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(j) Rescue Financing 

(k)  Acquisition through Negotiations  

(l) Adverse Impact of Merger on Competition  
 

    

    

VALUATION OF BUSINESSVALUATION OF BUSINESSVALUATION OF BUSINESSVALUATION OF BUSINESS    

There are two approaches regarding valuation of business (i) value from the point of 

owners i.e. shareholders and (ii) value from the point of suppliers of all long term 

funds i.e. shareholders as well as long-term lenders like debenture-holders.  In the 

Financial Management, generally the second approach is considered. It means that 

generally we have to calculate the value of business from the point of long-term 

funds suppliers i.e. shareholders, debenture holders and other long-term fund 

suppliers. 

 VALUATION OF BUSINESSVALUATION OF BUSINESSVALUATION OF BUSINESSVALUATION OF BUSINESS    

 

There are four important methods of valuation of Business: 

(I)(I)(I)(I) Adjusted Book Value MethodAdjusted Book Value MethodAdjusted Book Value MethodAdjusted Book Value Method: Under this method current value of all assets 

(including goodwill) are totaled; out of this total, current value of all current liabilities 

and provisions are deducted.  The balance is the amount of value of business.  

    

Q. No. 1 Q. No. 1 Q. No. 1 Q. No. 1 : : : : Below is given the Balance-sheet of Prosperous Ltd. as on 31st March, 

2005. (Rs) 

Liabilities Amount Assets Amount 

Share capital 6,00,000 Land and Building  2,70,000 

Profit & Loss a/c    40,000 Plant & machinery  1,00,000 

6 % Debentures     60,000 Stock  3,60,000 

Bank overdraft     10,000 Drs.  1,60,000 

Creditors    80,000   

Provision for tax  1,00,000   

Total   8,90,000 Total  8,90,000 

On 31st March, 2005, land & building were valued at Rs.2,80,000, goodwill at 

Rs.2,00,000 and plant & machinery at Rs.1,20,000. Sundry debtors, on the same date 

include Rs.4,000 as irrecoverable. Tax: 35%. 

You are required to value the company’s business BY Adjusted Book Value Method. 

AnswerAnswerAnswerAnswer          

Value of  assets  

Land and Buildings 

 

2,80,000 
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Goodwill  

Plant and machinery  

Stock  

Drs. 

2,00,000 

1,20,000 

3,60,000 

1,56,000 

 

 

 

    11,16,000 

Current liabilities: 

Bank overdraft  

Creditors  

Provision for tax 

 

10,000 

80,000 

98,600 

 

 

 

(-) 1,88,600 

Value of business   9,27,400 

    

((((II)II)II)II) Value of Shares & Debt Method:Value of Shares & Debt Method:Value of Shares & Debt Method:Value of Shares & Debt Method: 

Under this method, current value of all shares & debts of the company is considered 

as value of business. The current value may be available from the Stock exchange, in 

case the securities are listed and traded; alternatively these may be calculated / 

estimated on the basis of the methods explained above.                                  

    

Q. No. 2 (a) Q. No. 2 (a) Q. No. 2 (a) Q. No. 2 (a) : Find the value of business by “Value Of Shares And Debt Method”. Use 

the data of Q. No. 3(a) Chapter 11. 

Answer :Answer :Answer :Answer : Value of the business = 1,00,000 x 23.40 = Rs.23,40,000 

    

Q. No. 2 (b) Q. No. 2 (b) Q. No. 2 (b) Q. No. 2 (b) ::::    Find the value of business by “Value Of Shares And Debt Method”. Use 

the data of Q. No. 3(b) Chapter 11.    

Answer :Answer :Answer :Answer : Value of the business = 10,00,000 x Rs.23.52 = Rs. 23.52 Million 

  

Q. No. 2(cQ. No. 2(cQ. No. 2(cQ. No. 2(c) ) ) ) ::::    Find the value of business by “Value Of Shares And Debt Method”. Use 

the data of Q. No. 4 Chapter 11 assuming the current value of the preference shares 

is 98% of the face value and that debts are quoted at par.  

Answer Answer Answer Answer     

Equity shares :           10,000 x 136.36 

Preference shares        4,000 x   98.00 

Debentures                1,00,000 

Value of Business     Rs. 18,55,600 

 

Q. No. 3 Q. No. 3 Q. No. 3 Q. No. 3 : Find the value of the business using the data of Q.No.7 Chapter 11. 

Assume that the value of the preference shares is Rs.1,02,000. 

 

III. Comparison Method:III. Comparison Method:III. Comparison Method:III. Comparison Method: Under this method, we study the values of similar business 

which have been sold recently. For these businesses, we calculate MV/ EBDIT, MV / 

Book value and MV/ Sales ratios.  On the basis of these ratios, we determine suitable 
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ratios for the company the business of which we are going to value. Using these 

suitable ratios, we determine three values for the business. The value of business is 

taken as average of these values. 

    

Q. No. Q. No. Q. No. Q. No. 4444: : : : A Ltd. in planning to sell its business. Using the data given below (Rs. 

Crores) relating to A Ltd as well three other companies, which have been sold 

recently, estimate the market value of A Ltd.’s business.   

 

 

 

AnswerAnswerAnswerAnswer::::    

 B Ltd C Ltd D Ltd  Average 

MV/EBDIT 1.25 1.20 1.14 1.20 

MV/BV 1.82 2.07 2.67 2.19 

MV/sales 0.50 0.46 0.53 0.50 

 

                       Market value of A Ltd. 

Basis MV of A Ltd. 

MV/EBDIT 1.20 = (MV)/1,000. Hence, MV = 1,200 

MV/BV 2.19 = (MV) / 700. Hence, MV = 1,533 

MV/sales 0.50 = (MV)/2,200. Hence, MV = 1,100 

Average 1278 

Market value of A td’s business =Rs.1278 Crores. 

 

IV Discounted Cash Flow MethodIV Discounted Cash Flow MethodIV Discounted Cash Flow MethodIV Discounted Cash Flow Method.  Under this method, we find present value of all 

future cash flows. This present value is the value of business. 

 

Q. No. Q. No. Q. No. Q. No. 5555: : : : Chennai Limited and Kolkata Limited have agreed that Chennai Limited will 

take over the business of Kolkata Limited with effect from 31st December, 2001. It is 

agreed that: 

(i) 10,00,000 shareholders of Kolkata Limited will receive shares of Chennai 

Limited. The swap ratio is determined on the basis of 26th weeks average 

market prices of shares of both the companies.  Average prices have been 

worked out at Rs.50 and Rs.25 for the shares of Chennai Limited and 

Kolkata Limited respectively. 

(ii) In addition to (i) above shareholders of Kolkata Limited will be paid cash 

based on the projected synergy that will arise on the absorption of the 

business of Kolkata Limited by Chennai Limited 50% of the projected 

benefits will be paid to the shareholders of Kolkata Limited. 

 

The following projection has been agreed upon by the management of both the 

companies. 

 A Ltd B Ltd C Ltd  D Ltd 

Market value  ? 1000 600  800 

Book vale 700 550  290 300 

EBDIT 1000 800 500  700 

Sales  2200 2000 1300  1500 
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Year  2002  2003  2004  2005  2006 

 

Benefit 50  75  90  100  105 

(in Rs. Lakhs) 

The benefit is estimated to grow at the rate of 2% from 2007 onwards. 

It has been further agreed that a discount rate of 20% should be used to calculate 

the cash that the holder of each share of Kolkata Limited will receive. 

(i) Calculate the cash that holder of each share of Kolkata Limited will 

receive. 

(ii) Calculate the total purchase consideration. 

    

Answer (i)   Answer (i)   Answer (i)   Answer (i)   Present value of synergy gain:    

    50       75         90       100      105 105(1.02)1   105(1.02)2  

= ----+-----+-----+-----+ -----+---------+---------+…… 

  (1.2)1    (1.2)2    (1.2)3    (1.2)4    (1.2)5        (1.2)6           (1.2)7 

 

====[(50)(0.833)]+[(75)(0.694)]+[(90)(0.579)]+[(100)(0.482)]+ 

                             105(1.02) / (1.2)6 

  [(105) (0.402)] + -------------- = 475.41  

                                                                                                                            1- [(1.02)/ (1.2)] 

Cash for holder of each share of Kolkata = 0.50 (475.41 L) /10 L 

                                                            = Rs.23.77 

Answer (iiAnswer (iiAnswer (iiAnswer (ii)    Cash                                                          ====Rs.237.705 L    

                    5,00,000 shares of Chennai @ Rs,50            =Rs.250.000 L 

                                                          Total PC              =  Rs.487.705 

 

Q. No.Q. No.Q. No.Q. No.    6666: : : : ABC Co. is considering a new sales strategy that will be valid for next 4 

years. They want to know the value of the new strategy. Following information 

relating to the year which has just ended, is available: 

  Rs. 

Income statement Income statement Income statement Income statement      

Sales 20000 

Gross margin (20%) 4000 

Administrative and selling expenses (10%) 2000 

PBT  2000 

Tax (30%) 600 

PAT 1400 

Balance Sheet information :Balance Sheet information :Balance Sheet information :Balance Sheet information :     

Fixed Assets 8000 

Current Assets 4000 

Equity 12000 

 

If it adopts the new strategy, sales will grow at the rate of 20% per year for three 

years. The gross margin ratio, the assets turnover ratio, the capital structure and the 

income tax rate will remain unchanged. Depreciation would be at 10% of the net 
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fixed at the beginning of the year. The company’s target rate of return is 15%. 

Determine the incremental value of the adoption of the strategy. (MAY, 2007)(MAY, 2007)(MAY, 2007)(MAY, 2007) 

    

    

    

AnswerAnswerAnswerAnswer    

Year→ 1 2 3 4th year onwards 

Sales 24,000 28,800 34,560 34,560 

Gross margin 4,800 5,760 6,912 6,912 

PBT 2,400 2,880 3,456 3,456 

Tax 720 864 1,037 1,037 

PAT 1,680 2,016 2,419 2,419 

Depreciation 

(see Working note 2 ) 

+800 +960 +1,152 +1,382 

Purchase of FA 

(see Working note 1 ) 

-2,400 -2,880 -3,456 -1,382 

Increase in W.C. 

(see Working note 1 ) 

-800 -960 -1,152 Nil 

CF -720 -864 -1,037 2,419 

    

Working note 1: Assets turnover: “Sales / Assets”: 20,000 / 12,000 = 5/3 

i.e. the assets are 60% of the sales. FAs are 2/3 of total assets and CAs are 1/3 of 

total assets. 

 

 

      Year ↓     Sales    Assets      FA   CA 

1 24,000 14,400 9,600 4,800 

2 28,800 17,280 11,520 5,760 

3 34,560 20,736 13,824 6,912 

4th year onwards 34,560 20,736 13,824 6,912 

 

Working note 2:  

Year 
↓  

FAs in the  

beginning  

of the year                          

Depreciation  FAs at the end  

of the year  

FAs purchased  

during the year 

  

1 8,000 800   9,600 2,400 

2 9,600 960 11,520 2,880 

3 11,520 1,152 13,824 3456 

4th year onwards  13,824 1,382 13,824 1,382 

 

Value of business before strategy:  

                       1400/(1.15)1 +1400/(1.15)2 +1400/(1.15)3 +……… = 9,333 

Value of business after strategy:  

                       [-720/ (1.15)1] + [-864/ (1.15)2] + [-1,037/ (1.15)3] + 

                       [2419/ (1.15)4]+ [2419/ (1.15)5] + ………… = 8,649 

Incremental value of strategy: -684 
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Q. No.Q. No.Q. No.Q. No.    7777    AB Ltd is planning to acquire and absorb the running business of XY Ltd. 

The valuation is to be decided on the basis of the recommendation of the merchant 

bankers and the consideration is to be discharged in the form of equity shares to be 

issued by AB Ltd. As on 31.3.2006, the paid up capital of AB Ltd consists of 80L 

shares of Rs.10. The highest and the lowest market quotations during last 6 months 

were Rs. 570 and Rs. 430. For the purpose of exchange, the price per share is to be 

reckoned as the average of the highest and lowest market price during the last six 

months ended on 31.3.06.XY Ltd’s Balance Sheet as at 31.3.2006 is summarized 

below : 

 

20L equity shares of 

Rs.10 each fully paid up 

Rs.200L FA Rs.150L 

10L equity shares of 

Rs.10 each Rs.5 paid up 

Rs.50L Net CAs Rs.200L 

Loans Rs.100L   

Total Rs.350L Total Rs.350L 

 

An independent firm of merchant bankers engaged for the acquisition has produced 

the following estimates of cash flows of the business of XY: 

 

Year ended 31st March By way of after tax earnings for equity  Rs. Lakhs 

2007 ----do---- 105 

2008 ----do---- 120 

2009 ----do---- 125 

2010 ----do---- 120 

2011 ----do---- 100 

 Terminal value 200 

 It is recommended that the business of XY may be valued on the basis of the 

average of (i) aggregate of discounted cash flows at 8% and (ii) net assets value. 

(Nov. 2006)(Nov. 2006)(Nov. 2006)(Nov. 2006)    

 

Present value factors at 8% are: 

Years 1-5     0.93     0.86     0.79     0.74        0.68 

 

You are required to:  

(i)   Calculate the total value of the business of XY Ltd 

(ii)  The number of shares to be issued by AB Ltd 

(iii)  Basis of allocation of the shares among the shareholders of XY Ltd. 

 

Answer (i)Answer (i)Answer (i)Answer (i)    

Net Assets value : FA + net CA – Loans = 150 + 200 -100 = 250L 

DCF value :  

[105 x 0.93]+[120 x 0.86]+[125 x 0.79]+[120 x 0.74+[300 x 0.68] = Rs.592.40L 

PC = [250L + 592.40L] / 2 = 421.20L 
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Answer (ii)Answer (ii)Answer (ii)Answer (ii)    

Average share price = [Rs.570 + Rs.430]/2 = Rs.500 

No. of shares to be issued :  421.20L / 500 = 84,240 shares 

    

    

Answer (iii) Answer (iii) Answer (iii) Answer (iii)     

Total profit on liquidation : Total PC – Paid up capital  

                                      : 421.20L – 250L = 171.20L 

This profit will be shared equally among holders of 30L shares. (It is a common 

practice that the profit/loss on liquidation is shared  by equity shareholders in the 

ratio of their face values and not in the ratio  of their paid up values) 

Profit per share = 171.20L/30L = 5.7066 

 

(i) Total amount to be received by the holders of 20L shares = 

                                 20L x ( 10 + 5.7066 ) = 314.133L 

Total No. of shares allotted to the holders of the fully paid up shares : 

                                 314.133L/500 i.e. 62,827L 

(ii) Total amount to be received by the holders of 10L shares = 

                                 10L x ( 5 + 5.7066 ) = 107.066L 

Total No. of shares allotted to the holders of the partly paid up shares : 

                                 107.066L/500 i.e. 21,413 shares    

    

Q. Q. Q. Q. No.8No.8No.8No.8: Find the value of a business, normal rate 10%, details as given: 

                          Years 

 1 2 3 4 5 6 onwards 

 Rs.m Rs.m Rs.m Rs.m Rs.m Rs.m 

PBDT* 120 140 180 200 220 250 p.a. 

Dep. 10 12 15 16 18 20 p.a. 

Annual Capital exp.** 40 60 50 60 40 50 p.a. 

• *PBDT : Profit before Depreciation and Tax 

• **Annual capital expenditure will be incurred in the beginning of the year. 

• Assume tax rate to be 30%. 

    

Answer Answer Answer Answer     

 Years 

 1 2 3 4 5 6 onwards 

 Rs.m Rs.m Rs.m Rs.m Rs.m Rs.m 

PBDT* 120 140 180 200 220 250 p.a. 

Tax  -33.00 -38.40 -49.50 -55.20 -60.60 -69.00 

Cash profit  87 101.60 130.50 144.80 159.40 181.00 

    

                                          Period 

    0     1      2     3     4     5 6 onwards 

 Rs.m Rs.m Rs.m Rs.m Rs.m Rs.m Rs.m 

Cash profit  - 87 101.60 130.50 144.80 159.40 181.00 

Annual 40  60  50  60  40  50  50 p.a. 
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Capital exp. 

Free cash 

flow  

-40.00 +27.00 51.60 70.50 104.80 109.40 131.00 

 

 

Value of business: 

            27         51.60      70.50         104.80      109.40       131 

-40 + ---- + ------ +------- + ------+ ------- + ---- + ……… 

          (1.1)1         (1.1)2         (1.1)3               (1.1)4           (1.1)5             (1.1)6 

 

= -40 + 24.55 + 42.64 + 56.35 + 71.58 + 67.93 + [(131)/(1.1)6 + ………] 

= 223.05 + 813.41 = 1,036.46 

    

Q. No. Q. No. Q. No. Q. No. 9999: XY Ltd which is specialized in manufacturing garments is planning for 

expansion to handle a new contract which it expects to obtain. An investment bank 

have approached the company and asked whether the company had considered 

venture capital financing. In 2001, the company borrowed Rs.100 Lacs on which 

interest is paid at 10% p.a. The company’s shares are unquoted and it has decided to 

take your advice in regard to the calculation of value of the company that could be 

used in negotiations using the following available information and forecast.     

Company’s forecast turnover for the year to 31st March, 2005 is Rs.2000Lacs which 

is mainly dependent on the ability of the company to obtain the new contract, the 

chance for which is 60%, turnover for the following year is dependent to some extent 

on the outcome of the year to 31st March, 2005. Following are the estimated 

turnovers and the probabilities: 

 

Year 2005 Year 2006  

Turnover Rs. Lacs  Probability  Turnover Rs. Lacs  Probability  

2,000 0.60 2,500 0.70 

  3,000 0.30 

1,500 0.30 2,000 0.50 

  1,800 0.50 

1,200 0.10 1,500 0.60 

  1,200 0.40 

 

Operating costs inclusive of depreciation are expected to be 40% and 35% of 

turnover respectively for the years 31st March, 2005 and 2006. Tax is to be paid at 

30%. It is assumed that profits after interest and taxes are free cash flows. Growth in 

earnings is expected to be 40% for the years 2007, 2008 and 2009 which will fall to 

10% each year after that. Industry average cost of equity (Net of tax) is 15%. (Nov. Nov. Nov. Nov. 

2007)2007)2007)2007)    ((((10 Marks)10 Marks)10 Marks)10 Marks)    

    

Answer:Answer:Answer:Answer:    

Working note (i)  

Expected sales of 2005:  

                             2000 x 0.60 + 1500 x 0.30 + 1200 x 0.10 = 1,770 
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Working note (ii)  

Expected sales of 2006: 

2500 x 0.60 x 0.70   +   3000 x 0.60 x 0.30   +    2000 x 0.30 x 0.50 + 

1800 x 0.30 x 0.50 + 1500 x 0.10 x 0.60   + 1200 x 0.10 x 0.40 = 2298 

 

Statement showing annual cash flows 

Year → 2005 2006 

EBIT 1770 x 0.60 = 1,062.00 2,298x0.65= 1,493.70 

Interest -10.00 -10.00 

Tax -315.60 -445.11 

EAT 736.40 1,038.59 

Assuming that the amount of depreciation is equal to that of the capital expenditure, 

EAT is equal to free cash flow.  

 

Value of business: 

[736.40/ (1.15)1] + [1038.59/(1.15)2]  + [1038.59(1.40)/(1.15)3] +    

[1038.59(1.40)2/ (1.15)4] +[1038.59(1.40)3/(1.15)5] 

+[1038.59(1.40)3(1.10)/(1.15)6] +[1038.59(1.40)3(1.10)2/(1.15)7] + ……… 
= 36,135 

 

EXTRA PRAEXTRA PRAEXTRA PRAEXTRA PRACTICE (MUST DO)CTICE (MUST DO)CTICE (MUST DO)CTICE (MUST DO)    

    

Q. Q. Q. Q. No.10No.10No.10No.10    Calculate the value of share from the following information: 

Profit of the company  

 

Rs.290 Crores 

Equity capital of company  

 

Rs.1,300 Crores 

Par value of share  

 

Rs. 40 each 

Debt ratio of company 

 

27 

Long run growth rate of the company  

 

8% 

Beta   

------------------------------ 

Risk free interest rate  

 

0.10 

-------------------------- 

8.70% 

Market returns  

 

10.3 % 

Capital expenditure per share  

 

Rs.47 

Depreciation per share  Rs. 39 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 11

 

Change in Working capital 

 

Rs. 3.45 per share 

(June 2009)(June 2009)(June 2009)(June 2009)    

    

AnswerAnswerAnswerAnswer : No. of shares = 1300 Crores/40  =32.50 Crores 

              Free cash flow :  

              EAT                                                  290 Crores 

              Funds to be retained 372.125 x 0.73   - 271.65125 Crores 

               ( see working note) 

              Free cash flow                                  = 18.34875 Crores 

               

 Working note :  Requirement of additional funds:                       

               Capital expenditure       1527.50 Crores 

                Depreciation             - 1267.50 Crores 

                W. Capital                    112.125 Crores      372.125 

 

Ke = RF + Beta ( RM-RF) =8.70 + 0.10 ( 10.30 – 8.70) = 8.86% 

 

Value of business ( Present value of future cash flows) =                             

              18.34875(1.08)1         18.34875(1.08)2 

              ------------  +  --------------  + ……Infinity 

                 (1.0886)1                     (1.0886)2 

       = 2304.26 Crores 

Value per share = Rs.70.90 

               

QQQQ. No. 11. No. 11. No. 11. No. 11    X Ltd. reported a profit of Rs.65 lakhs after 35% tax for the financial 

year 2007-08. An analysis of the accounts revealed that the income included 

extraordinary items Rs.10 lakhs and an extraordinary loss Rs.3 lakhs. The 

existing operations, except for the extraordinary items, are expected to continue 

in the future; in addition, the results of the launch of a new product are expected 

to be as follows: 

                                                                            Rs. lakhs 

Sales                                                                             60 

Material costs                                                                15 

Labour Costs                                                                 10 

Fixed costs                                                                     8 

You are required to : 

(a) Compute the value of the business, given that the capitalization rate is 15%. 

(b) Determine the market price per equity share, with X Ltd.’s share capital being 

comprised of 1,00,000 11% preference shares of Rs. 100 each and 40,00,000 

equity shares of Rs. 10 each and the P/E ratio being 8 times. (10 Marks) (June, (June, (June, (June, 

2009200920092009)        
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Answer (a)Answer (a)Answer (a)Answer (a)    

Computation of Value of Business 

 Rs. Lakhs Rs. Lakhs 

Current EAT  65    

Current EBT  100 

Net extraordinary items  -7 

Profit from new venture  60-15-10-8 = 27 27 

Total annual future EBT  +120 

Total annual future EAT  78 

 

Assumption : EAT = Free cash flow     

 

Value of business = 78/0.15 = Rs.520 Lakhs 

 

Answer (b)Answer (b)Answer (b)Answer (b)    

Computation of Value of Equity share 

Future annual EAT Rs.78L 

Preference Dividend  Rs.-11L 

Profit for equity shareholders  Rs.67L 

No of equity shares  40L 

EPS 67/40= Rs.1.675 

PE ratio  8 

Market price per equity share  1.675 x 8 = Rs.13.40 

Q. No. 1Q. No. 1Q. No. 1Q. No. 12222: ABC company is considering acquisition of XYZ Ltd which has 1.50 

Crores shares outstanding and issued. The market price per share is Rs. 400 at 

present. ABC’s average cost of capital is 12%. Available information from XYZ 

indicates it is expected cash accruals for the next three years as follows:    

Year  Rs. Cr. 

1 250 

2 300 

3 400 

 Calculate the range of valuation that ABC has to consider. (PV factors at 12% 

for years 1 to 3 respectively : o0.893, 0.797 and 0.712) (Nov. 2009)(Nov. 2009)(Nov. 2009)(Nov. 2009)                     

AnswerAnswerAnswerAnswer 
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Value of XYX business on the basis of PV of Cash flows = 

                   250(0.893) +300(0.797) + 400(0.712) = 747.15 Crores 

Value on the basis of shares = 1.50 Crores x 400 = Rs.600 Crores 

The business may be purchased in the valuation range of Rs.600 to Rs.745.15. . . .     

Q. No. 13.Q. No. 13.Q. No. 13.Q. No. 13. Following information are available in respect of XYZ Ltd which is 

expected to grow at a higher rate for 4 years after which growth rate will 

stabilize at a lower level: 

Base year information : 

Revenues                               Rs.2,000 Crores 

EBIT                                     Rs.   300 Crores 

Capital expenditure                 Rs.  280 Crores 

Depreciation                           Rs.200 Crores 

Information for high growth and stable growth period are as follows: 

 High growth  Stable growth 

Growth in Revenue and EBIT 20% 10% 

Growth in capital expenditure and 

depreciation  

20% Capital expenditure are 

offset by depreciation 

Risk free rate  10% 9% 

Equity beta  1.15 1 

Market risk premium 6% 5% 

Pre-tax cost of debt 13% 12.86% 

Debt equity ratio  1:1 2:3 

   

 

For all time, Working capital is 25% of revenue and corporate tax rate is 30%. 

What is the value of the firm? (May, 2010)(May, 2010)(May, 2010)(May, 2010) 

AnswerAnswerAnswerAnswer    

Calculation of Annual cash flow (Rs. Crores) 

Future years → 1 2 3 4 5 6 7 

EBIT 360 432 518 622 684 684(1.10)1 684(1.10)2 

Less TAX  108 130 156 187 205 205(1.10)1 205(1.10)2 
Less Cap. exp. net of dep. 96 115 138 166 - - - 

Less Working capital ↑ 100 120 144 173 104 104(1.10)1 104(1.10)2 
Cash flow  56 67 80 96 375 375(1.10)1 375(1.10)2 

Ke (first 4 years) = 10 + 1.5(6) = 16.90% 

Kd (first 4 years) = 13x0.70 = 9.10% 

Ko  (first 4 years) = 9.10 X 0.50  +  16.90 X 0.50  =  13 % 

Ke (after 4 years) = 9 + 1(5)    = 14% 

Kd (after 4 years) = 12.86x0.70 = 9.002% 

Ko  (after 4 years) = 9.002 X 0.40  +  14 X 0.60  =  12 % 

 

Value of 4 years cash flows  

= 56(0.885) + 67(0.783) + 80(0.693) +96(0.613)  = 216 Crores 
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Value of business in the beginning of 5th year :   375/(0.12 - 0.10) = 18750 

Present value of value of business in the beginning of 5th year  

                                                                     = 18750(0.613) 11494 Crores  

Total value of business = 216 + 11494 = 11710 Crores 

MERGER & ACQUISITIONMERGER & ACQUISITIONMERGER & ACQUISITIONMERGER & ACQUISITION    

 

MERGER: “If the member of two companies join together so that they all become 

members of one company which owns the assets and liabilities of two previously 

separate companies, there is said to be a merger. ( in Accounting the term merger is 

referred as Amalgamation/ Absorption) 

ACQUISITION: If one company acquires a part of other company’s total business or 

acquires shares of the other company, it is termed as acquisition. 

Sometimes, the term acquisition is used for what in fact is merger. 

    

Q.No.14Q.No.14Q.No.14Q.No.14(a):(a):(a):(a): Total earnings of A Ltd. Rs.10,00,000. No. of equity shares 2,00,000. 

P.E. ratio=5. find (i) EPS & (ii) Market price per equity share. 

    

Answer (Answer (Answer (Answer (i) Rs. 5.00 (ii) Rs.25.00 

    

Q.No.14Q.No.14Q.No.14Q.No.14    (b):(b):(b):(b): EPS Rs. 10, market price per share Rs. 80. P.E. Ratio? 

Answer: Answer: Answer: Answer: 8    

    

    Q.No.14Q.No.14Q.No.14Q.No.14    (c)(c)(c)(c): EPS Rs.10. P.E. Ratio 5. Market price per share? 

    

Answer: Answer: Answer: Answer: Rs. 50    

    

Q.No.14Q.No.14Q.No.14Q.No.14(d)(d)(d)(d): A Ltd. acquires B Ltd. Using the data given below, find EPS of combined 

business: (assume ER* = 1.10) 

                                                        A                                   B 

Earnings       Rs. 10,00,000             Rs.5,00,000 

No. of shares     2,00,000                80,000 

    

****(No. of shares of acquirer to be issued for one share of acquired) 

 

Answer Answer Answer Answer :[10,00,000 + 5,00,000] / [(2,00,000) +(80000)(1.10)]=Rs.5.21 

    

Q.No.14Q.No.14Q.No.14Q.No.14    (e)(e)(e)(e): Find EPS of Q.No.14 (d) assuming synergy gain of 5 %. 

    

Answer: Answer: Answer: Answer: [[[[15,00,000][1.05] / [(2,00,000) +(80000)(1.10)]=Rs.5.47 

 

Q.No.14Q.No.14Q.No.14Q.No.14    (f)(f)(f)(f): Assuming PE ratio of combined business to be 10, find market price per 

share of combined business in Q.No.14(d). 

    

AnswerAnswerAnswerAnswer: : : : Rs.52.10    
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Q.No.14 Q.No.14 Q.No.14 Q.No.14 (g)(g)(g)(g): Assuming PE ratio of combined business to be 9, find MP per share of 

combined business for Q.No.14 (e).  

    

Answer:Answer:Answer:Answer: Rs.49.23 

 

MaximumMaximumMaximumMaximum    Exchange ratioExchange ratioExchange ratioExchange ratio    

    

Q.No.Q.No.Q.No.Q.No.15151515    (a)(a)(a)(a): A Ltd. acquires B Ltd. PE Ratio pf combined business =10. Find the 

maximum exchange ratio acceptable to the shareholders of A Ltd. 

      A   B 

Earnings     Rs.10,00,000  Rs. 5,00,000 

No. of shares          2,00,000          80,000 

Price per share (before acquisition)     40                        50 

A Teaching note forA Teaching note forA Teaching note forA Teaching note for    understanding of the counderstanding of the counderstanding of the counderstanding of the concept of maximum Exchange rationcept of maximum Exchange rationcept of maximum Exchange rationcept of maximum Exchange ratio:::: 

 To preserve their wealth, the shareholders of A Ltd. would like that minimum price 

per share after acquisition should be Rs.40. Price earning ratio would be 10.So 

minimum EPS should be 4. Earnings of the combined business would be 

Rs.15,00,000. For EP to be Rs.4, number of equity share should be 3,75,000. So A 

Ltd. should issue 175000 shares. ER should be 1,75,000/80,000 i.e. 2.1875. A Ltd. 

should issue its 2.1875 shares for each share of B Ltd. This is maximum ER. If ER 

will exceed this, shareholders of A Ltd would be sufferer and hence they won’t 

accept the acquisition proposal. For example suppose ER is 2.5 i.e. Shareholders of 

B Ltd will get 2,00,000 shares . Total No. of shares after acquisition =4,00,000. EPS= 

3.75. MP Rs37.50. A person who was holding 1 share of A Ltd. before acquisition, he 

will continue to hold 1 share of A Ltd. after acquisition. Before acquisition his wealth 

was Rs.40, after acquisition his wealth will be 37.50. This proposition won’t be 

acceptable to him and he will oppose the acquisition. 

 

Let P1   = MP per share of the acquirer (Before acquisition) 

Let E1   = Earnings (for equity shareholders) of acquirer (before  acquisition) 

Let E2   = Earnings (for equity shareholders) of acquired (before acquisition) 

Let E12 = EPS of combined business 

ER        = Exchange ratio (No. of shares of acquirer to be issued for one    

              Share of acquired) 

N1        = No. of equity shares of the acquirer before acquisition 

N2        = No. of shares of the acquired 

 

To find maximum exchange ratio, we solve the following equation for ER: 

               [E1 +E2]                                            

P1 = ---------------------- X [PE ratio12]   

           [N1 + N2 (ER)]   

AnswerAnswerAnswerAnswer    to Q.No.15to Q.No.15to Q.No.15to Q.No.15(a):(a):(a):(a):    

To find maximum exchange ratio, we solve the following equation for ER: 

               [E1 +E2]                                            

P1 = ---------------------- X [PE ratio12]   

           [N1 + N2 (ER)]   
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             10,00,000 + 5,00,000 

40 = ----------------------- x 10 

          (2,00,000) + (80,000xER) 

Solving the equation, ER = 2.1875 

Q.NoQ.NoQ.NoQ.No.15.15.15.15(b)(b)(b)(b): Redo Q.no.15 (a) assuming synergy gain of 5%. 

    

Answer:Answer:Answer:Answer:    

 To find maximum exchange ratio, we solve the following equation for ER: 

          [E1 +E2][1+synergy gain rate]                                            

P1 = -----------------------------X [PE ratio12]   

           [N1 + N2 (ER)]   

    

          [10L + 5L] x [1.05] 

40 = ----------------------- x 10 

          (2,00,000) + (80,000xER) 

Solving the equation, ER = 2.421875 

    

MinimumMinimumMinimumMinimum    Exchange ratioExchange ratioExchange ratioExchange ratio    

 

 Q.NoQ.NoQ.NoQ.No.15.15.15.15(c)(c)(c)(c): Find minimum exchange ratio acceptable to shareholders of B, assuming 

no synergy gain, in Q.No.15 (a). 

 

A TeachingA TeachingA TeachingA Teaching    note for understanding of the concept of minimum Exchange note for understanding of the concept of minimum Exchange note for understanding of the concept of minimum Exchange note for understanding of the concept of minimum Exchange ratioratioratioratio:::: 

Let P2   = MP per share of the acquired (Before acquisition) 

Let E1   = Earnings (for equity shareholders) of acquirer (before  

               acquisition) 

Let E2   = Earnings (for equity shareholders) of acquired (before  

               acquisition) 

Let E12 = EPS of combined business 

ER        = Exchange ratio (No. of shares of acquirer to be issued for one    

              Share of acquired) 

N1        = No. of equity shares of the acquirer before acquisition 

N2        = No. of shares of the acquired 

 

To find minimum exchange ratio, we solve the following equation for ER:  

               [E1 +E2]                                            

P2 = ---------------------- X [PE ratio12] X ER  

           [N1 + N2 (ER)]   

    

AnswerAnswerAnswerAnswer to Q.No.15 (c) 

 

To find minimum exchange ratio, we solve the following equation for ER:  

               [E1 +E2]                                            

P2 = ---------------------- X [PE ratio12] X ER  

           [N1 + N2 (ER)]   
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                 10,00,000 + 5,00,000 

50 = ----------------------- x (10 x ER) 

          (2,00,000) + (80,000xER) 

Solving the equation, ER = 0.909091 share 

 

Q.No.16Q.No.16Q.No.16Q.No.16:  Using the following information, draw maximum exchange ratio line and (ii) 

minimum exch. ratio line assuming PE ratio of the combined firm to be 10,11,12 or 

15 assume A acquires B ) 

 Firm A  Firm B 

Total earnings  Rs.18m Rs.6m 

No. of shares  9m 6m 

EPS Rs.2 Re.1 

PE ratio 12  8 

MP/share  Rs.24 Rs.8 

    

AnswerAnswerAnswerAnswer::::    

To find maximum exchange ratio, we solve the following equation for ER using 

various possible PE ratios of the combined business; 

               [E1 +E2]                                            

P1 = ---------------------- X [PE ratio12]   

           [N1 + N2 (ER)]   

 

                   [18m + 6m] 

24 = --------------------- X [PE ratio12] 

              [(9m) + (6m) (ER)] 

 

Taking PE ratio12 as 10 maximum exchange ratio works out to be 0.17 

Taking PE ratio12 as 11, maximum exchange ratio works out to be 0.33 

Taking PE ratio12 as 12, maximum exchange ratio works out to be 0.50 

Taking PE ratio12 as 15, maximum exchange ratio works out to be 1.00 

 

As price earning ratio (of the combined business) increases, maximum exchange 

ratio increases. The reason is increase in price earning ratio results in increase in 

the price of share of purchasing company (combined business). Hence the 

shareholders of purchasing agree to issue more no. of shares for each share of 

vendor co. 

To find minimum exchange ratio, we solve the following equation for ER using 

various possible PE ratios of the combined business; 

                                            [E1 +E2]                                            

                           P2 = ---------------------- X [PE ratio12] X ER  

                                         [N1 + N2 (ER)]   

 

         [18m + 6m] 

8 = --------------------- X [PE ratio12] X ER 

         [(9m) + (6m) (ER)]                                                                                                        
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Taking PE ratio12 as 10, minimum exchange ratio works out to be 0.375 

Taking PE ratio12 as 11, minimum exchange ratio works out to be 0.330 

Taking PE ratio12 as 12, minimum exchange ratio works out to be 0.300 

Taking PE ratio12 as 15, minimum exchange ratio works out to be 0.230 

 

As price earning ratio (of the combined business) increases, minimum exchange ratio 

decreases. The reason is increase in price earning ratio results in increase in the 

price of shares of combined business. Hence, the shareholders of the vendor co, get 

compensated by less no. of shares.  

 

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. In the above 

example: 

 

 

                                                (12)(18m) + (8) (6m) 

Weighted average PE Ratio = ---------------------- = 11 

                                                       (18m+6m) 

 

 

 

 

 
    

    

QQQQ. N. N. N. Noooo. 17. 17. 17. 17:::: XYZ Ltd. is considering merger with ABC Ltd. XYZ Ltd.‘s shares are 

currently traded at Rs.20. It has 2,50,000 shares outstanding and its earnings after 
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taxes amount to Rs.5,00,000. ABC Ltd. has 1,25,000 shares outstanding , its current 

market price is Rs. 10 and its EAT are Rs.1,25,000. 

The merger will be effected by means of s stock swap (exchange). ABC Ltd, has 

agreed to a plan under which XYZ will offer the current market value of ABC’s 

Shares.  

(i) What is the pre-merger EPS and PE ratios of both the companies 

(ii) If ABC’s PE ratio is 6.40, what is its current market price? What is the 

exchange ratio? What will XYZ’s post-merger EPS be? 

(iii) What should be the exchange ratio, if XYZ’s pre-merger and post-merger 

EPS are to be the same?     (May,2003)(May,2003)(May,2003)(May,2003) 

    

AnswerAnswerAnswerAnswer: (i): (i): (i): (i)    

 XYZ ABC 

EPS  Rs.5,00,000/2,50,000 = 2 Rs.1,25,000/1,25,000 =1 

PE ratio  Rs.20 / Rs.2 = 10 Rs.10 /Re.1 = 10 

 

(ii) (ii) (ii) (ii) ABC’s PE =6.40. ABC’s EPS = Re.1.00  ABC’s current MP = 6.40 

MP based Exchange ratio = Rs.6.40/Rs.20 = 0.32 

XYZ should issue its 0.32 share for each share of ABC. 

Post-merger EPS OF XYZ = (6,25,000)/[(2,50,000)+(1,25.000(0.32)) 

                                        = Rs. 2.16 

(iii) (iii) (iii) (iii) Pre-merger EPS of XYZ = Rs.2 

      Post merger EAT = Rs.6,25,000 

    

For post-merger to be Rs.2, no. of shares in post-merger XYZ should be 

3,12,500. Existing no. of shares = 2,50,000. Hence, no. of shares to be issued = 

3,12,500 -2,50,000 = 62,500 

Exchange ratio = 62,500/1,25,000 = 0.50.                                                                              

XYZ should issue its 0.50 share for each share of ABC. 

    

Q.NQ.NQ.NQ.No.18o.18o.18o.18::::    M Co. Ltd, is studying the possible acquisition of N Co. Ltd by way of 

merger. The following data are available in respect of the companies: 

 M N 

EAT 80.00,000 24,00,000 

No. of equity shares  16,00,000  4,00,000 

Market value per share           200           160 

(i) If the merger goes through the exchange of equity and the exchange ratio 

is based on the current market price, what is the new earning per share 

for M Co Ltd? 

 

(ii) N Co. Ltd wants to be sure that the earnings available to its shareholders 

will not be diminished by the merger, what should be the exchange ratio in 

that case. (Nov.2003)Nov.2003)Nov.2003)Nov.2003) 

Answer Answer Answer Answer     

(i) MP based exchange ratio = 0.80 

                        80,00,000 + 24,00,000 

New EPS = ------------------------ = 5.42 
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                  (16,00,000) + (4,00,000x0.80) 

(ii) M should issue its 1.20 share for each share of N. 

AN IMPORTANT POINT ABOUT EXCHANGE RATIOSAN IMPORTANT POINT ABOUT EXCHANGE RATIOSAN IMPORTANT POINT ABOUT EXCHANGE RATIOSAN IMPORTANT POINT ABOUT EXCHANGE RATIOS    

Exchange ratioExchange ratioExchange ratioExchange ratio    based on EPS of the acquired as well as acquirerbased on EPS of the acquired as well as acquirerbased on EPS of the acquired as well as acquirerbased on EPS of the acquired as well as acquirer: 

 

                                           EPS of acquired (before merger) 

EPS based exchange ratio = --------------------------- 

                                           EPS of acquirer (before merger) 

 

When the shares are issued in this ratio: (other factors remaining unchanged, no 

synergy gain) 

 (i) There is no change in EPS of the acquirer  

(ii) There is no change in ‘EPS per old share’ in case of acquired. 

Exchange ratio based on MP per share of theExchange ratio based on MP per share of theExchange ratio based on MP per share of theExchange ratio based on MP per share of the    acquired as well as acquireracquired as well as acquireracquired as well as acquireracquired as well as acquirer: 

 

                                         MP per share of acquired (before merger) 

MP based exchange ratio = --------------------------------- 

                                         MP per share of acquirer (before merger) 

When the shares are issued in this ratio: (other factors remaining unchanged) 

 (i) There is no change in MP per share of the acquirer  

(ii) There is no change in the wealth of the shareholder of acquired. 

    

Q. No.Q. No.Q. No.Q. No.19191919: : : : The following information is provided related to the acquiring Firm Mark 

Limited and target firm Mask Ltd: 

 Mark   Mask  

EAT (Rs.)  2000 Lakhs 400 Lakhs 

No. of shares outstanding  200 lakhs  100 lakhs  

P/E Ratio ( times ) 10 5 

Required (i) what is the swap ratio based on current market prices? (ii) What is the 

EPS of Mark Ltd after acquisition? (iii) what is the expected market price per share 

of Mark Ltd after acquisition, assuming PE ratio of Mark Ltd. remains unchanged? 

(iv) Determine the market price of the merged firm. (v) Calculate gain/loss for 

shareholders of the two independent companies after acquisition. (8 Marks)    

(Nov.2004)(Nov.2004)(Nov.2004)(Nov.2004)    

    

Answer Answer Answer Answer     

(i) 0.20 

(ii) [(2000L + 400L)] / [(200L) + (100 x0.20)] = 10.91 

(iii) MP = 10x10.91 =109.10  

(iv) Market value of the merged firm = 220 L x 109.10 i.e. 24002 L  
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Impact on the wealth of the shareholders 

 Mark  Mask 

Wealth before merger     200 L shares @ Rs.100 i.e. 

Rs.20000L 

100 L shares @ Rs. 20 

i.e. 2000L 

Wealth after merger 200 L shares @ Rs.109.10 i.e. 

 Rs.21820 L 

20 L shares @ Rs.109.10 

i.e. 

Rs.2,182 L 

Impact  + Rs.1820 + 182 L 

    

Q. No. 20:Q. No. 20:Q. No. 20:Q. No. 20:    Reliance Industries Ltd. (RIL) is considering a takeover of Sunflower 

Industries Ltd.(SIL), the particulars are given below: 

 

    RILRILRILRIL    SILSILSILSIL    

EAT Rs.20,00,000 Rs.10,00,000 

Equity Shares o/s 10,00,000 10,00,000 

EPS 2 1 

PE Ratio 10 5 

 

(i) What is the market value of each company before merger? 

(ii) Assume that the management of RIL estimates that the shareholders of SIL will 

accept an offer of one share of RIL for four shares of SIL. No synergic gain. What is 

the market value of the post merger RIL? What is the new price per share? Are the 

shareholders of RIL better or worse off? 

(iii) Due to synergic gain, the management of RIL estimates that the earnings will 

increase by 20%. What is the new Post-merger EPS and price per share? Will the 

shareholders be better off or worse than before merger? (May, 2006)(May, 2006)(May, 2006)(May, 2006)    

    

AnswerAnswerAnswerAnswer    

(i)        MV of RIL before merger = 1000000 shares @ 20 = Rs. 2,00,00,000 

     MV of SIL before merger = 1000000 shares @ 5   = Rs. 50,00,000 

 

 

 

(ii)    

MV of RIL after merger =  

                             Rs. 20000000 + Rs. 50,00,000 = Rs. 2,50,00,000                                     

No. of shares of RIL after merger =  

10,00,000 (existing)+2,50,000 (new shares issued to shareholders of SIL) = 

12,50,000 

MV per share of RIL after merger = Rs.2,50,00,000 / 12,50,000 = Rs.20 

Shareholders of RIL are neither better nor worse off. 
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We can arrive at same answer in an alternative way : 
Post merger PE = weighted average PE ratio, weights being the respective earning 

of the two companies. 

 PE ratio ( X)  Earnings ( W)   XW 

RIL 10 20,00,000 2,00,00,000 

SIL 5 10,00,000  50,00,000 

Total   30,00,000  2,50,00,000 

Post merger PE ratio : 2,50,00,000 / 30,00,000 = 8.3333Post merger EPS = post 

merger earnings / post merger no. of shares 

                             = 30,00,000 / 12,50,000 =2.40 

Post merger M V per share of RIL = 2.40 x 8.3333 = 20 

The share holders of RIL are neither better nor worse off. 

 

(iii) Post merger EPS of RIL = 2.40 x 1.20 = 2.88   

Assuming that post merger PE ratio of RIL = weighted average PE ratios of the two 

companies (weights being their respective pre merger Earnings) i.e. 8.3333 

Post merger MV per share of RIL = 8.3333 x 2.88 = 24 

Shareholders of RIL are better off. The MV per share before merger was Rs.20, after 

merger it is Rs.24. 

Shareholders of erstwhile SIL are also better off. They have received 1 share of RIL 

(the value of which is 24) against 4 shares of SIL (the value of which was Rs.20, i.e. 

4 shares of SIL @ Rs.5)    

    

Q. No. Q. No. Q. No. Q. No. 21212121:::: The following information is provided relating to the acquiring company 

Efficient Ltd and target company Healthy Ltd. 

 Efficient Ltd  Healthy Ltd. 

No. of shares (FV Rs.10 each) 10.00L 7.50L 

Market capitalization  500L 750.00L 

PE ratio  10 5 

Reserve and Surplus  300L 165L 

Promoter’s holding                              

( No. of shares ) 

 4.75L 5.00L 

Board of Directors of both the companies have decided to give a fair deal to the 

shareholders and accordingly for swap ratio the weights are decided as 40%, 25% 

and 35% respectively for Earnings, Book vale and Market price of share of each 

company: 

(i) Calculate the swap ratio and also calculate promoter’s holding % after 

acquisition. 

(ii) What is the EPS of Efficient Ltd. after acquisition of Healthy Ltd? 

(iii) What is the expected market price per share and market capitalization of 

Efficient Ltd after acquisition, assuming P/E ratio of Firm Efficient Ltd 

remains unchanged? 

(iv)(iv)(iv)(iv) Calculate free float market capitalization of the merged firm. . . . (May (May (May (May 2005)2005)2005)2005)    
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Answer (i)Answer (i)Answer (i)Answer (i)    

 Efficient  Healthy  

No. of shares  10.00L 7.50 L 

MP per share  50 100 

PE ratio  10 5 

EPS 5 20 

EAT 50 L 150 L 

Paid up capital 

Reserve & surplus 

B V of all shares  

BV per share                

100 L 

300 L 

400 L 

40 

75 L 

165 L 

240 L 

32 

 

EPS based swap ratio = 20/5     = 4.00 

BV based swap ratio = 32/40   = 0.80 

MP based swap ratio = 100/50 = 2.00 

 

Weighted average swap ratio = 

(4x0.40) + (0.80x0.25) + (2x0.35) = 2.50 

 

For each share of Healthy, Efficient should issue its 2.50 shares.  

 

Total No. of shares after acquisition =  10 L + (7.50 L)(2.50) = 28.75 L 

 

Efficient’s promoters’ holding (%) 

          4.75 

                                                    L =     ------ x 100 = 16.52 

                                                                28.75  

 

Healthy’s promoters’ holding (%)  

     (5.00 L) x (2.50) 

= --------------- x 100 = 43.48 

      28.75  

 

Both companies promoters holding=60% 

    

(ii) (ii) (ii) (ii) EPS of Efficient Ltd. after acquisition of Healthy: 

                          50L + 150L 

                    = ------------- = Rs.6.9565 

                               28.75 

(iii) ((iii) ((iii) ((iii) (a) Market price per share of Efficient after take over  

           = PE Ratio x EPS = 10 x 6.96 = Rs.69.5652 

      (b) Market capitalization of efficient (after take over)  

            = Rs.69.5652 x 28.75L = Rs.2000L 

(iv) (iv) (iv) (iv) Free float market capitalization: 2000L x 0.40 = Rs.800L    
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Q. No.  Q. No.  Q. No.  Q. No.  22222222: : : : AFC Ltd wishes to acquire BCD Ltd. The issued share capital of the two 

companies consists of 10L and 5L shares respectively. 

 

(i)    Calculate the increase in the total value of BCD resulting from the acquisition on 

the basis of the following conditions: 

(a) Current expected growth rate of BCD Ltd………                7% 

(b) Expected growth rate of BCD (under New Management) …8% 

(c) Current market price of share of AFC:  Rs.100. 

(d) Current market price per share of BCD:   Rs.20 

(e) Current dividend per share of BCD: Re. 0.60. 

 

(ii)  On the basis of aforesaid conditions, calculate the gain or loss to the 

shareholders of both the companies, if AFC were to offer its one share for every 

four shares of BCD. 

 

(iii)  Calculate the gain to the shareholders of both the companies, if AFC pays Rs.22 

per share of BCD, assuming that (a) the price earning ratio of AFC remains 

unchanged (b) present EPS of AFC is Rs.8 and that of BCD is Rs.2.50 (c) AFC invests 

its cash to earn 10%. (May, 2007)(May, 2007)(May, 2007)(May, 2007) 

    

Answer (i)Answer (i)Answer (i)Answer (i)    

Assumption: the current dividend per share refers to the dividend that has just been 

paid. 

         0.60(1.07) 

Ke = --------- + 0.07  

              20  

Ke = 10.21% 

                                                   0.60(1.08) 

MP under new management = ----------------  = 29.32 

                                                 0.1021 – 0.08 

Increase in the total value of BCD = 5L(29.32 – 20) = Rs.46.60L 

                                                                

    

                                              (10L x 100)  + (5L x 29.32) 

(ii) Value per share of AFC = -------------------------- 101.92 

                                                   10 L + 5L(0.25) 

Gain to the shareholders of AFC = 10L(101.92 – 100 ) = Rs.19.20L 

Gain to the shareholders of BCD = 5L x 20 – 1.25L x 101.92 = Rs.27.40L 

 

(iii)PE ratio = 12.50 

                    (10L x 8) + (5L x 2.50) – 110L x 0.10   

New EPS = ------------------------------- = 8,15 

                                          10L 

MP per share = 8,15 x 12.50 = Rs.101.875 
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Gain per share to the holder of one share of AFC 

                             = Rs.101.875 – Rs.100 = Rs.1.875 

Gain per share to the holder of one share of BCD 

                             = Rs.22 – 20 = Rs.2 

    

Q. No. 23Q. No. 23Q. No. 23Q. No. 23:::: The following information is relating to Fortune India Ltd. having two 

division, viz. Pharma Division and Fast Moving Consumer Goods Division (FMCG 

Division). Paid up share capital of Fortune India Ltd. is consisting of 3,000 Lakhs 

equity shares of Re. 1 each. Fortune India Ltd. decided to de-merge Pharma Division 

as Fortune Pharma Ltd. w.e.f. 1.4.2005. Details of Fortune India Ltd. as on 31.3.2005 

and of Fortune Pharma Ltd. as on 1.4.2005 are given below: 

 

 Fortune Pharma  

Ltd (Rs Lakhs) 

Fortune India  

Ltd (Rs.Lakhs) 

Outside liabilitiesOutside liabilitiesOutside liabilitiesOutside liabilities    

Secured Loans 

Unsecured Loans 

CL & Provisions 

 

  400 

2,400 

1,300 

 

 3,000 

    800 

21,200 

AssetsAssetsAssetsAssets    

FA 

Investments 

CA 

Loans and advances 

Deferred tax / Misc. Exps. 

 

7,740 

7,600 

8,800 

   900 

     60 

 

20,400 

12,300 

30,200 

 7,300 

 (200) 

 

Board of Directors of the Company have decided to issue necessary equity shares of 

Fortune Pharma Ltd. of Re. 1 each, without any consideration to the shareholders of 

Fortune India Ltd. For that purpose following points are to be considered: 

 

1. Transfer of Liabilities & Assets at Book value. 

 

2. Estimated Profit for the year 2005-06 is Rs. 11,400 Lakh for Fortune India Ltd. & 

Rs.1,470 lakhs for Fortune Pharma Ltd. 

 

3. Estimated Market Price of Fortune Pharma Ltd. is Rs. 24.50 per share.     

 

4. Average P/E Ratio of FMCG sector is 42 & Pharma sector is 25, which is to be 

expected for both the companies. 

Calculate:  

1111.  The Ratio in which shares of Fortune Pharma are to be issued to the  

      shareholders of Fortune India Ltd. 

2.2.2.2.  Expected Market price of Fortune India Ltd. 

3333.  Book Value per share of both the Companies immediately after    

     Demerger. ((((Nov. 2005)Nov. 2005)Nov. 2005)Nov. 2005)    
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TeachingTeachingTeachingTeaching    note: note: note: note: Not to be given in the exam as part of answer to this question. Spin 

off is a special form of demerger. In this form, the purchase consideration received 

for the demerged business is distributed among the shareholders of the parent 

company....    

    

Answer: Answer: Answer: Answer: (1)(1)(1)(1)     

PE ratio of Fortune Pharma Ltd = 25 

25 = MP per share / EPS 

25 = 24.50 / EPS 

EPS = 0.98 

No. of shares of Fortune Pharam = 1470 Lakhs / 0.98 = 1500 L. 

Shareholders holding 3000 L shares of the Fortune India Ltd. will get 1500 L shares 

of Fortune Pharma Ltd.. Exchange ratio : 0.50 share of Fortune Pharma for each 

share of Fortune India Ltd. 

    

(2)(2)(2)(2)  

EPS of Fortune India Ltd. (after demerger) = 11400 L / 3000 L = 3.80     

PE ratio = 42.  

MP per share of Fortune India Ltd. (after demerger) = 3.80 x 42 = 159.60 

    

(3) (3) (3) (3)     

Net assets of Fortune Pharma Ltd (after demerger):  

      7740L+7600L+8800L+900L+60L –400L-2400L-1300L = 21000L 

 

BV per share of Fortune Pharma Ltd =    21000 L / 1500 L = 14 

 

Net assets of Fortune India Ltd ( before demerger):                               

20400L+12300L+30200L+7300L –200L –3000L-800L-21200L = 45000L  

 

Net assets of Fortune India Ltd ( after demerger ): (Rs. L ) 45000-21000 =24000  

 

BV per share of Fortune India ( after demerger)  =    24000 L / 3000 L = 8 

    

Q. No. Q. No. Q. No. Q. No. 24242424    AB Ltd. has recently approached the shareholders of CD Ltd. which is 

engaged in the same line of business as that of AB Ltd. with a bid of 4 new shares in 

AB Ltd. for every 5 CD Ltd. shares or a cash alternative of Rs.36 per share. Past 

records of earnings of CD Ltd. had been poor and the company’s shares have been 

out of favor with the stock market for some time. 

 

 

 

 

 

 

 

 

 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 27

Pre bid information for the year ended 31.3.2006 are as follows: 
 

 AB CD 

  Lakhs Lakhs 

Equity share capital 60 170 

Number of shares 24 17 

Pre-tax profit 125 110 

P/E Ratio 11 7 

Estimated post tax cost of Equity Capital per Annum  12% 10% 

 

Both AB Ltd. and CD Ltd. pay income tax at 30%. Current earnings growth forecast 

is 4% for the foreseeable future of both the Companies.  

 

Assuming no synergy exists, you are required to evaluate whether proposed share to 

share offer is likely to be beneficial to the shareholders of both the companies using 

merger terms available. AB Ltd.’s directors might expect their own pre bid P/E ratio 

to be applied to combined earnings.  

Also comment on the value of the two Companies from the constant growth form of 

dividend valuation model assuming all earnings are paid out as dividends.                

(Nov. 2007)(Nov. 2007)(Nov. 2007)(Nov. 2007)    

    

Answer Answer Answer Answer     

Table showing market value after merger on the basis of PE ratioPE ratioPE ratioPE ratio    

 

 AB CD Combined  

PAT  Rs.87.50L (1.04) Rs.77L (1.04) 164.50 (1.04) 

No. of shares  

Rs.2.50 per share 

Rs.10 per share 

 

        24L 

 

 

17L 

 

    37.60L 

EPS Rs.3.65 (1.04) 4.53 (1.04) 4.375(1.04) 

PE ratio 11 7 11 

MP per share  41.756 32.9784 50.05 

 

Wealth of the shareholders of AB 

                           Before merger:     24L x 41.756 = Rs.1002.144L 

                           After merger   :     24L x 50.05  =  Rs.1201.20L  

 

Wealth of the shareholders of CD 

                           Before merger:     17L x 32.9784  = Rs.560.6328L 

                           After merger   :     13.60L x 50.05 = Rs.680.68L 

Shareholders of both the companies are benefited from the merger. 

    

    

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 28

Dividend growth Model:Dividend growth Model:Dividend growth Model:Dividend growth Model:    

Pre – bid per-share Valuation based on constant growth form of dividend: 

                          3.65(1.04) 

AB       :       --------------   = Rs.47.50 

                          0.12 – 0.04 

                          4,53 (1.04) 

CD       :       --------------   = Rs.78.50 

                          0.10 – 0.04 

Post bid per share valuation: 

AB       : [24L x 47.50   + 17L x 78.50] / 37.60L = Rs.65.81  

 

Wealth of the shareholders of AB 

                           Before merger:     24L x 47.50 = Rs.1140.00L 

                           After merger   :     24L x 65.81   = Rs.1579.44L  

 

Wealth of the shareholders of CD 

                           Before merger:     17L x 78.50 = Rs.1334.50 L 

                           After merger   :     13.60L x 65.81 = Rs.895.016L 

As per this method, the shareholders of CD will suffer loss and hence, would not 

agree for the merger. They will not accept even cash offer of Rs.36 per share as it is 

much below the market price of Rs.78.50. 

    

Q. No. 25Q. No. 25Q. No. 25Q. No. 25: : : : Murari Ltd is engaged in the business of manufacturing Tables and Chairs. 

It has two wholly owned subsidiaries Table Ltd and Chair Ltd, which have not started 

doing any business. The BALANCE SHEET of Murari Ltd as on 31st Dec. 2007 was 

as follows: 

 

Share capital  5,00,000 FA 2,44,000 

Reserve and surplus 4,28,000 Investments in Table Ltd  

(shares of Rs.5 each) 

1,00,000 

Mortgage loan  1,00,000 Investments in Chair Ltd  

(shares of Rs.10 each) 

1,00,000 

Crs. 9,20,000 Stock  9,44,000 

Owing to 

subsidiaries  

2,00,000 Drs.  3,96,000 

  Cash  3,64,000 

Total  21,48,000  21,48,000 

    

The two managing directors Ras Bihari ji and Shyam Sunder ji who own 30% and 

70% respectively of the share capital of Murari Ltd decided to reconstruct the 

company by liquidating it and allowing Ras Bihari ji to take over Tables Ltd and 

Shyam Sunderji Chairs Ltd for further exploitation of the opportunities present in the 

business. 

 

As a part of the arrangement, it was decided that the respective trade assets apart 

from cash and liabilities will be transferred to the two subsidiaries and the inter 
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company debt will be waived. Liquidation expenses Rs.22,000. The shares of the 

subsidiaries’ and the balance of cash will be distributed by the liquidator to Ras 

Bihariji and Shyam Sunder ji.  

 

It was further decided that in the first instance Table Ltd will receive stock worth 

Rs.1,50,000 and Chair Ltd will take over the mortgage loan. The remainder of the net 

assets will be transferred to Table and Chair  in the ratio of 65 % and 35% 

respectively with the commercial property included in the FA at Rs.1,00,000 will be 

transferred to Chair Ltd  at its current value of Rs.4,40,000. 

As for as his cash distribution pool permits, each Managing Director then purchase, 

at net assets value, those shares of his own company distributed by the liquidator to 

his former colleague. 

    

Find the final shareholding of each of Ras Bihari Ji and Shyam Sunder ji in each of 

Table Ltd and Chair Ltd.    

    

AnswerAnswerAnswerAnswer    

Distribution of Net assets between the two subsidiaries: 

 Table  Chair  

Stock 1,50,000  

Mortgage loan  -1,00,000 

F.A. 1,44,000   4,40,000 

Crs. -7,78,900 -1,41,100 

Stock 7,94,000  

Drs. 3.96,000  

Total  7,05,100 1,98,900 

    

Book value per share Table): 7,05,100 / 20,000 = 35.255 

Book value per share (Chair): 1,98,900 / 10,000 =19.89 

Distribution among shareholders  

 Ras Bihariji Shyam Sunderji 

E shares of Table 6,000 14,000 

E shares of Chair 3,000 7,000 

Cash  1,02,600 2,39,400 

 

Ras Biharji will purchase 1,02,600 /35.255 i.e. 2910 shares of 

Table Ltd from Shyam Sunderji. 

Shyam Sunderji will purchase 3000 shares of Chair Ltd from Ras 

Bihariji for 3000x19.89 i.e. Rs.59,670 

Total cash available with Ras Bihariji : 

Cash from liquidator                                                   1,02,600 

Sale of shares of Chair                                                  59,670 

Purchase of 2910 shares of Table                              - 102,592 

                                                                                   59,678 

Ras Biharji will purchase 59,678/35.255 i.e. 1692 shares of Table 

Ltd from Shyam Sunderji. 
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Final Shareholding (Table) 

 Ras Bihariji Shyam Sunderji 

Shares received from the Liquidator 6,000 14,000 

Shares sold to / purchased from former 

colleague  

+2,910 -2,910 

-------do------- +1,692 -1,692 

 10,602 9,398 

 

Final Shareholding (Chair) 

 Ras Bihariji Shyam Sunderji 

Shares received from the Liquidator 3,000 7,000 

Shares sold to / purchased from former 

colleague  

-3,000 +3,000 

 Nil 10,000 

    

QQQQ....    No.No.No.No.26262626: : : : The CEO of Ganga Ltd is considering the acquisition of Yamuna Ltd. The 

basic data of the two companies are given as follows: 

          

 Ganga Ltd Yamuna Ltd  

No. of shares  2,00,000 1,20,000 

Share price  Rs.450 Rs.100 

Expected EPS Rs.25  Rs.7.50 

Expected Dividend per share  Rs.15 Rs.5.25 

 

The above data assumes 5% p.a. growth in the earnings and dividends. However, 

under the new management, the growth will be 7.50% without any further 

investment. The exchange ratio of 1 for 3 is being considered. Find the cost of 

acquisition. What is the gain from the acquisition? 

    

AnswerAnswerAnswerAnswer    

Teaching note – not to be given in the exam: The term cost here means “value of 

purchase consideration – value of target company standalone.  

The term gain here means “value of the merged firm – value of purchasing company 

standalone - value of target company standalone” 

    

Per share value of Yamuna Ltd (under new management): 

(i)                   5.25 

          Ke =--------- + 0.05 = 10.25%  

                       100 

                            5.25(1/1.05) (1.075) 

Value (Under new management) = ------------------ = 195.45 

                                                          0.1025 – 0.075 
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Value per share of Ganga (after acquisition)  

                         (2,00,000 x 450) + (1,20,000 x 195.45) 

                     = -------------------------------- = 472.725 

                                              2,40,000 

Cost = (40,000 x 472.725) – (1,20,000 x 100) = Rs.69.09,000 

Gain = 240000 x 472.725 - 2,00,000 x 450  - 120000 x100 = 1,14,54,000 

 

Q. No.27Q. No.27Q. No.27Q. No.27. . . . BA Ltd and DA Ltd both the companies operate in the same industry. 

The Financial statements of both the companies for the current financial year are 

as follows:        

BALANCE-SHEET 

Particulars  BA Ltd. DA Ltd 

Current assets 14L 10L 

Fixed assets ( net) 10L 5L 

                                             Total ( Rs) 24L 15L 

Equity capital ( Rs. 10 each) 10L 8L 

Retained earnings  2L - 

14%Long term debt 5L 3L 

Current liabilities  7L 4L 

                                           Total ( Rs.) 24L 15L 

INCOME STATEMENT  

Net sales 34.50L 17.00L 

Cost of goods sold 27.60L 13.60L 

Gross profit  6.90L 3.40L 

Operating expenses 2.00L 1.00L 

Interest 0.70L 0.42L 

EBT 4.20L 1.98L 

 EAT  2.10L 0.99L 

Additional Information  

No. of equity shares 1,00,000 80,000 

Dividend pay-out ratio (D/P)  40% 60% 

Market price per share Rs.40 Rs15 

Assume both companies are in the process of negotiating a merger through an 

exchange of equity shares. You have been asked to assist in establishing 

equitable exchange terms and you are required to: 

(i) Decompose the share price of both the companies into EPS and P/E 

components; and also segregate their EPS figures into Return on 

Equity (ROE) and book value/intrinsic value per share components. 
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(ii) Estimate future EPS growth rates for each company 

(iii) Based on expected operating synergies BA Ltd estimates that the 

intrinsic value of DA’ s equity shares would be Rs.20 per share on its 

acquisition. You are required to develop a range of justifiable equity 

shares exchange ratios that can be offered by BA Ltd to the 

shareholders of DA Ltd. Based on your analysis in Part(i) and (ii) would 

you expect the negotiated terms to be closer to the upper or the lower 

exchange ratio limits and why? 

(iv) Calculate the post merger EPS based on the exchange ratio of 0.4:1 

being offered by BA Ltd. Indicate the immediate EPS accretion or 

dilution, if any, that will occur to each group  of the shareholders. 

(v) Based on a 0.40:1 exchange ratio and assuming that BA Ltd’s pre-

merger PE ratio will continue after the merger, estimate the post-

merger market price. Also show the resulting accretion or dilution in 

pre-merger market prices.                         ((((Nov. 2008Nov. 2008Nov. 2008Nov. 2008))))     

AnswerAnswerAnswerAnswer                                                                                                                            

(i and ii) Calculation of EPS, P/E ratio, Return on equity and Book value( also 

called as intrinsic value )     

 BA DA 

EAT 2,10,000 99,000 

No. of equity shares 1,00,000 80,000 

EPS 2.10 1.2375 

MP 40 15 

P,E. Ratio 19.0476 12.1212 

Book value per share 12,00,000/100,000 =12 8,00,000/80,000 = 10 

Return on equity  (2.10/12) x 100 = 17.50 (1.2375/10)x100 = 12.375 

Growth rate=                      

(1-Payout ratio)xROE  

(1-0.40) x 17.50 

=10.50% 

(1-0.60) x 12.375 = 4.95% 

(ii(ii(ii(iiiiii) Exchange ratio  

Based on intrinsic value of DA = 20/40 = 0.500 

Based on market price of DA = 15/40 = 0.375   

Market value based exchange ratio is more reliable as  if the other ratio is  

considered, all the benefit of synergies will go to DA.         

(i(i(i(iv) v) v) v) New EPS = (2,10,000 + 99,000) /(1,00,000 + 32000) = 2.341                                   
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  Impact on EPS 

 BA DA 

EPS before merger 2.10 1.2375 

EPS after merger  2.341 2.341 x 0.4 = 0.9364 

Gain / loss Gain : 0.241 Loss = 0.2977 

(v) (v) (v) (v) New market price = 2.341 x 19.0476 = 44.59 

Impact on wealth ( Market price ) 

 BA DA 

Wealth  before merger 40 15 

Wealth  after merger  44.59 44.59 x 0.40 = 17.84 

Gain / loss Gain : 4.59 Gain = 2.84 

    

Q. No.Q. No.Q. No.Q. No.28282828 Nand Lal and his family members hold 48% equity shares of Gokul Ltd.            

The management of the company is under their control. The equity share of the 

company is currently quoted at Rs.138. The total issued capital of the company               

is 1m equity shares of Rs.10 each. 

 

Barsana Ltd wishes to acquire Gokul Ltd. The acquisition will result in the                

synergy gain of Rs.12,00,000 per annum for years to come. The present value of 

these synergy gains is estimated at Rs.96,00,000. Moreover, Barsana Ltd feels          

that the present management of Gokul Ltd is overpaid and change of the   

management will result in annual savings of management salaries and                      

perquisites to the tune of Rs.6,00,000; the present value of the savings being 

estimated at Rs.48,00,000. 

 

What is the minimum price per share acceptable to the Nand Lal family? What                  

is the maximum price per share that Barsana Ltd should offer? 

 

AnswerAnswerAnswerAnswer:  

Nand Lal Family is holding 4,80,000 shares. Present value of extra gains is 

Rs.48,00,000 i.e. Rs.10 per share. Minimum Price per share Rs.148. 

 

Calculation of maximum Price per share to be offered by Barsana Ltd : 

                Market value                       138 x 10,00,000 

                Synergy gain                       96,00,000 

                Savings of over payments     48,00,000 

                            Total worth of 1 m shares        15,24,00,000 

Maximum price per  152.40 
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FINANCIAL RESTRUCTURINGFINANCIAL RESTRUCTURINGFINANCIAL RESTRUCTURINGFINANCIAL RESTRUCTURING1111        (Nov. 2008)(Nov. 2008)(Nov. 2008)(Nov. 2008)                                                                                                                                                                                                                                                                                                                            
“Financial restructuring relates to improvements in the capital structure of the 

firm.     

(i) An example of financial restructuring would be to add debt to lower 

the corporation's overall cost of capital.  

(ii) For otherwise viable firms under stress it may mean debt rescheduling 

or equity-for-debt swaps based on the strength of the firm.  

(iii) If the firm is in bankruptcy, this financial restructuring is laid out in the 

plan of reorganization.”2  

Financial restructuring typically is a recapitalization of the company’s balance 

sheet so that the company can focus on the business without constantly 

worrying about its finances.    Financial Restructuring is the restructuring of the 

capital base of the company. The basic nature of restructuring is a zero sum 

game. The entity’s losses are totaled and shared by various stakeholders. For 

example, if the total loss is Rs. 20,00,000, The debenture holders my reduce 

their claims of Rs.10,00,000 by 20%, Preference shareholders m ay reduce 

their claim of Rs. 10,00,000 by 25% and equity shareholders may their capital 

from Rs.Rs.10,00,000 to Rs. 4,50,000.                                                          

                    For successful financial restructuring For successful financial restructuring For successful financial restructuring For successful financial restructuring : 

• ensure the company has enough liquidity to operate. during 

implementation of a complete restructuring  

• produce accurate working capital forecasts  

• provide open and clear lines of communication with lenders who mostly 

control the company's ability to raise financing  

• update detailed business plan                                                                                     

 

 

 

 

 

                                       

1
 This term is referred as Internal Reconstruction  in Financial Reporting Paper. 

2
 Prof. Giddy 
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Q. No. 29:Q. No. 29:Q. No. 29:Q. No. 29: The Balance Sheet of Sunlight Co. Ltd. on 31
st
 December, 1975 stood as 

follows:- 

Share Capital:  Goodwill at cost 2,00,000 

(1) 10,000 7% Cumulative  

      Preference Shares of 

      Rs. 100 each 

 

 

10,00,000 

Plants & Machineries 

(less depreciation) 

 

18,00,000 

Stock 3,00,000 

(2) 20,000 Equity Shares 

      of Rs. 100 each  

 

20,00,000 

Debtors 4,50,000 

Preliminary Expenses, 

Commission, etc. 

 

6% Debentures 3,00,000 1,00,000 

Sundry Creditors 4,00,000 Cash 1,50,000 

Bank Overdraft  3,00,000 Profit & Loss A/c 10,00,000 

 40,00,000  40,00,000 

(Pref. Dividends are in arrear for 2 years.) 

 

The company in the past few years had suffered heavily due to slump and labor unrest but 

since the last quarter of 1975 finds the conditions turning towards and hopes to earn a 

revenue profit in future to release a reasonable dividend on equity share if adjusted to a 

reduced value. 

 

A re-organization was agreed to by all parties concerned and you are requested to frame a  

scheme of financial reconstruction taking into consideration the following points of 

agreement and results of revaluation:- 

(1)  Creditors to forego Rs. 50,000. 

(2)  Pref. shareholders to forego their claim for arrears of dividend and if loss to 

 Equity share holders tends to exceed 50% to lower their capital claim by 20% 

 at the maximum by reducing the nominal value in consideration of 9% 

 Dividend effective after re-organization.  

(3) Bank to convert the overdraft to a term loan to the extent as would raise the 

 current ratio to 2:1. 

(4)  Debentures will continue at the existing terms and denomination.  

(5)  Works, Plants and Machineries will be revalued at Rs. 15,00,000. 

(6) Debtors will be written off by Rs. 50,000 being bad. 

(7) Paid up value of Equity shares and Preference shares will be reduced  as would be 

warranted in the circumstances, the number of shares and their face values will remain 

unchanged. 

Your Scheme will show the necessary working re: the total loss and its distribution, the 

reorganization of Shares and Debentures, the revision of working capital and a Performa 

Balance Sheet of the company after implementation of your scheme.   (MAY 1981) 
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Answer :Answer :Answer :Answer : Scheme of Financial reconstruction                                                                                                  

(i) Net worth of the company :                                                                                                      

FA                                               15,00,000                                                                                        

Stock                                            3,00,000                                                                                                                                                    

Drs.                                              4,00,000                                                                                       

Cash                                             1,50,000                                                                                     

Deb.                                             -3,00,000                                                                                                        

Crs.                                              -3,50,000                                                                                                 

BO                                                -3,00,000                              14,00,000                                    

Capital invested by shareholders                                              30,00,000                                                 

Loss                                                                                           16,00,000                                                                  

Loss for pref. shareholders                                                       2,00,000 (Rs.20 per share) 

Loss for equity shareholders                                                  14,00,000 (Rs.70 per share)  

(ii) The paid up value of Equity shares may be reduced to Rs. 30 each and that of 

Preference shareholders to Rs. 80 each.                                                                                                     

(iv) Current ratio = 2 = [(Drs. + Cash + stock)] / [(Creditors + BO)]                                               

2  = [400000 +150000 +300000] /[350000 + BO]                                                                           

BO  = 75,000 .  The remaining amount of BO should be converted into loan 

B/S of the Sunlight Ltd (and reduced) as on ………. 

Liabilities  Amount   Assets  Amount  

Share capital :                        

Authorized :20,000 Equity 

shares of Rs. 100 each                                              

10000 Pref. shares                

of  Rs. 100 each 

 

  20,00,000 

  10,00,000 

FA 15,00,000 

Issued and subscribed : 

20000 equity shares of 

Rs.100  each Rs.30  paid                        

10,000 9% Pref. shares of 

Rs.100 each Rs.80  paid  

  

6,00,000 

 8,00,000   

14,00,000 

Stock  3,00,000 

6 % Debentures    3,00,000 Drs.  4,00,000 

Loan    2,25,000 Cash   1,50,000 

Crs.   3,50,000   

BO      75,000   

Total  23,50,000 Total  23,50,000 
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EXTRA PEXTRA PEXTRA PEXTRA PRACTICE (MUST DORACTICE (MUST DORACTICE (MUST DORACTICE (MUST DO))))    

    

Q. No. Q. No. Q. No. Q. No. 30303030:::: The summarized Balance Sheets of R Ltd. and P Ltd. for the year ending 

on 31.3.2000 are as under: 

 

 R P  R P 

 Rs. Lakhs Rs.Lakhs  Rs. Lakhs Rs. Lakhs 

E.S.C. (Rs.10 each) 24 12 FA 55 27 

8% PSC (Rs.10 each) 8  CA 25 23 

10% PSC (Rs.10 each) - 4    

Reserves 30 24    

CL 18 10    

 80 50  80 50 

 

The following information is provided: 

 R Ltd.  Rs. P Ltd.  Rs. 

(1)     (a) Profit before tax 10,64,000 4,80,000 

 (b) Taxation 4,00,000 2,00,000 

 (c) Preference dividend 64,000 40,000 

 (d) Equity dividend  2,88,000 1,92,000 

    

(2)(2)(2)(2) The equity shares of both the companies are quoted in the market. Both the 

companies are carrying on similar manufacturing operations. 

 

(3333) R Ltd. proposes to acquire P Ltd. as on 31.3.2000. The terms of are as under: 

(a)(a)(a)(a) Preference shareholders of P Ltd. will receive 8% preference shares of R Ltd. 

sufficient to increase the income of preference shareholder of P Ltd. by 10%. 

(b)(b)(b)(b) The equity shareholders of P Ltd. will receive equity shares of R Ltd. on the 

following basis: 

(i)(i)(i)(i)The equity shares of P Ltd. will be valued by applying to the earnings per share of 

P Ltd. 75% of price earnings ratio of R Ltd. based on the results of 1999-2000 of 

both the companies.    

(ii)(ii)(ii)(ii)       The market price of equity shares of R Ltd. is Rs. 40 per share. 

(iii)(iii)(iii)(iii) The number of shares to be issued to the equity shareholders of  

P Ltd. will be based on the above market value. 

(iv)(iv)(iv)(iv) In addition to equity shares, 8% preference shares of R Ltd. will be issued to the 

equity shareholders of P Ltd. to make up for the loss in income arising from the 

above exchange of shares based on the dividends for the year 1999-2000. For the 

next two years, no increase in the rate of equity dividend is expected. Find the 

exchange ratio. 
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AnswerAnswerAnswerAnswer::::    

Calculation of MP per share  

 R Ltd P Ltd 

PBT 10,64,000 4,80,000 

Tax 4,00,000 2,00,000 

PAT 6,64,000 2,80,000 

Preference Dividend 64,000 40,000 

Earnings for equity 

shareholders 

6,00,000 2,40,000 

No. of Equity 

shareholders 

2,40,000 1,20,000 

E Dividend  2,88,000 1,92,000 

E Dividend per share  1.20 1.60 

EPS 2.50 2 

MP per share (R Ltd) 40.00  

PE ratio (R Ltd) 16 12 (75% of PE ratio of R Ltd.) 

MP / share (P Ltd.) (for 

Purchase consideration)  

------ 24 

    

Calculation of PC: 

(i) No of equity shares to be issued : 

(1,20,000 x 24) / 40 = 72,000 shares 

    (ii)      Total equity dividend received by shareholders of P = 1,92,000 

              E Dividend on above calculated 72,000 shares = 72,000 x 1.20 

    

 Short fall of equity dividend = 1,92,000 – (72,000 x 1.20) = 1,05,600 

 To cover this shortfall, 8% preference shares will be issued. 

 Amount of preference shares to be issued = 1,05,600/0.08 =Rs.13,20,000 

(iii) Preference shares for preference shareholders of P LTD: 

(a) Preference dividend received at present : Rs.40,000 

(b) Preference dividend to be received in future : Rs.44,000 

(c) Allotted preference shares to carry dividend : 8% 

(d) Amount of preference shares to be issued = 4,4,000/0.08 

                                                                   = Rs.5,50,000 

Exchange ratio: 

Preference shareholders of P Ltd  55,000/40,000 = 1.375 

For each preference share of P Ltd, the shareholder of P will get 1.375                      

8% Preference shares of R. 

Equity shareholders of P Ltd: 

E shares of R 

P Shares of R 

 

72,000 / 120,000    = 0.60 

1,32,000 / 120,000 = 1.10 

For each equity share of P Ltd, the shareholder of P will get (i) 1.10 8% 

Preference shares of R and (ii) 0.60 equity share of R. 
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Q. No. 31Q. No. 31Q. No. 31Q. No. 31:::: Vishakha Ltd is considering the acquisition of Parthasarthy Ltd. The 

values of the two firms as separate entities are Rs.11m and Rs.5m respectively. The 

combined business will result in cash synergy gain of Rs. 0.70m annually for 

perpetuity. The cost of capital is 10%. The purchase consideration can be paid either 

in cash Rs.14m or 48% of post merger shares of VIshakha Ltd 

(i) What is the gain from the merger? 

(ii) What is the cost of cash offer? 

(iii) What is cost of the stock alternative? 

(iv) Which alternative would you recommend? 

 

AnswerAnswerAnswerAnswer    

(i) PV of synergy gain = 0.70m / 0.10 = 7m 

              Gain from merger = “value of the merged firm  

                                            – value of purchasing company standalone                  

                                            - value of target company standalone” 

                           = (11m + 5m +7m) – (11m) – (5m) = 7m 

 

(ii) Cost of cash offer :   value of purchase consideration  

                                      – value of target company standalone. 

                                     = 14m – 5 m = 9m 

(iii) Cost of stock alternative: 48% of 23m  - 5m = 6.04 

(iv) Stock alternative is recommended (from Vishakha Point of view) 

    

Q. No.32 Q. No.32 Q. No.32 Q. No.32 :::: Hari Ltd is considering the acquisition of Shyam Ltd. The following details 

are given: 

 Hari  Shyam 

Market value  Rs. 575m Rs. 225m 

No. of shares outstanding  30m 20m 

 

The market value of the combined firm (after acquisition) is expected to be Rs.0.968 

Billion.  

 

All the shares of Shyam can be acquired at a premium of 40% over market value. 

 

You are required to answer each of the following two mutually exclusive cases : 

(i) Hari issues 14m shares as purchase consideration for acquiring all the 

shares of Shyam, what will be the post acquisition price of share of Hari. 

(ii) What should be exchange ratio so that the erstwhile shareholders of 

Shyam get 10% above “40% over market value” subject to minimum of 

0.85 share for each share of Shyam. 

    

Answer:Answer:Answer:Answer: 

(i) Post acquisition price of share of Hari: Rs.0.968 Billion /(30m + 14m) = Rs.22. 

(ii) Let the number of shares issued by Hari Ltd = x 

No of shares issued by Hari : 

                                               x.968m / (30m+x) = 346.5m 

                                               x = 16.72566m 
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Exchange ratio = 16.72566 /20 = 0.836. This ratio is subject to minimum 0.85.  

Hence, Hari Ltd should issue its 0.85 equity share for each share of Shyam Ltd. 

    

Q. Q. Q. Q. No. 33No. 33No. 33No. 33:::: A Ltd. wants to acquire T Ltd. and has offered a swap ratio of 1:2         

(0.5 shares for every one share of T Ltd.). Following information is provided:  

 

 A Ltd. T. Ltd. 

Profit after tax Rs. 18,00,000 Rs. 3,60,000 

Equity shares outstanding (Nos.) 6,00,000 1,80,000 

EPS Rs. 3 Rs. 2 

PE Ratio 10 Times 7 Times 

Market price per share  Rs. 30 Rs. 14 

 

Required: 

(i) The number of equity shares to be issued by A Ltd. for acquisition                 

of T Ltd. 

(ii) What is the EPS of A Ltd. after the acquisition? 

(iii) Determine the equivalent earnings per share of T Ltd. 

(iv) What is the expected market price per share of A Ltd. after the 

acquisition, assuming its PE multiple remains unchanged? 

(v) Determine the market value of the merged firm. ( Nov. 2007 )( Nov. 2007 )( Nov. 2007 )( Nov. 2007 ) 

    

AnswerAnswerAnswerAnswer    

(i) (i) (i) (i) The number of equity shares to be issued by A Ltd. for acquisition of T Ltd. 

       = No. of shares of T Ltd (before merger) x exchange ratio  

       = 1,80,000 x 0.50 = 90,000 Equity Shares 

(ii)                                                           18,00,000 + 3,60,000 

       EPS of A Ltd (after acquisition) = ------------------------- = 3.13 

                                                                         6,90,000   

(iii) Equivalent earnings per share of T Ltd  = 3.13 / 2  = 1.565 

(iv) Expected market price per share (A Ltd) after acquisition: 3.13.x 10 = 31.30 

(vi) Market value of the merged firm = 6,90,000 x 31.30 = Rs.2,15,97,000. 

Q. Q. Q. Q. No. 34No. 34No. 34No. 34 

ABC, a large business house is planning to well its wholly owned subsidiary. 

KLM. Another large business entity XYX has expressed its interest in making a 

bid for KLM. XYZ expects that after acquisition the annual earning of KLM will 

increase by 10%. 

 

Following information, ignoring any potential synergistic benefits arising out of 

possible acquisitions, are available: 
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(i) profit after tax for KLM for the financial year which has just ended is 

estimated to be Rs.10Crore 

(ii) KLM’s after tax profit has an increasing trend of 7% each year and the 

same is expected to continue. 

(iii) Estimated post tax market return is 10% and risk free rate is 4%. 

These rates are expected to continue. 

(iv) Corporate tax rate is 30%. (May, 2010May, 2010May, 2010May, 2010)))) 

 

 XYZ ABC Proxy entity for 

KLM in the same 

line of business 

No. of shares 100 Lakhs 80 Lakhs - 

Current share 

price  

Rs.287 Rs.375 - 

Dividend payout 

ratio 

40% 50% 50% 

Debt : equity at 

market values  

1:2 1:3 1:4 

P/E ratio  10 13 12 

Equity Beta  1 1.1 1.1 

 

Assume gearing level of KLM to be the same as for ABC and a debt beta of zero. 

 

You are required to calculate: 

(a) Appropriate cost of equity for KLM based on the date available for proxy 

equity. 

(b) A range of values for KLM both before and after any potential synergistic 

benefits of XYZ of the acquisition. 

 

AnswerAnswerAnswerAnswer: : : : Note: (Market return is 10% post tax. It is assumed that Risk Free rate 

of return of 4% given is the question is also post tax or tax free.) 

    

(a) Overall Beta of Proxy = 0 + 1.10[(4)/(0.7 + 4)] = 0.936 

 

Calculation of equity Beta of KLM : 

Overall Beta of KLM  = 0.936 

0.936 = 0 + Equity Beta of KLM [(3)/(0.70 + 3)] 

Equity Beta of KLM = 1.1541 

 

Ke of KLM = 4 + 1.1541(10-4) = 10.93 % 

     (b)   

[PE ratio of proxy of proxy is 12. PE ratio of KLM may me taken at slightly low 

level as KLM has higher debt equity ratio. (Higher debt equity ratio increases the 

financial risk of the firm. It generally lowers the PE ratio). Let’s assume that PE 

ratio of KLM is 10]  
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 No Synergy gain  Synergy gain  

DDM based value of all DDM based value of all DDM based value of all DDM based value of all 

shares :shares :shares :shares :    

                                                                

              D1 

          -------------- 

                Ke –g  

  10Crores (1.07)(0.50) 

= ----------------- 

       0.1093 - 0.07 

 

= 136.13 Crores 

10Cr.(1.07)(1.10)(0.50) 

= ----------------- 

       0.1093 - 0.07 

 

= 149.7455 Crores 

PE ratio based value of all PE ratio based value of all PE ratio based value of all PE ratio based value of all 

sharessharessharesshares    ::::    

                                                                

[Earning for Equity     

 Shareholders]x PE ratio 

 

 

10 Crores(1.07)x10 

 

= 107 Crores 

 

 

10 Cr.(1.07)(1.10)x10 

 

= 117.7 Crores 

 Value of business = value of shares + value of debt  

Max. value of KLM = 149.7455 Crores + 1/3(149.7455) Crores = 199.66 Crores 

Min. value of KLM = 107 Crores + 1/3(107) Crores = 142.67 Crores. 
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EXTRA PRACTICE QUESTIEXTRA PRACTICE QUESTIEXTRA PRACTICE QUESTIEXTRA PRACTICE QUESTIOOOONSNSNSNS    (OPTIONAL)(OPTIONAL)(OPTIONAL)(OPTIONAL)    
    

Q. No. Q. No. Q. No. Q. No. 35353535: Sudama Ltd is considering the acquisition of Dwarka Ltd. The purchase 

consideration is to be paid by way of issuing equity shares of Sudama Ltd.  

 Sudama  Dwarka  Merged firm 

EPS Rs.2 Rs.2.50 ? 

Price per share Rs.50 Rs.25 ? 

PE ratio 25 10 ? 

No. of Shares 100000 200000 ? 

Total earnings Rs.2,00,000 Rs.5,00,000 ? 

Total market value Rs.5m Rs.5m ? 

    

Answer:Answer:Answer:Answer:    

It is assumed that the purchase consideration will be based on the price per share of 

the two respective companies. 

(i) Sudama will issue its 0.50 share for each share of Dwarka. After this issue, the 

price share of Sudama (after acquisition), called as merged firm, will be Rs.50. 

(ii) Total number of shares of the new entity will be 2,00,000; earnings will be 

Rs.7,00,000, EPS will be 3.50 

(iii) PE = 50/3.50 = 14.29 

(iv) Total market value will be Rs.10m.6 

    

Q. No. 36Q. No. 36Q. No. 36Q. No. 36: : : : FN Ltd acquires FP Ltd. The acquisition results in Cash synergy of 

Rs.6,00,000 annually for perpetuity. The current market value of FP is Rs.20m while 

that of FN is Rs.35m.  

Using the discount rate of 8%, find the present value of cash synergy. 

What is the maximum value that FN should pay for FP?                                                       

FN can pay Purchase consideration either in the form of 25% of its shares (after 

issuing such shares) or Rs.15m cash. Which alternative should FN use? 

Answer:Answer:Answer:Answer:    

Value of Synergy gain = 6,00,000 / 0.08 = 7.50m 

  

The maximum amount that FN should pay =  Rs.7.50m + Rs. 20m = 27.50m 

 

Total value of FN after merger = 35m + 7.50m + 20m = Rs.62.50m 

Value of 25% shares = 25% of 62.50m = 15.625m 

The FN should pay the PC in the form of Cash.                                                  

    

Q.Q.Q.Q.    No. 37No. 37No. 37No. 37:::: ABC Ltd is intending to acquire XYZ Ltd. by way of merger and the 

following information is available in respect of the companies: 

 

 ABC XYZ 

No. of equity shares  10,00,000 6,00,000 

EAT Rs.50,00,000 Rs.18,00,000 

Market value per share   Rs.42 Rs.28 

(i) What is the present EPS of both the companies? 
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(ii) If the proposed merger takes place, what would be the new EPS for ABC 

Ltd. Assume that the merger takes place by exchange of equity shares 

and exchange ratio is based on the current market price. 

(iii)(iii)(iii)(iii) What should be exchange ratio, if XYZ wants to ensure the earnings to 

members as before the merger takes place?                (May, 2004)(May, 2004)(May, 2004)(May, 2004)    

Answer (i)Answer (i)Answer (i)Answer (i) 

 ABC  XYZ 

EPS Rs. 50,00,000/ 10,00,000 = Rs.5 Rs.18,00,000/6,00,000 =Rs.3 

    

(ii)(ii)(ii)(ii) Current market price based EPS = Rs. 28 / Rs. 42 = 0.66666667 

EPS = [(68,00,000)]/[(10,00,000)+(6,00,000 x 0.6666666667)]=Rs.4.86 

(iii)(iii)(iii)(iii) ABC should issue its 0.60 share for each share of XYZ. 

    

Q. No.Q. No.Q. No.Q. No.38383838:::: Company X is contemplating the purchase of Company Y. Company X has 

300000 shares having a market price of Rs.30 per share, while Company Y has 

200000 shares selling at Rs. 20 per share. The EPS are Rs.4.00 and Rs.2.25 for 

Company X and Y respectively. Management of both companies are discussing two 

alternative proposals of exchange of shares as indicated below: 

  

(i)(i)(i)(i)  In proportion to the relative earnings per share of the two companies.  

 (ii) 0.5 share of company X for one share of Company Y. 

You are required: (i) to calculate the Earnings per share (EPS) after merger under 

two alternatives; and (ii) to show the impact on EPS for the shareholders of the two 

companies under both the alternatives. (Nov. 2002)(Nov. 2002)(Nov. 2002)(Nov. 2002) 

    

Answer Answer Answer Answer     

(i) (i) (i) (i) EPS after merger: 

    I Alternative (exchange of shares in proportion to the relative EPS) 

    Exchange ratio = Rs. 2.25 / Rs. 4 = 0.5625 

                                     (12,00,000) + (4,50,000) 

    Post-merger EPS = ----------------------- = Rs.4 

                                 (3,00,000) + (2,00,000x0.5625) 

   II Alternative (exchange ratio = 0.50) 

                                   (12,00,000) + (4,50,000) 

    Post-merger EPS = ------------------------- = Rs.4.125 

                                   (3,00,000) + (2,00,000x0.50) 

    

(ii)(ii)(ii)(ii)  I Alternative  

 X  Y 

EPS before merger  4.00 2.25 

EPS after merger  4.00 4.00x0.5625 = 2.25 

Impact  Nil  Nil  
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II Alternative 

 X  Y 

EPS before merger  4.00 2.25 

EPS after merger  4.125 4.125 x 0.50 = 2.0625 

Impact  + 0.125 -0.1875 

 

Q. No. Q. No. Q. No. Q. No. 39 39 39 39 XYZ Ltd. is considering merger with ABC Ltd. XYZ’s shares are currently 

traded at Rs.25, It has 2,00,000 shares outstanding and its EAT amount to 

Rs.4,00,000. ABC has 1,00,000 shares outstanding; its current market price is 

Rs.12.50 and its EAT is Rs.1,00,000. The merger will be effected by means of a 

stock swap (exchange). ABC Ltd. has agreed to a plan under which XYZ will offer the 

current market value of ABC’s shares. 

 

(i) What is the pre-merger EPS and P/E ratios of both the companies? 

 

(ii) If ABC’s P/E ratio is 8, what is its current market price? What is the exchange 

ratio? What will XYZ’s post merger EPS be? 

 

(iii) What must be the exchange ratio for XYZ’s pre-merger and post merger EPS to 

be the same? (May,(May,(May,(May,    2005)2005)2005)2005) 

Answer Answer Answer Answer     

(i) (i) (i) (i)  

 XYZ ABC 

EPS  Rs.4,00,000/2,00,000 = 2 Rs.1,00,000/1,00,000 =1 

PE ratio  Rs.25 / Rs.2 = 12.50 Rs.12.50 /Re.1 = 12.50 

 

(ii) (ii) (ii) (ii) ABC’s PE =8.  ABC’s EPS = Re.1.00 ABC’s current MP = 8.00 

MP based Exchange ratio = Rs.8.00/Rs.25 = 0.32 

XYZ should issue its 0.32 share for each share of ABC. 

Post-merger EPS OF XYZ =(5,00,000)/[(2,00,000)+(1,00000)(0.32)] = Rs.2.16 

(iii) (iii) (iii) (iii) Pre-merger EPS of XYZ = Rs.2 

      Post merger EAT = Rs.5,00,000 

    

For post-merger EPS to be Rs.2, the number of shares in post-merger XYZ should 

be 2,50,000.  

 

Existing no. of shares = 2,00,000. 

Hence, no. of shares to be issued = 2,50,000 -2,00,000 = 50,000 

Exchange ratio = 50,000/1,00,000 = 0.50.                                                                      

XYZ should issue its 0.50 share for each share of ABC.    
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Q. No. 40Q. No. 40Q. No. 40Q. No. 40: : : : The CEO of Ganga Ltd is considering the acquisition of Yamuna Ltd. The 

basic data of the two companies are given as follows: 

 Ganga Ltd Yamuna Ltd  

No. of shares  2,00,000 1,00,000 

Share price  Rs.500 Rs.100 

Expected EPS Rs.25  Rs.7.50 

Expected Dividend per share  Rs.15 Rs.4 

(a) Find the market value exchange ratio. Which company will find the merger to be 

attractive? 

(b) If the exchange ratio is one share of Ganga for every 4 shares of Yamuna, 

Which company will find the merger to be attractive? 

 

Answer (i)Answer (i)Answer (i)Answer (i)    

Market value exchange ratio = Exchange ratio based on market values: 

           

             Market value of the share of the acquired        100 

         = ---------------------------------= ------- = 0.20 

                      Market value of the acquirer                   500 

    

Market value of share of Ganga Ltd ( after acquisition) : 

                                    500 x 2,00,000  +  100 x 1,00,000 

                              = ------------------------------ = Rs.500 

                                                      2,20,000 

 

                                                   25 x 2,00,000  +  7.50 x 1,00,000 

EPS Of Ganga (after acquisition) = --------------------------- = 26.14 

                                                                   2,20,000 

Impact: 

 Ganga Yamuna 

Wealth :Wealth :Wealth :Wealth :            

Before  500 100 

After 500 500 x0.20 =100 

Change  Nil  Nil 

    

EPS :EPS :EPS :EPS :    

        

Before  25 7.50 

After  26.14 26.14 X 0.20 = 5.228 

Change  + 1.14 - 2.272 

The shareholders of Ganga Ltd will find the merger to be attractive. 

(ii) (ii) (ii) (ii)     

Market value of share of Ganga Ltd ( after acquisition) :   

     500 x 2,00,000  +  100 x 1,00,000 

= ------------------------------= Rs.488.89 

                        2,25,000 
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                                                   25 x 2,00,000  +  7.50 x 1,00,000 

EPS Of Ganga (after acquisition) = --------------------------- =25.56 

                                                                   2,25,000                              

    

Impact: 

 Ganga Yamuna 

Wealth    ::::            

Before  500 100 

After 488.89 488.89 x0.25 = 122.22 

Change  -11.11 + 22.22 

EPS ::::            

Before  25 7.50 

After  25.56 25.56 X 0.25 = 6.39 

Change  + 0.56 - 1.11 

From wealth point of view, the shareholders of Yamuna will find the merger more 

attractive. From EPS point of view, the shareholders of Ganga will find the merger to 

be more attractive.  

As the object of the Financial Management is to maximize the wealth of the 

shareholders, we may conclude that the shareholders of Yamuna will find the merger 

to be more attractive.                                                                                                                   

QQQQ. No. . No. . No. . No. 41 41 41 41 B Ltd is a highly successful company and wishes to expand by 

acquiring other firms3. Its expected high growth in earnings and dividends is 

reflected in its PE ratio of 17. the Board of Directors of B ltd has been advised 

that if it were to take over firms with lower PE ratio than its own, using a share-

to share exchange, then it could increase its reported earning per share. C Ltd 

has been suggested as a possible target for a takeover, which has a PE ratio of 

10 and 1,00,000 shares in issue with a share price of Rs. 15. B ltd has 5,00,000 

shares in issue with a share rice of Rs.12. Calculate the change in EPS of B Ltd if 

it acquires the whole of C Ltd’s by issuing its equity shares at Rs.12. Assume the 

price of B Ltd’s share remains consent. ( Nov. 2009)( Nov. 2009)( Nov. 2009)( Nov. 2009) 

AnswerAnswerAnswerAnswer     

                                          MP per share of acquired (before merger) 

MP based exchange ratio = ----------------------------------- 

                                          MP per share of acquirer(before merger ) 

                                                     15 

                                       = ------------   = 1.25 

                                                   12 

                                       

3 When a company expands through acquisitions, the growth of the company is 

referred as Inorganic Growth; if it  expands without  acquisitions, the growth of 

the company is referred as organic Growth. 
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 B C 

PE Multiple  17 10 

MP 12 15 

EPS    12/17 = 0.70588235 15/10 = 1.50 

EAT 0.70588235 x 5,00,000 

= 352841 

1.50 x 1,00,000 

= 1,50,000 

                                 3,52,841 + 1,50,000            

EPS after merger = ----------------------- = 0.8045456 

                                5,00,000 + 1,00,000(1.25) 

Change in EPS (Increase ) = 0.8045456 – 0.70588235 = 0.09866325                    

                                       = 0.10                                                                     

Q. No. Q. No. Q. No. Q. No. 42424242: You have been provided the following financial data of two companies:  

 Krishna  Rama 

EAT Rs. 7,00,000 Rs.10,00,000 

Equity shares (outstanding) Rs. 200,000 Rs.4,00,000 

EPS 3.50 2.50 

P/E ratio 10 14 

Market price per share Rs.35 Rs.35 

Company Rama Ltd is acquiring the company Krishna Ltd; exchange the shares 

on one to one basis.  

Required ; (i) What will b the EPS subsequent to merger?                                              

(ii)  What is the change in EPS for the shareholders of companies Rama and 

Krishna?                                                                                                                    

(iii) Determine the market value of the post-merger firm, PE ratio is likely to 

remain the same.                                                                                                           

(iv) Ascertain the profit accounting to the shareholders of both the companies. 

((((Nov. 2009Nov. 2009Nov. 2009Nov. 2009)))) 

Answer :Answer :Answer :Answer :    

Assumption : Face value Re 1 per share.Assumption : Face value Re 1 per share.Assumption : Face value Re 1 per share.Assumption : Face value Re 1 per share.    

    

                                                                  EAT 

(i) EPS subsequent to merger : ____________________________ 

                                                            No. of shares 

                                                      10,00,000 + 7,00,000 

                                                = ------------------- = 2.833 

                                                       4,00,000 + 2,00,000 
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(ii) Impact on EPS : 

 Rama  Krishna  

Before merger  2.50 3.50 

After merger  2.833 2.833 

Change  + 0.333 - 0.667 

 

(iii) (iii) (iii) (iii) Assumption :Assumption :Assumption :Assumption :    

Market price share after merger =  2.83333333 x 14 = 39.66666666 

  Market value of post merger firm = 39.6666666 x 6,00,000 

                                                       = 2,38,00,000 

(iv)  

 Rama  Krishna  

M.V. before merger  35 x 4,00,000 35 x 2,00,000 

After merger  39.66666666 x 4L 39.66666666 x 2L 

Change  + 18,66,667 + 9,33,333 

 

    

Q. No. 43Q. No. 43Q. No. 43Q. No. 43:::: Following information is provided relating to the acquiring company 

Mani Ltd. and the target company Ratnam Ltd:    

                                                         Mani Ltd.              Ratnam Ltd. 

Earnings after tax (Rs. lakhs)                  2,000                     4,000 

No. of shares outstanding (lakhs)               200                     1,000 

P/E ratio ( No. of times)                              10                         5 

Required: 

(i) What is the swap ratio based on current market prices? 

(ii) What is the EPS of Mani Ltd. after the acquisition? 

(iii) What is the expected market price per share of Mani Ltd. after the 

acquisition assuming its P/E ratio is adversely affected by 10%? 

(iv) Determine the market value of the merged Co. 

(v) Calculate gain/loss for the shareholders of the two independent entities, due 

to the merger. (10 Marks) ( June 2009)( June 2009)( June 2009)( June 2009) 

    

ANSWERANSWERANSWERANSWER    

(i)  

                                          MP per share of acquired (before merger) 

MP based exchange ratio = ----------------------------------- 

                                          MP per share of acquirer(before merger ) 

                                                     20 

                                       = ------------   = 0.20 

                                                   100 

 

                                2000(Rs.Lakhs) + 4000(Rs.Lakhs)                   

EPS( after merger) = ---------------------------- = 15 

                                 (200Lakhs)+(1000Lakhs x0.20) 
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MP per share (of Mani) after merger = 15 x 9 = 135  

Market value of the merged firm = 400L x 135 = 54,000 L 

 Mani Ratnam  

M.V. before merger  100 x 200L 20 x 1,000L 

After merger  135 x 200L 135 x 200 L 

Change  + 7000L +7000L 

   

Q No. 44Q No. 44Q No. 44Q No. 44    T Ltd and E Ltd are in the same industry. The former is in the 

negotiation for acquisition of the later. Important information about the two 

companies as per their latest financial statements is given below: 

 T Ltd E Ltd. 

Rs.10 equity shares outstanding  12 Lakhs 6 Lakhs 

Debt : 

10%debentures Rs.lakhs 

12.5% Institutional Loan Rs.Lakhs 

 

580 

---- 

 

- 

240 

EBIDT* Rs Lakhs 400.86 115.71 

Market price/share (Rs.) 220 110 

* Earning Before Interest, Depreciation and tax. 

 

T Ltd is planning to offer a price for E Ltd, business as a whole which will be 7 

times EBIDTA reduced by the outstanding debt, to be discharged by own shares 

at market price. 

 

E Ltd is planning to seek one share in T Ltd for every two shares in E Ltd based 

on the market price. Tax rate for the two companies may be assumed as 30%. 

 

Calculate and show the following under both alternatives- T Ltd,s offer and E 

Ltd’s plan: 

(i) Net consideration payable. 

(ii) No. of shares to be issued by T Ltd. 

(iii) EPS of T Ltd after acquisition 

(iv) Expected market price per share of T Ltd after acquisition 

(v) State briefly the advantages to T Ltd from the acquisition.  

 

Calculations ( except EPS) may be rounded off to two decimal places in Lakhs 

(May, 2010)(May, 2010)(May, 2010)(May, 2010) 

    

Answer (i) and (ii) Answer (i) and (ii) Answer (i) and (ii) Answer (i) and (ii)     

    T Ltd’s offer  

    

E Ltd’s plan: 

    

Consideration fro share- 

holders 

(Rs.115.71L x 7) – (Rs.240L) 

= Rs.569.97L 

3L x Rs.220 

 = Rs.660 L 

No of shares of T to be 

issued  

Rs.569.97L/Rs.220 = 2,59,077 shares 3,00,000 

shares 
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(iii) (iii) (iii) (iii)     

    T Ltd E Ltd 

EBIDT 

Interest  

Deprecation (See Note 1)) 

Tax  

EAT 

Rs.400.86L 

-Rs.58.00L 

-Rs.193.2L 

-Rs.44.898L 

  Rs.104.762L 

Rs.115.71L 

-Rs.30.00L 

-Rs.54.00L 

-Rs.9.513L 

 Rs.22.197L 

No. of shares 12L 6L 

EPS 8.7302 3.6995 

 

 

Note 1Note 1Note 1Note 1: Assumption: Fixed assets are 60% of Value of business and depreciation 

rate is 10% 

 Market value of shares Value   

debt 

Total 

 value 

Fixed 

assets 

Depre-

ciation  

T Ltd 12Lx Rs.220= Rs.2640L Rs.580L Rs.3,220L Rs.1932L Rs.193.20 

E Ltd  6Lx Rs.110 =  Rs.660L Rs.240L Rs.99L Rs.540L Rs.54 

 

(iv)(iv)(iv)(iv)    

    T Ltd’s offer  

    

E Ltd’s plan: 

    

EPS after 

Acquisition  

(Rs.104.762L+ 

Rs.22.197L)/14.59077L= Rs.8.7013 

(Rs.104.762L+ 

Rs.22.197L)/15L = Rs.8.4639 

Expected 

MP of 

T’share 

after acqui. 

[(Rs.220 x 12L) +  

(Rs.110 x 6L)] / [14.59077L] = 

Rs.226.17 

[(Rs.220 x 12L) +  

(Rs.110 x 6L)] / [15L] = 

Rs.220.00 

    

(v)(v)(v)(v)    

(i) Mergers and Acquisitions can generate cost efficiency through economies of 

scale. 

(ii) The firm gains higher competitiveness resulting in increased revenue and 

lower business risk. 

(iii) The firm gains increased market share. 

(iv) Co-insurance effect i.e. lower cost of borrowings 

QuestionQuestionQuestionQuestion No. 45No. 45No. 45No. 45    ;;;; 

The following information relating to the acquiring Company Abhiman Ltd. and 

the target Company Abhishek Ltd. are available. Both the Companies are 

promoted by Multinational Company, Trident Ltd. The promoter’s holding is 50% 

and 60% respectively in Abhiman Ltd.and Abhishek Ltd.: 
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                                                        Abhiman Ltd          Abhishek Ltd. 

Share Capital (Rs.)                                  200 lakh              100 lakh 

Free Reserve and Surplus (Rs.)                800 lakh              500 lakh 

Paid up Value per share (Rs.)                   100                     10 

Free float Market Capitalisation (Rs.)        400 lakh              128 lakh 

P/E Ratio (times)                                      10                      4 

Trident Ltd. is interested to do justice to the shareholders of both the 

Companies. For the swap ratio weights are assigned to different parameters by 

the Board of Directors as follows: Book Value 25% EPS (Earning per share) 50% 

Market Price 25% 

(a) What is the swap ratio based on above weights? 

(b) What is the Book Value, EPS and expected Market price of Abhiman Ltd. after 

acquisition of Abhishek Ltd. (assuming P.E. ratio of Abhiman Ltd. remains 

unchanged and all assets and liabilities of Abhishek Ltd. are taken over at book 

value). 

(c) Calculate: 

(i) Promoter’s revised holding in the Abhiman Ltd. 

(ii) Free float market capitalization. 

(iii) Also calculate No. of Shares, Earning per Share (EPS) and Book Value (B.V.), 

if after acquisition of Abhishek Ltd., Abhiman Ltd. decided to : 

(a) Issue Bonus shares in the ratio of 1 : 2; and (b) Split the stock 

(share) as Rs. 5 each fully paid. (20 Marks) (June 2009June 2009June 2009June 2009))))  

AnswerAnswerAnswerAnswer (a)   

 Abhiman Abhishek  

No. of shares  2.00L 10.00 L 

MP per share  400  32 

PE ratio  10 4 

EPS 40 8 

EAT 80 L 80 L 

Paid up capital 

Reserve & surplus 

B V of all shares  

BV per share                 

200 L 

800 L 

1000 L 

500 

100 L 

500 L 

600 L 

60 

EPS based swap ratio = 8/40     = 0.20 

BV  based swap ratio = 60/500   = 0.12 

MP  based swap ratio = 32/400 = 0.08 

 

Weighted average swap ratio = 

(0.12 x 0.25) + (0.20 x 0.50) + (0.08 x 0.25) = 0.15 

 

For each share of Abhishek, Abhiman should issue its 0.15 shares.  

 

Total No. of shares after acquisition = 

2 L + (10 L)(0.15) = 3.50 L 
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                                 1000L + 600L 

(b) BV of Abhiman = --------------- = 457.14 

                                       3.50L 

                                80L + 80 L 

EPS of Abhiman    = --------- ---  = 45,71 

                                         3.50L 

Market price of Abhiman = 45.71 x 10 = 457.10 

    

(c) (i)  

Abhiman’s promoters’ holding (%) 

  

       1 L 

= ----------- x 100 = 28.57 

      3,50  

 

Abhishek’s promoters’ holding (%)  

     0.90 L 

= --------------- x  = 25.71 

      3.50 

 

Both companies promoters holding= 54.28% 

    

(ii) Free float market capitalization = 45.72% 

457.10 x 3.5 L X 0.4572 = Rs. 731.45L 

(iii) No. of Shares : 1050  

EPS = ( 80L + 80 L )/ 105L = 15.24 

BV   = (1000L + 600L) / 105 L = 152.40 

    

Q. No. Q. No. Q. No. Q. No. 46464646::::K. Ltd. is considering acquiring N. Ltd., the following information is 

available : 

Company   Profit after tax   No. of Equity shares   Market value per share 

K. Ltd.          50,00,000            10,00,000                      200.00 

N. Ltd.         15,00,000              2,50,000                       160.00 

Exchange of equity shares for acquisition is based on current market value as 

above. 

There is no synergy advantage available : 

(1)Find the earning per share for company K. Ltd. after merger. 

(2)Find the exchange ratio so that shareholders of N. Ltd. would not be at a loss. 

(12 Marks)(Nov. 2008)(12 Marks)(Nov. 2008)(12 Marks)(Nov. 2008)(12 Marks)(Nov. 2008) 
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AnswerAnswerAnswerAnswer :  

(1) Exchange ratio based on current market value :) Exchange ratio based on current market value :) Exchange ratio based on current market value :) Exchange ratio based on current market value : 

 

                                          MP per share of acquired (before merger) 

MP based exchange ratio = ----------------------------------- 

                                          MP per share of acquirer(before merger ) 

                                                   160 

                                      = ------------------ = 0.80 

                                                   200 

K Ltd should issue its 0.80 share for each share of N Ltd. 

                                                    50L+15L 

EPS of K Ltd. after merger =-------------------------  = 5.42 

                                                       10L + 2.50L(0.80) 

 

(2) Shareholders of N Ltd won’t be at loss in terms of wealth if the exchange 

ratio is based on current market value i.e. 0.80. 

 

For shareholders of N Ltd not to be at loss from EPS point of view, the exchange 

ratio should be based on EPS. 

 

                                             EPS of acquired (before merger) 

EPS based exchange ratio =  --------------------------- 

                                             EPS of acquirer (before merger) 

                                                     6 

                                          = ----------   = 1.20. 

                                                     5 

K Ltd should issue its 1.20 share for each share of N Ltd. 
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THEORETICAL ASPECTSTHEORETICAL ASPECTSTHEORETICAL ASPECTSTHEORETICAL ASPECTS    

 
Q. No. 47Q. No. 47Q. No. 47Q. No. 47    Write a note on MERGER.  

Answer Answer Answer Answer     

MERGER means any combination that forms one economic unit from two or more 

previous one. A merger involves the consolidation of two or more firms (in a 

merger, one or more firms disappear). In this case, the members of two 

companies join together so that they become members of one company which 

takes over the assets and liabilities of two previously separate companies. 

Merger may be in the form of amalgamation or absorption. In case of 

amalgamation, a newly formed company takes over the businesses of two or 

more existing companies (the existing companies are wound up). In case of 

absorption, an existing company takes over the business(es) of one or more 

existing companies (the vendor company/companies are wound up). 

The primary motivation for most mergers is to increase the value of 

combined business. If companies A and B merge to form company C and C's 

value exceeds that of A and B taken separately, the synergy is said to have 

exist. (Synergy exists when whole is greater than sum of parts. Synergy is also 

called as (1+1) > 2 effect.) This situation is beneficial for shareholders of both A 

and B. The distribution of synergistic gain between A's and B's shareholders is 

determined by negotiation. Synergistic gains arise from four sources: 

 (1) Operating economies: savings in management costs economies of scale, 

etc. 

 (2) Financial economies: low cost of raising funds, lower requirement of 

capital 

 (3) Better corporate governance 

 (4) Increased market power 

The other motivations are: 

 (1) Tax savings through setting of losses  

 (2) Diversification   

 (3) Personnel: sometimes a company acquires the other company to make use 

of services of talented skilled and dedicated human resource of the target 

company  

 (4) Creating values for shareholders  

 (5) Rapid growth 

 (6) Early entry: GE acquired SRF Finance in a bid to get early entry 

advantage and also to get access to SRF's distribution network 

The procedure of merger generally involves the following steps: 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 56

 (1) Intimate the stock exchanges, where securities of amalgamated and 

amalgamating companies are listed, about amalgamation proposal. 

 (2) Get the draft of amalgamation proposal approved by the board of directors 

of the respective companies. 

 (3) Apply to the high courts of the states in which the registered offices of 

the two are situated. 

 (4) Shareholders approvals: The shareholders of amalgamating and 

amalgamated companies consider the scheme of merger in their 

respective meetings. The scheme is required to be approved by 75 per 

cent majority. The shareholdings of dissenting shareholders can be 

purchased provided 90 per cent of the shareholders, in value terms, agree 

to the scheme. 

 (5) Approvals from creditors/financial institutions are required in terms of the 

agreements signed with them. 

(6)Approvals of high courts are required.                                                                                                                                    

                                                                                  TYPES OF MERGERTYPES OF MERGERTYPES OF MERGERTYPES OF MERGER 

Horizontal MergerHorizontal MergerHorizontal MergerHorizontal Merger    

The entities to be merged are engaged in similar business, main benefit is 

obtained from economies of scale in production and marketing. 

Vertical MergerVertical MergerVertical MergerVertical Merger    

Merger between such entities where the out of one will become for the other or 

where the output of one will be marketed by the other, savings of costs is main  

benefit, sometimes the aim may be regularity in supply of raw material. 

Conglomerate MergerConglomerate MergerConglomerate MergerConglomerate Merger    

Merger of firms engaged in unrelated lines of activities Þ the main objects are: 

better corporate governance and reduction in cost of capital. 

Q .No. 48Q .No. 48Q .No. 48Q .No. 48: : : : Write a note on Demerger    ( Nov. 2002)( Nov. 2002)( Nov. 2002)( Nov. 2002)    

Answer :Answer :Answer :Answer : When one company, say Varindavan  Ltd. having many undertakings, 

transfers one or more ( but not all) of its undertakings to another company, say 

Gokul Ltd., it is a case of demerger. The company whose undertaking is transferred 

is called the De-merged company and the company (or the companies) to which the 

undertaking is transferred is referred to as the resulting company. In this case 

Varindanva Ltd is the demerged company and Gokul Ltd is the resulting company. 

Demerger is a corporate strategy to sell of a part of a company. 

A demerger is referred as Spin-off if both of the following two conditions are 

satisfied: 

(i) The resulting company is a new company 
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(ii) The purchase consideration: 

• is paid only in the form of shares of the resulting company 

• to the shareholders of the demerged company. 

Why Demerger :Why Demerger :Why Demerger :Why Demerger :    

• Demerger allows the management to pay their full attention to the core-

activities and realize their true value of their business. 

• It may  be required to undo a previous merger or acquisition which has 

proved unsuccessful.  

• The division or the undertaking, which is to be transferred, may be poorly 

performing. This may be making the whole company unattractive to the 

investors. Demerger may overcome this problem. 

• Sometimes, demerger helps in raising the required additional funds. 

 

Procedure:Procedure:Procedure:Procedure:    

For demerger, a company has to pass a special resolution in the meeting of the 

shareholders and get the sanction of the high court. The demerged company has to 

take the following steps : 

(i) Prepare a scheme of demerger and get it approved by the board of 

Directors of the company. 

(ii) Determine some expert (generally Merchant Bankers) to suggest the   

exchange ratio. 

(iii) In case of the listed company, inform the stock exchange(s) where the 

company’s shares are listed. 

(iv) Obtaining the court’s orders for holding a combined meeting of the 

shareholders and shareholders. 

(v) Reporting the result of the meeting to the court and getting court’s 

sanction. 

Income Tax:Income Tax:Income Tax:Income Tax:    A demerger (which is in the form of a spin off) is tax-neutral under 

Income Tax Act, 1961 ( subject to fulfillment of certain conditions ). The concept 

can be summarized as follows:    

(i) Demerger expenses are allowed as deduction to the demerged company for 

Income tax purpose. 

(ii) No Income benefit is lost. 

(iii) Neither Demerged or the resulting company attracts any tax liability on 

account of demerger. 

(iv) No tax liability of the shareholders 
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Q. No. 49Q. No. 49Q. No. 49Q. No. 49    Write notes on (a) Acquisitions and Takeovers    (b) divestiture  

Answer (a)Answer (a)Answer (a)Answer (a) If a company acquires a part or whole of other company's total 

business, it is termed as acquisition. If purchase consideration is in the form of 

shares of the acquirer, the acquisition proposal has to be routed through the high 

courts, other wise this route is not required.  

Takeover implies the acquisition of voting right shares of a company with a 

view to gain control over the management of the company. Takeover implies 

acquisition of controlling interest in a company by another company. It does not 

lead to dissolution of the company whose shares are being acquired. It simply 

means a change of controlling interest in a company through acquisition of 

shares by another group. The takeover can assume three forms:                                 

(i) Negotiated/friendly (ii) Open market/hostile (iii) Bailout. In first situation, the 

terms and conditions of the takeover proposal are mutually settled by the groups. 

Hostile takeovers are referred as raid on the company. In this case, shares are 

acquired from open market/private deal with some shareholder holding 

substantial number of shares. Takeover of shares of financially weak company is 

known as bailout. 

    

Answer (b)Answer (b)Answer (b)Answer (b)        

Divestiture refers to an incident when a company sells a portion of its assets 

with or without liabilities. There are three primary types of divestitures:  

 (1) Sale of operating unit to another firm (it is called as demerger). 

 (2) Sale of an operating unit to managers of the unit being divested (it is 

referred as Management Buyout of operating unit).  

 (3) Setting up the business to be divested as a separate company and then 

giving the shares of new company to the shareholders of divesting 

company (it is referred as spin off). 

 

Q .No. 50Q .No. 50Q .No. 50Q .No. 50: : : : Write short note on Take over by reverse Bid.    ( Nov. 2002, May, 2006)( Nov. 2002, May, 2006)( Nov. 2002, May, 2006)( Nov. 2002, May, 2006)    

    

Answer:Answer:Answer:Answer: Generally, a big company takes over a small company. In case of reverse 

take-over, a small company takes over a big company. (The recent case in Indian 

corporate world is that the announcement of Henkel Spic India’s proposed merger 

with its subsidiary Henkel India Ltd.)    The acquired company is said to be big if any 

one of the following conditions is satisfied: 

 

(1) The net assets of the acquired company are more than those of acquirer 

company. For example,  the net assets of the Acquired Ltd amounts to 

Rs.1 Billion while that of Acquirer Ltd Rs.700 Million 
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(2) Equity capital to be issued by the acquirer company, as purchase 

consideration, exceeds the equity capital of acquirer ( before issuing 

equity capital as purchase consideration ) ( Suppose the issued share 

capital of Acquirer Ltd is 1m equity shares of Rs.10 each; the purchase 

consideration is 1.50m equity shares of Acquirer Ltd. 

(3)  The change in control of acquirer i.e. after takeover the control is 

acquired by shareholders of the acquired company. A Ltd acquires B Ltd. 

As per agreement between the two companies, after takeover, the 

control of new company is taken over by the management of erstwhile B 

Ltd as the most of the top management people of A Ltd wanted to retire 

on account of their old age. 

 

Reverse takeover takes place in the following cases: 

 

(1) When the acquired company ( big company )  is a financially weak 

company 

(2) When the acquirer (the small company ) already holds a significant 

proportion of shares of the acquired company ( small company) 

(3)  When the people holding top management positions in the acquirer 

company want to be relived off of their responsibilities. 

 

QQQQ....    No. 51No. 51No. 51No. 51: : : : Write short note on ‘Buyout’.        ((((Nov. 2003) Nov. 2003) Nov. 2003) Nov. 2003) (It is also referred as        

Boughtout)   

    

AnswerAnswerAnswerAnswer:::: The term refers to buying all or substantially all shares of a company to 

own and control it. Generally the shares are delisted after the buyout (BO) to avoid 

the expenses and regulations associated with remaining listed on a stock exchange. 

(That’s why buyout is some times referred as going private.)  

    

MMMMBOBOBOBO    

When the management of a company goes for the buyout, it is referred as 

Management Buyout (MBO) of company. The force behind the concept of buyout is 

that when the staff and management will become owners of the business, they may 

pull out the concern out red as (i) they fully understand that business and (ii) they 

will take full interest in running company as their fortunes will be linked with the 

success / failure of the company. “The MBO usually turns the previous workers and 

managers into owners, thereby increasing their incentive to work hard4. The purpose 

of such a buyout from the managers' point of view may be to save their jobs, either if 

the business has been scheduled for closure or if an outside purchaser would bring in 

its own management team. They also want to share the fortunes arising out of 

making a company financially viable.  

 

The sellers favour MBO as  

                                       

4
  Corporate Finance — ROSS etc. 
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(i) it is much quicker than other form of buyouts as  

• in this case the due diligence process is likely to be limited as the buyers 

already have full knowledge of the company, they are going to own. 

• the seller is also unlikely to give any but the most basic warranties to the 

buyers, as the buyers know more about the company than the sellers do.   

(ii) Confidentiality – the sellers may not like to reveal the sensitive  information 

about the business to other parties; it is unavoidable in case of any other type 

of sale of company. 

(iii)They may not like the company going in the control of their competitors. 

    

Venture Capital BuyoutVenture Capital BuyoutVenture Capital BuyoutVenture Capital Buyout    

Generally, a major portion of the funds required are provided by venture capitalists. 

In that case it is referred as Venture Capital Buyout. Venture capitalists are always 

in search of such opportunities where the expected profits are phenomenally high in 

spite of the fact there may be quite risk. When some running sick business is for sale 

and the venture capitalists feel that they can bring it into black, they provide funds to 

the managers and staff for buying the business. 

    

LBOLBOLBOLBO    

In a leveraged buyout (LBO) a small group investors, usually including current 

management, acquires a company financed primarily with debt. A leveraged buyout is 

a strategy involving the acquisition of some company using a significant amount of 

borrowed money to meet the cost of acquisition. The purpose of leveraged buyouts 

is to allow companies to make large acquisitions without having to commit a lot of 

capital. Generally the shares are delisted after the buyout (BO) to avoid the expenses 

and regulations associated with remaining listed on a stock exchange. (That’s why 

buyout is some times referred as going private.)  

 

In many cases, the intention of the acquirers is to run the company for a few years, 

make it a strong business entity and sell the same or sell the shares in the form of 

public issue.    

 

In a successful LBO, equity holders often receive very high returns because the debt 

providers get a fixed return, while the equity holders receive the benefits from 

capital gains arising on appreciation of the share values. As the interest on loan is 

allowed as deduction for income tax purposes, LBO is termed as tax efficient. 

The positive features of the LBOs are : 

(i) Low investment of own funds 

(ii) Tax efficiency 

(iii) Change in Management behavior: Large interest and principal 

payments forces the management to improve the financial as well as 

the operating efficiency. This is described as the ‘discipline of debt’ 

that improves the management behaviour. 

 

A suitable LBO target should have an existing strong balance sheet, initial debt 

levels and adequate stable cash flows. 
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This concept of Buyout is quite popular in western countries. In India, efforts were 

made to use this approach for revival of some sick public sector undertakings. 

The efforts did not meet success because (i) the venture capitalists did not 

come forward; they opined that it is not possible to bring such companies into 

black  mainly because of  overstaffing (ii) the workers were not interested as 

(a) the buyout would have resulted in continuance of the company and in that 

case they not entitled to compensation on account of voluntary retirement and 

(b) their other retirement benefits were at risk and (iii) borrowed funds were 

not available for this type of arrangements.    

Q. No. 52Q. No. 52Q. No. 52Q. No. 52: : : : Write a note on Leveraged Buyout.    (May, 2007)(May, 2007)(May, 2007)(May, 2007)    

Answer:Answer:Answer:Answer: See the answer under LBO in the previous question 

    

Q.Q.Q.Q. 53535353.... Write a note on Dual Listing. 

Answer: Answer: Answer: Answer:     

A dual-listed company (DLC) structure is effectively a merger between two 

companies in which they agree to combine their operations and cash flows and 

make similar dividend payments to shareholders in both companies, while 

retaining separate shareholder registries and identities. The two companies are The two companies are The two companies are The two companies are 

listed in different countrieslisted in different countrieslisted in different countrieslisted in different countries. The two companies share a single board of directors 

and have an integrated management structure. A DLC is somewhat like a joint 

venture.    

Dual listing is all about two companies whose shares are listed in stock 

exchanges of not only their own countries but also in each other’s home 

countries  

The key point to note here is that shareholders can buy and sell shares of both 

the companies on the stock exchanges of both the countries. If Bharti MTN deal 

would have happened Bharti shares would have to be listed on the Johannesburg 

Stock Exchange, and MTN on NSE or BSE. In other words, Bharti share could 

have been sold on the Johannesburg Stock Exchanges as well as NSE (also BSE) 

and vice-versa. 

Dual listing of shares of the Indian companies under the existing rules is not 

allowed. For permitting dual listing, the Company Law as well as FEMA has to be 

amended. 

 

Q.Q.Q.Q.    No. 54 : No. 54 : No. 54 : No. 54 :  Explain the term ‘Co-insurance Effect’. 

Answer:Answer:Answer:Answer:    

The term ‘co-insurance effect’ relates to Mergers and Acquisitions. The term 

refers to the fact that when two firms' assets and liabilities are combined through 

a merger or acquisition, the probability of the combined firm’s default is less than 
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the probabilities of the default for the individual companies; the combination of 

both the assets and liabilities of the two firms spreads the risks and rewards 

facing the individual companies over a wider area. Also, the joining-together of 

two or more firms whose earnings streams were less-than-perfectly correlated 

would reduce the risk of default of the merged firms.  

 

The idea of a co-insurance effect for corporate debt was first advanced by 

Lewellen. He argued that and co-insurance effect increase the "debt capacity" or 

"borrowing ability" of the combined enterprise. The increased borrowing capacity 

with attractive tax-deductible interest payments provides an economic incentive 

for firms to opt for the merger. Co-insurance effect is part of financial synergies 

arising out of the merger. This can reduce the cost of issuing new debt for the 

company, making it cheaper to raise additional funds.  

 

Q. No.Q. No.Q. No.Q. No.55:55:55:55: Explain the defenses available to the target company against the raider 

in case of hostile takeover. 

Answer: Answer: Answer: Answer:                                                                                                                                                                                                                                                                                                                                                                                                                                                                                             

In a business takeover, there are two parties (i) purchaser – also referred as 

bidder, acquirer or suitor or raider (ii) seller – also referred as a target company, 

vendor company or an acquired company.  If an acquirer tries to acquire a 

company against its wishes (i.e. the attempt of the suitor is strongly resisted by 

the Board of Directors of the target company), the action is referred as a hostile 

takeover. In this case, the acquirer attempts to   purchase the controlling interest 

shares of the acquired company, usually by offering to pay a price exceeding the 

current market price.    

The target company has several ways to defend itself against the hostile 

takeover. All these ways aim at making the takeover action more difficult to 

accomplish. These defenses are referred as Shark Repellents. The important 

defenses are as follows, 
 

(i) The people pill: This refers to threat by the key-personnel of the 

company to quit if the business is taken over by the suitor. The term 

key-personnel refer to the personnel without whom the business 

cannot be run. 

(ii) Buy back the shares: There are some shareholders of the target 

company who find the offer of raider quite attractive and as such they 

are eager to sell their shares to the raider. The target company may 

buy back its own shares. These eager shareholders may offer their 

shares to the target company itself as a part of buy back offer. It 

makes the takeover more difficult for the raider. 

(iii) Acquiring the Acquirer: This approach can be used by the target 

company only if have enough resources at its command. The target 

company may turn the table on the raider by making a bid on the raider 

itself. 
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(iv) White Knight: Under this approach the target company finds some 

other company that may buy the target company. Such an action helps 

the target company to deter the raider; it can also benefit shareholders 

of the target company if the merger (with the newly found company) is 

a good strategic fit. 

(v) Increasing Debt: The target company may borrow heavy amount. If the 

raider acquires the target company, it has to serve this debt. This fact 

may deter the raider. 

(vi) Greenmail: The target company’s management people may buy back 

the shares of their own company from the raider at a price higher than 

paid by the raider. 

(vii) Poison Pill: It is a strategy used by the target company to deter the 

take over by the raider. Under this approach, the Articles of 

Association of the target company has to make a provision that in case 

of hostile takeover it will offer right shares to its shareholders (other 

than the raider) at a price much below the market price. This will 

result in dilution of the shareholding s of the raider. 

Q. NoQ. NoQ. NoQ. No  56565656....   Explain the concept of Due Diligence with reference to Mergers and 

Acquisitions. 

AnswerAnswerAnswerAnswer  

: Potential buyer of a business must be able to identify, understand and evaluate 

the pros and cons of each aspect of its investment as effectively and efficiently 

as possible. Due diligence is the process to discover everything about the 

company before buying the same. The goal of due diligence is to provide the 

acquirer of the company a full and complete understanding of the transaction.  

 

Some of the important points of due diligence are as follows: 

(i) Memorandum and Articles of associations 

(ii) Minutes of Board meetings and shareholders meetings.  

(iii) Bylaws with all amendments  

(iv) Detailed records of all the securities issued by the company 

(v) Details of stock options issued 

(vi) List of the banks and other financial institutions  

(vii) List of major clients /customers 

(viii) List of major suppliers 

(ix) Pending court cases 

(x) Contracts with the employees 

(xi) Summary of pending labor disputes 

(xii) Pension and retirement benefits of the employees 

Q. No 57Q. No 57Q. No 57Q. No 57....   What is rescue financing? Explain.What is rescue financing? Explain.What is rescue financing? Explain.What is rescue financing? Explain.    

Answer Answer Answer Answer The term rescue financing refers to providing funds to a business that is 

essentially viable but facing a liquidity crunch. Sometimes defaults on loan 
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agreements, demands for payment from vendors and serious shortages of 

working capital may occur simultaneously and rescue financing may become life 

and death issue. Rescue financing may be required in two cases (i) A new 

business where all its funds have been spent in establishing the business; the 

business is ready to start but there no funds for meeting the operating costs (ii) 

A troubled business facing bankruptcy due to liquidity problem or attempting to 

emerge from troubled times. The purpose of rescue financing is to provide 

finance in order to give the business a further chance to succeed.    

Rescue financing is generally structured by way of option convertible debentures 

though there is no restriction on equity or debt financing. The financier may not 

take the risk of investing in equity as the business is in red. On the other hand, if 

the business goes back in the black, the financier deserves a larger stake in the 

profits and value of the business. In case the business succeeds the financer will 

convert the debentures into equity shares and will be amply rewarded for taking 

the risk. In otherwise situation, the financier will recover his money from the 

assets of the borrower. 

Q. NoQ. NoQ. NoQ. No    58: Explain the term 58: Explain the term 58: Explain the term 58: Explain the term AAAAcquisition through negotiationscquisition through negotiationscquisition through negotiationscquisition through negotiations....    

AnswerAnswerAnswerAnswer                                                                                                                                                                                                                                                                                                                                                                                                                
Business takeover implies the purchase of one company (the target) by another 

(the acquirer).     

The initial steps (Pre-acquisition steps) are: 

(i) Deciding the inorganic growth strategy (mergers and acquisitions) 

should be implemented.  

(ii) Search and screen the possible targets 

(iii) Investigate and value the target 

(iv) Evaluate the sources of finances 

Having assessed (i) benefits arising to the acquirer from the takeover of the 

target (ii) the resistance from the target’s management, and (iii) market value of 

the target, the acquirer should decide its bid for the target company. The bid 

should be reasonable to both the parties. If the bid is not attractive to the target 

shareholders, they may not approve the deal and the acquirer may have to go for 

hostile takeover which is always costlier than the negotiated takeover. If the bid 

is unreasonably high, the acquirer may not be able to survive. The acquirer 

should decide the maximum amount it can afford to pay but the in the first round 

the bid amount should be for less than that maximum amount.  

The process of takeover of the target begins with the acquirer making an offer 

for the target company to the board of directors of that company. If the board 

feels that accepting the offer serves shareholders better than rejecting it, 
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recommends the offer be accepted by the shareholders. On getting the ‘go–

ahead’ from the shareholders, the board appoints a negotiation committee to 

negotiate the terms with the acquirer. This situation is referred as acquisition 

through negotiation or friendly takeover. It is also referred as ‘bear hug’. The 

negotiated acquisition is the preferred mode of the acquisition as both the sides 

agree to make the deal work.    

The negotiation process aims at determining a proper price and transaction 

structure the deal. At the earliest stage of the negotiations, the acquirer should 

try to ascertain (i) the business that is going to acquire is really in its best 

interest; if available at the maximum value the acquirer is willing to pay (though 

it should not be stated to the seller in the initial stages) and (ii) the seller is 

definitely interested in selling the same; it is not just trying to get its business 

valued. At this stage, the buyer generally performs an extensive due diligence 

review of the company to be purchased and get lengthy legal documents 

prepared; and this entails a significant cost in terms of time, energy and money. 

At the beginning of the negotiation process, the basic structure of the transaction 

should not only be finalized but also well documented in the form of Letter of 

Intent. The deal is completed if both the parties come to the terms acceptable to 

both the parties. The shareholders of both the companies may be required to 

approve the deal and all the legal formalities must be complied with. 

Q. No.Q. No.Q. No.Q. No. 59595959::::  Explain the Potential adverse competitive effects of merger. 

    

Answer:Answer:Answer:Answer:    

 

Mergers and Acquisitions generally create new synergies by (i) enhancing the 

efficiencies resulting from economies (ii) leading to innovations by combing the 

talent and the resources of the different firms (iii) strengthening  reputation and 

(iv) accessing the new markets. The mergers benefit not only the merging firms, 

but also the overall economy5.  

Sometimes the mergers may have potential adverse effects. The larger merged 

firm may exercise increased market power to the detriment of competitors and 

consumers.  

The term ‘potential adverse competitive effects of mergers’ refers to the 

possibility of abuse of its excessive market power by the merged firm. The 

following are the examples of the abuse of the enhanced market power gained 

through merger by the merged entity: 

                                       

5
 “If you think you can go it alone in today’s global economy, you are highly mistaken.” 

“Alliances are not an important part of the future, they ARE the future”. 
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(i) charging the prices that are significantly greater than competitive 

prices ;  

(ii) the quality of the product is reduced and innovation is ignored 

(iii) it is the competition among companies that boosts both quality and 

innovation 

(iv) unreasonable restraint on trade  

(v) a merger may facilitate the operation of a cartel 

Mergers are subjected to review by the government agencies because of 

their potential adverse effect on competition. In India, the function is carried 

on by the Competitions Commission of India established under the 

Competition Act 2002. It is neither feasible nor advisable to review all the 

mergers. Therefore, the Act provides for sufficiently high thresholds in terms 

of assets / turnover, for mandatory clearance from Commission. Any merger 

that is likely to cause appreciable adverse effect on competition can be 

declared as void by the Commission. 
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