Valuation of Target Company

NET ASSETS METHOD

 (Balance Sheet Method, Asset Backing Method or Break up value method).
Points to be considered:

· Proper value to be placed for Goodwill after business.

· Fictitious Assets such as Preliminary expenses, debit balance in profit and loss account etc to be excluded.

· All other assets (including non-trading assets such as investments) should be taken at market value. In absence of information about market value --( Book values may be taken.

· Liabilities payable to third parties and preference share capital should be deducted from total assets.

· It should be noted that item constituting part of the equity shareholders funds (E.g. General Reserves; Profit and loss account credit balance, Debenture Redemption Fund, Dividend Equalization fund, Contingency Reserves should not be deducted.

· Net Assets so arrived at should be divided by no. of equity shares.

YIELD METHOD
Valuation based on Price Earning Ratio:


Earning per share  x   Price Earning Ratio

Earning Per share  =        Profit available for Equity shareholders





            
                                                   No. of Equity Shares

Price Earning Ratio =     Market value of a share







    Earning per share

i. Capitalization Factor

The value of share can also be found out by finding capitalization factor or multiplication

· If yield expected in the market is 8%

· The capitalization factor is 100 / 8 i.e. 12.5%

· Hence if a company earns profit of Rs. 4 lakhs

· Total value of Business will be Rs. 50 lakhs  4  x 12.5

ii. Value of equity share:

Capitalized value of Business


           No. of Shares

 Fair Value

1. Net Asset Value (NAV)

2. Profit Earning Capacity value (PECV)

3. Fair value (FV)

1. Net Asset Value:


   Total Assets



xx
Shareholders Funds  

   Deduct: all liabilities



i) Equity

    
xx

   1) Pref. Capital



x
ii) Free Reserves

xx

   2) Secured / unsecured creditors

x
Total

       

xx

   3) Current liabilities


x
Deduct: Contingent liability

   4) Contingent liabilities


x
1.



x








2.



x








3.



x









4.



x

Net worth




xxx
Net worth


xxx



     Add:  Fresh Capital Issue Face value         x

Total




xxx

NAV Per share:


M.V. / No. of shares

2. Profit Earning Capacity Value (PECV)

Years

Profit Before tax

Profit after tax
  Dividend declared


         1





         2

         3

         4   

  

         5

Average Profit before tax (on basic or simple or weighted average basis) :______

Deduct provision for tax _________%

Average profit after tax

Deduct Preference dividend

Net Profit after tax

Add: Contribution to profits by fresh issue

Total profits after tax

No. of equity shares including fresh / bonus shares

EPS           Capitalized EPS by Capitalization rate.

Contribution of Fresh Issue of Capital

½ x   Fresh Capital
  x   Existing Profit after tax

        Existing networth

3. Fair Value: 

Fair value is worked out by averaging NAV and PECV.

         Market value is not taken as direct element in calculating fair value.

But if fair value arrived at by averaging NAV and PECV, is less than MV, Weightage is given for higher MV in the following manner:

Valuation of Shares and Exchange Ratio

When two or more companies are combined / merged, financial consideration, generally in the form of exchange of shares is involved. This requires relative value of each company’s shares to determine a particular exchange ratio.

Three Approaches:

· Earnings Approach

· Market value Approach

· Book Value Approach

1) Earnings Approach

EPS of Acquired Company


EPS of Acquiring Company

  E.g. Earning per share of Acquiring Company is Rs. 5.

Earning per share of Acquired Company is Rs. 2.

Exchange ratio: 2 / 5 i.e. 4 or 4 shares  of acquiring company will be given for 10 shares of acquired company or 2 shares of acquiring company for 5 shares of acquired company.

2) Market value Approach

Market price per share of acquired company


Market price per share of acquiring company

    For example: 

Market value of share of Company A: Rs. 50



Market value of share of Company B: Rs. 25 and if A is acquiring B



Exchange Ratio   :   25 / 50 = 0.5



i.e. A Ltd. will issue 1 share for 2 shares of B Ltd.

3) Capitalized Value of EPS

Steps:   
1) Determining Average future earnings


        

2) Determining Capitalisation Rate


        

3) Determining of market value 




EPS


       
Capitalisation Rate

4) Exchange Ratio

       Market Price per share of Acquired Company




     Market price per share of the acquiring company

5) Book value per share



Book value =   Shareholders  funds






       No. of shares





         =       Net worth






      No. of shares




Exchange Ratio =   Book value per share of the acquired Co.








Book value per share of Acquiring Co.
Exchange ratio =          No of Shares to be issued to acquired co
Existing no of shares of acquired co.

	Max Exchange  Ratio 
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	Min Exchange Ratio
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	P1 = MPS of acquring co before

	Q1 = MPS of acquired co before

	E1 = Earnings of acquiring co (before merger)
E2 = Earnings of acquired co 

N1 = no of Equity Shares of acquiring co (before merger)

N2= no of Equity Shares of acquired co

	

	


Minimum Exchange ratio = Maximum exchange ratio , if PE ratio of the combined firm is equal to Weighted Average PE ratios of purchasing company and vendor company, weights being respective earnings of the two companies

DCF method

1. Equal annual Cash Flows for infinite period at the beginning of Year 0 where D is the EACF beginning @ Year 1 end

D / k

2. Unequal CF for first few years and EACF for infinite period

D1.Df1 + D2.DF2….. + Dn.Dfn +D/k .Dfn

3. CF @ constant growth rate from Year 1 end

D1 / k-g

4. Unequal CF & growth for first few yrs & thereafter @ constant growth rate p.a.
D1.Df1 + D2.DF2….. + Dn.Dfn + Dn (1+g)/k-g  . Dfn
P1   =





E1+E2 ( 1+Synergy rate)





x PE (combined)





N1+N2(ER)





Q1 =





E1+E2 





x PE (combined) x ER





N1+N2(ER)








