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Dear Students. The following questions have been taken from the last 10 years i
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per and other
error—free, yet
'for improving this
bout their queries at

Q1. Why do Companies opt for mergers and acquisiins?, %

1. Desire for growth:

(a) Growth: Fundamental idea or motive behi
improved & sustained profitability on t

efgersaagdisitions is the desire for growth, and
Ins.
(b) Quicker Growth: Mergers provide

much quicker than organic gro
facilities etc.

organic growth geowth by acquisitions, (which is
ding &ieptep out of own funds, and investment in new

2. Synergy Effect:

(@) Merger of Compa gi o further gains wu8ynergy Effect i.e. additional advantage over
and above individual a s which the merfgen gains.

(b) Synergy gain ar ue to more intensivezatibn of production capacities, distribution
netwQiks, e[l ervices, research and dewelnot facilities, data processing systems, etc.

(c) Examples of Synergy Gains (Based on Nature of Merge-
* Horizontal Merger: Economies of scale are prominent as there is bmipe for intensive

m resources (merger of Arcelor and téllitSteels)
Vertical Merger: Improved co-ordination of activities, lower inveny levels, and higher market

‘e?of the combined entity.
Conglomerate Mergers:Reduction or elimination of overhead expenses.

3. Diversification:
(&) Meaning: Diversification refers to the entry into new pratki/product lines, new services or, new-
markets, involving substantially different skiltechnology and knowledge.
(b) Benefits: Diversification by Mergers helps achieve efficieapacity utilisation, synergy effect, etc.
4. Taxation Advantage: Tax shields arising due to accumulated lossesusathsorbed deprecation can be
availed by the merged entity when a firm with acolated losses and unabsorbed depreciation mergies wi
a profit-making firm.
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5. Efficiency: Mergers and Acquisitions enable the firm to mdie lest utilisation of resources and produce
better results through combined additional resauncéerms of various factors of production.
6. Impact on Market Share: Mergers eliminate the competition through Buyowshanced reputation in
market place and stakeholders, prevent companyigakeover by a Sick Company.

Q2. What are the different types of Mergers?

1. Horizontal Merger: Companies that are in direct competition in theeg@roduct lines and markets merge.
2. Vertical Merger: Merger of Customer Company and Supplier Company.

3. Concentric Merger: Acquisition of a firm in the same general indusinyt neither in th line of

business as, nor a supplier or customer to, their@eg firm.
. Conglomerate Merger: Merger of Companies that have no common businessa
5. Reverse Merger:Buying out of larger company by a smaller company. } %

N

Q3. What are the different Takeover Strategies?

Apart from tender offers the Acquiring Company edso use the following t

1. Street Sweep:This refers to the technique where the acogii ulates larger number of
shares in a target before making an open offer. adheant rget company's substantial
holding is controlled by the Acquiring Company leaylittle choi inority.

2. Bear Hug: Here the Target Company agrees to a settl quiring Company for change of
control, when the acquirer threatens to make an offer,

3. Strategic Alliance: This involves disarming the ac
acquirer asserts control from within and takes

4. Brand Power: This refers to entering into a
and as a result, buyout the weakened co

ngatnership rather than a buyout. The

pany.
ith powkebrands to displace the target's brands

Q4. What do you mean by Divestiture and Spin-of

1. Spin-off: Spin-Off is the dispos ets or a gpeanit of an existing Company, by creating a
new Company, and dis@uti ts to theGmmpany (also known as Demerger).

2. Divestiture: Divestiture refers t -off of business unittire form of an independent Subsidiary
Company. Asset divested lant, divisiooglgct line or subsidiary.

3. Methods: Firms div ms of operating units in foays—
(a) Sale of@ pro nother firm.
(b) Sale of & g management, usuallyubloa Leveraged Buy Out.

)

(c) Spinning
(d) Liqui
A A
Q5.  Explain the conditions involved in an Amalgamton in the nature of Merger and Amalgamation
in the nature of Purchase.

Amalgamation in the nature of Mergeris an one, which satisfi¢d_L the following conditions —

1. Assets and Liabilities: All the assets and liabilities of the Transferoon@pany become, after
amalgamation, the assets and liabilities of thex3ieree Company.

2. Shareholders: Shareholders holdingot less than 90%of the face value of the equity shares of the
Transferor Company (other than the equity sharesady held therein, immediately before the
imalgamation, by the Transferee Company or itsisiidrges or their nominees) become equity sharefsld
of the Transferee Company by virtue of the amalgema

into an independent company.
e Unit.
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Consideration = Equity Shares: The consideration for the amalgamation receivdhtethose equity
shareholders of the Transferor Company who agrebettome equity shareholders of the Transferee
Company is discharged by the Transferee Companylyvbp the issue of equity shares in the Transferee
Company, except that cash may be paid in respetyfractional shares.

. Continuity of business: The business of the Transferor Company is interidelde carried on, after the
imalgamation, by the Transferee Company.
Book Values of Assets and LiabilitiesNo adjustment is intended to be made to the badkeg of the
assets and liabilities of the Transferor Compangmthey are incorporated in the Financial€Gtatesneht

the Transferee Company except to ensure uniforoficcounting policies.

A\

Amalgamation in the nature of purchase is an amalgaation, which does not satisfy any one amg¥e
of the conditions specified above.

Q6.

Distinguish between Amalgamation in the naturef Merger and Purchas
Type Amalgamation in the nature of Merger Amalgamation in the nature of Purchase
Meaning There is a pooling of assets and liabilities of hOne Company acquires another Company

Companies as also the interests ofghareholders and fthe shareholders of the Amalgamating Com

businesses of the Amalgamating Companies.

do not continue to have a proportionate intg
in the equity or the business of the comb
Company.

Continuation of

The business of the Transferor Company is intendd®The business of the Company may notl

Companies.

Business continued by the Transferee Company. intended to be continued by the Transf
Company.

Carrying All Assets, Liabilities, Cagpal and Reserves representiAssets and Liabilities may not be taken up in

amounts sum of the relevant figures of the Amalgamgby the Transferee Company in total. In ef

there isno pooling of assets and liabilities.

Participation in
Management

There is a continuing participation by the Managena

The Transferee Company takes the role

the Transferor Company in the Management ofdominant party after the Amalgamation.

Transferee Company after the amalgamation.

(3]

(+1,+2, B.Com, CA,CS,CMA)

Method of The Pooling of Interests Method is generally usefThe Purchase Method is normally used
IAccounting accounting. accounting.

Q7.  Explain the two methods of Accounting for Amajamations.
J Method Pooling of Interests Method Purchase Method

‘Method Used in amalgamations in the naturévrger. Used in amalgamations in the nature

Purchase.
Recording of |Assets, Liabilities and Reserves of the Trans|Assets and Liabilities are recorded eithe
Assets and |Company are recorded at theéxisting carryingtheir (a) existing carrying amounts or (b)
Liabilities amounts, subject to adjustmentfor uniformity inallocating the consideration to individ
accounting policies. assets on the basis of thir values.
Classes By RASESH TANDON
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A/c of Transferee Compar®R
2. transferred to the General Reserve, if any, o
Transferee Company.

P &L Alcof | Balance of the Profit and Loss Account of Balance in the Profit and Loss céoun
the Transferor Company should be — appearing in the Financial Statements of
Transferor Transferor Company, whether debit or cr¢
company 1. aggregated with the corresponding balance in [loses its identity.

Treatment of
Non- Statutory
Reserves

Capital or Revenue Reserves should be record
their existing carrying amounts and in the sammfas
at the date of Amalgamation. So, Reserves avaifal]
distribution as dividend before the amalgama
would remain in the same nature, after amalgam
also.

Capital or Revenue Reserves (other
statutory reserves) should not be include
the Financial Statements of the Transf
Company.

Treatment of

Statutory Reserves are retained at the existinyiog

Statutory Reserves are retained at the ex

the Transferee Company. There is no Goodwi
Capital Reserve in this case.

Statutory amount in the books of the Transferee Company. |carrying amount.

Reserves

Goodwill / Difference between the purchase consideration lagConsideration above the net assets of
Capital amount of Share Capital of the Transferor CompaTransferor Company is recognized

Reserve adjusted against Reserves, in the financial states@Goodwill, which should be amortised

income on a systematic basis over its u
life, (normally five years). Negative value
recorded as Capital Reserve.

Adjustments tg
Assets and
Liabilities

Adjustments become necessagnly when bot
companies have conflicting accounting policies.
effect of changes in accounting policies musi
disclosed, as per AS - 4.

Adjustments become necessary to —

e ensure uniformityin accounting policie
or

« record assets not recorded in the book
the Transferor Company e.g. Knowhow
other Intangible Asset, or

« record liability not recorded in the bookg
the Transferor Company e.g. provisifun
planned employee termination glan
relocation costs.

Management
Intervention

There is no domination by the Management of eitf
the Amalgamating Companies in recording asset
liabilities.

The Management of the Transferee Com
may influence determination of fair valuies)
assets and liabilities.

Q8.
The proce
Examination

What are the procedural aspects to be compliedith in case of Amalgamations?

amation normally involves tte following steps

of Object Clauses-

5 O

) @Power in MOA: MOA of the companies entering into Amalgamatioraagement should provide
to enter into such Amalgamation,

(b) |ODbject Clause: Object clause of the Amalgamated company (Traesf€ompany) should permit it
to carry out the business of the Amalgamating Campgaransferor Company),

(c) Approval: If such clauses do not exist, approval has toduglst from the Shareholders, Boards of
Directors, and Company Law Board.

2. Intimation to Stock Exchanges:Amalgamated and amalgamating companies shouldnintbe Stock
Exchanges with which they are registered. From tione#me, copies of all notices, resolutions, andeos
should be mailed to the concerned Stock Exchanges.

Classes By RASESH

TANDON [4]
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3. Approval of Proposal by the Respective BoardDraft amalgamation proposal should be approvethby
respective Board of Directors. The Board of eaahgany should pass a resolution authorizing its dbones
/ Executives to pursue further.

4. Application to the High Court: After obtaining the approval for amalgamation, re@aompany should
make an application to the High Court so that it canvene the meetings of Shareholders and Credior
passing the Amalgamation proposal.

5. Notice to shareholders and creditors-

(&) Notice to Shareholder:In order to convene the meeting of ShareholderGreditors, a e and an
explanatory statement of the meeting, as approwetiigh Court, should be de y each
Company to its Shareholders and Creditors so flegtget 21 days advance inti

(b) Publication in Newspaper: Notice of the meetings should also be publish ersgone

each in English and a local vernacular newspaper.
(c) Affidavit: An affidavit confirming that the above has beena&ehould iththe Court.

&hpwy for passing the
ing Power (in each class)

re atleds% of the Creditors (in

6. Meetings of shareholders and Creditors:

(@) Shareholders Meeting: Meeting of shareholders sho
scheme of amalgamation, and atleast shareholddatm
must approve the Scheme of Amalgamation.

(b) Creditors Meeting: Meeting of Creditors should
value) should approve the Amalgamation Sch

7. Petition to the Courts for confirmation and passingof Court'orders

(a) Petition: After approval by Sharehol
should present a petition to the Co

ditors, camgs involved in the amalgamation
he scheme of amalgamation.

(b) Hearing: Court will fix a date Notice aboutet same has to be published in two

newspapers. It has also to

(c) Order: After hearigf the
reasonable, the t
scheme and pass or

n order sanctiptire same. Court is empowered to modify the
ingly.
8. Filing the order Wlth the Registrar: Certified true copies of the Court order must bedfwith the

Registrar (‘r“\mn the time limit spiifby the Court.

9. Transfer of assets and liabilities:After the final orders have been passed by bathHigh Courts with
effect fr Mpomted date, all the assetsliabiities of the Amalgamating company will, hate be
transf malgamated company.

Issue of Shavres and Debenturesamalgamated Company, after fulfilling the provissoof the Law, should
VS and Debentures of the Amalgamated &ymphe new Shares and Debentures so issued will
th e listed on the Stock Exchange.

Q9. Write a note on Diversification and Divestmenstrategies.
1. Diversification Strategy:

(a) Meaning:

» Diversification refers to the entry into new protiudproduct lines, new services or new markets,
involving substantially different skills, technokgnd knowledge.
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Example: Reliance foraying into Retail Business (Relianageshk), Bharti Group foraying into
Insurance Business (Bharti AXA Insurance) etc.

(b) Reasons:

2. Divestment Strategy:

(a) Meaning: Q
» Divestment Strategy involves the sale or liquidatod usiness, or a major division,
profit centre.
» Divestment is a part of a rehabilitation or reSting n, anNg is adopted when a turnaround has
been attempted but has proved to be unsuc QQ%
(b) Reasons: &
C

Growth and Profitability: Diversification offers greater prospects of grovathd profitability.
Growth and profitability is not just restricted tmproving the margins and customer base in an
existing line, but also looking for and newer ogpaities and challengesExample: Reliance
Industries Ltd's foray into telecom.

Capacity Utilisation: Firms which have excess capacity or capabilitynanufactug
investible funds, marketing channels, competititanding, market prestige, etc
new lines of activity. Example: Tata's foray into Passenger Car se
Manufacturing facilities.
Synergy: Sales and profits of existing products can be aned by ad
or new ones, because of linkages in technologyoama/markets.

ated products

Acquired business proves to benssmatc ot be integrated within the Company.

Negative cash flowdgrom a particm reate financial pnoisiéor the whole Company.
Inability to cope with the prevailihgevere/ intense competition.

Inability to invest in the tec ' radation required to stevn business.

Availability of a better alternativ%rI vestment.

Divestment is al§0 do one area amadradlise the resources to a single purpose, than
diluting the focus p In different direns.

- ) )

Q10. What are acquisitions or takeovers? Are takears and amalgamations the same?

1. Meani

compan

. ng: e ‘gaining of control by one Compafgqqiring Company) over another
Company ( ny), by means of acquisitibcomtrolling interest in the shares of the target
2. Typ sl' can be of two types —

(a) Friendly Takeover: Where the takeover process is accepted by thegearent of the target, who also

al

in the process.

(b) Hostile Takeover: Where the acquiring company tries to takeovetdhget despite opposition from the
management against such takeover.

3. Takeover vs Amalgamations:

Particulars Acquisition / Takeover Amalgamation
Governing Law [SEBI Takeover Regulations Companies Act, 1956
Classes By RASESH TANDON 6 .
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Nature Involves gaining control over the assets oflnvolves direct control @r the assets of {
Company by holding controlling interest in ftarget by absorbing the Company.
Target Company.

Result Takeover does not liquidate the TaSelling Companies will be liquidated pursuar
Company. Amalgamation.

Transfer of Assets and liabilities are transferred.
Assets and

Liabilities

Assets and liabilities of the Target are
transferred to the Acquiring Company.

Involvement of [Scheme of acquisition / takeover does|Scheme of Amalgamation or arrangen

High Court require High Court's approval. requires High Court's Order.

Q11. What do you mean by Leveraged Buyouts (LBOs)®hat are the risks involved?

1. Meaning: Leveraged Buy-Out (LBO) is an acquisition of a Qamy i m acquisition is
substantially financed through Debt.

2. Management Buy-Out (MBO):

(& When managers buy their Company from its ownersl O is called Management
Buy-Out (MBO).

(b) Itis the purchase of a business by its Managemvh ned with the sale of its business t
third parties or frustrated by the slow growth log pa tep in and acquire the business fnem t
owners, and run the business for themselve

3. Extent of Debt Financing: Debt funds form aro of the value of acdjoisi Such debt is obtained
on the basis of the Company's future earng

4. Settlement to Seller:LBO generally in tl@Pent of cash to sslle

5. Security for Debt: Large part of g is secured by the Hrissets, and the lenders take a
portion of the Firm's Eq?'y.

6. Risk in Leveraged Buy-Outs: Buy-Outs depends on - (a) the abditynprove the performance
of the unit, (b) contain its j K, (c)rexee cost controls and (d) liquidate disposabsetss If these
things are not addr ed financialcwsl jeopardize the venture.

A

7. LBO Targets: et of LBOs, a firm should have th&feing attributes —

(a) Should in a high growth markehwithigh market share.

(c) Hig grow fast and a capability toreanperior profits.

(d) Dg e Company's product should be prdulietio a great extent, to measure its expected

ore reliably.
Idity, high profit potential, and low opeing risk.

Ql2. Explain the Takeover by Reverse Bid.

1. Meaning: It is the act of a smaller company gaining coninggr a larger one.
2. Features:

(a) Control to Management of the Larger Company: In Reverse-Takeover, control goes to the

shareholders (and usually management) of the coyngaat is formally the target of the bid i.e.
Management of the larger company.

Classes By RASESH TANDON
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Q13. Explain the term Demerger.
1.

(b) Purchase of Listed Company by Unlisted CompanyReverse takeover is also applicable to the
purchase of a listed company by an unlisted compaitty control passing to the shareholders and
management of the unlisted company. This is knosva dack door listing’. A Reverse Takeover will
take place byway of a pure equity acquisition, alsited aShare Swap.

. Tests for identifying Takeover by Reverse Bid:

(a) Assets of the transferor company (Selling Compaarg) greater than that of the transferee companv
(Buying Company).

(b) Equity Capital to be issued by the transferee comgaursuant to the acquisition exc original
issued capital.

(c) Change of control in the transferee company willtlk®ugh the introduction
group of holders.

ol or

Meaning: Demerger refers to a situation where pursuantsiche
an undertaking is transferred or sold to anothechmsing
Status of Transferee Company:Even after demerger,
and carries on business.
Suitability: Demerger is used as a suitable scheme in th W, cases —
(a) Restructuring of an existing business.

(b) Division of family managed business. &
(c) Management Buy-Out.

A\

uction / restructuring,

companyicoes to exist

Q14.  What are the reasons for failure of Mergers ath Acquisitions?

The reasons for failure of Mergers an “—

1.

Risk of Diversification: d/ron to the seemingly profitable @reéa an urge to make hugt
profits through diversifi@ation ures ooty end up making loss, but also proves fatalthar
existing set up.

Lack of Integration:

a) Succesg, of ion depends heavily on theeprppst-acquisition integration of two different
organisa jon may relate to integrabbinformation systems, management systems etc.

b) Imprope may relate to loss of datayegation of information which cannot be relied upon

Ioss“ resources etc.

Loss of Key employeesMergers are generally followed by loss of soméhefkey employees due to —
t ‘lent policy of the newly merged firm.
employment (i.e. the employee requiremettieohewly merged firm is low when compared to
total employees of the two firms put together).

Differences in Corporate Culture: Corporate culture clashes is one of the commatufes which arise in
case of mergers and acquisitions because two oe firons with different corporate strategies andlgoa
have combined into one single merged firm.

Lack of Due Diligence: Sometimes it may happen that the firms fail toperty estimate the profits and
benefits that are possible to accrue due to tlexzedff merger. The problems are —

e B oo CA 0% OMA) 8] Mobile : 98159-84228, 94654-84228




Tandon Commerce ﬂcademy #1831, FF, Nirvana Society, Opp. Ryan School, Sector 49B, Chandigarh
(Redefining Success- A Ladder to Ascend) Phone : 098159-84228, 094654-84228
(a) Seller may exaggerate the worth of intangible as@&tand Image, Technical Know-How, Patents and
Copyrights etc).
(b) Accounting reports may be window-dressed.
(c) Buyer may not be able to assess the hidden probéemscontingent liabilities or simply brush them
aside because of its infatuation with the targetgany.

6. High Premium paid for Company: The cost of merger may overshoot the actual bsnédirived from the
merger.

Q15. Explain the causes of Industrial Sickness imtlia.
Internal Causes:

(a) Planning:

Technical

Shortcomings

Inadequate Technical Know-How
Vocational Disadvantage

* Outdated Production Process
Economic High Cost of Inputs

Viability « High break-even point

* Uneconomic size of project

* Under estimation of the financial re
* Unduly large investment in fixe
* Over estimation of demand
Poor labour relations
» Lack of trained / skille
Marketing » Dependence on a
Management | Dependence o

nts

Labour Issues
nically cpetent personnel.
er / Limited Customers

ct / Limited Products

* Weak dback and market research

. edge of marketing techniques

D ous sales / purchase practices
Financial sources management and financial planning
Manageme ty Costing

Iberal Dividend Policy

General Financial indiscipline and applicationwfdis for unauthorized purposes /

Deficiency of funds

» Un-favourable gearing or keeping adverse debt-ggaito

» Inadequate Working Capital

» Absence of Cost Consciousness

Administrative [« Over Centralization

Management |e [ack of Professionalism

» Lack of feed-back to the management

(b) Implementation: Cost over runs resulting from delays in gettingetises / sanctions, etc., inadequate
mobilization of finance.
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Production
Management

Inappropriate Product Mix

Poor Quality Control

» High Cost of Production

* Poor Inventory Management

* Inadequate Maintenance and Replacement
» Lack of timely and adequate modernization
» High Wastage, poor capacity utilization

Labour » Excessively High Wage Structure
Management |« |nefficient handling of Labour Problems
Relations « Excessive Manpower
* Poor Labour Productivity
» Lack of Proper Management Information System %
» Lack of timely diversification

» Excessive Expenditure on Research and Develo
» Dissension within the management, inc

2. External Causes:

(a) Government Controls and Policies, etc.Governmept

Government policies affecting costs / prices / i XpO icensing.
(b) Procedural Aspects:Procedural delays on t t 0 cial /licegkther controlling or regulating
authorities line Bank, RBI, Financial Institu ment departments, Licensing Authorities,, etc

(c) Market Constraints: Market saturati
obsolete, and recession — fall in d

ary technological adees rendering the products
and.

(d) Extraneous factors: Natural
strikes and multiplici(of I

olitical situation (domes#s well as international) and

Q16. Discuss the main features of Gvreen Field Pritiaation

1. Privatisation: Privatj nis ocess of reducing the invoieat of the State in the nation's economic
activities b&vitk& asing the partidipa of private players.

2. Greenfield Privatisation: It can take two forms
ayers to operate in areasanithunavailable to them
e Players to operate in arediseinio unexplored, wherein there are no establisietd

3. Indian Scenario: Greenfield Privatization was promulgated and pgevaarticipants were made to play a
Ml the Indian Economy in a big way aresvmplemented through —
(@) icensing of major industries
(b) Decline in number of areas reserved for publicascand
(c) Encouraging Foreign Direct Investments

4. Features: Green Field Privatisation is generally characestiby the following —
(@) Influx of Foreign Capital: There is a huge inflow of foreign funds into theoeomy with wider
participation by investors across different cougsri
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(b) Increase in CompetitivenessPrivatisation is marked by significant increaseampetition and giving
a wide variety of choice to final consumers.

(c) Efficiency: Though not always, increase in competitivenessefiCompany to look at cost reduction
mechanism through either increasing efficiencyg@fve utilization of resources, identifying altative
sources of energy, materials etc.

(d) Tax Benefits: Sops in the form of tax benefits, greater degfeedependence etc. to the enterprises.

Q17. Explain the Multiple Discriminant Analysis.
Meaning: Multiple Discriminant Analysis (MDA), propoundedyEdward Altman, co ifferent
indicators of financial performance and solvencifion into a single measure ity of

sickness, failure or insolvency.
% r, Profit Margi

Need for MDA:
is going - Liquidity

(a) Different factors contribute to the success owfalof a Company - Earni
etc.

(b) There are different indicators which reflects theection in which_t
Ratios, Turnover Ratios, Profitability Ratios etc.

(c) However, all these are standard alone ratios bfactand

wholesome basis. An investor is also not sure agtd weigh
-

3. Weights: MDA considers the following five factors (ratio dffferent items to the Assets) on a weighted
basis to ascertain the Discrimant Score (Bankrujtdgx) of a Firm —

e appropriate pictureaon
assigned for different factor

Factor Notation Weights
(a) Ratio of Net Working Capital to Total ASs —vl X 1.20
(b) Retained Earnings to Total Asset 2 X 1.40
(c) Operating Profit (EBIT) to Tota 3 X 3.30
(d) Market Value of Equity to B Debt X4 0.60
(e) Turnover to Total AssetsA 5X 0.99

Z =120 % + 1.40 % + 3.30 X% +0.60 X, + 0.99 X where, Z is the overall index. Weights are assigto
different indicators on the basis of their sigrafice from bankruptcy evaluation.

NV

4. Evaluation: Evaluatio don ed on the Weighted Sumeo&bove factors and comparing the sa to the

cut off figure of 2,

Value of Z is Inference
ter than 2.675 Financially Sound. Non-BankRggion
ess than 2.675 Bankruptcy Region.

N A
Q18. What are the various Valuation Techniques?

Th Wation Techniques for valuing patdracquisitions are—
1. A ed Valuation

2. YieldWased Valuation-
(a) Earnings Capitalisation Method.
(b) Return on Capital Employed.
(c) Price Earning Multiple.
(d) Discounted Cash Flow Approach to Valuation.
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Q19. What is Asset Based Valuation technique? Expla
Step Procedure

1 |Compute Value of Assets (and Goodwill) as per tirecpples of ascertainment, laid down below.
2 |Determine the value of all Liabilities, and claiofsPreference Shareholders.

3 |Net Assets available to Equity Shareholders = Valugsset Less Amount of Liabilities.
Net assets available to equity shareholders

Value per Equity Share =
Number of equity shares

1. Assets: The following principles are considered while arg at the Net Assets available to Equity
Shareholders -

Assets Basis of Valuation
Tangible Fixed |Valued at Current Cost i.e. Current Purchase Priche
Assets such assets at their present location and co

Intangibles Valuedat Current Cost. Goodwill appeari Inated and valuation
taken into consideration.
Investments |Quoted investments are taken at MarkejgRri mvestments rru taken at Bg
Value after adjusting for known lossesgi
Inventories Finished Goods are taken at Mark
Raw Material, Stores and WIP s
Allowance shall be made for

Debtors Taken at realisable value 4

en at Qos conservative r
ete, unusablexmarketable stocks
ng appab@rllowance for Ba; Doubtful Debts.

Assets Basis of Valuatio
Development Expenses These arise (@) when a new Company is in the psamkeexecuting its project ar
when_an existing Company is in the process of esipanof exsting product lines
diversification into new product lines. Such expnappear in* the Balance Sheg
Capital Work -In -Progress. The value of Capital WIP should be takieQurrer
‘Cost, and not at the Balance Sheet Value.

“All Fictitious Assets appearing under this headusthde ignored.

L

Misc. Expenditure §

2. LiabiIitAies: i les should be determined at their redemptamounts, considering discount/ premium if
W in redemption. The following liabiis should be deducted -
ort Term (Current Liabilities) and Long-Teriabilities (Debentures, Loans etc) including
tstanding and Accrued Interest.
(b) Provision for Taxation.
(c) Liabilities not provided for in the accounts i.er@ingent Liabilities which have crystallised now.
(d) Liabilities arising out of prior period adjustmentghich would reduce profit of earlier years, after
netting off those items which would increase profit

(e) Preference Share Capital including Arrears of Dawidl and Proposed Preference Dividend.
() Proposed Equity Dividend (if the objective is tdetenine ex-dividend value of Equity Shares).
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Q20. List the merits and demerits of Net Assets B#s for valuation of Shares.

1. Suitability / Merits: Net Assets basis may be adopted in the followituggons -
(&) For Companies using Capital Intensive technolog
(e) For valuation of Shares under Taxation Laws, e.galtt Tax Act.
(c) For Companies whose accounts do not servegagla for future profit.
(d) For Companies reporting losses and there are repects of earning any profit in the future.
(e) For Companies which are in the course of winding-liguidation.
() For Companies where there is no reliable eviderideitare profits due to violent flucty@tion in the

business or disruption of business.

(g) For Statutory Valuation under various Acts.

2. Demerits: The disadvantages of Net Assets basis are -
(a) There is subjectivity in determining the valuesafious assets, particular

(b) This method is not appropriate if the Company geig concern.
(c) This method does not recognise the earning powtreabusiness. Fo
earning capacity is dominant in determining Valt&lare, réiher

r enterprises,
nt of assets

Q20. Listthe merits and demerits of Net Assets Bés for valuation of Sharve‘si.
Suitability / Merits: Net Assets basis may be adopted in the fgllo M -
a. For Companies using Capital Intensive technology

b. For valuation of Shares under Taxation Laws, e T t.

c. For Companies whose accounts do not serv re profit.

d. For Companies reporting losses and there earning any profit in the future.
e. For Companies which are in the cours idation.

f.

For Companies where there is no riceitare profits due to violent fluctuation in the

business or disruption of busine
g. For Statutory Valuation under

Demerits: The disadvantages of
* There is subjectivit det valueyafious assets, particularly Goodwill.
* This method is not ap ri he Companyg®iamg concern.

* This method do ot nise the earning poweth@fbusiness. For service sector enterprises,
earning capa@ant in determining Valti§loare, rather than the amount of assets.

Q21.. Explain the Dividend-Yield Method for Valuation of Shares.
Procedure
Future Maintainable Dividend Rate ovid@nd Rate for the currentegr, of th
~“Company's Dividend Rate = Distributed iPtoPaid up value of Equity Capital.
iNe the Normal Rate of Dividend / Market Disd Expectations for the Industry as a whol
the Industry Normal Rate of Dividend for RiBactors applicable to this Company dayy,
cOVerage ratio, high debt-equity ratio, low assetking ratio etc.

4 Company’s dividend rate
Value per Share = Paid up value per Share

IS are -

®

Industry divided rate (adjusted for risk fast
Note: This approach is suitable only for - (a) purchas€mall lot, or (b) use by Mutual Fund Managerecasé
dividend stripping. This method is not suitable Vatuation of controlling interest.

e B oo CA 0% OMA) [13] Mobile : 98159-84228, 94654-84228




Tandon Commerce ﬂcadgmy #1831, FF, Nirvana Society, Opp. Ryan School, Sector 49B, Chandigarh

(Redefining Success- A Ladder to Ascend) Phone : 098159-84228, 094654-84228
Q22. Explain the Earnings Yield Method for Valuaton of Shares.
Step Procedure

1 |Compute the Future Maintainable Operating Prof@MQP) available to Equity Shareholders
Company (after deducting Preference Dividend).

2 |Determine the Normal Rate of Return / Market Rettxpectations for the Industry as a whole.

3 |Adjust the Industry Normal Rate of Return for RiBkctors applicableo this Company e.g. Ic
coverage ratio, high debt-equity ratio, low assetikding ratio etc.

4 |Compute capitalized value of Future Maintainable@png Profits = FMOP -4- Risk Adj
5 |Compute Total Assets available to Equity SharehsldeStep 4 + Non Trade Invest
6 Total assets available to equity shareholderstep 5

Value per Equity Share =
Number of equity Shares x A

Note: Dividend Capitalisation and Earnings Capitalisatiethods will have the same NRR, when Company

has a 100% dividend payout ratio. y

Suitability: This approach is suitable in the following sitoas -

(a) Acquisition of controlling interest as against shiail purchases?

(b) Valuing shares when the shareholder is interest&ealth Qtio than receipt of dividends.
tor

(c) Companies using labour intensive methods / unitseny ere the earning power is dominant
rather than book values of assets. S

n the near future.
intainable Profits is available and ideabfe.
f business so that a realisable evidéntare

(d) Company is a going concern and there are no p

(e) Information regarding the factors that affect t

() There are less fluctuations in the busine
Maintainable Profits is available.

(g) Financial Statements serve as a us im@iied the future profits.
(h) Market information is readily ava& e Normal Rate of Return or Capitalisation Factor
o» -
Q23. Explain the Productivity Factor method of valiing shares.
Step Procedure
of the Company. ROCE I¥ PRCapital Employed. Either simple|or
y be determined.

mployed by the Company ervaluation Date.
tainable Gross PBIT = Capitalpeyed on Valuation Date Rast Averag

pmpute capitalized value of Future Maintainable@png Profits = FMOP -h Risk Adjusted NRR

7 |Compute Total Assets available to Equity ShareheldeStep 6 + Non Trade Investments.

8 Total assets available to equity shadrsli.e step 7
Value per Equity Share =

Number of equity Shares
Note: This method is only a variant of the Earnings @aisiation Method.
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Q24. Earnings on Investment (ROI) is not an adequa measure for judging the financial performance
of a business undertaking. Comment.

1. Earnings and Investment BasedROI is based on earnings and investment, whichsabgect to .nous
manipulations or decisions of management on varameeunting policies, such as depreciation, nvgntor
valuation, treatment of provisions, etc. Such dens affect the amount of the reported profit "+"aae
generally arbitrary.

2. Method of Computation of ROI:
(a) There are various bases for calculating both panil investment i.e. includin
excluding Intangible Assets, Gross Fixed AssefseirFixed Assets.

(b) ROI on its own cannot be used to judge the findp@&ormance. It s with*Certain
bench mark figures such as Industry Average oCibiapany's previous

(c) The difficulty of identifying the appropriate or mparable benc
presence of large number of bases, which can beumniated.

3. Cuton R&D:
1. If ROI alone is taken as a basis forjudging theificial perfo
Research and Development, which are done with temg prospe

2. Due to this, focus will be on generation of sherint profjt dt
long term visions, and might lose out to its coripegt in n.

3. Cutting down on such costs without any justificaf} affect the profitability of therh in the
long run, though in the short run ROI may indi ance.

4. Focus on Ratio:ROI being a ratio, the em ' provemetite ratio as such irrespective of the
fact whether profits in absolute term i anagement may resort to repayment of Capital,
without exploring any further investm

5. Result of actions of Past Manager,
(& Many times the ROLis no e perfante of the present managers. It is generally @ue t

the actions of the gast ‘
(b) Therefore, the preS@at ent cannot be hgbbnsible for the current low ROI or credited
with the current hi

is aggravated by

agers may cut down costs on

anagement might lose sighhef

5. Conservatism: R uces the element of conservatism and gives undue significant to capital
resources [ ay be the result of the contribution of various other inputs chiefly
human reso le is not clearly visible in the computation of ROI.

6. Measure of Performance Evaluation: The manager who is satisfied with the present ROl may
not tg [T expand due to fear of decrease in ROI. This would mean that the firm has not

&w Xploit available opportunities

Q25. Explain the Price Earning (PE) Multiple Methodfor valuation of Equity Shares.
Step\ Procedure
1 |Compute EPS of the Company on the Balance She=bd&uture Maintainable EPS.

2 |Ascertain the PE Ratio of the Industry as a whBEe.Ratio = Market Price per Share + Earnings S
Risk adjustments may be made in appropriate stmgtiNote: PE Ra&io should be ascertained
representative Companies in the industry and rrahi® Company whose shares are being valued.

3 |Value Per Share = Company's EPS x Risk Adjustedskngd PE Ratio i.e. Step 1 x Step 2
Note: It is only a variant of Earnings Capitalisationtked. Generally NRR may be taken as 1 + PE Rat
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Q26. Write short notes on Discounted Cash Flow Angsis.
1. Basis:Under Discounted Cash Flow Technique, value obisets of an entity is the present valu the future
cash flows that arise out of such asset.

2. Factors Considered:

(a) Projection Period: Period considered for the analysis is the natowsiness cycle. Projection period

varies from organisation to organisation and ingut industry. In general, the period congideradear
discounted cash flow technique is 5 to 10 Years.

(b) Cash Flow and Reinvestment Amount:
* Projection of cash flow should be made discretglgdnsidering all televa | exgPected

demand, Government policies with reference to tioelyrt, etc.

* Cash flow should be measured on before tax basissaitable adjust be mad consider
reinvestment amount (i.e. expected dividend distidm, reinve ui etc.) required to
make the business grow.

(c) Terminal Value: This is the remaining value of the ass ) end of the proje period.

This can be computed using —

* Multiplier Approach: Application of Price Earnings Mult ) toetfinal year's income.
» Perpetuity Approach: Capitalisation of the final 'Sgprojeé@ted cletv by the discount treating
for Qi

that final year's cash flow as an annuity i.e. rg e period.
* Book Value: Terminal Value can be esti ltiplying theecasted book value chpital
by an appropriate Market-to-Book Valu /BYe Current Market to Book Value F may be
taken as a base.
(d) Discount Rate: Discount rate usedd the presentevaltieach year's cash flow should
represent the actual level of ris ' iehFirm, inflation impact on the economy, and othe
related factors. A

3. Steps in Valuing Firm ugder Discounted Cash Flow Mthod:
(a) Computation of Free Cash Flow, the forecast period. Free cash flows represeerating cash
flows available for seng ers of finance, Equity and Debt.
(b) Determination of Discount Ratefor estimating present value. In general, the obsapita appropriate

discouqkrate‘\\

(c) Computation of Present Valueof cash flows. The free cash flows are discountgdg the appropriate
discounm v

(d) Estimation of Terminal Value, i.e. Present value of cash flows occurring afterforecasperiod.

(e) Value of Flgn‘-lt is the aggregate of the present value of ¢aesh flows and the terminalue.

Q27. Explain the significance of the mode of diselnge of consideration i.e. by way of stock or by waof
cash. When should a Company prefer discharging itpurchase consideration by cash, and when
should it choose stock as preferred discharge mode?

1. Point of Distinction:

(a) Cash Discharge:Cost of acquisition is independent of the gainshef acquisition, if compensation is
paid in cash. This is because, once cash is gade is no relationship between the Merged Company
and the Shareholders of the Selling Company. Theesubsequent profitability has no bearing on the
cost of acquisition.
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(b) Stock Discharge:If the compensation is paid in stock, the cosaafuisition is dependent on the gains
of the acquisition. This is because, the Sharehslddél continue to have stake in the newly merged
entity as well. Therefore, they would require fertheturns in the form of dividends and price iase
(cost of equity), which will add up to the cost.

2. Situations of appropriate mode of disposition o€ompensation:

Situation Compensation
)Acquiring Firm's stock i®vervaluec relative to the acquired Company's Stock Stock
Taxability in the hands of Shareholders of Acquired Firm Cash
High risks associated with the Stock of Acquired Firm Cash

Q28. How is Exchange Ratio in case of Mergers amtquisitions computed” q ;
[((Vs+Gs)XSE]

The formula to compute the Exchange Ratio R‘; +Gp)XSE]
BTGUB)XSB

Where, \§ = Value of Selling Company before Merg
Vg = Value of Buying Company before Merger
Gs = Share of Selling Company in the Gain

G = Share of Buying Company in the Gain o
Ss = Shares outstanding in Selling C
s = Shares outstanding in Buyin efore Eerg

Note: Total Gain [G] = Value of M
Less Value of i
Less Value

A -

Q29. What do you mean by Sustainable Growth Rate?

1. Meaning: Sustainable Gro R GR) is the maximum drgwatential of a Company, given its current
financial conditions, R the interactlmetween the following policy goals —

(b) Target ent (Net Assets)

e Firm will increase proportionallySales.

t is a constant proportion of Sales.
()R nd Payout ratio and the debt-equity ratiahaf Tirm are given.
(d) m will not raise external Equity Capital.

3. Mathematical Notation:
Increase in Assets

Sustainable Growth Rate (g)=
(g);ssets at the Beginning of the Year
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Increase in Assets

Increase in Assets Assets at the Year End

Net Margin X Retention X Leverage Asset

Asset— to— Sales — [Net Margin X Retention x Leverage]
PXSoxb(1+2)
A—PXSg ><b><(1+%)

Where, P = Net Profit Margin on Sales
S = Sales for the Year Ended
g = Growth in Sales = Growth in Assets
A = Total Net Assets at the end of the Period jGhgEmployed]
D/E = Debt-Equity Ratio
b = Retention Ratio

Q30. Write short notes on Economic Value Added Méibd.

1. Meaning: Economic Value Added (EVA) is the surplus ge ty after meeting an equitable
charge towards the providers of Capital. It isrigteirns earned in e the funds requiredrtacost of
capital.

2. Mathematical Notation: &

Economic Value Added (EVA) = Operatin

LessTaxes

LessCapi

3. Increasing EVA: EVA can be increase
(&) Improving the operating profit

(b) Investing in new projects w
(c) Liquidating unprodée

Q31. Explain the Shareholder Value Analysis.

1. Meaning: V

cDWeighted Average Cost of Capital

t'@peoat without employing additional capital.
er retutiman the cost of their financing.
y-back bhses, redemption of debentures, etc.

(&) Meaning: S Value Analysis (SVA) focuses on theatton of economic value for
Shareh sured by share price perfoenaemtflow of funds.
(b) Shareh is used to link management giyatend decision to the creating of value for

2. Value Drivers:jpactors or Value Drivers which influences the $hatder's Value are identifieEixample:

M(“Qes Profit Margin, Capital InvestmBmacisions, etc.

3. Management Responsibilities: Management should pay attention to Value Drivasdile taking
inve‘nent and finance decisions.

4. Benefit:
(&) SVA helps the management to concentrate on aetvitihich create value to the Shareholders rather
than on short-term profitability.
(b) SVA and EVA together helps to strengthen the cortipetposition of the Firm, by focusing on wealth
creation.
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(c) They provide an objective and consistent framewafrlevaluation and decision-making across all
functions, departments and units of the Company.

Q32. What are the commonly used bases to computeetExchange Ratio?

Aspect Earnings Per share (EPS) Market Price per Share (MPS) | Book Value per share (BVS)
Computation EPS of Selling Co. MPS of Selling Co. BVS of Selling Co.
EPS of Buying Co. MPS of Buying Co. BVS of Buying Co.

Suitability |When there ar@o differential riskgWhen the Shares of the acquillf accounting poIigi&re to b
associated with the two comparand the target Firmare activelyreflected in the ‘determinatio

entering into Merger. traded in the market. of Exchange Rati\!ﬁ

Demerits 1. Difference in growth rate |e When the trading is thin, mar|Exchange Ratio determin
earnings of two Companies V| prices may not be a relialunder_this method does
not be highlighted. measure. refle_ct the_purchasmg power

2. Gains in earnings arising out| « Market prices may b¢money, and are highly differe
merger is not considered manipulated by vested i _inte from true economic values.
determine Exchange Ratio. and the Exchange

determined may not reflect

true position. %\‘
Wishing You

Remember You Can Do Wonders , Nobody C rom Achieving Success Except You
Get Up and Keep Goj Waltmg For You
—_ don
Believe me it”’ll wor y to face such situations

Best of Luek
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