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PROFESSIONAL PROGRAMME

VALUATIONS & BUSINESS MODELLING

A business valuation provides the management of business with numerous facts and figures pertaining to the
actual worth or value of the company in terms of market competition, asset values and income values. The key
benefits of business valuation are: Better Knowledge of Company Assets; Understanding of Company Resale
Value; Assistance during Merger & Acquisitions; Obtain a True Company Value and Access to More Investors.

With the surge in business activities, valuations have occupied the centre stage. Whether it is a start-up or a big
corporate house, valuations is pervasive. Right from the setting up of the business entity, during its merger and
acquisitions, for obtaining long-term finance from banks / financial institutions, winding-up and for various other
business purposes, valuation is an integral component. There are various vital dimensions associated with the
valuation- International Valuation Standards; Guidance to Valuation; Methods used in Valuation; Valuation of
Tangibles and Intangibles; Valuation during Mergers & Acquisitions etc. In order to have a holistic approach on
valuation and to surmount over valuation related matters, it is extremely essential that a professional needs to
be conversant with the aforesaid elements of valuation.

Merely possessing the theoretical knowledge on the subject will not suffice as it is like a applied research
wherein every element of valuation has a practical relevance. Moreover, depending on the magnitude, nature
and scale of the business different valuation approaches needs to be embraced.

Another concept that has gained steam is Business Modelling. Despite presence of various resources, i.e.
finance, human, material, technology etc. in abundance if the business organisation is devoid of a robust
business model then either it may not attain the desired level of performance or collapse during turbulence.
Perhaps financial giants like Lehman Brothers and other investment banks would not have collapsed due to the
onslaught of global economic crisis had they were having sound business models.

Business models to be sustainable needs to be revised in light of the changing legal, business and economic
environment. It needs to be developed by using scientific approach rather than rule of thumb. Approaches like,
spreadsheet techniques, future projections, analysis of key financial ratios, cash flow analysis, estimation of
maximum finance required, working capital management etc. may assist immensely in building a robust and
sustainable business model.

Company Secretary Profession have witnessed a drastic metamorphosis. From a ‘Glorified Clerk’, they have
attained the status of ‘Governance Professionals’. In other words, the trajectory of the Company Secretary
Profession have moved upward when one compares his / her role under Indian Companies Act, 1956 and
Indian Companies Act, 2013. Without an iota of doubt it can be opined that Indian Companies Act, 2013 have
been a game changer for the Company Secretaries.

Since the role of a Company Secretary in the capacity of a ‘Registered Valuer’ has been duly recognized under
the Companies Act, 2013, consequently, it has added wings to the profession. An in-depth knowledge of the
subject will definitely assist a Company Secretary-in-Making to explore career opportunities in the areas of
Valuations and Business Modelling.

Days are gone when technical areas like valuation and business modelling were the forte of selected group
of experts. Today, a Company Secretary is competent enough to undertake valuation related activities. In the
era which is marked by soaring merger and acquisitions, particularly, cross-border merger and acquisitions, a



comprehensive knowledge of the subject will play a pivotal role in understanding the finer aspects of merger
and acquisitions, like valuation of tangibles, valuation of intangibles etc. Similarly during winding-up process,
there is a need for valuation of various assets and in absence of proper understanding on the key concepts of
valuation, it will be next to impossible for a Company Secretary to execute the valuation process.

Any business be it of any magnitude, it can only attain excellence, when it is sustainable. For a business to
be sustainable it needs a robust business model. Like on the rails the train runs and if the rails are of abysmal
quality then there is a probability of derailment, similarly, if a company does not have a sound business model,
then in the long run, the survival of the company may be difficult.

Further, in this dynamic business eon, where only constant thing is change, it is extremely important that
business organizations change or develop new business models as and when the need arises. For instance, if
a company is operating in an industry which is having an oligopoly form of market competition and due to entry
of more firms, it transforms into monopolistic form of market competition, then the business organization may
have to either change or start from the scratch its business model.

A Company Secretary being the ‘Key Managerial Personnel’ of the company and being an indispensable
human capital of the company, it is essential that he / she must possess deep insights regarding various forms
of business models, factors determining a robust business model, MS-Excel applications of various finance
functions etc.

In view of the aforesaid matter, this subject will act as a ‘Lighthouse’ in guiding the Company Secretaries while
performing valuation and business modelling related activities.

Although due care has been taken in publishing this study material, yet the possibility of errors, omissions
and/ or discrepancies cannot be ruled out. This publication is released with an understanding that the
Institute shall not be responsible for any errors, omissions and/or discrepancies or any action taken in that
behalf. Should there be any discrepancy, error or omission noted in the study material, the Institute shall
be obliged if the same are brought to its notice for issue of corrigendum in the e-bulletin Student Company
Secretary. In the event of any doubt, students may write to the Directorate of Academics in the Institute for
clarification at academics@icsi.edu.

There is open book examination for this Elective Subject of Professional Programme. This is to inculcate and
develop skills of creative thinking, problem solving and decision making amongst students of its professional
programme and to assess their analytical ability, real understanding of facts and concepts and mastery to apply,
rather than to simply recall, replicate and reproduce concepts and principles in the examination.



PROFESSIONAL PROGRAMME
MODULE 3

ELECTIVE PAPER 9.7
VALUATIONS & BUSINESS MODELLING (MAX MARKS 100)

SYLLABUS

Objectives

Part | : To develop a reservoir of knowledge on valuation which can assist the Company Secretaries in
undertaking valuation assignments as a Registered Valuer under Companies Act, 2013 including for
Mergers and Acquisitions, Issue of Shares, Winding up of Business and during Distressed Sale.

Part Il : To assist the student in comprehending the concept of Business Modelling, its vital components,
steps involved in preparation of a Business Model and Business Models for varied magnitude of
business organizations.

PART 1: VALUATIONS (70 MARKS)
Detailed Contents

1. Overview of Business Valuation : Genesis of Valuation; Need for Valuation; Hindrances/ Bottlenecks
in Valuation; Business Valuation Approaches; Principles of Valuation (Cost, Price and Value).

2. Purpose of Valuation : M&A, Sale of Business, Fund Raising, Voluntary Assessment; Taxation;
Finance; Accounting; Industry perspective; Statutory Dimension; Society Angle.

3. International Valuation Standards Overview.
4. Valuation guidance resources in India.

5. Business Valuation Methods: Discounted Cash Flow Analysis (DCF); Comparable transactions
method; Comparable Market Multiples method; Market Valuation; Economic Value Added Approach;
Free Cash Flow to Equity; Dividend Discount Model; Net Asset Valuation; Relative Valuation; Overview
of Option Pricing Valuations.

6. Steps to establish the Business Worth: Planning and Data Collection; Data Analysis and Valuation
including review and analysis of Financial Statements; Industry Analysis; Selecting the Business
Valuation Methods; Applying the selected Valuation Methods; Reaching the Business Value Conclusion.

7. Valuation of Tangibles: Overview of Valuation of Immovable Properties; Plant & Machinery;
Equipments; Vehicles; Capital Workin-Progress; Industrial Plots; Land and Buildings; Vessels, Ships,
Barges etc.

8. Valuation of Intangibles: Definition of Intangible Assets; Categorization of Intangibles- Marketing
Related (Trademarks, Trade names, Certification marks, Internet domains etc.), Customer or Supplier
Related (Advertising Agreements, Licensing, Royalty Agreements, Servicing Contracts, Franchise
Agreements), Technology Related (Contractual or non-contractual rights to use: Patented or Unpatented
Technologies, Data Bases, Formulae, Designs, Softwares, Process), Artistic Related (Royalties from
artistic works: Plays, Books, Films, Music).

9. Accounting for share based payment (Ind AS102).
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10.
1.

12

13.

14.

Valuation during Mergers & Acquisitions.

Valuation of various magnitudes of Business Organizations: Large Companies, Small Companies,
Start-Ups, Micro Small and Medium Enterprises.

Valuation of Business during Distressed Sale.

PART- II: BUSINESS MODELLING (30 MARKS)

Introduction to Business Modelling : Genesis, Meaning; Features; Significance; Usage; Spreadsheet
Techniques (Effective use of spreadsheets for modelling, Review of key Excel Functions like building
Macros, Decisions involving Time Value of Money); Report and analyze historical data, Prepare future
projections and present integrated financial statements, Key financial ratios and Outputs in a logical,
summarized and effective manner.

Business Model Analysis: Facets of Analysis : Revenues: Cash flows and their timing and Revenue
drivers, Expenses: Cash flows and their timing, Investment required through cash flow breakeven:
Working Capital, Maximum financing required and cash flow breakeven timing, Sensitivity Analysis:
Key success factors, Structuring and designing models.

vi



LESSON WISE SUMMARY
VALUATIONS & BUSINESS MODELLING

Lesson 1: Overview of Business Valuation

Valuation has gained paramount significance in business arena. With the evolution of various forms of business
organizations, especially, company form of business organization, valuation has occupied the centre stage.
Valuation has become pervasive, i.e. whether during commencement of business, expansion, merger and
acquisitions, winding-up etc. valuation are imperative. This study lesson has made an endeavour to throw light
on crucial elements of business valuation- Genesis of Valuation; Need for Valuation; Hindrances in Valuation;
Business Valuation Approaches etc. After reading this lesson the reader will be conversant with fundamentals
of valuation.

Lesson 2: Purpose of Valuation

Valuation is applicable to various business events, i.e. mergers and acquisitions, sale of business, procurement
of funds, taxation etc. Unless and until the key managerial personnel are thorough with the valuation processes
involved in the mentioned business events, it will be extremely difficult for them to discharge their professional
obligations. Further, various business events demand a different approach of valuation.

This lesson have made an attempt to encompass the critical concepts whose understanding is needed to
execute the assignments relating to mergers and acquisitions, convincing banks and financial institutions at
the time of raising finance to meet working capital and long-term capital requirements, handle taxation related
matters, to meet various statutory requirements etc.

Lesson 3: International Valuation Standards Overview

Like accounting standards, international valuation standards are also an integral component of business
transactions. A comprehensive knowledge of international valuation standards is needed for undertaking
valuation assignments requiring generally recognized concepts and principles that foster transparency
and consistency in valuation process. Along with other important concepts, the critical areas, i.e. bases of
value and valuation approaches and methods which are like a fulcrum of valuation process have been duly
focused upon.

In view of this, this lesson has focussed on three dimensions — International Valuation Standard (IVS) framework,
International Valuation Standard (IVS): General Standards and International Valuation Standard (IVS): Asset
Standard.

Lesson 4: Valuation Guidance Resources in India

Valuation activities have engulfed almost all the sectors of Indian economy. Be it Power, Banking and Financial
Services, Steel, Coal, Cement, Fertilizer, Textile etc. valuation has entered their DNA. Most of the companies in
various sectors are going for mergers and acquisitions, expansion, diversification as well as winding-up and all
these business activities cannot be imagined without valuation.

Quite recently the innovative business concept of Start-ups have gained steam and so their valuation. Further,
valuation of public sector enterprises has also gained prominence, especially after disinvestment of public
sector enterprises. Thus, this lesson has delved deep into various Indian Valuation Standards.
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Lesson 5: Business Valuation Methods

Mere theoretical knowledge about valuation is not sufficient. A professional or senior management official
undertaking valuation process needs to be acquainted with various methods used in valuation. Keeping this
pertinent point in view, this lesson have covered various business valuation methods, like, Discounted Cash
Flow Analysis (DCF); Comparable Transactions Method; Comparable Market Multiples Method; Economic
Value Added Approach; Free Cash Flow to Equity etc.

Since various methods are applied depending upon the sector to which a company belongs to, economic,
business and legal scenario, events giving rise to valuation etc. a complete understanding of various business
valuation methods is a must.

Lesson 6: Steps to Establish the Business Worth

How to establish the value of a business is a million dollar question. Establishing of business worth involve
several factors, like, planning and data collection, data analysis including analysis of financial statements,
industry analysis, choosing the appropriate business valuation methods etc. Further, each factor requires robust
understanding as all the factors are interlinked.

Since how much a business is worth is a fundamental issue in valuation, in view of this, the lesson has covered
various practical aspects pertaining to establishing of business worth.

Lesson 7: Valuation of Tangibles

Tangible assets are key to business operations. Whether an organization is engaged in production of goods
or services, tangibles occupy a significant place. In absence of tangible assets it will be impossible to perform
production and trading of goods or services. There are various facets of tangible assets, like cost / value,
methods of valuation of tangible assets etc. These and other critical facets associated with valuation of tangibles
have been taken into account. Due emphasis have been given on valuation of certain important tangibles like,
Real Estate, Plant & Machinery, Vehicles and Ships & Barges.

Lesson 8: Valuation of Intangibles

Valuation involves analysis of a company and so intangible assets cannot be ignored. Various intangible assets
like, trademark, certification marks, designs etc. are considered as important assets since they assistimmensely
in enhancing sale of the business. It can be said without an iota of doubt that brands, technologies, formulae,
softwares etc. are crucial to company’s success. Keeping this vital point in view, this lesson has focused upon
almost all forms of intangible assets.

Lesson 9: Accounting for Share Based Payment (Ind AS 102)

Indian Accounting Standard acts as a lighthouse for the companies in treatment of various business transactions.
In this regard, one of the crucial financial treatments pertains to share based payment. Ind AS 102 prescribes
financial reporting in respect of share-based benefits and is relevant for companies which remunerate their
employees by share-based (or stock option) schemes, such as Employee Stock Options (ESOP), Share
Appreciation Rights (SAR), Phantom Equity, Share Purchase Plans (SPP) etc.

This lesson have given emphasis on equity-settled share based payment transactions, transactions in
which services are received, hurdles or bottlenecks in evaluation of the fair value of the equity instruments
etc.

Lesson 10: Valuation during Mergers & Acquisitions

Mergers and acquisitions have become a buzzword in business scenario. Now a day most of the sectors are
witnessing merger and acquisitions. It is a complex process and valuation plays a pivotal role in it. Valuation
viii



of the target company involves several critical processes. Depending on the scale of operations and nature of
business of the target company the valuation approach needs to be chosen.

This lesson has touched upon various significant concepts pertaining to mergers and acquisitions- Types of
values, M &A strategy, Theories of Merger & Acquisitions, Methods used in valuing the target company etc.

Lesson 11: Valuation of Various Magnitudes of Business Organizations

There are various forms of business organizations operating in varying scales. But valuation is omnipresent and
so irrespective of the size of the business organization it is used. Keeping in view it's applicability for various
magnitudes of business organizations, this lesson has covered the valuation of large companies, private
companies, start-ups and micro, small and medium enterprises.

Lesson 12: Valuation of Business during Distressed Sale

With the evolution and growth of business organizations, winding-up have also become a common phenomenon.
Several corporate houses which even after embracing corporate restructuring failed to revive the business are
left with no option other than distressed sale of business. Firms in financial distress cannot meet, or have
difficulty paying off their financial commitments to their creditors, typically due to high fixed costs, illiquid assets
or revenues that are sensitive to economic downturns.

It is critical to identify the nature of distress. The optimal course of action for companies facing irreversible
economic distress is liquidation of assets. But sale involves valuation of the business. No doubt, there are
various valuation methods to gauge the value of the business but at times of distress the valuation is altogether
a different ball game.

Lesson 13: Introduction to Business Modelling

Business models provide the trajectory to the business activities. In absence of a robust business model, the best
business organizations may also witness an untimely collapse. Further, while developing a business model, the
following vital facts needs to be at the focal point- Diversity, Modularity, Openness, Slack resources, Matching
cycles, Identify your specific audience, Establish business processes, Develop a strong value proposition,
Determine key business partners and Leave room for innovation.

In view of the paramount significance business modelling holds, this lesson have focused on critical topics,
i.e. various forms of business models, significance of business modelling and process involved in building
spreadsheet based decision model.

Lesson 14: Business Model Analysis

Merely construction of a business model will not suffice. It is just the first step. Going further, a business model
needs to be analysed from various angles. For instance, if a business model fails to generate adequate revenue
or cash flows from a project then it cannot be termed as an ideal business model.

Thus, keeping in view the significance of business model analysis, this lesson has focused upon important
dimensions, like, Dynamic and Non-dynamic aspects of business models, Timing of cash flows and Revenue
Drivers, Working capital management, Maximum finance required, Sensitivity analysis etc.
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LEARNING OBJECTIVES

Valuation of business plays a very vital role,
therefore a business owner or individual may need
to know the value of a business. The fair market
value standard consists of an independent buyer
and seller having the requisite knowledge and
facts, not under any undue influence or stressors
and having access to all of the information to make
an informed decision. Valuation is a vital subject
which will be used in different areas like merger
& acquisition, amalgamation, dispute resolution
etc. After studying this chapter you will be able to
understand:

m  What is the meaning of valuation?

m Why do we need to do valuation of a
business?

m |dentifying the areas where valuation can
be used

m Identifying the purpose of valuation and its
impact on the value estimates.

m Estimating the objectives of valuation.

m  What are the main hindrances in value
estimates of a business?

m Learning the practical dimension of
business valuation approaches.

m Learning the main principles of valuation.

m Identifying the main sources of information
for valuation.
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ORIENTATION

It is a compulsory lesson in the subject. Its deep knowledge is essential to strengthen the understanding of the
various technical concepts that are discussed in the ensuing lessons. This study lesson encompasses all the
concepts that are required to build the base for further learning.

FAMILY TREE OF CONCEPTS

GENESIS OF VALUATION

NEED FOR VALUATION

HINDRANCES / BOTTLENECKS IN VALUATION

J_"T

BUSINESS VALUATION APPROACHES

J_"T

PRINCIPLES OF VALUATION

INTRODUCTION

Valuation is a process of appraisal or determination of the value of certain assets: tangible or intangible,
securities, liabilities and a specific business as a going concern or any company listed or unlisted or other forms
of organization, partnership or proprietorship. ‘Value’ is a term signifying the material or monetary worth of a
thing, which can be estimated in terms of medium of exchange. In other words, it is an assessment resulting in
an expression of opinion rather than arithmetical exactness.

Business valuation requires a working knowledge of a variety of factors, and professional judgment and
experience. This includes recognizing the purpose of the valuation, the value drivers impacting the subject
company, and an understanding of industry, competitive and economic factors, as well as the selection and
application of the appropriate valuation approach (es) and method(s).

Recently, valuation has become a source of political and economic debates in the wake of privatization of state
owned enterprises. Many owners and managers often ask,” How much is our business worth? And how much
is theirs?” Due to increasing sophistication in business and changing economic and social environment of
business, professional valuers face questions like:
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1. “What is our business worth?”

2. “What is their business worth?”

3. “What is the right price of that company?”
4. “What is the right price of our company?”

Actually, there is hardly any acceptable answer to these above listed questions. To give the answer of these
questions there is a evolution of “valuation theory”. There is a misconception that the valuation of companies
has been developed as an art rather than a science, and that valuation is the job of accounting firms. But the
truth is that valuation procedures are driven heavily by tradition. Valuers have taken extreme positions
towards the methodology of corporate valuation. They may still like to continue to do so as they have done in the
past. These extreme considerations can lead to a broad variety and wide range of values. Vast differences in
values can act as negative to the credibility of valuation profession. Hence, valuers must explain the difference
between their own estimates of value and that of other professionals estimates.

Some of the main objectives of corporate valuation are to:
1. Assist a purchaser or a seller in deciding the acceptable purchase consideration
Assist an arbitrator in settling a dispute between parties
Assist a lender in quantifying the security for loan.
Establish value for stamp duty.
Quantify a value for inclusion in accounting records

Assess a consequential loss claim

N o o bk w0 D

Assess a management buyout or a leveraged buyout.

GENESIS OF VALUATION

Valuation may be considered a science but, to a large extent, valuation variables require inherent subjectivity.
In other words, valuation is not a precise science as there is always imperfection in the market. Even in
rare instances, where the valuer has perfect knowledge of the market, the market does not have the perfect
knowledge of value as well as the valuation methodology and process. On every occasion, there may not
be a definitive valuation method or a definitive value conclusion, but every valuation is based only on its
circumstances. Right valuation requires logical and methodical approach and careful application of the
basic principles. This means that there may not be a prescribed format or a preferred methodology, which
is to be adopted always.

Today business valuers need to be better educated in order to make business valuation theory and practices
better explained and better defined. The act of business valuation, therefore, needs to be more of a science than
perception and guess. Enhanced credibility of the valuation process requires establishing various estimates of
values with minimum most possible range between the highest and lowest values arrived at though various
methods. A better valuation exercise has the following characteristics:

1. Realistic and acceptable value conclusion

2. Application of convincing methods to arrive at the value conclusion
3. Transparency of the valuation process

4. Realistic consideration of factors responsible for valuation

5

Ensuring unbiased considerations and avoiding short-cat attempts
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6. Validation under critical scrutiny

7. Meticulous work of a group of professionals representing various disciplines such as finance, accounting,
economies, engineering, and investment banking

8. Comprehensive and detailed valuation report justifying fairness of opinion and accepted as an expert
testimony

Everyone has an opinion of value about a business, a tangible asset, or an intangible asset but actually, the
term ‘value’ means different things to different people. The problems faced by the valuers are enormous. They
have to bring forward an appropriate definition of value for a specific valuation. The Webster’s dictionary puts
value as:

A fair return or equivalent in goods, services, or money for something exchanged: the monetary worth
of something: marketable price; relative worth, utility, or importance: something intrinsically valuable or
desirable.

Any business valuation activity is based on the hypothetical consideration that there is an arms length sale
of a business between a willing buyer and a willing seller, usually for cash. Any valuation theory attempts to
search for truth and relates to the practice in order to understand valuation theory. Valuation concepts must
be understood clearly and be applied too. For the purpose of valuation of an entire or a partial entity, both
quantitative and qualitative tangible and intangible factors are to be taken into consideration. To establish the
value of specific tangible assets, it requires special market knowledge, education, and training for the valuer or
appraiser. To perform a good valuation, the valuer must obtain opinion and information from specific exerts as
the construction, efficiency, power consumption make, risk of obsolescence, factors affecting future economic
use, and so on.

One of the frequent sources of legal confusion between cost and value is the tendency of courts, in common
with other persons, to think of value as something inherent in the thing being valued, rather than an attitude of
persons toward that thing in view of its estimated capacity to perform a service. Whether or not, as a matter
of abstract philosophy, a thing has value except to people to when it has value, is a question that need not be
answered for the sake of appraisal theory. Certainly for the purpose of a monetary valuation, property has no
value unless there is a prospect that it can be exploited by human beings.

In a business valuation, the value of an interest in business is typically considered to be equal to the future
benefits that are to be received from the business, discounted to the present value, at an appropriate discount
rate. However, this simple definition of value raises the following issues to be addressed:

1.  How to define ‘benefits’?

2. Future projections may be extremely difficult to make and also very difficult to get interested parties to
agree to.

3.  What is an appropriate discount rate?
For what period of time the stream of benefits should be included in the determination of value?

Indian activities in the arena of mergers and acquisitions have indeed increased manifold over the last one
decade. According to India Brand Equity Foundation, the trust run by the Union Ministry of Commerce and
Confederation of Indian Industry (Cll), outward investment to the tune of $80 billion has been made between
the years 2000 and 2010; the UK and the US have emerged as the favoured destinations.

ACIll survey report shows that Indian companies actually helped save and create thousands of jobs in the US through
acquisitions of local firms there. It reports that since the year 2005, nearly 65 per cent of the Indian companies
operating in the US have added jobs to their operations; more than 80 per cent of the hiring was local.

Some of the significant M&A deals involving Indian companies during the period 2001-2010:
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The TATA Group

In February, year 2000, The Tetley Group, the world‘s second largest producer and distributor of tea, was
purchased by India’s Tata Group for British £ 271 million. In the year 2004, Tata Motors acquired Daewoo’s truck
manufacturing unit in South Korea. In the year 2005, Tata Motors acquired 21 per cent of Aragonese Hispano
Carrocera giving it controlling rights of the company. In January 2007, Tata Steel purchased a 100 per cent
stake in the Corus Group at 608 pence per share in an all cash deal, cumulatively valued at US $12.04 billion,
fending off a serious challenge from CSN, the Brazilian steel maker. The deal marked the 22 largest Indian
takeover of a foreign company and made Tata Steel the world’s fifth-largest steel group. In June 2008, Tata
Motors acquired British Jaguar Land Rover (JLR), which includes the Daimler and Lanchester brand names,
from Ford for US $2.3 billion. In April 2011, Tata Chemicals acquired a 25.1 per cent stake in an ammonia-
urea fertilizer complex in Gabon for US $ 290 million in which Singapore-based agro-product processor and
supplier Olam International owns a 63 per cent stake and the Republic of Gabon holds 12 per cent stake. The
company will be acquiring the stake as a strategic investor and is likely to invest another US $ 170 million in the
second phase of expansion of the fertilizer complex. (please check whether the investment have of US $170
million have been already made or it will be made, as in case the investments have been already done then the
sentence needs to be written in past tense).

Aditya Birla Group

In February, year 2007, the Aditya Birla Group‘s Hindalco entered into an agreement to acquire Canadian
company Novelis for US $ 6 billion, making the combined entity the world’s largest rolled aluminum producer.
The Group also owns copper mines in the Great Sandy Desert, Western Australia and the Mt. Isa Block in
Queensland.

UB Group

United Spirits Ltd (USL), the flagship of the UB group and the world's third largest spirits producer, purchased
the Scottish distiller Whyte and Mackay in May 2007 for British £ 595 million. This included brands like The
Dalmore, Isle of Jura, Glayva, Fettercairn, Vladivar Vodka and Whyte & Mackay Scotch. In the year 2006, Asian
Opportunities and Investments Limited, UB’s wholly owned subsidiary in Mauritius, announced the acquisition
of French wine maker Bouvet Ladubay for € 14.75 million.

Industrial Revolution of England and France

The industrial revolution began in Great Britain in the late 1770s before spreading to the rest of Europe. The first
European countries to be industrialized after England were Belgium, France and the German states

The rest of Europe didn’t industrialize until after 1850. Spain, Portugal, Austria-Hungary, Italy and the Ottoman
Empire started to industrialize very late in the 19th century.

Belgium was the second country in Europe in which the industrial revolution took place and the first nation in
continental Europe. Belgium became the world’s second industrial power, after Britain.

In France, industrialization was slower, due to its lack of coal and iron. By the end of the 19th century, the
majority of French workers were still employed in non-manufacturing jobs. When France did fully industrialize,
textile and furniture manufacturing became the dominant industries.

In Germany, industrialization was also slow, due to the region being divided into several independent states
rather than a unified country, but Germany eventually became a global leader in chemical research in industrial
and university labs.

Germany now has the fourth largest economy in the world, while Great Britain’s economy is fifth, France is
seventh and ltaly is ninth.



6 PP-V&BM

Industrial Revolution in India

The industrial revolution came late to India, due to its complicated political and economic relationship with Great
Britain.

Although India, which was a British colony, dominated the global cotton textile markets in the 18th century, the
Indian textile industry took a hit when the industrial revolution began in Great Britain.

The use of steam power in British mills reduced the cost of British cotton by 85 percent, making its textile
goods internationally competitive for the first time. Britain quickly became a leading world exporter of textiles,
displacing India in the process.

In addition, in order to protect its new textile industry, Great Britain began to restrict textile imports from India
and other countries by establishing tariffs and other protective policies. Great Britain instead began to export
its own textiles to India.

This halted any plans Great Britain may have had to develop India’s textile industry and instead led to India’s
deindustrialization, with British lawmakers pushing the country to become more agrarian than industrial.

New colonial laws forced Indian farmers to devote most of their fields to cotton crops, instead of food, which led
to widespread famine and poverty in India.

Therefore, the industrial revolution reversed India’s economic relationship with Great Britain so that it was now
merely a supplier of raw materials for Great Britain and an importer of British textiles, instead of a producer of
textile goods.

As a result, it took decades before India started adopting modern industrial practices, such as steam power and
mechanized spinning and weaving, in its textile manufacturing.

The industrial revolution finally came to India in 1854, when the first steam-powered cotton mill in Asia opened
in Bombay. Growth was slow though and the expansion of these modernized cotton mills didn’t pick up until the
1870s and 80s.

Significance of Valuation in M&A Process

In a merger or acquisition transaction, valuation is essentially the price that one party will pay for the
other, or the value that one side will give up to make the transaction work. Valuations can be made via
appraisals or the price of the firm’s stock if it is a public company, but at the end of the day valuation is
often a negotiated number.

Valuation is often a combination of cash flow and the time value of money. A business’s worth is in part a
function of the profits and cash flow it can generate. As with many financial transactions, the time value of
money is also a factor. How much is the buyer willing to pay and at what rate of interest should they discount
the other firm’s future cash flows?

Both sides in an M&A deal will have different ideas about the worth of a target company: its seller will tend to
value the company at as high of a price as possible, while the buyer will try to get the lowest price that he can.

NEED FOR VALUATION

Valuation of business plays a very vital role, therefore a business owner or individual may need to know the
value of a business. The fair market value standard consists of an independent buyer and seller having the
requisite knowledge and facts, not under any undue influence or stressors and having access to all of the
information to make an informed decision.

A business valuation is a complex financial analysis that should be undertaken by a qualified valuation
professional with the appropriate credentials. Business owners who seek a low cost business valuation
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are seriously missing out on the important benefits received from a comprehensive valuation analysis and
valuation report performed by a certified valuation expert. These benefits help business owners negotiate
a strategic sale of their business, minimize the financial risk of a business owner in a litigation matter,
minimize the potential tax that a business owner or estate may pay in gift or estate tax as well as provide
defense in an audit situation.

The necessity for valuation arises for statutory as well as commercial reasons:

(i) Assessment under Wealth tax act, Gift tax act.
(i) Formulation of scheme for amalgamation.
(i) Purchase and sale of shares of private companies.
(iv) Raising loan on the security of shares.
(v) For paying court fees.
(vi) Conversion of shares.
(vii) Purchase of block of shares for the purpose of acquiring interest or otherwise in another company.
)

Purchase of shares by the employees of the company where retention of such shares is limited to the
period of their employment.

(viii

(ix) Compensation to the shareholders by the government under a scheme of nationalization.
(x) Acquisition of shares of dissenting shareholders under a scheme of reconstruction.

Normally a stock exchange is the most common source of ascertaining the value of shares especially for
transactions involving small block of shares which are quoted on stock exchanges. But stock exchange prices
form an unreliable basis because prices on a particular day are generally determined on the basis of demand
and supply which are influenced by factors outside the business.

The wide fluctuations in prices of shares at the stock exchange are the outcome of actions and opinions of the
private and institutional investors all over the country and indeed the world.

Thus the valuation of shares has to be done by the accountant by adopting sound and reasonable basis of
valuation. Various tax laws make specific provisions regarding the valuation of shares and lay down either the
general principles or the exact procedures that needs to be followed.

The other key areas where valuation is needed are- Mergers & Acquisitions and Succession Planning.

1. Mergers & Acquisitions: Valuation is an important aspect in M&A. It not only assists business owners in
determining the value of their business, but also helps them maximize value when considering a sale,
merger, acquisition, joint venture, or strategic partnership.

Valuation is often a combination of cash flow and the time value of money. A business’s worth is in part a
function of the profits and cash flow it can generate. As with many financial transactions, the time value
of money is also a factor. How much is the buyer willing to pay and at what rate of interest should they
discount the other firm'’s future cash flows?

Both sides in an M&A deal will have different ideas about the worth of a target company: its seller will
tend to value the company at a higher price, while the buyer will try to acquire the company at the lowest
price.

2. Succession Planning: In planning for the transfer of family business to the next generation.

Succession to employees: For many closely held businesses, the sale of the business to one or more
key employees is often a viable succession strategy.
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Succession to outside parties: It comprises of mergers, acquisitions, purchase and sale of businesses.

One of the key factors in the valuation of a business is reasonable compensation of the owner(s) who
plays an active in the operations of the business. A discussion regarding the fact that the owner is
overpaid for the services they render to the business is a difficult conversation. Bringing the owner to
the understanding that such a circumstance actually results in a higher valuation seems to be counter-
intuitive to the owner and often offense is taken at the premise:”You are overpaid.” This is an example of
the “de-personalization” that must take place for the successful transfer of a business from the founder
to the next generation.

3. Going Public: In general, when a new company goes for an Initial Public Offering (IPO), for raising
capital for setting up of business operations and to meet other long-term financial requirements, in such
a circumstance, a question arises as to how to evaluate the fair value of the stock. The Indian Capital
Market follows a free pricing regime and thus the accurate pricing of an IPO is of immense importance.

Example: The process of going public often begins when a young company needs additional capital
to grow its business. In order to gain access to that capital, the firm will sometimes choose to sell an
ownership stake or shares of stock to outside investors.

e PO of Reliance Power in Year 2008: This IPO was sold between January 15 and January 18
of 2008 and was subscribed about 70 times. Before Coal India, this IPO enjoyed the status of the
‘biggest IPO ever’ title. But the Rs 11,560 crore issue had another distinction

4. Dispute Resolution: Valuations are an increasingly important aspect of many commercial disputes.
Before deciding how to manage a dispute, it is necessary to determine the likelihood of a successful
outcome and the potential stake involved. Judicial precedents are also available that affect the selection
of valuation methodologies and applicability of discounts/ premiums.

For example, updating the current Market valuation for tax purposes, publication to outline various
dispute resolution mechanisms, including the availability of expert valuer conferencing etc.

The subject of the valuation is of vital importance to the valuation process, the selection of inputs, approach and
method. Valuing the invested capital or common equity of a business, options, hybrid securities, or some other
form of financial interests in a business require the application of specific valuation methods, that are tailored to
reflect their specific attributes. Additional complexities arise when one valuation may be required as an input to
perform another. For instance, a business valuation may serve as an input or a distinct step in the valuation of
stock options, preferred stock, or debt.

Preference Shares have the qualities of both a stock and a bond, which makes valuation a little different than
a common share. The owner of the preferred share is part owner of the company, just common shareholder.
The stake in the company is in proportion to the held stocks. Also, there is a fixed payment which is similar to a
bond issued by the company. The fixed payment is in the form of a dividend and will be the basis of the valuation
method for a preferred share. These payments could come quarterly, monthly or yearly, depending on the policy
stated by the company.

A business interest (ownership interest in a business), on the other hand, may be characterized by various
rights and preferences such as voting rights, liquidation preferences, redemption provisions, and restrictions on
transfer, each of the element exerting an impact on the measurement of value.

Apart from the above significant reasons for valuation, there are many other reasons why a business owner or
individual may need to know the value of a business. The typical standard of value used is fair market value.
The fair market value standard consists of an independent buyer and seller having the requisite knowledge
and facts, not under any undue influence or stressors and having access to all of the information to make an
informed decision.
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The reasons mentioned below highlights the significance of business valuation for the business owners:

To set a basis of value for a business when no valuation has been previously performed.
To understand the value (worth) of the business.

To set a base line value for the business and develop a strategy to improve the profitability of the
business and increase the value of the business for an exit strategy.

To evaluate an offer and negotiate a strategic sale of a business.

To determine the annual per share value of an Employee Stock Ownership Plan (ESOP).
For exit strategy planning purposes.

To value a portfolio of IP — patents, trademarks, copyrights, proprietary processes, etc.
To justify the per share equity value in a company for annual shareholder meetings.

To identify weaknesses in a business to refocus the operational efforts to improve profitability and the
bottom line.

For shareholder or partnership disputes.

For shareholder or partnership investments or buyouts.

To determine the potential built-in-capital-gains taxin a conversion from a C-Corporation to S-Corporation.
For buy-sell purposes and funding the agreement.

To obtain bank financing or alternative investment.

For financial reporting purposes — to allocate the purchase price to appropriate equity classes and
determine if there is any goodwill impairment.

To allocate the purchase price after an acquisition of a business.
For estate tax reporting purposes of a decedent.

For gift tax planning purposes — transferring an interest to family members, donation to a charity,
transfer to an intentionally defective grantor’s trust, etc.

To determine the value of the assets in a marital dissolution action.

To value stock options, restricted stock or phantom stock plans that a Company has in place to comply
with IRC 409A.

To value a business for a business bankruptcy.
To determine the IP value in a business.

For litigation support purposes, to determine economic damages, lost profits, uncover fraud or value of
a business in a shareholder or partnership dispute, IP damage from infringement, etc.

To determine the intrinsic value of a business and assess whether it is different from the fair market
value of the business.

To identify whether the business is growing, stagnant or declining in value for undertaking business
restructuring activities.

Identifying the purpose of the business valuation is a first step in the process as it dictates the “basis of value” or
“standard of value” to be applied, which, in turn, impacts the selection of approaches, inputs and assumptions
considered in the valuation. The purpose of a valuation could be for acquisition or sale, litigation, taxation,
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insolvency, or financial reporting, to name a few. Once the purpose is identified, the appropriate standard
of value can be applied. For example, a tax valuation for U.S. tax reporting generally requires fair market
value, defined by U.S. tax regulations and further interpreted by case law while financial reporting requires fair
value as defined by U.S. and IFRS accounting standards as a basis of value. While all valuations, regardless
of purpose, share certain common attributes, there are differences that need to be reflected in the analysis
pursuant to the basis of value.

Purpose of Valuation: Indian considerations

Valuation has been debated in India as an art or science and substantial part of the litigation in Mergers & Acquisitions
(M&A) takes place on the issue of valuation as it involves an element of subjectivity that often gets challenged. More
s0, as in India, there are not many regulations prescribed for business valuation specifically for unlisted and private
companies. In many cases the valuation lacks the uniformity and generally accepted global valuation practices. Even
limited judicial guidance is available over the subject in India. Further, absence of any stringent course of actions and
absence of regulations under various statutes is also leading to loose ends.

Institute of Chartered Accountants of India (ICAI) has recently developed and recommended Business Valuation
Practice Standards (BVPS) aiming to establish uniform principles, practices and procedures for valuers
performing valuation Standards (BVPS) aiming to establish uniform principles, practices and procedures for
valuers performing valuation services in India.

The introduction of concept of Registered Valuer had been notified under Chapter XVII of the Companies Act
2013 to set the Indian valuation standards for standardizing the use of valuation practices in India, leading to
transparency and better governance.

Although the primary purpose of business valuation is preparing a company for sale, there are many other
purposes of business valuation. Following are some of the examples:

Shareholder Disputes: Sometimes a breakup of the company is in the shareholder’s best interests. This could
also include transfers of shares from shareholders who are withdrawing.

Estate and Gift: A valuation would need to be done prior to estate planning or a gifting of interests or after the
death of an owner.

Mergers, Acquisitions, and Sales: Valuation is necessary to negotiate a merger, acquisition, or sale, so the
interested parties can obtain the best fair market price (as discussed above).

Buy-Sell Agreements: This typically involves a transfer of equity between partners or shareholders.

Financing: Generally, it is advisable to have a business appraisal before obtaining a loan, so the banks can
validate their investment.

Purchase price allocation: This involves reporting the company’s assets and liabilities to identify tangible and
intangible assets.

VARIOUS EXPRESSION OF VALUE

Fair Market value
Arthur Anderson defines fair market value as:

It is the amount, price, highest price, most probable price, cash or-equivalent price at which property would
change hands or the ownership might be justified by a prudent investor or at which a willing buyer and seller
would exchange, would agree to exchange, have agreed to exchange, should agree to exchange or may
reasonably be expected to exchange, possibly with equity to both and both fully aware or having knowledge
or at least basic knowledge of the relevant facts, possibly even acting prudently and for self-interest and with
neither being under compulsion, abnormal pressure, under duress nor any particular compulsion.
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In other words, fair market value is price at which the property would change hands between a willing buyer and
a willing seller, where both are not under any compulsion to buy and sell and they have reasonable knowledge
of relevant facts and information. This means that any representative price would not work if it affects buyer’s or
seller’s unique motivations. This would be an example of investment value, defined by real estate terminology
as “value to a particular investor based on individual investment requirements.” The International Glossary of
Business Valuation Terms (IGBVT), defines fair market value as:

The ‘highest price’ in times of cash equivalents, at which property would change hands between a hypothetical
willing and able buyer and a hypothetical willing and able seller, acting at arm’s length in an open and unrestricted
market, when neither is under compulsion to buy or sell and when both have reasonable knowledge of the
relevant facts.

Fair Value

Fair value is sometimes construed as fair market value without discount. The meaning of fair value may
depend upon the context and the purpose of valuation. In business, the term ‘value’ applies to certain specific
transactions, especially, in case of mergers, acquisitions, sell-offs, spin-offs, and issue of shares.

In most of the countries, fair value is a statutory phenomenon and applies to rebellious shareholders’ valuation
rights. In the event of corporate mergers, sell-offs, and the like, minority shareholders think that they are being
forced to receive less than adequate consideration for their stocks. So, they have the have right to have their
shares appropriately appraised and to receive fair value in cash. Sometimes, there can be a willing buyer but not a
willing seller and the buyer may be more knowledgeable than the seller. In such cases, fair value can be said to be the
amount that will compensate an owner, who is involuntarily deprived of property. Indeed, it is sometimes left to judicial
interpretation.

Fair value is more appropriately applicable to minority shareholders, but by default, their interests are valued
as pro rata share of a controlling interest valuation on a non-marketable basis. With respect to rebels’ shares, fair
value means the value of the shares immediately before effecting any corporate action against which they have
objections, excluding any appreciation or depreciation in anticipation of the corporate action unless exclusion
would be inequitable.

In short, there is no clarity in the expression of fair value; it calls for compromise to accept a value, unless grossly unacceptable.
The concept is so subjective that it has not been defined in the International Glossary of Business Valuation Terms
(IGBVT).

Book Value

Book value is the historical value, synonymous to shareholders’ equity, net worth, and net book value. It is the difference
between total assets and the total liabilities appearing in the balance sheet of a company on a particular date. In any
balance sheet, assets are recorded at historical costs, while the net of accumulated depreciation and liabilities are
recorded at the face value.

Accounting standards of various countries do not allow companies to incorporate the potential Home-grown
intangible assets, and as a result they understate the true book value of a company. So it may not be an appropriate
measure of business value, unless it is adjusted with valuation of intangible assets. Usually, the longer the assets
or liabilities carried on the books, the greater the differences between book value and fair market value.

Example: Michael loves to buy new cars, and almost never drives the same car for more than two years.
Currently, he has a 2014 sports car and wants to trade it in for a 2016 sports car. Michael paid $60,000 for his
2014 sports car when he originally purchased it. Upon arriving at the car dealership, Michael finds out that his
car is only worth $40,000. This $20,000 decline in value is referred to as accumulated depreciation. The book
value of an item is equal to its cost minus accumulated depreciation.
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Intrinsic Value

Intrinsic value is the fundamental value which is estimated for a security such as stocks, based on all facts
and circumstances of the business or investment. Intrinsic value of a security is determined based on earning
power and earning quality. The earning power of the investment is measured in terms of the underlying
entity’s capability to constantly increase the rate of return with plausible assumptions including internal
resources, external economic data and benchmarks. Earning quality is assessed by factors like customer base,
profitability, customer satisfaction, employee satisfaction, relative risk, competitiveness and steadiness of
earnings forecast. Basically, intrinsic value is the present value of future earnings stream discounted at current
market yield.

For example, if a call option’s strike price is $15 and the underlying stock’s market price is $25 a share, then
the intrinsic value of the call option is the stock price less the strike price, or $25 - $15, so $10. Assume the
option was purchased for $12, so the extrinsic value is the purchase price of the strike less the intrinsic value,
or $12 - $10, so $2. An option is usually never worth less than what an option holder can receive if the option
is exercised.

Replacement Value

Replacement value is the current cost of acquiring a similar new property which is likely to produce the nearest
equivalent utility to the property being valued. An estimate of replacement cost takes into account how an asset
would be replaced with newer materials and current technology. Replacement value is not the same as reproduction
value, which is the cost of a duplicate asset, based on current prices. Replacement value and reproduction cost
are used in the valuation of tangible assets that do not produce income directly, such as furniture and fixture,
office equipment, and so on.

Example : Big Trucks INC. is a company that provides car rental services. The company’s fleet is mostly made
up of big trucks for people in the construction business. The company has to replace one of his cars because
it is too old and clients don’t want to lease it anymore. The truck was initially bought at $20,000, but the current
market price of a similar truck is $23,000.

In this situation, it would cost the company $23,000 to purchase a similar asset to the one they current have
in order to replace it. Thus, $23,000 is the replacement value of the $20,000 truck because this is how much it
would cost to buy that same truck today

Liquidation Value

Liquidation value is the net amount that can be realised if the business is terminated and the assets are sold
piece-meal. There are two types of liquidation value: orderly liquidation and forced liquidation. When assets are
sold over a reasonable period of time to maximise the proceeds received it is called orderly liquidation.

Forced liquidation value arises when assets are sold as quickly as possible. Sometimes, some companies are
worth more when dead than alive (like Michael Jackson!). So it is essential to know whether the going concern
value is more than the liquidation value or vice versa. Sometimes, from the minority interest point of view, there
are situations when the going concern value is less than the liquidation value. In such situations, however minority
shareholders cannot force liquidation even if the controlling shareholders desire to continue the business as a
going concern.

For instance, Liquidation is the difference between some value of tangible assets and liabilities. As an example,
assume liabilities for company A are $550,000. Also assume the book value of assets found on the balance
sheet is $1 million, the salvage value is $50,000 and the estimated value of selling all assets at auction is
$750,000, or 75 cents on the dollar. The liquidation value is calculated by subtracting liabilities from the auction
value, which is $750,000 minus $550,000, or $200,000.
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Going Concern Value

Going concern value is the value of a business that is expected to continue to the future. It takes into
account various intangible assets of the organization. The intangible elements of going concern value
result from successful continuation of business. Factors like trained workforce, brands, formulations,
trademarks, recipes (in fast food and eating joints), operational systems, necessary licenses, and so on,
generate value for intangible assets, for which substantial costs are incurred by the company. The going
concern value is relevant in the decision of mergers and acquisitions. Sometimes, an ‘in-place value’ is
said to be relevant to assets because they are in working condition and they help produce income. For
example, a fully depreciated asset can fetch some value because it is in place, functioning satisfactorily
and generating cash.

Example of Going-Concern Value

For example, suppose that the liquidation value of Widget Corp. is $10 million. This sum represents the
current value of inventory, buildings and other tangible assets that can be sold assuming that the company
is completely liquidated. However, Widget Corp.>s going-concern value could very well be $60 million, as
the company»s reputation of being the world>s leading widget producer and its ownership of patents and
associated rights for widget production mean that the company should have a large and steady stream of
future cash flows

Equity Interest Value

Equity interest of an investor in a business can be considered as an investment. The purchase of an equity
interest in a closely held company can be considered as a long-term investment and in a listed company; it can
be viewed as short-term investment. The equity investors not only expect to receive the investment (amount
invested or principal) back from the company, but also expect to receive a fair return on the investment in
the form of dividend. In addition, in the case of listed companies, the investors have an exit route through
the stock market. Therefore, capital appreciation is regarded as an important part of return. This can be
expressed in terms of the equation.

Return on equity investment =

Cash flow (dividend) + (closin g market price — openingmarketprice)

Opening market price

Such returns are commensurate with various kinds of risks involved. The investment in equity follows certain
principles, which apply to valuing businesses in the context of buying or selling a business. In any buying /
selling deal, it must be clearly understood that both the buyer and the seller have various choices, and they
need not necessarily enter into the proposed purchase/ sale transaction. The valuation of equity interests in
closely held businesses is often a very difficult task due to the absence of an active and free secondary
market for such securities. Under the circumstances many small as well as closely held businesses are
valued, based on the investment value principle.

Caselet of Equity Interest Value

Frank is an angel investor. He has worked hard to build and sell his first company. Since he has already achieved
that, he now turns his focus on investing in other budding entrepreneurs. Frank loves to see businesses grow
with the owners.

Frank is invested in multiple businesses. One, a green products manufacturer, has received $1,000,000 from
Frank. For this he received 40% ownership. Another, a Web 2.0 company, has received $1,500,000 from Frank.
In this business, Frank owns 25%. Yet another, a simple e-commerce store, has received only $750,000 from
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Frank. Frank owns 15% of this business.

The total value of Frank’s equity interest is $3,250,000. Phrased in terms of a percentage, Frank’s equity
interest in all of the businesses is a combined 80%. Though Frank does not own a majority percentage of these
businesses he has 80% ownership as a total of 3 businesses.

Frank knows that he, in the event of a disagreement, will not be able to argue control of any business that he
does not have approximately 30% of ownership for. This is due to the fact that courts tend to rule in the favor
of the majority owner. Unless they appear to have been neglecting the business, that is the case. Frank can
accept this for 2 reasons. He trusts the majority shareholders and sees this as just a risk of doing business. If
Frank could not accept this, he would be wise to only invest in a business with the end result of 30% or more
of total shares of stock.

Insurable Value

Insurable value is the value of destructible portion of an asset that requires to be insured to indemnify the
owner in the event of loss. This type of value has significant relevance, sometimes in M&A decisions
as insurance reduces the risk of the property. Of course, post-acquisition review of insurance coverage of
property can be done with little impact on the valuation.

For example, in case of a real estate property, the insurable interest will mostly be the market value of the
property.

However the insurable value does not include the land on which the property stands.

Value-in-use and Value-in-exchange

Value-in-use or value-in-exchange is a condition under which certain assumptions are made in valuing assets. It is
associated with assets that are already in productive use and can be described as the value of an asset, for a
particular use or to a particular user, as part of a going concern. However, it is important to understand the concept
since the value of acquired assets (especially furniture, fixtures, equipment, and premises) in M&A transactions is
influenced significantly by their use in the post-acquisition period. When specific assets used by any going business
are valued, it is generally assumed that those assets will remain in their most productive use. Value-in-
exchange is opposite to value-in-use; it relates to the value of a property or an asset exchanged for itself, and
separate from an operating entity. Typically, the value-in-exchange is less than the value-in-use of an asset in
a going business enterprise.

Goodwill Value

Goodwill is a specific type of intangible asset that arises when a business as a whole has value greater than the
value of its identified intangible assets. Goodwill is also the sum total of imponderable qualities of a company
which attract the customers to a business and it makes the stakeholders of the company give continued patronage.
From M&A perspective, the value of goodwill is calculated as the difference between the price paid for an acquired
business and the fair market value of the assets acquired (both tangible and separately identified intangible)
and the net of the liabilities. The concept of goodwill value has important applicability to banks for tax, financial
reporting, and regulatory reasons.

Assume that Company ABC wants to acquire Company XYZ. ABC purchases all of the outstanding stock of
XYZ for $8,000,000. On the acquisition date, Company XYZ lists the following assets and liabilities:
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Balance Sheet of Company XYZ

Book Value
Current Assets $2,000,000
Property, Plant & Equipment (PP&E) $5,000,000
Goodwill $1,000,000
Liabilities $4,000,000
Stockholder's Equity $4,000,000

An appraisal estimates the fair market value (FMV) of the PP&E at $7 million. The book value of all the other
assets and liabilities is equal to FMV.

The fair value of XYZ’s assets and liabilities is $2,000,000 + $7,000,000 - $4,000,000 = $5,000,000. We leave
out the goodwill listed on XYZ's balance sheet because it's not a real asset being purchased by ABC -- its an
accounting construct XYZ was required to list pursuant to a prior acquisition.

ABC paid $8,000,000 for the stock, so on its next balance sheet, ABC will list an account called Goodwill that
will have a value of $3,000,000.

Salvage Value

Salvage value is the amount that can be realised upon sale or disposal of an asset after it is found no longer
useful to the current owner and is to be taken out of service. This is not a sera value, which is no more useful to any
one for any purpose. Knowledge of salvage value in th target company is significant for any acquisition decision.

Please incorporate suitable numerical examples or caselets.

For example, let's assume Company XYZ purchases a piece of machinery for $1 million, and that piece of
machinery is expected to last for 10 years. After that, the machinery is estimated to be worth, say, $10,000.
Thus, Company XYZ would record a depreciation expense equal to $990,000 over 10 years

RELATIONSHIP AMONG DIFFERENT TYPES OF VALUE

The relationship among the various types of values discussed earlier is depicted in Figure 1.1 in the context of
total business value or enterprise value. The diagram exhibits how different levels of future income of a business
affect the various types of value.

The lowest expected value of a business is the scrap value of tangible assets, which is the same no matter what the
income level is of the enterprise. The scrap value of equipment is constant, at a given point in time, irrespective of
the earnings of the business that owns it. Forced liquidation value is the second lowest potential value, but from a
practical point of view, this is perhaps the lowest value a business as a whole. Like scrap value, forced liquidation
value remains the same, no matter what the income of the enterprise. Orderly liquidation value is conceptually
identical to forced
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Relationship among different types of value and future income.

value of business Total value of business
Fy

Goodwill value

Value of identifiable tangible assets

Value-in-use of tangible assets

Orderly liquidation value of tangible assets

Forced liquidation value of tangible assets

Scrap value of tangible assets

v

Future income of business

liquidation, except that a higher value is usually received because more time is allowed to find a buyer. Value-
in-use of the tangible assets typically increases with the income of the business up to the point at which
the value-in-use equals the replacement value of the asset. At zero income, the value-in-use and orderly
liquidation value are theoretically equivalent, but as the business becomes more successful, the importance
of the tangible assets becomes more significant. Hence, value-in-use exceeds orderly liquidation value. The
value of identifiable intangible assets also tends to increase as the income of the business increases. Along
with the tangible assets and the income of the business, the importance of the identifiable intangibles also
grows. Goodwill value will always increase with the earnings of the business because it is computed as the
difference between the value of the total business and the value of the tangible and identified intangible assets.
Consequently, as the earnings of the business grow, so does its total goodwill and enterprise value.

The cumulative result is therefore the total business value. This is the value of the tangible and intangible
assets, and it increases along with the future income prospects of the business.

Purposes of Valuation and Impacts on the Value Estimates

The purposes of valuation are important because different methods of valuations produce different values.
Before a valuation exercise is undertaken the valuer has to define the purpose of each valuation in clear terms.
In fact, there is no single method of valuation that can be universally applied to all valuation purposes. Unless
carefully done, a business valuation may fail to arrive at a conclusive valuation figure. The valuer may fail to
match the valuation methodology with the purpose for which it is being done. The value conclusion can become
useless if it is used for a purpose other than that intended for. Valuations, especially business valuations, are
needed for different purposes and their purpose is to have an impact on the type of value derived and the
methodologies adopted. There are primarily two types of reasons for business valuation: “non-tax valuation’
and ‘tax valuation’:

Non-tax valuations

e Mergers and acquisitions
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e Divestitures/disinvestments

e Split-ups/spin-offs

e Liquidations

e Public issue of shares

e Buy and sale agreements

e Asset allocation under ‘purchase method’

e Litigation support—partner/shareholder disputes
e Mortgaged loans

e Damage/economic loss law suits: Breach of contract, Lost business opportunity, Anti-trust, and so on.

Tax valuations
e Income tax
e Wealth tax
o Gift tax
e ESOPs (employees’ stock options)
e Municipal valuation
e Charitable contributions

Valuation techniques for income tax purposes are substantially different from non-tax purposes. Non-tax
purposes take into consideration, the requirements of prospective purchasers, liquidators, or merger partners,
as distinguished from a determination of an acceptable value of the business as a stand-alone and going
concern. The valuation appraisal is based on certain assumptions and perceptions of the valuer, seller and
or the buyer. Very often, many essential factors are ignored on subjective considerations and the valuer
gets involved in valuing a business in a non-commercial setting. Any good business valuation relies more on
quantifiable, objective data, and attempts to remove subjectivity as much as possible. But, in practice, it is found
that subjective and qualitative factors dominate the valuation exercise. It is difficult to split the roles of valuers in
the event of their expert (non-advocate) and consultative (advocate) involvements in valuation responsibilities.
Even though objective evaluation is desirable in business valuation, subjectivity somehow creeps into the
valuation process.

PRICE AND VALUE DIFFERENTIATION

It is generally said that, price is what one pays and value is what he receives. There is also a theory which says
that it (does not matter what price is paid for the business because it can always be sold at an equal or a greater
price. Price is the valuable consideration for which a thing is bought and sold. Most of the time, price and value
differ indicating differences in perceptions between the buyers and sellers. The fact that price obtained for an
asset differs from its valuation does not necessarily indicate that the valuation was wrong. It may arise because
the purchaser is unaware of the availability of the asset or the buyer believes that the price is lower than the
worth of the asset. A reverse situation may also arise when the seller feels that the price he is charging is much
above the worth of the asset. In essence, the difference between the price obtained and the valuation is the
result of only the market imperfections and not necessarily indicate imperfections in the valuation process. The
difference may arise because the valuer has adopted advisory approach rather than act as impartial appraiser
of value. Owing to the complexities and interrelationships of value, purpose of valuation, methodologies used
and information considered, rarely will two valuers value the same company at the same amount. The subjective
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components involved in the valuation, even though mitigated by professional judgment and experience, can
hardly be eliminated. It is, therefore suggested that, depending upon the purpose of valuation, quoting a range
of values rather than a single value of a business or asset would be appropriate.

HINDERANCES / BOTTLENECKS IN VALUATION

Business valuations are an important aspect of transferring ownership of a closely-held business. Whether
buying or selling a business, valuing assets during a divorce or gifting to the next generation, an accurate
business valuation can save or make you money.

When selling or purchasing a privately-held company, sellers look to maximize their return at a value based on a
rose-colored future. Buyers want to purchase at a discounted value based on the business’s weaknesses. The
right business valuator helps bridge the gap between buyers and sellers, provides a thorough understanding of
the company’s real value and structures the transition to take maximum advantage of the opportunity.

So when we are in the process of valuing a business , a detailed, comprehensive analysis and the ability to
develop accurate projections and assumptions are necessities. Business valuation also requires the application
of finance theory in the appropriate places and using professional judgment.

With that said, some of the most common hindrances facing business valuation professionals include:

» Developing reasonable assumptions for projections based on historical trends and expected future
occurrences and documenting the reasoning behind those assumption choices.

* Requesting, tracking and reviewing the necessary documents.
» Spreading the tax returns and financial statements.
« Finding robust private company industry data against which to benchmark the subject entity.

» Gathering the appropriate market comparables (both public and private) and documenting the reasoning
behind the market comparable choices.

* Calculating a discount rate that appropriately reflects the risk inherent in the subject entity and
documenting the reasons for using (or not using) the methods used for calculating the WACC -« Building
a comprehensive valuation report.

* Building a comprehensive valuation report.

* Remaining compliant with SSVS No. 1 (especially for CPAs), USPAP, IRS guidelines and other industry
standards.

For most professionals the real challenge comes in compiling a robust, fundamentally sound valuation report.
The written report is often the only tangible product delivered to the client and typically serves as the cornerstone
of professional credibility. Software like Sageworks Valuation Solution offers a streamlined business valuation
workflow, but more importantly provides a unified system to create and compile valuation reports. Leveraging
the right technology will greatly reduce the burden of comprehensive reporting, with a user friendly progression
and fully integrated, intuitive report template builder.

BUSINESS VALUATION APPROACHES

Accurate valuation requires appropriate application of the available approaches to determine value, a clear
understanding of the exact investment in a business that is being sold or acquired, and a clear measure of the
returns that the company generates.

Business vary in the nature of their operations, the markets they serve, and the assets they own. For this reason,
the body of business valuation knowledge has established three primary approaches by which businesses may
be appraised.
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The three types of Business Valuation Approaches are:
1. Income approach
2. Market Approach
3. Asset Approach

Business Valuation Approaches

Income
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1. Income Approach

The income business valuation approach is based on the idea of valuing the present value of future benefits.
This approach estimates business value by considering the future income accruing over a period of time.
The methods most commonly used by business valuation professionals include the Capitalization of Earnings
Method and the Discounted Earnings Method (Discounted Cash Flow Method).

It will further be classified as follows:
a) Capitalization of Earnings Method

The capitalization method basically divides the business expected earnings by the so-called ‘capitalization
rate’. The idea is that the business value is defined by the business earnings and the capitalization rate is
used to relate the two. This method is more appropriate when it appears that a company’s current operations
are indicative of its future operations, assuming of course, a normal growth rate. Under this method a stable
level of earnings is divided by a capitalization rate in order to arrive at an operating value for the entity. Where
net earnings are being capitalized, the capitalization rate is the net earnings discount rate less the average
sustainable growth rate.

(i) Value = Net Operating Income

Capitalization Rate

Capitalization Rate = Discount Rate — Growth Rate
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Example 1:

An investor wants to invest in an equity share of ABC Ltd. The company’s last EPS was Rs. 50 per share and
dividend payout ratio is 40%. The required rate of return from equity investment is 20%. Calculate the intrinsic
value of equity if

(i) There is no growth in dividend
(i) Dividend are expected to grow at a constant rate of 18% p.a.
Solution:
We are given that EPS = Rs. 5
Dividend = 40%
So, last dividend (D0) = 40% of Rs. 5 = Rs. 20
(i) When there is no growth in dividend

So, DO =D1=Rs 20

PO= D1
Ke

= 20
0.20

=Rs. 100

Therefore, the intrinsic value is Rs. 100 when there is no growth in dividend.
(ii) When there is constant growth rate in dividend
g=18%
therefore,
D1 =DO0 (1+g)
=20 (1+0.18)
=23.6
PO = D1/ (Ke—-g)
=23.6/.20-0.18
=Rs. 1180
Therefore, the intrinsic value is Rs. 1180, when there is constant growth of 18%.
Example 2.

Equity shares are currently selling at Rs. 60. The company is expected to pay a dividend of Rs. 3 with a growth
rate of 8%. Find out the rate of return.

Solution:

PO = Rs. 60

g= 8%

D1=Rs.3

PO =D1/ (Ke —g)
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Ke=D1/P0+g
=0.05+.08

=0.13 0or 13%

(ii) Cost of Debt

Kd = (Int x (1-t))

Where , Kd = Cost of Debt
Int = Average Interest Rate
t = Marginal rate of tax
Example 3.

In Bhushan company, the value of 12% Debentures is Rs. 70,00,000 . Assume a tax rate is 50%. Compute the
cost of debt.

Solution: Kd = (Int x (1-t))
=12(1-5)=6%
(b) Discounted Cash Flow Method (DCF)

DCF expresses the present value of the business as a function of its future cash earnings capacity. In this
method, the appraiser estimates the cash flows of any business after all operating expenses, taxes, and
necessary investments in working capital and capital expenditure is being met. Valuing equity using the free
cash flow to stockholders requires estimating only free cash flow to equity holders, after debt holders have been
paid off. This method is more appropriate when future returns are expected to be substantially different from
current operations. This method usually has two stages, the first stage involves a discreet forecast of future
earnings or cash flow to be discounted to the present using a discount rate and the second stage involves the
construction and discounting of a terminal value. The terminal value is determined when the entity’s future
return stream is expected to achieve stable long-term growth.

It is a method of valuing a project, company, or asset using the concepts of the time value of money. All future
cash flows are estimated and discounted by using cost of capital to give their present values (PVs). The sum of
all future cash flows, both incoming and outgoing, is the net present value (NPV), which is taken as the value
of the cash flows in question.

PV of future sum = FV/(1+r)n

OR = FV x PVF(r,n)

PV of a series of Equal Future cash flows or Annuity
= Annuity Amount x PVAF (r,n)

Example 4.

Assume that a deposit to be made at year zero into an account that will earn 8% compounded annually. It is
desired to withdraw Rs. 5,000 three years from now and Rs. 7,000 six years from now. What is the size of the
year zero deposit that will produce these future payments.

Solution:
PV = FV x PVF(r,n)
= Rs. 5,000 x PVF(8%,3) + Rs 7,000 x PVF(8%,6)
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= Rs. 5,000 x (0.794) + Rs. 7,000 x (0.630)
= 3,970 + 4,410 = Rs. 8,380

2. Market Approach

Market Approach refers to the notion of arriving at the value of a company by comparing it to the market value
of similar publicly listed companies. The market business valuation approach is also based on the principle
of substitution. The business valuation expert identifies business entities that have transacted as a way to
compare the subject business. Sold businesses in comparison to the subject is a way to calculate value of an
equally desirable company from an ownership or investment standpoint. The methods most commonly used
for the market business valuation approach are the Guideline Public Company Method, Guideline Company
Transactions Method, Multiple of Discretionary Earnings Method, and Gross Revenue Multiple Method.

The comparison is based on certain financial ratios or multiples, such as the price to book value, price to
earnings, EV/EBITDA, etc., of the equity in question to those of its peers. This type of approach, which is popular
as a strategic tool in the financial industry, is mainly statistical, based on historical data, and current market
sentiments. This is also known as relative valuation method A market approach is a method of determining
the appraisal value of an asset based on the selling price of similar items. The market approach is a business
valuation method that can be used to calculate the value of property or as part of the valuation process for a
closely held business. Additionally, the market approach can be used to determine the value of a business
ownership interest, security or intangible asset.

a) Fair Market Value (FMV)

Fair Market Value (FMV) is, in its simplest expression, the price that a person reasonable interested in buying
a given asset would pay to a person reasonably interested in selling it for the purchase of the asset or asset
would fetch in the marketplace. To establish FMV, it must be assumed that prospective buyers and sellers are
reasonably knowledgeable about the asset, that they are behaving in their own best interests, that they are free
of undue pressure to trade and that a reasonable time period is given for completing the transaction.

Book value is the price paid for a particular investment or asset. Fair market value, on the other hand, is the
current price at which that same asset can be sold. Book value and fair market value can work together to help
investors determine how much they stand to gain or lose by selling off assets.

One way analysts try to identify the fair market value for a company is with a metric called the P/E (price to
earnings) ratio. PE Ratio is one of the most widely used tools for stock selection. It is calculated by dividing the
current market price of the stock by its earnings per share (EPS). It shows the sum of money you are ready to
pay for each rupee worth of the earnings of the company.

PE = Market price / EPS.

Fair Value = Expected or Standard P/E x Expected EPS
Step 1

Calculate the P/E ratio.

Step 2

Compare the P/E ratio for your company with other companies in the same industry. For instance, if you want to
find the fair value for a bank, you must compare the P/E ratio to other P/E ratios in the banking industry.

Step 3

Interpret the meaning of the P/E ratio. A high P/E ratio means the company is overvalued and a low P/E ratio
means the company is undervalued. For instance, if | own a company with a P/E ratio of 5 when the average
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P/E ratio for companies in the same industry is 3, | know that my stock is overvalued (expensive).
Step 4

Adjust the stock price down to the average P/E ratio for the industry. If the average P/E ratio is 3, and the P/E
ratio on my stock is 5 (current price Rs.10 / earnings per share Rs. 2), then | can use the P/E equation to find
what the stock price would need to be in order to have a P/E ratio of 3. The equation is: New P/E ratio x Earnings
per share. The answer is 3 x Rs. 2 or Rs. 6. The fair market value for this stock is Rs. 6, not Rs. 10.

Example 5:

The expected EPS of a company for the current year is Rs. 8. In the industry the standard P/E ratio is 15 to 18.
The company is in high growth stage. What is the best estimate of company’s share price? Should the share
be purchased?

Solution:
Since the company is in growth stage, we can assume that the appropriate P/E ratio is 18.
Therefore,
Share price = 18 x 8 = Rs. 144
If the actual price is lower than Rs. 144, then the share should be purchased.
Example 6:
You are given the following information about a company
Recent EPS = Rs. 1.89
Growth rate (constant)= 6%
Dividend payout ratio = 50%
Required rate of return = 10%
After five years, the expected P/E ratio is 12.5. Calculate
(i) The intrinsic value of share at present
(i) The expected selling price of share at the end of 5th year
(ii)  The maximum price at which the investor should buy this share
Solution:
() E0=1.89
g=6%
Ke = 10%
b =0.50
Po =E 1 (1-b)/ (Ke — g)
E1 =EO0(1+9)
=1.89(1 + 0.06)
=2.0034
Po =2.0034 (1 -0.50)/ (0.10 - .06)
=Rs. 25.04
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herefore, the intrinsic value is Rs. 25.04

ii) The expected P/E ratio at the end of 5th year = 12.5

Expected selling price at the end of 5th year will be:

P5 = P/E X EPS6

=12.5x1.89 (1 +0.06) 6

=33.45

(iii) The maximum price an investor will be willing to pay would be the intrinsic value of this share i.e. Rs. 25.04
3. Asset Approach

The asset business valuation approach is based on the principle of substitution that a prudent buyer will not pay
more for a property than the cost of acquiring a substitute property of equivalent utility. All assets and liabilities
are adjusted to reflect the business as a going concern entity or the company in liquidation, depending on the
premise of value appropriate for the valuation.

An asset-based approach is a type of business valuation that focuses on a company’s net asset value
(NAV), or the fair-market value of its total assets minus its total liabilities, to determine what it would cost
to recreate the business. There is some room for interpretation in the asset approach in terms of deciding
which of the company’s assets and liabilities to include in the valuation, and how to measure the worth of
each.

The asset-based approach is best used when a business is non operating or has been generating losses, and
the company’s focus is holding investments or real estate. The adjusted net asset method is commonly used for
estimating the value of the business. The difference between the fair market value of the company’s total assets
and the fair market value of its total liabilities determines the fair market value of the business. This technique
also includes the value of all of the business’s intangible assets and liabilities, such as goodwill and pending
litigation.

In this cost based approach, the primary emphasis is placed upon the fair market value of the assets and
liabilities of a business. As a result, this approach uses various methods that consider the value of individual
assets and liabilities including intangible assets. The most well-known method in this approach relies upon
reported balance sheet assets and liabilities generally termed as book value. It should be recognized, however
as per book value concept assets are reported in accordance with various accounting conventions that may or
may not accurately reflect fair market value.

The Asset Based approach is further classified as:
(a) Net Asset Value

The total value of the assets of a company less its liabilities total value is the net asset value. For the
purpose of valuation, the usual thing to do is to divide the net assets by number of shares to get the net
assets per share.

This is the asset value which belongs to each share in the same way the price-earning ratio measures the profit
per share. Net asset value is useful for shares valuation in sectors where the company value come from the
held assets rather than the stream of profit that was generated by the company business. The examples are
property companies and investment trusts. Both are convenient ways wherein the investors can buy diversified
bundles of the assets they hold.

The assets’ value can be obtained at book value or market prices and used depending on the circumstances
and the sector. Some assets need to be excluded. One example of this is the tangible book value of NAV.
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Total assets
(excluding miscellaneous expenditure & debit balance in P&L)
Less: Total Liabilities

NAV & debit

OR

Share Capital

Add: Reserves

Less: Miscellaneous expenses
P& L (Dr balance)

NAV

NAV

value per share =
No. of Shares

XX

XX
XX

XX
XX
XX
XX
XX

Example 7

XYZ Co Ltd. is dealing automobile sector. Below listed is the Balance Sheet as on 31t March, 2018

Particulars

Amount (Rs.)

| EQUITIES AND LIABILITIES

1. Shareholders’ funds

(a) Share Capital

Authorised, Issued subscribed and paid up capital15,00,000 22,50,000
14% Preference shares of Rs. 100 each 7,50,000
Equity shares of Rs. 10 each, fully called up and paid up

(b) Reserve and surplus

General reserve 9,00,000
2. Non-current liabilities

15% Debentures 7,00,000
3. Current Liabilities

Current liabilities 5,00,000
TOTAL 43,50,000
IlASSETS

1. Non-current Assets
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(a) Fixed Assets

Tangible Assets & intangible Assets 32,50,000

(b) Investment 6,00,000

2. Current Assets

Misc Current Assets 5,00,000
TOTAL 43,50,000

Calculated under Net Assets method
(a) Discharge 15% debentures at a premium of 10%
(b) Fixed assets 10% above the book value.
(c) Investments at par value.

(d) Current assets at a discount of 10%.
Solution:
Net Asset Method: (in ‘000’s)

Value of assets :

Fixed assets (3250000 + 10%) 35,75
Investments 6,00
Current assets (500000 + 10%) 4,50
Total assets 46,25

Less: Liabilities :

15% debentures (700000 + 10%) 7,70
Current liabilities 5.00
33,55

(b) Price to Book Multiple Method

The application of this method is similar to that of the P/E multiple method. Since the book value of equity is
essentially the amount of equity capital invested in the firm, this method measures the market value of each
dollar of equity invested.

This method can be used for
— companies in the manufacturing sector which have significant capital requirements.

— companies which are not in technical default (negative book value of equity)
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The Price/Book Value Multiple of Comparable Company is arrived as follows

| Step 1  Weighted Average Market Price ]
W v

Step 2 « Divide by: Value per share as per anaet Assets Value ]
“

| Step 3 » Price/ Book Value Multiple ]
"

Example 8:

SRM Corporation, which markets cleaning chemicals, insecticides and other products, paid dividends of
Rs.2.00 per share in 2017 on earnings of Rs.4.00 per share. The book value of equity per share was
Rs.40.00, and earnings are expected to grow 6% a year in the long term. The stock has a beta of 0.85, and
sells for Rs.60 per share. (The treasury bond rate is 7%.) .Based upon these inputs, estimate the price/
book value ratio for SRM.

Solution:

Dividend Payout Ratio = 2/4 = 50%

Return on Equity = 4/40 = 10%

Cost of Equity = 7% +0.85 * 5.5% = 11.68%

Expected Growth Rate = 6%

Price/Book Value Ratio = (.1) (.5)(1.06)/(.1168 - .06) = 0.93

A simpler solution might be the following:

Price/Book Value Ratio = (.10 - .06)/(.1168 - .06) = 0.70

(This solution takes into account the relationship between ROE and g, i.e., g=b(ROE))

Case Study

Corporate Valuation and Indian Politics: Privatization of BALCO

The sale of 51 per cent equity stake in Bharat Aluminium Company Ltd. (BALCO) for a consideration of Rs. 551.5
crore by the Government of India to Sterlite Industries, made hue and cry in the political circle over the ‘lack of
transparency’ and ‘questionable asset-valuation methodology’. Mr. Dipankar Mukherjee, Member of Parliament
(Rajya Sabha) wrote to the minister in charge of the disinvestment, Mr. Arun Shourie, seeking re-valuation of
BALCO, under the overall supervision of the Comptroller and Auditor General (CAG) of India. He also urged
that the reserve price so determined, be placed in the Parliament to clear all doubts about distress sale. Mr.
Mukherjee observed that the authorised valuer, Mr. P.V. Rao, spent just 10 days to finalise his report. He visited
Korba unit of BALCO from 31 January to 4 February, 2001 and the Bidhanbag unit on 5 and 6 February, 2001.
He alleged that it was difficult to understand how the valuation exercise had been completed within a span of
10 days. He expressed that even reputed consultants with a proven expertise aided by backup data would take
much more time to undertake the study of a plant for assessing the ‘re-use’ value after ascertaining the residual
life of the plant and machinery. In the words of Mr. Mukherjee,

A minimum time is required for technical evaluation before assessing the sale value and that too by a multi-
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disciplinary agency having proven track record in such an assignment. Under these circumstances, it is
important to allay apprehensions about a tutored valuation with a predetermined objective of undervaluing
the asset to suit some chosen bidder.

Gradually. opposition to this disinvestment (51 per cent of the equity) was gaining momentum, with the
BALCO employees’ union submitting a memorandum to the then Prime Minister of India, Mr. Atal Behari
Vajpayee seeking his intervention. The employees alleged that proper evaluation of the company had not
been done. They opined that in the valuation of BALCO, there was gross undervaluation in some of the
assets such as:

Rs.(Crore)
Kobra plant, Bidhanbag plant, land, quarters and buildings 800
New cold-rolling projects 184
Cash surplus 300
Thus, the total value of these assets alone should be 1284

They demanded that the Department of Disinvestment (DOD) should clarify the means and way of utilisation
of the surplus cash. The employees’ union expressed that the DOD had not fixed any reserve price for
BALCO. Besides, it had noted, that, there were several lapses in the tendering process. It pointed out that
as per the existing tendering procedure. bids must have been invited from a minimum six parties and the
government tendering procedure indicates that there should be a minimum of three parties. Both had not
been followed.

The opposition parties contended that privatisation of BALCO was made at a ‘throw-away price’. On the
other hand, the union government asserted that the bid received from Sterlite Industries Limited was far in
excess of the figures (valuation) arrived at through the three different traditional methods used by BALCO
for valuing business, like ‘discounted cash flow’, “balance sheet valuation’, and ‘industry comparison’.
Asset valuation was also done for the sake of completeness even though it was not relevant for a going
concern like BALCO, the note said According to the government, the ‘discounted cash flow’ methodology
is the most appropriate method to value BALCO. It is the primary valuation method relied upon by the
strategic investor and it also incorporates basic assumptions about BALCO on a long-term basis and as a
going concern because it takes into account the operational efficiency of the business, its key revenue and
cost-drivers and long-term prospects and the competitive environment. The government highlighted that
the book value of the company amounted to Rs. 704 crore and 51 per cent of the same was Rs. 359 crore,
which was well below the winning bid of Sterlite. Sterlite’s offered price was the highest compared to the
other heavyweight bidders, the A.V. Birla group’s HINDALCO and the US-based ALOCA. The government
refuted the allegations that the valuer licensed for assessing land and buildings, assessed plant and
machinery also. BALCO had appointed a team to evaluate the bids submitted by the four income-tax
approved valuers recommended by Jardine Fleming, reputed investment banker. The evaluation committee
went by the credentials of the valuers and, in accordance with the existing government guidelines, chose
Mr. P.V. Rao and Mr. Sanjeev Agarwal as they had given the lowest quotation. The government said that
Mr. Rao and Mr. Agarwal were registered/approved land and building and plant and machinery valuers
respectively under the Income-Tax Rules. The valuation was completed in 21 days (not 10 days as claimed
by opposition parties), because all the data were readily available with them. The government claimed that
the time taken by them, as experienced valuers was justified in the circumstances.

Ques 1. Why Mr Arun Shourie requested for revaluation of BALCO?
Ques 2. Why Discounted Cash Flow methodology is the most appropriate method to value BALCO?

Ques 3. Discuss the traditional methods for valuing the business:
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a) Discounted Cash Flow

b) Balance Sheet Valuation

¢) Industry Comparison

Ques 4. Why the primary valuation method relied upon by the strategic investor and it also incorporates

basic assumptions about BALCO on a long-term basis and as a going concern.

PRINCIPLES OF VALUATION

The following basic principles and issue pertaining to business valuation needs to be considered:

1.

The value of anything tends to be determined by the cost of acquiring an equally desirable substitute,
and this is known as the principle of substitution.

The investment value of the business (present value) = Benefit x Risk. The amount of return (profit)
that a business provides to its owner is based on the rate of return expected on the investment. A
fundamental relationship exists between the rate of return from an investment and the amount of risk
involved in the investment. The greater the risk involved, the greater the required rate of return. In other
words, the greater the risk that an owner will lose a particular deal, the greater the ‘odds’ (ROI) that will
be placed on that owner. There are various types of investments that carry different levels of risk and,
therefore, different potential returns.

Many owners of businesses feel that their businesses have- no intangible assets value. Therefore,
such businesses are sold and transferred at tangible asset values only. It follows that intangibles exist
if a business has excess earnings, and values are determined by capitalizing the excess earnings.

The given fact gives rise to two key questions: (i) What are excess earnings? (ii) What is an appropriate
capitalization rate? Excess earnings are the earnings of the company in excess of the average earnings
of companies with similar activities and size. But it is difficult to define an appropriate capitalization
rate. Today, valuation has become an important topic of interest. Various methods and factors are
used in valuing closely held businesses. These methods are not alternatives to one another; but all
or many of the methods may need to be considered. Many formulas are tied to ‘earnings’ rather than
‘excess earnings’. Earnings are multiplied or capitalized by certain industry factors or ‘public’ company
comparable factors. It is recognized that if ‘comparable’ factors are not available, then other methods
can be used.

Valuations cannot be made on the basis of a prescribed formula. There is no means whereby mathematical
weights and the various applicable factors in a particular valuation case can be assigned in deriving the fair
market value. Thus, no useful purpose is served by taking an average of several factors (for example, book
value, capitalized earnings and capitalized dividends) and basing the valuation on the result. Such a process
excludes active consideration of other pertinent factors, and the end result cannot be supported by a realistic
application of the significant facts in the case except by mere chance.

Sometimes, it may not be possible to make a separate appraisal of the tangible and intangible assets
of the business. An enterprise has a value on an ongoing concern basis. Whatever intangible values
are available, may be measured by the amount by which the appraised value of the tangible assets
exceeds the net book value of such assets.

In addition to the fundamentals of business valuation, there are other sources of information which
valuation professionals should read and/or add to their library in the valuation business assignments.
In particular, the valuer should be familiar with the business related texts which may include books,
research papers, articles, seminars, and interactions with notable valuation mentors or other business
mentors. It is in fact a subject of continuous learning.
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Sources of Information for Valuation

Valuers rely on certain principal information, while assessing value of enterprise, business, equity, asset and so
on. The sources of information are generally common and the information that are considered or investigated
shall be material. The nature of information available and the amount of investigation done should be cost-
effective and will vary according to individual circumstances of each valuation. The important sources of
valuation related information are the following:

1.
2.
3.

4
5.
6
7

Annual reports and audited accounts of the company or the business being valued
Management accounts of the same

Reports on future prospects, operational results, cash flows, acquisition and divestment strategies,
internal documents related to business plan, board discussion papers, review documents after
discussions with senior management

Relevant economic data, industry statistics
Stock market statistics
Publicly available information like press release, media reports

Industry journals, surveys, and the like.

SUMMARY

Valuation is a process of appraisal or determination of the value of certain assets: tangible or intangible,
securities, liabilities and a specific business as a going concern or any company listed or unlisted or
other forms of organization, partnership or proprietorship.

Business valuation requires a working knowledge of a variety of factors, and professional judgment
and experience.

Valuation may be considered a science but, to a large extent, valuation variables require inherent
subjectivity.

Enhanced credibility of the valuation process requires establishing various estimates of values with
minimum most possible range between the highest and lowest values arrived at though various
methods.

Valuation is a vital subject which will be used in different areas like merger & acquisition, amalgamation,
acquisition, dispute resolution etc.

The subject of the valuation is of vital importance to the valuation process, the selection of inputs and
approach and method.

The main objectives of corporate valuation are to assist a purchaser or a seller in deciding the
acceptable purchase consideration & assist an arbitrator in settling a dispute between parties

Before a valuation exercise is undertaken the valuer has to define the purpose of each valuation in
clear terms. There are primarily two types of reasons for business valuation: “non-tax valuation’ and
‘tax valuation’.

Fair market value is prise at which the property would change hands between a willing buyer and a
willing seller, where both are not under any compulsion to buy and sell and they have reasonable
knowledge of relevant facts and information.

Book value is the historical value, synonymous to shareholders’ equity, net worth, and net book value.
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Intrinsic value is the fundamental value which is estimated for a security such as stocks, based on all
facts and circumstances of the business or investment.

Replacement value is the current cost of acquiring a similar new property which is likely to produce
the nearest equivalent utility to the property being valued

Liquidation value is the net amount that can be realised if the business is terminated and the assets
are sold piece-meal.

Going concern value is the value of a business that is expected to continue to the future. It takes into
account various intangible assets of the organization

Insurable value is the value of destructible portion of an asset that requires to be insured to indemnify
the owner in the event of loss.

Value-in-use or value-in-exchange is a condition under which certain assumptions are made in valuing
assets. It is associated with assets that are already in productive use and can be described as the
value of an asset, for a particular use or to a particular user, as part of a going concern.

Developing reasonable assumptions for projections based on historical trends and expected future
occurrences and documenting the reasoning behind those assumption choices is a bottleneck during
valuation process.

Accurate valuation requires appropriate application of the available approaches to determine value, a
clear understanding of the exact investment in a business that is being sold or acquired, and a clear
measure of the returns that the company generates.

The three types of Business Valuation Approaches are Income approach, Market Approach & . Asset
Approach

The income business valuation approach is based on the idea of valuing the present value of future
benefits.

The capitalization method basically divides the business expected earnings by the so-called
‘capitalization rate’.

DCF expresses the present value of the business as a function of its future cash earnings capacity.
In this method, the appraiser estimates the cash flows of any business after all operating expenses,
taxes, and necessary investments in working capital and capital expenditure is being met.

Market Approach refers to the notion of arriving at the value of a company by comparing it to the
market value of similar publicly listed companies

Fair Market Value (FMV) is, in its simplest expression, the price that a person reasonable interested in
buying a given asset would pay to a person reasonably interested in selling it for the purchase of the
asset or asset would fetch in the marketplace.

The asset business valuation approach is based on the principle of substitution that a prudent buyer
will not pay more for a property than the cost of acquiring a substitute property of equivalent utility.

The value of anything tends to be determined by the cost of acquiring an equally desirable substitute,
and this is known as the principle of substitution.

The investment value of the business (present value) = Benefit x Risk. The amount of return (profit)
that a business provides to its owner is based on the rate of return expected on the investment

The important sources of valuation related information are the Annual reports and audited accounts of
the company or the business being valued & Management accounts of the same
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SELF TEST QUESTIONS

Ques 1 Explain the relationship between different types of values?

Ques 2 What is the purpose of Valuation and how it will impact the value estimates?

Ques 3 Discuss the areas where Valuation can be used with examples?

Ques 4 Explain the different approaches of Valuation? Give examples of each approach.

Ques 5 Discuss the sources of information for estimating the Valuation of a firm with an example.

Ques 6 ABC Co Ltd, deals in the production of automobile spare parts, paid dividends of Rs.3.00
per share in 2018 on earnings of Rs.6.00 per share. The book value of equity per share was
Rs.50.00, and earnings are expected to grow 7% a year in the long term. The stock has a beta
of 0.85, and sells for Rs.80 per share. (The treasury bond rate is 7%.) . Based upon these inputs,
estimate the price/book value ratio for ABC.

Ques 7 Satin Ltd has the following details
ROE = 15%
Expected EPS = Rs. 5
Expected DPS = Rs. 2
Required rate of return = 10% p.a
As a financial advisor, you are required to calculate its expected growth rate, its price, P/E ratio.

Ques 8 Afirm is currently paying a dividend of Rs. 2 per share. The rate of dividend is expected to grow
at 5% for first five years and 10% thereafter. Find the value of share if the required rate of return
is 15%.

Ques 9 Calculate cost of capital in each of the following cases

(i) A7 year Rs 100 bond of a firm can be sold for a net price of Rs 97.75 and is redeemable
at a premium of 5%. The coupon rate of interest is 15% and tax rate is 55%.

(i) A company issues 10% irredeemable preference shares of Rs 105 (FV = 100)

(iii) The current market value of a share is Rs 90 and the expected dividend at the end of
current yearis Rs 4.50 with a growth rate of 8%.

Ques 10 The summary statement of financial position of ABC Co is as follows.

Non-current assets $ $
Land and buildings 160,000
Plant and machinery 80,000
Motor vehicles 20,000

260,000
Goodwill 20,000

Current assets

Inventory 80,000
Receivables 60,000
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Short-term investments 15,000

Cash 5,000 160,000

Total assets 440,000

Equity and liabilities

Equity

Ordinary shares of $1 80,000

Reserves 140,000

4.9% preference shares of $1 50,000
270,000

Non-current liabilities

12% loan notes 60,000

Deferred taxation 10,000 70,000

Current liabilities

Payables 60,000

Taxation 20,000

Proposed ordinary dividend 20,000 100,000
440,000

What is the value of an ordinary share using the net assets basis of valuation?
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LESSON OUTLINE
LEARNING OBJECTIVES

—  Introduction The main objective of this chapter is to make student

— Business Valuation Purposes aware about what is the main purpose of valuation
in different dimensions, as business valuation can
depend on the values of the assessor, tangible and
— Mergers & Acquisition intangible assets, goodwill and varying economic
conditions. The learning objective of this chapter
is to understand theoretically & practically the

— Purpose of Valuation

— Sale of a Business

— Fund Raising different purposes of valuation like:
— Voluntary Assessment m  Mergers & Acquisition

— Taxation m Sale of a Business

— Finance m  Fund Raising

— Accounting m  Voluntary Assessment

— Industry Perspective m Taxation

— Statutory Dimensions m Finance

— Society Angle m  Accounting

- SUMMARY m  Industry Perspective

— SELF TEST QUESTIONS m  Statutory Dimensions

m  Society Angle
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ORIENTATION

This study lesson requires expert level knowledge as unless and until a person is conversant with the purpose
of valuation, there is no point in advancing further. It is when a person is convinced that valuation is an integral
part of today’s business and it is a pervasive element, then only a student will enjoy reading the further lessons.
Keeping this vital point in perspective, this study lesson have been designed to impart knowledge regarding
application of valuation concepts in key business processes like, Merger & Acquisitions, Sale of Business, Fund
Raising etc.

FAMILY TREE OF CONCEPTS

Purpose / Need for Business Valuation

J_j_

{ Merger & Acquisitions
J_j_

{ Sale of Business

B

Fund Raising

L

Voluntary Assessment

L

Taxation

B

Finance

B

Accounting

B

Industry Perspective

L
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Statutory Dimension

_

I}

{ Society Angle

INTRODUCTION

Business Valuation is the process of determining economic value of a business or company. It assesses a
variety of factors to determine the fair market value in a sale, but there is no one way to verify the worth of
a company. Business valuation can depend on the values of the assessor, tangible and intangible assets,
goodwill and varying economic conditions. Business valuation provides an expected price of sale; however, the
real price of sale can vary.

It is to be noted that the topic of business valuation is frequently discussed in corporate finance. Business
valuation is typically conducted when a company is looking to sell all or a portion of its operations or looking to
merge with or acquire another company. The valuation of a business is the process of determining the current
worth of a business, using objective measures, and evaluating all aspects of the business. A business valuation
might include an analysis of the company’s management, its capital structure, its future earnings prospects
or the market value of its assets. The tools used for valuation can vary among valuators, businesses and
industries. Common approaches to business valuation include review of financial statements, discounting cash
flow models and similar company comparisons.

A business valuation requires a working knowledge of a variety of factors, and professional judgment and
experience. This includes recognizing the purpose of the valuation, the value drivers impacting the subject
company, and an understanding of industry, competitive and economic factors, as well as the selection and
application of the appropriate valuation approach / (es) and method(s).

Some of the significant considerations for undertaking valuation are as under:

i)  What is the purpose of the valuation?

i) What basis of value should apply?

iii) What premise of value should be used?

v) How has the business performed historically?

vi) What is the future outlook for the business?

)
)
iv) What is the subject of the valuation?
)
)
vii)  Which valuation approaches should be utilized?

viii)  How do you arrive at a conclusion of value?

BUSINESS VALUATION PURPOSES

The primary purpose of business valuation is preparing a company for sale, there are many purposes. The
following are a few examples:
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Shareholder Disputes: Sometimes a breakup of the company is in the shareholder’s best interests. This could
also include transfers of shares from shareholders who are withdrawing.

Estate and Gift: A valuation would need to be done prior to estate planning or a gifting of interests or after the
death of an owner. This is also required by the IRS for Charitable donations.

Divorce: When a divorce occurs, a division of assets and business interests is needed.

Mergers, Acquisitions, and Sales: Valuation is necessary to negotiate a merger, acquisition, or sale, so the
interested parties can obtain the best fair market price.

Buy-Sell Agreements: This typically involves a transfer of equity between partners or shareholders.
Financing: Have a business appraisal before obtaining a loan, so the banks can validate their investment.

Purchase price allocation: This involves reporting the company’s assets and liabilities to identify tangible and
intangible assets.

Society
Angle
Mergers & Statutory
Acquisition Dimension
Sale of a Industry
Business \ Perspective
Purpose of
Valuation \
Fund / .
G / \ Accounting
Voluntary B
Assessment
Taxation

MERGERS & ACQUISITION

Mergers and acquisitions (M&A) are defined as consolidation of companies. Differentiating the two terms,
Mergers is the combination of two companies to form one, while Acquisitions is one company taken over by
the other. M&A is one of the major aspects of corporate finance. The reasoning behind M&A generally given is
that two separate companies together create more synergy than being existing separately. With the objective
of wealth maximization, companies keep evaluating different opportunities through the route of merger or
acquisition.

Mergers & Acquisitions can take place:

* by purchasing assets
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* by purchasing common shares
* by exchange of shares for assets
* by exchanging shares for shares
Reasons for Mergers and Acquisitions:
* Financial synergy for lower cost of capital
* Improving company’s performance and accelerate growth
» Economies of scale
« Diversification for higher growth products or markets
» To increase market share and positioning giving broader market access
» Strategic realignment and technological change
» Tax considerations
* Undervalued target
» Diversification of risk
Three important considerations for merger and acquisition should be taken into account:

* The company must be willing to take the risk and vigilantly make investments to benefit fully from the
merger as the competitors and the industry take heed quickly

» To reduce and diversify risk, multiple bets must be made, in order to narrow down to the one that will
prove fruitful

» The management of the acquiring firm must learn to be resilient, patient and be able to adapt to the
change owing to ever-changing business dynamics in the industry

Stages involved in any M&A:

Phase 1: Pre-acquisition Review: This would include self assessment of the acquiring company with regards
to the need for M&A, ascertain the valuation (undervalued is the key) and chalk out the growth plan through the
target.

Phase 2: Search and Screen Targets: This would include searching for the possible apt takeover candidates.
This process is mainly to scan for a good strategic fit for the acquiring company.

Phase 3: Investigate and valuation of the Target: Once the appropriate company is shortlisted through
primary screening, detailed analysis of the target company has to be done. This is also referred to as due
diligence.

Phase 4: Acquire the target through Negotiations: Once the target company is selected, the next step is to
start negotiations to come to consensus for a negotiated merger or a bear hug. This brings both the companies
to agree mutually to the deal for the long term working of the M&A.

Phase 5: Post Merger Integration: If all the above steps fall in place, there is a formal announcement of the
agreement of merger by both the participating companies.

Reasons for the failure of M&A — Analyzed during the stages of M&A:

Poor Strategic Fit: Wide difference in objectives and strategies of the company
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Poorly Managed Integration: Integration is often poorly managed without planning and design. This
leads to failure of implementation

Incomplete Due Diligence: Inadequate due diligence can lead to failure of M&A as it is the crux of the entire
strategy

Overly optimistic: Too optimistic projections about the target company leads to bad decisions and failure of
the M&A

Example: Breakdown in merger discussions between IBM and Sun Microsystems happened due to disagreement
over price and other terms.

Please provide a brief about the IBM and Sun Microsystems merger process and reasons for its failure in order
to make it complete.

IBM’s talks to acquire smaller computer and software rival Sun Microsystems Inc broke down after Sun rejected
IBM’s $7 billion offer. The collapse of negotiations, if final, is likely to hurt Sun’s shares as a buyout was seen
as a means of survival for the once-storied Silicon Valley Company, which has been losing market share. A deal
would also have helped IBM compete more effectively against rivals such as Hewlett-Packard Co.

Sun was unhappy with International Business Machines Corp’s offer of $9.40 per share or below. The bid
represented a premium of up to 89 percent on Sun’s shares before deal talks were first reported.

IBM was in exclusive talks to buy Sun and had proceeded to the due diligence stage. IBM lowered its offer price
for Sun to $9.50 a share from $9.55 a share. Sun shares had risen to $8.49 , from $4.97.

The collapsed talks are expected to damage the smaller Sun more than IBM, the world’s largest technology
services provider, which has fared relatively well despite the global economic slump thanks to its outsourcing
business and its shift from hardware to higher-margin software sales.

The company rose to prominence selling high-end computer servers in the 1990s but never fully recovered
from the dotcom bubble burst earlier this decade. Analysts also say it has failed to fully capitalize on its software
assets including Solaris and Java.

Failed negotiations with IBM could mean that Sun will need to look for another buyer, and contend with a lower
offer. But no bidder other than IBM has emerged in the months that Sun has been shopping itself.

Recent Mergers and Acquisitions

Acquirer Target Company Deal Size Comments

Flipkart Myntra USD300mn Acquisition led to scripting of largest
ecommerce stories

Asian Paints Ess Ess Bathroom products undisclosed to be one stop provider in home decor
space

RIL Network 18 Media & Rs. 4000cr 78% percent shares were taken over

Investments by RIL

Merck Sigma USD17bn Acquisition to boost lab supply business
of Merck

Sun Pharma Ranbaxy USD4bn Increase presence in global and
domestic markets

TCS CMC Merger to consolidate IT business
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Tata Power PT Arutmin Indonesia Rs. 47.4bn Purchased 30% stake

Groupe Lactalis | Tirumala Milk USD275mn Lactalis entry into India

CSP CX Aditya Birla Minacs USD260mn Aditya Birla’s exit from IT industry
Thomas Cook Sterling India Rs 870cr Entry into hospitality business
Yahoo Bookpad USD15mn First acquisition made by Yahoo
Kotak Bank ING Vysya USD2.4bn All share deal

Ola cabs Taxi for sure USD200mn Acquisition of competition

Source: https://www.nasdaq.com/article/15-of-the-best-mergers-acquisitions-of-2017-cm898464

PURPOSE OF VALUATION IN MERGER & ACQUISITION

Business combinations which may take shapes of mergers, acquisitions, amalgamation and takeovers are
critical facets of corporate structural changes. They have played a crucial role in the external growth of a
number of leading companies across the globe (Pandey, 1999). There has been an increasing wave of merger
and acquisition activities since 2000. Further, it is to be noted that majority of merger and acquisitions have
happened in the following sectors across the globe- Oil and Gas; Textile; Insurance; Banking etc.

Valuation during merger and acquisition is important as it is observed that at times, the merger and acquisition
is given a go ahead without enquiring whether there is any potential benefit out of the merger or acquisition.

In a merger or acquisition transaction, valuation is essentially the price that one party will pay for the other, or
the value that one side will give up to make the transaction work. Valuations can be made via appraisals or the
price of the firm’s stock if it is a public company, but at the end of the day valuation is often a negotiated number.

Valuation is often a combination of cash flow and the time value of money. A business’s worth is in part a
function of the profits and cash flow it can generate. As with many financial transactions, the time value of
money is also a factor. How much is the buyer willing to pay and at what rate of interest should they discount
the other firm’s future cash flows?

Both sides in an M&A deal will have different ideas about the worth of a target company: its seller will tend to
value the company at as high of a price as possible, while the buyer will try to get the lowest price that he can.

There are, however, many legitimate ways to value companies. The most common method is to look at
comparable companies in an industry, but deal makers employ a variety of other methods and tools when
assessing a target company. Here are just a few of them:

1. Discounted Cash Flow (DCF) - A key valuation tool in M&A, discounted cash flow analysis determines a
company’s current value according to its estimated future cash flows. Forecasted free cash flows (net income +
depreciation/amortization - capital expenditures - change in working capital) are discounted to a present value
using the company’s weighted average costs of capital (WACC). Admittedly, DCF is tricky to get right, but few
tools can rival this valuation method.

Please incorporate some easy examples of the DCF method for quick understanding of the students.

Example: Assume that a deposit to be made at year zero into an account that will earn 8% compounded
annually. It is desired to withdraw Rs. 5,000 three years from now and Rs. 7,000 six years from now. What is
the size of the year zero deposit that will produce these future payments.

Solution:

PV = FV x PVF(r,n)
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= Rs. 5,000 x PVF(8%,3) + Rs 7,000 x PVF(8%,6)
= Rs. 5,000 x (0.794) + Rs. 7,000 x (0.630)

= 3,970 + 4,410 = Rs. 8,380

Example: Tom is the CFO of a mid-sized company in Atlanta. Company leadership is trying to determine
whether or not to invest in a new piece of machinery to make their manufacturing process more efficient. This
machine would cost the organization $1,000,000 and its life is 5 years. What is the net present value of this
investment using the discounted cash flows method?

Solution: The CFO determined the discount rate to be 10%. With this information, he calculated the following
future cash flows:

e Year1=2%$130,000
e Year 2 =$150,000
e Year 3 =$200,000
e Year4 =%$210,000
e Year 5= $200,000

The total of these cash flows is $890,000. The net present value of this investment is $890,000-$1,000,000
which is equal to -$110,000. The company should not make this investment because the cost is greater than
the value of the future income creating a negative return over the time period.

2. Comparative Ratios - The following are two examples of the many comparative metrics on which acquiring
companies may base their offers:

e Price-Earnings Ratio (P/E Ratio) - With the use of this ratio, an acquiring company makes an offer that
is a multiple of the earnings of the target company. Looking at the P/E for all the stocks within the same
industry group will give the acquiring company good guidance for what the target’s P/E multiple should
be.

Price-to-Earnings Ratio (P/E) = Market value per share / Earnings Per Share (EPS)

Example: A company XYZ that currently trades at $100.00 and has an earnings per share (EPS) of $5. Calculate
what will be XYZ'’s price-to-earnings ratio?

Price-to-Earnings Ratio (P/E) = Market value per share / Earnings Per Share (EPS)
Price-to-Earnings Ratio (P/E) = 100/ 5 = 20.

e Enterprise-Value-to-Sales Ratio (EV/Sales) - With this ratio, the acquiring company makes an offer as a
multiple of the revenues, again, while being aware of the price-to-sales ratio of other companies in the
industry.

The calculation of EV-to-sales is simply the enterprise value of the company divided by its sales. The enterprise
value of a company is calculated using the following simplified formula:

Market Capitalization + Debt + Preferred Shares - Cash and Cash Equivalents
Annual Sales

EV/Sales

As an example, assume a company reports sales for the year of $70 million. The company has $10 million of
short-term liabilities on the books and $25 million of long-term liabilities. It has $90 million worth of assets, of
which 20% is cash. Lastly, the company has 5 million shares of common stock outstanding and the current price
of the stock is $25 per share. Using this scenario, the company’s enterprise value is:
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EV = (5,000,000 x $25) + ($10,000,000 + $25,000,000) - ($90,000,000 x 0.2) = $125,000,000 + $35,000,000 -
$18,000,000 = $142,000,000

Next, to find the EV-to-sales, simply take the EV and divided by sales. In this example, the EV-to-sales is:
EV-to-sales = $142,000,000 / $70,000,000 = 2.03

3. Replacement Cost - In few cases, acquisitions are based on the cost of replacing the target company. For
the sake of simplicity, suppose the value of a company is simply the sum of all its equipment and staffing costs.
The acquiring company can literally order the target to sell at that price, or it will create a competitor for the
same cost. Naturally, it takes a long time to assemble good management, acquire property and get the right
equipment. But this method of establishing a price certainly wouldn’t make much sense in a service industry
where the key assets - people and ideas - are hard to value and develop.

CALCULATION OF REPLACEMENT COST VALUE/ NET SUBSTANTIAL VALUE

Liabilities $ (Mn) Assets $ (Mn)

Equity Share Capital 1500 Fixed Assets 3600

Preference Share Capital 600 Inventories 1350
Cash and Bank

Reserves and Surplus 300 Balance 150

Adjustment 600 Debtors 300

Long-term Debt 900

Short-term Debt 300

Creditors 1200

Total 5400 Total 5400

Calculate the Replacement Cost Value.

Replacement Cost Value Calculation $ Mn
Total Assets (now higher) 5400
Less Long-Term Debt 900
Less Short Term Debt 300
Less Creditors 1200
Replacement Cost Value or Net Substan-

tial Value 3000

Hence, as per replacement value method, the value of the company is $3000 Mn
Some factors to be considered in any analysis are as under:

e Future prospects of the business, i.e. whether the target company has robust growth prospects or at
least generates good amount of profits and cash flow?

e The risk of the other company, i.e. whether the target company is operating in an industry that may
create huge risk for the combined entity?

e The cost of capital in terms of replacement cost value transaction provides the best return on the
acquiring party’s capital.

Mergers are awfully hard to get right, so investors should look for acquiring companies with a healthy grasp of
reality.
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A corporate merger or acquisition can have a profound effect on a company’s growth prospects and long-term
outlook. But while an acquisition can transform the acquiring company literally overnight, there is a significant
degree of risk involved, as mergers & acquisition (M&A) transactions overall are estimated to only have a 50%
chance of success.

M&A activity has longer-term ramification for the acquiring company or the dominant entity in a merger than it
does for the target company in an acquisition or the firm that is subsumed in a merger. For a target company,
an M&A transaction gives its shareholders the opportunity to cash out at a significant premium, especially if
the transaction is an all- cash deal. If the acquirer pays partly in cash and partly in its own stock, the target
company’s shareholders get a stake in the acquirer, and thus have a vested interest in its long-term success.

For the acquirer, the impact of an M&A transaction depends on the deal size relative to the company’s size. The
larger the potential target, the bigger the risk to the acquirer. A company may be able to withstand the failure
of a small-sized acquisition, but the failure of a huge purchase may severely jeopardize its long-term success.

Once an M&A transaction has closed, the acquirer’s capital structure will change, depending on how the
M&A deal was designed. An all-cash deal will substantially deplete the acquirer’s cash holdings. But as many
companies seldom have the cash hoard available to make full payment for a target firm outright, all-cash deals
are often financed through debt. While this increases a company’s indebtedness, the higher debt load may be
justified by the additional cash flows contributed by the target firm

Market reaction to news of an M&A transaction may be favorable or unfavorable, depending on the perception
of market participants about the merits of the deal. In most cases, the target company’s shares will rise to a
level close to that of the acquirer’s offer, assuming of course that the offer represents a significant premium to
the target’s previous stock price. In fact, the target’'s shares may trade above the offer price if the perception
is either that the acquirer has low-balled the offer for the target and may be forced to raise it, or that the target
company is coveted enough to attract a rival bid.

There are situations in which the target company may trade below the announced offer price. This generally
occurs when part of the purchase consideration is to be made in the acquirer’s shares and the stock plummets
when the deal is announced. For example, assume the purchase price of $25 per share of Targeted XYZ Co.
consists of two shares of an acquirer valued at $10 each and $5 in cash. But if the acquirer’s shares are now
only worth $8, Targeted XYZ Co. would most likely be trading at $21 rather than $25.

Case Study 1: Sun Pharmaceuticals acquires Ranbaxy:

The deal has been completed: The companies have got the approval of merger from different authorities.

This is a classic example of a share swap deal. As per the deal, Ranbaxy shareholders will get four shares of
Sun Pharma for every five shares held by them, leading to 16.4% dilution in the equity capital of Sun Pharma
(total equity value is USD3.2bn and the deal size is USD4bn (valuing Ranbaxy at 2.2 times last 12 months
sales).

Reason for the acquisition: This is a good acquisition for Sun Pharma as it will help the company to fill in
its therapeutic gaps in the US, get better access to emerging markets and also strengthen its presence in the
domestic market. Sun Pharma will also become the number one generic company in the dermatology space.
(currently in the third position in US) through this merger.

Objectives of the M&A:

e Sun Pharma enters into newer markets by filling in the gaps in the offerings of the company, through
the acquired company

e Boosting of products offering of Sun Pharma creating more visibility and market share in the industry

e Turnaround of a distressed business from the perspective of Ranbaxy
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This acquisition although will take time to consolidate, it should in due course start showing results through
overall growth depicted in Sun Pharma’s top-line and bottom-line reporting.

Ques Why the valuation plays an important role when Sun Pharmaceuticals acquires Ranbaxy

Case Study 2: CMC merges with TCS:

This is an example where there is a merger in the same industry (horizontal). It was done to consolidate the IT
businesses. The objective of this merger, as indicated by the management of CMC, was that the amalgamation
will enable TCS to consolidate CMC'’s operations into a single company with rationalized structure, enhanced
reach, greater financial strength and flexibility. Further it also indicated that, it will aid in achieving economies
of scale, more focused operational efforts, standardization and simplification of business processes and
productivity improvements.

Question: Why CMC merges with TCS? Give valid reasons.

SALE OF A BUSINESS

The sale of a business usually is not a sale of one asset. Instead, all the assets of the business are sold.
Generally, when this occurs, each asset is treated as being sold separately for determining the treatment of gain
or loss. A business usually has many assets.

A business usually has many assets. When sold, these assets must be classified as capital assets, depreciable
property used in the business, real property used in the business, or property held for sale to customers, such
as inventory or stock in trade. The gain or loss on each asset is figured separately. The sale of capital assets
results in capital gain or loss.

Reasons for Sale of Business:

1) Partnership interests

An interest in a partnership or joint venture is treated as a capital asset when sold. The part of any gain or loss
from unrealized receivables or inventory items will be treated as ordinary gain or loss.

2) Corporation interests

Your interest in a corporation is represented by stock certificates. When you sell these certificates, you usually
realize capital gain or loss.

3) Corporate liquidations

Corporate liquidations of property generally are treated as a sale or exchange. Gain or loss generally is
recognized by the corporation on a liquidating sale of its assets. Gain or loss generally is recognized also on a
liquidating distribution of assets as if the corporation sold the assets to the distribute at fair market value.

In certain cases in which the distribute is a corporation in control of the distributing corporation, the distribution
may not be taxable.

4) Allocation of consideration paid for a business

The sale of a trade or business for a lump sum is considered a sale of each individual asset rather than of a
single asset. Except for assets exchanged under any nontaxable exchange rules, both the buyer and seller
of a business must use the residual method to allocate the consideration to each business asset transferred.
This method determines gain or loss from the transfer of each asset and how much of the consideration is for
goodwill and certain other intangible property. It also determines the buyer’s basis in the business assets.

5) Consideration



46 PP-V&BM

The buyer’s consideration is the cost of the assets acquired. The seller’s consideration is the amount realized
(money plus the fair market value of property received) from the sale of assets.

PURPOSE OF VALUATION IN SALE OF BUSINESS

It is very important to value your business before selling it because it will help you to decide the proper selling
price of your business.
Some suggested steps for doing valuation of a business.

1. Prepare your business information

Need a range of business information to value your business properly. If you need help with preparing your documents
and can't afford a professional, consider asking friends or family with bookkeeping or business experience.

The following are the types of information needed before valuing a business:
A) Finances and assets

¢ Your financial statements (for the last 5 years if possible) — such as cash flow statements, debts,
annual turnover, and profit and loss statements

e Details of physical assets such as machinery, buildings, equipment, and stock

e Details of other assets such as goodwill towards the business and intellectual property (any
designs or ideas that you have protected through copyright)

B) Legal information
e Legal documents such as leases and insurance policies

e Registration papers such as business name certificates, Australian Business Number (ABN)
registration papers, licenses, permits, and any other papers that demonstrate you comply with
government requirements

C) Business profile, procedures and plans
e Market conditions such as details of competitors, and how your business compares to them
e Sales information such as reports and forecasts
e Business history such as start date, ownership changes, and location changes

e Business procedure documentation such as marketing, staff roster and customer service
procedures

e Business plan such as marketing, emergency management and growth plans
e Other details such as opening hours and whether the business premises are owned or leased
D) Staff, supplier and customer information

e Employee details such as job descriptions, skills and experience, work history, performance
reviews, and pay rates

e Supplier details such as supply agreements and supply prices
e Customer details such as customer numbers, customer profiles and direct marketing activities
2. Decide whether to get professional Advice

In some cases professional advice on how to value your business through your accountant, a business advisor
or a business broker becomes very beneficial.
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These professionals can help you analyze your finances, find trends within your industry’s market, and help you
work out a value for your business. They can also help you calculate the goodwill value of your business and
estimate your business’ future profit.

An advantage of using a professional is that they may have clients who would be interested in buying your
business, saving you the cost and hassle of advertising.

3. Choose a Valuation Method

There are many valuation methods for calculating the value of a business. There is no one set method for
arriving at the desired sale value. The combination of the methods can be used for this purpose.

If you engage a professional, they can help you decide which method is best for your business and explain any
industry specific methods relevant to your business.

Below listed are some of the important methods used for valuing the business:
A. Look at current market place value and your industry

How you value your business can depend heavily on the industry you're in, and the current marketplace value
of similar businesses within that industry.

Industries usually come up with their own rules and formulas to value a business, so it's a good idea to conduct
research to gain a good understanding of your industry before you sell your business.

The Australian Bureau of Statistics website contains a range of statistical data grouped by industry.

B. Use the return on investment method to calculate value

The return on investment (ROI) method uses your business’ net profit to work out the value of your business.
ROI = (net annual profit/ selling price) x 100

For example, you have a selling price of $200 000 in mind, but want to test your ROI based on that price. You
calculate that your business’ net profit was $50 000 for the past year.

To work out the ROI, you use the formula:

ROI = (50 000/200 000) x 100

In this case, your ROl is 25%.

If you have an ROI in mind, you can use it to calculate the price for your business:
Selling price = (Net Annual Profit / ROI) x 100

For example, if you were looking for a ROI of at least 50% for the sale of your business, and your business’ net
profit for the past year was $100,000, one can work out the minimum selling price.

Selling price = (100 000/50) x 100
In this case, to achieve a ROI of at least 50%, you'll need to sell your business for at least $200 000.
C. Use your business’ assets to calculate value

When calculating your business’ asset value, it's important to include both tangible and intangible assets of your
business. Tangible assets are physical things you can touch such as tools, equipment, and property. Intangible
assets are things that can’t be touched but are still valuable such as intellectual property, brands and business
goodwill.

After you've calculated the total asset value of your business, you can then use this value as an indication for
how much you would like to sell your business for.
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As assessing your business’ assets value can be a complicated process, it’'s a good idea to talk to your business
advisor or accountant for help.
What is business goodwill?

Business goodwill is an asset that is much harder to value, as it does not have a determined market price.
Goodwill can include:

e customer loyalty and relations
e brand recognition

e staff performance

e customer lists

e reputation of your business

e business operation procedures.

Calculating goodwill can be a complicated process, and different methods will give different results. Using
different methods of calculation can give you an indication of the price range you would like to set for your
business goodwill, and ultimately the value is what the marketplace or buyer is willing to pay.

Because it’s difficult to calculate goodwill, it's a good idea consult a professional such as your accountant.

Take depreciation into account

If you use your business assets to calculate value, remember to take depreciation into account. Depreciation is
the loss of value for your assets over time. For example, you may have purchased a computer for your business
three years ago for $1000. When calculating your business’ asset value, the value of the computer will no longer
be $1000 as it was when you purchased it.

Talk to your accountant if you're unsure about how to work out depreciation of your business assets.
D. Find out the cost of creating your business from scratch

The cost of creating your business from scratch can be used as a benchmark for valuing your business. This
is the estimated cost to build a similar business in your industry from scratch within the current market. To
calculate the cost, you'll need to include all costs related to starting from scratch, including the costs of:

e buying stock
e buying equipment and tools
e getting licenses and permits
e recruiting, training and employing staff
e developing products
e marketing and promotion
e buying or leasing premises
e setting up an online presence etc.
E. Estimate the future profit of your business

For a buyer, the biggest value of your business will come from future profits generated. As a seller, you’re more
likely to sell at a higher price if you can show through your financial statements that your business is likely to
be profitable in the future.



Lesson 2 Purpose of Valuation 49

This helps give a prospective buyer an idea of the returns they may expect from your business in the future.

You can estimate the future profit of your business by looking at any trends in your business finances from
past years. You can also investigate the trends of similar businesses in your industry to see how your business
compares and how the market is going. This information may be useful when negotiating the final selling price
of your business.

Fundraising is the process of gathering voluntary contributions of money or other resources, by requesting
donations from individuals, businesses, charitable foundations, or governmental agencies. Although fundraising
typically refers to efforts to gather money for non-profit organizations, it is sometimes used to refer to the
identification and solicitation of investors or other sources of capital for non-profit enterprises.

The essential points pertaining to fund raising are as follows:
1. Fundraising for non-profit organizations
2. Sources for raising funds
3. How to be a fundraiser?
4. Crowdfunding: Is it a best way of fundraising?
5

Fundraising websites

1) Non-profit organizations and fundraising:

Most organizations, especially non-profits obtain funds from funding agencies. Depending on their area of work
such as research, religious, disaster management, relief work, etc. these organisations can apply for funds from
agency that support those causes. Natural disasters also get fundraising.

Other non-profit campaigns are those for political parties. Various political organizations across the globe use
crowd funding techniques to raise funds. In fact, in countries like the United States, the government conducts
pledge drives, to raise funds from the people for public broadcasting stations. In India, contributing to political
parties is tax exempt!

Raising funds is always a challenge but there are some easy, established ways for non-profit organizations to
raise funds. Here are a few of those ways:

i) Capital campaigns

)

i) Support from corporates
)
)

iii) Membership campaigns

iv) Special events

i) Capital campaigns:

Capital campaigns are time-limited. In such campaigns, the organisation has to raise a significant amount of
funds, in a limited amount of time for their project. This kind of campaign is usually used for the construction
or other infrastructure. The funds raised can also be used as an endowment in the future. These type of
campaigns need volunteers to help and coordinate and usually span over 2-4 years. A lot of strategic planning
is necessary in such campaigns otherwise, it may not succeed.

ii) Support from corporates:

The greatest advantage of corporate funding is that it builds successful corporate partnerships and also allows
expansion of the volunteer base. Another advantage of corporate funding is that it can be pulled off in a measly
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budget. A company gives a percentage of its money towards philanthropic projects. Corporate giving usually
happen when both the company and the non-profit have a mutual gain. The benefits include cause branding
and cause-sponsorship. Non-profits have monetary benefits from corporate sponsorships whereas corporates
gain visibility among the public.

iii) Membership campaigns:

These campaigns are philanthropy-driven which help to convert prospects to regular donors. It builds strong
bonds and strengthens relationships between the donor and the organization. The major advantage of
conducting membership campaigns is that it increases donor loyalty and maximizes trust. The donors who
get converted as members feel a sense of responsibility towards the cause and organization may offer other
services apart from money, such as volunteering. etc.

Before starting a membership campaign, one must think of questions like, “what benefits members have over
donors” and “What should be the cost of the base membership fee?”.etc

iv) Special events:

Special events are a great way to gain publicity for the organization. People get to know about the agenda of
the organization. Conducting special events and raising funds via that is one of the common methods used my
non-profits. Special events may include concerts, auctions, contests.etc Very often, pop singers like Britney
Spears, conduct charity concerts to their bit towards the cause.

2) Sources for raising funds:

Funds can be raised from many sources by using various different methods of fundraising. One can apply for
funds from government grants, non-profit organizations and foundations or big corporations and even crowd
funding.

The main sources for raising funds are:
e Raising funds via grants:

Many established and well-connected non-profits organizations raise funds through grants. It is an
ideal source of funding for non-profit organizations of any size. This kind of fundraising is called grant
funding. One has to be skilled and well established to apply for this type of funding. The grant needs
to be applied for with a formal proposal.

The proposal must be well-written clearly stating exactly what you will do with the funds. The fund
utilisation and your intention as well the background of your project must be in it.

A grantor won’t only be impressed by the way you write a grant, but, will want to check your financial
records and your accounting. Only after all these hygiene checks, will the grant move forward. After
you've successfully got a grant, the organization must send follow-up reports to the grantor to show
how the money has been used and how your project is progressing.

e Individual donations:

Individual donations can start pouring in as people become aware of your work and your cause. It also
helps in branding your non-profit organization. Many individuals want to donate and support you in your
work. It is a good idea to build up a donor base from your alumni networks, private foundations, friends,
and corporations. Perhaps the most interesting thing about supporters is that they can contribute not
only financially, but also give gifts and volunteer their services and time. Once you gather enough
supporters, you can take it online and begin with the process of crowdfunding.

e Services and Sales:
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Fundraising involves people donating money to your cause and this money can be generated through
sales.

For example, an NGO can make handcrafted wallets and sell it to individuals and use the money
generated to further strengthen their work. Small items like T-shirts, bags, wallets, and craft items work
well for fundraising sales. It is not uncommon for originations to fundraise through events like charity
balls and galas.

3) How to be a fundraiser:

Superstar fundraisers are not born, they’re made. Anyone can be superstar fundraiser with a litle amount of
effort and by knowing the tricks of the trade.

To start a fundraising campaign, you must choose two ways, Online or offline. Let us say, you want to start it
online because offline fundraising requires more effort and initial funds for branding.etc

Raising funds online in just 5 simple steps:

1. Choose a good fundraising platform like Milaap, ketto.etc which will suit your needs.

2. The next step is to register as a fundraiser and begin your campaign.

3. Enter all the details of your cause. It can be charitable or any social/personal cause.
4. Enter all the details and fill the columns with relevant pictures.
5

You must enter a set target/goal of how much amount of money would be sufficient for your needs. This
is really important.

That'’s it! Now, wait for your campaign to be published on the site.
What to do after it is published:

One cannot sit calm and wait for funds to appear magically in their account after the campaign is published.
After it is published, one must publicize it by sharing it among their circle of friends and explain them about why
you want to raise funds. Let them spread the cause in their social networking circles and it goes on. Thabt's
the beauty of crowdfunding. In the meantime, one must also be noting down feedback from different people. If
everything is done right, the campaign at the end of the goal period becomes a huge success!

4) Crowdfunding : Is it a best way of fundraising?

Crowdfunding is an easier and less complex way of getting funds. The cause is presented in a clear format
to people and if interested, they support the cause by donating money. Crowdfunding is the future and has
changed the way how funding works. Crowdfunding can be done both offline and online depending on one»s
choice. Online is preferable as it has the capacity to make a cause go viral at the cost of a shoestring.

5) Fundraising websites:

Fundraising can be a tough task, but, it's a lot easier job right now, thanks to these fundraising websites which
help raise funds online at the click of a button by means of crowdfunding.

Example: The most popular website in India is: IMPACTGURU.com which raises the fund from the market in
three simple steps:

1. Start A Fundraiser
e Pay attention to the headline

e Write a compelling story
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e Add videos and pictures
2. Share A Fundraiser
e Putit on social media
e Create a Whatsapp and email group
e Create a support group
3. Raise Funds
e Multiple Payment Options
e Raise Funds from across the world

e Quick Fund Transfer

PURPOSE OF VALUATION IN FUND RAISING

Raising money is a complicated multi-stage process that successful entrepreneurs master from first contact (or
earlier) right through to cash in the bank. Establishing a valuation is one of the most important steps along the
way. Aim too high and investors will look the other way. Aim too low and you will leave money on the table, or
worse, you will lose investors who think you lack ambition.

One strange fact about the fundraising process is that the more you raise, the higher the valuation tends to be.
This seemingly illogical link between round size and share price comes because investors want to make sure
founders retain enough equity to keep them motivated, even after multiple rounds of financing. As a result the
market has settled on the convention that early rounds of investment typically result in ~20% dilution. Therefore,
given the dilution is fixed, if the round size goes up, increasing the valuation is the only way to square the circle.

The below listed are the important parameters to be kept in mind while doing valuation of a business
for fundraising:

1. To work out how much money you want to raise. The short answer is that you should raise enough
money to get you to your next valuation milestone and then have time left to go out and find the next
round.

2. Todois to put yourself inside the mind of your target VC. If you can second guess how they would value
your business then you can make sure the amount you are raising is consistent with the 10-25% dilution
guideline and structure your pitch accordingly.

Different ways of valuation during fund raising
1. The right way for a VC to value a company

The right way for a VC to value a business is to estimate what it would fetch on a successful sale and then
divide that figure by the return appropriate for the risk involved. So if the planned exit is for Rs100 million and the
investor is targeting a return of around 10x then the post-money value today would be Rs10m. If the investment
was for Rs2 million then the pre-money would be Rs 8 million (Rs10 million - Rs2 million) and the investor would
get a 20% stake.

In practice it is slightly more complicated than this because adjustments need to be made for liquidation
preference and dilution from further rounds.

A number of data points will be taken into consideration when forecasting the exit value:
e Likely turnover and profits (losses) of the target company at the point of exit

e Revenue and profit multiples that likely acquirers trade at
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e Multiples that other similar businesses have been acquired at
e Track record of potential acquirers in making high value acquisitions
e Strategic importance of the target company to potential acquirers

After projected exit value the next driver of the target valuation is the target return. There is very little science
here and most VCs think of the risk inherent in a startup, and hence the required target return, in three bands
— low risk = 3x return, medium risk = 5x return, and high risk = 10x return. At the early stages at which Forward
Partners invests, all companies are high risk and therefore in the 10x band.

2. The rules of thumb

One enduring rule of thumb is that an investment round should get around 10-25% of a company. When they
hear how much a company is planning to raise the first reaction of many investors is to multiply the amount by
four to ten and see if that feels like an appropriate post money valuation range for the business. If it does then
the deal immediately feels like it is more likely to happen.

3. Market forces

In practice valuations are arrived at by VCs figuring out what they think is a fair valuation using the methodology
and rules of thumb described above and then stretching them up or down depending on the prevailing market
conditions and the competition for an individual deal.

If you are successful in making your deal competitive, or in creating that impression (and many great
entrepreneurs excel at this) then VCs will often look again at their analysis and see if they can justify a higher
valuation. The most common route to justify a higher valuation is to look again at the exit valuation and work to
build a stronger case for a larger exit.

Having developed a view on what the valuation of your business might be, the next step is to test the market.
The best way of doing that is talk with investors. Ideally you will be doing this 2-3 months before you plan to
start your fundraising process and you will also use the meetings to warm people up, determine interest in your
company more generally and prioritise your list of investor targets.

To maximize the usefulness of the feedback it’s helpful to present investors with a wide valuation range. Rather
than ask directly about the valuation it's good practice to focus on the amount being raised and the target
dilution. Because the amount raised and the dilution combine to determine the valuation, relatively small ranges
of raise, size and dilution amount to a large range of valuations. For example, saying you are thinking of raising
Rs 2m-2.5m for 15-20% dilution is equivalent to saying you are thinking of raising at Rs 8-14.1m pre-money, but
sounds more credible because the ranges are tighter.

When you present the valuation range look for the body language clues as well as the straight up verbal
response. Remember that most investors want to keep their options open so to give themselves the best
chance of winning the deal they will be wary of talking down the valuation, so evaluate the feedback in that
context. Also remember that the investor probably hasn’t yet worked out how much they like your company,
which also makes it hard for them to know how high they would want to push the valuation.

Then once you have received feedback from a few investors you are ready to make a decision on how much
you will raise and how you will approach the valuation issue in the formal fundraising process. Perhaps the most
important question is whether to put forth a valuation or to ask your investor to price the round. There is no right
answer. Here are a few of the issues to consider:

e If you are raising from experienced investors ask them to price the round. You could maybe give them
an indicative range, but if they go first you stand a better chance of getting to their best price.

e When raising from angels it's generally best to tell them the valuation of the round. They are often less
experienced, will have less recent transaction data to help them, often don’t have much time to think
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about valuation, and generally don’t want the responsibility of setting a valuation that other angels have
to follow.

e If you want to close quickly, getting a number out there early will help

e When a deal is hot it's hard for investors to know how high they should push the valuation. Giving them
a number can help nudge them higher.

Finally, remember that the effective valuation is a combination of the headline pre-money, any preference
structure investors ask for, and any increase in the pre-money option pool. At the early stage it's imperative
not to get seduced by investors who offer a big headline price but then claw it back via structure or the option.

VOLUNTARY ASSESSMENT

At times, the management wants to know the true value and fair value of the business for which they undertake
the exercise of voluntary assessment for internal management purpose and future decision making.

At the time of assessing the true value and fair value of the business it will be important to due the valuation of
the business.

The key facts for doing valuation for Voluntary Assessment are:
1. Price is not the same as Value

The Value of a business, by whatever valuation method it is obtained, is not the selling price of the business.
Value is an economic concept based on certain data & assumptions, however Price is what a Buyer is willing
to pay keeping in consideration the Economic and Non Economic factors like Emotions, Perception, Greed Etc
which cannot be valued as such.

2. Value varies with Person, Purpose and Time

The Value is a subjective term and can have different connotations meaning different things to different people
and the result may not be the same, as the context or time changes.

3. Transaction concludes at Negotiated Prices

Though the value of a business can be objectively determined employing valuation approaches, this value is
still subjective, dependent on buyer and seller expectations and subsequent negotiations and the Transaction
happens at negotiated price only.

4. Valuation is Hybrid of Art & Science

Valuation is more of an art and not an exact science. The Art is Professional Judgment and Science is Statistics.
Mathematical certainty is neither determined nor indeed is it possible as use of professional judgment is an
essential component of estimating value

TAX VALUATION

Tax valuations are important because they can drive the tax charge. Tax valuations are different to other
valuations and must be performed within certain parameters which are derived from a body of case law.
Valuations team offers a deep specialism in the valuation of unquoted business assets, including shares and
intangibles, and the negotiation of values for these assets.

What is Tax Valuation ?

e Helping taxpayers understand the value that tax authorities are likely to place on business assets so
that they can plan accordingly. This includes intangibles, private companies, private company shares,
partnership interests and more. Values for tax purposes can differ widely from valuations performed for
other purposes, and so it is important that taxpayers take specific tax valuation advice at an early stage.
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e Negotiating values for business assets with the relevant tax authorities on behalf of taxpayers.
When is Tax Valuation required for Gift Tax?

As per Section 56(2)(vii),(viia),(x) and(viib) of Income Tax Act 1961, issue & transfer of shares of companies in
which public is not substantially interested for nil/adequate consideration is subjected to tax at fair value.

Approaches & Methodologies for tax valuation of Gift Tax?

The fair value needs to be determined in accordance with rule 11U, 11UA,11UAA of Income Tax Rules 1962.
The rules have prescribed DCF Method for determination of maximum value for issue of shares & Net Assets
Value Method for transfer of shares.

When is Tax Valuation required for Transfer Pricing?

As per Section 92C of the Income Tax Act, any international transaction between associated entities needs to
be done at Arm’s Length Price. Now, even in case of Domestic related party transactions above INR20 Crore
in a year, applicability of transfer pricing provisions has got triggered in case where issue or transfer of shares,
business or certain rights (intangibles) is involved & required valuation.

Valuation for Capital Gain Purposes?

Valuation of Capital gain purposes Sec50 CA is a special provision for determination of minimum consideration
in case of transfer of unquoted shares, being a capital asset.

Sec 50D states that where consideration for transfer of a capital asset is not ascertainable, its fair market value
shall be determined to be its consideration.

When is Tax Valuation required for Indirect Transfer Tax Provisions?

Under Section 9 of the Income Tax Act, 1961 (the Act), income arising from indirect transfer of assets situated
in India is deemed to accrue or, arise in India. The share or interest is said to derive it value substantially from
assets located in India, fair market value (FMV) of assets located in India comprise at least 50% of the FMV of
total assets of the company or equity. The computation of FMV of Indian & global assets is to be in prescribed
manner.

FINANCE

In finance, valuation is the process of determining the present value (PV) of an asset. Valuations can be done
on assets (for example, investments in marketable securities such as stocks, options, business enterprises,
or intangible assets such as patents and trademarks or on liabilities (e.g., bonds issued by a company).
Valuations are needed for many reasons such as investment analysis, capital budgeting, merger and acquisition
transactions, financial reporting, taxable events to determine the proper tax liability, and in litigation

Valuation of financial assets is done generally using one or more of the following types of models but see also,
generally:

1. Absolute value models (“Intrinsic valuation”) that determine the present value of an asset’s expected
future cash flows. These kinds of models take two general forms: multi-period models such as discounted
cash flow models, or single-period models such as the Gordon model (which, in fact, often “telescope
the former). These models rely on mathematics rather than price observation. See #Discounted cash
flow valuation.

2. Relative value models determine value based on the observation of market prices of ‘comparable’
assets, relative to a common variable like earnings, cashflows, book value or sales. This result, will
often be used to complement / assess the intrinsic valuation. See #Relative valuation.

3. Option pricing models, in this context, are used to value specific balance-sheet items, or the asset itself,
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when these have option-like characteristics. Examples of the first type are warrants, employee stock
options, and investments with embedded options such as callable bonds; the second type are usually
real options. The most common option pricing models employed here are the Black—Scholes-Merton
models and lattice models. This approach is sometimes referred to as contingent claim valuation, in
that the value will be contingent on some other asset; see #Contingent claim valuation.

Common terms for the value of an asset or liability are market value, fair value, and intrinsic value. The meanings
of these terms differ. For instance, when an analyst believes a stock’s intrinsic value is greater (less) than its
market price, an analyst makes a “buy” (“sell’) recommendation. Moreover, an asset’s intrinsic value may be
subject to personal opinion and vary among analysts.

USAGE

In finance, valuation analysis is required for many reasons including tax assessment, wills and estates, divorce
settlements, business analysis, and basic bookkeeping accounting. Since the value of things fluctuates over
time, valuations are as of a specific date like the end of the accounting quarter or year. They may alternatively
be mark-to-market estimates of the current value of assets or liabilities as of this minute or this day for the
purposes of managing portfolios and associated financial risk (for example, within large financial firms including
investment banks and stockbrokers).

Some balance sheet items are much easier to value than others. Publicly traded stocks and bonds have prices
that are quoted frequently and readily available. Other assets are harder to value. For instance, private firms that
have no frequently quoted price. Additionally, financial instruments that have prices that are partly dependent
on theoretical models of one kind or another are difficult to value. For example, options are generally valued
using the Black—Scholes model while the liabilities of life assurance firms are valued using the theory of present
value. Intangible business assets, like goodwill and intellectual property, are open to a wide range of value
interpretations.

It is possible and conventional for financial professionals to make their own estimates of the valuations of
assets or liabilities that they are interested in. Their calculations are of various kinds including analyses of
companies that focus on price-to-book, price-to-earnings, price-to-cash-flow and present value calculations,
and analyses of bonds that focus on credit ratings, assessments of default risk, risk premia, and levels of
real interest rates. All of these approaches may be thought of as creating estimates of value that compete
for credibility with the prevailing share or bond prices, where applicable, and may or may not result in
buying or selling by market participants. Where the valuation is for the purpose of a merger or acquisition
the respective businesses make available further detailed financial information, usually on the completion
of a non-disclosure agreement.

It is important to note that valuation requires judgment and assumptions:

e There are different circumstances and purposes to value an asset (e.g., distressed firm, tax purposes,
mergers and acquisitions, financial reporting). Such differences can lead to different valuation methods
or different interpretations of the method results

e Allvaluation models and methods have limitations (e.g., degree of complexity, relevance of observations,
mathematical form)

e Model inputs can vary significantly because of necessary judgment and differing assumptions

Users of valuations benefit when key information, assumptions, and limitations are disclosed to them. Then they
can weigh the degree of reliability of the result and make their decision.

ACCOUNTING

Accounting valuation is the process of valuing a company’s assets and liabilities for financial reporting purposes.
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Several accounting-valuation methods are used while preparing financial statements in order to value assets.
Many valuation methods are stipulated by accounting rules, such as the need to use an accepted options model
to value the options that a company grants to employees. Other assets are valued simply by the price paid, such
as real estate. Typically, fixed assets are valued at the historical price. Marketable securities are valued at the
current market price.

Accounting valuation is important because the value of assets on a company’s financial statements needs to be
reliable. Analysis of this valuation is just as important as the valuation itself. Some assets, such as real estate,
which is carried at cost less depreciation, can be carried on the balance sheet at far from their true value.
Securities the firm owns for its own investment portfolio versus trading will have their own rules for valuation as
well, as will bonds held for investment or trading.

The updated quarterly or yearly information is made available in the form of financial statements and can be
found in the investor relations area of most publicly trading firms’ websites.

Examples of Valuation Accounts

Now that we know the basics of the valuation account and its purpose, let’s take a look at a couple of examples.
The credit balance of the Allowance for Doubtful Accounts is combined with the debit balance of Accounts
Receivable to get the carrying amount of your company’s receivables. The Allowance for Doubtful Accounts is
an example of a valuation account related to an asset (the company’s receivables).

An example of a valuation account based on a liability is the Discount on Bonds Payable, whose debit
balance is combined with Bonds Payables’ credit balance to get the carrying amount of the company’s bonds.

Organizing your business’ finances into the correct set of accounts will help you gain a better understanding of
your company’s financial health, and provide you with another tool to make smart business decisions.

INDUSTRY PERSPECTIVE

Ongoing assessment of a industry’s value drivers is integral to its success. The valuation process involves both
a quantitative and a qualitative assessment of a industry that should be part of any business owner’s standard
operating procedure as a useful and important business management exercise. A valuation assessment can
provide the business owner with meaningful and oftentimes actionable information that highlights the real
intrinsic value of the firm and ultimately maximize returns

There are hundreds of value drivers attributable to a business, some of which are industry-specific The top 10
industry’s value drivers which lead to success are:

1. Capital Access.

The smaller the company, the more limited its access to debt and equity capital. The company will need to
assess the kind of capital needed to achieve its goals.

2. Customer Base.

A solid and diversified customer base is essential for the ongoing viability of a business. When companies grow
and prosper by catering only to their largest customers, dependency may increase to the point where too great
a percentage of revenues are concentrated with too few customers; companies must manage the allocation of
customer concentration to reduce the risk of losing a large source of revenues.

3. Economies of Scale.

As production output increases, businesses typically achieve lower costs per unit. Whether through quantity
discounts or spreading capacity costs over higher volumes, larger companies possess distinct advantages in
certain operations and markets.
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4. Financial Performance.

Financial analysis aids in measuring trends, identifying the assets and liabilities of a company, and comparing
the financial performance and condition of the company to other, similarly-positioned firms. Internally prepared
and compiled financial statements may hamper management’s assessment of performance, causing potential
buyers to possibly question the quality of this data.

5. Human Capital.

A company’s employees are the heart of an organization. Key value drivers include the knowledge, skills,
experience, training, and creative abilities employees bring to a business and the health of its company culture.

6. Market Environment.

Each business is impacted by economic trends and developments in the industry in which it operates.
Management must understand how the industry is impacted by economic factors and how the industry is
structured to minimize the impact of macro trends on the business.

7. Marketing Strategy and Branding.

Marketing is the link between customers’ needs and their response to a company’s products/services. Strong
branding will not only improve company sales by increased market recognition, it will also provide a clear
direction that will improve operational efficiency when tied to the company’s mission.

8. Product/Service Offering.

Specialty companies frequently derive their strength from focusing in niche fields, but concentration may create
risks from lack of diversification and over dependence on limited markets. Some specialty companies may find
their largest customers adopt a policy to deal only with suppliers who offer a broad range of products, forcing
them to either expand product offerings or sell out to a larger company. Increasing the diversification reduces
risk, which improves value.

9. Strategic Vision.

Most companies put together a one-year budget, but few attempt to put together a business plan or long-term
forecast. Valuation is all about future expectations and company management needs a strategic vision to create
value. Management must take a look at all the information they’'ve gathered from reviewing their company
to divulge a strategic vision that can be passed along to the future owner, providing additional support and
assurance of continuity, and even increase, of sales.

10. Technology.

Companies with fewer monetary resources often lack adequate research and development resources, finding
it difficult to keep pace with technological changes in their markets. Such companies often face an inescapable
need to incur large amounts of capital expenditures in the near future or allocate resources to a limited number
of product development projects. This inevitably results in product or service obsolescence, adverse impact
on future growth, and loss of market share. In the meantime, larger companies are in a better position to
demonstrate technological expertise by developing products that address emerging customer needs, leading
customers to choose the state-of-the-art products, despite the eventual availability of lower cost, lower
performance technology.

STATUTORY DIMENSION

Statutory valuations are conducted because either an Act specifically requires valuation for specific purposes or
that the implementation of the Act or other Statutory instruments has a financial consequence which triggers the
need for the valuation. Because legislation is involved so there will be statutory rules and case laws to interpret
and this makes each branch of statutory valuation very specialized.
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A statutory valuation is made under the provisions of enabling legislation and sets out the requirements under
which the valuation is made and includes the purposes for which it may be used. Statutory valuations are
used for revenue generation purposes by applicable authorities (e.g. local governments or the Office of State
Revenue). In Queensland, the enabling legislation is the Land Valuation Act 2010 (the Act), which commenced
20 September 2010. This legislation replaced the Valuation of Land Act 1944 (VOLA) with transitional provisions.
The Act outlines a framework for making, issuing and storing valuations. The Act however clearly is not a
valuation textbook, and as such valuations are to be made having regard not only to the Act but also to the
Principles of Valuation and to judicial interpretation in cases brought before relevant courts. Additionally, as part
of normal Departmental business the Valuer-General will, from time to time, issue detailed work instructions
to departmental staff outlining the required work processes pertaining to the provision of statutory valuations.
Statutory purposes of valuations (Section 6)

Valuations made under the Act are used for a number of purposes, including:

e making and levying local government rates (rating valuation)

e assessing land tax liabilities under the Land Tax Act 2010 (land tax valuation)

e calculating land rentals under the Land Act 1994 (rental valuation)

e where another Act refers to the value or rateable value of land

SOCIETY ANGLE

Valuation plays a very important role in the context of society because valuation is the process of determining
the current worth of an asset or a company. An analyst placing a value on a company looks at the company»s
management, the composition of its capital structure, the prospect of future earnings and market value of
assets.

On disclosure of the value of the company to the society, it stands to gain in the following manner:
1. Fairimage of the company

What is the right time to invest in the company

How company is benefiting the society.

What will be the strategic vision of the company in the future.

How valuation of the company is going to impact the economies of scale.

o o &~ w0 N

Society as a stakeholder of the business. : Analysis of society from a stakeholder perspective helps
companies to determine risk and future opportunities

7. Impact of valuation of a company or business in the long term from society’s perspective, i.e. if a
business valuation is not conducted appropriately, then how it creates financial loss to the society. y as
a whole.

8. You may incorporate such examples wherein due to disinvestments or divestiture of a firm or company,
adequate consideration was not received due to gaps in valuation and it resulted in loss of public
money.

Stakeholders have always mattered to a company. How stakeholders view a company, what they expect of
the company and how they understand the company’s impact on society and the environment matters to
business value. A growing number of shareholders agree with the strategic vision of the company in the future.
(This statement seems to be incomplete, please add the required contents). For example, positive community
relations have had a significant effect on mining companies’ financial valuations which consequently emerged
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as a key factor in production alongside investments in capital and labor. (please see whether this phrase
marked in red is ok, as in the previous phrase there was some missing linkages).

Business can positively influence the fabric of the society. It can build and maintain social capital through its
core operations; the goods and services it provides; and the activities supported through increasingly global
and complex supply chains.

For example, assume an exit valuation of $100 million and the VC owns 20% of the company at the time of the
exit. The VC would earn $20 million on their investment at exit. If the VC invested $1 million into the company,
they would make 20 times their investment. If the VC owned 20% for a $1 million investment, then the post-
money valuation of the company at the time of the initial investment was $5 million. As you can see, investors
use the post-money valuation to estimate the price an investment must command when they exit or sell the
company.

Investors will use these methodologies to set a valuation range. They will have a maximum valuation based on
their view of the future valuation and the perceived competitiveness for the deal, but will try to keep the price
they pay closer to the lower part of the range.

How to maximize your valuation with society angle
¢ Make a good case. Show the investor why there is huge potential exit value for your company.

e Maximize the potential exit valuation by removing any doubt or obstacle that the investor perceives as
limiting the upside valuation. For example, if you have gaps in your management team, then identify the
people that would join the team after the funding is secured.

e Do your homework. Understand the valuations of other companies at slightly later stages. Identify and
understand the gaps (technical or commercial) between your business and theirs. Then, focus your
company’s business plan on closing these gaps.

e Find an investment competitor. If there is competition for your deal, an investor will be more likely to
give you a higher valuation. However, investors may speak to each other, so do not “play that card” if
the competition does not exist.

e When you are first given a valuation, ask for a higher valuation. Pushing back demonstrates that you're
confident in your business and a good negotiator. Of course, when pushing back, provide evidence and
arguments as to why the valuation should be higher. According to Guy Kawasaki’'s The Art of the Start,
ask for a valuation that is 25% higher than the first offer.

e Take the money and get to work if the valuation is reasonable. In most cases, businesses either make
more money than you dreamt or they do not work at all. Neither the valuation nor the investor’s specific
percentage will significantly affect the company’s ultimate success.

e Talk to your advisors, board members consultants and other industry players to determine if the deal
you're getting reflects current valuations.

e Consider taking a lower valuation from the “better” investor, if you think that one investor brings more
to the table than another.

SUMMARY

e Business Valuation is the process of determining economic value of a business or company.

e Business valuation can depend on the values of the assessor, tangible and intangible assets, goodwill
and varying economic conditions.

e The main Purpose of Valuation are Mergers & Acquisition, Sale of a Business, Fund Raising, Voluntary
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Assessment, Taxation, Finance, Accounting, Industry Perspective, Statutory Dimensions, Society
Angle.

e Mergers is the combination of two companies to form one, while Acquisitions is one company taken
over by the other.

e In a merger or acquisition transaction, valuation is essentially the price that one party will pay for the
other, or the value that one side will give up to make the transaction work.

e A key valuation tool in M&A, discounted cash flow analysis determines a company’s current value
according to its estimated future cash flows.

e When sold, these assets must be classified as capital assets, depreciable property used in the
business, real property used in the business, or property held for sale to customers, such as inventory
or stock in trade.

e An interest in a partnership or joint venture is treated as a capital asset when sold. The part of any
gain or loss from unrealized receivables or inventory items will be treated as ordinary gain or loss.

e Fundraising is the process of gathering voluntary contributions of money or other resources, by
requesting donations from individuals, businesses, charitable foundations, or governmental agencies.

e Many established and well-connected non-profits raise funds through grants. It is an excellent source
of funding for non-profits of any size. This kind of fundraising is called grant funding.

e Capital campaigns are time-limited. In such campaigns, the organisation has to raise a significant
amount of funds, in a limited amount of time for their project.

e Crowd funding can be done both offline and online depending on one’s choice.

e The management wants to know the true value and fair value of the business for which they
undertake the exercise of voluntary assessment for internal management purpose and future
decision making.

e Tax valuations are different to other valuations and must be performed within certain parameters
which are derived from a body of case law.

¢ Infinance, valuation is the process of determining the present value (PV) of an asset.

e Accounting valuation is the process of valuing a company’s assets and liabilities for financial reporting
purposes.

e The valuation process involves both a quantitative and a qualitative assessment of a industry that
should be part of any business owner’s standard operating procedure as a useful and important
business management exercise.

e Statutory valuations are conducted because either an Act specifically requires valuation for a
specific purpose or that the implementation of the Act or other Statutory instruments has a financial
consequence which triggers the need for the valuation.

e Valuation plays a very important role with contest of society angle because valuation is the process
of determining the current worth of an asset or a company.

SELF TEST QUESTIONS

Ques 1. What is management’s long-term outlook? When did the company last write a formal business
plan? Is the company’s strategy in tune with its customers’ demographics, tenure, needs, and
demands?
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Ques 2. How many resources does the company allocate to R&D? Is their use of technology up-to-date?
Are there impending technological changes that could negatively impact the company’s product/
service offering?

Ques 3. What do you mean by business valuation? Explain the purpose of valuation.
Ques 4. What is the purpose of valuation at the time of mergers & acquisition?

Ques 5. Give the examples of valuation in finance?

Ques 6. How crowd funding is different from fundraising?

Ques 7. Explain in detail Statutory valuations?

Ques 8. What are the key facts for doing valuation for Voluntary Assessment?

LIST OF FURTHER READINGS

1) Valuation: Measuring and Managing the Value of Companies by McKinsey & Company.
2) The Little Book of Valuation: How to Value a Company, Pick a Stock and Profit by Aswath Damodaran.

3) Study Material for Educational Course — Asset class: Securities or Financial Assets, Registered
Valuers Organisation (A wholly owned subsidiary of ICSI and registered with IBBI)
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LEARNING OBJECTIVES

International Valuation Standards (IVS) are a
fundamental part of the financial system, along
with high levels of professionalism in applying
them. The International Valuation Standards
(IVS) are standards for undertaking valuation
assignments using generally recognized concepts
and principles that promote transparency and
consistency in valuation practice. The IVSC also
promotes leading practical approaches for the
conduct and competency of professional valuers.
The learning objective of this chapter is to have
an overview of International Valuation Standards
which is further split in three broad areas:

e |VS Framework
e |VS General Standard
e |VS Asset Standard
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ORIENTATION

This study lesson is considered as compulsory as the deep knowledge of both International and Indian Valuation
Standards assist in understanding the various critical issues pertaining to valuation of tangibles and intangibles.
Further, in order to ensure transparency and consistency in valuation process, one needs to be conversant with
the valuation standards.

FAMILY TREE OF CONCEPTS

VALUATION STANDARDS

International Valuation Standards ‘ Indian Valuation Standards
(General Standards)

VS 101 : Scope of Work — IVS 101: Definitions

. | —IVS 102: Valuation Bases
—1VS 102 : Investigation &

Compliance —1VS 103: Valuation Approaches

d Method
_IVS 103 : Reporting and Wethods

—IVS 201: Scope of Work,

— VS 104 : Bases of Value Analysis and Evaluation
—IVS 105 : Valuation Approaches - IVS 202: Reporting and
& Methods Documentation

—IVS 301: Business Valuation
- IVS 302: Intangible Assets

—IVS 303: Financial Instruments

INTRODUCTION

The International Valuation Standards Council (IVSC) is an independent, not-for-profit organization committed
to advancing quality in the valuation profession. The primary objective of IVSC is to build confidence and public
trust in valuation by producing standards and securing their universal adoption and implementation for the
valuation of assets across the world. The International Valuation Standards (IVS) is a fundamental part of the
financial system with high level of professionalism.

Valuations are widely used and relied upon in financial and other markets, whether for inclusion in
financial statements, for regulatory compliance or to support secured lending and transactional activity.
The International Valuation Standards (IVS) are standards for undertaking valuation assignments using
generally recognized concepts and principles that promote transparency and consistency in valuation
practice. IVSC promotes leading practice approaches for proper execution and effective competency of
leading professionals.

The IVSC is the body responsible for setting the International Valuation Standards (IVS). The Board has
autonomy in the development of its agenda and approval of its publications. In developing the IVS, the
Board:

« Follows established due process in the development of any new standard, including consultation with
stakeholders (valuers, users of valuation services, regulators, valuation professional organizations, etc)
and public exposure of all new standards or material alterations to existing standards,

«» Liaises with other bodies that have a standard-setting function in the financial markets,
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«  Conducts outreach activities including round-table discussions with invited constituents and targeted
discussions with specific users or user groups.

The objective of the IVS is to increase the confidence and trust of users of valuation services by establishing
transparent and consistent valuation practices. A standard will do one or more of the following:

+« identify or develop globally accepted principles and definitions,

« identify and promulgate considerations for the undertaking of valuation assignments and the reporting
of valuations,

« identify specific matters that require consideration and methods commonly used for valuing different
types of assets or liabilities.

The IVS consist of mandatory requirements that must be followed in order to state that a valuation was
performed in compliance with the IVS. Certain aspects of the standards do not direct or mandate any
particular course of action, but provide fundamental principles and concepts that must be considered in
undertaking a valuation.

ARRANGEMENTS of IVS

— The IVS Framework

— IVS General Standards

— IVS Asset Standards

The IVS Framework

This serves as a preamble to the IVS. The IVS Framework consists of general principles for valuers following
the IVS regarding objectivity, judgment, competence and acceptable departures from the 1VS.

Compliance with Standards

v

Assets and Liabilities

v

Valuer
v
Objectivity
A 4

Competence

v

Departures
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Compliance with Standards

When a statement is made that a valuation will be, or has been, undertaken in accordance with the IVS, it is
implicit that the valuation has been prepared in compliance with all relevant standards issued by the IVSC.

Assets and Liabilities

The standards can be applied to the valuation of both assets and liabilities. To assist the legibility of these
standards, the words asset or assets have been defined to include liability or liabilities and groups of assets,
liabilities, or assets and liabilities, except where it is expressly stated otherwise, or is clear from the context that
liabilities are excluded.

Valuer

Valuer has been defined as “an individual, group of individuals, or a firm possessing the necessary qualifications,
ability and experience to undertake a valuation in an objective, unbiased and competent manner. In some
jurisdictions, licensing is required before one can act as a valuer. Because a valuation reviewer must also be a
valuer, to assist with the legibility of these standards, the term valuer includes valuation reviewers except where
it is expressly stated otherwise, or is clear from the context that valuation reviewers are excluded.

‘Registered Valuer’ means a person registered as a Valuer under Chapter XVII of the Companies Act 2013.
Registration as Valuers.

(1) For the purposes of sub-section (1) of section 247, the Central Government or any authority, institution or
agency, as may be notified by the Central Government, shall maintain a register to be called as the Register
of Valuers in which there shall be registered the names, address and other details of the persons registered
as valuers in pursuance of section 247.

(2) The following persons shall be eligible to apply for being registered as a valuer:

(a) a Chartered Accountant, Company Secretary or Cost Accountant who is in whole-time practice, or
retired member of Indian Corporate Law Service or any person holding equivalent Indian or foreign
qualification as the Ministry of Corporate Affairs may recognize by an order; provided that such foreign
qualification acquired by Indian citizen.

(b) a Merchant Banker registered with the Securities and Exchange Board of India, and who has in his
employment person(s) having qualifications prescribed under (a) above to carry out valuation by such
qualified persons;

(c) Member of the Institute of Engineers and who is in whole-time practice;
(d) Member of the Institute of Architects and who is in whole-time practice;

(e) Aperson orentity possessing necessary competence and qualification as may be notified by the Central
Government from time to time.

Provided that persons referred to in (a), (c) and (d) and qualified person in (b) above shall have not less than
five years continuous experience after acquiring membership of respective institutions.

Provided further that in the case of merchant banker the valuation report shall be signed by the qualified
person. Provided also that persons referred to in (a) and (b) shall be in respect of requirement for a “financial
valuation” and the persons referred to in (c) and (d) shall be in respect of requirement for a “technical
valuation” and a person or a firm or Limited Liability Partnership or merchant banker possessing both the
qualifications may act in dual capacity.

Explanation: For the purposes of this rule, a person shall be deemed “to be in whole-time practice”, when
individually or in partnership or in limited liability partnership or in merchant banker with other persons in



Lesson 3 International Valuation Standards Overview 67

practice who are members of other professional bodies, he, in consideration of remuneration received or to
be received:

(i) engages himself in the practice of valuation; or

(i) offers to perform or performs services involving valuation of any assets with the object of arriving at
financial value of the asset being valued; or

(iii) renders professional services or assistance in or about matters of principle or detail relating to valuation.

Objectivity

The process of valuation requires the valuer to make impartial judgments as to the reliability of inputs and
assumptions. For a valuation to be credible, it is important that those judgments are made in a way that
promotes transparency and minimizes the influence of any subjective factors on the process. Judgment used in
a valuation must be applied objectively to avoid biased analyses, opinions and conclusions.

Competence

Valuation must be prepared by an individual or firm having the appropriate technical skills, experience and
knowledge of the subject of the valuation, the market(s) in which it trades and the purpose of the valuation.

If a valuer does not possess all the necessary technical skills, experience and knowledge to perform all aspects
of a valuation, it is acceptable for the valuer to seek assistance from specialists in certain aspects of the overall
assignment, providing this is disclosed in the scope of work (see IVS 101 Scope of Work) and the report (see
IVS 103 Reporting).

The valuer must have the technical skills, experience and knowledge to understand, interpret and utilize the
work of any specialists.

Departures

A “departure” is a circumstance where specific legislative, regulatory or other authoritative requirements must
be followed that differs from some of the requirements within IVS. Departures are mandatory in that a valuer
must comply with legislative, regulatory and other authoritative requirements appropriate to the purpose and
jurisdiction of the valuation to be in compliance with IVS. A valuer may still state that the valuation was performed
in accordance with IVS when there are departures in these circumstances.

The requirement to depart from IVS pursuant to legislative, regulatory or other authoritative requirements takes
precedence over all other IVS requirements.

If there are any departures that significantly affect the nature of the procedures performed, inputs and
assumptions used, and/or valuation conclusion(s), a valuer must also disclose the specific legislative, regulatory
or other authoritative requirements and the significant ways in which they differ from the requirements of IVS (for
example, identifying that the relevant jurisdiction requires the use of only a market approach in a circumstance
where IVS would indicate that the income approach should be used).

Departure deviations from IVS that are not the result of legislative, regulatory or other authoritative requirements
are not permitted in valuations performed in accordance with IVS.
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IVS GENERAL STANDARDS

These set forth requirements for the conduct of all valuation assignments including establishing the terms of a
valuation engagement, bases of value, valuation approaches and methods, and reporting. They are designed
to be applicable to valuations of all types of assets and for any valuation purpose.

IVS GENERAL STANDARDS

4 N ( N N O ~
IVS 105
IVS 102 (
IVS 101 Investigation VS 103 ||3VS 1O4f Valuation
Scope of Work & Reporting iz/s?s ° Approaches
P Compliance alue & Methods
—_J X J U )

IVS 101: SCOPE OF WORK

o,

A scope of work (sometimes referred to as terms of engagement) describes the fundamental terms
of a valuation engagement, such as the assef(s) being valued, the purpose of the valuation and the
responsibilities of parties involved in the valuation.

+» This standard is intended to apply to a wide spectrum of valuation assignments, including:
» valuations performed by valuers for their own employers (“in-house valuations”),

» valuations performed by valuers for clients other than their employers (“third-party valuations”),
and

» valuation reviews where the reviewer may not be required to provide their own opinion of value.

General Requirements

< All valuation advice and the work undertaken in its preparation must be appropriate for the intended
purpose.

« Avaluer must ensure that the intended recipient(s) of the valuation advice understand(s) what is to be
provided and any limitations on its use before it is finalized and reported.

< A valuer must communicate the scope of work to its client prior to completion of the assignment,
including the following:

a) Identity of the valuer: The valuer may be an individual, group of individual or a firm. If the valuer
has any material connection or involvement with the subject asset or the other parties to the
valuation assignment, or if there are any other factors that could limit the valuer’s ability to provide
an unbiased and objective valuation, such factor must be disclosed at the outset. If such disclosure
does not take place, the valuation assignment is not in compliance with IVS. If the valuer needs
to seek material assistance from others in relation to any aspect of the assignment, the nature of
such assistance and the extent of reliance must be made clear.

b) Identity of the client(s) (if any): Confirmation of those for whom the valuation assignment is being
produced is important when determining the form and content of the report to ensure that it



c)

d)

f)

g)

h)
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contains information relevant to their needs.

Identity of other intended users (if any): It is important to understand whether there are any other
intended users of the valuation report, their identity and their needs, to ensure that the report
content and format meets those users’ needs.

Asset(s) being valued: The subject asset in the valuation assignment must be clearly
identified.

The valuation currency: The currency for the valuation and the final valuation report or conclusion
must be established. For example, a valuation might be prepared in euros or US dollars. This
requirement is particularly important for valuation assignments involving assets in  multiple
countries and/or cash flows in multiple currencies.

Purpose of the valuation: The purpose for which the valuation assignment is being prepared
must be clearly identified as it is important that valuation advice is not used out of context or for
purposes for which it is not intended. The purpose of the valuation will also typically influence or
determine the basis/bases of value to be used.

Basis / bases of value used: As required by IVS 104 Bases of Value. This requirement is not
applicable to a valuation review valuation basis must be appropriate for the purpose of the
valuation. The source of the definition of any basis of value used must be cited or the where no
opinion of value is to be provided and the reviewer is not required to comment on the basis of
value used.

Valuation date: The valuation date must be stated. If the valuation date is different from the date
on which the valuation report is issued or the date on which investigations are to be undertaken
or completed then where appropriate, these dates should be clearly distinguished.

The nature and extent of the valuer’s work and any limitations thereon.

» Any limitations or restrictions on the inspection, enquiry and/or analysis : in the valuation
assignment must be identified. If relevant information is not available because the conditions
of the assignment restrict the investigation, these restrictions and any necessary assumptions
or special assumptions made as a result of the restriction must be identified.

» The nature and sources of information upon which the valuer relies: The nature and source
of any relevant information that is to be relied upon and the extent of any verification to be
undertaken during the valuation process must be identified.

» Significant assumptions and/or special assumptions: All significant assumptions and special
assumptions that are to be made in the conduct and reporting of the valuation assignment
must be identified.

» The type of report being prepared: The format of the report, that is, how the valuation will be
communicated, must be described.

» Restrictions on use, distribution and publication of the report. Where it is necessary or
desirable to restrict the use of the valuation or those relying on it, the intended users and
restrictions must be clearly communicated.

» Valuation to be IVS compliant and values to assess appropriateness of all significant inputs : The
nature of any departures must be explained, for example, identifying that the valuation was
performed in accordance with IVS and local tax regulations.

» Clarity in scope of work : Wherever possible, the scope of work should be established
and agreed between parties to a valuation assignment prior to the valuer beginning work.
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However, in certain circumstances, the scope of a valuation engagement may not be clear
at the start of that engagement. In such cases, as the scope becomes clear, valuers must
communicate and agree the scope of work to their client.

» Scope of work to be written in form : A written scope of work may not be necessary. However,
since valuers are responsible for communicating the scope of work to their client, a written
scope of work should be prepared.

» Standing engagement instructions : Some aspects of the scope of work may be addressed
in documents such as standing engagement instructions, master services agreements or a
company’s internal policies and procedures.

Changes to Scope of Work

o,
£ X4

7
%

Some of the items in may not be determinable until the valuation assignment is in progress, or changes

to the scope may become necessary during the course of the assignment due to additional information
becoming available or matters emerging that require further investigation. As such, whilst the scope of
work may be established at the outset, it may also be established over time throughout the course of
the assignment.

In valuation assignments where the scope of work changes over time, the items in and any changes
made over time must be communicated to the client before the assignment is completed and the
valuation report is issued.

For Example, items such as specifying the legal structure of the business, whether it is a whole or partial interest,
whether it is confined to or excludes certain assets or liabilities and the class or classes of shares involved.

IVS 102 INVESTIGATIONS AND COMPLIANCE

General Principle

To be compliant with IVS, valuation assignments, including valuation reviews, must be conducted in accordance
with all of the principles set out in IVS that are appropriate for the purpose and the terms and conditions set out
in the scope of work.

Investigations

7
%

Investigations made during the course of a valuation assignment must be appropriate for the purpose of
the valuation assignment and the basis(es) of value. References to a valuation or valuation assignment
in this standard include a valuation review.

Sufficient evidence must be assembled by means such as inspection, inquiry, computation and analysis
to ensure that the valuation is properly supported. When determining the extent of evidence necessary,
professional judgement is required to ensure the information to be obtained is adequate for the purpose
of the valuation.

Limits may be agreed on the extent of the valuer’s investigations. Any such limits must be noted in
the scope of work. If limitations on investigations are so substantial that the valuer cannot sufficiently
evaluate the inputs and assumptions, the valuation engagement must not state that it has been
performed in compliance with IVS.

When a valuation assignment involves reliance on information supplied by a party other than the valuer,
consideration should be given as to whether the information is credible or that the information may
otherwise be relied upon without adversely affecting the credibility of the valuation opinion.

Significant inputs provided to the valuer (eg, by management/owners), may require consideration,
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investigation and/or corroboration. In cases where credibility or reliability of information supplied cannot
be supported, such information should not be used.

7

% In considering the credibility and reliability of information provided, valuers should consider matters
such as:

» the purpose of the valuation,

» the significance of the information to the valuation conclusion,
» the expertise of the source in relation to the subject matter, and
>

whether the source is independent of either the subject asset and/or the recipient of the valuation
(see IVS 101 Scope of Work).

< The purpose of the valuation, the basis of value, the extent and limits on the investigations and any
sources of information that may be relied upon are part of the valuation assignment’s scope of work that
must be communicated to all parties to the valuation assignment (see IVS 101 Scope of Work).

< If, during the course of an assignment, it becomes clear that the investigations included in the scope
of work will not result in a credible valuation, or information to be provided by third parties is either
unavailable or inadequate, the valuation assignment will not comply with IVS.

Valuation Record

A record must be kept of the work performed during the valuation process and the basis for the work on which
the conclusions were reached for a reasonable period after completion of the assignment, having regard to
any relevant statutory, legal or regulatory requirements. Subject to any such requirements, this record should
include the key inputs, all calculations, investigations and analyses relevant to the final conclusion, and a copy
of any draft or final report(s) provided to the client.

Compliance with Other Standards

As noted in the IVS Framework, when statutory, legal, regulatory or other authoritative requirements must be
followed that differ from some of the requirements within IVS, a valuer must follow the statutory, legal, regulatory
or other authoritative requirements (called a “departure”). Such a valuation has still been performed in overall
compliance with IVS.

Most other sets of requirements, such as those written by Valuation Professional Organisations, other
professional bodies, or firms’ internal policies and procedures, will not contradict IVS and, instead, typically
impose additional requirements on valuers. Such standards may be followed in addition to IVS without being
seen as departures as long as all of the requirements in IVS are fulfilled

IVS 103 REPORTING

It is essential that the valuation report communicates the information necessary for proper understanding of the
valuation or valuation review. A report must provide the intended users with a clear understanding of the valuation.

To provide useful information, the report must set out a clear and accurate description of the scope of the
assignment, its purpose and intended use and disclosure of any assumptions, special assumptions significant
uncertainty or limiting conditions that directly affect the valuation.

This standard applies to all valuation reports or reports on the outcome of a valuation review which may range
from comprehensive narrative reports to abbreviated summary reports.

For certain asset classes there may be variations from these standards or additional requirements to be reported
upon. These are found in the relevant IVS Asset Standards.



72 PP-V&BM

General Requirements

< The purpose of the valuation, the complexity of the asset being valued and the users’ requirements
will determine the level of detail appropriate to the valuation report. The format of the report should be
agreed with all parties as part of establishing a scope of work (see IVS 101 Scope of Work).

+» Compliance with this standard does not require a particular form or format of report; however, the report
must be sufficient to communicate to the intended users the scope of the valuation assignment, the
work performed and the conclusions reached.

Valuation Reports

7

<  Where the report is the result of an assignment involving the valuation of an asset or assets, the report
must convey the following, at a minimum:

» the scope of the work performed,

the approach or approaches adopted,
the method or methods applied,

the key inputs used,

the assumptions made,

vV V VYV V V

the conclusion(s) of value and principal reasons for any conclusions reached, and

» the date of the report (which may differ from the valuation date).

KD

< Some of the above requirements may be explicitly included in a report or incorporated into a report
through reference to other documents (engagement letters, scope of work documents, internal policies
and procedures, etc).

Valuation Review Reports

7

<  Where the report is the result of a valuation review, the report must convey the following, at a minimum:

» the scope of the review performed, including the elements noted in para 20.3 of IVS 101 Scope of
Work to the extent each is applicable to the assignment,

» the valuation report being reviewed and the inputs and assumptions upon which that valuation
was based,

» the reviewer’s conclusions about the work under review, including supporting reasons, and

» the date of the report (which may differ from the valuation date).

7

% Some of the above requirements may be explicitly included in a report or incorporated into a report
through reference to other documents (eg, engagement letters, scope of work documents, internal
policies and procedures, etc).

IVS 104 BASES OF VALUE

Bases of value (sometimes called standards of value) describe the fundamental premises on which the reported
values will be based. It is critical that the basis (or bases) of value be appropriate to the terms and purpose of
the valuation assignment, as a basis of value may influence or dictate a valuer’s selection of methods, inputs
and assumptions, and the ultimate opinion of value.

Depending on the basis of value, the assumed transaction could take a number of forms:
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(a

(b

a hypothetical transaction,

an actual transaction,

¢

)
)

(c) apurchase (or entry) transaction,
) a sale (or exit) transaction, and/or
)

(e) atransaction in a particular or hypothetical market with specified characteristics.

The assumed date of a transaction will influence what information and data a valuer consider in a valuation.
Most bases of value prohibit the consideration of information or market sentiment that would not be known or
knowable with reasonable due diligence on the measurement/valuation date by participants.

Most bases of value reflect assumptions concerning the parties to a transaction and provide a certain level of
description of the parties. In respect to these parties, they could include one or more actual or assumed

(a) hypothetical parties,

—~

c

)

(b) known or specific parties,
) members of an identified/described group of potential parties,
)

(d) whether the parties are subject to particular conditions or motivations at the assumed date (eg, duress),

and/or
(e) an assumed knowledge level of the existing parties.

Valuers must choose the relevant basis (or bases) of value according to the terms and purpose of the valuation
assignment. The valuer’s choice of a basis (or bases) of value should consider instructions and input received
from the client and/or its representatives. However, regardless of instructions and input provided to the valuer,
the valuer should not use a basis (or bases) of value that is inappropriate for the intended purpose of the
valuation (for example, if instructed to use an IVS-defined basis of value for financial reporting purposes under
IFRS, compliance with IVS may require the valuer to use a basis of value that is not defined or mentioned in
the IVS).

In accordance with IVS 101 Scope of Work, the basis of value must be appropriate for the purpose and the
source of the definition of any basis of value used must be cited or the basis explained.

Valuers are responsible for understanding the regulation, case law and other interpretive guidance related to
all bases of value used.

IVS-Defined Basis of Value

1. Market Value:

Market Value is the estimated amount for which an asset or liability should exchange on the valuation date
between a willing buyer and a willing seller in an arm’s length transaction, after proper marketing and where the
parties had each acted knowledgeably, prudently and without compulsion.

2. Market Rent:

Market Rent is the estimated amount for which an interest in real property should be leased on the valuation
date between a willing lessor and a willing lessee on appropriate lease terms in an arm’s length transaction,
after proper marketing and where the parties had each acted knowledgeably, prudently and without compulsion.
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3. Equitable Value

Equitable Value is the estimated price for the transfer of an asset or liability between identified knowledgeable
and willing parties that reflects the respective interests of those parties.

4. Investment Value / Worth

Investment Value is the value of an asset to a particular owner or prospective owner for individual investment
or operational objectives.

Investment Value is an entity-specific basis of value. Although the value of an asset to the owner may be the
same as the amount that could be realised from its sale to another party, this basis of value reflects the benefits
received by an entity from holding the asset and, therefore, does not involve a presumed exchange. Investment
Value reflects the circumstances and financial objectives of the entity for which the valuation is being produced.
It is often used for measuring investment performance.

5. Synergistic Value

Synergistic Value is the result of a combination of two or more assets or interests where the combined value
is more than the sum of the separate values. If the synergies are only available to one specific buyer then
Synergistic Value will differ from Market Value, as the Synergistic Value will reflect particular attributes of an
asset that are only of value to a specific purchaser. The added value above the aggregate of the respective
interests is often referred to as “marriage value.”

6. Liquidation Value

Liquidation Value is the amount that would be realised when an asset or group of assets are sold on a piecemeal
basis. Liquidation Value should take into account the costs of getting the assets into saleable condition as well
as those of the disposal activity

< Premise of Value/Assumed Use

A Premise of Value or Assumed Use describes the circumstances of how an asset or liability is used.
Different bases of value may require a particular Premise of Value or allow the consideration of multiple
Premises of Value. Some common Premises of Value are:

» highest and best use,

» current use/existing use,
» orderly liquidation, and
>

forced sale.

Premise of Value — Highest and Best Use

% Highest and best use is the use, from a participant perspective, that would produce the highest value
for an asset. Although the concept is most frequently applied to non-financial assets as many financial
assets do not have alternative uses, there may be circumstances where the highest and best use of
financial assets needs to be considered.

% The highest and best use must be physically possible (where applicable), financially feasible, legally
allowed and result in the highest value. If different from the current use, the costs to convert an asset
to its highest and best use would impact the value.

< The highest and best use for an asset may be its current or existing use when it is being used optimally.
However, highest and best use may differ from current use or even be an orderly liquidation.
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% The highest and best use of an asset valued on a stand-alone basis may be different from its highest
and best use as part of a group of assets, when its contribution to the overall value of the group must
be considered.

% The determination of the highest and best use involves consideration of the following:

» To establish whether a use is physically possible, regard will be had to what would be considered
reasonable by participants.

» To reflect the requirement to be legally permissible, any legal restrictions on the use of the asset,
eg, town planning/zoning designations, need

to be taken into account as well as the likelihood that these restrictions will change.

Premise of Value — Current Use/Existing Use

Current use/existing use is the current way an asset, liability, or group of assets and/or liabilities is used. The
current use may be, but is not necessarily, also the highest and best use.

Premise of Value — Orderly Liquidation

An orderly liquidation describes the value of a group of assets that could be realised in a liquidation sale, given
a reasonable period of time to find a purchaser (or purchasers), with the seller being compelled to sell on an
as-is, where-is basis.

Premise of Value — Forced Sale

The term “forced sale” is often used in circumstances where a seller is under compulsion to sell and that, as a
consequence, a proper marketing period is not possible and buyers may not be able to undertake adequate due
diligence. The price that could be obtained in these circumstances will depend upon the nature of the pressure
on the seller and the reasons why proper marketing cannot be undertaken. It may also reflect the consequences
for the seller of failing to sell within the period available.

A forced sale typically reflects the most probable price that a specified property is likely to bring under all of the
following conditions:

(@) Consummation of a sale within a short time period,

(b) the asset is subjected to market conditions prevailing as of the date of valuation or assumed timescale
within which the transaction is to be completed,

(c

d

both the buyer and the seller are acting prudently and knowledgeably,
the seller is under compulsion to sell,

(f) both parties are acting in what they consider their best interests,
(g) anormal marketing effort is not possible due to the brief exposure time, and

)
)
(e) the buyer is typically motivated,
)
)
(h)

payment will be made in cash

Entity-Specific Factors

For most bases of value, the factors that are specific to a particular buyer or seller and not available to participants
generally are excluded from the inputs used in a market-based valuation. Examples of entity-specific factors
that may not be available to participants include:

(a) additional value or reduction in value derived from the creation of a portfolio of similar assets,
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(b) unique synergies between the asset and other assets owned by the entity,

—~

)

c) legal rights or restrictions applicable only to the entity,

(d) tax benefits or tax burdens unique to the entity, and

(e) an ability to exploit an asset that is unique to that entity. Standards
Synergies

“Synergies” refer to the benefits associated with combining assets. When synergies are present, the value of
a group of assets and liabilities is greater than the sum of the values of the individual assets and liabilities on
a stand-alone basis. Synergies typically relate to a reduction in costs, and/or an increase in revenue, and/or a
reduction in risk.

Assumptions and Special Assumptions

In addition to stating the basis of value, it is often necessary to make an assumption or multiple assumptions
to clarify either the state of the asset in the hypothetical exchange or the circumstances under which the asset
is assumed to be exchanged. Such assumptions can have a significant impact on value.

These types of assumptions generally fall into one of two categories:

(a) assumed facts that are consistent with, or could be consistent with, those existing at the date of
valuation, and

(b) assumed facts that differ from those existing at the date of valuation.

Transaction Costs

Most bases of value represent the estimated exchange price of an asset without regard to the seller’s costs of
sale or the buyer’s costs of purchase and without adjustment for any taxes payable by either party as a direct
result of the transaction

Examples of the use of Equitable Value include:

(a) determination of a price that is equitable for a shareholding in a non quoted business, where the
holdings of two specific parties may mean that the price that is equitable between them is different from
the price that might be obtainable in the market, and

(b) determination of a price that would be equitable between a lessor and a lessee for either the permanent
transfer of the leased asset or the cancellation of the lease liability.

IVS 105 VALUATION APPROACHES AND METHODS

Consideration must be given to the relevant and appropriate valuation approaches. The three approaches
described and defined below are the main approaches used in valuation. They are all based on the economic
principles of price equilibrium, anticipation of benefits or substitution. The principal valuation approaches are:

» Market approach,
» Income approach, and
» Cost approach

Valuers are not required to use more than one method for the valuation of an asset, particularly when the
valuer has a high degree of confidence in the accuracy and reliability of a single method, given the facts and
circumstances of the valuation engagement. However, valuers should consider the use of multiple approaches
and methods and more than one valuation approach or method should be considered and may be used to arrive
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at an indication of value, particularly when there are insufficient factual or observable inputs for a single method
to produce a reliable conclusion. Where more than one approach and method is used, or even multiple methods
within a single approach, the conclusion of value based on those multiple approaches and/or methods should
be reasonable and the process of analysing and reconciling the differing values into a single conclusion, without
averaging, should be described by the valuer in the report.

MARKET APPROACH

The market approach provides an indication of value by comparing the asset with identical or comparable (that
is similar) assets for which price information is available.

The market approach should be applied and afforded significant weight under the following circumstances:

» the subject asset has recently been sold in a transaction appropriate for consideration under the basis
of value,

» the subject asset or substantially similar assets are actively publicly traded, and/or there are frequent
and/or recent observable transactions in substantially similar assets.

When using the market approach under the following circumstances, a valuer should consider whether
any other approaches can be applied and weighted to corroborate the value indication from the market
approach:

(a) Transactions involving the subject asset or substantially similar assets are not recent enough considering
the levels of volatility and activity in the market.

(b) The asset or substantially similar assets are publicly traded, but not actively.

(c) Information on market transactions is available, but the comparable assets have significant differences
to the subject asset, potentially requiring subjective adjustments.

(d) Information on recent transactions is notreliable (ie, hearsay, missing information, synergistic purchaser,
not arm’s-length, distressed sale, etc).

(e) The critical element affecting the value of the asset is the price it would achieve in the market rather
than the cost of reproduction or its income-producing ability.

Market Approach Methods

Comparable Transactions Method:

The comparable transactions method, also known as the guideline transactions method, utilises information on
transactions involving assets that are the same or similar to the subject asset to arrive at an indication of value.

The key steps in the comparable transactions method are:
(a) identify the units of comparison that are used by participants in the relevant market,

(b) identify the relevant comparable transactions and calculate the key valuation metrics for those
transactions,

(c) perform a consistent comparative analysis of qualitative and quantitative similarities and differences
between the comparable assets and the subject asset,

(d) make necessary adjustments, if any, to the valuation metrics to reflect differences between the subject
asset and the comparable assets

(e) apply the adjusted valuation metrics to the subject asset, and
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(f) if multiple valuation metrics were used, reconcile the indications of value.
A valuer should choose comparable transactions within the following context:
(a) evidence of several transactions is generally preferable to a single transaction or event,

(b) evidence from transactions of very similar assets (ideally identical) provides a better indication of value
than assets where the transaction prices require significant adjustments, transactions that happen closer
to the valuation date are more representative of the market at that date than older/dated transactions,
particularly in volatile markets,

(c) for most bases of value, the transactions should be “arm’s length” between unrelated parties,

(d) sufficient information on the transaction should be available to allow the valuer to develop a reasonable
understanding of the comparable asset and assess the valuation metrics/comparable evidence, trusted
source, and information on the comparable transactions should be from a reliable and between the
comparable transactions and the subject asset.

Guideline publicly-traded comparable method

The guideline publicly-traded method utilises information on publicly-traded comparables that are the same or
similar to the subject asset to arrive at an indication of value. This method is similar to the guideline transactions
method.

However, there are several differences due to the comparables being publicly traded:
(a) the valuation metrics/comparable evidence are available as of the valuation date,
(b) detailed information on the comparables are readily available in public filings, and
(c) the information contained in public filings is prepared under well-understood accounting guidelines.

The method should be used only when the subject asset is sufficiently similar to the publicly traded
comparables to allow for meaningful comparison. The key steps in the guideline publicly-traded comparable
method are:

(a) identify the valuation metrics/comparable evidence that are used by participants in the relevant market,

(b) identify the relevant guideline publicly-traded comparables and calculate the key valuation metrics for
those transactions,

(c) perform a consistent comparative analysis of qualitative and quantitative similarities and differences
between the comparable assets and the subject asset,

(d) make necessary adjustments, if any, to the valuation metrics to reflect differences between the subject
asset and the comparable assets,

(e) apply the adjusted valuation metrics to the subject asset, and
(f) if multiple valuation metrics were used, reconcile the indications of value.
A professional should choose guideline publicly-traded comparables within the following context:
(a) consideration of multiple publicly-traded comparables is preferred to the use of a single comparable,

(b) evidence from very similar publicly-traded comparables provides a better indication of value than
comparables that require significant adjustments, and

(c) publicly-traded securities that are actively traded provide more meaningful evidence than thinly-traded
securities.
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OTHER MARKET APPROACH CONSIDERATIONS

The following paragraphs address a non-exhaustive list of certain special considerations that may form part of
a market approach valuation.

< Anecdotal or “rule-of-thumb” valuation benchmarks are sometimes considered to be a market approach.
However, value indications derived from the use of such rules should not be given substantial weight
unless it can be shown that buyers and sellers place significant reliance on them.

< In the market approach, the fundamental basis for making adjustments is to adjust for differences
between the subject asset and the guideline transactions or publicly-traded securities. Some of the
most common adjustments made in the market approach are known as discounts and premiums.

» Discounts for Lack of Marketability (DLOM) should be applied when the comparables are deemed
to have superior marketability to the subject asset. A DLOM reflects the concept that when
comparing otherwise identical assets, a readily marketable asset would have a higher value than
an asset with a long marketing period or restrictions on the ability to sell the asset. For example,
publicly-traded securities can be bought and sold nearly instantaneously while shares in a private
company may require a significant amount of time to identify potential buyers and complete a
transaction. Many bases of value allow the consideration of restrictions on marketability that are
inherent in the subject asset but prohibit consideration of marketability restrictions that are specific
to a particular owner. DLOMs may be quantified using any reasonable method, but are typically
calculated using option pricing models, studies that compare the value of publicly-traded shares
and restricted shares in the same company, or studies that compare the value of shares in a
company before and after an initial public offering.

INCOME APPROACH

Under the income approach, the value of an asset is determined by reference to the value of income, cash flow
or cost savings generated by the asset. The income approach should be applied and afforded significant weight
under the following circumstances:

(@) The income producing ability of the asset is the critical element affecting value from a participant
perspective, and/or

(b) Reasonable projections of the amount and timing of future income are available for the subject asset,
but there are few, if any, relevant market comparables

Income Approach Methods

KD

«» Although there are many ways to implement the income approach, methods under the income approach
are effectively based on discounting future amounts of cash flow to present value. They are variations
of the Discounted Cash Flow (DCF) method and the concepts below apply in part or in full to all income
approach methods.

Discounted Cash Flow (DCF) Method

Under the DCF method the forecasted cash flow is discounted back to the valuation date, resulting in a present
value of the asset.

In some circumstances for long-lived or indefinite-lived assets, DCF may include a terminal value which
represents the value of the asset at the end of the explicit projection period. In other circumstances, the value
of an asset may be calculated solely using a terminal value with no explicit projection period. This is sometimes
referred to as an income capitalisation method.
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The key steps in the DCF method are:

» choose the most appropriate type of cash flow for the nature of the subject asset and the assignment
(i.e., pre-tax or post-tax, total cash flows or cash flows to equity, real or nominal, etc),

determine the most appropriate explicit period, if any, over which the cash flow will be forecast,
prepare cash flow forecasts for that period,

« determine whether a terminal value is appropriate for the subject asset at the end of the explicit
forecast period (if any) and then determine the appropriate terminal value for the nature of the
asset,

+ determine the appropriate discount rate, and

< apply the discount rate to the forecasted future cash flow, including the terminal value, if any.

Gordon Growth Model / Constant Growth Model

The constant growth model assumes that the asset grows (or declines) at a constant rate into perpetuity.

Market Approach/Exit Value

«» The market approach/exit value method can be performed in a number of ways, but the ultimate goal
is to calculate the value of the asset at the end of the explicit cash flow forecast.

% Common ways to calculate the terminal value under this method include application of a market-
evidence based capitalisation factor or a market multiple.

< When a market approach/exit value is used, valuers should comply with the requirements in the market

approach and market approach methods section of this standard.

Salvage Value/Disposal Cost

7

% Theterminal value of some assets may have little or no relationship to the preceding cash flow. Examples
of such assets include wasting assets such as a mine or an oil well. In such cases, the terminal value
is typically calculated as the salvage value of the asset, less costs to dispose of the asset.

Discount Rate

The rate at which the forecast cash flow is discounted should reflect not only the time value of money, but also
the risks associated with the type of cash flow and the future operations of the asset.

Valuers may use any reasonable method for developing a discounts rate. While there are many methods for
developing or determining the reasonableness of a discount rate, a non-exhaustive list of common methods includes:

(a) the capital asset pricing model (CAPM),

(b) the weighted average cost of capital (WACC),

(c) the observed or inferred rates/yields,

(d) the internal rate of return (IRR),

(e) the weighted average return on assets (WARA), and

(f) the build-up method (generally used only in the absence of market inputs).

In developing a discount rate, a valuer should consider:
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(a) the risk associated with the projections made in the cash flow used,

(b) the type of asset being valued. For example, discount rates used in valuing debt would be different to
those used when valuing real property or a business,

(c) which it would trade, the rates implicit in transactions in the market,
(d) the geographic location of the asset and/or the location of the markets in life versus a 30-year life,

(e) the life/term of the asset and the consistency of inputs. For example, the risk-free rate considered would
differ for an asset with a three-year

(f) the type of cash flow being used , and

(g) the bases of value being applied. For most bases of value, the discount rate should be developed from
the perspective of a participant.

For Example:

The internationally accepted valuation methodologies have been adopted by ABC Co Ltd. and a choice is to be
done which method is to be adopted in Income Approach for valuation of a company.

Usually under the Income Based Approach, the methods that maybe applied are Discounted Cash Flow (DCF)
Method or the Price Earning Capacity Value (PECV) Method.

Under DCF approach, the future free cash flows of the business are discounted to the valuation date to arrive
at the present value of the cash flows of the business or capitalized using a discount rate depending on the
capital structure of the company. This approach also takes into account the value of the business in perpetuity
by the calculation of terminal value using the exit multiple method or the perpetuity growth method, whichever
is appropriate.

Under PECV method, the average earning on the basis of past 3-5 year are first determined, adjustments are
then made for any exceptional transactions or items of non- recurring nature. The adjusted average earning are
then capitalized at an appropriate rate to arrive at the value of business. The capitalization rate so factored has
to be decided depending upon various factors such as the earning trend in the industries, P/E prevailing in the
industries etc.

Reason for choice of methodology adopted under the Income Approach

Under PECV method of valuation the average earning of 3-5 years is adjusted for any exceptional transaction
or items of non-recurring nature. After this, the normalized earning is then capitalized at an appropriate discount
rate. ABC Co Ltd has commenced its commercial production in F.Y.2015-16 thus, due to the non-availability of
historical earnings, PECV method was not considered suitable to value the business of ABC Co Ltd

The dynamics of the business of ABC Co Ltd is such that the operations generate incomes which are reflective
of the value of its business in perpetuity .

In view of the management the projections of future cash flows are reasonably achievable, therefore, it was
considered appropriate to use DCF approach to determine the fair value of the business of ABC Co Ltd under
the Income Approach

COST APPROACH

The cost approach provides an indication of value using the economic principle that a buyer will pay no more
for an asset than the cost to obtain an asset of equal utility, whether by purchase or by construction, unless
undue time, inconvenience, risk or other factors are involved. The approach provides an indication of value
by calculating the current replacement or reproduction cost of an asset and making deductions for physical
deterioration and all other relevant forms of obsolescence.
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The cost approach should be applied and afforded significant weight under the following circumstances:

(a) participants would be able to recreate an asset with substantially the same utility as the subject asset,
without regulatory or legal restrictions, and the asset could be recreated quickly enough that a
participant would not be willing to pay a significant premium for the ability to use the subject asset
immediately,

(b) the asset is not directly income-generating and the unique nature of the asset makes using an income
approach or market approach unfeasible,and/or

(c) the basis of value being used is fundamentally based on replacement approach should be applied and
afforded significant weight, the following cost, such as replacement value.

When using the cost approach under the following circumstances, a valuer should consider whether any
other approaches can be applied and weighted to corroborate the value indication from the cost approach: in
recreating the asset,

(a) participants might consider recreating an asset of similar utility, but there are potential legal or regulatory
hurdles or significant time involved

(b) when the cost approach is being used as a reasonableness check to other approaches (for example,
using the cost approach to confirm whether a business valued as a going-concern might be more
valuable on a liquidation basis), and/or

(c) the assetwas recently created, such that there is a high degree of reliability in the assumptions used in
the cost approach.

The value of a partially completed asset will generally reflect the costs incurred to date in the creation of the
asset (and whether those costs contributed to value) and the expectations of participants regarding the value
of the property when complete, but consider the costs and time required to complete the asset and appropriate
adjustments for profit and risk.

Cost Approach Methods

7

< Broadly, there are three cost approach methods:

» Replacement cost method: a method that indicates value by calculating the cost of a similar asset
offering equivalent utility,

» Reproduction cost method: a method under the cost that indicates value by calculating the cost to
recreating a replica of an asset, and

» Summation method: a method that calculates the value of an asset by the addition of the separate
values of its component parts.

ASSET STANDARDS

The Asset Standards include requirements related to specific types of assets. These requirements must be
followed in conjunction with the General Standards when performing a valuation of a specific asset type.
The Asset Standards include certain background information on the characteristics of each asset type that
influence value and additional asset-specific requirements on common valuation approaches and methods
used.
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IVS 200 Businesses and Business Interests

The definition of what constitutes a business may differ depending on the purpose of a valuation. However,
generally a business conducts a commercial, industrial, service or investment activity. Businesses can
take many forms, such as corporations, partnerships, joint ventures and sole proprietorships. The value
of a business may differ from the sum of the values of the individual assets or liabilities that make up that
business. When a business value is greater than the sum of the recorded and unrecorded net tangible and
identifiable intangible assets of the business, the excess value is often referred to as going concern value
or goodwill.

When valuing individual assets or liabilities owned by a business, valuers should follow the applicable standard
for that type of asset or liability (IVS 210 Intangible Assets, IVS 400 Real Property Interests, etc).

Valuers must establish whether the valuation is of the entire entity, shares or a shareholding in the entity
(whether a controlling or non-controlling interest), or a specific business activity of the entity. The type of value
being provided must be appropriate to the purpose of the valuation and communicated as part of the scope of
the engagement (see IVS 101 Scope of Work). It is especially critical to clearly define the business or business
interest being valued as, even when a valuation is performed on an entire entity, there may be different levels
at which that value could be expressed. For example:

> Enterprise value: Often described as the total value of the equity in a business plus the value of its
debt or debt-related liabilities, minus any cash or cash equivalents available to meet those liabilities.

» Total invested capital value: The total amount of money currently invested in a business, regardless
of the source, often reflected as the value of total assets less current liabilities and cash.

» Operating Value: The total value of the operations of the business, excluding the value of any non-
operating assets and liabilities.

» Equity value: The value of a business to all of its equity shareholders.

Valuations of businesses are required for different purposes including acquisitions, mergers and sales of
businesses, taxation, litigation, insolvency proceedings and financial reporting. Business valuations may also
be needed as an input or step in other valuations such as the valuation of stock options, particular class(es) of
stock, or debt.

IVS 210 Intangible Assets

An intangible asset is a non-monetary asset that manifests itself by its economic properties. It does not have
physical substance but grants rights and/or economic benefits to its owner.
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Specific intangible assets are defined and described by characteristics such as their ownership, function, market
position and image. These characteristics differentiate intangible assets from one another.

There are many types of intangible assets, but they are often considered to fall into one or more of the following
categories (or goodwill):

» Marketing-related: Marketing-related intangible assets are used primarily in the marketing or promotion
of products or services. Examples include trademarks, trade names, unique trade design and internet
domain names.

» Customer-related: Customer-related intangible assets include customer lists, backlog, customer
contracts, and contractual and non-contractual customer relationships.

> Artistic-related: Artistic-related intangible assets arise from the right to benefits from artistic works
such as plays, books, films and music, and from non-contractual copyright protection.

» Contract-related: Contract-related intangible assets represent the value of rights that arise from
contractual agreements. Examples include licensing and royalty agreements, service or supply
contracts, lease agreements, permits, broadcast rights, servicing contracts, employment contracts and
non-competition agreements and natural resource rights.

» Technology-based: Technology-related intangible assets arise from contractual or non-contractual
rights to use patented technology, unpatented technology, databases, formulae, designs, software,
processes or recipes.

In valuing an intangible asset, valuers must understand different value from customer contracts (those
contracts in place on the specifically what needs to be valued and the purpose of the valuation.

For example, customer data (names, addresses, etc) typically has a very valuation date and customer
relationships (the value of the ongoing customer relationship including existing and future contracts). What
intangible assets need to be valued and how those intangible assets are defined may differ depending on
the purpose of the valuation, and the differences in how intangible assets are defined can lead to significant
differences in value.

Generally, goodwill is any future economic benefit arising from a business, an interest in a business or from the
use of a group of assets which has not been separately recognized in another asset. The value of goodwill is
often represented as the excess of the price paid in a real or hypothetical typically measured as the residual
amount remaining after the values of all identifiable tangible, intangible and monetary assets, adjusted for
actual or potential liabilities, have been deducted from the value of a business. It is acquisition of a company
over the value of the company’s other identified assets and liabilities. For some purposes, goodwill may need to
be further divided into transferable goodwill (that which can be transferred to third parties) and non-transferable
or “personal” goodwill.

As the amount of goodwill is dependent on which other tangible and intangible assets are recognized, its value
can be different when calculated for different purposes. For example, in a business combination accounted for
under IFRS or US GAAP, an intangible asset is only recognized to the extent that it:

(a) is separable, i.e., capable of being separated or divided from the entity and sold, transferred, licensed,
rented or exchanged, either individually or together with a related contract, identifiable asset or liability,
regardless of whether the entity intends to do so, or

(b) arises from contractual or other legal rights, regardless of whether those rights are transferable or
separable from the entity or from other rights and obligations

While the aspects of goodwill can vary depending on the purpose of the valuation, goodwill frequently includes
elements such as:
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(a) company-specific synergies arising from a combination of two or more businesses (eg, reductions in
operating costs, economies of scale or product mix dynamics),

(b) opportunities to expand the business into new and different markets,

(c) the benefit of an assembled workforce (but generally not any intellectual property developed by
members of that workforce),

(d) the benefit to be derived from future assets, such as new customers and future technologies, and
(e) assemblage and going concern value.

Valuers may perform direct valuations of intangible assets where the value of the intangible assets is the
purpose of the analysis or one part of the analysis. However, when valuing businesses, business interests,
real property, and machinery and equipment, valuers should consider whether there are intangible assets
associated with those assets and whether those directly or indirectly impact the asset being valued.

For example, when valuing a hotel based on an income approach, the contribution to value of the hotel’s brand
may already be reflected in the profit generated by the hotel.

Intangible asset valuations are performed for a variety of purposes. It is the valuer’s responsibility to understand
the purpose of a valuation and whether intangible assets should be valued, whether separately or grouped with
other assets. A non-exhaustive list of examples of circumstances that commonly include an intangible asset
valuation component is provided below:

(a) For financial reporting purposes, valuations of intangible assets are often required in connection with
accounting for business combinations, asset acquisitions and sales, and impairment analysis.

(b) For tax reporting purposes, intangible asset valuations are frequently needed for transfer pricing
analyses, estate and gift tax planning and reporting, and ad valorem taxation analyses.

(c) Intangible assets may be the subject of litigation, requiring valuation analysis in circumstances such as
shareholder disputes, damage calculations and marital dissolutions (divorce).

(d) Other statutory or legal events may require the valuation of intangible assets such as compulsory
purchases/eminent domain proceedings.

(e) Valuers are often asked to value intangible assets as part of general consulting, collateral lending and
transactional support engagements.

IVS 300 Plant and Equipment

Items of plant and equipment (which may sometimes be categorized as a type of personal property) are tangible
assets that are usually held by an entity for use in the manufacturing/production or supply of goods or services,
for rental by others or for administrative purposes and that are expected to be used over a period of time.

For Example, For lease of machinery and equipment, the right to use an item of machinery and equipment
(such as a right arising from a lease) would also follow the guidance of this standard. It must also be noted that
the “right to use” an asset could have a different life span than the service life (that takes into consideration
of both preventive and predictive maintenance) of the underlying machinery and equipment itself and, in such
circumstances, the service life span must be stated.

Assets for which the highest and best use is “in use” as part of a group of assets must be valued using consistent
assumptions. Unless the assets belonging to the sub-systems may reasonably be separated independently
from its main system, then the sub-systems may be valued separately, having consistent assumptions within
the sub-systems. This will also cascade down to sub-sub-systems and so on.

Intangible assets fall outside the classification of plant and equipment assets. However, an intangible asset
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may have an impact on the value of plant and equipment assets. For example, the value of patterns and dies is
often inextricably linked to associated intellectual property rights. Operating software, technical data, production
records and patents are further examples of intangible assets that can have an impact on the value of plant and
equipment assets, depending on whether or not they are included in the valuation. In such cases, the valuation
process will involve consideration of the inclusion of intangible assets and their impact on the valuation of the
plant and equipment assets. When there is an intangible asset component, the valuer should also follow IVS
210 Intangible Assets.

A valuation of plant and equipment will normally require consideration of a range of factors relating to the
asset itself, its environment and physical, functional and economic potential. Therefore, all plant and equipment
valuers should normally inspect the subject assets to ascertain the condition of the plant and also to determine
if the information provided to them is usable and related to the subject assets being valued.

Factors that may need to be considered under each of these headings include the following:
(a) Asset-related:
1. the asseft's technical specification,
the remaining useful, economic or effective life, considering both preventive and predictive maintenance,

2
3. ifthe asset is not valued in its current location, the costs of
4. the asset's condition, including maintenance history,

5

any functional, physical and technological obsolescence, decommissioning and removal, and any costs
associated with the asset’s existing in-place location, such as installation and re-commissioning of
assets to its optimum status,

6. for machinery and equipment that are used for rental purposes, the lease renewal options and other
end-of-lease possibilities,

7. any potential loss of a complementary asset, e.g., the operational life of a machine may be curtailed by
the length of lease on the building in which it is located,

8. additional costs associated with additional equipment, transport, installation and commissioning, etc,
and

9. in cases where the historical costs are not available for the machinery and equipment that may
reside within a plant during a construction, the valuer may take references from the Engineering,
Procurement, Construction (“EPC”) contract.

(b) Environment-related:

1. the location in relation to the source of raw material and market for the product. The suitability of a
location may also have a limited life, eg, where raw materials are finite or where demand is transitory,

2. the impact of any environmental or other legislation that either restricts utilisation or imposes additional
operating or decommissioning costs,

3. radioactive substances that may be in certain machinery and equipment have a severe impact if not
used or disposed of International Valuation Standards appropriately. This will have a major impact on
expense consideration and the environment,

4. toxic wastes which may be chemical in the form of a solid, liquid or gaseous state must be professionally
stored or disposed of. This is critical for all industrial manufacturing, and

5. licences to operate certain machines in certain countries may be restricted.
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(c) Economic-related:

1. the actual or potential profitability of the asset based on comparison of operating costs with earnings or
potential earnings (see IVS 200 Business and Business Interests),

2. the demand for the product manufactured by the plant with regard to both macro and micro economic
factors could impact on demand, and

3. the potential for the asset to be put to a more valuable use than the current use (i.e., highest and best
use).

Valuations of plant and equipment should reflect the impact of all forms of obsolescence on value.

To comply with the requirement to identify the asset or liability to be valued in IVS 101 Scope of Work, to the
extent it impacts on value, consideration must be given to the degree to which the asset is attached to, or
integrated with, other assets. For example:

(a) assets maybe permanently attached to the land and could not be removed without substantial demolition
of either the asset or any surrounding structure or building,

(b) anindividual machine may be part of an integrated production line where its functionality is dependent
upon other assets,

(c) anasset may be considered to be classified as a component of the (HVAC). Real property eg, a Heating,
Ventilation and Air Conditioning System. In such cases, it will be necessary to clearly define what is to
be included or excluded from the valuation. Any special assumptions relating to the availability of any
complementary assets must also be stated.

Plant and equipment connected with the supply or provision of services to a building are often integrated
within the building and, once installed, are not  separable from it. These items will normally form part of the
real property interest. Examples include plant and equipment with the primary function of supplying electricity,
gas, heating, cooling or ventilation to a building and equipment such as elevators. If the purpose of the valuation
requires these items to be valued separately, the scope of work must include a statement to the effect that
the value of these items would normally be included in the real property interest and may not be separately
realisable. When different valuation assignments are undertaken to carry out valuations of the real property
interest and plant and equipment assets at the same location, care is necessary to avoid either omissions or
double counting.

Valuations of plant and equipment are often required for different purposes including financial reporting, leasing,
secured lending, disposal, taxation, litigation and insolvency proceedings.

IVS 400 Real Property Interests

% Property interests are normally defined by state or the law of individual jurisdictions and are often
regulated by national or local legislation. Before undertaking a valuation of a real property interest, a
valuer must understand the relevant legal framework that affects the interest being valued.

< Areal property interest is a right of ownership, control, use or occupation of land and buildings. There
are three main types of interest:

» the superior interest in any defined area of land. The owner of this interest has an absolute right
of possession and control of the land and any buildings upon it in perpetuity, subject only to any
subordinate interests and any statutory or other legally enforceable constraints,

» asubordinate interest that normally gives the holder rights of exclusive possession and control of
a defined area of land or buildings for a defined period, eg, under the terms of a lease contract,
and/or
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>

a right to use land or buildings but without a right of exclusive possession or control, eg, a right to
pass over land or to use it only for a specified activity.

% Intangible assets fall outside the classification of real property assets. However, an intangible asset

may be associated with, and have a material impact on, the value of real property assets. It is therefore
essential to be clear in the scope of work precisely what the valuation assignment is to include or
exclude. For example, the valuation of a hotel can be inextricably linked to the hotel brand. In such
cases, the valuation process will involve consideration of the inclusion of intangible assets and their
impact on the valuation of the real property and plant and equipment assets. When there is an intangible
asset component, the valuer should also follow IVS 210 Intangible Assets.

To comply with the requirement to identify the asset to be valued in IVS 101 Scope of Work, the following
matters must be included:

(a) a description of the real property interest to be valued, and

(b) identification of any superior or subordinate interests that affect the interest to be valued.

For Examples , Valuations of real property interests for different purposes including secured lending, sales and
purchases, taxation, litigation, compensation, insolvency proceedings and financial reporting.

IVS 410 Development Property

7

% In the context of this standard, development properties are defined as interests where redevelopment

is required to achieve the highest and best use, or where improvements are either being contemplated
or are in progress at the valuation date and include:

>

vV V VYV V

>

KD

the construction of buildings,

previously undeveloped land which is being provided with infrastructure,
the redevelopment of previously developed land,

the improvement or alteration of existing buildings or structures,

land allocated for development in a statutory plan, and

land allocated for a higher value uses or higher density in a statutory plan.

+» Valuations of development property may be required for different purposes. Itis the valuer’s responsibility

to understand the purpose of a valuation. A non-exhaustive list of examples of circumstances that may
require a development valuation is provided below:

(@)
(b)

(c)

(d)

(e)

(f)

when establishing whether proposed projects are financially feasible,

as part of general consulting and transactional support engagements for acquisition and loan
security,

for tax reporting purposes, development valuations are frequently needed for ad valorem taxation
analyses,

for litigation requiring valuation analysis in circumstances such as shareholder disputes and
damage calculations,

for financial reporting purposes, valuation of a development property is often required in connection
with accounting for business combinations, asset acquisitions and sales, and impairment analysis,
and

for other statutory or legal events that may require the valuation of development property such as
compulsory purchases.
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When valuing development property, valuers must follow the applicable standard for that type of asset or
liability
The residual value or land value of a development property can be very revenue to be derived from the completed

project or any of the development costs that will be incurred. This remains the case regardless of the method or
methods used or however diligently the various inputs are researched in relation to the valuation date.

This sensitivity also applies to the impact of significant changes in either the costs of the project or the value
on completion of the current value. If the valuation is required for a purpose where significant changes in value
over the duration of a construction project may be of concern to the user (e.g., where the valuation is for loan
security or to establish a project’s viability),the valuer must highlight the potentially disproportionate effect of
possible changes in either the construction costs or end value on the profitability of the project and the value of
the partially completed property. A sensitivity analysis may be useful for this purpose provided it is accompanied
by a suitable explanation.

CASE STUDY

On May,2018 The Worls Built Environment Forum London Summit was organized with the purpose to brought
together respected panelist at one forum and discuss the major issues faced.

Khoo Teng Chye, Executive Director, Centre for Liveable Cities (Ministry of National Development , Government
of Singapore), highlighted that cities should find out the solutions of cities on their own. He focuses on the major
issue that how Singapore managed to triple its population density and improving its liveability.

The island city-state is particularly challenged when it comes to resources, as he explains: “Take water for
example, we get plenty of rain but we have no space to store it.

Singapore was already trying with the idea of recycling water as early as the 1970s. However, the first experiment
failed and the pilot treatment plant closed down after only a year due to high costs and technology issues. It
was not until much later, in 1998, that the Singapore Water Reclamation Study successfully determined the
suitability of reclaimed supplies as a source of raw water.

He clearly identifies, that the problem of attaining water sufficiently is still prevailing which creates a hurdle in
the development and effects the valuation of water plants.

To increase the liveability of the city, Khoo says we shouldn’t think about urban spaces and natural spaces as
independent of each other. “Even as we built more, we increased the green areas and areas of water in the city.
We have managed to attract nature back into the city, such as birds and otters.”

Urbanisation is one of the common characteristics of economic development. With the gradual growth of the
economy, the process of urbanisation depends on the shift of surplus population from rural to urban areas
along-with the growth of some industrialised urban centres.

Rapid urbanization is another key concern area which will help in improving the valuation of the companies
and lead to infrastructural development. He gives the example of ,” Vivek Nanda, CEO at Hinduja Investment
& Project Services and Board Member of UK India Business Council, says that the interesting thing about India
is that its infrastructure.

“Some countries find it difficult to get ahead because they don’t have the domestic resources to finance it.
Others, like China, have massive national savings rate and have managed it.”

Ques 1 How can we continue to urbanise with such a scarcity of resources.
Ques 2 How can we manage rapid development?
Ques 3 What role valuation plays in such type of situation?

Ques 4 How can the scarcity of water can be solved in Country like Singapore?
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IVS 500 FINANCIAL INSTRUMENTS

A financial instrument is a contract that creates rights or obligations between specified parties to receive or
pay cash or other financial consideration. Such instruments include but are not limited to, derivatives or other
contingent instruments, hybrid instruments, fixed income, structured products and equity instruments. A financial
instrument can also be created through the combination of other financial instruments in a portfolio to achieve
a specific net financial outcome.

Valuations of financial instruments conducted under IVS 500 Financial Instruments can be performed for many
different purposes including, but not limited to:

(a) acquisitions, mergers and sales of businesses or parts of businesses,

(b) purchase and sale,

(c) financial reporting,

(d) legal or regulatory requirements (subject to any specific requirements set by the relevant authority),
(e) internal risk and compliance procedures,

(f) tax, and

(g) litigation.

Athorough understanding of the instrument being valued is required to identify and evaluate the relevant market
information available for identical or comparable instruments. Such information includes prices from recent
transactions in the same or a similar instrument, quotes from brokers or pricing services, credit ratings,
yields, volatility, indices or any other inputs relevant to the valuation process.

To comply with the requirement to identify the asset or liability to be valued as in IVS 101 Scope of Work, the
following matters must be addressed:

(a) the class or classes of instrument to be valued,

(b) whether the valuation is to be of individual instruments or a portfolio, and investigations required to
support the valuation must be adequate having

(c) the unit of account.

IVS 102 Investigations and Compliance, provide that the regard to the purpose of the assignment. To support
these investigations, sufficient evidence supplied by the valuer and/or a credible and reliable third party must
be assembled. To comply with these requirements, the following are to be considered:

(a) All market data used or considered as an input into the valuation process must be understood and, as
necessary, validated.

(b) Any model used to estimate the value of a financial instrument shall be selected to appropriately capture
the contractual terms and economics of the financial instrument.

(c) Where observable prices of, or market inputs from, similar financial instruments are available, those
imputed inputs from comparable price(s) and/or observable inputs should be adjusted to reflect the
contractual and economic terms of the financial instrument being valued.

(d) Where possible, multiple valuation approaches are preferred. If differences in value occur between the
valuation approaches, the valuer must explain and document the differences in value.

To comply with the requirement to disclose the valuation approach(es) and reasoning in IVS 103 Reporting,
consideration must be given to the appropriate degree of reporting detail. The requirement to disclose this
information in the valuation report will differ for different categories of financial instruments. Sufficient information
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should be provided to allow users to understand the nature of each class of instrument valued and the primary
factors influencing the values. Information that adds little to a users’ understanding as to the nature of the asset
or liability, or that obscures the primary factors influencing value, must be avoided. In determining the level of
disclosure that is appropriate, regard must be had to the following:

(@) Materiality: The value of an instrument or class of instruments in relation to the total value of the
holding entity’s assets and liabilities or the portfolio that is valued.

(b) Uncertainty: The value of the instrument may be subject to significant uncertainty on the valuation date
due to the nature of the instrument, the model or inputs used or to market abnormalities. Disclosure of
the cause and nature of any material uncertainty should be made.

(c) Complexity: The greater the complexity of the instrument, the greater the appropriate level of detail to
ensure that the assumptions and inputs affecting value are identified and explained.

(d) Comparability: The instruments that are of particular interest to users may differ with the passage of
time. The usefulness of the valuation report, or any other reference to the valuation, is enhanced if it
reflects the information demands of users as market conditions change, although, to be meaningful, the
information presented should allow comparison with previous periods.

(e) Underlying instruments: If the cash flows of a financial instrument are generated from or secured by
identifiable underlying assets or liabilities, the relevant factors that influence the underlying value must
be provided in order to help users understand how the underlying value impacts the estimated value of
the financial instrument.

For example, If a company appoint an Expert Group to advise on the issues that had led to a loss of confidence
by investors and regulators in the valuation of many types of instrument. This Expert Group has had input
into the development of a high level standard in the IVS 500 Financial Instrument which relates the general
principles of transparency and disclosure to the valuation of financial instruments, identifies the major value
affecting characteristics of different instruments and the principal valuation methods used. The Group also had
a major input into the uncertainty discussion paper. Projects that will eventually lead to technical guidance on
identifying and valuing liquidity premia and credit valuation adjustments are under development.

CASE STUDY

Yes Bank confident of Fortis fetching good valuation

Fortis Healthcare, is one of the best hospital in India, which provide all kinds of medical treatment and surgeries
by experience surgeons at affordable price. Yes Bank is the single largest shareholder of this hospital. Yes
Bank today exuded confidence of a sound resolution with a good valuation and thus help drive out of the
management crisis plaguing one of the largest corporate hospital chains in the county.

In February 2018, Yes Bank, which was the largest lender to the hospital, had acquired a 17.31 per cent stake
by invoking nearly 9 crore pledged share .Later in mid-March, it sold 2.17 per cent of this bringing down its
shareholding to 15.14 per cent as of March 2018.

Still this makes the city-based private lender the single largest shareholder in the New Delhi headquartered
corporate hospital chain.

Yes Bank has acquired 8,97,81,906 equity shares having nominal value of Rs 10 per share of the company
pursuant to invocation of pledge on the said equity shares subsequent to default by promoter group companies
in the credit facility provided by the bank Yes Bank faces problem in the valuation of the Fortis Health Care , as
it the performing asset for Yes Bank. Does the Yes bank able to resolve the problem.

They were not focusing on the quality of the bidders as Fortis is a prime healthcare assets in the country which
is @ major concern area.
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Bank as a major shareholder was not active in the valuation process of the Fortis Hospital chain but only good
in transparency which may lead to improvement .

Improper Bidding will be effecting the small and big investors and impact the valuation of a company.
Ques 1 Does YES Bank fetch good valuation to Fortis Health Care.
Ques 2 What IVS does YES bank follow for valuation process.

Ques 3 What impact the transparency and full disclosure plays in valuation of a company.

Indian Valuation Standards (IVSs) issued by ICAI

Valuation Standards Board of ICAI has issued ‘Indian Valuation Standards (IVS 101, 102, 103, 201, 202, 301,
302, 303)’. These standards sets out the concepts, principles, practices and procedures to ensure uniformity in
approach and quality of valuation output.

Valuation field is gaining importance now and is considered as one of the most critical areas in finance and it
plays a key role in many areas of finance such as buy/ sell, solvency, merger and acquisition. It also plays an
important role in the Insolvency Resolution regime where Liquidation value has to be ascertained by Resolution
professional through the Registered Valuers.

Looking at the importance, The Institute of Chartered Accountants of India has constituted Valuation Standards
Board in the year 2017-18. The Valuation Standards Board has been constituted to focus on the release of
Indian Valuation Standards, providing Interpretations, Guidance and Technical Materials from time to time and
implementation of the Standards.

To meet the above objective and to standardise the various principles, practices and procedures followed by
registered valuers/ valuation professionals in valuation of assets and liabilities, Valuation Standards Board of
the Institute of Chartered Accountants of India has formulated the Indian Valuation Standards.

The Valuation Standards sets out concepts, principles, practices and procedures which are generally
accepted internationally having regard to prevailing legal framework, procedures and practices in India.
Also, the Standards will provide a benchmark to the professionals to ensure uniformity in approach and
quality of valuation output.

Recognising the need to have the consistent, uniform and transparent valuation policies and harmonise the
diverse practices in use in India, the Council of the Institute of Chartered Accountants of India (ICAI) at its 375th
meeting has issued the Valuation Standards which are 1st of its kind in India.

With a vision to promote best practices in this niche area of practice, the Standards lay down a framework
for the chartered accountants to ensure uniformity in approach and quality of valuation output. The following
Valuation Standards have been issued by ICAI:

1. Preface to the Indian Valuation Standards

Framework for the Preparation of Valuation Report in accordance with the Indian Valuation Standards
Indian Valuation Standard 101- Definitions

Indian Valuation Standard 102- Valuation Bases

Indian Valuation Standard 103 — Valuation Approaches and Methods

Indian Valuation Standard 201 — Scope of Work, Analyses and Evaluation

Indian Valuation Standard 202 — Reporting and Documentation

© N o o k0D

Indian Valuation Standard 301 — Business Valuation
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9. Indian Valuation Standard 302 — Intangible Assets
10. Indian Valuation Standard 303 — Financial Instruments

The Valuation Standards have been issued by the Institute of Chartered Accountants of India to set up concepts,
principles and procedures which are generally accepted internationally having regard to legal framework and
practices prevalent in India.

Applicability of Indian Valuation Standards

These Indian Valuation Standards will be applicable for all valuation engagements on mandatory basis under
the Companies Act 2013. In respect of Valuation engagements under other Statutes like Income Tax, SEBI,
FEMA etc, it will be on recommendatory basis for the members of the Institute. These Valuation Standards are
effective for the valuation reports issued on or after 1st July, 2018.

In formulating the Valuation Standards, ICAI considered best valuation practices followed globally as well as in
India, uniqueness of Indian conditions, current practices in India alongwith their advantages and disadvantages
and various purposes for which valuations might be required over and above the requirements of Companies
Act.

These standards come as ICAI's consistent drive to guide its members for ensuring high quality work and
standards.

SUMMARY

e The International Valuation Standards (IVS) are standards for undertaking valuation assignments
using generally recognized concepts and principles that promote transparency and consistency in
valuation practice.

e The International Valuation Standards Council (IVSC) is an independent, not-for-profit organization
committed to advancing quality in the valuation profession.

e The objective of the IVS is to increase the confidence and trust of users of valuation services by
establishing transparent and consistent valuation practices.

e The IVS consist of mandatory requirements that must be followed in order to state that a valuation was
performed in compliance with the IVS.

e |VS are arranged in three main categories as IVS Framework, IVS General Standard & IVS Asset
Standard.

e The IVS Framework consists of general principles for valuers following the IVS regarding objectivity,
judgment, competence and acceptable departures from the IVS.

e Valuer has been defined as “an individual, group of individuals, or a firm possessing the necessary
qualifications, ability and experience to undertake a valuation in an objective, unbiased and competent
manner.

e A“departure”is a circumstance where specific legislative, regulatory or other authoritative requirements
must be followed that differs from some of the requirements within IVS.

e |VS General Standard are set forth requirements for the conduct of all valuation assignments including
establishing the terms of a valuation engagement, bases of value, valuation approaches and methods,
and reporting.

e All valuation advice and the work undertaken in its preparation must be appropriate for the intended
purpose.
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e Valuation date: The valuation date must be stated. If the valuation date is different from the date
on which the valuation report is issued or the date on which investigations are to be undertaken or
completed then where appropriate, these dates should be clearly distinguished.

e Investigations made during the course of a valuation assignment must be appropriate for the purpose
of the valuation assignment and the basis(es) of value.

e A valuation record must be kept of the work performed during the valuation process and the basis
for the work on which the conclusions were reached for a reasonable period after completion of the
assignment, having regard to any relevant statutory, legal or regulatory requirements.

e The Asset Standards include requirements related to specific types of assets which must be followed
in conjunction with the General Standards when performing a valuation of a specific asset type.

e The Asset Standards include certain background information on the characteristics of each asset type
that influence value and additional asset-specific requirements on common valuation approaches and
methods used.

e An intangible asset is a non-monetary asset that manifests itself by its economic properties. It does
not have physical substance but grants rights and/or economic benefits to its owner.

e A valuation of plant and equipment will normally require consideration of a range of factors relating to
the asset itself, its environment and physical, functional and economic potential.

e Valuations of real property interests are often required for different purposes including secured
lending, sales and purchases, taxation, litigation, compensation, insolvency proceedings and
financial reporting.

e When valuing development property, valuers must follow the applicable standard for that type of asset
or liability

e Afinancial instrument can also be created through the combination of other financial instruments in a
portfolio to achieve a specific net financial outcome.

SELF TEST QUESTIONS

Ques 1 Explain the concept of VS and which committee constitute these standards?
Ques 2 Explain the IVS Framework in detail.
Ques 3 |VS General Standard plays a vital role in the valuation of a company. Explain in detail.
Ques 4 Explain in detail the IVS Asset Standard under these categories

a) IVS 200 Businesses and Business Interests

b) IVS 210 Intangible Assets

c) IVS 300 Plant and Equipment

d) IVS 400 Real Property Interests

e) IVS 410 Development Property

f) IVS 500 Financial Instruments
Ques 5 Explain in detail IVS 105 Valuation Approaches And Methods

Ques 6 Investigations made during the course of a valuation assignment must be appropriate for the
purpose of the valuation assignment and the basis(es) of value. Discuss.
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Ques 7 What are the Indian Valuation Standards issued by ICAI.

Ques 8 Whatis the comapartive study between the International Valuation Standard and Indian Valuation
Standards.

LIST OF FURTHER READINGS

1) International Valuation Standards: A Guide to the Valuation of Real Property Assets by David Parker,
Published by Wiley-Blackwell.

2) Valuation by Registered Valuers under Companies Act, 2013 & Insolvency & Bankruptcy Code, 2016
by CA Kamal Garg, Published by Bharat Law House Pvt. Ltd.

3) Principles and Practice of Valuation by D.N.Banerjee, Published by ELH, Calcutta
4) Business Valuations in India- Beyond the numbers by Corporate Professionals, Published by CCH.

5) Valuation measuring value of Companies by Mc Kinsey & Co., Published by John Wiley & Sons.
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LEARNING OBJECTIVES

Valuation activities have become pervasive in
various sectors of India. The valuation gained
substantial significance during disinvestment
process of public sector enterprises in India. Even
in private sector also, there have been a significant
hike in valuation related issues. This lesson
focuses upon the methods generally used in India
for valuation, valuation guidelines for public sector
enterprises issued at the time of disinvestment
process, valuation methods used in Start-ups and
Real estate sectors. Further, this lesson also aim
to make the reader conversant with the Indian
Valuation Standards.
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ORIENTATION

This study lesson requires Working Knowledge on various forms of value, valuation approach of public sector
undertakings, prevalent methods of valuation in Indian market and Indian Valuation Standards. A reasonable
understanding on the various types of values- Going concern, Liquidation, Market etc., various methods of
valuation referred in Indian scenario and Indian Valuation Standards will suffice the knowledge requirements of
the students.

FAMILY TREE OF CONCEPTS

Methods

Valuation
Methods based
on above forms

Emanating from
the Valuations
Methods- Used

» Going of values in various
Concern Value sectors
Felns e Liquidation Assel Based -Income
el V' Valve ga'“"f"’on fosod Method
arnin ase
« Market Value Valuatl%n *Cost Method
*Discounted
Market Based Cash Flow
Valuation Method

* Profits Method

INTRODUCTION

For any business, accurate business valuation forms the foundation of good funding and creditability. However,
it is to be noted that valuation of listed companies is quite convenient than the non-listed entities as the former
has a quoted share price. Generally, the valuation of a business can be conducted by using the following three
different values:

1. Going Concern Value: This value concentrates on the earning potential of business entity. It presumes
that the business is a perpetual entity which is distinct from that of its promoters and will not be affected
by such external events.

2. Liguidation Value: This value represents the amount received on selling off all the assets and settling
liabilities. Some important assets in such method which should be calculated appropriately are
intangible assets such as goodwill, brand value, etc. This method helps set a benchmark below which
the business should not be valued, as the same will not yield any gain for shareholders.

3. Market Value: This pertains to listed companies. It is the price at which the company is trading at a
recognized stock exchange. An essential thing to understand under this approach is that the ‘price’
of security trading on stock exchange cannot provide the complete picture of its fundamentals and
their potential. This price generally represents more of markets sentiment and not actual sale of a
business.

Elucidating on the above mentioned approaches, the three different methods to business valuation are explained
below. Either or a combination of the following methods are followed based on the purpose or objective of
valuation- sale or purchase of business, merger, acquisitions, IPO, funding, financial reporting etc.

i) Asset Based Valuation: In this method, the value of a business is computed based on the book value
of its net assets. It is a preferable valuation method for investment or real-estate companies or where
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the business is required to be re-invented or re-structured by a company. Fair market value of assets is
reached to get enterprise value. To obtain fair value, adjustments for inventory undervaluation, patents,
goodwill, bad debts, etc. have to be made to the book value.

Earning Based Valuation: Business value under this approach is based on the present value of future
cash flows of one’s business. Future earnings of the business are forecasted by making adjustments for
extraordinary items like seasonal fluctuations. The key component all investors look after is earnings.

Before investing in a company they want to ascertain how much profit the company is earning. Future
earnings are a key factor as the prospects of the company’s business and potential growth opportunities
are determinants of its stock price. Factors deciding earnings of the company are- sales, costs, assets
and liabilities. The common valuation method used under this valuation is Discounted Cash Flow
Method.

Market Based Valuation: Market valuation or Relative equity valuation models estimate stock’s value
relative to another stock and relies on the use of multiples. A multiple is a ratio between two
financial variables. In majority of the cases, the numerator of the multiple is either the company’s
market price (in the case of price multiples) or its enterprise value (in the case of enterprise value
multiples).

After having a quick recap of the methods which act as a guidance for valuation in Indian scenario, it is
imperative to comprehend the difference in the value of listed and unlisted companies in India. As the valuation
of of the listed & quoted company has to be done on a different basis as compared to the unlisted company.
The real value of assets may or may not reflect the market price of the shares; though in unlisted companies,
only such information relating to the profitability of the company as reflected in the accounts is available & there
is no indication of the market price. Using existing public companies as a benchmark to value similar private

companies is viable valuation methodology.

Requirement of valuation in India under different laws

Fresh Issue of Shares

e Reserve Bank of India- FDI
e Reserve Bank of India- ODI
e Income Tax Law

e Company Law

e SEBI Law

Transfer of Shares

e Reserve Bank of India- FDI
e Reserve Bank of India- ODI

e Income Tax Law

Business Combination / Scheme of Arrangement

e Company Law
e SEBI Law

e Financial Reporting

ESOP / Sweat Equity

e Income Tax Law
e Company Law

e Financial Reporting
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GUIDANCE FOR VALUATION OF PUBLIC SECTOR UNDERTAKINGS

Before proceeding to guidance for valuation of public sector undertakings, it is imperative to comprehend the
regulatory valuation requirements in India in past decades, as it elucidate the metamorphosis of valuation
requirements.

Regulatory Valuation Requirements in India in Past Decades

Year Law Valuation Requirement Valuation Method

2007 Income Tax Tax on Employee Stock Options in | Not Prescribed
the form of fringe benefit tax.

It later got modified to Perquisites
Tax in 2009

Valuation by SEBI Registered
Merchant Banker

2008 SEBI SEBI amended the listing | Not Prescribed
agreement, making it mandatory
for listed companies involved in
Scheme of arrangement to obtain a
fairness opinion on valuation report
of valuer from a SEBI Registered
Merchant Banker

2009 Income Tax Introduced tax on receipt (Transfer) | Break-up value method
of shares if transacted at a lower
valuation

2012 RBI (FDI) However, the first mention of one | Discounted Free Cash

of the most prominent valuation | Flow (DCF) method
methodologies globally, namely,
Discounted Free Cash Flow
(DFCF) method was made by the
RBI to determine the minimum
amount of shares.

2012 Income Tax Introduced tax on Issue of shares | Discounted Cash Flow
if transacted at more than the | (DCF) method
valuation.

2014 RBI (FDI) FDI pricing norms got changed | Internationally accepted
to internationally accepted | pricing guidelines

pricing guidelines as DCF was
not considered appropriate in
all the situations and for all the

companies.

April 2016 Ind AS Ind AS 113, Fair Value Standard is | Income Approach
in line with IFRS 13 and ASC 820 Asset Approach
(US GAAP).

Market Approach
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Oct 2016 SEBI SEBI empanelled valuers for | Not Prescribed
determination of exit price to public
shareholders of exclusively listed
companies.

April 2017 Income Tax The basis of valuation for receipt | Net Asset Value (Fair
(Transfer) of shares under Income | basis)

Tax has been changed from Book
Value based Net Assets Value
considering fair value of immovable
property, shares and securities,
jewellery and artistic works.

Dec 2016 IBC Requirement of Liquidation Value | Liquidation Value / Fair
of Assets came in Insolvency | Value

and Bankruptcy Board of India
(Insolvency Resolution Process for
Corporate Persons) Regulations,

No guidance on manner
of computation

2016.
Later on requirement of Fair Value
of Assets added.
Oct 2017 Companies Rules notified to govern the | Valuation Standards
(Registered practice of valuation in India. | under process
Valuers and Valuation under Companies Act,
Valuation) Rules, | 2013 and IBC covered.

2017

Source: Corporate Professionals, New Delhi

In any sale process, the sale will materialize only when the seller is satisfied that the price given by the buyer
is not less than the value of the object being sold. Determination of that threshold amount, which the seller
considers adequate, therefore, is the first pre-requisite for conducting any sale. This threshold amount is called
the Reserve Price. Thus Reserve Price is the threshold amount below which the seller generally perceives any
offer or bid inadequate. Reserve Price in case of sale of a company is determined by carrying out valuation of
the company. In companies which are listed on the Stock Exchanges, market price of the shares serves as a
good benchmark for assessing the fair value of the company, though the market price is usually characterized
with significant short-term variance due to investor sentiments being influenced by short-term events and
environmental aspects. More importantly, most of the PSUs are either not listed on the Stock Exchanges or
command extremely limited traded float. They are, therefore, not correctly valued. Thus, deciding the worth of
a PSU is indeed a challenging task.

Another point worth mentioning is that valuation of a PSU is different from establishing the price for which it can
be sold. Experts are of the opinion that valuation must be differentiated from price. While the fair value of an
asset is based on the assessment of intrinsic value accruing from fundamentals on a stand-alone basis, varying
return expectation and underlying strategic aspects for different bidders could influence the price. A purchase
and sale would be possible only when two parties while forming different views as to the value of an asset, are
eventually able to reach agreement on the same price. It would be better appreciated by recognition of the fact
that Government can only realise what a buyer is willing to pay for the PSU, as the purchase price ultimately
agreed reflects its value to the buyer.
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Another notable point is that valuation is a subjective figure arrived at by the bidder by leveraging his strengths
with the potential of the company. Depending on the level of business synergy with the target company,
perception of specific value realization and varying assessment regarding productivity, capex, etc., this figure
may vary from bidder to bidder.

With reference to valuation of PSUs (Public Sector Undertakings), it is worth to refer the guidelines on valuation
pertaining to all disinvestment transactions in the CPSUs (Central Public Sector Undertakings) as prescribed at
Chapter 18 of the manual titled “Disinvestment: Policy & Procedures”, published by the Ministry of Disinvestment
in 2001. In its 30th Report presented to the Lok Sabha/ Rajya Sabha on 23.4.2002, the Standing Committee
on Finance (13th Lok Sabha), inter alia, recommended that the Government should “improve and modify the
guidelines for evaluation of the assets of the PSUs under consideration for disinvestment which would take
value of the land invariably into consideration”.

Keeping in view the valuation constraints of public sector enterprises, the Commission realized that the valuation
of equity of a firm gains importance in case of disinvestment of companies which are not listed or in cases where
capital markets may not fully reflect the intrinsic worth of a share disinvested earlier.

Disinvestment Commission, in its Discussion Paper while emphasizing that valuation should be independent,
transparent and free from bias, has discussed three methods of valuation:

(i) The ‘Discounted cash flow’ (DCF) approach relates the value of an asset to the present value of
expected future cash flows of the asset.

(i) The ‘Relative valuation’ approach is used to estimate the value of an asset by looking at the pricing of
comparable assets relative to a common variable like earnings, cash flows, book value or sales.

(i) The ‘Net asset value’ approach provides another basis for valuation.

Regarding the application of Valuation Methods, Disinvestment Commission felt that the use of a particular
method of valuation will depend on the health of the company being evaluated, the nature of industry in which
it operates and the company’s intrinsic strengths. The depth of capital markets will also have an impact on the
valuation. For example, in the United Kingdom, the London Stock Exchange has helped in creating markets
by enabling credible price discovery for the shares of privatized companies listed on the exchange. Although
valuation methods will indicate a range of valuations, Disinvestment Commission felt that some discounts
might need to be applied for arriving at the final value depending on the liquidity of the stock and the extent of
disinvestment:

a) ‘Lack of marketability’ discount takes into account the degree of marketability (or the lack of it) of the
stocks being valued. This is applicable especially to cases, which had been disinvested earlier and
have been referred for disinvestment again. Discount on this consideration stems from the fact that an
investor will probably pay more for a liquid stock than for a less liquid one. However, the concern of an
overhang of supply may adversely affect valuation even for liquid stocks.

b) Disinvestment Commission felt that the extent of disinvestment in core, non-strategic & non-core
PSUs would have a bearing on the valuation process. The transfer of a controlling block may help
to reduce the discount that has to be applied, as the prospective investor would be willing to pay a
certain ‘control premium’ towards enhanced management participation, board control and majority
shareholder rights.

c) Ifall the businesses of a PSU are not equally profitable, it may be necessary to restructure the business
before disinvestment. However, if this is not possible, a minority discount may have to be applied.

Disinvestment Commission also sought to correct some erroneous perceptions about valuation. There is a
general perception that since valuation models are quantitative, valuation is objective. The Commission felt
that though it is true that valuation does make use of quantitative models, the assumptions made as inputs to
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the model leave plenty of room for subjective judgments. At the same time, there may be no such thing as a
precise estimate of a value. Even at the end of the most careful and detailed valuation of a company, there could
be uncertainty about the final numbers, as they are shaped by assumptions about the future of the company’s
operations.

Another wrong perception sought to be corrected by the Commission was the relationship attributed between
valuation and market price. The benchmark for most valuations remains the market price (either its own
price, if it is listed or that of a comparable company). When the value from a valuation analysis is significantly
different from the market price, the two possibilities are that either one of the valuations could be incorrect. The
Commission felt that the valuation done before listing takes into account anticipated factors, whereas market
price reflects realized events that are influenced by unanticipated factors. However, a specific valuation itself
may not be valid over a period of time. It is a function of the competitive position of the company, the nature
of market in which it operates and Government policies. Therefore, it may be appropriate to update or revise
valuations.

In cases where strategic sale is done with transfer of management control, the Commission felt that asset
valuation should also be done. The views of the Commission in this regard are as follows:

“Strategic sale implies sale of a substantial block of Government holdings to a single party which would not only
acquire substantial equity holdings of upto 50% but also bring in the necessary technology for making the PSU
viable and competitive in the global market. It should be noted that the valuation of the share would depend on
the extent of disinvestment and the nature of shareholder interest in the management of the company. Where
Government continues to hold 51% or more of the share holding, the valuation will relate mainly to the shares
of the companies and not to the assets of the company. On the other hand, where shares are sold through
strategic sale and management is transferred to the strategic partner, the valuation of the enterprise would be
different, as the strategic partner will have control of the management. In such cases, the valuation of land and
other physical assets should also be computed at current market values in order to fix the reserve price for the
strategic sale

To get best value through strategic sales, it would be necessary to have a transparent and competitive procedure
and encourage enough competition among viable parties.

It is to be noted that making a valuation requires an examination of several aspects of a company’s activities,
such as analysing its historical performance, analysing its competitive positioning in the industry, analysing
inherent strengths/weaknesses of the business and the opportunities/threats presented by the environment,
forecasting operating performance, estimating the cost of capital, estimating the continuing value, calculating
and interpreting results, analysing the impact of prevailing regulatory frame work, the global industry outlook,
impact of technology and several other environmental factors.

Based on the recommendations of the Disinvestment Commission and in keeping with the best market practices
the following four methodologies are being used for valuation of PSUs:

a) Discounted Cash Flow (DCF) Method.

O

Balance Sheet Method.

d

)
)
c) Transaction Multiple Method.
) Asset Valuation Method.

While the first three are business valuation methodologies generally used for valuation of a going concern, the
last methodology would be relevant only for valuation of assets in case of liquidation of a company. In addition,
in case of listed companies, the market value of shares during the last six months is also used as an indicator.
However, most PSU stocks suffer from low liquidity and the price determination may not be always efficient.
Moreover, there could be increased trading activity after announcement of the disinvestment, which could be
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on account of high market expectation of the bid price and even based on malafide intent. This could lead to the
price being traded up to unsustainable levels, which is not desirable.

A brief discussion on the aforesaid methods is as under-

a) Discounted Cash Flow (DCF) Method: The Discounted Cash Flow (DCF) methodology expresses
the present value of a business as a function of its future cash earnings capacity. This methodology
works on the premise that the value of a business is measured in terms of future cash flow streams,
discounted to the present time at an appropriate discount rate.

b) Balance Sheet Method: The Balance sheet or the Net Asset Value (NAV) methodology values a
business on the basis of the value of its underlying assets. This is relevant where the value of the
business is fairly represented by its underlying assets. The NAV method is normally used to determine
the minimum price a seller would be willing to accept and, thus serves to establish the floor for the value
of the business.

c) Transaction / Market Multiple Method: This method takes into account the traded or transaction value
of comparable companies in the industry and benchmarks it against certain parameters, like earnings,
sales, etc. Two of such commonly used parameters are: Earnings before Interest, Taxes, Depreciation
& Amortisations (EBITDA) and Sales.

d) Asset Valuation Method: The asset valuation methodology essentially estimates the cost of replacing
the tangible assets of the business. The replacement cost takes into account the market value of various
assets or the expenditure required to create the infrastructure exactly similar to that of a company being
valued. Since the replacement methodology assumes the value of business as if we were setting a new
business, this methodology may not be relevant in a going concern.

(Please refer Lesson 5- Business Valuation Methods for referring the various methods of valuation).

Although the aforesaid valuation methodologies being followed are broadly based on the Discussion Paper
of the Disinvestment Commission and the best market practices, it is necessary to standardize the valuation
methodology for all PSU disinvestments so that there are no variations from case to case. Therefore, all the
four methodologies for valuation should be followed for all PSU disinvestments, with further improvements
in respect of DCF Method and Asset Valuation Method as detailed below, for arriving at a range of valuation
figures, to arrive at the indicative Benchmark or Reserve Price.

DCF Method

In the DCF method, while computing the cash flows, cash out flows for renovation and modernization of plant
and machinery should also be discounted for arriving at realistic figures. Since non-core assets are not reflected
in the cash flows, the Asset Valuation Method should separately value the non-core assets and they should be
added to the valuation figure arrived at by the DCF method.

Asset Valuation

In general, the approach should be used primarily to value the non-core or surplus fixed assets, whose value
are not appropriately accounted for in the valuation by DCF or other approaches. However, in cases, where the
entity has significant non-core assets and where the application of Asset Valuation approach to the enterprise
is deemed necessary, following should be noted:

i) The Asset Valuation would be more realistic, if we compute the value of only the realizable amount,
after discounting the non-realizable portions. The realizable market value of all real estate assets,
either owned by the company as freehold properties or on a lease/rental basis will be determined,
assuming a non-distress sale scenario. The value would be assessed after taking into account any
defects/restrictions/encumbrances on the use/lease/sublease/sale etc. of the properties or in the title
deeds etc.



i) Since Asset Valuation normally reflects the amount which may need to be spent to create a similar
infrastructure as that of a business to be valued or the value which may be realised by liquidation of
a company through the sale of all its tangible assets and repayment of all liabilities, adjustments for
an assumed capital gains tax consequent to the (hypothetical) outright sale of these assets as also
adjustments to reflect realization of working capital, settlement of all liabilities including VRS to all the
employees will have to be made.

VALUATION METHODS FOR INDIAN MARKET

Under this section, valuation methods used under selected sectors of Indian economy will be discussed in order
to comprehend the applicability of various methods, two sectors have been randomly chosen- Start-ups and

Real Estate.
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Regulation

Methodology

Comments

Wealth Tax Act, 1957

Controller of Capital
guidelines — 1990

Issue (CCI)

Book Value and Capitalization of
Earnings @fixed rates

Formulae Driven Valuation

SEBI — Free Pricing Mechanism —
1992

Comparable Companies

Market Driven Valuation

Employee Share-based payments
(2005)

Guidance Document Issued by Nature of Asset

Study on Share Valuation (1994) ICAI Securities or Financial Assets
Technical Guide on Valuation (1999) | ICAI -do-

Valuation guidelines for Disinvestment | Disinvestment Commission -do-

in PSU’s (2003)

Guidance Note on Accounting for | ICAI ESOP

Guidelines for Valuation of Immovable
properties (2009)

CPWD (Income Tax)

Immovable Properties

methodology

ICAI Valuation Standard | ICAI Securities or Financial Assets
(recommendatory) — CAS 1 (2010)

Technical Guide on Valuation (2018) | ICAI -do-

Corporate bond valuation | FIMMDA Debt
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Valuation Resources in India (Ind-AS)

Guidance Document Notified by Nature of Guidance

Ind AS 113 MCA Standard on Fair Value Measurement

based on global standards IFRS 13
and ASC 820 (US GAAP)

Ind AS 109, 32 and 107 MCA Financial Instruments

Ind AS 103 MCA Business Combination
Ind AS 102 MCA Share based payment
Ind AS 38 MCA Intangible Assets

Ind AS 36 MCA Impairment of Assets

Start-up Valuations

Start-up valuation is different from valuing any running business due to many reasons. Start-ups may not have:-

v

\

Vi

)
)
)
)
)
)

Business experience

Operational skill set

Strong R&D base

Dedicated execution team

Experience of affording sudden economic shocks

A required amount of fund etc.

Coming to the valuation approaches, the following methods are embraced by the start-ups-

1.

Asset approach: New businesses normally have few assets. Under this approach, the market value
of all the assets is assigned. Assets include current assets also. Apart from that, a value of intangibles
must also be assigned. The combined value will be the value of the business.

All principals and employees add value. Therefore, start-ups derive value of their business by assigning
a value to all paid professionals based on their skills, knowledge, experience and their contribution to
the organization.

Another innovative valuation approach used by the start-ups is based on the concept of
‘Early customers and contracts in progress add value to the business’. In view of this, the star-ups
transforms the existing customer relationship and contracts into monetary value.

Earnings multiple approach is used by the start-ups, wherein, the start-ups select the earnings multiple
and average earnings are multiplied to reach the valuation figure. This approach is embraced mostly by
the more mature start-ups.

However, every start-up needs to focus upon the following significant points irrespective of the valuation
techniques embraced-

a

O

o

)
)
)
)

o

It should be unbiased.
There should be relevancy of the valuation method.
All the aspects of the valuation should be taken into consideration.

It should be explanatory.
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e) It should serve the purpose of various stakeholders.

f) It should assist in formulating decisions.

Real Estate Valuations

Before commencing with the discussion on various methods used in real estate sector, it will be of substantial
academic interest to have a glance on the valuation method selection process (please refer exhibit 1)

Exhibit 1

Valuation Method Selection Process

Does the property have a use?
If no, then it If yes, then it will
will not have have a market

a market value

Inspect and assess fithess for purpose, potential net
benefits of owning or occupying the space for its use and
the risks associated with ownership or occupation,
including competitor risk. Confirm the nature of the legal
rights, which also have to be valued.

l

If yes, assess the market rent

Is there evidence If no, assess market value by
and market value by .
. ) of rents or prices use of the cost approach. What
comparison or income . . . .
approach. If the evidence is paid for this type price would a sensible buyer pay
) p.p ) : of property for this - for this property for this use,
limited, then cross-check the . .
: . use? having regard to its age,
figures with the cost e :
condition and economic
approach.
obsolescence?

!

If the property is ripe for development or redevelopment, then
check comparable value with land residual value method. If the
property is purpose-built for only one type of use, then use the
profits approach. What price would a sensible buyer pay for this
property to secure the business profits of the continued use?

Source: http://www.rics.org/Global/Downloads/Valuation_methods_for_the_Indian_Market_1st_edition_
PGguidance 2011.pdf
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Itis important to note that due to absence of transparency and lack of accurate market data, it may be necessary
to use a hybrid of the sales comparison and income capitalisation approaches. Historically, in most countries
the methods of valuation have been very simple and designed to create a degree of uniformity.

The factors that influence the property valuation are —

i) Location and civic amenities

i) Security and safety

iii) Layout

v) Demand and supply

vi) Good connectivity to airport, railways and bus depot.

)

)

)

iv) Infrastructure
)

)

vii)  Structure

In this section, the following methods will be discussed with reference to Indian real estate sector-

a) Income Method

(=)

Cost Method

O

d

)
)
) Discounted Cash Flow Method
) Profits Method

Income method

The income method is used in those markets where buyers are acquiring the right to enjoy future benefits from
the asset and where those benefits can be readily expressed in monetary terms. Typically in investment markets,
buyers are looking for future income, future value growth or a combination thereof. The income method is used
in the bond market, equity share market and real estate market, or where it is possible to assess the relationship
between price paid by buyers and the expected income to be derived from ownership. In its simplest form, the
relationship is expressed as a multiplier or a yield rate, but becomes more complex where there is a variable
income expected and where that income may be time constrained.

The straightforward form of the method is an income multiplier approach (price earnings ratios are used in
equity share markets). Earnings or income in the case of property is the rent received by an owner when a
property is tenanted. If prices paid for office properties in a given location are 10 times their annual income
(rent), then the valuer may reasonably estimate the Market Value of other office properties, with similar legal
titles of ownership and building specifications in the same location, by multiplying the annual income by 10.
Similarly if the yield — as represented by the relationship between income and price — is 10%, other office
properties can be valued by dividing the income by 0.10 (10% expressed in decimal form), or multiplying by the
reciprocal of the yield 10 (1/0.10 = 10). This process is termed as income capitalisation, and the yield rate is
referred to as the capitalisation rate (cap rate).

The income is the total of all the income streams from the property adjusted for any average annual expenses
that are to be paid by the owner of the property and are not recoverable through a service charge. Consideration
must be given to the actual rent paid and to the market rent. Such comparison might indicate an under-rented,
overrented or market-rented property.

Income capitalisation requires two inputs: income and multiplier or yield. In some markets it is the gross income
that is capitalised, but the preferred approach is to capitalise the net operating income (NOI) before taxation.

The basis on which tenants occupy property varies from state to state, and sometimes between property types
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and from one property to another. It is important to identify who is responsible for:
»  building repairs and maintenance;
building insurances (where applicable) for fire, flood and other losses;

annual operating expenses for heating, lighting, cleaning, etc.;

>

>

» availability and price of parking slots;

» annual taxes payable on the building (this excludes ownership taxes such as wealth taxes); and
>

management expenses in the collection of rent and management of the space for the tenants.

This approach requires consideration of whether some or all of these costs are recoverable from the occupying
tenants by means of additional annual charges, sometimes referred to as service charges.

In most states a range of occupation agreements or leases can exist under which the various operating costs
can be any of the following:

> total responsibility of the tenant(s);

> total responsibility of the owner (landlord);

» payable by the owner, but totally or partially recoverable from the tenant(s); or
> partly the owner’s responsibility and liability, and partly that of the tenant(s).

Any non-recoverable liability of the owner must be assessed on an annual average basis and deducted from
the gross income to arrive at NOI before capitalisation. For example, a property let at Rs 50,000 a year, with
the owner meeting the annual operating costs of Rs 10,000, will only produce a net investment income of Rs
40,000.

Analysis of sale prices in the various income earning sectors of the real estate market must also be on the basis
of net income if a net income capitalisation process is to be adopted. Income analysis and capitalisation in this
form is only possible where there are comparable sales of similar properties, and where no specific allowance is
needed for capital recovery because the ownership title under analysis and valuation is capable of being viewed
as one in perpetuity. For this, recovery of capital is assumed to be possible (as with equity shares) through a
resale of the property.

Resale may be at a higher or lower figure than the purchase price, depending on market movements and time,
neither of which is predictable. However, buyers and sellers in the market will be exchanging at prices that
reflect their reasoned expectations of the future. So if the market is reasonably confident that, besides short-
term fluctuations, there is no reason to expect future sale prices to be lower than current sale prices, then a
capitalisation rate of [x]% can be identified from sales of comparable properties. If at a later date or in a different
sector the market anticipates prices will fall, then analysis of sale prices is likely to show a hardening of yields
to [x-plus]%.

The valuer is advised to verify, if possible, the circumstances behind a lease transaction, as the lease may not
reflect incentives — for instance, the exchange of money initially (cash) that is not recorded in the documents.
Where this is not possible, legal due diligence should be recommended. Income statements, operating
statements, income and expense records are at times very difficult to obtain in Indian market.

Practical case lets of valuation of property based on Income method

1) Office properties are selling on a yield or income capitalisation basis of 6%. In addition, recent sale prices
have been analysed and also consistently support this rate. Another recent sale of a property let at Rs 100,000
has just been completed at Rs 16,66,667. Therefore, the valuer would use the following equation: (Net income/
price) x 100 = yield (Rs 1,00,000/Rs 16,66,667) x 100 = 6%.
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An office property is to be valued as at this date, market conditions are expected to remain the same and the
property is let at Rs 4,35,000. Either of the following equations can be used for the valuation, as they both
produce the same result:

Rs 4,35,000/0.06 = Rs 72,50,000 or Rs 4,35,000 x (1/0.06)= Rs 72,50,000

The market comparable must be of comparable property sales where not only is the property type similar, but
so are the terms of tenant occupation. If this is not the case, then the comparable yield evidence may need to
be adjusted on the basis of the valuer’'s market experience.

2) Where the rent paid is less than the market rent

The valuer uses financial formulae to help solve these problems. The main financial tools used are the following:
Compound interest or the amount of 1 = (1+ i)n —1

Amount of 1 per period (normally expressed as per annum) = (1+i)n -1/

Annual sinking fund or sinking fund factor = i/ (1+i)" - 1

PVof1=1/(1+i)"

TN IR —

Annuity 1 will purchase = -—---=--mmmmmmmmmeee
1-1/7(1+i)y

where i is the rate of interest expressed in decimal form; and n represents the number of interest earning
periods at the rate of [i]%. However, the valuer generally uses sets of valuation tables, financial calculators or
valuation software in preference to repetitively solving of these equations.

The functions used in valuation and investment analysis are normally present value (PV) and present value of
1 per annum (PVPA). Market Value of investment is the present capital value of all future benefits and liabilities
discounted and summated to a net present value (NPV) sum at [i]%.

The income method for assessing the Market Value of property follows the same PV concepts. The calculations
can be set out on a cash flow or as a capitalisation exercise reflecting the known rental income changes.

The ownership of an office building is for sale, and its rent being paid by the tenants is currently Rs 1,00,000.
Market rental evidence suggests that if vacant and to let at present the building would be Rs 1,25,000 and rents
are expected to remain constant over the next three years. The current tenants have occupation rights at this
rent for the next three years. Properties of this type are currently selling in the market at yields of 6%. All rents
are net incomes.

Particulars Amount
Current rent Rs 1,00,000

PVPA (YP) at 6% for 3 years x 2.6969
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Rs 2,69,690
Market rent Rs 1,25,000
PVPA at 6% in perpetuity (1/i=1/0.06) x 16.66667

Rs 20,83,333
PV at 6% for 3 years x 0.8516

Rs 17,74,167

+ Rs 20,83,333
Market Value Rs 20,43,857

The capitalisation has been completed by finding the PV of the right to receive Rs 1,00,000 for three years,
which could have been considered as three separate amounts of Rs 1,00,000. However, as it is a constant
amount for each year, the PVPA (YP) figure can be used as it is the sum of the PVs for one, two and three years.
In three years’ time the current tenant rights come to an end and in an unfettered market the valuer, who has
arrived at a market rent of Rs 1,25,000, can assume that sum will be obtainable on a new letting. This can be
treated as a capitalisation in perpetuity, discounted or deferred for three years using the PV of 1 at 6%. If the
current tenant was paying the market rent now, then Rs 1,10,000 could be capitalised at 6% (Rs 1,25,000/0.06
= Rs 20,83,333). Due to the current occupation rights, the Market Value of this property is less at Rs 20,43,857.

Typically, especially in volatile markets like India, rents may not be expected to remain constant over a period of
three years. In such a scenario, the valuer has to ascertain or estimate the market rent at the time of the existing
lease’s expiry and use that to capitalise to perpetuity.

There may a loss of income after the existing tenant vacates the property owing to time required to market
and re-furnish the property. If the valuer thinks it will take three months to find a new tenant and another three
months may be rent-free for refurbishing the interiors, then the cash flow will have to be discounted for 3.5
years.

3) Leasehold Premises- Calculation of Market Value

Particulars Amount
Net income Rs 50,00,000
Income multiplier for 100 yrs at 6.5% x 15.3846
Market Value Rs 7,69,23,000

If an older shopping centre is held on lease with only 30 years left and a net income to the leaseholder of Rs
5,00,000, the valuer may consider that in comparison with the new centre, the 6.5% should be adjusted to 9%
to reflect the risks of the shorter period and the older buildings. This would give a value of earning Rs 5,00,000
for 30 years at 9%, or Rs 51,36,850. In this case, the valuer does not have direct comparable evidence and
has to answer the following question: Given the comparables that are available, what rate of return would
investors need to compensate for the extra risks associated with buying this property? In the absence of direct
comparables the valuer could turn to the markets outside the defined local market for evidence to support the
yield used.

In India, the leasehold net income is often referred to as rental inflow. Current Indian leasehold valuation
practice is to use one of the following approaches:
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e capitalise the rental inflow at an appropriate market derived rate, as shown in paragraph 3.26; or

e use the discounted cash flow (DCF) method for the more complex leasehold valuations where there
may be variations between the lease start and escalation dates, or lock-in periods. This method is
useful when valuing a multi-tenanted building with different lease terms for each tenant.

Cost Method

The cost approach is based on the supposition that no one would pay more or accept less for an existing
property than the amount it would cost to buy an equivalent property, in terms of size and location, plus the cost
of constructing an equivalent building at present. Where used for properties that are not new, the cost figure will
be written down for age or obsolescence. The cost in such cases will be based on the cost of a simple substitute
rather than that of replicating the actual building.

The method is sometimes used as a check measure for a market comparison valuation. The variances that can
occur due to demand exceeding supply mean that, on many occasions, cost and Market Value simply cannot
equate. Location can give real estate a monopoly in that there is no other substitute parcel of land with the same
potential or utility in the same location. In addition, supply and demand push the price (value) of the property
above the value of any substitute property.

In other situations, over-improvement can mean that cost will considerably exceed Market Value. For example,
a hotel with 5,000 rooms on a holiday island with typical inflow of only 1,000 tourists a day will be of low value
compared to its cost. This method also ignores the possible loss of income that may result in constructing a
property with similar utility, which often leads to value exceeding cost to replace.

The cost approach is usually referred to as the depreciated replacement cost (DRC) method when used in the
context of financial reporting. The cost approach requires the valuer to consider three elements:

e the cost or value of an equivalent parcel of land;
e the cost of constructing a replica, a simple substitute building or a modern equivalent building; and
e an allowance for depreciation

The value of the land does not usually depreciate and may be assessed using normal Market Value approaches,
the best method being direct sales comparison of similar land being bought and sold for similar purposes.

The gross replacement cost (GRC) of the buildings is calculated using current cost figures to which the following
related costs are added:

e site works;

e architect’s fees;

e building permit costs; and

e finance (interest) charges on bank borrowing to cover the costs.

If the existing building can be replaced with a modern equivalent building at a lower cost, then the modern
equivalent cost figure is used.

The GRC has to be adjusted to reflect the hypothetical buyer’s perception of the likely difference in utility
between the replica newbuild, or modern equivalent, and the actual building(s) on the site. IVS recognise the
need to account for physical deterioration, functional or technical obsolescence, and economic or external
obsolescence. A major factor at present may be depreciation arising from new buildings requiring lower carbon
footprints.

The allowance for depreciation is made after comparing the age, design and use of the existing building with a
brand new building. A relatively new building, say less than three years old, is likely to show little depreciation
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compared to a building used for the same purpose which is 30 years old. A historic building which is protected
may also display only slight depreciation. Four approaches to depreciation are recognised: overall depreciation,
written-down value depreciation, straight-line depreciation and S-curve depreciation.

An experienced valuer should be able to arrive at an overall rate. For example, a building which would cost Rs
10,00,000 to replace might need to be depreciated for various factors at an overall rate of 75%, thus giving a
DRC figure of Rs 2,50,000.

Buildings that are repairable and, through such repair, could again be 100% economic could be assessed by
accounting for the cost of remedial in the GRC.

Buildings very rarely depreciate in a straight line and more typically follow an S-curve basis, which is slow at the
beginning and fast at the end of the building’s life. Making a realistic, sensible and supportable adjustment for
depreciation is at the heart of this method.

Application of Cost Approach

The cost approach is used in many states as a valuation method of last resort, only to be used when it is
impossible to find market evidence. The calculation is of the DRC and the resultant figure can be used only
for certain classes of asset for the purpose of compliance with the International Financial Reporting Standards
(IFRS) or other reporting standards. As it is not based on market evidence the final sum should be expressed
as a non-market valuation.

In developing markets, it can take a long time for an adequate database of comparable sale prices to be
established. A cost approach is sometimes used in these markets and is seen by buyers and sellers as a
surrogate for a market valuation. Here the cost approach should be reconciled with the best figures obtained
from one of the other market methods and is not recommended as a sole approach.

Caselet based on Cost method

1) A popular approach is to use straight-line depreciation, taking account of the building’s economic life and
remaining useful economic life. A 15-year-old building with an expected remaining life of 25 years and a total
life of 40 years could be depreciated using a straight-line basis. The average annual rate of depreciation would
be 100/40, which is 2.5% a year. Therefore, the accumulated depreciation after 15 years would be 15 times
2.5%, which is 37.5%, and would mean reducing Rs 10,00,000 by Rs 3,75,000 to Rs 6,25,000. To this figure
the valuer would then add the land value figure. As per Indian Accounting Standards (AS) and taxation norms,
the written-down value method is recommended for this caselet.

Residual Method

This method is used to assess the Market Value of land, or land and buildings, where there is potential for the
land to be put to a higher value use. Examples include:

7

+ farm land being sold for residential, commercial or industrial development;

7

% existing buildings which could be cleared and the land redeveloped for another use; and
« existing buildings which could be converted to another, more valuable use.

The method is sometimes known as the ‘development method’. Development in this context refers to the
highest and best use, in terms of value, that is physically possible, legally permissible and economically viable.
The economic factors that cause a change in land use will usually also cause a change in land value.

This method ignores the time required to actually complete the improvements (structure/ building). Therefore in
markets such as India, where risk associated with property investments results in the applicable discount rate
being relatively high, arriving at Market Value through a residual method may not be appropriate.
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Land should be valued by direct sales comparison where there is sufficient market evidence of land sales in
similar locations for similar purposes. The residual method can be used as a check-measure in these cases.

Where there is no comparable sales data, the residual method can be used to arrive at a figure that would
represent the Market Value of the land, given the specific assumptions applied when preparing the valuation.
However, any variation to the assumptions, such as a change in permitted density or zoning, will alter the
opinion of Market Value, and hence residual method is often not accepted by banks and state authorities. It is
still a logical assessment of a developer or contractor’s approach to the assessment of the amount to be paid
to acquire a specific area of land, or land and buildings, for a specific new development, redevelopment or
refurbishment project.

The valuation approach: There are four stages in this method:-

Stage 1: assess the best scheme of development for the land;

Stage 2: assess the value of the assumed development on completion;

Stage 3: assess all the costs of completing the assumed development scheme; and
Stage 4: estimate residual land value

Stage 1: Assess the best scheme of development for the land

For the first stage of this method, the valuer establishes the development or redevelopment/ refurbishment
potential within the market for that parcel of real estate in that location.

The method is used to assess value on a ‘what if’ basis. This means that the resultant figure is dependent upon
all necessary permissions, licences and other authorisations being obtained to undertake the scheme. Any
calculations on this basis must be qualified fully with all the assumptions that have been made.

A typical scenario is where the physical, legal and other requirements are more certain. Planning in some
states may be on a clear zoning and density basis, with clear guidance on height and daylight requirements. In
other states, areas may be allocated for residential, commercial, industrial or mixed use; for these the valuer
will have to undertake careful appraisal of all the development opportunities and ascertain the highest and best
use. No matter the circumstances, the valuer must specify all the assumptions underpinning the valuation. The
assumptions need to be based on clear assessment of economic (market), and the legal and physical forces
apparent at the time of the valuation.

Stage 2: Assess the value of the assumed development on completion

The value of the completed development is the Market Value of the proposed development assessed on the
special assumption that the development is complete as at the date of valuation in the market conditions
prevailing at that date. This is widely referred to as the gross development value (GDV).

The GDV is calculated using the comparative or income approach. The comparative method is used for
developments of apartments and houses. Where the scheme is of a commercial nature and the space created
is likely to be leased, then GDV is estimated using the income approach.

GDV is adjusted for any selling costs, marketing costs and, in the case of let property, the agent’s fees for
securing the tenant(s), to arrive at the net development value (NDV).

Stage 3: Assess all the costs of completing the assumed development scheme

In this stage, the valuer assess all the development costs, including an amount for normal profit and for the
finance costs and interest charges on the capital (money) needed to fund the whole of the scheme. The costs
can be broken down into three categories: pre-construction, construction and post-construction.

» costs of all permissions, licences to build and other costs that may have to be met before construction
can begin;
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* survey costs, including site measurements, environmental and archaeological surveys, and soil/subsoil
investigations to determine load bearing; and

» site clearance expenses, including demolition and the cost of contamination cleaning of the site
Construction costs are scheme-specific, but would normally include:

*» build costs assessed by a qualified cost estimator or quantity surveyor (there may be state-specific
sums that might offset some costs of development, such as capital allowances or subsidies);

« fees and expenses of all professional advisers, such as architects, project managers, civil engineers,
cost estimators, electrical engineers;

«» any highway, utility connection costs or area improvement costs that are a requirement of the building
consents;

¢+ costs relating to the securing of the capital to undertake the development and the likely interest charges
on borrowed money; and

*» non-recoverable charges, such as value added tax (VAT/TVA) or building taxes.

An allowance is to be made to reflect the opportunity cost of the principal, even if the developer is funding the
project internally. This is done on the assumption that the completed fully let and income-producing development
is to be sold, or long-term finance is to be obtained on its transfer to the developer’s investment portfolio. This
allowance is also included where the development is to be owner-occupied.

The developer’s normal profit margin is also always to be accounted for in the construction costs. It is normally
assessed as a percentage of total construction cost or as a percentage of the GDV. The typical percentage and
basis of assessment will be known within a given market.
Post-construction costs could include:

«» marketing costs and associated fees

« landscaping.

Stage 4: Estimate residual land value

The costs are added together and deducted from NDV to arrive at a gross residual value, which may have to
be further adjusted to assess the net residual value. This adjustment reflects any costs that may be incurred
on the acquisition of the land, or the land and existing buildings. These costs include any land sale tax and
associated legal and title transfer fees. In addition, the residual must allow for the cost of interest payments
on money borrowed to purchase the site. This latter allowance is usually made by finding the PV of the gross
residual value at the interest rate used for the finance charges for the total estimated period of the development.

Caselet based on Residual Method

1) Calculation of Gross Residual Value- Valuation of an area of land with consent to construct 6,000 sq.ft. of
office space in a building with a gross build area of 6,500 sq.ft., given these assumptions:

Particulars

Market rent Rs 2,000 per sq.ft. per year

Building costs Rs 2,000 per sq.ft.

Development period 2 years
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Solution:

Letting cost

10% of first year’s rent

Sale fee

2% of development value

Professional Fees

3% of all costs

Interest on borrowed money

14%

Market capitalisation rate

12%

Developer’s profit

25% of construction cost.

Gross Development Value (GDV)

Particulars

Annual rent

Rs 1,30,00,000

Capitalised at 12%

Rs 10,83,33,333

Letting fees at 10% Rs 13,00,000
Sale fee at 2% Rs 21,66,666
Total fees Rs 34,66,666

Capitalised rent — total fees

Rs 10,48,66,666

Net Development Value (NDV)

Particulars

Construction costs

Rs 1,30,00,000

Fees at 3%

Rs 3,90,000

Interest at 14% for one year

Rs 18,74,,600

Costs before profit

Rs 1,52,64,600

Profit on costs at 25%

Rs 38,16,150

Total costs

Rs 1,90,80,750

GDV - NDV

Gross residual value

Rs 8,57,85,916

The residual method has been simplified in this example to emphasise the four steps. In practice, the inputs
can be considerably greater in number, as every individual item of cost can be assessed separately. A cash flow
format allows for the more accurate assessment of interest charges and the expected timing of each outflow
and inflow of money.
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Direct sales comparison is the preferred method for assessing the value of development land. The residual
approach is used by developers to assess the maximum bid price they can afford to pay for a development site.
Valuers are expected to mirror market behaviour, and hence the same approach is considered acceptable in
the absence of direct comparables for assessing the value of development land.

Discounted Cash Flow Method

The discounted cash flow (DCF) method is frequently preferred to income capitalisation. DCF is a standard tool
for investment analysis and is used in all investment markets. When valuing property, valuers are seeking to
mirror market behaviour, hence the argument that if buyers base their decision to purchase an asset using DCF,
then DCF should be used to estimate Market Value.

The DCF method can be used to assess Market Value. When used for this purpose, all the variables used in the
calculation must be based on market evidence. If any of the variables, such as the discount rate or the rental
growth rate, are instead based on a client’'s data or requirement, then the result of the calculation is not the
Market Value, but the worth or investment value to that client on those specific assumptions. In such case the
valuer is recommended to state this in the report.

The valuation approach: A DCF valuation differs from market capitalisation in the following ways:

v" Income is specified over a given time period, or projection period, to provide a statement of cash
inflows over that time period on an annual, quarterly or monthly basis. The time period rarely
exceeds 10 years.

v The cash flow will normally incorporate an adjustment for income growth. Whereas capitalisation
reflects growth in the capitalisation rate, a DCF will specify a growth in income (rent) based on market
assumptions.

v" The cash flow will include all normal expenditures, including any non-recoverable operating expenses
such as repairs, property insurances, management costs and capital expenditures (e.g. anticipated
renewal and replacement costs over the projected period for building elements, fixtures, fittings, plant).
If there is a separate service charge then cash outflows will be minimal.

v A market-based assessment of the resale price of the property at the end of the cash flow must be
included. In some circumstances this can be negative, as with extractive industries when the land may
have to be returned to the pre-extraction agricultural activity.

The cash flow will identify the net cash flow per period.

v' The discount rate used to assess the PV of the net cash flow will be specified. For a Market Value DCF,
the discount rate must be based on market assumptions. Where growth has been included in the cash
flow, the valuer must not use a market-based capitalisation rate as the discount rate.

DCF can be used for Market Value estimates of both income-producing and development properties, in place of
the residual method. It can also be used in place of the profits method for Market Value estimates of business
properties where the business is normally bought and sold as a single entity, such as hotel properties. However,
its use for Market Value purposes must be distinguished from its use as an analytical tool to assess NPV or
internal rate of return to be achieved from a a property-based investment opportunity.

Caselet based on Discounted Cash Flow Method

A simplified DCF valuation is set out below. The rental growth rate used is a market-derived rate of rental
growth, while all other variables are market-based. It can be seen here that the DCF valuation of Market Value
has been reconciled with the market income capitalisation approach. This will not always be the case, and
where there is a difference the valuer must exercise professional judgment as to which approach offers the most
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valid opinion of Market Value. The target or discount rate is market derived from government bond rates, plus a
market adjustment for the risks associated with property as an investment.

Discounted cash flow valuation

Particulars
Market rent Rs 1,00,000
Rent payable Rs 1,00,000
Growth (%) 2.7225%
Rent review/lease renewal 5
Cap rate 4.5%
Target rate 7.0%
Terminal cap rate 4.5%

Year Rent PV at target rate Rent PV
1 Rs 1,00,000 0.9345794 Rs 93,458
2 Rs 1,00,000 0.8734387 Rs 87,344
3 Rs 1,00,000 0.8162979 Rs 81,630
4 Rs 1,00,000 0.7628952 Rs 76,290
5 Rs 1,00,000 0.7129862 Rs 71,299
6 Rs 1,14,374 (1.27225"5) 0.6663422 Rs 76,212
7 Rs 1,14,374 0.6227497 Rs 71,226
8 Rs 1,14,374 0.5820091 Rs 66,567
9 Rs 1,14,374 0.5439337 Rs 62,212
10 Rs 1,14,374 0.5083493 Rs 58,142

Profits Method

The profits (or income approach) method is used for income-producing properties that are specifically designed
for a particular type of business activity. It is typically also used when either the physical buildings are only sold
as part of a business, or the buildings are constructed solely for that type of business and can only be used for
an alternative business after substantial alterations. Examples are:

* hotels;

» golf courses, and other purpose-built sport and leisure centres;
» petrol stations; and

* some restaurants.

It is also known as the ‘receipts and expenses’ or ‘income and expenditure’ method, as the first step is to
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establish the level of maintainable profits. Valuers in these markets develop an awareness of the normal income
and expense associated with a particular business activity. They are therefore able to deduce from a set of
accounts what is normal and maintainable and, by comparison with other known examples of the same type of
building and activity, whether the level of profit is typical or could be improved with a better style of management.

The maintainable profit excludes any abnormal income generators that would cease upon a market sale. For
example, a restaurant will generate one level of profit while run by a named three-star Michelin chef, but a
different level of profit when run by a non-Michelin chef.

In each specialist market, valuers are aware of profit multipliers used to convert the estimate of maintainable
profit into a capital value. These multipliers will be adjusted by taking account of any factors that might lead to
an increase or decrease in annual profits. A hotel built for visitors to the Olympic Games may generate excellent
profits for a short time, but would be expected to fall back subsequently. Conversely, a hotel constructed and
completed ahead of the opening of an airport on an idyllic island might have low profits initially, but may have
an expectation of better profits once the airport is completed.

In some situations a more direct valuation by comparison may be possible because profit is a direct function
of another factor, such as turnover or throughput. Examples might be petrol filling stations where the market
knows that a certain price per litre is what petrol companies will pay for the ownership of that depot. In addition,
hotels might be valued in a competitive market with good sales comparisons at a price per bedroom; here, an
adjustment might be made for the known occupancy level. For example, one hotel might be fully let every night
of the year, while another might achieve an average of 85% occupancy. The hotel valuation experts can make
adjustments based on considerable market experience.

This guidance note does not give examples for the application of the method, as it depends on the given market
and local accounting practices that have to be understood if maintainable profits are to be accurately estimated.
In other words, it is very type-specific in use. The maintainable profits may be set out as a DCF with growth
projections.

Valuers are not recommended to utilise the profits method as the sole approach to valuation. Instead, it should
be used only in special cases where the nature of the property is specialised and information is not available to
justify the other three key approaches, in combination or in support of any other approach.

INDIAN VALUATION STANDARDS

The importance of valuation and its recognition in the financial world in situations of buyout, mergers or insolvency
is increasing in the Indian economy. With the Insolvency and Bankruptcy code fully functional, the importance
of valuation has become noticeable. Judiciaries have started allocating higher weightage to valuations, recently
in the case of Binani Cements Ltd1 , the National Company Law Tribunal (“NCLT”), Kolkata Bench raised
questions on the authenticity of the valuation of stressed assets, done by the Resolution Professional.

The IVSs are in conformity with the provisions of the applicable laws, customs and usages in India. However,
if any deviation exists, the provisions of the law will prevail and the valuation report should be prepared in
conformity with such law.

A valuation report will be regarded as compliant of the IVS only when all the requirements of each of the relevant
Valuation standards, to the extent applicable are met.

Companies Act 2013 and Rules on Valuation

Before we get into detailed discussion of the IVS, let us take a note of the various requirements under the
Companies Act with respect to valuation.

As per section 247 of the Companies Act, only registered valuers can carry out valuation under Companies
Act. Subsequently, separate rules were also issued, called the Companies (Registered Valuers and Valuation)
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Rules, 20173 (“Valuation Rules”), which provide for the eligibility conditions, registration requirements etc. for
Registered Valuers.

As per the Valuation Rules, a transition time till 31st March, 2018 was allowed to the valuers to get themselves
registered under the Act. This time period was however extended till 31st January, 2019.

Indian Valuation Standards

The ICAI has notified 8 valuations standards and the some of them draw parallels from the International
Valuation Standards. The standards issued by the ICAl and their corresponding global standard have been
presented below:

Indian Valuation Standard International Valuation Standard

IVS 101 Definitions No corresponding standard

IVS 102 Valuation Bases IVS 104 Bases of Value

IVS 103 Valuation Approaches and Methods | IVS 105 Valuation Approaches

IVS 201 Scope of Work, Analyses and |IVS 101 Scope of Work

Evaluation

IVS 202 Reporting and Documentation IVS 103 Reporting

IVS 301 Business Valuation IVS 200 Business and Business Interest

IVS 302 Intangible Assets IVS 210 Intangible Assets

IVS 303 Financial Instruments IVS 500 Financial Instruments

Key Takeaways of the IVS

i) IVS 101- Definitions
The IVS 101 provides definitions and principles which a Valuer should refer while undertaking a
valuation engagement. The definitions enunciated in this standard shall guide and form the basis for
certain terms used in other IVS.
However, these definitions do not apply to valuations where a Valuer is required to use a definition
prescribed by any law, regulations, rules or directions of any government or regulatory authority.
Some of the definitions from Ind AS 113 — Fair Value Measurement have been retained here as well,
with some modifications in certain cases. The ones which have been are - “Active market”, “Fair Value”,
“Cost Approach”, “Income Approach”, “Highest and Best Use”, “Market Approach”, “Market Participants”,
“Observable inputs”, “Orderly transactions”, “Unobservable inputs”.
In addition to the aforesaid, there have been some new additions as well. IVS 101 shall be referred for
terms and definitions required to be used in a valuation engagement, as the valuation standards will
come into practice, we are hoping we may see additions and modifications in IVS 101.

ii) IVS 102- Valuation Bases

The objective of IVS 102 is to define the major valuation bases and prescribe the corresponding
fundamental assumptions on which such valuation will be based and provides the premises of values.

Considering the fact that different valuation bases may lead to different conclusions of the value IVS
102 provides three valuation bases which are required to be chosen by the Valuer considering the terms
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and purpose of the valuation engagement viz. - fair value, participant specific value and liquidation
value.

Fair value means the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the valuation date.

Participant specific value is the estimated value of an asset or liability after considering the advantages
and disadvantages that may arises to the owner, identified participant or identified acquirer.

Premise of value refers to the logic behind the current and future use of the asset. Some common
premise of value are Highest-and-best-use, as-is-where-is, going concern value, orderly liquidation and
forced transaction.

There may be a situation where more than one premise of value be applied. IVS 102 provides that a
Valuer may choose more than one premise of value depending on the selection of valuation bases.

IVS 103- Valuation Approaches and Methods

This Standard defines approaches and methods for valuing an asset. The three main approaches of
valuation as provided by IVS 103 are- market approach, income approach and cost approach.

IVS 103 provides various valuation methods which befit for each approach. The underlying driver for
selecting the appropriate approach and methods by a Valuer will be based on valuation bases and
premises of value.

Also, some of the key factors that a Valuer shall consider while determining the appropriateness of a
specific valuation approach and method are:

a) nature of asset to be valued;

b) availability of adequate inputs or information and its reliability;

c) strengths and weakness of each valuation approach and method; and
d) valuation approach/method considered by market participants.

However, IVS 103 states that if the Valuer is required to adopt valuation bases that are prescribed by
a statute or regulation then in such cases, the prescribed base shall apply and the Valuer shall adopt
specific methods or formulae as have been laid down under the statute or regulation.

The valuation methods given in IVS 103 may be regarded as a subset of the valuation approach chosen
by the Valuer. Some of the valuation methods provided in IVS 103 are discounted cash flow method
(DCF), market price method, comparable companies multiple method, relief from royalty method,
replacement cost method and reproduction cost method, etc.

IVS 201- Scope of Work, Analyses and Evaluation

IVS 201 sets out the responsibilities of the Valuer and provides as a guidance on how a Valuer should
determine its scope of work and extent of analyses and evaluations required.

This standard also serves as comprehensive guide on how and to what extent a Valuer should make
analyses and evaluations of facts.

A Valuer should make analyses and evaluations through discussions, surveys, inspections and various
calculations, etc. and the extent of such analyses and evaluation depends on the terms and purpose of
the engagement.

According to IVS 201, the terms and conditions of an engagement must be clear to avoid any
misunderstanding between a Valuer and a client.
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vi)

IVS 201 also provides as a guidance on to what extent a Valuer should place reliance on the work of an
expert and the responsibilities of the Valuer while using work of other experts.

While relying on information available for an asset to be valued, IVS 201 lists out the type of information
required to reach to a valuation conclusion such as:

(a) non-financial information;

(b) ownership details;

(c) financial information; and

(d) general information

IVS 202- Valuation Report and Documentation

IVS 202 provides the minimum content a valuation report ought to have, the basis for preparation of the
valuation report and the supporting documentation required to be maintained.

The form and content of the valuation report shall depend upon the nature of engagement and the
purpose of valuation.

A Valuer shall at a minimum include the following in the valuation as per Rule 8 of Registered Valuer
Rules :

(a) background information of the asset being valued;

(b) purpose of the valuation and appointing authority;

(c) the identity of the Valuer and any other experts involved in the valuation;

(d) disclosure of the Valuer’s interest or conflict, if any;

(e) date of appointment, valuation date and date of the valuation report;

(f) inspections and/or investigations undertaken;

(g) nature and sources of the information used or relied upon;

(h) procedures adopted in carrying out valuation and valuation standards followed;

(i) valuation methodology used;

(j) restrictions on use of the valuation report, if any;

(k) major factors that were taken into account during the valuation;

(I) conclusion; and

(m) caveats, limitation and disclaimers to the extent they explain or elucidate the limitations faced by
Valuer, which shall not be for the purpose of limiting his responsibility for the valuation report.

AValue should document the methods & procedures adopted for valuation, relevant evidences obtained,
its observations based on those evidences and management representations.

IVS 301- Business Valuation

IVS 301 is applied for valuation of an entire business enterprise for various purposes such as acquisitions,
mergers, leveraged buyouts, initial public offerings, employee stock ownership plans and other share-
based plans, partner and shareholder buy-ins or buy-outs, and stock redemptions or valuation under
Insolvency and Bankruptcy Code to name a few.

According to IVS 301, the methodology required to be applied by a Valuer in valuing an entire business
enterprise diagrammatically presented below :
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Valuation of a Business Enterprise

Defining the premise of the value in accordance with IVS 102

Analysis of the business to be valued and collection of relevant information in accordance with
IVS 201

Identify the adjustments to the financial and non-financial information

Choosing the proper valuation approach and method in accordance with 1VS

Arriving at a value or range of values as per the previous approach & method

Identification of subsequent events and adjustments thereon, if any

IVS 302- Intangible Asset

IVS 302 provides specific guidance on valuation of an intangible asset including goodwill, brand value,
license etc. which are not covered by any other standard.

IVS 302 lists out an inclusive categorisation of Intangible assets which are:
(a) Customer-based intangible assets;

(b) Marketing-based intangible assets;

(c) Contract-based intangible assets;

(d) Technology-based intangible assets; or

(e) Artistic-based intangible assets

IVS 302 provides that the similar valuation approaches as enunciated in IVS 103 Valuation approaches
and Methods apply to the valuation of intangible assets. The valuation methods are based on whether
the intangible assets are internally generated or externally acquired. One of the methods under income
approach viz. “With and without method” requires the value of the intangible asset to be valued being
equal to the present value of the difference between the projected cash flows over the remaining useful
life of the asset under the following two scenarios :

(a) business with all assets in place including the intangible asset to be valued; and

(b) business with all assets in place except the intangible asset to be valued. Other methods which
come under the income approach relevant for valuation of intangible assets are greenfield method,
distributor method, reproduction cost method and replacement cost method, etc.

IVS 303- Financial Instruments

IVS 303 is required to be applied for valuation of financial instruments viz. financial assets financial
liabilities and equity instruments. The requirement of valuation of financial instrument arise in cases
of transactional pricing i.e. to buy or sell the financial instrument and majorly for financial reporting
purposes.
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IVS 303 provides that since the financial instruments are generally aligned to market linked factors, it
is preferred that usage of market linked methods are preferred to arrive at a value and accordingly for
the valuation of financial instruments, use of observable inputs should have an upper hand than use of
unobservable inputs.

The standard recognises the importance of adjustment of credit risk in valuing a financial instrument
hence provides certain factors required to be considered such as Counterparty risk, Capital leveraging,
Security hierarchy, Collateral and default protection, History of defaults and Offsetting: In cases of
valuation being based on unobservable inputs, the Valuer should provide consideration for control
environment consisting of the governance and control procedures that are set in place by an entity with
the objective of increasing the reliance on the valuation process and conclusion.

International Valuation Standards (IVS) 2017

At this juncture, it will be pertinent to have an expansive discussion on the International Valuation Standards 2017
in order to gain deep insights and a holistic picture on valuation. IVS 2017 consist of five General Standards and
six Asset Standards. The General Standards specify requirements with reference to conducting of all valuation
assignments including establishing the terms of a valuation engagement, bases of value, valuation approaches
and methods, and reporting.

The Asset Standards cover requirements pertaining to specific forms of assets, including background information
on the characteristics of each asset type that affect value and additional asset- specific requirements pertaining
to common valuation approaches and methods used. The asset standards entail the following:

\%

\

Vi

)
)
)
)
)
)

Businesses and Business Interests (VS 200).
Intangible Assets (IVS 210).

Plant and Equipment (IVS 300).

Real Property Interests (IVS 400).
Development Property (IVS 410).

Financial Instruments (IVS 500).

A description on the aforesaid International Valuation Standards is as under:

i)

Business and Business Interests (IVS 200) : Based upon the discussions with stakeholders it
was observed that there was a substantial amount of confusion relating to the contents, i.e. in IVS
200 Business and Business Interests represented compulsory standards versus non-mandatory
commentary. The Board noted that in IVS 200 Business and Business Interests, like several other IVS
2013 standards, all substantive portions were labelled as “commentary” with the exception of the scope
and effective date sections. The Exposure Draft of IVS 200 eliminated the “commentary” label to make
it clear that the contents are mandatory for compliance with IVS.

The Board is of the view that one of the basic purposes of standards is to decrease diversity in practice.
The IVSC (International Valuation Standards Council) reached out to stakeholders and identified
numerous areas of diversity in practice pertaining to the valuation of business and business interests.
As a result of that outreach, the Exposure Draft of IVS 200 Business and Business Interests covered
new requirements pertaining to:

a) An overview of business and business interests and the circumstances in which they are valued,
b) The selection of valuation approaches and methodologies,

c) How debt and capital structure should be considered in certain valuations, and
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d) Treatment of non-operating assets.

Intangible Assets (IVS 210) : In the case of intangible assets, the Board noted thatin IVS 210 (like several
other IVS 2013 standards), all substantive portions of the standard were labelled as “commentary”, with
the exception of the scope and effective date sections. The Exposure Draft eliminated the “commentary”
label to make it vivid that the contents are compulsory for compliance with IVS.

The Board’s outreach also indicated that there was some confusion related to the publication of
guidance related to the valuation of intangible assets in two documents, IVS 210 Intangible Assets
and TIP (Technical Information Paper) 3 The Valuation of Intangible Assets. Based on that feedback,
the Board incorporated certain relevant parts of TIP 3 into the Exposure Draft. Upon finalisation of the
proposed IVS 210, the Board rescinded TIP 3 as a standalone document.

Some stakeholders pointed out that in IVS 2013, the intangible assets standard was too high level
and did not meet the needs of the market and stakeholders. In addition, some stakeholders felt IVS
210 was too focused on valuation of intangible assets for financial reporting purposes. For example,
IVS 210 used the IFRS/US GAAP criteria to describe when an intangible asset is separable from the
other assets of a business. The Board recognises that intangible assets may be valued for a variety of
purposes and this standard has been written in a way that the Board believes is more inclusive of the
variety of purposes under which intangible assets may be valued.

Plant and Equipment (IVS 300) : It is to be noted that the Board has changed the numbering of many
of the asset standards to bring in more flexibility in future standard-setting activities. Consequently, this
standard which was IVS 220 in IVS 2013, has been re-numbered as IVS 300.

The Board is of the belief that one of the fundamental purposes of standards is to bring down diversity
in practice. The IVSC reached out to stakeholders and identified numerous areas of diversity in practice
related to the valuation of real property interests. As a result of that outreach, this Exposure Draft
includes new requirements related to:

a) An overview of plant and equipment and the circumstances in which they are valued, and
b) The selection of valuation approaches and methodologies.

Real Property Interests (IVS 400) : The Board has changed the numbering of many of the asset
standards to allow for more flexibility in future standard-setting activities. As a result, this standard,
which was IVS 230 in IVS 2013 has been re-numbered as IVS 400.

Some comments were received that, prior to IVS 400 defining the three main types of property interest,
it was necessary to understand the relevant legal framework and restrictions that affect the interest
being valued. The Board discussed this comment and felt that this was a critical part of any real estate
valuation and therefore adjusted the overview section to incorporate a section on the relevant legal
framework and restrictions towards the beginning of IVS 400.

Further, on the basis of suggestions of stakeholders, the Board felt the need to include the following
Special Assumptions:

a) That the interest is being valued without taking into account other existing interests, and
b) That the property is free from contamination or other environmental risks.

c) Market conditions at the time of the relevant transactions and how they differ from conditions at
the valuation date.

The latest version of IVS (“IVS 2017”) marks a significant achievement towards building a consonance
in valuation practices across the globe.
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vi)

IVS 2017 serves as an important guidance for valuation professionals globally and will fortify consistency,
transparency and confidence in valuations which play a crucial role in making investment decisions and
financial reporting.

IVS 2017 is a recent initiative in the IVSC’s mission to raise standards of international valuation practice
as a core part of the financial system, for the benefit of capital markets and the public interest.

Development Property (IVS 410) : The Board has changed the numbering of many of the asset
standards to allow for more flexibility in future standard-setting activities. As a result, this standard,
which was IVS 233 in IVS 2013 has been re-numbered to IVS 410.

Several stakeholders pointed out that property should be valued as development properties even when
no redevelopment is contemplated provided redevelopment provides its highest and best use. The Board
considered these comments and felt that they were valid and as such the standard was amended to note
that development properties are defined as interests where redevelopment delivers the highest and best
use, or where improvements are either being contemplated or are in progress at the valuation date.

Avital dimension that have been considered in the Standard after lot of deliberations is that the valuer is
required to be careful when there was a degree of third party reliance, which may not always be known
at the outset of valuation. The Board felt that this was true of any valuation and accepted its significance
in case of valuing a development property, especially when revised valuations may be required for
each stage of the development process and all the third parties may not be known at the outset of the
engagement.

Financial Instruments (IVS 500) : In case of IVS 500, several respondents pointed out that the term
“financial instruments” encompasses a wide variety of instruments including derivatives, contingent
instruments, hybrid instruments, fixed income, and structured products. However, they noted that
the standard primarily defined financial instruments in terms of equity instruments. The Board agreed
that the term “financial instruments” is broad and encompasses a wide range of instruments. While
they did not believe IVS 500 could accurately present an exhaustive list of financial instruments,
they agreed that the existing description of what constitutes a financial instrument was too limited
and expanded upon it accordingly.

SUMMARY

Guidance for Valuation of Public Sector Undertakings- Based on the recommendations of the
Disinvestment Commission and in keeping with the best market practices the following four methodologies
are being used for valuation of PSUs:

a

()

c

)
)
)
d)

Discounted Cash Flow (DCF) Method.
Balance Sheet Method.

Transaction Multiple Method.

Asset Valuation Method.

While the first three are business valuation methodologies generally used for valuation of a going
concern, the last methodology would be relevant only for valuation of assets in case of liquidation
of a company. In addition, in case of listed companies, the market value of shares during the last six
months is also used as an indicator. However, most PSU stocks suffer from low liquidity and the price
determination may not be always efficient. Moreover, there could be increased trading activity after
announcement of the disinvestment, which could be on account of high market expectation of the bid
price and even based on malafide intent. This could lead to the price being traded up to unsustainable
levels, which is not desirable.
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Valuation Methods for Indian Market

Start-up Valuations - Asset approach; Summation of the values of Principals and Employees; Early
customers and contracts in progress; Earnings multiple approach

Real Estate Valuations- Income method; Cost Method; Residual Method; Discounted Cash Flow; Profits
Method
Indian Valuation Standards

IVS 101 Definitions

IVS 102 Valuation Bases

IVS 103 Valuation Approaches and Methods

IVS 201 Scope of Work, Analyses and Evaluation

IVS 202 Reporting and Documentation

IVS 301 Business Valuation

IVS 302 Intangible Assets

IVS 303 Financial Instruments

SELF TEST QUESTIONS

Q1. Explore various valuation techniques used in the following sectors of India-
i) Automobile
i) Steel
iii) Cement
iv) Coal
v) IT&ITES

Q2. Considering any of the sector mentioned in Q1, apply Indian Valuation Standards and find out the
impact on valuation.

Q3. What are the DCF Valuation Fundamentals?
Q4. What are the problems in DCF Valuation?

Q5. Ifahouse produces a netincome of Rs. 10,000/- p.a. and the approximate rate of return is 10%, what
sum will an investor like to pay for acquiring the property?

Q6. ltis estimated that the cost of repairs of a house would be Rs. 50,000/- The tenant agrees to pay 50%
of the amount without any other condition and paid his share. The owner fails to repair, the house in
two years and the cost of repairs rises to Rs. 65,000/- and as agreed earlier, the tenant again agrees
to share 50% of the cost. Calculate what balance amount the tenant would have to pay, the prevailing
rate of interest being 10%.

LIST OF FURTHER READINGS

1) The Intelligent Investor by Benjamin Graham

2) Determining Value: Valuation Models and Financial Statements by Richard Barker, Financial Times,
Prentice Hall
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3) Business Analysis and Valuation by Krishna Palepu, Cengage

4) Principles of Private Firm Valuation by Stanley Feldman, Wiley Finance.
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LEARNING OBJECTIVES

As per the Company Act, 2013, A Company
Secretary is now authorised to act as a registered
valuer for valuation of business. And hence, it is
important to know the various methods of valuation.

The valuation is required in various situations like
mergers, amalgamation, IPO, issue of ESOP etc.
And hence a Company Secretary should have idea
on how these valuations are carried out.

The objective of the valuation is to ensure that right
values are calculated by a third party hence leaving
no room of doubts in the minds of buyer and seller.

After reading this study you should be able to have
a complete idea on various techniques used for
valuation.
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ORIENTATION

This study lesson has been considered compulsory in view of the various significant business valuation methods
that have been given due emphasis. Since valuation and valuation methods are intertwined so without being
conversant with the valuation approaches one cannot undertake valuation assignments merely on the basis of

theoretical concepts.

FAMILY TREE OF CONCEPTS

Business Valuation

Methods

Discounted Cash Flow
Analysis

Comparable
Transactions Method

Comparable Market
Multiples Method

Market Valuation

Economic Value Added
Approach

Free Cash Flow to
Equity

Dividend Discount
Model

Net Asset Valuation

Relative Valuation

Overview of Option
Pricing Valuations
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INTRODUCTION

“Managers and investors alike must understand that accounting numbers are the beginning, not the
end, of business valuation.”- Warren Buffet

Valuation is carried to find out the worth of the organisation. Valuation of Business is carried out for various
reasons such as their purchase and sale, obtaining a listing and capital gains tax computations etc.

Valuation is more difficult for unlisted companies because listed companies have a quoted share price. However,
even listed companies can present valuation challenges for example when one is trying to predict the effect of
a takeover on the share price.

Knowing what business is worth and what determines its value is prerequisite for intelligent decision-making.
Corporate valuations form the basis of corporate finance activity including capital raising, M&A and also to meet
regulatory / accounting requirements or for voluntary purpose.

Business Valuation is the process of determining the “Economic Worth” of a company based on its Business
Model under certain assumptions and limiting condition and subject to data available on the valuation date. It
is an important concept in corporate finance and business management. Supposing a business is for sale, how
does one know what is the real value that business is worth? More basically, how does a business owner know
the net value of his business, or how is valuing a business for sale accomplished?

Meaning of Business Valuation

Business valuation is a process to estimate the economic value of an owner’s interest in a business. Valuation
is used by financial market participants to determine the price they are willing to pay or receive to effect a sale
of a business.

Objectives of valuation

Brain Capsule 1

The United East India Company was the first company to do valuation and come out with an IPO

Objective of valuation 1. To ensure that valuation is carried out without any doubts or controversy
2. To promote ‘best practices’ and fairness in valuation services
3. To promote credibility, relevancy & transparency of valuation information.

4. To enhance quality, consistency, comparability and uniformity of valuation
practice

5. To cover valuation of all assets, liabilities and businesses (cash flows)
6. To enhance reliance on the valuation amongst stakeholder

7. To improve corporate governance

8. To ensure transaction is concluded at reasonable price

9. To inform the internal stakeholders

10. Comparing with similar enterprises to understand management efficiency
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Areas where valuation is required

Mergers and Acquisitions

Valuation is an important aspect in M & A. It not only assists business
owners in determining the value of their business, but also help them
maximize value when considering a sale, merger, acquisition, joint
venture, or strategic partnership.

Succession Planning

Succession to family members: In planning for the transfer of family
business to the next generation. Succession to employees: for many
closely held businesses, the sale of the business to one or more key
employees is often a viable succession strategy. Succession to out-
side parties: It consist of mergers, acquisitions, purchase and sale of
businesses.

Going Public

In general, when a new company goes for an Initial Public Offering
(IPO), it is doing that in order to generate capital for growing its busi-
ness. In such a circumstance, a question arises as to how to evaluate
the fair value of such a stock. The Indian Capital Market follows a free
pricing regime and thus the accurate pricing of an IPO is of immense
importance.

Dispute Resolution

Valuations are an increasingly important aspect of many commercial
disputes. Before deciding how to manage a dispute, it is necessary
to determine the likelihood of a successful outcome and the potential
stake involved. Judicial precedents are also available that affect the
selection of Valuation methodologies and applicability of discounts/
premiums.

Voluntary Assessment

At times, the management wants to know the true value and fair value
of the business for which they undertake the exercise of voluntary
assessment for internal management purpose and future decision-
making.

Valuation Perspectives

Owners'
Perspective

(-

Shareholder's
Perspective

~\
* How much is my company worth ?
v
N
* How much should | pay for the
share price?
/

.

Investor's
Perspective

.

* How much should | pay inorder to
acquire this company?
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Principles of Valuation

1.

4.
5.

Valuation is done at specific point of time: The Valuation keeps changing with time and hence any
valuation is carried out only at a specific point of time.

A company’s valuation is based principally on its ability to generate future cash flows : Any company
which has better future prospects would have high valuation based on their future earning capacity.

Market forces tend to drive the rate of return required by prospective buyers in the marketplace. These
market forces include:

a. General economic conditions, particularly borrowing rates and access to capital
b. Thetype of buyers, including financial and strategic buyers, in the marketplace and their investment
Value may be influenced by underlying Net Tangible Assets

Value is influenced by liquidity.

Fundamental Ethical Principles

The fundamental ethical principles that all valuers are required to observe are:

(a)

(b)

(c)

(d)

(e)

Integrity and Fairness

The valuer should be straightforward and honest in all professional and business relationships and
maintain the highest standards and integrity and fairness.

Objectivity

The valuer should not allow bias, conflict of interest or undue influence of others to override professional
or business judgments.

Professional Competence and Due Care

The valuer should maintain professional knowledge and skill at the level required to ensure that an
intended user receives competent professional service based on current developments in practice,
legislation and techniques and act diligently and in accordance with applicable technical standards and
code of conduct.

Confidentiality

The valuer should respect the confidentiality of information acquired as a result of professional and
business relationships and, therefore, not disclose any such information to third parties without proper
and specific authority, unless there is a legal or professional right or duty to disclose, nor use the
information for his personal advantage or third parties.

Professional Behaviour

The valuer should comply with relevant laws and regulations and avoid any conduct that disrepute to
the profession.

Preliminary Steps in Valuation

A business/corporate valuation involves analytical and logical application/analysis of historical/future tangible
and intangible attributes of business. The preliminary study to valuation involves the following aspects:

1.
2.

Analysis of business history

Profit trends
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Goodwill/Brand names in the market
Identifying economic factors directly affecting business
Study of exchange risk involved

Study of employee morale

N o o b~

Study of market capitalization aspects
8. Identification of hidden liabilities through analysis of material contracts

Steps in Business Valuation

' i Reaching
. . Applying
Planning Adjusting the
| and L> ' the financial thfals:;fi%tﬁd L> . business
preparation statements methods value
L conclusion

The following aspects would be considered by the valuer :

1. Defining the standards and premises

2. Analysing the subject and gathering information

3. Adjusting the financial statements appropriately
4. Applying valuation method
5

Preparation of a draft report and maintaining appropriate documents
Case Study 1

Top factors for Flipkart’s enterprise valuation
From closely looking at the books of Flipkart to getting the right numbers for all the assets and liabilities of the
company.

Here is a look at the top factors including future cash flow and various contingent liabilities that Walmart must
have at the top of its mind before agreeing on the valuation of India’s home grown ecommerce poster boy.

Cash burn

The first and foremost concern of any investee company is ROI. While investing in startups is a high risk
business, Flipkart is a unicorn and has a stabilised market share in the online retail market.

Flipkart is a 10-yearold company and is yet to make profit. Flipkart Ltd reported a 68 percent jump in losses to
Rs 8,771 crore for the year ended March 2017 from the previous year. Though revenue at Flipkart group rose
by 29 percent to Rs 19,854 crore.

While Walmart will definitely expect Flipkart to be profitable in the long term, its ROI will be hugely based on the
value of the company, at least in the medium term to provide it a window to exit either during an IPO or before
that.

So it’s logical to expect Walmart to be burning the midnight oil now in the US and find a proper valuation, than
burning cash in India in its fight against Amazon.
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Flipkart’s penetration in the electronics market

Fashion and electronics are the two largest drivers for Flipkart. One of the company’s strategies is to dominate
the Indian ecommerce market is to expand its smartphone sales. Winning the smartphone battle has a spin-off
effect of making the smartphone customer a regular customer. Flipkart’s initial target, is to take 40 percent of
all smartphone sales in the country by 2020, from the current 25 percent, Ajay Yadav, Flipkart's vice president
for mobiles and large appliances, said recently. Talking about the large appliances and television segments,
Flipkart recently reported, “We are on track to hit the Rs 5,000 crore GMV mark in television this year. We are
targeting Rs 9,000 crore in large appliances overall.”

Tax and regulatory issues

The government rules allows 100 percent foreign direct investment (FDI) in online retail of goods and services
under the so-called “marketplace model” through the automatic route. But it also prohibits marketplaces from
offering discounts and capping total sales originating from a group company or any one vendor at 25 percent.
But there are still allegations that these marketplaces are flouting FDI rules and creating an unequal playing
field. Recently the handset makers’ lobby Indian Cellular Association (ICA) urged the Commerce Minister Suresh
Prabhu to take action against Amazon and Flipkart, alleging that the ecommerce platforms were violating foreign
direct investment (FDI) rules by offering discounts - directly or indirectly - on mobile phones and other products
through intermediaries or partner companies. Heeding to their request, the Ministry of Commerce & Industry
has asked the RBI and the ED to look into the allegations. The war on discounts doesn’t stop here. Reports of
Flipkart having an issue with the Income tax department came to light recently. The Bengaluru I-T office had
asked Flipkart to reclassify marketing expenditure as capital expenditure. Flipkart has appealed against the Rs
110 crore tax demand for the financial year 2015-16 following the tax department’s order to reclassify marketing
expenses and discounts as capital expenditure.

Assets

A marketplace is an asset light model. But Flipkart has its own companies that are sellers in the platform.
The other assets are land, building, people, and intangibles. Flipkart has around 7,600 employees, including
those in functions like warehouse, and logistics. About 6,800 employees have now shifted and are working
in the new Flipkart campus in Bengaluru, spread over 8.3 lakh sq ft, with a seating capacity of over 7,300
people. It is not clear whether the new facility is a leased or an acquired property. The company also has
plans to acquire a 100-acre plot on the outskirts of Bengaluru to set up a logistics park spread over 4.5
million square feet.

There are multiple other factors that will directly or indirectly affect the final valuation. Flipkart's potential growth
in other verticals including the digital payment arm, PhonePe is in direct competition with Alibaba and Softbank
backed Paytm.

Methods of Valuation

A number of business valuation models can be constructed that utilize various methods under the broad
business valuation approaches. Most treatises and court decisions encourage the valuer to consider more
than one method, which must be reconciled with each other to arrive at a value conclusion. Understanding of
the internal resources and intellectual capital of the business being valued is as important as the economic,
industrial and social environment. The choice of the appropriate valuation approach (or approaches) to be
used in a given valuation project is based on the judgment of the valuer. The valuer’s choice of methods is
determined by the characteristics of the business to be valued, the purpose and use of the valuation and its
report, the pattern of historical performance and earnings of the subject company, the company’s competitive
market position, experience and quality of management, the availability of reliable information requisite to the
various valuation methods, the marketability of equity ownership interest to be valued, and others.
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BUSINESS VALUATION METHODS
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1. Asset Based Approach

The most commonly used asset-based approach to valuation is the Adjusted Net Asset Method. The starting
point is to have the balance sheet of the company and look for the values of assets and liabilities. The primary
emphasis is placed upon the fair market value of the assets and liabilities of a business. As a result, this
approach uses various methods that consider the value of individual assets and liabilities including intangible
assets. The most well-known method in this approach relies upon reported balance sheet assets and liabilities
generally termed as book value. It should be recognized, however as per book value concept assets are
reported in accordance with various accounting conventions that may or may not accurately reflect fair market
value. This balance sheet-focused method is used to value a company based on the difference between the fair
market value of its assets and liabilities

Here, the business is estimated as being worth the value of its net assets.

Value of the business = Value of Assets — Value of liability

However, there are three common ways of valuing its net assets: book values, net realisable values and
replacement values.

a. The book value approach:. The book value of non-current assets is based on historical (sunk) costs
and relatively arbitrary depreciation. These amounts are unlikely to be relevant to any purchaser (or
seller). The book values of net current assets (other than cash) might also not be relevant as inventory
and receivables might require adjustment.

b. Net realisable values approach: This amount would represent what should be left for shareholders
if the assets were sold off and the liabilities settled. However, if the business being sold is successful,
then shareholders would expect to receive more than the net realisable value of the net assets because
successful businesses are more than the sum of their net tangible assets: they have intangible assets
such as goodwill, know how, brands and customer lists — none of which is likely to be reflected in the
net realisable value of the assets less liabilities. Net realisable value therefore represents a ‘worst case’
scenario because, presumably, selling off the tangible assets would always be available as an option.
The selling shareholders should therefore not accept less than the net realisable amount — but should
usually hope for more.
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c. Replacement values: Once again, not of great practical benefit. The approach tries to determine what
it would cost to set up the business if it were being started now. The value of a successful business
using replacement values is likely to be lower than its true value unless an estimate is made for the
value of goodwill and other intangible assets, such as brands. Furthermore, estimating the replacement
cost of a variety of assets of different ages can be difficult.

Let us try to understand the model with the help of an example

Question 1

The following is the data of ABC Limited:

Non-current assets contain land and buildings that are valued Rs. 700,000 above their book value, and plant
and machinery, which would sell for RS. 200,000 less than their book value. Inventory would sell for Rs. 400,000
and only Rs. 250,000 would be realised from receivables. Closure costs would add RS. 100,000 to liabilities.

Book Values Amount (Rs. in 000) | Net Realisable values Amount (Rs. in 000)
Non current assets 1000 | (1000+700-200) 1500
Inventory 500 | 500-100 400
Receivables 300 | 300-50 250
Cash 400 400
Total 2200 2550
Share Capital 400 400
Reserves 900 | (Balance) 1150
Bonds 400 400
Current liability 500 [ 500+100 600
Total 2200 2250

The minimum amount that the shareholders should accept for this business is Rs. 2550000-1000000

=Rs. 1,550,000

Question 2

Balance sheets of Fair Deal Ltd. (FDL) and Genuine Cosmetics Ltd. (GCL) as on 31t March, 2013 i.e., the date
on which the companies were amalgamated and a new company Well Worth Ltd (WWL) was formed are as

follows:

Balance sheets as on 31t March, 2013

S.No FDL GCL
| Equity and Liabilities Shareholders’ funds Rs.(000) Rs.(000)
Equity shares of Rs 10 each 6500 4500
Reserves and Surpluses 3000 5000

Current liabilities
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Trade creditors and other liabilities 2000 1000

Total 11500 10500
] Assets

Non-Current Assets 8000 7500

Current Assets 3500 3000

Total 11500 10500

The fixed assets of FDL were valued at Rs 10,000 thousand and that of GCL were valued at Rs 9,000 thousand.
WWL would issue the requisite number of equity shares of Rs 10 each at 50% premium to discharge the claim
of equity shareholders of FDL and GCL. How many shares of WWL should be issued to takeover the business
of the two merging companies?

Answer:
FDL GCL
Rs. (‘000) Rs. (‘000)
Non Current Assets 10,000 9,000
Add current assets 3500 3000
Less: Current Liabilities (2,000) (1,000)
Net Assets 11500 11000

Total Value of Net Assets= 11,500+11,000=22,500
WW.L is issuing shares of Rs 10 each with 50% premium (i.e Rs 5 Premium on each share)

No. of shares to be issued by WWL Ltd. = 22,500/15=1,500 thousands shares.

1. Earning based approach

The Income based method of valuations is based on the premise that the current value of any business is a
function of the future value that an investor can expect to receive from purchasing all or part of the business.
In other words, the value of the business must be related to the profits it will earn and the cash it will generate
in the future

The P/E ratio method is widely used in practice.

This method relies on finding listed companies in similar businesses to the company being valued (the target
company), and then looking at the relationship they show between share price and earnings.

Using that relationship as a model, the share price of the target company can be estimated. P/E ratios The P/E
ratio is the price per share divided by the earnings per share and shows how many years’ worth of earnings are
paid for in the share price.

The formula of P/E ratio is
P/E Ratio=Price/EPS

Lets try to understand this concept with the help of an example
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Question 3

Let's say that the market value of a small chain of retail shops has to be estimated. The company has just has
just enjoyed post tax earnings of Rs. 200,000, out of which it paid a dividend of Rs. 50,000. The first task is
to identify three listed companies in the grocery business, then look at their published characteristics. For this
illustration, three large quoted supermarket chains are D-Mart, V-Mart and Future Retail have been chosen.
Let's assume that the P/E ratio of the companies was as under

Company P/E Ratio
D- Mart 10.8
V-Mart 9.9
Future Retail 10.00

The above data is fictitious and created only for students understanding

The average P/E of the selected listed companies is calculated. Here it is 10.2, and this represents the
relationship that quoted companies, in the supermarket industry, are showing between their earnings after tax
and their market capitalisation (or between their earnings per share and their price per share). Remember, 10.2
means that anyone who buys a share is buying it for 10.2 times its last published earnings.

Therefore, as the target company’s post tax earnings are Rs. 200,000, its market value would be estimated at
10.2 x RS. 200,000 = Rs. 2,040,000
Question 4

XYZ Limited is intending to acquire ABC limited by merger and the following information is available in respect
of both the companies:

Particulars XYZ limited ABC limited
No. of equity shares 5,00,000 3,00,000
Profit after tax 25,00,000 9,00,000
Market price per share 21 14

1. Calculate the present EPS of both companies

2. Calculate Exchange ratio

EPS= Profit available to equity shareholders/No. of equity | 25,00,000/5,00,000=5 |9,00,000/3,00,000=3
shares

Exchange ratio on the basis of EPS= 3/5= 0.6

2. Market Based Valuation:

The market approach is a general way of determining a value indication of a business, business ownership
interest, security or intangible asset by using one or more methods that compare the subject to similar
businesses, business ownership interests, securities or intangible assets that have been sold

Market Approach refers to the notion of arriving at the value of a company by comparing it to the market value
of similar publicly listed companies. The comparison is based on certain financial ratios or multiples, such as the
price to book value, price to earnings, EV/EBITDA, etc., of the equity in question to those of its peers. This type
of approach, which is popular as a strategic tool in the financial industry, is mainly statistical, based on historical
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data, and current market sentiments.

This is also called as relative approach. This approach is based on the premise that the value of any asset can
be estimated by analysing how the market prices ‘similar’ or ‘comparable’ assets.

The main assumption that is followed that it is difficult to estimate the intrinsic value of an asset, and therefore,
the value of an asset is whatever the market is willing to pay for it.

Three frequently used market approach valuation methods for intangible assets are:

1.  Comparable uncontrolled transactions method (which is based on arm’s length sales or licenses of
comparable intangible assets)

2. Comparable profit margin method (which is based on comparison of the profit. margin earned by
the subject entity that owns or operates the intangible asset to profit margins earned by comparable
companies)

Brain Capsule 2

a. Almost 85% of equity research reports are based upon a multiple and comparables.

Arelative valuation model is a business valuation method that compares a firm’s value to that of its competitors
to determine the firm’s financial worth.

The core idea of relative valuations is to convert the values of companies sharing similar attributes to comparable
multiples and then seeing how those stocks stand in relation to their peers.

Steps of Relative Valuation

Choosing the business as similar as possible
" I J
Choose the right financial ratios and
L comparable assets

Compare the two entities

Obtain the results to arrive at the correct
estimate of value of the firm

Comparisons are normally made through the use of valuation ratios. The computation and use of such ratios
should provide meaningful insight about the value of the subject, considering all relevant factors.

The most commonly used multiples are:

a. Revenue or sales multiples
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b. EBITDA multiples
c. Operational multiples
d. Operating free cash flow multiples

e. Earnings multiples
f. Book value multiples
Following methods are used for valuation under this approach:

(i) Comparable companies multiple approach — Market multiples of comparable listed companies are
computed and applied to the company being valued to arrive at a multiple based valuation.

(i) Comparable transaction multiples method — This technique is mostly used for valuing a company
for M&A, the transaction that have taken place in the industry which are similar to the transaction under
consideration are taken into account. For example if in past merger of A company has taken place and if
current merger in consideration is same as of Company A that would be considered for meger of current
company.

(i) Market value method - The Market value method is generally the most preferred method in case of
frequently traded shares of companies listed on stock exchanges having nationwide trading as it is
perceived that the market value takes into account the inherent potential of the company.

Market Value:

The starting point for determining market multiples is the market values of companies whose shares are listed
and hence quoted on a stock exchange.

Publicly listed companies, those with shares listed on stock exchanges, have their share prices quoted by
market makers whose job is to provide a market for shares. This gives an instant picture of a company’s value.
The market value of a company may be derived from multiplying the share price by the number of shares.

Limitations of Relative Valuation Methods

Because relative valuation using the multiples explained above is easy to calculate, no wonder that its use is
so widespread. But because it is based on nothing more than casual observations of multiples based on stock
prices (which are volatile and fluctuate according to the varying emotions of people involved in the markets),
intrinsic value calculation using relative valuation can easily go awry.

Another serious drawback of relative valuation is that the same ease of pulling together a multiple and a group
of comparable firms can also result in inconsistent estimates of value where key variables such as risk, growth,
or cash flow potential are ignored.

But despite these negatives, relative valuation has some potential advantages over other valuation tools. First,
a relative valuation is based upon a multiple and thus it can be calculated with few assumptions and more
quickly than say a DCF valuation.

In conclusion, relative valuations must never be used in isolation to arrive at a company’s intrinsic value.
Instead, it must always be used in conjunction with other tools like DCF for a more accurate measurement of
how much a company’s shares are really worth.

Market based approach is not helpful in following situations:
1. When we need to do valuation of a division of the company
2. Where the shares are not traded or thinly traded

3.  When there is an intention to liquidate and to realise assets and liabilities
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Case Study 2

Valuation in case of merger of Vodafone and Idea
The valuation methods deployed by the appointed CA firms for the merger were as follows:

a) Market Value method: The share price observed on NSE (National Stock Exchange) for a suitable time
frame has been considered to arrive at the valuation.

b) Comparable companies’ market multiple method: The stock market valuations of comparable companies
on the BSE and NSE were taken into account.

c) NAV method: The asset based approach was undertaken to arrive at the net asset value of the merging
entities as of 31st December 2016.

Surprisingly, the DCF method was not used for valuation purposes. The reason stated was that the managements
to both Vodafone and Idea had not provided the projected (future) cash flows and other parameters necessary
for performing a DCF based valuation.

The final valuation done using methods a to ¢ gave a basis to form a merger based on the ‘Share Exchange’ method.

Above information extracted from: ‘Valuation report’ filed by Idea Cellular with NSE

OTHER METHODS OF VALUATION

1. Discounted Cash Flow (DCF)

It is one of the method of valuation which is used to calculate the present value of a firm by discounting the
expected returns to their present value by using the weighted average cost of capital (WACC). DCF expresses
the present value of the business as a function of its future cash earnings capacity.

In this method, the appraiser estimates the future free cash flows of any business. The future free cash flow is
calculated after considering all operating expenses, taxes, and necessary investments in working capital and
capital expenditure.

Valuing equity using the free cash flow to stockholders requires estimating only free cash flow to equity holders,
after debt holders have been paid off. This method is more appropriate when future returns are expected to be
substantially different from current operations. This method usually has two stages, the first stage involves a
discreet forecast of future earnings or cash flow to be discounted to the present using a discount rate and the
second stage involves the construction and discounting of a terminal value. The terminal value is determined
when the entity’s future return stream is expected to achieve stable long-term growth.

There are certain steps in performing a DCF valuation. These are:
The discounted cash flow (DCF) model is applied in the following steps:
1. Determine the time horizon.
2. Estimate the future cash flows of the target based on the assumption.
3. Estimate the terminal value of the target at forecast horizon.
4. Estimate the cost of capital appropriate for the target.
5. Discount the estimated cash flows to give a value of the target.
Limitation

In addition to being cumbersome and complex, a major disadvantage of this method of analysis is that the
accuracy of values varies greatly based on the assumptions made, and the values are often expressed as a
range.
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Any small changes in inputs can lead to widely fluctuating results. However, the main advantage of DCF
analysis lies in the fact that it is the closest to intrinsic stock value. It is also a futuristic and fundamental method
of evaluation.

2. Economic Value Added Approach

Economic value added (EVA) is the economic profit by the company in a given period. It measures the company’s
financial performance based on the residual wealth calculated by deducting its cost of capital from its operating
profit, adjusted for taxes on a cash basis.

It helps to capture the true economic profit of a company like we calculated the Economic Value Added of
investing gold in the above .

The three main components of Economic Value Added (EVA) are:

1. Net Operating Profit After Tax

2. Capital Invested

3. WACC i.e. the Weighted Average Cost of Capital
Economic Value Added can be calculated with the help of the following formula:
Economic Value Added = Net Operating Profit After Tax — (Capital Invested x WACC)

Here, Capital Invested x WACC stands for the cost of capital. This cost is deducted from the Net Operating
Profit After Tax to arrive at the economic profit or the residual wealth created by the organization.

Let’s take a look at an example.

Assume that Company XYZ has the following components to use in the EVA formula:
Net Operating Profit After Tax = Rs. 3,380,000

Capital Investment = Rs. 1,300,000

WACC = .056 or 5.60%

EVA = Rs. 3,380,000 - (Rs. 1,300,000 x .056) = Rs. 3,307,200

Let us try to understand this concept with the help of another example.

Question 5

The balance sheet of ABC Ltd is as follows:

Non Current Assets 220
Current Assets
Trade Receivables 880
Cash and cash equivalents 1000
2000
Shareholders’ funds 1200
Long Term Debt 200
Current Liabilities and Provisions 600
2000
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The shares are actively traded and the Current Market Price (CMP) is 25 per share. Shareholder funds represent
100 shares of 10 each and rest is retained earnings.

Solution
Shares outstanding 100
CMP 25
Market Capitalization 2500
Add: Debt 200
Less: Cash & Cash equivalents 1000
Enterprise Value (EV) 1700

3. Dividend Discount Model

It is a way of valuing a company based on the theory that a stock is worth the discounted sum of all of its future
dividend payments. In other words, it is used to evaluate stocks based on the net present value of the future
dividends.

Financial theory states that the value of a stock is the worth all of the future cash flows expected to be generated
by the firm discounted by an appropriate risk-adjusted rate. We can use dividends as a measure of the cash
flows returned to the shareholder.

Some examples of regular dividend paying companies are TCS, Infosys, Coal India etc. We can use Dividend
Discount Model to value these companies.

The dividend discount model (DDM) seeks to estimate the current value of a given stock on the basis of the
spread between projected dividend growth and the associated discount rate. The DDM calculates this present

value in the following manner:
Present Stock Value = Dividend,, . /(R

Discount RDividend Growth)

Inthe DDM, a present stock value that is higher than a stock’s market value indicates that the stock is undervalued
and that it is a good time to purchase shares.

Question 6
XYZ declares a dividend of two rupees per share and is currently valued at Rs. 125 in the market.

Based on the stock’s dividend history, a broker determines a dividend growth rate for the stock of five percent
per year and a discount rate of seven percent. The present stock value is calculated as follows:

Present Stock Value = Rs.2.00 per share / (0.07 discount — 0.05 dividend growth) = Rs. 2.00 / 0.02
=Rs. 100

With a calculated present value of Rs. 100 against a market value of Rs. 125, stock XYZ is overvalued in this
instance and represents an opportunity to sell.

Advantages
There are three major reasons why the dividend discount model is a popular valuation technique:

1. Simplicity of Calculations
Once investors know the variables of the model, calculating the value of a share of stock is very
straightforward. It only takes a little of algebra to calculate the price of stock.
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2. Sound and Logical Basis for the Model

The model is based on the premise that investors purchase stocks so that they can get paid in the future. Even
though there are a number of reasons that investors may purchase a security, this basis is correct. If investors
never received a payment for their security it wouldn’t be worth anything.

3. The Process Can Be Reversed to Determine Growth Rates Experts Predicted

After looking at the price of a share of stock, investors can rearrange the process to determine the dividend
growth rates that are expected for the company. This is useful if they know the predicted value of a share of
stock but want to know what the expected dividends are.

Disadvantages

Although many investors still use the model, it has become a lot less popular in recent years for a variety of
reasons:

a) Reflects Rationality, Not Reality: The dividend discount model is based on the concept that investors
invest in stocks that are most likely to pay them the most. Although this is the way that investors
should behave, it does not always reflect the way investors actually behave. Many investors purchase
stocks for reasons that have nothing to do with the company’s financial position or its future dividend
payments. Some investors purchase a company that happens to be more glamorous or interesting.
This often explains why there is a discrepancy between a stock’s intrinsic value and the actual market
value.

b) Difficulty Determining the Variables that go into the Model: The dividend discount model is simple
to use. However, it is difficult to determine the numbers that go into it, which can yield inaccurate results.
Companies are often unpredictable with their dividends, so forecasting them for this model is difficult. It
is also very difficult to estimate the future sales of a company, which influences a corporation’s abilities
to maintain or grow dividends.

c) Dividends Aren’t the Only Way Earnings Have Value to Investors: Investors may be primarily
concerned with dividends, but all earnings are still owned by investors. Dividends only represent the
share of earnings that a corporation chooses to pay out. Retained earnings are still owed to investors
and still count towards their wealth. This is why newer models evaluate the overall cash flow of a
company, not the amount that is paid back to investors.

d) Investor Bias : Investors have a tendency to confirm their own expectations. This means that most
investors are going to come up with their own values for a stock since many of the inputs here are
somewhat subjective. Only those who can force themselves to be objective are likely to find accurate
variables for the model.

4. Sensitive Valuation Model

This model is very sensitive to small changes in input variables. Therefore, it can be easy to accidentally identify
a security as being over priced or under priced if you are slightly off with your estimate of specific input.

5. Useless for Valuing Stocks with No Current or Near-Future Dividend Payments

As mentioned earlier, investors can only receive value from a company that will pay them dividends at some
point. However, some companies don’t currently offer dividends at a given time and aren’t expected to in the
near future. A decade ago, Microsoft had never paid a dividend, but was one of the most successful stocks
ever. Investors knew the value behind the company and that they could receive dividends later on. However,
the dividend discount model would have been a useless way to try to value the stock.
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OVERVIEW OF OPTION PRICING VALUATIONS

Option pricing refers to the amount per share at which an option is traded.

Options are derivative contracts that give the holder (the “buyer”) the right, but not the obligation, to buy or sell
the underlying instrument at an agreed-upon price on or before a specified future date.

Although the holder of the option is not obligated to exercise the option, the option writer (the «seller») has an
obligation to buy or sell the underlying instrument if the option is exercised.

There are two factors which determine the price of option:

1. Intrinsic Value: The intrinsic value is the difference between the underlying spot price and the strike price, to
the extent that this is in favour of the option holder. For a call option, the option is in-the-money if the underlying
spot price is higher than the strike price; then the intrinsic value is the underlying price minus the strike price.
For a put option, the option is in-the-money if the strike price is higher than the underlying spot price; then the
intrinsic value is the strike price minus the underlying spot price. Otherwise the intrinsic value is zero.

In summary, intrinsic value:

= current stock price — strike price (call option)
strike price — current stock price (put option)
2. Time value

The option premium is always greater than the intrinsic value. This extra money is for the risk which the option
writer/seller is undertaking. This is called the Time value.

Time value is the amount the option trader is paying for a contract above its intrinsic value, with the belief that
prior to expiration the contract value will increase because of a favourable change in the price of the underlying
asset. The longer the length of time until the expiry of the contract, the greater the time value. So,

Time value = option premium — intrinsic value
Other factors affecting premium

There are many factors which affect option premium. These factors affect the premium of the option with varying
intensity. Some of these factors are listed here:

e Price of the underlying: Any fluctuation in the price of the underlying (stock/index/commodity) obviously
has the largest effect on premium of an option contract. An increase in the underlying price increases
the premium of call option and decreases the premium of put option. Reverse is true when underlying
price decreases.

e Strike price: How far is the strike price from spot also affects option premium. Say, if NIFTY goes from
5000 to 5100 the premium of 5000 strike and of 5100 strike will change a lot compared to a contract
with strike of 5500 or 4700.

e Volatility of underlying: Underlying security is a constantly changing entity. The degree by which its price
fluctuates can be termed as volatility. So a share which fluctuates 5% on either side on daily basis is
said to have more volatility than e.g. stable blue chip shares whose fluctuation is more benign at 2—3%.
Volatility affects calls and puts alike. Higher volatility increases the option premium because of greater
risk it brings to the seller.

e Payment of Dividend: Payment of Dividend does not have direct impact on value of derivatives but it
does have indirect impact through stock price. We know that if dividend is paid, stock goes ex-dividend
therefore price of stock will go down which will result into increase in Put premium and decrease in Call
premium.
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Apart from above, other factors like bond yield (or interest rate) also affect the premium. This is because the
money invested by the seller can earn this risk free income in any case and hence while selling option; he has
to earn more than this because of higher risk he is taking.

Pricing models

Because the values of option contracts depend on a number of different variables in addition to the value of the
underlying asset, they are complex to value.

Amongst the most common models are:
e Black—Scholes model
e Lattice models: Binomial options pricing model; Trinomial tree
¢ Monte Carlo option model
¢ Finite difference methods for option pricing

The Black-Scholes formula (also called Black-Scholes-Merton) was the first widely used model for option
pricing. It's used to calculate the theoretical value of European-style options using current stock prices, expected
dividends, the option’s strike price, expected interest rates, time to expiration and expected volatility.

The formula, developed by three economists — Fischer Black, Myron Scholes and Robert Merton — is perhaps
the world’s most well-known options pricing model. It was introduced in their 1973

Black-Scholes is a pricing model used to determine the fair price or theoretical value for a call or a put option
based on six variables such as volatility, type of option, underlying stock price, time, strike price, and risk-
free rate. The quantum of speculation is more in case of stock market derivatives, and hence proper pricing
of options eliminates the opportunity for any arbitrage. There are two important models for option pricing —
Binomial Model and Black-Scholes Model. The model is used to determine the price of a European call option,
which simply means that the option can only be exercised on the expiration date.

The Black-Scholes model makes certain assumptions:
e The option is European and can only be exercised at expiration.
e No dividends are paid out during the life of the option.
e Markets are efficient (i.e., market movements cannot be predicted).
e There are no transaction costs in buying the option.
e The risk-free rate and volatility of the underlying are known and constant.

e The returns on the underlying are normally distributed.
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The variables are:
S = current stock price

X = strike price of the option
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t = time remaining until expiration, expressed as a percent of a year

r = current continuously compounded risk-free interest rate

v = annual volatility of stock price (the standard deviation of the short-term returns over one year).

In = natural logarithm

N(x) = standard normal cumulative distribution function

e = the exponential function

Valuation by Registered Valuer

Registered Valuer is one among the many new concepts introduced by the Companies Act, 2013 which
provides for a proper mechanism for valuation of the various assets and liabilities related to a company and to
standardize the procedure thereof.

Registered Valuer means a person registered as a Valuer under Chapter XVII of the Act.

A person who is registered as a Registered Valuer in pursuance of Section 247 of the Act with the Central
Government and whose name appears in the register of Registered Valuers maintained by the Central
Government or any authority, institution or agency, as may be notified by the Central Government only can act
as a registered valuer.

As per Section 247 of the Act —

(1)

()

®)

Where a valuation is required to be made in respect of any property, stocks, shares, debentures,
securities or goodwill or any other assets (herein referred to as the assets) or net worth of a company
or its liabilities under the provision of this Act, it shall be valued by a person having such qualifications
and experience and registered as a valuer in such manner, on such terms and conditions as may be
prescribed and appointed by the audit committee or in its absence by the Board of Directors of that
company.

Further, in exercise of the powers conferred by Section 458 of the Companies Act, 2013 (18 of 2013),
the Central Government hereby delegates the powers and functions vested in it under section 247 of
the said Act to the Insolvency and Bankruptcy Board of India, subject to the condition that the Central
Government may revoke such delegation of powers or it may exercise the powers under the said
section, if in its opinion such a course of action is necessary in the public interest.

The valuer appointed shall, —

(@) make an impartial, true and fair valuation of any assets which may be required to be
valued;

(b) exercise due diligence while performing the functions as valuer;
(c) make the valuation in accordance with such rules as may be prescribed; and

(d) not undertake valuation of any assets in which he has a direct or indirect interest or becomes
so interested at any time during or after the valuation of assets. In this regard, it is pertinent to
peruse Section 74 of Companies (Amendment) Act, 2017 (Corresponding Section 247- Valuation
by Registered Valuers as per Companies Act, 2013) provide that the restriction on appointment
of a registered valuer by providing that registered valuer has been diluted can be appointed for
valuation of an asset in which he has a direct or indirect interest or becomes so interested during
a period of three years prior to appointment as valuer or three years after valuation of assets.

If a valuer contravenes the provisions of this section or the rules made there under, the valuer shall be
punishable with fine which shall not be less than twenty-five thousand rupees but which may extend
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to one lakh rupees: Provided that if the valuer has contravened such provisions with the intention to
defraud the company or its members, he shall be punishable with imprisonment for a term which may
extend to one year and with fine which shall not be less than one lakh rupees but which may extend to
five lakh rupees.

Where a valuer has been convicted under sub-section (3), he shall be liable to —
(i) refund the remuneration received by him to the company; and

(i) pay for damages to the company or to any other person for loss arising out of incorrect or
misleading statements of particulars made in his report.

EFFECT OF VALUATION BY EXPERTS

It is well said that the valuation of shares is a technical matter, requiring considerable skill and expertise.

If the same has been worked out and arrived at by experts then the same should be accepted, more so, if
the same has the approval of the shareholders. That is to say, where the valuation done by the company’s
auditors is approved by the majority of shareholders and is also confirmed by eminent experts, who are
appointed by the Tribunal to examine the valuation so made, as fair, and the valuation is not shown to be
unfair or unjust, it would be extremely difficult to hold that the valuation so made is unfair

The Tribunal while approving the scheme of merger or amalgamation does not look into the basis of
fixing of exchange ratio in great detail. If a Registered Valuer has given the exchange ratio and the
same is accepted by the requisite majority of the shareholders, the Tribunal will only see whether there
is any manifest unreasonableness or manifest fraud involved in the matter, they would not question on
the exchange ration otherwise.

Thus, now, the law has been well settled by the Supreme Court in Miheer H. Mafatlal it was held that
if the exchange ratio has been worked out by a recognised firm of chartered accountants who are
experts in the field of valuation, and if no mistake can be pointed out in the said valuation, it is not for
the court to substitute its exchange ratio, especially when the same has been accepted without demur
by the overwhelming majority of the shareholders of the two companies or to say that the shareholders
in their collective wisdom should not have accepted the said exchange ratio on the ground that it will be
detrimental to their interest.

It is not the part of the judicial process, said the Supreme Court in Hindustan Lever Employees’ Union
v. Hindustan Lever Ltd., to examine entrepreneurial activities to ferret out flaws. The court is least
equipped for such oversights, nor indeed is it a function of the judges in our constitutional scheme. It
cannot be said that the internal management, business activity or institutional operation of public bodies,
can be subjected to inspection by the court. To do so is incompetent and improper and, therefore, out
of bounds.

Where the determination of the market price has been entrusted to a reputed valuer, there is no reason
to doubt about his competence unless mala fides are established against him. Allegations of mala
fides are easy to make but difficult to substantiate. Unless the person who challenges the valuation
satisfies the court that the valuation arrived at is grossly unfair, the court will not disturb the scheme of
amalgamation which has been approved by the shareholders of two companies, who are, by and large
well informed persons of commercial world. The only ground on which the valuation of the expert can b
e set aside is presence of fraud or mala fides on the part of the experts.

Valuation Standards

One of the most critical areas in finance is Valuation. It plays a key role in many areas of finance such as buy/
sell, solvency, merger and acquisition. It also plays an important role in the Insolvency Resolution regime where
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Liquidation value has to be ascertained by Resolution professional through the Registered Valuers.

To standardise the various principles, practices and procedures followed by registered valuers/ valuation
professionals in valuation of assets and liabilities, Valuation Standards Board of the Institute of Chartered
Accountants of India has formulated the Draft Indian Valuation Standards.

At this juncture, it is important to refer Rules, 8, 18 and 19 of the Companies (Registered Valuers and Valuation)
Rules, 2017.

(a) Rule 8 (Refusal to grant certificate):

1) If, after considering an application made under Rule 7, the Registration Authority is of the prima facie opinion
that the registration ought not be granted, it shall communicate the reasons for forming such an opinion within
forty-five days of receipt of the application, excluding the time given by it for removing the deficiencies, presenting
additional documents or clarifications, or appearing in person, as the case may be.

Rule 7 deals with Application for certificate of registration (for more details, please refer to http.//www.mca.gov.
in/Ministry/pdf/Companies _Registered Valuers Rules 2017.pdf)

2) The applicant shall submit an explanation as to why his/its application should be accepted within fifteen
days of the receipt of the communication under subrule (1), to enable the Registration Authority to form a final
opinion.

3) After considering the explanation, if any, given by the applicant under sub- rule (2), the Registration Authority
shall communicate its decision to-

(a) accept the application, along with the certificate of registration, or

(b) reject the application by an order, giving reasons thereof within thirty days of receipt of explanation.
(b) Rule 18 (Valuation Report)
The valuer shall, in his/ its report, state the following:-

(a) background information of the asset being valued;

(b) purpose of valuation and appointing authority;

(c) identity of the valuer and any other experts involved in the valuation;

(d) disclosure of valuer interest/conflict, if any;

(e) date of appointment, valuation date and date of report;

(f) sources of information;

(g) procedures adopted in carrying out the valuation;

(h) valuation methodology;

(i) major factors that influenced the valuation;

)

(k) caveats, limitations and disclaimers

conclusion; and

(c) Rule 19 (Cancellation or suspension of certificate of registration or recognition)

The Registration Authority may cancel or suspend the registration of a valuer or recognition of a valuation
professional organisation —

(a) in public interest; or
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on violation of the provisions of the Act, these Rules or any condition of registration or recognition, as
the case may be;

In the manner prescribed in Rule 20. For more details, please refer to http://www.mca.gov.in/Ministry/pdf/
Companies_Registered Valuers Rules 2017.pdf

Summary of Valuation Report

A summary report is structured to provide an abridged version of the information that would be provided in
a detailed report, and therefore, need not contain the same level of detail as a detailed report. However, a
summary report should, at a minimum, include the following:

-_—

N N G O U
2

17.
18.
19.
20.
21.
22.
23.
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Identification of the subject being valued;

Description of the interest being valued;

Ownership size, nature, restrictions and agreements;
Valuation date

Report date;

Purpose and use of the valuation;

Intended users of the valuation

Type of report issued

Definition of the standard

Identification of the premise of value;

Valuation approaches and method(s) utilized by the Valuer;
Historical financial statement summaries, when applicable;
Identification of the assumptions, limiting conditions and scope limitations;
Reliance on a specialist;

Jurisdictional exceptions and requirements;

Limitations on use of the report — all valuation services vary as to specific assumptions, limiting
conditions and scope, therefore, the Valuer must identify material matters considered;

Sources of information;

A statement of Financial Interest;

Whether Valuer is obligated to update the report;
Disclosure of any contingency fee;

Qualifications of Valuer; and

Disclosure of subsequent events in certain circumstances

Responsible Valuer signature — the Valuer who has primary responsibility for the determination of value
must sign or be identified in the report;

iv) In exercise of the powers conferred by section 24T read with section 469 of the Companies Act, 2013 (18 of
20I3), the Central Government hereby makes the following rules further to amend the Companies (Registered
Valuers and Valuation) Rules, 2017, namely:
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1. (1) These rules may be called the Companies (Registered Valuers and Valuation) Fourth Amendment Rules,
2018.

(2) They shall come into force on the date of their publication in the Official Gazette.

2. In the Companies (Registered Valuers and Valuation) Rules, 20 |7 (hereinafter referred to as “the said rules”),
in rule |,

(a) for the marginal heading, the following marginal heading shall be substituted, namely:
“Short title, commencement and application”;
(b) after sub-rule (2), the following sub-rule shal1 be inserted, namely:

“(3) These rules shall apply for valuation in respect of any property, stocks, shares, debentures,
securities or goodwill or any other assets or net worth of a company or its liabilities under the provision
of the Act or these rules.

Explanation.- It is hereby clarified that conduct of valuation under any other law other than the Act or
these rules by any person shall not be affected by virtue of coming into effect of these rules.”.

3. In the said rules, in rule 3, in sub-rule (2),

(a) in clause (a), the word “not” shall be omitted;

(b) in clause (c), after the brackets and letter “(e)”, the brackets and letter “(f),” shall be inserted.
4. In the said rules, in rule 4,-

(a) in clause (c), the words, brackets and letters “and having qualification mentioned at clause (a) or (b)”
shall be omitted;

(b) in Explanation II, the words “and examination or training” shall be omitted;
(c) after Explanation I, the following Explanation shall be inserted, namely:

“Explanation Ill.- For the purposes of this rule and Annexure IV, tquivalent’ shall mean professional and
technical qualifications which are recognised by the Ministry of Human Resources and Development as
equivalent to professional and technical degree.”

5. In the said rules, in rule 10, the words “and he may conduct valuation as per these rules if required under any
other law or by any other regulatory authority” shall be omitted.

6. In the said rules, in rule 11, the Explanation shall be omitted.

7. In the said rules, in rule 12, in sub-rule(l), in clause (ii), for the words “a professional institute’, the words ‘it is
a professional institute” shall be substituted.
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Eligibility Qualification and Experience for Registration as Valuer

Asset Class Eligibility / Qualifications Experience in specified
discipline.
Plant and Machinery (i) Graduate in Mechanical, Electrical, | (i) Five years

Electrontc and Communication, Electronic
and Instrumentation, Production, Chemical,
Textiles, Leather, Metallurry, or Aeronautical
Engineering, or Graduate in Valuation of Plant
and Machinery or equivalent;

(ii) Three years

(i) Post Graduate on above courses.

Land and Building (i) Graduate in Civil Engineering, Architecture, | (i) Five years
Town Planning or equivalent;

(i) Post Graduate on above courses and also | (ii) Three years
to valuation of land and building or Real Estate
Valuation (a two-year full time post-graduation
Course)

Securities or Financial Assets | (i) Member of Institute of Chartered Accountants | Three years
of India, Member of Institute of Company
Secretaries of India, Member of the Institute of
Cost Accountants of India, Master of Business
Administration or Post Graduate Diploma
in Business Management (specialisation in
finance).

(i) Post Graduate in Finance

Any other asset class along with corresponding qualifications and experience in accordance with rule 4 as
may be specified by the Central Government.

Note.- The eligibility qualification means qualification obtained from a recognised Indian University or equivalent
Institute whether in India or abroad.”.

THE INTERNATIONAL VALUATION STANDARDS COUNCIL

The International Valuation Standards Council was established as an international organisation to set
standards for valuation. Through the International Valuation Standards Board, the IVSC develops and maintains
standards on how to undertake and report valuations, especially those that will be relied upon by investors and
other third party stakeholders. The IVSC also supports the need to develop a framework of guidance on best
practices for valuations of the various classes of assets and liabilities and for the implementation by properly
trained professionals around the globe.

The IVSC has published International Valuation Standards (IVS) since 1985.

Membership of IVSC is open to organisations of users, providers, professional institutes, educators, and
regulators of valuation services. IVSC members appoint the IVSC Board of Trustees.

In nutshell, valuations of businesses, business ownership interests, securities, tangible or intangible assets may
be performed for a wide variety of purposes including the following:
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e \Valuation for financial transactions such as acquisitions, mergers, leveraged buyouts, initial public
offerings, employee stock ownership plans and other share based plans, partner and shareholder buy-
ins or buyouts, and stock redemptions.

e Valuation for Dispute Resolution and/ or litigation/pending litigation relating to matters such as marital
dissolution, bankruptcy, contractual disputes, owner disputes, dissenting shareholder and minority
ownership oppression cases, employment disputes and intellectual property disputes.

Valuation for Compliance-oriented engagements, for example
(a) Financial reporting and

(b) Tax matters such as corporate reorganizations; income tax, Property tax, purchase price allocations;
and charitable contributions.

Other purposes like valuation for planning, internal use by the owners, etc.

The same business may have different values if different standard of value is used and different approaches are
adopted. The rising demand for valuation services has given new avenues for the finance professionals. Going
forward more and more professional would be engaged in performing valuation services.

Case Study 3

Ranbaxy Laboratories Limited

Background: Ranbaxy was founded in 1937 and derived its name from that of its founders — Ranijit Singh and
Gurbax Singh. It started out as the Indian distributor of vitamins and anti tuberculosis drugs for a Japanese
pharmaceutical company. After the Second World War, Ranbaxy continued its role as a distributor and ventured
in manufacturing drugs by setting up its first plant in 1961. Ranbaxy’s first real breakthrough came in 1969 with
Calmpose, a copy of Roche patented Vellum tranquillizer. By 1971, Ranbaxy had extended its strong position in
anti infectives in the Indian market and expanded manufacturing capacity to keep pace with sales.

Strategic Shift

Due to the changing business conditions, it had become essential in 1993 to change the strategy of the company
in order to tap rising opportunities. The senior management team of Ranbaxy underwent a strategic planning
exercise called Vision 2003. Ranbaxy aimed to achieve two milestones by 2003; 1 billion in revenues and the
development of one new therapeutic chemical molecule. The mission statement to become an international,
research based pharmaceutical company was posed with many challenges at all levels of the company. The
company had to redefine its product offerings and the markets it served. In structuring the foreign ventures,
Ranbaxy focused on the entire value chain to maximize margins. In February 2004, Ranbaxy crossed as $1
billion mark in its turnover.

In 2003, a gain a strategic planning revival exercise took place with a new plan in place called Vision 2012:
— Aspire to be a $ 5 billion company by 2012
— Become a top 5 global generics pharma company
— Significant income from the proprietary products
The company has decided to focus on the following therapeutic areas to meet its Vision 2012:
— Infectious Diseases (Anti-bacterial and Anti-fungals),
— Urology (Benign Prostatic Hyperplasia (BPH) and Urinary Incontinence),
— Metabolic Diseases (Type 2 Diabetes, Hyperlipidemia) and

— Inflammatory/Respiratory diseases (Asthma, Chronic Pulmonary Obstructive Disease and Rheumatoid
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These choices allow Ranbaxy to enter large markets with significant unattended medical needs and to build
on its research strengths. In 2008, Ranbaxy achieved a consolidated sale of $ 1.7 billion. Its geographic and
therapeutic sales break up is shown in Table 12.6 below:

Table 1 — Geographic and Therapeutic Sales of Ranbaxy in 2008

Region % Major Therapy %
North America 27 Anti-infective 37
European Union 20 Cardiovascular 16
India 18 Gastrointestinal NA
Asia (Excluding India) 6 Musculoskeletal 8
Russia and Ukraine 7 Central Nervous System 6
Africa and Latin Amarica 12 Respiratory 6

The Deal Value

According to details of the deal, the enterprise value of Ranbaxy is estimated to be US $ 8.5 billion at 737 price
per share. The negotiated price of 737 represented a premium of 31.4% over the market price of Ranbaxy on
the day of announcement. When the deal finally closed in November 2008, DIS had acquired 63.92% of the
equity share capital of Ranbaxy as given below in table 2.

Table 2. — Daiichi-Sankyo acquisition of Ranbaxy

Date of Acquisition | Particulars Number of Shares | % of Shareholding
October 15, 2008 Acquisition of Shares under Open Offer | 92,519,126 22.01
pursuant to Regulation 10 & 12 of the
SEBI (Substantial Acquisition of Shares
and Takeovers) Regulation, 1997 @ 737
per share
October 20, 2008 Allotment of Shares on Preferential basis | 46,258,063 11.00
October 20,2008 | @ 737 per share 81,913,234 19.49
November 07, 2008 Acquisition of Shares from the then 48,020,900 11.42
Promoters of the Company @ 737 per
share (First tranche)
Acquisition of Shares from the then
Promoters of the Company @ 737 per
share (First tranche)
Total 268,711,323 63.92
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How much did Daiichi-Sankyo pay

Nature of Transaction

Open market share purchases

Share purchases from founding family

(Gain of Promoters)

Share purchases by issuances of new shares
(Money infused in Ranbaxy’s balance sheet)
Direct acquisition related expenditures

Total

How did Daiichi-Sankyo value Ranbaxy
Assets and Liabilities

Book value of assets and liabilities (Cash, Inventory etc.)
Inventories

(Increase in inventories in fair value)

Tangible assets (Land)

Intangible assets (Leasehold land)

Intangible assets (Increase in current products, etc. to fair value)
In-process R&D expenses

Deferred tax liability

Minority Interests

Goodwill

Total consideration

Valuation of Ranbaxy Laboratories Ltd.

Price paid per share by Daiichi

52 week high/low as on 11" June 2008 for Ranbaxy share
Valuation of 63.92% stake by Daiichi

Valuation of 100% equity of Ranbaxy as per the deal

Enterprise Valuation of Ranbaxy (on a fully diluted basis)

Market Capitalization of Ranbaxy as on 30" May 2009 (Conclusion of Deal)

Acquisition Consideration (in million yens)

169,407
230,970

85,001

2,974
488,352

Value Attributed (Yen billions)

78.8
2.0

10.0
5.9
41.0
6.9
(20.0)
(45.0)
408.7
483.3

737

593/300
19804 crores
30982 crores
$8.5 billion
10434 crores

83.69
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Table 3 — Impact of Ranbaxy deal on Daiichi-Sankyo Balance Sheet

Region In Yens | Remarks
Billion

Net Profit/(Loss) for Daiichi-Sankyo in FY 2008 97.6 Recording of Y 351.3 billion in extraordinary
losses due to a one-time write-off goodwill
pertaining to the investment in Ranbaxy.

Net Profit/(Loss) for Daiichi-Sankyo in FY 2008 (215.5)

Net cash used in investing activities in FY 2008 49.4 It is due to the cash acquisitions of shares in
U3 Pharma and Ranbaxy, which entitled cash
outflows

Net cash used in investing activities in FY 2009 413.8

Short term bank loans in FY 2009 0.1 Borrowings for the acquisition of Ranbaxy’s
share Y + 240.0 billion

Short term bank loans in FY 2009 264.3 | Increase by consolidation of Ranbaxy

Financing of Deal

Daiichi-Sankyo funded the acquisition through debt and existing cash reserves. Daiichi-Sankyo has taken a
short and long term loans of 240 billion yens. That's almost 50% of the total funding requirement of the deal.

Strategic Reasons

The acquisition shall pave this way for creating a new and complementary hybrid business model that provides
sustainable growth by diversification that spans the full spectrum of pharma business. The expected synergistic

benefits are summarized in the exhibit below:

Presence in Emerging

Markets for Daiichi-Sankyo

Geographic

Entry into non-proprietary
drugs for Daiichi-Sankyo

Product extension

(

LSynergy

Realisation of Sustainable

Growth through a

complementary business

model

Acceleration of innovation
drug creation by optimizing
value chain efficiency |

While DIS grew at 4.7% in 2007 to $7.12 billion, Ranbaxy grew at over 10% to $ 1.6 billion. While the world
pharma industry grew at 6%, the generic segment is growing at 11%. The pursuit of the hybrid business model
would help DIS to improve its growth rate substantially. Daiichi would be able to extend its reach to 56 countries

from 21 countries where they currently operate.
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Benefits to Daiichi Sankyo

In addition to the expected synergies, DIS will be benefited most by the low-cost manufacturing infrastructure
and supply chain strengths of Ranbaxy. Further, DIS will be able to bring in efficiency in its operations by
sourcing APIs6 and finished dosage products from Ranbaxy’s 9 manufacturing plants in India and many more
in other countries.

The R&D facilities of Ranbaxy would be used by DIS to not only reduce some of its R&D expenses, but also use
competencies of Ranbaxy scientists to faster new product development. DIS is also expected to get Zenotech’s
expertise in the areas of biologies, oncology and specialty injectibles.

Benefits to Ranbaxy

According to the promoters of Ranbaxy, the deal was meant to take it to the next level of growth. With India
honouring the product Patent regime from 2005, Generic drug companies are finding it more difficult to make
similar versions of innovative drugs. (ii) further, tough times ahead has forced global generic majors to merge or
buy or become generic behemoths, e.g., Sandoz’s acquisition of German company Hexal in 2005.

Besides, there was a strong feeling that perhaps the game is over for Indian drug companies unless they pull up
their socks and strengthen their R&D. Analysts feel that promoters of Ranbaxy could visualize this in advance
and got the best possible deal while the going was still good and made a very decent, honorable and attractive
exit.

Risk Involved

The Food and Drug Administration (FDA) issued two warning letters to Ranbaxy Laboratories and an Import
Alert for generic drug produced by Ranbaxy’s Dewas and Paonta Sahib plants in India on 16 September 2008.
US officials could detain at the US border, any API and finished drugs manufactured at these plants. Analysts
estimate the loss of business to Ranbaxy as a result of this development to be at $40 million. This development
has resulted in sharp fall of Ranbaxy share price by 6.6% on BSE.

Just a week after DIS announcement Ranbaxy announced the settlement of its protracted multi-country battle
over Pfizer’s $12 billion cholesterol drug lipitor. Ranbaxy had entered into an agreement wit Pfizer Inc. to settle
most of the patent litigation worldwide over lipitor. After the announcement, Ranbaxy shares saw a dip by 7.7%
as against Bombay Stock Exchange (B.S.E.) dip of 2.2%.

Analysts have expressed their doubt about the price paid for the acquisition as it was quite high compared to the
present pricing of other Indian generic drug making companies. This many put severe strain on DIS’s financials.

Notes:

1. InOctober 03,2007, Ranbaxy entered into share purchase agreementwith the promoters of Zenotech
Laboratories Ltd. (ZLL) for acquiring 27.35% shares of ZLL’ at a price of 160 per share. On the
completion of the above acquisition, Ranbaxy made the public announcement to the shareholders
of ZLL' to acquire upto 20% shares at a price of 160 per share. On the completion of the above
acquisition, Ranbaxy’ holds 46.79% shares of ZLL. As on October 20, 2008, Ranbaxy held
46.85% shares of ZLL'. As a result of acquisition of Ranbaxy by DIS, DIS has indirectly acquired
46.85% shares of ZLL'. In July, the Madurai bench of the Madras High Court had given stay on the
open offer, following complaints made by minority shareholders. However, DIS got relief from the
Supreme Court to go ahead with the offer.

2. India changed its policy of Patent regime from product to process in 1970 after enactment of Indian
Patent Act. This has opened doors of reverse engineering to prepare formulations. This has helped
Indian pharma companies in developing their capabilities at manufacturing low cost APIs, which global
majors were selling at extremely high prices. In 2005, the wheel of patent perfection came a full circle
as India amended the Patent Act, to recognize the product patent under the obligation of WTO regime.
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3. Under the agreement, Ranbaxy will delay the start of its 180 days exclusively period for a generic
version of lipitor, until November 2011. While the settlement avoided further legal cost for Ranbaxy in
fighting Pfizer, if it had won the case, Ranbaxy could have introduced generic version as early as March
2010.

4. DIS plans to record a valuation loss of $3.99 billion on its shares in its India based subsidiary Ranbaxy
Laboratories to reflect the decline in the market value of shares.

On a non correlated basis DIS plans to record a non-cash valuation loss of $3.99 billion on its shares in
Ranbaxy in its third quarter to reflect a more than 50% decline in market value of these securities versus the
purchase price. The company said in a statement on the company’s website.

DIS sees no impact on its forecasts for non-consolidated net-sales, operating income or ordinary income for the
third-quarter as a result of these anticipated extraordinary losses. The company also sees no impact in cash
flows. However, these items will have a significant negative impact on the company’s consolidated financial
results for the net income for the year 2008-09. Reacting to this news DIS shares fell 1.2% on the Tokyo stock
exchange.

Practice Questions on Valuation
Question 7

Jupitor Ltd. wishes to taken-over Tally Ltd. Financial details of both the companies are as under:

Liabilities Jupitor Ltd. Tally Ltd

(Rs in ‘000) (Rs in ‘000)
Equity share (Rs.10 per share) 1,00,000 50,000
Shares Premium account - 2,000
Profit and loss account 38,000 4,000
Preference Shares 20,000 -
10% Debentures 1,73,000 61,000

Maintainable annual profit (after tax)

for equity shareholders (Rs.in ‘000) 24,0000 15,000
Market price per equity share (Rs) 24 27
Price-earnings ratio 10 9

You are required to answer the following:
(a) What offer do you think jupitor Itd. could make to tally Itd. in terms of exchange ratio based on-
(i) Net asset value
(i) Earnings per share; and

(i) Market price per share?
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Answer:

(i) Exchange ratio on the basis of net asset value:

Jupitor Ltd Tally Limited
Fixed Assets 1,22,000 35,000
Net Current assets 51,000 26,000
Total 1,73,000 61,000
Less:
10% Debentures 15,000 5,000
Preference shares 20,000 -
Net Assets 1,38,000 56,000
Shares 10,000 5,000
Net Asset value per shares 13.80 11.20
Exchange ratio = 11.20/ 13.80
=0.812
(ii) Exchange ratio based on earning per shares
Jupitor Ltd. Tally Ltd.
Earning after tax
For equity shareholders = 24,000 15,000
Shares =10,000 5,000
Earning per share =24 3
Exchange ratio = 3/4 =1.25

(iii) Exchange ratio on the basis of market price per share (MPS)

| Exchange ratio =27/24 | =1.125

Question 8

Blue Ltd. and Moon Ltd. Have agreed to amalgamate to form an new company blue moon Ltd. After negotiation,
the two companies have decided on the balance sheets as given below:

(Rs in ‘000)
Blue Ltd. Moon Ltd.
EQUITY AND LIABILITES
(1) Shareholders’ funds
(a) Share capital
Equity Shares of Rs.10 each 5,00,000 10,00,000

(b) Reserves and surplus
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Reserve fund 20,000 -

Surplus 40,000 40,000

(2) Current liabilities

Trade payables 40,000 60,000

TOTAL 6,00,000 11,00,000
Blue Ltd. Moon Ltd

ASSETS

(1) Non-current assets

(i) Tangible asset

(a) Land and building 2,00,000 4,25,000
(b) Plant and machinery 1,7 0,000 2,75,000
(i) Intangible assets (Good Will) 50,000 1,00,000
(2) Current assets
(a) Inventories 80,000 1,20,000
(b) Trade receivables 30,000 1,00,000
(c) Cash and cash equivalents 70,000 80,000
6,00,000 11,00,000

The assets and liabilities are taken over by blue Moon Ltd. Computer the total number of share of the blue Moon
Ltd. Having a value of Rs.10 each to be issued to the shareholder of blue Ltd. and Moon Ltd. using net asset
value method.

Answer:
Blue Ltd. Moon Ltd
Non-Current and Current Assets Rs. 6,00,000 Rs.11,00,000
Less: Current Liabilities Rs. 40,000 Rs. 60,000
Net Asset Rs.5,60,000 Rs.10,40,000
Share to be issued by Blue & Moon Ltd. 5,60,000/10 10,40,000/10
Number of shares =56,000 =1,04,000
Question 9

The following abridged Balance Sheet as at 31st March, 2017 pertains to A Ltd.

Liabilities Rs. in lakhs | Assets Rs. in lakhs
Share Capital: Goodwill, at cost 420
180 lakhs Equity shares of Rs. 10 1.800 | Other Fixed Assets Current 11,166
each, fully paid up Assets 2.910
90 lakhs Equity shares of Rs. 10 Loans and Advances 933
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each, Rs. 8 paid up 720
150 lakh Equity shares of Rs. 5 each,
fully paid-up 750
Reserves and Surplus 5,457
Secured Loans 4,500
Current Liabilities 1,242
Provisions 960
15,429

15,429

You are required to calculate the following for each one of the three categories of equity shares appearing in

the above mentioned Balance Sheet:

(i) Intrinsic value on the basis of book values of Assets and Liabilities including goodwill;

(i) Value per share on the basis of dividend yield.

Normal rate of dividend in the concerned industry is 15%, whereas Glorious Ltd. has been paying 20%

dividend for the last four years and is expected to maintain it in the next few years; and

(i)  Value per share on the basis of EPS.

For the year ended 31st March, 2017 the company has earned Rs. 1,371 lakhs as profit after tax, which
can be considered to be normal for the company. Average EPS for a fully paid share of Rs. 10 of a

Company in the same industry is Rs. 2.
Answer :

(i) Intrinsic value on the basis of book values

Rs. in lakhs Rs. in lakhs
Goodwill 420
Other Fixed Assets 11,166
Current Assets 2,910
Loans and Advances 933
15,429
Less: Secured loans 4,500
Current liabilities 1,242
Provisions 960 (6,702)
8,727
Add: Notional call on 90 lakhs equity shares @ Rs. 2 per share 180
8,907

Equivalent number of equity shares of Rs. 10 each.

No. of Equity shares

Fully paid shares of Rs.10 each
Partly-paid shares after notional call
Fully paid up share of Rs. 5 each 150 lakh/10*5

180
90
75

345
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Value per equivalent share of Rs 10 each.

Hence, intrinsic values of each equity share are as follows:

Value of fully paid share of Rs. 10 = Rs.25.82 per equity share.

Value of share of Rs. 10, Rs. Rs. 8 paid-up = Rs. 25.82 — Rs. 2 = Rs. 23.82 per equity share.

Value of fully paid up Rs. 5 share 25.82/2=12.19

SUMMARY

Valuation is carried out at various occasions like

- Mergers and Amalgamation

- IPO

— Issue of ESOP

- Demerger

- Strategic ventures
There are various methods of valuation and there is no one best method of valuation
Company Secretary can act as Registered Valuer under Companies Act, 2013

The methods of valuation are : Asset based valuation, Earning based valuation and market based
valuation

There are other techniques also of valuation like discounted cash flows, Economic Value method

Asset based method, valuation is carried out by adding the value of all the assets of the company and
subtracting the liabilities, leaving a net asset valuation.

Valuation based on earnings is by considering the income flow in the company

Market based valuation compares Company with other companies of similar size and nature

SELF TEST QUESTIONS

1.
2.

What is the purpose of valuation?

“Valuation of shares of an enterprise demands a detailed and comprehensive analysis of various
factors” List those factors which affect valuation.

What factors should be considered by Facebook for valuation of WhatsApp?

ABC Company is considering acquisition of XYZ Ltd. which has 1.5 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 its expected cash accruals for the next 3 years as follows:

Year Rs. In crore
2015 500
2016 550
2017 600

Calculate the range of valuation that ABC has to consider. (PV factors at 12% for years 1 to 3
respectively: 0.893, 0.797 and 0.712).
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5. A limited has earned a profit of Rs. 80 lakhs before tax for the year ended 31st March 2018. Tax
amount is Rs. 22 lakh. The share capital of the company is RS. 1 crore (4,00,000 equity shares of Rs.
10 each and 6,00,000 7% Preference shares of Rs. 10 each). Compute Earning per share (EPS) of
ALtd.

“Relative valuation is all about comparative analysis” with the peer companies” Comment
In which circumstances, is the market based approach to valuation not relevant and useful?
What are various principles a valuer should keep in mind while valuation?

Explain the types of Valuation?

© © © N ©

“Valuation is an important aspect in merger and acquisition and it should be done by a team of experts”
Comment on the above statements mentioning who are those experts.

11.  What is the role of a company secretary in valuation?
12.  What are the general factors to be considered while carrying ot valuation?

13.  “Valuation standards would ensure more better valuation of business” Comment.

LIST OF FURTHER READINGS

1) Valuation Methods and Shareholder Value Creation by Pablo Fernandez, published by Elsevier.
2) Valuation: Measuring and Managing the Value of Companies by Mckinsey & Company.

3) Valuation Techniques: Discounted Cash Flow, Earnings Quality, Measures of Value Added, and Real
Options by David T. Larrabee, published by John Wiley & Sons

4) Asset class: Securities or Financial Assets, published by Registered Valuers Organisation.
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LEARNING OBJECTIVES

Business Valuation can be looked at as both a
science and an art. As a science, it derives its basic
principles from the theory of corporate finance and
investments. As an art, it evolved out of the myriad
ways analysts value businesses in practice.

The main objective of this chapter is to make
student aware about how the valuation of a
company is done and how the practitioners need
to be proficient in the theory of corporate finance to
get theoretically consistent estimates of enterprise
value.

After studying this chapter the student will be able
to forecast the financial statement of the company
and calculate the terminal value of the company.
Students of valuation need to develop skills in both
the theory of valuation as well as in the practical
aspects such as how cash flows are projected in
real life etc.

While building the valuation model student will face
various questions as:

a) the determination of appropriate discount
rate

b) the proper treatment of cash and other
financial assets

c) proper treatment of non-interest bearing
liabilities
d) the justification of assumption

e) determination of which multiple to use and
how to properly use.
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ORIENTATION

This lesson is of paramount significance as it throws ample light on vital facets pertaining to the process
involved in ascertaining the value of a business, i.e. right from the planning and data collection to reaching the
culmination point of business valuation have been extensively covered. In view of the substantial significance
this lesson holds, it requires an expert level knowledge on the part of the readers.

FAMILY TREE OF CONCEPTS

Planning and Data Data Analysis and Industry Analysis
Collection Valuation including

Review and Analysis of

Financial Statements

A 4

Reaching the Business Applying the Selected /Selecting the
Conclusion Valuation Methods . Business Valuation
D Methods

INTRODUCTION

Business Valuation is the key to determining the value or worth of a business. In this fast-changing economic
climate, every business needs to have an up-to-date business valuation on hand at all times. Even if your
business was valued only a year ago, it probably won’t have the same value today as business values go up
and down. Therefore, it has become imperative to keep a close track of business ‘value.

Business valuation is a process and a set of procedures used to estimate the economic value of an
ownens interest in a business. Valuation is used by financial market participants to determine the price
they are willing to pay or receive to effect a sale of a business. In addition to estimating the selling price
of a business, the same valuation tools are often used by business appraisers to resolve disputes related
to estate and gift taxation, divorce litigation, allocate business purchase price among business assets,
establish a formula for estimating the value of partners> ownership interest for buy-sell agreements, and
many other business and legal purposes such as in shareholders deadlock, divorce litigation and estate
contest.

Business Valuation gives the ability to owners to create a practical timeline for the potential sale of business
and for other exit strategies. It provides a road map about how to adjust their short-term or long-term business
goals and when to pull back in certain sectors or push forward in another.

How a Business Valuation Helps Company Owners Avoid Guesswork

Many owners of small companies know intricate details about all facets of their business, from sales and
marketing to payroll and personnel. Yet, they rarely know one of the most critical facts of all — how much their
companies would be worth if they were put on the market.

Determining the “fair market value” of a business is important not only when the owner is putting up a “for sale”
sign; it also can affect long-range planning. For example, succession planning can help a business owner



Lesson 6 Steps to Establish the Business Worth 167

make arrangements for transferring shares to a partner or heir through a buy-sell agreement funded with life
insurance. To determine the buy-out price and fund it with adequate insurance, it is necessary to know how
much the business is worth. At the death of an owner, the value that passes to heirs often is of great interest to
the IRS in calculating estate taxes and any future capital gains.

To obtain an analysis of business value, small businesses may wish to hire a professional appraiser. This
individual or company will use techniques described in this article to establish an objective opinion on value.
This determination then can be used in a variety of planning applications and may eventually help the owner
achieve a higher sale price or lower tax impact after a sale.

From Fair Market Value to Book Value

The goal of a methodical business valuation process is to arrive at a clear and supportable estimate of “fair
market value.” Under a section of the Internal Revenue Code, this is defined as:

“...the price at which the property will change hands between a willing buyer and a willing seller, neither being
under any compulsion to buy or to sell and both having a reasonable knowledge or relevant facts.”

In 1959 the IRS issued a revenue ruling that identified specific factors that can influence fair market value. They
include the nature of the business, the economic outlook, book value, earnings, dividends, goodwill and recent
prices paid for similar businesses.

STEPS TO ESTABLISH BUSINESS WORTH

Business valuation is a process that follows a number of key steps starting with the definition of the task at hand
and leading to the business value conclusion. The five steps are:

1. Planning and preparation

2. Adjusting the financial statements

3. Choosing the business valuation methods
4. Applying the selected valuation methods
5

Reaching the business value conclusion

Step 1: Planning and Preparation

A successful business takes planning and disciplined effort; effective business valuation requires organization
and attention to detail. The two key starting points toward establishing your business worth are:

» determining why you need business valuation
» assembling all the required information

It may seem surprising at first that the valuation results are influenced by your need for business valuation.
Isn’t business value absolute? Not really. Business valuation is a process of measuring business worth. And
this process depends on two key elements: how you measure business value and under what circumstances.

In formal terms, these elements are known as the standard of value and the premise of value.
Business value depends on how and why it's measured.
The standard measure of value used in business valuation.

For whom is the business value determined?
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The most common standards of value used in small business valuation are:

» Fair market value: The fair market value of an asset is established when a willing business buyer and
a willing seller reach an agreement, with both parties acting in full knowledge of all facts and not being
forced to conclude the transaction by circumstances.

* Investment value: The investment value standard lets you determine the value to a real business person
with specific business ownership objectives.

* Intrinsic value: The intrinsic business value standard if you seek to determine the business worth based
on your solid understanding of the business fundamental attributes. This knowledge allows you to
develop a comprehensive estimate of business value based on what business ownership benefits can
be achieved. These benefits are tied to a number of key factors such as:

1. Business earnings potential.
2. Likely business growth.

3. Company’s financial and operational strength

Business valuation depends on how business value is defined

Different standards of value may lead you to different conclusions as to what a business is worth. It is not
surprising, for example, that an investor focused on purely financial returns may value a business differently
than an entrepreneur looking to fulfill personal goals.

A few examples will illustrate this important point.

Suppose you want to sell your business. Business has been good, with revenues and profits growing each year.
You plan to market the business until a suitable buyer is found. You want to pick the best offer and are not in a
hurry to sell.

In this situation your standard of value is the so-called fair market value. Your premise of value is a business
sale of 100% ownership interest, on a going concern basis. In other words, you plan to sell your business to the
highest and most suited bidder and it will continue running under the new ownership.

Next let’s imagine that you own a small business that has developed a product of great interest to a large public
corporation. They already approached you offering to buy you out. They have some great plans for your product
and want to sell it internationally. These people are even prepared to offer you some of their publicly traded
stock.

In this scenario you have a synergistic buyer who is applying the so-called investment standard of measuring
your business value. Such buyers are often willing to pay a premium for a business because they can realize
some unique advantages through a business purchase.

Now consider a situation where the business owners need to settle a large bill with one of the business’
creditors who is tired of waiting. There is not enough cash in the bank to cover the amount, so business assets
need to be sold quickly.

This is the case where the so-called forced liquidation premise of value may apply — business owners don't
have enough time to look for a suitable buyer and may have to resort to a quick auction sale.

Once you know how and under what conditions you will measure your business worth, it is time to gather
the relevant data that impacts the business value. This data may include the business financial statements,
operational procedures, marketing and business plans, customer and vendor information, and staff records.
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Business facts that affects business value
Here are a few examples of how information about the quality of operation affects the business value.

Well-documented financial statements and tax returns are essential to demonstrate the business
earning power.

» Steady, above industry norm earnings tend to translate into higher business value.

» Detailed written business operating procedures make it easy to understand how the business works,
who does what, and what skills are required.

« Since it is easier to take over a well-organized business, there is higher business buyer interest and
competition among them tends to increase the business selling price.

* A good marketing plan provides the essential inputs into the future business earnings projections. And
accurate earnings projections are key to establishing the business value based on its income.

* Alook at the customer list quickly shows where the business gets its revenues. Businesses that do not
rely on a few large customers for most of their business sales tend to command a higher selling price.
Step 2: Adjusting the Historical Financial Statements

Business valuation is largely an economic analysis exercise. Not surprisingly, the company financial information
provides key inputs into the process. The two main financial statements you need for business valuation are the
income statement and the balance sheet. To do a proper job of valuing a small business, you should have 3-5
years of historic income statements and balance sheets available.

Many small business owners manage their businesses to reduce taxable income. Yet when it comes to valuing
the business, an accurate demonstration of the full business earning potential is essential.

Since business owners have considerable discretion in how they use the business assets as well as what
income and expenses they recognize, the company historical financial statements may need to be recast or
adjusted.

The idea is to construct an accurate relationship between the required business assets, expenses and the
levels of business income these assets are capable of producing. In general, both the balance sheet and the
income statement require recasting in order to generate inputs for use in business valuation. Here are the most
common adjustments:

* Recasting the Income Statement.

* Recasting the Balance Sheet

a) Recasting the Income Statement

To establish the business profitability potential, you may need to make some normalizing adjustments to the
income statement. There are a number of items that frequently require adjustment.

Owners compensation adjustments

Adjust total owner compensation to the market rate of hiring a manager replacement. Note that the total owner
compensation includes the owner salary, bonuses, profit sharing payouts and benefits. Adjust the working
family and friends’ compensation to the market rate required to hire a replacement to perform the same function.

Non-cash expenses

Regardless of the depreciation method used, you may need to adjust the depreciation expense to match the
true economic value of the business assets.
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Inventory normalization

If inventory accounting is reported on the LIFO basis, convert it to the FIFO basis. Simply add back the LIFO
reserve which should be available from the financial statement footnotes or the company’s CPA. The FIFO
inventory reporting accurately reflects the company inventory costs and is a preferred choice when assessing
gross margins.

Business rental expense adjustments

Adjust rents to the fair market rent values. This is important if recorded rent expense is above or below market
rates. An example is the business owner renting personally owned property back to the business at above
market in order to minimize the taxable income.

Adjust out any non-recurring items

* Factor out the effect of any business interruptions. An example is when the business operations are
paused due to facility repairs.

* Factor out amounts from insurance claim proceeds and lawsuit settlements.

« Eliminate any one-time gains or losses from the disposition of assets. An example is selling autos or
company owned real estate.

» Exclude gains or losses from business operations that have been discontinued. An example is a closed
retail unit.

* Remove abnormally high or low profits. An example is high profit margins due to a temporary spike in
demand.

* Factor out one-time expenses such as the business moving expenses.

Unrecorded expenses
Include the actual or potential business expenses that have not been recorded:
* Unrecorded accrued expenses. Examples are staff vacation or bonus pay.
» Check and adjust for bad debt expenses. Examples are uncollectible accounts receivable — check the
receivables aging report.
Adjustments for expected future changes
Factor in any potential changes such as an expected loss of a key customer. This should be accounted for in
your cash flow projections.
Handling non-operating income and expenses

Remove non-operating income or expense. Examples are non-business real estate income or expenses.

b) Recasting the Balance Sheet

The company value depends upon its asset base and the ability of the business assets to generate revenues
and profits for the owners. The purpose of recasting the balance sheet is to ensure that the value of assets and
liabilities accurately represents the business earning power. There are a number of balance sheet items that
may require adjustment.
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Typical asset adjustments for business valuation

Adjust the company assets from their cost-basis value to the current fair market value. A common technique
is to determine the depreciated replacement cost of an asset. This is the cost required to replace the existing
asset with a new equivalent, minus the adjustment for the time the asset has been in service.

Adjust the business liquid assets such as cash and short-term investments, to the level required to operate the
business. Eliminate excess cash from the balance sheet. Account for the additional cash needed if it is below
the required levels.

Adjust Accounts Receivable for uncollectible amounts. Review the accounts receivable aging report for proper
assessment of the bad debt allowance.

Verify the inventory. Adjust to the current market cost, remove obsolete items, e.g. those that have not sold
within the 12 previous months. The inventory should be valued on the FIFO basis since it tends to represent the
current inventory value more accurately than the LIFO method.

Adjust any operating real estate to the fair market value. Current real property appraisal is recommended.

Business liabilities adjustments
Some of the business liabilities may also require adjustment from the book value:

Adjust below-market interest debt to current market rates. Assumable payments under such favorable debt
financing terms should be discounted at the current market interest rate, which effectively reduces the present
value of the liability.

Adjust deferred taxes for timing and amount of income tax payments.

Off-balance sheet item adjustments

Adjust the balance sheet for any off-balance sheet items, such as intangible assets and contingent liabilities.
Examples of off-balance sheet assets include intellectual property such as internally developed products. Examples
of off-balance sheet liabilities are an impending law suit settlement or regulatory agency compliance costs.

Step 3: Choosing the Business Valuation Methods

Once your data is prepared, it is time to choose the business valuation procedures. Since there are a number of
well-established methods to determine business value, it is a good idea to use several of them to cross-check
your results.

All known business valuation methods fall under one or more of these fundamental approaches:
* Asset approach
* Market approach
* Income approach

The set of methods you choose to determine your business value depends upon a number of factors. Here are
some key points to consider:

* The complexity and value of the company’s asset base.

* Availability of the comparative business sale data from the market.
* Business earnings history.

» Availability of reliable business earnings projections into the future.

» Availability of data on the business cost of capital, both debt and equity.
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Asset Approach

Under the asset approach you adopt the view of a business as a set of assets and liabilities. The balance sheet
elements serve as building blocks to create the picture of business value. A finance professor would tell you that
the asset approach is based on the economic principle of substitution.

What will it cost to create another business like this one that will produce the same economic benefits for its
owners?

The cost here is a bit tricky. Sure, the costs include coming up with the actual business equipment and machinery,
office furniture, and the like. But don’t forget that costs also include lost income as you are staking out the
company’s position in the market, while an established competitor is busy raking in the dough.

Plus, you need to account for functional and economic obsolescence of business assets. Things have a
tendency to wear out and need to be replaced at some point.

Intangible assets, such as technology, may be getting a bit long in the tooth. A company still using vacuum tubes
in its products while the competitors are pushing nanotech is behind the times. Not cool.

So if the company’s financial condition is defined by its assets and liabilities why not just figure out the values
of these and calculate business value as the difference, much like on the balance sheet?

The idea is simple enough, but the trick is to figure out which assets and liabilities to include in your valuation
and how to measure what each is worth.

If you are thinking the usual accounting balance sheet will do it, think again. Your balance sheet may be missing
some crown jewels such as internally developed technology, patents and trademarks, and proprietary ways of
doing business.

If the company did not pay for this intellectual property, it does not get recorded on the “cost-basis” balance
sheet!

But the real value of these assets may be far greater than all the recorded assets put together. Imagine a
business without its special products or services that make it unique and bring customers in the door
Choosing the asset based business valuation methods

Determining the value of an asset-rich company may justify the cost and complexity of the asset-based valuation
methods, such as the asset accumulation method. In addition to valuing the individual business assets and
liabilities, the method can be helpful when allocating the business purchase price across the individual business
assets, as part of the asset purchase agreement.

However, the method requires considerable skill in individual asset and liability valuation which often makes its
application costly and time consuming.

See example:

Business Value = Assets + Business Goodwill

MARKET APPROACH

Under the market approach, you look for signs from the real market place to figure out what a business is worth.
The market is a competitive place, so the economic principle of competition applies:

What are other businesses worth that are similar to my business?

No business operates in a vacuum. If what you do is really great then odds are there are other smart people
doing the same or similar things.
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Looking to buy a business? You need to decide what type of business you want and then look around to see
what the “going rate” is for businesses of this type.

Planning on a business sale? You would do well to check the market to see what similar businesses sell for.

With all this jockeying for the best deal going on, you would think that the market will settle to some sort of
business price equilibrium — something the buyers will be willing to shell out and the sellers willing to accept.

Valuing a Business based on Market Comps

The market approach offers you perhaps the most compelling way to determine the business value. Many
business people and appraisal experts believe the market to be the ultimate judge of what a business is worth.

In this sense, the business market value is revealed by the price the business fetches in an actual sale.
Comparison against the sales of similar businesses is the next best thing - you can gather enough statistical
evidence to price your business quite accurately.
Key uses of market-based business valuation
Determining your business value by such market comparisons is especially useful in these situations:

1. To set an asking price or offer price for a business acquisition.

2. To defend your business valuation in a legal controversy or before the tax authorities.

3. To justify your business value in a dispute such as partner disagreements or buyout.

Business fair market value estimation

Market comparisons are an excellent way to estimate the very important fair market value of a business. This
is by far the most common measure of business value — and is the de-facto standard used in most business
valuations.

Valuation Multiples: business value calculation

You can use a number of valuation multiples to estimate your business fair market value. All such multiples
are statistically derived ratios that relate the potential business selling price to some measure of its financial
performance.

Using the valuation multiples derived from comparable business sales, you can determine what your business
is worth based on its recent revenues, net income, discretionary cash flow, EBITDA, total assets or book value,
among others.

For example, you can take the Price to Gross Revenues Multiple and multiply it by your business revenue
figure. The result is the market-based estimate of what your business is worth.
How the market based business valuation methods work

Market based business valuation methods focus on estimating business value by examining the business sale
transaction data available from the actual market place. There are two types of transaction data that can be
used:

» Guideline transactions involving similar public companies.
» Comparative transactions involving private companies that closely resemble the subject business.

The advantage of using the public guideline company data is that it is plentiful and readily available.
However, you need to be careful when selecting such data to make an “apples to apples” comparison to a
private company.
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In contrast, reviewing business sales of similar private companies provides an excellent and direct way to
estimate the business value. The challenge is gathering sufficient data for a meaningful comparison.

Regardless of which market-based method you choose, the calculations rely on a set of so-called pricing
multiples that let you estimate the business worth in comparison to some measure of the business economic
performance. Typical pricing multiples used in small business valuation include:

» Selling price to revenue.
» Selling price to business earnings such as net income, EBITDA, or net cash flow.

Each pricing multiple is a ratio of the likely business selling price divided by the respective economic performance
value. So, for instance, the selling price to revenue multiple is calculated by dividing the business selling price
by business revenue.

To estimate your business value, you can use one or more of these pricing multiples. For example, take the
selling price to revenue pricing multiple and multiply it by the business annual revenue. The result is the business
selling price estimate.

Valuation multiple formulas

More sophisticated market based business valuation methods, such as the Market Comps in ValuAdder,
use business pricing rules that make an intelligent choice of which pricing multiplies to apply when valuing a
business. In addition, the Market Comps let you account for key business attributes automatically:

* Business revenue or profits
* Inventory
« FF&E

* Tangible asset base

The Income Based Business Valuation

Income based business valuation methods determine business worth based on the business earning power.
Business valuation experts widely consider these methods to be the most accurate. All income-based business
valuation methods rely on either discounting or capitalization of some measure of business earnings.

The discounting methods, such as the ValuAdder Discounted Cash Flow, produce very accurate results by letting
you specify the details of the expected business income stream over time. The Discounted Cash Flow method
is an excellent choice for valuing a young or rapidly growing company whose earnings vary considerably.

Alternatively, the so-called direct capitalization methods, such as the ValuAdder Multiple of Discretionary
Earnings, determine your business worth based on the business earnings and a carefully constructed
capitalization rate. The Multiple of Discretionary Earnings method is an outstanding choice for valuing small
established companies with consistent earnings and growth rates.

The income valuation approach helps you to figure what kind of money the business is likely to bring as well as
to assess the risk.

The real power of the income valuation is that it lets you calculate business value in the present. To do so, the
expected income and risk must be translated to today. There are two ways you can do this translation:

* Capitalization

« Discounting
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Business valuation by income capitalization

The capitalization valuation method is essentially the result of dividing the expected business earnings by what
is known as the capitalization rate. The idea is that the business value is defined by business earnings and the
capitalization rate is used to relate the two.

For example, if the capitalization rate is 33%, then the business is worth about 3 times its annual earnings.
An alternative is a capitalization factor that is used to multiply the income. Either way, the result is what the
business value is today.

The capitalization method works really well for businesses with steady, predictable earnings. Nothing like a
cash cow business to cut you a handsome paycheck every month.

Valuation of a business by discounting its cash flow

For the rest of us there is the discounting valuation method: first, you forecast the business income some time
into the future, usually a number of years. Next, you figure out the discount rate which captures the risk of
getting this income on time and in full measure.

Finally, you estimate what the business is likely to be worth at the end of your forecast period. If you expect
the company to keep running, there is some residual value, also known as the terminal value. Discounting the
forecast earnings and the terminal value together gives you the present value of the business, or what it is worth
today.

Business valuation: how discount and cap rates are related

Since both income valuation methods do the same thing, you would expect similar results. You would be right,
the capitalization and discount rates are related:

CR=DR-K

where CR is the capitalization rate, DR is the discount rate, and K is the expected average growth rate in the
income stream. As an example, lebs say that the discount rate is 25% and your forecast suggests that the
business profits would be growing at a steady 5% per year. Then your capitalization rate is 25 - 5 = 20%.

What is the real difference between capitalization and discounting? Capitalization uses a single income figure
such as the average of the earnings over several years or the most recent number. The discounting is run on a
sequence of income numbers, one for each year in your forecast.

If your business shows smooth, steady profits year after year, the capitalization valuation is a good way to go.
For a young start-up or businesses with rapidly changing earnings, discounting gives the most accurate results.
Can business valuation methods produce different results?

Consider two business buyers doing earnings forecasts and sizing up the risk of owning a given business. Each
buyer may see business risk differently so their capitalization and discount rates will differ. In addition, the two
buyers may have different ideas of where to take the company. This will affect their income stream projections.

So even if they use the same valuation methods, the business valuation results may differ quite a bit. The
financial gurus call it the investment value standard of valuing a business. Each business buyer acts as an
investor and measures the business value differently, based on their unique investment goals.

Step 4: Number Crunching: Applying the Selected Business Valuation Methods

With the relevant data assembled and your choices of the business valuation methods made, calculating your
business value should produce accurate and easily justifiable results.
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One reason to use several business valuation methods is to cross-check your assumptions. For example, if one
business valuation method produces surprisingly different results, you could review the inputs and consider if
anything has been overlooked.

ValuAdder business valuation software helps you focus on the big picture of determining the business value
by automating complex calculations and letting you easily adjust and capture your assumptions while running
multiple what-if valuation scenarios.

Business valuation software is used by business people to calculate business value based upon one or more of
the business valuation approaches. In addition to the obvious advantage of time-saving computer automation,
business valuation software has a number of additional benefits:

» It simplifies business valuation by performing a range of complex mathematical calculations.

*  You can use business valuation software to appraise a business even if you lack the professional
appraisal knowledge.

* It helps organize the business appraisal process.

* You can get reliable business valuation results quickly by following an established business appraisal
process.

« It assists with communicating the business valuation results.

Your business valuation reporting needs may include a printed report, an electronic PDF copy, an e-mail
attachment or a Web page.

Business valuation software tools must assist business people with making critical decisions, while performing
routine calculations automatically. Here are the key elements that set apart quality business valuation software
products:

1. Ease of use

Business valuation software that makes your life easier integrates a number of tools and resources into one
easy-to-use package. You should have ready access to the tools you need and help on how to use them.

2. Power

Business valuation software should support a number of standard business valuation methods. Your tools must
help you focus on the “big picture” of measuring your business worth — handling all the math details for you.

3. Flexibility

You can do your business valuation using a number of methods under the market, income, and asset business
valuation approaches. No one method is better than another.

Market comparisons can be an excellent way to measure the value of a “main street” business. A start-up
business can be valued using the Discounted Cash Flow Method. The value of an established asset-rich
business may be appraised by the Capitalized Excess Earnings Method.

Your choices of which methods to use should be customizable and easy to make.

4. Extensive help system

If you are new to business valuation, understanding the right terms and concepts is very important. To save
you time, your business valuation software Help System should provide you with a quick reference to the term
definitions, explanations and examples of the tools.



Lesson 6 Steps to Establish the Business Worth 177

The system should act as your Information Center by offering suggestions on how to calculate and interpret
your business valuation results.
5. Accuracy of business valuation calculations

Needless to say, the credibility of your business appraisal relies upon the accuracy of your results. Business
valuation software should offer you a choice of well-designed, standard business valuation methods.

The results you obtain by using well-established business valuation methods are likely to meet with acceptance
from other business people and professionals.
6. Security of critical business data and your computer systems

Business valuation involves analysis of sensitive business data. Your business valuation software should
safeguard privacy and security of this data and support its communication to the right people.

Your laptop or desktop computer should be protected against malware at all times. To ensure this is so, your
business valuation software must be signed by a code signing certificate issued by a major security authority
or, in the case of Mac computers, Apple, Inc. Your Windows computer uses the Authenticode® technology and
Mac computers are equipped with the Gatekeeper® to:

» verify the identity of the software publisher
* ensure that the software product is free of computer threats

* and check that the software has not been tampered with.

7. Cost of ownership

State-of-the-art business valuation software should help you measure your business value — without breaking
the bank.

Modern technologies, such as Open Source, help make your business valuation software far more powerful and
cost-effective when compared to older proprietary systems.

Step 5: Reaching the Business Value Conclusion

Finally, with the results from the selected valuation methods available, you can make the decision of what the
business is worth. This is called the business value synthesis. Since no one valuation method provides the
definitive answer, you may decide to use several results from the various methods to form your opinion of what
the business is worth.

Since the various business valuation methods you have chosen may produce somewhat different results,
concluding the business value requires that these differences be reconciled.

Business valuation experts generally use a weighting scheme to derive the business value conclusion. The
weights assigned to the results of the business valuation methods serve to rank their relative importance in
reaching the business value estimate.



178 PP-V&BM

Here is an example of using such a weighting scheme:

Approach Valuation Method Value Weight Weighted Value
Market Comparative business sales $1,000,000 25% $250,000
Income Discounted Cash Flow $1,200,000 25% $300,000
Income Multiple of Discretionary Earnings | $1,350,000 30% $405,000
Asset Asset Accumulation $950,000 20% $190,000

The business value is just the sum of the weighted values which in this case equals $1,145,000.

While there are no hard and fast rules to determine the weights, many business valuation experts use a number
of guidelines when selecting the weights for their business value conclusion:

The Discounted Cash Flow method results are weighted heavier in the following situations:
* Reliable business earnings projections exist.
» Future business income is expected to differ substantially from the past.
* Business has a high intangible asset base, such as internally developed products and services.
* 100% of the business ownership interest is being valued.
The Multiple of Discretionary Earnings method gets higher weights when:
» Business income prospects are consistent with past performance.
* Income growth rate forecast is thought reliable.
Market based valuation results are weighted heavier whenever:
* Relevant comparative business sale data is available.
* Minority (non-controlling) business ownership interest is being valued.
» Selling price justification is very important.
The asset based valuation results are emphasized in the weighting scheme when:
* Business is exceptionally asset-rich.

¢ Detailed business asset value data is available.

Assumptions drive your business valuation results

To make things interesting, there are a number of ways to measure business value. Why such complexity?
Because business value is seen differently by different people.

For example, a business owner may believe that the business value is defined by its contribution to the local
community it serves. On the other hand, a financially minded investor may gauge a business solely based on
its ability to generate desired returns.

Business value does not stand still. Market conditions change all the time and business people may see greater
value in companies as their fortunes shift. It is common knowledge that competition for private businesses
increases when jobs are scarce as more people enter the business buying market in search of income. This
tends to drive up the business selling prices. Supply and demand, anyone?
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What is the ultimate test of business value? In short, the market. Beware of oversimplification though. It does
make a big difference how the company is marketed. The selling price for a business presented to a well-
funded group of strategic investors is likely to be much higher than even the highest bid at an auction for used
equipment.

Are business value and expected selling price the same?

Arguably, the reason to figure out business value is to estimate what it would sell for. That's the theory. In
practice, the business value could vary quite a bit depending on who wants to know.

For example, a highly motivated business buyer seeking to replace lost income may pay a premium to get that
dream business. A financial buyer is the type who plays the low-cost acquisition game.

Market exposure also plays a role here. Getting the business in front of the right buyers is half the battle in
fetching the top selling price.

EXAMPLE OF TATA STEEL LIMITED

1. Planning and Data Collection:

Whenever we have to find the value of any company, it is important to decide which data should be used &
from where the data is to be extracted. Whenever we are valuing a company, we should take data from Annual
Report of the company instead of financial websites as they give more authentic figures which gives us more
appropriate result in valuating business worth.

Even when we decide to collect the data from the annual report, we need to now decide whether to use the
data from the standalone financial statements or the consolidated financial statements. For Example, Tata
Steels reported net sales of Rs 38,199.43 crores in the standalone statements and net sales of 134,711.54
crores in the consolidated financials. The difference can be really substantial for companies that have invested
substantially in other subsidiaries.

So to have proper valuation of a company we use standalone financial statements and so we have decided to
use the standalone financials for Tata Steel, while valuing its shares.

KEY FINANCIAL FIGURES OF TATA STEEL LIMITED (2009-2013)

INCOME STATEMENT
(Figures in Rs Crores)

PARTICULAR 2009 2010 2011 2012 2013
Net Sales 24,348.32 24,940.65 29,396.35 33,933.46 38,199.45
Other Incomes 603.07 1,241.08 1,176.45 1,397.44 227.51
Raw Material Expenses 8,279.44 8,491.42 7,667.82 9,696.65 12,017.03
Wages & Salaries 2,305.81 2,361.48 2,837.46 3,047.26 3,608.52
Power & Fuel 1,222.48 1,383.44 1558.49 1990.16 2510.17
Other Expenses 3,364.15 3,798.72 5,850.29 7,662.62 8,937.47
EBITDA 9,779.51 10,146.67 12,658.74 12,934.21 11,353.75
Depreciation 973.40 1,083.18 1,146.19 1,151.44 1,640.38
EBIT 8,806.11 9,063.49 11,512.55 11,782.77 9,713.37
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Interest Expenses 1,489.50 1,848.19 1,735.70 1,925.42 1,876.77
Profit Before Tax 7,316.61 7,215.30 9776.85 9,857.35 7,836.60
Tax Expenses 2,114.87 2,168.50 2,911.16 3,160.93 2,773.63
Profit After Tax 5,201.74 5,046.80 6,865.69 6,696.42 5,062.97
Dividend (Inc. Tax) 1,383.05 832.57 1,307.77 1,347.03 905.70
BALANCE SHEET OF TATA STEEL LIMITED
(Figures in Rs Crores)
PARTICULAR 2009 2010 2011 2012 2013
Gross Fixed Assets 23,544.69 26,149.66 28,110.11 39,140.07 46,778.57
Acc. Depreciation 9,062.47 10,143.63 10,692.73 11,715.32 13,181.23
Net Fixed Assets 14,482.22 16,006.03 17,417.38 27,424.75 33,597.34
Inventory 3,480.47 3,077.75 3,953.76 4,858.99 5,257.94
Accounts Receivable 635.98 434.83 424.02 904.08 796.92
Cash & Marketable Securities 1,590.60 3,234.14 4,138.78 3,946.99 2,218.11
Other Current Assets 5,884.61 6,678.55 17,052.84 8,773.73 9,587.82
Total Current Assets 11,591.66 13,425.27 25,569.40 18,483.79 17,860.79
Investments 42,371.78 44,979.67 46,564.94 50,282.52 50,418.80
Current Liabilities 8,965.76 8,699.34 12,037.59 15,958.34 17,098.06
Provisions 2,934.19 3,303.68 4,421.32 3,917.54 3,657.68
Total Current Liabilities 11,899.95 12,003.02 16,458.91 19,875.88 20,755.74
Total Debt 26,946.18 25,239.20 26,148.18 23,693.82 25,911.51
Net Worth 29,704.60 37,168.75 46,944.63 52,621.36 55,209.68

2) Adjusting the Historical Financial Statements

In some cases the owner of the company have considerable discretion in how they use the business assets as
well as what income and expenses they recognize, the company historical financial statements may need to be
recast or adjusted.

In order to generate inputs for use in business valuation the company used to recast the Financial Statement.
Here are the most common adjustments:

» Recasting the Income Statement.

* Recasting the Balance Sheet
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But Tata Steel Limited had not done any adjustment and valuation will be done in the factual figures of

5 years.

3) Choosing the Business Valuation Methods

Tata Steel limited had adopted DCF model for the valuation of the company. Now the analyst will decide which
method to be used free cash flow (FCF) Method or free cash flow to equity (FCFE) method of valuation.

Free Cash Flow= Gross Cash Flow — Gross Investments

= (NOPAT + Depreciation) — (Net Investment + Depreciation)

= NOPAT — Net Investment

Let's assume that we value Tata Steel using FCF method. So we will first prepare the historical free cash flow

of Tata Steel.

HISTORICAL FCF OF TATA STEEL LIMITED

(Figures in Rs Crores)

PARTICULAR 2009 2010 2011 2012 2013
Net Sales 24,348.32 24,940.65 29,396.35 33,933.46 | 38,199.45
Net Operating Income 8203.04 7,822.41 10,336.10 10,385.33 9,485.86
NOPAT 5,414.83 5,163.57 6,822.86 6,855.36 6,261.62
Gross Cash Flow 6,388.23 6,246.75 7,969.05 8,006.80 7,902.00
Capex 3,688.15 3,106.64 12,181.40 | 9,278.88
Increase in op. Working 87.00 6,783.60 -10,310.79 226.02
Capital
Gross Investment 3,775.15 9,890.24 1,870.61 9,504.90
Free Cash Flow 2,471.60 -1,921.19 6,136.19 -1,602.90

How detailed the forecasting should be?

While projecting the financials of a company, we can either build a very detailed financial model and project
each line item one-by-one or build a short financial model and forecast only the key line items.

While valuing the Tata Steel, we can directly forecast its total sales figure by assuming a sales growth rate figure
for each year. When analyzing the sales growth of the Tata Steel, it was found that the company was growing
at the growth rate of 12%-13% per annum.

For valuing the Tata Steel, let's use an DCF Approach and first start with forecasting of the company.

Forecasted Income Statement for TATA Steel (2014-18)

(Figures in Rs Crores)

PARTICULAR 2013 2014E 2015E 2016E 2017E 2018E
Net Sales 38,199.45 42.019.37 46,221.31 51,767.87 59,015.37 67,867.67
Sales Growth Rate 12.57% 10% 10% 12% 14% 15%
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Other Income 227.51 227.51 227.51 227.51 227.51 227.51
Raw Material 12,017.13 13,218.73 14,540.61 16,285.48 18,565.45 | 21,350.26
Expenses

% of Sales 31.46% 31.46% 31.46% 31.46% 31.46% 31.46%
Wages & Salaries 3,608.52 3,969.37 4,366.31 4,890.27 5,574.90 6,411.14
% of Sales 9.45% 9.45% 9.45% 9.45% 9.45% 9.45%
Power & Fuel 2,510.17 2,941.36 3,235.49 3,623.75 4,131.08 4,750.74
% of sales 6.57% 7.00% 7.00% 7.00% 7.00% 7.00%
Other Expenses 8,937.47 9,831.22 10,814.34 12,112.06 13,807.75 | 15,878.91
% of sales 23.40% 23.40% 23.40% 23.40% 23.40% 23.40%
EBITDA 11,353.75 12,286.20 13,492.07 15,083.82 17,163.71 19,704.14
EBITDA Margin 29.72% 29.24% 29.19% 29.14% 29.08% 29.03%
Depreciation 1,640.38 1,965.76 2,291.14 2,400.08 2,917.44 3,044.11
% of GFA 3.51% 3.51% 3.51% 3.51% 4.08% 4.08%
EBIT 9,713.37 10,320.44 11,200.93 12,683.74 14,246.27 | 16,660.03
% of Sales 25.43% 24.56% 24.23% 24.50% 24.14% 24.55%
Interest of 1,876.77 2,486.67 3,096.57 3,096.57 3,096.57 3,096.57
Expenses

Profit Before Tax 7,836.60 7,833.77 8,104.36 9,5687.17 11,149.70 13,563.46
% of Sales 20.51% 18.64% 17.53% 18.52% 18.89% 19.99%
Tax Expenses 2,773.63 2,662.70 2,754.67 3,258.68 3,789.78 4,610.22
Average Tax Rate 35.39% 33.99% 33.99% 33.99% 33.99% 33.99%
Profit After Tax 5,062.97 5,171.07 5,349.69 6,328.49 7,359.92 8,953.24
Net Margin 13.25% 12.31% 11.57% 12.22% 12.47% 13.19%
Dividend 905.70 1,034.21 1,069.94 1,265.70 1,471.98 1,790.65
Payout Ratio 17.89% 20.00% 20.00% 20.00% 20.00% 20.00%

Projected Balance Sheet of TATA Steel (2014-18)
(Figures in Rs Crores)

PARTICULAR 2013 2014E 2015E 2016E 2017E 2018E
Gross Fixed Assets | 46,778.57 56,057.45 65,336.33 68,442.97 | 71,549.61 | 74,656.25
Accumulated 13,181.23 15,146.99 17,438.14 19,838.22 | 22,755.65 | 25,799.76
Depreciation
Net Fixed Assets 33,597.34 40,910.46 47,898.19 48,604.75 | 48,793.96 | 48,856.49
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Capex 9,278.88 9,278.88 9,278.88 3,106.64 3,106.64 3,106.64
Inventory 5,257.94 5,783.73 6,362.11 7,125.56 8,123.14 9,341.61
% of Sales 13.76% 13.76% 13.76% 13.76% 13.76% 13.76%
Accounts 796.92 886.47 975.12 1,092.13 1,245.03 1,431.79
Receivable

% of Sales 2.09% 2.11% 2.11% 2.11% 2.11% 2.11%
Cash & Mktble 2,218.11 22,088.58 32,456.58 39,025.10 | 47,614.56 | 58,245.44
Securities

Other Current 9,5687.82 10,546.60 11,601.26 12,993.41 14,812.49 | 17,034.37
Assets

% of Sales 25.10% 25.10% 25.10% 25.10% 25.10% 25.10%
Total Current 17,860.79 39,305.39 51,395.06 60,236.21 71,795.22 | 86,053.20
Assets

Investments 50,418.80 50,418.80 50,418.80 50,418.80 | 50,418.80 | 50,418.80
Current Liabilities 17,098.06 18,807.87 20,688.65 23,171.29 | 26,415.27 | 30,377.56
% of Sales 44.76% 44.76% 44.76% 44.76% 44.76% 44.76%
Provisions 3,657.68 4,622.13 5,084.34 5,694.47 6,491.69 7,465.44
% of Sales 9.58% 11.00% 11.00% 11.00% 11.00% 11.00%
Total Current 20,755.74 23,430.00 25,773.00 28,865.76 | 32,906.96 | 37,843.01
Liabilities

Total Debt 25,911.51 37,311.51 48,711.51 48,711.51 48,711.51 | 48,711.51
Net Worth 55,209.68 59,346.54 63,626.29 68,689.08 | 74,577.02 | 81,739.61

Step 6: Number Crunching: Applying the Selected Business Valuation Methods

How can we find Terminal Value?

Terminal value is found either by using the relative valuation or the DCF method. Tata Steel had used DCF
method to calculate the Terminal Value.

The perpetual growth method of calculating a terminal value formula is the preferred method among academics
as it has the mathematical theory behind it. This method assumes the business will continue to generate Free
Cash Flow (FCF) at a normalized state forever (perpetuity). The formula for calculating the terminal value is:

The formula for calculating the terminal value is:
TV=(FCFnx (1+g))/(WACC -g)

Where:

TV = terminal value

FCF = free cash flow

g = perpetual growth rate of FCF
WACC = weighted average cost of capital
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Valuation of TATA Steel Limited- The Key Results

(Figures in Rs Crores)

over Share

PARTICULAR 2012 2013 2014E 2015E 2016E 2017E 2018E
Net Sales 33,933.46 |38,199.45 |[42,019.37 46,221.31 |51,767.87 59,015.37 | 67,867.67
Net Operating | 10,385.33 |9,485.86 10,092.93 10,973.42 |12,456.23 14,018.76 | 16,432.52
Income
NOPAT 6855.36 6,261.62 6,662.35 7,243.56 8,222.36 9,253.78 110,847.10
Gross Cash 8006.80 7902.00 8628.11 9534.70 10,622.44 12,171.22 | 13,891.21
Flow
Capex 12181.4 9278.88 9278.88 9278.88 3106.64 3106.64 | 3106.64
Increase -10310.79 |226.02 -1100.13 -621.32 -820.14 -1071.65 |-1308.94
in Working
Capital
Gross 1870.61 9504.90 8178.75 8657.56 2286.50 2034.99 1797.70
Investment

Calculation of Terminal Value & Intrinsic Value over Share

(Figures in Rs Crores)

PARTICULAR 2012 2013 2014E 2015E 2016E 2017E 2018E
Net Sales 33,933.46 | 38,199.45 | 42,019.37 | 46,221.31 | 51,767.87 | 59,015.37 | 67,867.67
Net Operating 10,385.33 | 9,485.86 10,092.93 | 10,973.42 | 12,456.23 | 14,018.76 | 16,432.52
Income
Free Cash 6136.19 -1602.90 449.36 877.14 8335.94