills of the two groups resulted in creating a significant competitive advantage for the combined entity in the identification and validation of new drug targets, in the creation of "best in class" drug molecules and in the development of these molecules into medicines.
  
i. Bail Out ‘Takeovers’

There are companies in the group, which are loss making and the way to rehabilitate them is to merge them with profit making company. A recent example is that of merger of Tata Finance Ltd. with Tata Motors Ltd. One of the reasons for merger was that Tata Finance Ltd. on a stand alone basis, would not have been able to create a critical mass and withstand the intense competition, in view of its weak financial condition, the higher cost of borrowing, etc. which in turn, would have, inter alia, led to sub-scale operations, moderate profits, delayed dividend, etc. in view of its accumulated loss position.
  
i. Tax Benefits

One of the factors that drive merger is tax benefit that would be available on merger/demerger, which could be: 

· Tax Benefit available on set off of Accumulated Business Loss & Unabsorbed Depreciation

· Sales Tax Exemption
 

· MERGER/DEMERGER IMPLEMENTATION

The implementation of merger/demerger involves various steps to be taken. The procedure involved in merger/demerger is as given in Annexure I. Various aspects involved in merger/demerger are explained in detail in the ensuing paras. 

0. VALUATION

On merger/demerger, the transferee company will have to pay consideration for the transfer of business by the transferor company to the shareholders of the transferor company. The consideration could be paid either through issue of shares (equity or preference) or other instruments of the transferee company or by cash.

If the consideration for the merger/demerger is to be discharged by way of cash, then valuation of the shares/demerged business of the transferor company will have to be carried out.

In case the consideration is discharged by way of issue of shares of the transferee company then valuation will have to been done for both the transferor and transferee companies in order to determine the number of shares to be issued by the transferee company to the shareholders of the transferor company. This is commonly termed as ‘Share Exchange Ratio’.

Various methodologies adopted for valuation are separately discussed under other Chapter of the Referencer.
 
1. COMPANY LAW 

1. Applicability of sections 391 to 394 of Companies Act, 1956:

Merger involves arrangement with the shareholders and the procedure prescribed under sections 391 to 394 will have to be adhered to, which is covered in ‘Annexure I’. The amalgamation under sections 391 to 394 requires approval from majority in the number representing three-fourths in value of the shareholders and creditors respectively.
  
1. Scheme of Merger/Demerger

The Scheme of Merger/Demerger to be presented to the High Court must cover the following: 

1. Definitions of important terms such as Appointed Date, Effective Date, Demerged Undertaking, Remaining Business, Record Date for issue of shares, etc.

1. Background, capital, history, etc. of the Transferor and Transferee Company

1. Rationale of the Scheme

1. Merger of Transferor with Transferee Company and vesting of its undertaking, assets and liabilities in the Transferee Company. In case of demerger, transfer of the Demerged Undertaking and vesting of its assets and liabilities in the Transferee Company.

1. Issue of securities, etc. by Transferee Company to the shareholders of Transferor Company, Share Exchange Ratio, Valuation Report, etc.

1. Reduction of capital, if any, of the Transferee/Transferor Company.

1. Increase in Authorised Capital of Transferee Company, if required.

1. Accounting Treatment of the merger/demerger by the Transferee Company.

1. All contracts, deeds, bonds, instruments, executed by the Transferor Company to be binding on and enforceable against the Transferee Company.

1. All legal proceedings, by or against the Transferor Company to be binding on and enforceable against the Transferee Company.

1. Transferee Company to carry on Transferor Company’s business until the Effective Date.

1. All employees of Transferor Company to become employees of Transferee Company.

1. No dividends, bonus, rights, further shares to be issued by either company without prior approval of the other company.

1. Applications to relevant High Courts for their approval.

1. The approvals/sanctions upon which the Scheme is conditional and effect of non-receipt of such approvals.

1. The Date from when the Scheme comes into operation.

1. Sharing of merger costs and expenses.

1. Dissolution without Winding-up of Transferor Company.
  

1. Relevance of Appointed date and Effective date

In case of merger and demerger, two dates are crucial, the "Appointed Date" and secondly the "Effective Date". Appointed Date is the date on which the assets and liabilities of the transferor company are transferred to the transferee company while the latter stands for the date on which all the legal formalities connected with such transfer or merger become complete in all respects.

During the intervening period; i.e., the appointed date as specified under the scheme and the effective date, the transferor company would carry on the business for and on behalf of the transferee company.
 

1. Role of High Court

To have the legal effect to the scheme of arrangement (merger/demerger) it has to be presented to the High Courts by the transferor and transferee companies for its sanction. Normally the Court does not interfere with progress of the scheme unless it is unfair and unreasonable and vitiates the public interest. The sanctioned scheme is binding on all the parties concerned; i.e., the Government, dissenting shareholders, dissenting creditors, etc.

In short, the Court ensures that all the rules and regulations as laid down in the Companies Act are followed and that the scheme is not unfair to any class/classes of shareholders and creditors of the Transferor and Transferee Companies.

The Companies Act has been amended to replace High Court by National Company Law Tribunal (NCLT). However, the NCLT is not constituted till date.
 

2. INCOME TAX

To encourage restructuring, merger and demerger has been given a special treatment in the Income-tax Act since the beginning. The Finance Act, 1999 clarified many issues relating to Business Reorganizations thereby facilitating and making business restructuring tax neutral. As per Finance Minister this has been done to accelerate internal liberalization.

Certain provisions applicable to mergers/demergers are as under: 

2. Definition of Amalgamation/Merger — Section 2(1B)

Amalgamation means merger of either one or more companies with another company or merger of two or more companies to form one company in such a manner that: 

2. All the properties and liabilities of the transferor company/companies become the properties and liabilities of transferee company.

2. Shareholders holding not less than 75% of the value of shares in the transferor company (other than shares which are held by, or by a nominee for, the transferee company or its subsidiaries) become shareholders of the transferee company.
 

2. Definition of Demerger – Section 2(19AA) 

Demerger means the transfer of one or more undertakings to any resulting company pursuant to a scheme of arrangement under Sections 391 to 394 of the Companies Act, 1956, in such a manner that — 

2. All the properties and liabilities of the demerged undertaking become the properties and liabilities of the resulting company.

2. All the properties and liabilities are transferred at book value (excluding increase in value due to revaluation).

2. The resulting company issues shares to the shareholders of demerged company on a proportionate basis.

2. Shareholders holding minimum 75% of the value of shares of the demerged company (other than shares which are held by, or by a nominee for, the resulting company or its subsidiaries) become shareholders of the resulting company.

2. The transfer of the undertaking is on a going concern basis.

2. The demerger is in accordance with the conditions notified under Section 72A(5). No conditions have been notified till date by the Central Government.
‘Undertaking’ for the purpose of demerger includes any part of an undertaking or a unit or division of an undertaking or a business activity taken as a whole, but excludes individual assets or liabilities not constituting a business activity [Explanation 1 to section 2(19AA)].
  

2. Under the provisions of Income-tax Act, in order to qualify for tax neutral treatment, the conditions as laid down in section 2(1B) relating to merger and 2(19AA) relating to demerger needs to be fulfilled. In case one or more of the conditions as specified in the aforementioned sections are not fulfilled, then merger/demerger would not be regarded as tax exempt though it may be still qualify as an amalgamation/demerger under the provisions of Company Law. 

The following provisions would be applicable to merger/demerger only if the conditions laid down in section 2(1B) relating to merger and 2(19AA) relating to demerger are fulfilled:
 

2. Taxability in the hands of Transferee Company — Section 47(vi) & section 47(vib) 

The transfer of assets by the transferor company to the transferee company as a result of merger/demerger satisfying the conditions prescribed in section 2(1B)/2(19AA) as the case may be is not regarded as transfer and hence gains arising from the same are not chargeable to tax in the hands of the transferee company.
 

2. Taxability in the hands of Shareholders in case of merger 

2. The transfer of shares by the shareholders of the transferor company in lieu of shares of the transferee company on merger is not regarded as transfer and hence gains arising from the same are not chargeable to tax in the hands of the shareholders of the transferee company. [Section 47(vii)]

2. In case of merger, cost of acquisition of shares of the transferee company, which were acquired in pursuant to merger will be the cost incurred for acquiring the shares of the transferor company. [Section 49(2)]
  

2. Taxability in the hands of Shareholders in case of demerger 

2. The transfer of shares by the shareholders of the transferor company in lieu of shares of the transferee company on demerger is not regarded as transfer and hence gains arising from the same are not chargeable to tax in the hands of the shareholders of the transferee company. [Section 47(vid)]

2. Distribution of shares of the transferee company to the shareholders of the transferor company on demerger will not be treated as deemed dividend [Clause (v) of section 2(22)].

2. In case of demerger, cost of acquisition of shares of the transferee/resulting company will be the amount which bears to the cost of acquisition of shares of the transferor/demerged company, the same proportion as the net book value of assets transferred bears to the net worth of the demerged company immediately before demerger [section 49(2C)]; i.e.,
   

	Cost of Acquisition of shares of resulting company
	X
	Net book valueof assets transferred to demerged company

	 
	 
	Net Worth of the demerged company


2. wherein Net worth is equal to Paid-up Share Capital + General Reserve as per books of the demerged company immediately before demerger.
   

2. The cost of acquisition of shares of the demerged company will be the original cost of shares of demerged company after reducing the cost of shares of the resulting company as computed above. [Section 49(2D)]
 

2. Depreciation on the Assets being transferred 

2. Transferee Company will be entitled to Depreciation on the written down value of the block of assets transferred at the which will be the same as in the case of Transferor Company had it continued to hold such assets, by virtue of Explanations 2 & 2B to Section 43(6).

2. WDV in the hands of the demerged company shall be the WDV of the block of assets before demerger less WDV of the assets transferred to the transferee company. (Explanation 2A to section 43(6))

2. Depreciation to transferor company and transferee company in the year of merger/demerger shall be apportioned in the ratio of the number of days for which the assets were used (Fifth Proviso to Section 32).
  

2. Allowability of expenditure relating to amalgamation/demerger [Section 35(DD)] 

2. An Indian company will be allowed a deduction of 1/5th of the expenditure incurred for the purposes of amalgamation or demerger after 1st April, 1999 for five years from the year of amalgamation/demerger.
 
2. Set off of brought forward business losses and unabsorbed depreciation in case of merger

2. Section 72A(1)
On merger, the brought forward business losses and unabsorbed depreciation of the transferor company will be deemed to be losses and depreciation of transferee company from the year in which merger is effected. Such brought forward business losses would be allowed to be carried forward for another 8 years. However, such benefit is available only in case of merger of –
2.   

2. A transferor company owning an industrial undertaking or a ship or a hotel with another company; and

2. A banking company with a specified bank. 

The benefit of carry forward and set off is available only if the conditions laid down in section 72A(2) and Rule 9C are complied with.
 

2. Section 72A(2) 

The benefit of set off and carry forward of accumulated losses and unabsorbed depreciation will not be allowed to the transferee company, if the following conditions are not complied with:
   

2. The Transferor Company — 

2. has been engaged in the business, in which the accumulated loss occurred or depreciation remains unabsorbed, for three or more years;

2. has held continously as on the date of the amalgamation at least three-fourths of the book value of fixed assets held by it two years prior to the date of the amalgamation.
  

2. The Transferee Company — 

2. holds continuously for a minimum period of five years from the date of amalgamation at least three-fourths of the book value of fixed assets of the transferor company acquired in a scheme of amalgamation.

2. continues the business of the transferor company for a minimum period of five years from the date of amalgamation.

2. fulfils conditions as may be prescribed in Rule 9C to ensure the revival of the business of the transferor company or to ensure that the amalgamation is for genuine business purpose. 

Following are the broad conditions of Rule 9C: 

2. The transferee company shall achieve the level of production of at least 50% of the installed capacity of the undertaking of the transferor company, before the end of four years from the date of merger and continue to maintain the said minimum level of production till the end of five years from the date of merger.

2. The transferee company shall furnish to the Assessing officer a certificate in the Form No. 62, duly verified by the accountant, with the reference to the books of account and other documents showing particulars of production along with the return of income for the assessment year during which the prescribed level of production is achieved and for subsequent assessment years falling within the five years from the date of merger.

2. Section 79 

In order to avoid the applicability of section 72A, one may opt for reverse merger; i.e., profit making company merging with a loss making company. However in such cases one need to ensure that the provisions of section 79 are not attracted. 

Section 79 deals with carry forward and set off of business losses in case of closely held companies; i.e., companies in which public are not substantially interested. The provisions of this section are not applicable for carry forward and set off of unabsorbed depreciation. 

According the Section 79, no loss incurred in earlier years shall be allowed to be carried forward and set off against the income of the previous year; if there is change in the shareholding of the company as a result of which the persons having 51% or more voting power are not the same as on the last day of the year/years in which loss is incurred and as on the last day of the previous year in which the loss is to be set off.
 
2. Set off of brought forward business losses and unabsorbed depreciation in case of demerger — Sections 72A(4) and 72A(5) 

On demerger, the brought forward business losses and unabsorbed depreciation relating to the demerged undertaking of the transferor company will be allowed to be carry forward and set off in the hands of the transferee company. 

Accumulated loss and unabsorbed depreciation of the demerged company will be transferred to the resulting company as under: 

2. Where such loss or unabsorbed depreciation is directly relatable to undertaking transferred, it should be such relatable amount.

2. Where such loss or unabsorbed depreciation is not directly relatable to the undertaking transferred, it should be apportioned between the demerged company and the resulting company in the ratio of assets retained by the demerged company and transferred to resulting company.

Such accumulated losses and unabsorbed depreciation would be allowed to be carried forward for set off in the hands of the resulting company for the unexpired period. Till date no conditions have been prescribed by the Central Government to ensure that demerger is for genuine business purpose.
 

3. STAMP DUTY 

States of Maharashtra, Gujarat, Rajasthan, Karnataka and Kerala have their separate stamp duty legislations including schedules for rates. As per the Stamp Acts of Maharashtra, Gujarat, Rajasthan and Karnataka, an order of the High Court under section 394 of the Companies Act in respect of amalgamation or reconstruction of companies is regarded as "conveyance" and is chargeable to stamp duty at the rates specified in the Acts. 

Rates for Maharashtra 

The rates for stamp duty applicable to order of the High Court under section 394 of the Companies Act for the State of Maharashtra is given in Schedule 1 to the Bombay Stamp Act, 1958 under Article 25(2)(da) relating to Conveyance: 

(da) High Court order under section 394 of the Companies Act, in respect of amalgamation or reconstruction of companies 10% of market value of shares allotted in exchange and consideration if any paid but not exceeding the higher of:
   

3. 5% of Market Value of the immovable property in Maharashtra or
3. 0.7% of Market Value of shares allotted in exchange and consideration if any paid 

The market value of shares of transferee company will be the value of shares on stock exchange on the "appointed day" mentioned in the scheme or where the appointed day is not so fixed the date of the court’s order. In case where shares of transferee company are not listed or not quoted, the market value of shares means market value of shares issued or allotted with reference to the market value of shares of the transferor company or the value determined by the Collector. 

In respect of states other than those mentioned above, the Indian Stamp Act is adopted with certain amendments. The Indian Stamp Act, 1899 and the Kerala Stamp Act does not include order of the High Court under Section 394 of the Companies Act as "conveyance". The duty payable on an order of the High Court under Section 394 of the Companies Act in respect of amalgamation or reconstruction of companies in such states is not free from doubt. 

High Court of Calcutta in the case of Madhu Intra Ltd. vs. Registrar of Companies [(2005) 58 SCL 160 (CAL.)] recently held that transfer of assets and liabilities from transferor company to transferee company effected by order under Section 394(1) of Companies Act is purely by operation of law and, therefore, stands outside the provisions relating to transfer under the Transfer of Property Act, 1882 and no stamp duty is leviable on the same. However in practice the stamp duty authorities may adopt the view that both movable property and immovable property are being conveyed under the order and therefore seek to levy stamp duty on the market value of the movable and immovable properties at the corresponding rates.
 

4. SALES TAX IMPACT 

4. On Transfer of Business 

The incidence to Sales tax under the Sales Tax Law arises on sale of goods. ‘Business’ does not fall under the purview of ‘goods’ under the Sales tax Act. On merger and demerger, there is a transfer of business on a going concern basis. It does not involve sale of goods and hence no sales tax liability is attracted on merger/demerger. However, this view is not free from doubt.
 

4. On transactions between the Transferor and Transferee Company 

During the intervening period; i.e., between the appointed date and the effective date, sales tax will have to be collected and paid in respect of transactions between the transferor and transferee company. 

However it is possible to take a view that during the intervening period between Transferor and Transferee Company since the transferor company is deemed to carry on the business for and on behalf of the transferee company no sales tax is leviable as there is no sale but branch transfers between the companies.
 

4. Sales Tax Incentive Scheme (Exemption/Deferral) 

Sales Tax Incentives are generally available to the unit. Hence, on merger/demerger, such incentive would get transferred along with the division/unit to the transferee company and will be available to the transferee company for the balance period. However, the actual sales tax incentive scheme should be checked before taking the aforesaid view.
 

5. EXCISE DUTY IMPACT

Since there is a transfer of business on merger the transferee company has to inform the Excise department of the change in the ownership of the undertaking and obtain a fresh registration certificate, if needed. 

As per Rule 8(1) of the Cenvat Credit Rules, 2002 the unutilized CENVAT credit balance of the transferor company can be transferred to the transferee company only if the stock of inputs, work in process, or the capital goods is transferred along with the factory to the new site or ownership and the inputs, or capital goods, on which credit has been availed of are duly accounted for to the satisfaction of the Assistant Commissioner of Central Excise or the Deputy Commissioner of Central Excise.
 

6. ACCOUNTING ASPECTS 

6. Accounting Standard (AS-14) as prescribed by the Institute of Chartered Accountants of India deals with accounting for amalgamation and treatment for resulting goodwill or reserves. AS-14 classifies amalgamation into two types, viz.— 

6. Amalgamation in nature of merger; and

6. Amalgamation in nature of purchase.

6. Amalgamation in nature of merger is an amalgamation, which satisfies all the following conditions: 

6. All the assets and liabilities of the transferor company become the assets and liabilities of the transferee company;

6. Shareholders holding not less than 90% of the face value of the equity shares of the transferor company (other than transferee company and its nominees) become equity shareholders of the transferee company after amalgamation;

6. The consideration is to be discharged by way of issue of equity shares in the transferee company to the shareholders of the transferor company on the amalgamation;

6. The business of the transferor company is to be carried on by the transferee company;

6. No adjustments are intended to be made to the book values of the assets and liabilities of the transferor company.

If any one or more of the aforesaid conditions are not satisfied then the amalgamation is in nature of purchase.
 

6. Amalgamation in the nature of merger is to be accounted as per the Pooling of interest Method and in case of amalgamation in the nature of purchase accounting needs to be done as per the Purchase Method. 

Under the Pooling of Interest Method: 

6. The assets, liabilities and reserves of the transferor company are to be recorded at their existing carrying amounts and in the same form as it was appearing in the books of the transferor company.

6. The identity of the reserves of the transferor company is to be kept intact in the balance sheet of the transferee company.

6. Difference between the amounts of share capital issued plus any other additional consideration paid by the transferee company and the amount of the share capital of the transferor company should be adjusted in Reserves.  

Under purchase method 

6. The assets and the liabilities of the transferor company are to be recorded at their existing carrying amounts or, alternatively, the consideration should be allocated to individual assets and liabilities on the basis of fair values at the date of amalgamation while preparing the financial statements of the transferee company.

6. The identity of the reserves of the transferor company other than the statutory reserves is not preserved. The identity of the statutory reserves is preserved in the same form and are recorded in the books of the transferee company by a corresponding debit to the amalgamation adjustment a/c.

6. Excess or shortfall of consideration over the value of net assets acquired should be credited/debited as capital reserve /goodwill, as the case may be.

6. It is appropriate to amortise goodwill over a period of not exceeding 5 years unless a longer period is justified.
 

6. The accounting treatment as specified in AS-14 needs to be followed for accounting of reserves. In case the scheme of amalgamation sanctioned prescribes a separate treatment to be given to the reserves of the transferor company on amalgamation, it can be followed. 

However the Institute of Chartered Accountants of India has issued a general clarification wherein the following disclosure is to be made in case the accounting treatment for reserves is different from that specified in AS-14: 

6. Description of the accounting treatment given to reserves;

6. Deviation in the Accounting Treatment and the reasons for following a treatment different from that prescribed in the AS-14;

6. The financial effect, if any, arising due to such deviation is to be disclosed.
 

6. Other Disclosure Requirements 

6. General 

6. Names and general nature of business of the amalgamating companies 

6. Effective date of amalgamation for accounting purposes

6. Method of accounting used to reflect the amalgamation & Exchange Ratio

6. Particulars of the scheme sanctioned by the Court
6. If Pooling of Interest Method is used 

6. Description and number of shares issued, together with the percentage of each company’s equity shares exchanged.

6. The amount of any difference between the consideration and the value of net identifiable assets acquired and the treatment thereof

6. If Purchase Method is used 

6. Consideration for the amalgamation and description of consideration paid/payable

6. The amount of difference between the consideration and the value of net identifiable assets acquired and the treatment thereof including the period of amortization of any goodwill arising on amalgamation
 

6. An illustrative Merged Balance Sheet under Pooling of Interest Method and Purchase Method is as under:    

MERGER OF A LTD. INTO B LTD. 

	Liabilities
	A Ltd.
	B Ltd.
	Assets
	A Ltd.
	B  Ltd.

	 
	Rs.
	Rs.
	 
	Rs.
	Rs.

	Equity Share Capital
	40
	75
	Fixed Assets
	23
	112

	General Reserve
	7
	65
	Investments
	22
	40

	Profit and Loss Balance
	-
	15
	Current Assets, Loans & Advances
	34
	80

	Debenture Redemption Reserve
	5
	-
	Profit and Loss Balance
	5
	-

	Loans
	20
	25
	 
	 
	 

	Current Liabilities and Provisions
	12
	52
	 
	 
	 

	Total
	84
	232
	Total
	 
	84


Assumptions 

6. The share exchange ratio for the merger of A Ltd. into B Ltd. is: "For every 2 equity shares of Rs. 10 each fully paid- up of A Ltd., 1 equity share of Rs. 10 each fully paid-up of B Ltd."; which means that B Ltd. will issue equity share capital of Rs. 20 to the shareholders of A Ltd.

6. Market Value of Fixed Assets of A Ltd. is Rs. 20

6. Market Value of Investments of A Ltd. is Rs. 25
Balance Sheet of B Ltd. post merger under the two methods of accounting is as under: 

6. Pooling of Interest Method (At Book Value)
   

	Liabilities
	 
	B Ltd. Rs.
	Assets
	 
	B Ltd. Rs.

	Equity Share Capital [See Assumption i)]
	 
	95
	Fixed Assets (23+112)
	 
	135

	General Reserve (7+65)
	 
	72
	Investments (22+40)
	 
	62

	Profit and Loss Balance (-5+15)
	 
	10
	
	
	

	Debenture Redemption Reserve (5+0) 
	 
	5
	Current Assets, Loans & Advances (34+80) 
	 
	114

	Amalgamation Reserve
	 
	20
	
	
	

	Loans (20+25)
	 
	45
	
	
	

	Current Liabilities and Provisions (12+52) 
	 
	64
	 
	 
	 

	Total
	 
	311
	Total
	 
	311


6.  

6. Purchase Method (At Market Values)
   

	Liabilities
	B Ltd.  Rs.
	Assets
	B Ltd. Rs.

	Equity Share Capital [See Assumption i)] 
	95
	Fixed Assets (20+112)
	132

	General Reserve
	65
	Investments (25+40)
	65

	Profit and Loss Balance
	15
	 
	 

	Debenture Redemption Reserve (DRR) (5+0)
	5
	Current Assets, Loans & Advances (34+80) 
	114

	Capital Reserve
	27
	Amalgamation Adjustment a/c  (Created against DRR)
	5

	Loans (20+25)
	45
	 
	 

	Current Liabilities and Provisions (12+52)
	64
	 
	 

	Total
	316
	Total
	316


6.  
1. HUMAN RESOURCE 

One cannot and should not ignore HR issues in any mergers and acquisition (M & A) discussion. This cannot be truer than in the case of highly people oriented businesses such as software where one’s competitive advantage can walk out of the door in a jiff. 

M & A transactions undoubtedly give rise to a great deal of anxiety amongst employees on both sides, though more so in the relatively smaller target company. Often these anxieties result in two outcomes: (a) the exit of some of the best talent in both companies, as competitors and head hunters use the opportunity to wean away talent when they are most vulnerable; and (b) a fall in productivity due to significant diversion in management and employee interest. To minimize the risk of both these outcomes, careful attention needs to be paid to HR issues. Management on both sides should move proactively and aggressively to address potential concerns of employees. This will go a long way in contributing to the success of the proposed merger over the long term.
 

1. PITFALLS OF MERGER 

One cannot say with certainty that all mergers ought to succeed or will achieve the desired results. There are instances of merger facing difficulties even before they are formalized. The following are some common factors, which are generally noticed when a merger fails; 

· Cultural Clash: This is one of the most important aspects leading to failure of a merger. If there is mismatch of work culture and work philosophy, the results could be disastrous.

· Wrong/Improper estimates: It is necessary that all the costs relating to merger be carefully studied. A wrong estimate or judgment could lead to serious implications. To illustrate one may have to take stamp duty aspects into account especially when its incidence varies from state to state.

· Contractual limitations: It do often create strange situations and to avoid the same the critical contracts to be checked; to illustrate, joint venture or license agreements, labour agreements etc.

· Loss of Key talent as discussed under Para 6 above.

· Inability to sustain financial performance.

· Objectives / Synergies not well understood.

· Merger of a listed company with an unlisted company can endanger the listing on the stock exchange of the merged entity.
 

· INTERMEDIARIES/PROFESSIONALS INVOLVED IN M & A ACTIVITY 

Merchant-bankers, Lawyers, Chartered Accountants, Company Secretaries, Technical Valuer, Bankers, etc. are some of the intermediaries involved in M & A activity.
 

· SCOPE OF PRACTICE FOR CHARTERED ACCOUNTANTS 

Restructuring in India is done in a fairly regulated scenario and this involves consideration of various laws and regulations like Company Law, Income tax Act, Sales tax laws, Excise Laws, Foreign Exchange regulations, Industrial Policies; etc. This is where the services of Advocates and Chartered Accountants are required. Following are the areas where Chartered Accountants services are required: 

· Advising the management on various options of restructuring and assisting them in taking final decisions;

· Advising on tax, company law, accounting related matters;

· As Valuers;

· Assisting in Drafting of Schemes;

· Financial and Accounting Due Diligence.

ANNEXURE I 

	SR. NO.
	ACTIVITY

	1
	Preliminary discussions between the management of two companies and to examine which merger, forward or backward, is more beneficial

	2
	In principle agreement between the two companies for merger.

	3
	In case of a merger of a Listed Company into an Unlisted Company, the conditions and procedure specified in the SEBI Guidelines must be followed to enable listing of the shares of the Unlisted Transferee Company

	4
	Ensure that the main or ancillary objects of Memorandum of Association contain the power to amalgamate.

	5
	Check whether the merger would be considered to be a ‘Combination’ under the Competition Act, 2002 and hence would require the permission of the Competition Commission.

	6
	Appointment of Valuer for determining exchange ratio of shares and appointment of Solicitors for handling legal formalities.

	7
	To call Board Meeting of the companies for appointment of Valuer and Solicitors and to appoint both.

	8
	To obtain Valuers report on Exchange Ratio of shares.

	9
	To obtain draft scheme of Amalgamation. Ensure that the scheme does not violate, override or circumscribe the provisions of securities laws or the stock exchange requirement.

	10
	To call Board Meeting to finalise exchange ratio and approve draft scheme.

	11
	Inform the stock exchanges, where shares are listed about holding of Board Meeting for approval of exchange ratio for the proposed merger.

	12
	Approval of the exchange ratio in the Board Meetings of respective companies. (On the same day).

	13
	Informing stock exchange about the ratio for the merger and the scheme.

	14
	Filing the scheme of merger with the Stock Exchanges for their comments at least one month before filing the same with the High Court.

	15
	To file application and scheme with an appropriate High Court separately by each company. Apply to the Court in Form Nos. 33 and 34

	16
	To get court direction for calling an Extraordinary General Meeting.

	17
	To give copies of Notice, Advertisement, Section 393 explanatory statement duly approved by Registrar of the appropriate High Court.

	18
	To send Notices to Shareholders, Debenture holders and Creditors ensuring that they receive the same at least 21 days prior to the meeting and make advertisement in newspaper. (Form 38)

	19
	To hold Extraordinary General Meeting of the companies under merger.

	20
	To hold Debenture holders and Creditors Meeting as directed by the Court.

	21
	To file Chairman’s Report of the Meetings to the Court. (Form 39)

	22
	To file petition under Sections 391(2) and 394 of the Companies Act, 1956 for Confirmation of Scheme. (Form No. 40)

	23
	To get the High Court direction for appointment of official liquidator for submission of report for transferor company.

	24
	To obtain directions for submission of notice with copy of petition to Regional Director and for publication of notice in newspapers.

	25
	To submit application and Petition to Regional Director of Registrar of Companies as directed by the Court.

	26
	To obtain certified copies of Court Order.

	27
	To file Court Order with Registrar of Companies within 30 days from the date of order.

	28
	To inform the concerned stock exchanges of the order passed by the High Court with a copy thereof and with date of filing of order with Registrar of Companies.

	29
	Fixing of Record date in consultation with stock exchange for finalizing register of members of transferor company.

	30
	Allotment of shares of transferee company to the shareholders of transferor company.

	31
	To obtain RBI approval for issue and despatch of shares under FEMA provisions to non-resident shareholders of transferor company.

	32
	Attach a copy of the Court Order with every copy of the Memorandum and Articles of Association


