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VALUATION MERGER AND ACQUISITION

A merger occurs when two separate entities combine forces to
create a new, joint organization. Meanwhile, an acquisition refers
to the takeover of one entity by another. Mergers and acquisitions
may be completed to expand a company's reach or gain market

share in an attempt to create shareholder value.

A merger occurs when two separate entities combine forces to

create a new, joint organization.
. An acquisition refers to the takeover of one entity by another.

. The two terms have become increasingly blended and used

in conjunction with one another.

Mergers and acquisitions (M&As) are the different ways companies
are combined. Entire companies or their major business assets are
consolidated through financial transactions between two or more

companies. A company may:
. Purchase and absorb another company outright
. Merge with it to create a new company
. Acquire some or all of its major assets
« Make a tender offer for its stock
. Stage a hostile takeover

All of these ways of combining or consolidating assets are M&A
activities. The term M&A also is used to describe the divisions

of financial institutions that facilitate or manage such activities.


https://www.investopedia.com/terms/t/tenderoffer.asp
https://www.investopedia.com/ask/answers/08/typical-ma-experience.asp
https://www.investopedia.com/ask/answers/08/typical-ma-experience.asp
https://www.investopedia.com/terms/f/financialinstitution.asp
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Types of Mergers and Acquisitions

Some common transactions which considered as M&A mentioned

as below -
Mergers

In a merger, the boards of directors for two companies approve the
combination and seek shareholders' approval. This type of M&A
activity is designed to boost both brands, allowing each to bring
their existing strengths to a new company and create a bigger

piece of the industry pie for the new company that is formed.

Acquisitions

In a simple acquisition, the acquiring company obtains the majority
stake in the acquired firm, which does not change its name or alter
its organizational structure. An acquisition often allows the
acquiring company to move infto a new or related industry,
expanding its offerings by tapping into the acquired company's

existing customer base and services.
Consolidations

Corporate consolidation happens when two or more companies

combine to increase their market share and eliminate competition.
Acquisition of Assets

In an acquisition of assets, one company directly acquires the
assets of another company. The company whose assets are being
acquired must obtain approval from its shareholders. The purchase

of assets is typical during bankruptcy proceedings, wherein other


https://www.investopedia.com/terms/b/boardofdirectors.asp
https://www.investopedia.com/terms/c/consolidation.asp
https://www.investopedia.com/terms/b/bankruptcy.asp
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companies bid for various assets of the bankrupt company, which

is liquidated upon the final transfer of assets to the acquiring firms.
Management Acquisitions

In a management acquisition, also known as a management-led
buyout (MBO), a company's executives purchase a conftrolling
stake in another company, taking it private. These former
executives often partner with a financier or former corporate

officers in an effort to help fund a transaction.

Mergers can be of following types, based on the relationship

between the two companies involved in the merger -

. Horizontal merger:. Two companies that are in direct

competition and share the same product lines and markets.

v This class of merger is a merger between business
competitors who are manufacturers or distributors of the
same type of products or who render similar or same
type of services for profit i.e. they are in the same stage
of business cycle.

v It involves joining together of two or more companies
which are producing essentially the same products or
rendering same or similar services or their products and
services directly competing in the market with each
other.

v Itis a combination of two or more firms in similar type of

production/distribution line of business.


https://www.investopedia.com/terms/m/mbo.asp
https://www.investopedia.com/terms/m/mbo.asp
https://www.investopedia.com/terms/h/horizontalmerger.asp
https://www.investopedia.com/terms/m/market-power.asp
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Vertical merger: A customer and company or a supplier and
company, such as an ice cream maker merging with a cone

supplier.

v It occurs between firms which are complementary to
each other, e.g. one of the companies is engaged in the
manufacture of a particular product and the other is
established and expert in the marketing of that product.

v In this merger the two companies merge and conftrol the

production and marketing of the product.

Types of vertical merger:

Vertical merger may take the form of forward or backward merger.

A vertical may result into a smooth and efficient flow of production

and distribution of a particular product and reduction in handling

and inventory costs. It may also pose a monopolistic trend in the

industry.

Forward-looking merger: When a company combines with
the customer, it is known as forward merger.
Backward merger: When a company combines with the

supplier of material, it is called a backward merger.

Congeneric/conglomerate mergers- A merger between
companies whose products or markets are unrelated or serve
a different consumer base. Like two businesses that serve the
same consumer base in different ways, such as a TV

manufacturer and a cable company

Market-extension merger: Two companies that sell the same

products in different markets


https://www.investopedia.com/terms/v/verticalmerger.asp
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. Product-extension merger. Two companies selling different

but related products in the same market

. Cash mergers - A merger where company shareholders get

cash instead of shares of the merged company.

. Forward mergers - A merger between the supplier/vendor

company and the buyer/client company.

. Reverse mergers - Merger of a company with the company

that supplies raw materials.

The following are the types of acquisitions:

. Asset purchase - Acquisition is made by acquiring the target
company’s assets. The acquiring company purchases the

target company’s assets and pays them directly.

. Stock purchase - Acquisition is made by buying the target
company'’s shares. The acquiring company pays cash to the
target company’s shareholders or gives them shares in
exchange for the target company’s shares. The target

company'’s shareholders receive compensation.
Purchase Mergers

This kind of merger occurs when one company purchases another
company. The purchase is made with cash or through the issue of
some kind of debt instrument. The sale is taxable, which attracts the

acquiring companies, who enjoy the tax benefits.



Consolidation Mergers

With this merger, a brand-new company is formed, and both
companies are bought and combined under the new entity. The

tax terms are the same as those of a purchase merger.

Motives for Mergers and Acquisitions - Valuer's understanding

There are various motives for external restructuring.

Growth: An ambitious company may be able to grow faster with
mergers and acquisitions than with its own internal capabilities.
Usually, external growth makes more sense if the target possesses
the competencies and resources necessary to capitalize on

emerging opportunities.

Creation of synergy: Synergies are realized when the value of the
combined entity that is formed because of the merger exceeds the
value of the simple sum of its parts. These synergies can be in the
form of Cost Synergies or Revenue Synergies. The synergy can also
be expressed as the present value of any performance
improvements to be achieved after the acquisition, which will show
up asimproved cash flows for the target’s business or the acquirer’s

business.

Increasing market power: By acquiring a competitor, a company
canincrease its pricing power in an industry that has a small number
of firms. Vertical integration may give the acquirer greater market
power if it allows the acquirer to gain control over a crifical

production input by merging with a dominant supplier.
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Acquiring unique capabilities and resources: Mergers or
acquisitions may also be undertaken as an alternative to
developing capabilities internally such as R&D capabilities,

effective marketing, and talent.

Diversification: Companies may engage in mergers and

acquisitions activity to diversify their businesses.

The ultimate purpose of any business is to create value for its owners
(shareholders). Value creation is the key to wellbeing of every
organisation. Therefore, if firms are to achieve the goal of value

maximisation, then understanding valuation is critical.

Valuation requires both judgement and interpretation of data.
Different parties can have different interpretations of the same
data and thus have different valuations. Further, valuation requires
arriving at reasonable analytical justification for a proposed
transaction. While there are different applications of Valuation, we

are focussing on Business Valuation.

Business valuation is an activity conducted towards rendering an
estimate or opinion as to the fair market value of a business interest

at a given point of time.

A business valuation requires a detailed understanding of a variety
of factors affecting value, professional judgement, and

experience.
The valuer should be able to -

a) assess the purpose of the valuation,
b) identify the value driversimpacting the subject company, and

c) an understanding of industry,
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d) competitive and economic factors.

It also involves selection and application of the appropriate
valuation approach and methods. Companies create value for
their shareholders by investing cash to generate more cash in the
future. The amount of value they create is the difference between
cash inflows and the cost of the investments made, adjusted for

time value of money and the riskiness of future cash flows.

This may be treated as an application of the concept of Net Present

Value (NPV) under Capital Budgeting concepts.

Many professionals and executives believe that accounting profits
have a direct impact on value and focus excessively on improving

profits, sometimes by even manipulating it.

However, while accounting profits and cash flow are often
correlated, profits don’t tell the whole story of value creation, and
focusing too much on profits or profit growth often leads
companies to deviating from a value-creating path. It should be
remembered that Creating shareholder value is not the same as
maximising short term profits. The evidence makes it clear that

companies with a long strategic horizon create more value.

Some points may be worth remembering while doing business

valuation:

» Valuation is an estimation of a business’ worth and thus it can
be different for different valuers. There may not be a right or

wrong
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» Value is the not the same as Price. Legendary investor Warren
Buffet famously said “Price is what you pay, and value is what
you get”.

» Valuation is done at a point in time. As more information flows

in, values may change over fime.
Valuation requires good understanding of the following:

a) Business and business environment: Valuation is not a
spreadsheet only exercise. Unless the valuer understands
business and its environment, it is bound to be a futile exercise.
Each business is unique and would have its own value-
proposition.

b) Regulatory environment and Laws: Most valuation exercise is
done for a purpose and often the purpose is a regulatory
compliance. Understanding of various laws (e.g. Companies
Act, SEBI, FEMA, Income Tax etc.) are critical in doing the
business valuation.

c) Accounting framework: As accounting landscape changes
with Ind AS, valuers need to be very strong in understanding
the accounting framework, the key areas in accounting that
has significant valuation impact.

d) Valuation methods and principles: various valuation concepts
and principles are key to performing a valuation exercise.
Some of these are covered in this book.

e) Calculation or spreadsheet applications: Finally, valuation is
driven by numbers and valuers need to be strong at number
crunching as well and may often require strong spreadsheet

applications.
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f) The value of any asset must equal the present value of its
future cash flows, discounted at a rate that reflects its inherent
risk. However, various method can be applied to value any

asset.
Some assumption useful for valuation.

Market Value: The estimated amount for which an asset or liability
should exchange on the valuation date between a wiling buyer
and a wiling seller in an arm’s length transaction, after proper
marketing and where the parties had each acted knowledgeably,

prudently and without compulsion.

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

can be determined under two premises:
(i) an orderly transaction with a typical marketing period; or
(i) a forced transaction with a shortened marketing period.

Investment Value: The value of an asset to the owner or @
prospective owner given individual investment or operational

objectives (may also be known as worth).

Fair Value: 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 measurement date.

Fair market value: The price a willing buyer would pay a willing seller

in a fransaction on the open market. Generally, neither the willing
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buyer nor the willing seller would be under any compulsion to buy

or to sell and both having reasonable knowledge of relevant facts.

Equitable Value: This is the estimated price for the fransfer of an
asset or liability between identified knowledgeable and willing

parties that reflects the respective interests of those parties.

Valuation is an essential prerequisite in choosing investments for a
portfolio, in deciding on the appropriate price to pay or receive in
a takeover, and in making investment, financing and dividend
choices while running a business. Valuation is required throughout
the life cycle of a company. From the time a company is
incorporated and needs infusion of funds to liquidation of the
company, valuation is a critical process at various stages of the

company.

Some examples of when a business valuation may be required

include any or more of the following instances:

Issue of shares or other securities by the company (e.g. private
investors, employee stock options, rights issue, and sweat equity

shares)

¥ Initial public offering and listing of equity shares in stock
exchanges

¥ Mergers and acquisitions including Leveraged buyouts (LBO)

% Buyback of shares

% Business restructuring such as slump sale

¥ Shareholders’ disputes settlement

s Purchase / sale of a business interest and step up acquisitions

s Non-arm'’s length transaction

% Disgruntled minority shareholders’ actions
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L)

0

» Damage claims

L)

0’0

Estate planning

s Deemed disposition at death

)
L X4

Insolvency proceedings and company liquidation

L)

0’0

Intangibles (Goodwill, brand)

% Financial Reporting

Some of the regulations that commonly require business valuation

include:

I. The Companies Act, 2013 (including Insolvency and
Bankruptcy Code, 2016)

i. Securities and Exchange Board of India (SEBI) Regulations

ii. Foreign Exchange Management Act (FEMA)

iv. Income Tax Rules

The valuation approach, inputs and assumptions applied are highly
dependent on the selected premise of value. The premise of value
is driven by the purpose of the valuation and basis of value used. 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:

a) Highest and best use: Highest and best use (HABU) is the use, that
would produce the highest value for an asset. The highest and best
use must be physically possible (where applicable), financially

feasible, legally allowed and result in the highest value.
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b) Current use/existing use: Current use/existing use, also known as
“as-is-where-is” 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.

c) 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.
The reasonable period of fime to find a purchaser (or purchasers)

may vary by asset type and market conditions.

d) 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.

e) Going concern: Going concern value is the value of a business
that is expected to continue to operate in the future. The intangible
elements of Going Concern Value result from factors such as
having a trained work force, an operational plant, the necessary

licenses, marketing systems, and procedures in place etc.

Usually, businesses are valued using Going Concern premise. In
cases where businesses are under stress, they may be valued on
Liguidation or Forced Sale premise. Tangible assets are usually
valued using any of the premises except Going concern. Further,
the bases and premises of value do not consider the fransaction

cost to either the buyer or the seller.

Companies / Organisation often ‘restructure’ their business in their

quest for efficiency and competitiveness. To achieve their
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ambitious business goals, organisations may restructure the business
organically (Internal) or inorganically (External). Organic activities
include aggressive marketing, geographical expansion, and new
product development. Inorganic Restructuring may be done in the

form of Mergers and Acquisitions.

They are often considered to be faster means of achieving the

desired goals.

In case or Mergers or Acquisitions, the acquirer needs to pay an
amount to acquire the target. The shareholders of the target
company get the compensation for dispensing with their shares in
the target against cash or shares of Acquirer. The acquisition price
is the price that is paid by the acquiring company for each of the
target company’s shares. The acquirer may offer a price which may
or may not be accepted by the shareholders of the target. The final
price is usually based upon negotiations between the acquiring

company and the target company shareholders.

Valuation Process

Merger and Acquisition valuation is the process of evaluating a
company or its assets during a merger and acquisition. The M&A
valuation process analyzes financial data, market trends,
and possible benefits from merging companies to estimate a fair

buying or selling price.

Merger and Acquisition valuation evaluates potential synergies by
how two companies together can be worth more than they are

separately. The evaluation measures savings on costs, chances to
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increase revenue, and benefits in the market that come from the
M&A deal.

Merger and Acquisition valuation provides a reliable basis for
negotiating deal terms by defining the fair market value of the
target company. It helps buyers not to overpay and ensures sellers
get a fair price. M&A Valuation also helps in discussions about risk

sharing and possible changes to the deal structure.

The time duration of the M&A valuation process can change based
on the complexity of the deal, quality of data, and estimated
valuation parts. The M&A valuation process may take from a few
weeks to a couple of months, depending on the due diligence,

analysis, and negotiation phases.

Merger and Acquisition valuation can accurately identify potential
risks linked to the target company, like legal issues, potential debfs,
or ongoing lawsuits. A detailed M&A valuation helps reveal these

risks, which impact the decision-making and negotiation stages.

The need for Merger & Acquisition Valuation

Merger & Acquisition Valuation is key to a successful transaction
because it reveals the financial aspects of the deal. Here are the

main 3 reasons to go for Merger and Acquisition valuation:
1. Decision-Making

M&A valuation helps to execute better decisions and reduces the
risk of paying higher or selling for a lower value by coming to a fair

price for the fransaction.
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2. Asset Evaluation

M&A valuation evaluates a company’s assets, including physical
and non-physical ones like brand reputation and intellectual
property to identify untapped prospects that can majorly affect

the overall value of the deal.
3. Risk Control

M&A valuation shows the potential risks of the target company like
potential liabilities, legal issues, or ongoing lawsuits, and helps
companies to negotiate suitable protections or adjust the

agreement as needed.

Methods of Merger & Acquisition Valuation

Here are the popular methods of M&A Valuation:
1. Price-to-Earnings Ratio (P/E Ratio)

The P/E Ratio valuation method helps an acquiring company to get
the earnings of the target company from multiple sources. This way,
the acquiring company can assess its offer to make for buying the

target company.
2. Enterprise-Value-to-Sales Ratio (EV/Sales)

The EV/Sales ratio valuation method provides the estimated offer
as a multiple of the revenues to the acquiring company
with consideration for the P/E ratio of other companies in the

industry.
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3. Discounted Cash Flow (DCF)

The DCF valuation method evaluates a company’s current value,
according to its estimated future cash flows that are discounted to
a present value using the company’s weighted average cost of
capital (WACC).

For simplicity's sake, suppose the value of a company is simply the
sum of all its equipment and staffing costs. The acquiring company
could 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 purchase the right equipment. This method
of establishing a price certainly wouldn't make much sense in a
service industry wherein the key assets (people and ideas) are hard

to value and develop.
Impact on Shareholders

Generally speaking, in the days leading up to a merger or
acquisition, shareholders of the acquiring firm will see a temporary
drop in share value. At the same time, shares in the target
firm typically rise in value. This is often because the acquiring firm
will need to spend capital to acquire the target firm at a premium

to the pre-takeover share prices.

After a merger or acquisition officially takes effect, the stock price
usually exceeds the value of each underlying company during its
pre-takeover stage. In the absence of unfavourable economic
conditions, shareholders of the merged company usually

experience favourable long-term performance and dividends.


https://www.investopedia.com/terms/e/economic-conditions.asp
https://www.investopedia.com/terms/e/economic-conditions.asp
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The shareholders of both companies may experience a dilution of
voting power due to the increased number of shares released
during the merger process. This phenomenon is prominent in stock-
for-stock mergers, when the new company offers its shares in
exchange for shares in the target company, at an agreed-

upon conversion rate.

Shareholders of the acquiring company experience a marginal loss
of voting power, while shareholders of a smaller target company
may see a significant erosion of their voting powers in the relatively

larger pool of stakeholders.

Merger and Acquisition Valuation Approaches

M&A Valuation consists of three primary approaches including the
asset-based approach, the income approach, and the market
approach to value the businesses. M&A valuers use a single
approach or combine all of them to arrive at the appropriate

value.
1. Asset-Based Approach

The asset-based approach values the company’s net asset value
by subtracting all liabilities from total assets. This approach helps
companies to find a real value of assets and makes the acquiring

companies aware of not paying extra.
2. Income Approach

The income approach of valuation provides the value of a

potential acquisition that surpasses the future value of its revenue


https://www.investopedia.com/terms/d/dilution.asp
https://www.investopedia.com/ask/answers/06/stockforstockmergerdetails.asp
https://www.investopedia.com/ask/answers/06/stockforstockmergerdetails.asp
https://www.investopedia.com/terms/c/conversion-rate.asp
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sources, being adjusted for investment risk and the fime value of

money.
3. Market Approach

The market approach of valuation evaluates the businesses that
are similar in the market and provides a value for a minority stake.
The market approach valuer uses the methods to change the
minority interest value to a conftrol interest value and the multiplier
connects the total purchase prices to the book value or a known

revenue system.

Factors Affecting Merger & Acquisition Valuation

1. Collaborative and Strategic Fit

In mergers and acquisitions, the collaboration of the two
companies shows us synergies among them. How they
can benefit each other by collaborating. You get an estimation of
lower expenses, higher profits, and increased efficiency by

considering if the company is a strategic fit for your business or not.
2. Regulatory and Legal Issues

If Mergers and Acquisitions influence market competition to larger
levels, it will also be impacted by the regulatory and legal issues of
the deals. Usually, the regulatory and anfitrust authorities are
concerned about balancing the market by delaying or blocking

the deal before finalization.

When it comes to Mergers and Acquisitions valuers, they need to

understand the probability of getting approval from authority and
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regulations that may affect the deal in the future profits and

business operations of M&A deal companies.
3. Market and Economic Conditions

M&A valuation is majorly impacted from the happenings in the
market and economy. Recession time of the market can change

the estimations of the M&A valuation after the deal.
4. Tax Considerations

The M&A valuation also needs to consider the tax implications that
can affect the deal’s final expense or savings. Understanding the
complex tax structure and its regulations is important for maximizing

tax advantages.
5. Technology and Intellectual Property

M&A valuation is also affected by valuing technology and
intellectual property because they are intangible assets and
depend on the market and regulations of the future. That's why you

need to be accurate in setting their exact value.
6. Debt and Financing Structures

M&A valuation isimpacted by its debt and financing structure
which mainly determines the balance sheet and the cost of
capital. M&A valuers consider the high debt levels,

their sustainability and restrictions.
7. Buyer Type

Which type of buyer is making merger and acquisition also affects
M&A valuation. For example, a strategic buyer will consider high

value for a target company due to its long-term benefits, while a
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financial buyer will primarily focus on financial benefits, involving

the importance of approach for the M&A valuation.

Challenges in Merger & Acquisition Valuation

Merger and Acquisition valuation is a complicated process and has
several challenges. M&A valuers and M&A dealmakers should

consider these key challenges:
1. Relevance and Quality of Data

Target company needs to get complete authentic data on finance
and operations, and this is a challenging process. M&A
valuers must be very careful in utilizing the data to avoid biased

valuations.
2. Synergy Evaluation

Synergy evaluation plays a key role for the acquiring and target
companies. The evaluation has its challenges and requires a
detailed comprehension of industry dynamics from the M&A

valuers.
3. Future Forecasts

M&A valuations include challenges of predicting the target
company's potential performance, growth patterns, and market
circumstances. It's important  to do thorough research and
evaluate multiple scenarios fo minimize the biases in M&A

valuation.



22

4. Experience and Due Diligence

M&A valuation analyzes professional experience and provides
comprehensive due diligence. It also involves industry experts to

ensure an accurate valuation of the target and its market position.

Value Creation

Acquisitions create value when the cash flows of the combined
companies are greater than the sum of their individual values. If the
acquirer doesn’t pay too much for the acquisition, some of that
value will accrue to the acquirer’s shareholders. The value created
for an acquirer’'s shareholders equals the difference between the
value received by the acquirer and the price paid (Purchase

Consideration) by the acquirer:

Value Created for Acquirer = Value Received Less Price paid for

acquisitfion

Value Created for Acquirer = (Standalone Value of Target + Value

of Performance Improvements)
Less (Market Value of Target + Acquisition Premium)
Value Gap & Synergy Value

In today's market, the purchase price of an acquisition will nearly
always be higher than the intrinsic value of the target company. An
acquirer needs to be sure that there are enough cost savings and
revenue generators - synergy value - to justify the premium so that
the target company’s shareholders don't get all the value that the

deal creates.
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Intrinsic Value: the most basic value of the company its intrinsic
value is based principally on the net present value of expected
future cash flows completely independent of any acquisition. This
assumes the company continues under current management with
whatever revenue growth and performance improvements have

already been anticipated by the market.

Market value: On top of the infrinsic value the market may add a
premium to reflect the likelihood that an offer of the company wiill
be made. Alternatively, a higher offer may be tendered than one
currently on the table. Market value commonly called current
market capitalization is the same as the share price. It reflects the

market participants is valuation of the company.

Purchase price: Thisis considered as the anticipated take out value.
It's the price that a bidder anficipates having to pay to be

accepted by the target shareholders.

Synergy value: The net present value of the cashflows that will result
from improvements made when the companies are combined.
These are improvements above and beyond those the market
already anticipates each company would make if the acquisition
didn't occur, since those are already incorporated into the intrinsic

value of each company.

Value gap: The difference between intrinsic value and the

purchase price.

In general, an acquisition is a fransaction in which one company
absorbs another via a takeover. The term merger is used when the

purchasing and target companies combine to form a completely


https://www.investopedia.com/ask/answers/05/mergervstakeover.asp
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new entity. Each deal is unique and can contain elements of both

a merger and an acquisition.

MERGERS & ACQUISITIONS VALUATION AND MODELLING
To understand Inputs to valuation model

e To explain Input from Due Diligence

e To describe calculation of the value of the company

Mergers and acquisitions (M&A) valuation and modelling are the
processes of assessing the financial and economic value of a
company that is being considered for acquisition or merger.
Valuation and modelling involve various techniques and methods
to analyse a company's financial performance, growth potential,
and market position. The goal is to determine the appropriate
purchase price for the target company and assess the potential
financial impact of the acquisition or merger on the acquirer's

business.

The following are some of the main steps involved in M&A

valuation and modelling:

1. Financial statement analysis: This involves analyzing the target
company's financial statements, including the balance sheet,
income statement, and cash flow statement, to evaluate its

financial performance and growth potential.

2. Comparable company analysis: This involves comparing the
target company's financial performance and valuation metrics

with those of similar companies in the same industry.
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3. Discounted cash flow analysis: This involves projecting the target
company's future cash flows and discounting them to present value

to determine the company's intrinsic value.

4. Market analysis: This involves analyzing the market and
competitive landscape in which the target company operates to

assess its market position and growth potential.

5.Merger modelling: This involves creating financial models to
estimate the potential impact of the acquisition or merger on the
acquirer's financial statements, including income statement,

balance sheet, and cash flow statement.

6. Due diligence: This involves conducting a comprehensive review
of the target company's operations, financials, legal, and other
aspects to identify potential risks and opportunities associated with

the acquisition or merger.
INPUTS TO VALUATION MODEL

Valuation models are used to estimate the value of a company or
an asset. Inputs to the valuation model are the assumptions and
data used to calculate the value of the company or asset. The

following are some of the key inputs to valuation models:

1. Financial statements: The financial statements of the company
are the primary source of data for valuation models. The balance
sheet, income statement, and cash flow statement provide
information about the company's financial performance, assets,

liabilities, and cash flows.
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2. Growth rate: The projected growth rate of the company is an
important input to valuation models. This rate is used to estimate the

future earnings and cash flows of the company.

3. Discount rate: The discount rate is used to discount the future
cash flows of the company to their present value. This rate takes
into account the risk associated with the company and the time

value of money.

4. Cost of capital: The cost of capital is the cost of financing the
company's operations, including the cost of debt and equity. This
cost is used in valuation models to calculate the company's

weighted average cost of capital (WACC).

5. Multiples: Multiples are ratios used to compare the company's
financial performance with that of similar companies in the same
industry. These multiples can be used to estimate the value of the

company based on its earnings, revenue, or other financial metrics.

6. Market data: Market data, such as stock prices and interest
rates, can also be used as inputs to valuation models. These data
points can help to estimate the market value of the company and

the cost of capital.

7.Assumptions: Assumptions, such as the length of the forecast
period and the terminal value, are important inputs to valuation
models. These assumptions can have a significant impact on the
calculated value of the company. Valuation models require
accurate and reliable inputs to produce meaningful results. The
inputs should be based on the best available data and information,
and should be adjusted for the specific circumstances of the

company being valued.



27

INPUT FROM DUE DILIGENCE

Due diligence is a comprehensive review of the target company's
operations, financials, legal, and other aspects to identify potential
risks and opportunities associated with the acquisition or merger.
The findings from the due diligence process can provide important
inputs to the M&A valuation and modelling process. The following

are some of the inputs that may be obtained from due diligence:

1.Financial data: Due diligence can provide access to the target
company's financial dataq, including historical financial statements,
budgets, forecasts, and other financial metrics. This data can be
used to validate assumptions made in the valuation and modeling

pProcess.

2. Business and market data: Due diigence can also provide
valuable insights into the target company's operations, markets,
customers, and competitors. This information can be used to adjust
growth assumptions and risk factors used in the valuation and

modelling process.

3. Legal and regulatory data: Due diligence can also identify any
legal or regulatory issues that could impact the value of the target
company. For example, pending litigafion or regulatory
investigations could impact the company's financials and growth

prospects.

4. Human resources data: Due diligence can also provide insights
into the target company's human resources, including key
employees, organizational structure, and employee contracts. This
information can be used to assess the impact of the acquisition on

the acquirer's workforce and human capital
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5. Intellectual property data: Due diigence can identify any

intellectual property assets held by the target company, including

6. Operational data: Due diligence can also provide insights into the
target company's operations, including production processes,
supply chain, and inventory management. This information can be
used to assess the efficiency and effectiveness of the target
company's operations and identify potential cost savings
opportunities. The inputs obtained from due diligence can help to
validate assumptions and provide additional insights into the target
company's financials, operations, and market position. This
information can be used to refine the valuation and modelling
process and ensure that the acquisition or merger is based on

accurate and reliable data.

CALCULATION OF THE VALUE OF THE COMPANY

There are several methods used to calculate the value of a

company, including:

1.Discounted Cash Flow (DCF) analysis: DCF analysis is a method
used to estimate the value of an investment based on its expected
future cash flows. The future cash flows are estimated, and then
discounted back to their present value using a discount rate. The
sum of the present values of the future cash flows is the estimated

value of the investment.

The advantages of using Discounted Cash Flow (DCF) analysis to

value a company are:
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a) Focus on future cash flows: DCF analysis is a forward-looking
method that takes into account the expected future cash
flows of a company. By estimating future cash flows and
discounting them to their present value, DCF analysis provides
a comprehensive view of the company's long-term prospects.

b) Flexibility: DCF analysis is flexible and can be used to value
companies in different industries and with different business
models. The method can accommodate a wide range of
assumptions about future growth, capital expenditures, and
other key drivers of value.

c) Sensitivity analysis: DCF analysis allows for sensitivity analysis,
which means that the impact of changing key assumptions
on the company's value can be evaluated. This enables
investors and analysts to identify the most critical assumptions
and assess the potential impact of changes in those
assumptions.

d) Comprehensive: DCF analysis takes infto account all sources
of cash inflows and outflows, including capital expenditures
and changes in working capital. This results in a
comprehensive valuation that Corporate Valuation and
Mergers & Acquisitions provides a more accurate estimate of
a company's value than methods that rely on more simplistic
meftrics.

e) Consistency: DCF analysis provides a consistent method for
valuing companies over time, which makes it easier to
compare the values of different companies and monitor

changes in their valuations over time.

2.Comparable company analysis (CCA):
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Comparable company analysis (CCA) is a method used to
estimate the value of a company by comparing it to similar publicly
traded companies in the same industry. Financial ratfios and
multiples are calculated for the comparable companies, and then

applied to the target company to estimate its value.

The advantages of using Comparable Company Analysis (CCA) to

value a company are:

> Objectivity: CCA is based on the market prices of similar
companies that are publicly traded. This makes the valuation
more objective and less prone to subjective opinions and
biases.

> Availability of data: Since CCA uses publicly available data
on comparable companies, the data is easily accessible and
transparent. This makes the valuation more reliable and easier
to validate. e Easy to understand: CCA is a simple method that
is easy to understand and communicate to others. This makes
it a useful tool for communicating the value of a company to
stakeholders and investors.

> Widely used: CCA is a widely used method for valuing
companies, which means that there is a large body of
knowledge and expertise available to support its use. This
makes it a reliable and wellestablished method for valuing
companies.

> Useful for companies without cash flows: CCA can be
particularly useful for companies that do not have a history of
generating cash flows, such as startups or companies in

emerging industries. In these cases, the market prices of
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comparable companies can provide a basis for estimating

the value of the company.

3.Precedent transaction analysis (PTA):

PTA is a method used to estimate the value of a company by

analysing the prices paid for similar companies in previous

mergers and acquisitions. The transaction prices are used as A

basis for estimating the value of the target company.

The advantages of using Precedent Transaction Analysis (PTA) to

value a company are:

/7
0‘0
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Objective: PTA is based on actual tfransaction prices paid for
similar companies in the past. This makes the valuation more
objective and less prone to subjective opinions and biases.

Focus on recent ftransactions: PTA focuses on recent
transactions, which provides a more current view of market
conditions and valuation multiples. This can be particularly
useful in industries with rapidly changing market conditions.

Access to detailed information: PTA often involves a thorough
analysis of past transactions, including detailed information on
the terms of the deal, the structure of the tfransaction, and the
strategic rationale behind the deal. This can provide valuable
insights info the market and the value of similar companies.

Reliable: PTA is a reliable method for valuing companies that
has been widely used in the industry for many years. This
means that there is a large body of knowledge and expertise
available to support its use. Useful for illiquid markets: PTA can

be particularly useful in illiquid markets where there are few
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comparable companies and litfle public information
available. In these cases, past transaction prices can provide

a useful benchmark for estimating the value of the company.
4.Asset-based approach:

The asset-based approach estimates the value of a company
based on the value of its assets, both tangible and intangible. This
method is commonly used for companies with significant tangible
assets, such as real estate or equipment. The advantages of using

an asset-based approach to value a company are:

Objective: An asset-based approach is based on the actual value
of the assets owned by the company. This makes the valuation

more objective and less prone to subjective opinions and biases.

e Useful for companies with valuable assets: An asset-based
approach can be particularly useful for companies with
valuable assets, such as real estate or intellectual property. In
these cases, the value of the assets can be a significant
contributor to the overall value of the company.

e Simple: An asset-based approach is a simple method that is
easy to understand and communicate to others. This makes it
a useful tool for communicating the value of a company to
stakeholders and investors.

e Applicable to distressed companies: An asset-based
approach can be useful for valuing distressed companies, as
the value of the assets may be more reliable than other
valuation methods that rely on assumptions about future cash

flows.
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e Provides a floor value: An asset-based approach provides a
floor value for the company, as it represents the minimum
value that the company would be worth in a liquidation
scenario. Earnings multiple approach: The earnings multiple
approach estimates the value of a company based on ifs
earnings, using a multiple of the company's earnings as a basis

for estimating its value.

Corporate Valuation and Mergers & Acquisitions The advantages of

using the earnings multiple approach to value a company are:

a) Widely used: The earnings multiple approach is a widely used
method for valuing companies, particularly in industries with
stable and predictable earnings.

b) Easy to understand: The earnings multiple approachis a simple
method that is easy to understand and communicate to
others. This makes it a useful tool for communicating the value
of a company to stakeholders and investors.

c) Focus on earnings: The earnings multiple approach focuses on
the company's earnings, which can be a good indicator of its
future potential. This can be particularly useful for growth-
oriented companies that may not have a long history of
profitability.

d) Reflects market sentiment: The earnings multiple approach
reflects the market's sentiment about the company, as the
multiple is often based on the valuations of comparable

companies in the same industry.
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e) Provides a range of values: The earnings multiple approach
provides a range of values based on different multiples, which
can be useful for evaluating the sensitivity of the valuation to
changes in the multiple. Each of these methods has its own
strengths and weaknesses, and the choice of method will
depend on the specific circumstances of the company being
valued. In practice, multiple methods may be used to
estimate the value of a company, and the results of each
method may be weighed and combined to arrive at a final

estimate of the company's value.

Recent Developments and the Indian Context

The valuation landscape in India is constantly evolving to keep
pace with changing business dynamics. The Companies
(Amendment) Act, 2020, and the Insolvency and Bankruptcy Code

(IBC), 2016 have introduced new valuation methodologies.
Choosing the Right Method

Selecting the most suitable valuation method for Merger and
Acquisition India depends on several factors, including the industry,
availability of comparable companies, and the target company’s
financial profile. Often, a combination of these methods is used to

arrive at a comprehensive valuation.

Importance of Valuation Accuracy

Accurate valuation methods for M&A are crucial for severadl

reasons:
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. Facilitates Negotiations: A well-defined valuation serves as a
strong foundation for M&A negotiations, leading to a

smoother transaction process.

. Complies with Regulations: Certain M&A transactions in India
may require valuation reports from Registered Valuers, as
mandated by the Insolvency and Bankruptcy Board of India
(IBBI).

. Informed Decision-Making: Accurate valuation helps
acquirers make informed decisions about the target
company's value.

. Post-Merger Integration: Accurate valuation can help identify

potential risks and opportunities for synergy realization.

By understanding the valuation process and considering various
factors, companies can make more informed decisions about

M&A transactions.
Seeking Expert Guidance

Merger and Acquisition valuations can be complex and require
specialized expertise. Experienced M&A lawyers can help you
choose the appropriate valuation methods for M&A in Indiq,
interpret the results, and negotiate a fair price for your transaction.
Experts suggest that a combination of valuation methods can

provide a more accurate picture of the company’s worth.
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The valuation process in India is primarily governed by the

following regulatory bodies and acts:

Companies Act, 2013: Section 232 of the Act deals with
mergers and amalgamations. It, along with the Companies
(Registered Valuers and Valuation) Rules, 2017, mandates
that a valuation report from an Independent Registered
Valuer is often required for the share exchange ratio in @

scheme of amalgamation.

SEBI Regulations: The Securities and Exchange Board of India
(SEBI) oversees transactions involving publicly listed
companies. Itsregulations, such as the (Listing Obligations and
Disclosure Requirements) Regulations and the (Substantial
Acquisition of Shares and Takeovers) Regulations, mandate
fair disclosures and independent valuations to protect public

shareholders.

FEMA, 1999: The Foreign Exchange Management Act applies
to cross-border M&A and specifies the pricing guidelines for

the transfer of shares between residents and non-residents.

Competition Act, 2002: The Competition Commission of India
(CCI) evaluates larger M&A deals to prevent adverse effects
on competition in the market. The valuation of the companies
is a factor in determining if the deal meets the specified asset

and turnover thresholds for approval.
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Some Important considerations

Independent Valuer: Indian regulations, particularly under the
Companies Act, often require a valuation report from an
independent, Registered Valuer to ensure objectivity and

fairness.

Purchase Price Allocation (PPA): After a merger or acquisition,
the acquirer must allocate the purchase price to the fair value
of the acquired tangible and intangible assets, as per Indian
Accounting Standards (Ind AS).

Dissenting Shareholders: In an amalgamation, the court-
approved scheme may require compensating dissenting
shareholders for their shares, with the valuation process

playing a key role in determining the amount.

The business valuation in mergers and acquisitions process aims to

put a rupee on a business by accounting for several factors and

aspects of its operation. Two companies within the same niche that

have the same market size may differ in valuation when you

consider other aspects of business operation.

While valuing a business, appraisers tend to look at factors such as

these:

Stage of the company’s lifecycle
Business history and reputation
Observable growth

Marketplace competition

Prospects
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. Cost for the buyer to build a similar business from scratch

After selecting the most relevant appraisal method, an appraiser

will then look at these factors to come up with the valuation:

. Assets: Adding the material worth of a company's assets and
subtracting liabilities is a simple yet effective way to gauge

value.

. Earnings before interest, tax, depreciation & amortization
(EBITDA): Taking EBITDA allows buyers to compare the seller's

company with competitors by taking out these four factors.

. Revenue multiple: This determines the value of a business
proportionate to its revenue and can be used to determine
whether the seller's company is “cheap” or expensive to

acquire.

. Real option analysis: “Real options” are simply asset-based
choices, such as machinery or business property, rather than
intangible assets such as IP. Enficing or valuable real options

can sweeten a deal.

. P/E (price earnings) ratio: The ratio expresses a company's
share price divided by after-tax profits, and can help buyers

and sellers compare a company to competitors.

. Dividend yield: Similar to discounted cash flow, this gauges

the present value of a future dividend to “prove” worth.



39

. Entry cost: The entry cost sums up the cost from scratch to start
an equivalent business; it helps the buyer weigh the pros and

cons of the M&A terms.

. Precedent analysis: Comparable to the cost valuation
method, this gauges the precedent price paid in similar M&A

deals.

Valuation under horizontal merger

Valuation for a horizontal merger requires estimating the value of
each company on its own, quantifying the synergies created by the
merger, and adding the value of these synergies to the combined
company's standalone value. A horizontal merger occurs between
direct competitors, so the main driver of value is the synergy

created by combining their operations.

Valuation approaches

A combination of valuation methods is used to get a

comprehensive view of the companies' value:

. Discounted Cash Flow (DCF): A DCF analysis forecasts the
future cash flows of each company and discounts them back
to their present value using an appropriate discount rate, such
as the Weighted Average Cost of Capital (WACC).

Process:

1. Value each company individually (Firm A and Firm
B).
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2. Sum the individual values to get the pre-merger

combined.

3. Estimate the incremental cash flows from the

merger's synergies.

4. Calculate the combined company's value,

including the synergies

5. The value of the synergy is the difference:

. Comparable Company Analysis (CCA): This method
estimates the target company's value by comparing it to

similar publicly traded companies in the same industry.
Process:

1. ldentify a peer group of companies similar to the

merging firms.

2. Calculate valuation multiples for the peer group,
such as Price-to-Earnings (P/E), Enterprise Value-to-
Sales (EV/Sales), or Enterprise Value-to-EBITDA
(EV/EBITDA).

3. Apply these multiples to the target company's
relevant financial metrics to arrive at a valuation

range.

. Precedent Transactions Analysis: This approach involves
finding the prices paid for similar companies in past merger

and acquisition (M&A) deals. This provides a market-based
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valuation by looking at what buyers actually paid for

comparable businesses.

Valuation of synergies

A major component of a horizontal merger valuation is identifying
and quantifying the synergies, which typically fall into two

categories:
1.Cost synergies

Cost synergies are cost savings that result from the elimination of
redundant or duplicated expenses. They are generally more

predictable and easier to quantify than revenue synergies.
. Examples of cost synergies:

o Economies of scale: Reduced per-unit costs by

consolidating manufacturing, distribution, or purchasing.

o Redundant facilities and personnel: Eliminating
duplicate corporate headquarters, IT departments, or

sales teams.

o Increased bargaining power: A larger company can

negotiate bulk discounts from suppliers.
2.Revenue synergies

Revenue synergies are gains in revenue that the combined
company can achieve but that the individual companies could
not. They are often more difficult to predict accurately and carry

more risk.
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. Examples of revenue synergies:

o Cross-selling: Offering each company's products to the

other's existing customer base.

o New markets: Gaining access to new geographic
markets where the combined company has a stronger

presence.

o Increased pricing power: A higher market share may
allow the new company to set prices more strategically,

though this is heavily scrutinized by regulators.
Regulatory considerations

Because horizontal mergers involve competitors, they face
significant scrutiny from regulatory bodies to prevent the creation

of a monopoly or an anticompetitive market.

. Impacton valuation: The potential for a merger to be blocked
or to require divestitures of certain assets must be considered
during the valuation process, as it can significantly impact the

deal's success and the value of synergies realized.

VALUATION UNDER VERTICAL MERGER

Valuing a company in a vertical merger focuses on identifying and
quantifying the synergies gained from supply chain integration,
which can lead to cost savings and increased market
power. Standard valuation methods like the Discounted Cash Flow
(DCF) model and Comparable Company Analysis are used, but

they must incorporate the projected benefits of the vertical
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integration, such as improved operational efficiency, controlled

production costs, and the potential for enhanced shareholder

returns.

Considerations for Vertical Merger Valuation

Synergies:

The core of a vertical merger valuation is the synergy created by

combining different stages of the supply chain.

1. Cost synergies

These are cost reductions that result from increased efficiency and

reduced redundancies.

Improved supply chain efficiency: Streamlining processes,
reducing redundancies, and improving coordination

between production stages.

Elimination of double marginalization: A single, integrated firm
no longer needs to pay a wholesale markup to its upstream
supplier, which can lower final consumer prices and increase

the firm's total profit.

Reduction in transaction costs: The merged company can
save on costs related to negotiating with and managing a

third-party supplier or distributor.

2. Revenue synergies

These are opportunities to generate higher revenues as a

combined entity.
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Cross-selling opportunities: A merged company can sell new

or complementary products to an expanded customer base.

Enhanced product bundling: The combined firm can bundle
its products more effectively and potentially increase market

share.

Better quality control: Integrating production stages gives the
company greater control over quality, which can improve

customer satisfaction and increase sales.

3. Financial synergies

These relate to a stronger financial profile for the merged

company.

Lower cost of capital: A larger, more financially stable
company may gain a better credit rating, allowing it to

borrow at a lower interest rate.

Increased debt capacity: The combined entity's stronger cash

flows may allow it to take on a higher level of debt.

Tax benefits: A profitable company can acquire a company

with accumulated losses to offset future faxable income.

Supply Chain Integration:

Analyse how the merger will improve efficiency and control over

the entire production and distribution process.

Market Power:



45

Evaluate the potential for the merged entity to gain greater market

influence by conftrolling more of the supply chain.

. Valuation Methods: Standard valuation techniques are
applied, but the assumptions and projections must reflect the

benefits of vertical integration.

« Discounted Cash Flow (DCF): Calculate future cash

flows, incorporating the projected cost savings and

revenue enhancements from the vertical integration.

. Comparable Company Analysis: Use market data from

similar companies or past vertical transactions to

establish relative valuation metrics.

. Risks: Consider any new risks, such as increased reliance on @
specific supply chain or potential market dependence, that

may arise from the vertical integration.

. Financing: The method of financing the merger (cash vs.
stock) can also influence the overall valuation and cost of the

deal.

In essence, the valuation of a vertical merger goes beyond valuing
the individual companies and instead focuses on the value
created by their integration into a more efficient and cost-effective

operation.
Valuation process

The valuation of a vertical merger follows a structured process to
determine the premium the acquiring company should be willing

to pay.
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. Step 1: Value each firm independently. Use standard
valuation methods to find the standalone value of both the

acquirer

. Step 2: Estimate synergies. |Identify and quantify the expected
cost, revenue, and financial synergies. Sum their present
values to calculate

. Step 3: Determine the maximum offer price. The acquiring
company's maximum offer for the target is its standalone

value plus the estimated synergy value.

. Step 4: Calculate net value. The actual value created by the

deal depends on the cash or stock paid for the acquisition (

The deal is profitable if the purchase price is less than the target's

standalone value plus the synergies.

Reasons for a Vertical Merger. In a merger, two companies agree

to integrate their operations together on a co-equal basis.

Examples of verfical mergers in India include the recent’Zee
Entertainment and Sony India merger, Hindustan Unilever's merger
with GlaxoSmithKline Consumer Healthcare Ltd, and the earlier
merger of Zee Entertainment Enterprises (broadcaster) and Dish TV
(distributor) to gain supply chain contfrol and efficiency. Another

example is the_Hindalco merger with Novelis, integrating upstream

operations like power generatfion fto support their aluminum

production.
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Forward integration

Valuation for a forward acquisition involves assessing the target
company's worth using methods like Discounted Cash Flow
(DCF), market multiples (e.g., comparable company analysis),
and asset-based valuations. The goal is to determine the price for
the target by analyzing its financial health, future earnings
potential, and market position, ultimately informing the buyer's
offer of cash or stock.

Valuation Methods

Several methods are used to value a company in an acquisition

scenario:

. Discounted Cash Flow (DCF) Analysis: This income-based
method estimates the target company's value by projecting
its future cash flows and discounting them back to the present

value.

. Comparable Company (Multiples) Analysis: This market-
based approach compares the target company's financial
metrics (like revenue or EBITDA) to those of similar publicly

traded companies or recent transactions to derive a value.

. Asset-Based Valuation: This method assesses the net worth of
the company's tangible and intangible assets, subtracting its
liabilities. It's particularly useful when a company's value stems

more from its physical assets than its future income.
The Valuation Process

The process of valuing a company for a forward acquisition

involves:
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1. Preliminary Study:

This includes analysing the company's history, profit frends, market
reputation, and understanding the broader economic factors and

risks that could affect its value.
2. Financial Statement Analysis:

Reviewing financial statements to understand the company's

historical performance and current financial position.
3. Market Analysis:

Assessing market conditions and identifying comparable

companies or recent transactions to help set value benchmarks.
4. Synergy Assessment:

Evaluating the potential value created by combining the buyer's

and target's operations.
Factors Influencing Valuation

Beyond the core valuation methods, several factors impact the

final price:

. Market Conditions: The prevailing economic environment and

industry trends.

. Company Specifics: The fargef's brand reputation,

management quality, and overall financial stability.

« Transaction Structure: Whether the deadl involves cash, the

buyer's own stock, or a combination of both.

. Negotiation: The ability of the buyer and seller to negotiate a

mutually agreeable price.
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Backward integration

In a reverse acquisition, a smaller private company (the
"accounting acquirer’) acquires a larger public company (the
"legal acquirer" or "shell corporation”). Valuation in this scenario is
complex because the legal form of the transaction differs from its
accounting substance, requiring special consideration for the

purchase price and the fair value of the combined entity.
The valuation challenge

In a typical merger, the consideration paid is known, and the
acquirer allocates that value to the assets and liabilities of the

target company. In a reverse acquisition, the dynamic is reversed.

. Purchase price uncertainty: The private company often issues
shares as consideration to the public company's shareholders.
Therefore, the purchase price is based on the fair value of the
newly issued private company shares, which must be

determined.

. Controlling party: The former shareholders of the private
company often retain the largest portion of voting rights in the
new combined entity and dominate the management and
board. This gives them control, making the private company

the true acquirer for accounting purposes.

.« Measurement of goodwill: The valuation determines the
goodwill to be recognized. The fair value of the legal
acquirer's (public shell's) shares is often more reliably

determined than the private company's shares, and the
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valuation might be based on the public entity's fair value

rather than the private one's.
Valuation methods for the accounting acquirer (private company)

To determine the fair value of the private company that is
essentially buying the public shell, valuation analysts rely on the
same methods used for fraditional mergers, but they apply them in

reverse.

Discounted Cash Flow (DCF) Analysis: This method values the
private company based on the present value of its projected future

cash flows.

1) Process: Project the company's future free cash flows,
determine an appropriate discount rate (the weighted
average cost of capital), and calculate the present value of
the cash flows and the company's terminal value.

2) Relevance: Useful for businesses with stable, predictable

earnings and a clear growth trajectory.

2.Market Multiples Method (Comparable Companies Analysis): This
approach compares the private company to similar publicly

traded companies.

1) Process: Select a group of comparable public companies,
calculate  key financial multiples (e.g., Enterprise
Value/EBITDA, Price/Earnings), and apply the average or
median multiple to the private company's corresponding

financial metric.
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2) Relevance: It provides a market-based valuation, but
adjustments must be made for differences in growth, risk, and

size.

3.Precedent Transactions Analysis: The valuation is benchmarked

against recent acquisitions of comparable companies.

1) Process: Research recent mergers and acquisitions involving
similar firms, analyse the transaction multiples and premiums
paid, and apply this information to value the private
company.

2) Relevance: Uses actual transaction values, though data may
be limited or require careful consideration of the specific deal

context.

Accounting and valuation for the combined entity

Under financial reporting standards (e.g., ASC 805 in the U.S. or IFRS
3 globally), the accounting for a reverse acquisition involves these

key steps:

1. Determining the purchase consideration: The fair value of the
consideration is the fair value of the shares that the private
company (accounting acquirer) would have had to issue to
the public shell's (legal acquirer's) owners to give them the

same percentage ownership in the combined entity.

2. Measuring goodwill: Goodwill is calculated as the fair value of
the private company (purchase consideration) plus the fair
value of the public shell, minus the fair value of the public

shell's net identifiable assefts.
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3. Recognizing the public shell's assets: The public shell's assets

and liabilities are recorded at their fair value, not at their
historical book value. This is a critical step, as the public shell

may have unrecognized assets or liabilifies.

. Equity structure: The consolidated financial statements reflect

the equity structure of the accounting acquirer (the private
company). The retained earnings of the public company are
eliminated, and the retained earnings of the private company

are carried forward.

Risks and complexities

Reverse acquisitions can carry unique risks that affect the valuation

process and outcomes.

Public shell quality: The valuation of the public shell is crucial.
Often, these are dormant or struggling companies, and their
assets may be minimal or their liabilities significant. Thorough

due diligence is required.

SEC scrutiny: Regulatory bodies have increased their scrutiny
of reverse mergers, especially those involving shell companies.

This can increase risks and legal costs.

Shareholder dilution: The transaction is inherently dilutive for
existing shareholders of both companies, which must be

clearly communicated and understood by investors.
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Conglomerate merger

"

Valuing a conglomerate mergerrequires a "sum-of-the-parts
(SOTP) approach, where each unrelated business division is valued
separately using industry-specific metrics, a distinct discount rate,
and peer groups, because a single valuation for diverse business
segments is impractical. This method is critical for accuracy, as
conglomerate mergers involve companies from different industries,
making it challenging to find common ground for valuation,
although potential benefits like diversification can enhance the

overall value of the combined entity.
Challenges in Conglomerate Valuation

. Diverse Business Units: Conglomerates operate in distinct
industries, each with unique risk/return profiles, making a single

valuation difficult.

. Differing Valuation Metrics: Each segment requires different
valuation methods and comparable companies (peer

groups) due to its industry-specific nature.

. Synergy Uncertainty: While diversification can reduce risk, the
expected operafional synergies are often less apparent in
conglomerate mergers compared to industry-specific

mergers.

. Cultural and Operational Integration: Merging companies
with unrelated cultures and operations is challenging and can

intfroduce risks that impact the overall valuation.
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1. Segment the Conglomerate: The conglomerate is conceptually

broken down into its individual business segments.

2. Value Each Segment Independently: Each business unit is valued
separately using appropriate methods and metrics for its specific

industry.

3. Apply Segment-Specific Discount Rates: A unique discount rate

is applied to each segment based on its specific risk profile.

4. Use Segment-Specific Peer Groups: Distinct peer groups are used

for each division to find relevant trading and transaction multiples.

5. Aggregate the Values: The individual valuations of all segments
are then added together to arrive at the total value of the

conglomerate.

Benefits of the SOTP (sum-of-the-parts) Approach

. Accurate Implied Value: This granular approach provides a
more accurate valuation compared to frying to value the

entfire company as a single, monolithic entity.

. Identifies Value Drivers: It helps in identifying the specific value
of each division and potential areas for improvement or

divestment within the conglomerate.

. Informs Strategic Decisions:
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Valuation under Conglomerate merger

Conglomerate mergers involve companies from unrelated
industries joining forces. Valuing businesses in such mergers presents
unique challenges compared to other M&A transactions because
the valuation process may differ significantly for each industry

involved.
Common valuation approaches and considerations

Several valuation approaches and methods are employed, often
in combination, to determine the value of entities in conglomerate

mergers:

. Asset-Based Approach: This approach values the target
company based on its net asset value (total assets minus total

liabilities).

. Income Approach: This approach focuses on the target
company's ability to generate future cash flows, discounting
them to their present value. Common methods include
Discounted Cash Flow (DCF) analysis and Capitalization of

Earnings.

« Market Approach: This approach involves comparing the
target company to similar publicly traded companies or
recent transactions within the same industry to derive
valuation multiples like the Price-to-Earnings (P/E) ratio or

Enterprise Value-to-Sales (EV/Sales) ratio.
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Specific considerations in conglomerate merger valuation

Sum of the Parts (SOTP) Valuation: This is a common method
for valuing conglomerates, where each business division is
valued separately using the appropriate valuation methods
(e.g., Discounted Cash Flow, comparable company analysis)
for its specific industry, according to Wall Street Prep. The
individual valuations are then added to arrive at the
conglomerate's overall value. This approach acknowledges

the distinct risk/return profiles of each segment.

Conglomerate Discount: It's important to be aware of the
"conglomerate discount," where the market may value @
conglomerate lower than the sum of its individual parts due to
perceived inefficiencies or complexities in managing diverse

businesses.

Additional factors

Several other factors influence the valuation of a conglomerate

merger:

Financial performance and projections
Industry and market conditions
Assets, liabilities, and intellectual property

Synergies and potential cost savings (though these may be
less apparent and harder to quantify in conglomerate

mergers)
Regulatory and legal issues

Market and economic conditions


https://www.wallstreetprep.com/knowledge/conglomerate-merger/
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. Technology and intellectual property
. Debt and financing structures
. Buyer type (strategic or financial)

. Integratfion risks and cultural differences, which can be
particularly challenging to merge between companies from

disparate industries.

In conclusion, valuing a company for Merger and Acqusition
requires a comprehensive and tailored approach. It's crucial to
consider the unique characteristics of each business segment and

apply appropriate valuation methodologies.




