Mustration 32.2: DCF Valuation of an Acquisition

The management of Sangam Fertilisers Company (SFC) is concerned
about the fluctuating sales and eamings. The variability of the company’s
earnings has caused its P/E ratio at about 22 to be much lower than the
industry average of about 45, Tables 32.1 and 32,2 contain SFC's most
recent summarised profit and loss account and balance sheet, Currently,
SFC's share is selling Tor Rs 57.60 in the market. To boost its sales and
bring stability to its earnings, SFC's management has identified Excel
Chemicals Company as a possible target for acquisition. Excel is known
for its quality of products and its nation-wide markets. The company has
not been performing well in the recent past due to poor management (see
Tables 32,3 and 324 for Excel's summarised financial performance). Its
sales have grown at 4 per cent per year during the 2000-04 against the
industry growth rate of 8 per cent per vear, The current price of Excel's
share is Rs 24,90,
Table 32.3: SFC: Summarised Profit and Loss Account
during the Year Ending on 31 March, 2004

(Ks in crore)
Profit and Loss Items
Net Sales 4,205
Cost of poods sold 5,975
Depreciation 143
Selling & administrative 1,020
Total expenses 1138
PRIT 1,067
Interest 284
PBRT 183
T . 380
Pal 403
Per Share Dats e
EPS (Rs) 2.56
DPS (Rs) 1.80
Book value (Rs) 27.49
Market Value (Rs):
High 75.05
Low 38.00
Average 56.53
PYE ratio:
High 29,32
Low 14,84

Average 22,08
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The management of SFC is confident that after acquisition, they
could turn around Excel. They could increase Excel's growth rate o 8 per
cent within two-three years and reduce cost of goods sold to 66 per cent
of sales and selling and administrative expenses to 15 per cent, SFC
anticipates that 1o support the growth in Excel’s sales, capital expenditure
(CAPEX) equal to 5 per cent of sales may be needed each year. The
capital will maintain its capital structure in the market value terms at the
current level, The market borrowing rate is 15 per cent. The corporate tax
rate is 35 per cenl.

What is the value of Excel if SFC aequires it? At what price should
SFC pay for each share of Excel?

Table 32.4: SFC: Summarised Balance Sheet as on

31 March, 2004
(Ks in crore)
Source of Funds
Sharcholders’ Funds
Paid up capital (157,50 crore shares @ Rs 10) 1,575
Reserves and Surplus 2,755 4,330
F e i A
Secured 1,203
Unsecured 967 2,170
Capital Employed S 16800
Uses of Funds S
Giross Block 6,231
Less: Depreciation 1,626
Met Block 4,605
Investment 28 4,634
Current Assets 3,726
Less: Current Linbilities 1,860
Net Current Assets et
Net Assets 6,500

Table 32.5: Excel Chemicals Company: Summarised Profit
and Loss Statement and Per Share Data

(Rs in crore)
2000 200 2002 2003 2004
Profit and Loss liems

Net Sales 1442 1477 1,580 1,642 1,695
Cost of goods sold 095  1.042 1,125 L0165 1,195
Depreciation 37 40 45 45 40

Selling and
admin. expenses 260 275 2800 292 302

Total expenses 1,292 1,357 1,450 1,502 1,537

PBIT 150, 1200 130 140 158
Intercst 19 e
PBT 13 S1OBE A0 1 < 13h
Tax A0S e 3800 40 (A8
PAT T TR e T
{(Conid. )

{Rs in crore)
2000 2001 002 N3 2004
Per Share Data
EPS (Rs) 344 2.84 288 300 332
DPS (Rs) 1.70 |.50 150 1700 2220
Book value (Rs) 2376 2500 2628 27.68 2920
Market Value (Rs).
High 30.84 4404 42325 3548 2816
Low 22,12 2580 2438 1628 13.14
Average 2648 3492 3332 258BE 20.65
P/E ratio:
High BY9T 1551 14,67, 1183 BA4B
Low 6,43 9.08 B47 543 396
Average 170 1230 11,57 82T 622

Table 32.6: Excel Chemicals Company: Summarized
Balance Sheet as on 31 March, 2004

Balance Sheet lems (K3 in crore)

Source of Funds

Shareholders” Funds
Paid up capital {25,000 shares of Rs 10 each) 250

Reserves and Surplus 425 675
Borrowed Funds:
Secured 200
Unsecured 95 293
Capital Employed 970
Uses of Funds
Ciross Block 657
Less: Depreciation 28RS
MNet Block 372
Investment 23
Current Assels 753
Less: Current Liabilities 178
Net Current Assets 375
MNet Assets w0

We can use the DCF approach to determine the value of Excel to
SFC. The economic gain from the merger of Excel with SFC would
basically come from the higher sales growth and improved profitability
due to reduction in the cost of goods sold and the selling and administrative
expenses, It is expected that if SFC acquires Excel, it would be able to
improve Excel’s overall management, use its strong distribution system
for increasing sales, and consolidate its operations, systems and functions
to facilitate operating economies and cost reduction,

Estimating Free Cash Flows

Revenues and expenses The first step in the estimation of cash flows
is the projection of sales. Excel in the past has grown at an average
annual rate of 4 per cent. After acquisition, sales are expected to grow
at 8 per cent per year, We assume that SFC would need a few years
to achicve this growth rate. Thus sales may be assumed to grow at
5 per cent in 2005, 6 per cent in 2006, 7 per cent in 2007 and thercatter,
at & per cent per annum, The second step is to estimate expenses.,
Due to operating efficiency and consolidation of operations, costs are
expected to decline. Excel’s cost of goods sold has averaged around
70-T1 per cent of sales and is now anticipated to be brought down



to 66 per cent of sales. We may assume that SFC would take about
two-three years to reduce the cost of goods sold, Selling and
administrative expenses can also be estimated in the similar way.

Capex and depreciation Depreciation can be estimated keeping in
mind the anticipated capital expenditure in cach year (wiz., 5 per cent of
sales) and average annual depreciation rate (viz., about 11 per cent for
Excel during the past five years). We have assumed a diminishing balance
method for depreciation,’ Thus, depreciation for 2005 and 2006 would
be as follows:

DEFys = 0.11372+ CAPEXy )
=0. 11372+ 0,051 78(0)
=014372489)=0.1K461) =51
DEP, = 0.11{ 461 50 + 0,05 1887)
=00 04114 94) = 56
CAPEX and depreciation for other years can be similarly calculated
as shown in Table 32,5,
Working capital changes In the calculation of the cash flows, we
should also account for increase in net working capital (NWC) due to

expansion of sales. Excel’s net working capital to sales ratio in 2004 is 34
per cent. If assume that working capital is managed as in the past, we can

expect MW 1o sales ratio to renain as 34 per cent. Mote that since we
shall be calculating the value of Excel (representing the value of both
shareholders and lenders), using the weighed cost of capital as the discount
rate, interest charges would not be subtracted in calenlating free flows.
Excel has been paying an average tax of 34 per cent. This might be due to
tax incentives available to the company. The company will pay tax at
current marginal tax rate of 35 per cent. Table 32.7 provides the estimation
of net cash flows,

Estimating the Cost of Capital

Since we are determining Excel’s value, the discount rate should be Excel’s
average cost of capital. In the year 2004, the outstanding debt of the
company is Rs 295 crore and interest paid is Rs 30 crore. Thus, the
interest rate works out to 10.2 per cent. The current rate of borrowing is
15 per cont. On the after-tax basis, the cost of debt would be: 0.15
(1 -0.35)= 0975 or 9,75 per cent.

. We can calculate the company s cost of equity using the dividend
growth model. Excel's current share price is Rs 24.90, and it paid a
dividend of Rs 2.20 in 2004, Thus, its dividend yield is: 2.20/24.90 =
0.088 or &.8 per cent. The company has been paying about 55 per cent of
its camings as dividend and retaining 45 per cent. The average return
(over last five years) on equity has been about |2 per cent. Thus, the
company's growth rate is: 0,45 < 0,12 = 0,054 or 5.4 per cent, Excel's

Table 32.7: Excel Chemicals Company

Estimation of Cash Flows

( Ry in crore)

Actual Estimaies
Year 2004 2005 2006 2007 2008 2009 2000 2001 2002 2003 2014
Net sales 1695 1780 1887 2019 2180 2354 2543 2746 2966 3203 3460
Cost of goods sold 1195 1246 1302 1360 1439 1554 1678 1813 1958 2114 2283
S&A expenses W2 302 302Ar .02 82 33 amE M2 445 agh. 519
Depreciation 40 5l 56 ol ity 72 78 B4 91 99 107
Total expenses 1537 1599 1660 1723 1832 1979 2137 2309 2494 2693 2909
PBIT 58 181 227 . 296 DO DUsyer i Toste i c48g s iggs’ 1o 8100 U 5880
Tax @ 35% 55 63 7 o4 122 132 142 153 165 178 193
NOPAT i 1F . ~jd4k . 102 U938 0ir'oss... 264 284 3071 331 358
Plus: Depreciation A0 51 56 61 o6 7 78 84 91 9 107
Funds from operations 143 165 203 253 292 6 341 3oy 398 430 465
Less: Increase NWC' 0 6 45 L1 50 o o0 75 Al 87
Cash from operations R R T R T N T e I T
Less: Capex 4 G 101 109 118 127 137 148 160 173
Free cash flows T 7. 107 128 o 1394 IS0~ 163 175 . 189, .20
Add: Salvage value 2369
NCF P N ST R N T Y T MY ST S ¢ Y
PVF at 13% gl g e Tgia st 4s0" 43 ate a3 295
Present value 5 B |t e e, THRRY T 69 66 63 759
£ NWC (34% of sales) 575 605 641 686 T4l 801 865 93 1008 1089 1176

1. Tt is assumed that 11 per cent represent the average of the WDV depreciation rates for the various blocks of assets, as preseribed under the Indian

tax rules,



cost of equily is: 0088 +0.054 = 0,142 or 14.20 per cent. The company
has outstanding debt of Rs 295 crore and the market value of equily is Rs
622 50 crore (25 crore ® Rs 24.90). Thus debt ratio is: 295/622.50 =032
or 32 per cent. Given its capital structure in the year 2004, its weighted
average cost ol capital is about 13 per cent (see Table 32.8),

Table 32.8: Excel's Weighted Average Cost of Capital

Aot Weiphi
(Ks in erore)  Weighted e Cost
Equity 622,50 (.68 0.1420 0097
Dbt 295,00 0.32 00975 0.031
917,50 1 (100 (128
Terminal Value

Terminal value is the value of cash fows after the hovizon period. 1t is
difficult to estimate the terminal value of the finm, One approach is to
capitalise the net operating profil alier ax (NOPAT) at the end of the
horizon peried at WACC. NOPAT at the end of horizon period (tenth
year) is Rs 358 crore and the discount rate is 13 per cent. Thus, the
salvage value is:

NOPAT 358

—— =Rs2,754

Salvage valugs=s ———— =
Costof capital  0.13

The conceptually more appropriate approach is to consider net cash
flows (not eamings) for calculating the salvage value. We may take a
conservative approach and assume that after horizon period, cash Nlows
will not grow. Thaos the terminal value will be as follows:

NCF 205
Salvage value = ———eeeees = i = R, 577
g Costof capital 0,13

The alternative assumption is that net cash flows would grow at a
constant nonmal rate of 4 per cent. Then, the salvage value can be calculated
tging a method similar to the dividend-growth meodel as follows:

NCE, (14 g)
k—x
_ 205(1.04) 21320

ettt bkl 1 — R 2,369
GA3=004 009

/ We have used this value, (Rs 2,369 crore) in our calculations n
Table 32.7.
Value of Excel's Shares

We can discount the net cash flows in Table 32.5 to caleulate
Excel'svalue. Itis Rs 1,300 crore, Since EXCEL has Rs 295 crore
outstanding debt in the year 2004, the value of its shares is:

5V, =

(R in crire)

Excel’s Value 1355

Less: Debt 295

Value of Excel’s Shares 60
Vilue per share = W0 Rs42.40

25

The maximum price per share that SFC may be prepared to
pay for Excel’s share is Rs 42.40. The current market price of the
share is Rs 24.90. Thus, SFC may have to pay a premium of

about 70 per cent over the current market price. How should
SFC finance acquisition of Excel? Should it exchange shares or
pay in cash?

FINANCING A MERGER

Cash or exchange of shares or a combination of cash, shares and
debt can finance a merger or an acquisition, The means of
financing may change the debt-equity mix of the combined or
the acquiring firm after the merger. When a large merger takes
place, the desired capital structure is difficult to be maintained,
and it makes the calculation of the cost of capital a formidable
task. Thus, the choice of the means of financing a merger may be
influenced by its impact on the acquiring firm’s capital structure.
The other important factors are the Nnancial condition and
liquidity position of the acquiring firm, the capital market
conditions, the availability of long-term debt ete.

Cash Offer

A cash offer is a straightforward means of financing a merger, It
does not cause any dilution in the eamings per share and the
ownership of the existing shareholders of the acquiring company.
It is also unlikely 1o cause wide fluctuations in the share prices
of the merging companies, The shareholders of the target
company gel cash for selling their shares to the acquiring
company. This may involve tax liability for them.

Let us assume that SFC decided to offer a price of Rs 42.40
per share to acquire Excel’s shares, 1T SFC wants to pay cash for
the shares, it would need Rs 1,060 crore in cash, It can borrow
funds as well as use its tradable (temporary) investment and
surplus cash for acquiring Exeel. SFC's current debt is Rs 2,170
crore, which is 50 per cent of its book value equity, Afler merger,
the combined firm's debt would be Rs 2,465 crore (Rs 2,170
crore of SFC and Rs 295 crore of Excel). The debt capacity of
the combined firm would depend on its target debt-equity ratio.
Assuming that it 1s 1:1, then it can have a total debt of Rs 4,330
crore (i.e., equal to the combined firm’s equity, which is, pre-
merger equity of SFC). Thus, unutilised debt capacity is Rs | 865,
erore (i.e., Rs 4,330 crore minus the combined debt of SFC and
Execel, Rs 2,465 crore). Further, both companies have marketable
investments of Rs 52 crore, which may also be available for
acquisition. Given SFC has unutilised debt capacity (Rs 1,865
crore), it can borrow Rs 1,060 crore to acquire Excel.

Share Exchange

A share exchange offer will result into the sharing of ownership
of the acquiring company between its existing sharcholders and
new shareholders (that is, sharcholders of the acguired company).
The eamings and benefits would also be shared between these
two groups of sharcholders. The precise extent of net benefits
that acerue to cach group depends on the exchange ratio in
terms of the market prices of the shares of the acquiring and the
acquired companies. In an exchange of shares, the receiving
sharcholders would not pay any ordinary income tax
immediately. They would pay capital gains tax when they sell
their shares after holding them for the required period.

SFC, instead of paying cash, could acquire Excel through
the exchange of shares. For simplicity, let us assume that SFC's



share price is fairly valued in the market. If the company feels
that its shares are either under-valued or over-valued in the
market, it can follow a similar procedure as in the case of Excel
to calculate the value of its shares. SFC’s current price per share
18 Rs 57.80 and it has 157.50 crore outstanding shares. At its
current share price, the company must exchange: Rs 1,060 crore/
Rs 57.80 = 18.34 crore shares to pay Rs 1,060 crore to Excel,
After acquisition, SFC would have 175,84 crore (157,50 crore +
18.34 crore) shares outstanding. Thus, in the combined firm,
Excel’s shareholders would hold about 10.4 per cent of shares
(r.e., 18.34/175.84). Excel’s shares are valued at Rs 1,060 crore
and the value of SFC's shares at the current market price is
Rs 9,104 crore (157.5 crore * Rs 57.80). Thus the post-merger
value of the combined firm is Rs 10,164 crore, and per share
value is: Rs 10,164/175.84 = Rs 57.80. Thus there is no loss, no
gain to SFC's sharcholders,

Table 32.8: Impact of SFC and Excel Merger on EPS

SFC's (the acquiring firm) PAT before merger,

PAT, (Rs in crore) 403.00
Excel's (the acquired firm) PAT if merged with SFC,

PAT, (Rs in crore) 83.00
PAT of the combined firms afler merger,

PAT, + PAT, = PAT (Rs in crore) 486.00

SFC's EPS before merger (EPS,) (Rs) 2,56
Maximum number of SFCs shares maintaining

EPS of Rs 2.56: (486/2.56) (crore) 189,84
SFCs (the acquiring firm) outstanding shares before merger

(N,) (crore) 157.50
Maximum number of shares to be exchanged without

diluting EPS: (189.84-157.50) {erore) 32.34

SFC would be offering 18.34 crore shares for 25 crore
outstanding shares of Excel, which means 0.734 shares of SFC
for one share of Excel or a swap ratio of 0.734:1. The book
value of SFC’s share in 2004 is Rs 27.49 while that of Excel is
Rs 29.20. Thus, SFC alternatively could offer 0.94 shares for
each outstanding share of Excel without diluting its present
book value. Since it is exchanging only 0,734 shares, its book
value of equity should increase,

Impact on Earnings per Share Would SFC's EPS be diluted if
it exchanged 18,34 crore shares to Excel? Or, what is the maximum
number of shares, which SFC could exchange without diluting
its EPS? Let us assume the earnings of both firms at 2004 level,
We can caleulate the maximum number of SFC's shares to be
exchanged for Excel's shares without diluting the former
company’s EPS after merger as shown in Table 32.8,

We can also directly calenlate the maximum number of
shares as follows:

Maximum number of share to be exchanged without EPS dilutio
Acquiring firm's
. Post-merger earnings  Acquiring firm's
Acquiring firm's pre-merger shares
pre-merger EPS

_ PAT, +PAT,
AT T
403483
% NENG

i

= 157.5=32.34 crore

Thus SFC (the acquiring firm) could exchange 1.294 (i.c.,
32.34/25) of its shares for one share of Excel (the acquired firm)
without diluting its EPS after merger. Since it is exchanging
only 0.734 shares, its EPS after merger would be as shown below:

SFC's PAT after merger (Rs 403 crore + Rs 83 crore) 486.00
Number of shares after merger (157,50 + 18.34) 175.84
SFC's EPS after merger: 486/175.84 276

Table 32.9 summarizes the effect of the merger of Excel
with SFC on EPS, market value and price-carning ratio with an
exchange ratio of 0.734.

Table 32.9: Merger of Excel with SFC: Impact on EPS,
Book Value, Market Value and P/E Ratio

SKEC SFC
(hefore merger)  Excel  (after merger)
I. Profit afler tax (Rs in crore) 403,00 £3.00 4R6.00
2. Number of shares (crore) 157,50 25.00 175.84
1. EPS (Rg) 2.50 3.2 2.76

4, Market value per share (Rs)  57.80 24.90 57.80
5. Price-camings ratio (limes) 22,60 7.50 2094
fi. Total market capitalisation

(Rs in crore) 9. 104 1,060 10,164

Notes:

{a) Inline 2 SFC's number of shares after merger would be: 157.5 +
{0,734 = 25) = 175.84 crore,

(b) Inline 6, the value of Excel’s share is based on its evaluation by SFC
reflecting future growth and cost savings. At the current market
value of Rs 24.90, the market capitalisation in Rs 622,50 crore.

(¢) Market value per share after merger would be: Rs 10,164/175,84 =
Rs 57.80.

You may observe that for Excel’s (the acquired firm) pre-
merger EPS of Rs 3.32, the price paid is Rs 42.40. Thus, the
price-earnings ratio paid to Excel is: Rs 42.40/3.32 = 12.2 times.
Since the price-carmings ratio exchanged is less than SFC’s (the
acquiring firm) price-eamings ratio of 22.6, SFC's EPS after
merger increases. However, in terms of value, there is no change.
In fact, the post merger price-eamings ratio falls to: Rs 57,8/
Rs 2,76 = 20.94 times.

We can notice from Table 32,9 that after merger the market
value per share is Rs 57,80 and total capitalisation increases to
Rs 10,164 crore, more by Rs 437,50 crore of the sum of the
capitalization of individuals firms (Rs 57.80 x 157.50 crore plus
Rs 24.90 = 25 crore) = Rs 9,104 crore + Rs 622.50 crore =
Rs 9.726.50 croré. This increased wealth, however, does not
benefit the shareholders of SFC since it is entirely transferred to
Excel’s shareholders as shown below:



Total capitalisation of Excel’s shareholders after

merger (Rs in crore) 1, 060,00
Total capitalization of Excel's sharcholders before merger

(Rs in crore) 622.50
Met gain (Rs in crore) 437,50

Would the shareholders of SFC gain if there was no
economic gain from the merger and the exchange ratio was in
terms of the current market price of the two companies” shares?
The market price share exchange ratio (SER) would be:

- _?._I.@F:.:_!?r:iun::ul“acquirfn.il'lrm B _ 2490 ~0431 (2)

Share price of the acquiringfirm P,  57.80

Bootstrapping: SFC would issue 10.77 (i.e., 25 * 0.431)
shares to Excel in terms of current prices SER. Does the acquiring
firm benefit if shares are exchanged in proportion of the current
share prices? Let us assume that there are no benefits of
acquisition. Table 32,10 summaries the impact of the share
exchange in terms of the current market prices (without any
gain from merger/acquisition). SER at current share prices implies
that the acquiring company (SFC) pays no premium to the
acguired company (Excel).

Table 32.10: Impact of the Acquisition of Excel by SFC:

SER 0.431
SFC SKFC
{before merger)  Excel {afier merger)
1. Profit after tax (Rs in crore) 403,00 H3.00 486,00
2. Number of shares {crome) 157.50 25.00 168.30

i. EPS (Rs) 2.56 3.32 2.89

« 4, Market value per share (Rs) 57.80 24.90 57.80
5. Price-carnings ratio (times) 22.60 7.50 20000
6. Total market capitalisation

{Rs in crore) . 104,00 622.50 0. 726,50

Notes!

{a) Inline 2 SFC's number of shares after merger would be: 157,50 4
(0.431 = 25) = 168.30 crore.

(b) In line 6, the value of Excel's share is taken as the current market
price.

() Market value per share after merger would be: Rs 9,726.50/168.30
= Rs 57,80,

There is no gain from the merger and the market value after
acquisition of Excel remains the same, However, SFC is able to
increase its EPS from Rs 2.56 to Rs 2.89 after acquisition. The
reason is that its profit after tax increases by 20.6 per cent after
acquisition while the number of shares increases by 6.9 per cent
only..The price-carnings ratio declines to 20 (P/E = Rs 57.8/2.89
= 20) as there is no change in the market value per share and EPS
increases after merger. This is known as the bootstrapping
phenomenon, and it creates an illusion of benefits from the
merger.' Once again, it may be noticed that the price-eamings

ratio exchanged by the acquiring firm (SFC), Rs 24 9/Rs 3,32 =
7.50 is less than its price-earnings ratio, and this resulted in
higher EPS for the acquiring firm.

In case of Excel’s acquisition by SFC, there is expected to
be increase in Excel's capitalisation due to improvemeat in profit
margin and operating efficiencies. We have seen earlier that if
the exchange ratio is (.734, the entire gain is transferred to the
shareholders of Excel, Possibly, Excel's shares would remain
‘under valued’, if SFC does not acquire it. Can a negotiation
take place so that the shareholders of SFC also gain from the
increased wealth from merger? Let us assume economic gain
(Rs 1,060 - Rs 622.5 = Rs 437.5 crore) and SER in terms of the
current market value of two companies, i.e., 0.431. The effect is
shown in Table 32.11.

Table 32.11: Impact of the Acquisition of Excel by SFC:

SER 0.431
SEC SKEC
(before merger)  Excel  {(after merger)
1. Profit afler tax (Rs in crore) 403,00 £3.00 486,00
2. Number of shares (crore) 157.50 25.00 168.30

3, EPS (Rs) 2.56 332 2.89

4, Market value per share (Rs)  57.80 24.90 60,39
5, Price-earnings ratio (times) 22.50 7.50 21.40
6. Total market capitalisation

(Rs in crote) 9, 104,00 106000 10, 164,00

Notes:

{a) Inline 2, SFC's number of shares after merger would be: 157,50 +
(0431 = 25) = 168.30 crore.

() Inline 6, the value of Excel's share is taken as Rs 1,060 crore, which
is based on its evalustion by SFC reflecting future growth and cost
savings. .

(¢)  Market value per share after merger would be; Rs 10,164/ 168.30 =
Rs 60,39,

We may observe from Table 32,12 that the market value of
SFC's share is expected to be higher (Rs 60.39) after merger as
compared to the before-merger value (Rs 57.80). Sharcholders
of both Excel and SFC, as shown below, share the net increase in
wealth:

(Rs in crore)
Gain to SFCs (the acquiring firm) shareholders:
(P = PN, =(60.39-5T.80) = 157.50 409.00
Grain to Excel's (the acquired finm shareholders):
Fy* (SER} N, ~ B, x N, =060.39  10.78 - 24,90 = 23 28.50

Total gain:
Py %(N, +(SER)N} )= (P, XN, + P, x N},)

= 60,39 (1575 4 0,431 % 25)— (57.8 % 157.5+24.9 » 25)  437.50

Thus, the distribution of the merger gain between the
sharcholders of the acquiring and target companies can be
caleulated as follows:

1. Myers, S.C., A Framework for Evaluating Mergers, Modern Developments in Financial Management, 5.C, Myers (ed.), Pracger, 1976. Also see

Brealey and Myers, op. cir., p. 825,



Merger gain = Gain to the acquiring company’s

shareholders + Gain to the acquired

company’s sharcholders

= (Fu—F)N, + By (N, +SER (N,) - £, x N, (3)

where P, is the price per share after merger, P, before-merger
share price of the acquiring company, P, before-merger share
price of the target company, N, before-merger number of shares
of the acquiring company, N, before-merger number of shares of
the target company and SER is the share exchange ratio. Using
Equation (3), the merger gain for the shareholders of SFC and
Excel in Hlustration 32.2 can be computed as follows:

1,060 - 622,50 = (60.4 - 57.8) 157.5
}[60.4 % (24.9/57.8) (25) - 24.9 % 25]
437.50= 2,60 x 157.5 + [60.4 x (0.431) 25 - 24.9 x 25]
= 409.0 + 28.5 = Rs 437.50 crore

We may observe that the market value per share of the
combined firm (P, ) is higher than that of the acquiring or the
acquired firm because of the operating economies and improved
margin in the operation of the acquired firm. Thus the total gain
is also equal to the fair value of Excel’s shares (Rs 1,060 crore)
minus the current market capitalization (Rs 622.5),i.e., Rs437.50.

MERGER NEGOTIATIONS: SIGNIFICANCE OF
P/E RATIO AND EPS ANALYSIS

In practice, investors attach a lot of importance to the eamings
per share (EPS) and the price-camings (P/E) ratio. The product
of EPS and P/E ratio is the market price per share, In an efficient
capital market, the market price of a share should be equal to the
value arrived by the DCF technique. In reality, a number of
factors may cause a divergence between these two values. Thus,
in addition to the market price and the discount value of shares,
the mergers and acquisitions decisions are also evaluated in
terms of EPS, P/E ratio, book value etc. We have already
discussed the impact of merger on these variables in the case of
the merger of SFC and Excel (Illustration 32.2). In this section,
we extend the discussion in a more formal manner in the context
of the negotiations in terms of exchange of shares,

Share Exchange Ratio

In practice, in a number of deals, the current market values of the
acquiring and the acquired firms are taken as the basis for
exchange of shares, As discussed earlier, the share exchange
ratio (SER) would be as follows:

Share price of the acquired firm
Share price of the acquiring firm
L
s

Share exchange ratio =

The exchange ratio in terms of the market value of shares
will keep the position of the shareholders in value terms
unchanged after the merger since their proportionate wealth
would remain at the pre-merger level. There is no incentive for

the shareholders of the acquired firm, and they would require a
premium to be paid by the acquiring company. Could the
acquiring company pay a premium and be better off in terms of
the additional value of its shareholders? In the absence of net
economic gain, the sharcholders of the acquiring company
would become worse-off unless the price-carnings ratio of the
acquiring company remains the same as before the merger. For
the shareholders of the acquiring firm to be better-off after the
merger without any net economic gain either the price-earnings
ratio will have to increase sufficiently higher or the share
exchange ratio is low, the price-carnings ratio remaining the
same. Let us consider an example,

Suppose Shyama Enterprise is considering the acquisition
of Rama Enterprise. The following are the financial data of two
companies:

Shvama Rt

Enterprise Enterprise

Profit after tax (Rs) 40,000 8,000
Number of shares 10,000 4,000
EPS (Rs) 4 2
Market value per share (Rs) 6l 15
Price earnings ratio (times) 15 7.5
Taotal market capitalisation (Hs) G0, 000 60,000

Shyama Enterprise is thinking of acquiring Rama
Enterprises through exchange of shares in proportion of the
market value per share. If the price-earnings ratio is expected to
be () pre-merger P/E ratio of Rama, i.e., 7.5, (b) pre-merger P/E
ratio of Shyama, i.e., 15, (¢) weighted average of pre-merger IVE
ratio of Shyama and Rama, i.c., 13,75, what would be the impact
on the wealth of shareholders after merger?

Since the basis of the exchange of shares is the market value
per share of the acquiring (Shyama Enterprise) and the acquired
(Rama Enterprise) firms, then Shyama would offer 0.25 of its
shares to the shareholders of Rama:

P
SER=-% = LI 0.25
P60

(4
In terms of the market value per share of the combined firm
after the merger, the position of Rama’s sharcholders would remain
the same; that is, their per-share value would be: Rs 60 = 0.25 =
Rs 15. The total number of shares offered by Shyama (the acquiring
firm) to Rama's (the acquired firm) sharcholders would be:

No. of sharesexchanged = SER x Premerger number of

shares of the acquired firm
= (P, | P, )N, =0.25%4,000
= 1,000

The total number of shares afler the merger would be: N+
(SER) N, = 10,000 + 1,000 = 11,000. The combined earnings
[PATc} after the merger would be: Rs 40,000 + Rs 8,000 =
Rs 48,000 and EPS after the merger would be:



Post-merger combined EPS
_ Postmerger combined PAT
- Postmerger combined shares
_ PAT, +PAT,
"N, + (SERN, @
~ 40,000+ 8,000
~10,000+(0.25) 4,000
48,000
11,000

The earnings per share of Shyama (the acquiring firm)
increased from Rs 4 to Rs 4.36, but for Rama's (the acquired
firm) sharcholders, it declined from Rs 2 1o Rs 1.09; that is,
Rs4.36 % 0.25=Rs 1.09,

Given the camings per share after the merger, the post-merger
market value per share would depend on the price-earnings ratio
of the combined firm. How would P/E ratio affect the wealth of
shareholders of the individual companies after the merger? Table
32.12 shows the impact.

=Rs4.36

Table 32.12: Rama and Shyama Enterprises:

P/E Ratio and Effect on Value
Market value: Market value:
Shyama Ramua
Combined
Firm's

P/E  EPS After Market Value Before  After  Before  After
Ratio  Merger  Affer Merger merger merger merger merger

T.50 4.36 32,70 60.00 3270 1500 B.18
15.00 4,36 65,40 6000 6540 1500 1635
13.75 4,36 60,00 60.00 6000 1500 1500
Noves:

(@) Shyama’s share price after merger is equal to its EPS of

s 4.36 times the P/E ratio.

(b) Rama's share price after merger is equal to its share of EPS, Rs 1.09
times IVE ratio,

Note that Rama’s sharcholders’ value in terms of their
sharcholding in Shyama is: MV afier merger = 0.25. We can
observe from Table 32.12 that the shareholders of both the
acquiring and the acquired firms neither gain nor lose in value
terms if post-merger P/E ratio is merely a weighted average of
pre-merger P/E ratios of the individual firms, The post-merger
weighted P/E ratio is calculated as follows:

Post-merger weighted P/E ratio:

(Pre-merger P/E ratio of the acquiring firm) * (Acquiring
firm’s pre-merger earnings * Post-merger combined
earnings) + (Pre-merger P/E ratio of the acquired firm) =
(Acquired firm’s pre-merger earnings * Post-merger
combined earnings)

P/E,, = (P/E, XPAT, / PAT, )+ (P/E, )x(PAT,  PAT,) (5)

I. Van Homme, op cit., p. 615.

Using Equation (5) in our example, we oblain:
= (15) (40,000/48,000) + (7.5) (8,000/48,000)
=12.5+1.25=13.75

The acquiring company would lose in value if post-merger
P/E ratio is less than the weighted P/E ratio. Any P/E ratio above
the weighted P/E ratio would benefit both the acquiring as well
as the acquired firms in value terms. An acquiring firm would
always be able to improve its eamnings per share after the merger
whenever it acquires a company with a P/E ratio lower than its
own P/E ratio, The higher EPS need not necessarily increase the
share price, It is the quality of EPS rather than the quantity that
would influence the price.

An acquiring firm would lose in value if its post-merger
P/E ratio is less than the weighted P/E ratio. Shyama Enterprise
would lose Rs 27.30 value per share if F/E ratio after merger was
7.5 Any P/E ratio above the weighted P/E ratio would benefit
both the acquiring as well as the acquired firm in value terms.
When the post-merger P/E ratio is 15, Shyama gains Rs 5.40
value per share and Rama Rs 1,35,

Why does Shyama Enterprise’s EPS increase after merger?
It increases because it has a current P/E ratio of 15, and it is
required to exchange a lower P/E ratio:

SERXP, 0.25x60
EPS, 2

Shyama Enterprise's EPS after merger would be exactly
equal Lo its pre-merger EPS if P/E ratio paid is equal to its pre-
merger P/E ratio of 15, In that case, given Rama's EPS of Rs 2,
the price paid would be Rs 30 or a share exchange ratio of 0.5.
Thus, Shyama Enterprise would issue 0.5 x 4,000 = 2,000 shares
to Rama Enterprise. The acquiring firm's EPS after merger would
be: Rs 48,000/12,000 = Rs 4. It may. be noticed that at this P/E
ratio, Shyama's shareholders would have the same EPS as before
the merger: 0.5 * Rs 4 = Rs 2. It can be shown that if the acquiring
firm takes over another firm by exchanging a P/E ratio higher
than its P/E ratio, its EPS will fall and that of the acquired firm
would increase after the merger.'

Let us assume in our illustration that Shyama exchanges a
P/E ratio of 22.5 to acquire Rama. This implies a price of Rs 45
per share and a share exchange ratio of 0,75, The eamings per
share after acquisition would be as follows:

P/E exchanged =

7.5 (6)

40,000+ 8,000 48,000
10,000+0.75%4,000 13,000
Thus, the acquiring firm's EPS falls (from Rs 4 to Rs 3.69)

and the acquired firm’s EPS increases (from Rs 2 to Rs 3,69
®0.75=Rs 2.77). ;

Earnings Growth

At share exchange ratio, based on the current market values,
Shyama's (the acquiring firm) EPS falls. Should it acquire Rama?
It can acquire Rama if its (Rama’s) future earnings are expected
to grow at a higher rate. Afler acquisition, Shyama's EPS would

=Rs3.69

Postmerger EPS =



increase faster than before since the future growth rate would be
the weighted average of the growth rates of the merging firms.

Let us assume that Shyama's EPS is expected to grow at 6
percent and Rama's at 15 per cent. The weighted EPS growth for
Shyama would be:

2, = 0.06x A0 +0.15% il

48,000 48,000

=0.0750r 7.5 percent

Thus, the formula for weighted growth in EPS can be
expressed as follows:

Weighted Growth in EPS = Acquiring firm's growth x
(Acquiring firm’s pre-merger PAT/combined firm's PAT) +
Acquired firm's growth * (Acquired firm’s pre-merger PAT/
combined firm’s PAT)

PAT,

PAT,
+ g, X
PAT,

PAT, M

Bw = Eaq

where g _ is the weighted average growth rate after the merger, g
and EPS_ are growth rate and eamings per share respectively of
the acquiring firm before the merger, g, and EPS, are growth rate
and the earnings per share of the acquired firm before the merger,
EPS, earnings per share of the combined firm after merger.

Table 32.13 shows the future EPS of Shyama with and
without merger.

We can see from Table 32,13 and Figure 32.1 that without
merger, Shyama's current EPS of Rs 4,00 would grow at 6 per cent
per year and with merger the diluted EPS of Rs 3.69 would grow
at 7.5 per cent (the weighted average growth rate), Shyama’s EPS
with merger would remain depressed until five years after merger.
Its EPS, however, would start growing faster after five years.

Table 32.13: Shyama's EPS with and without Merger (Rs)

Withaui Merger With Merger

Year (g = 6%) (= 7.5%)
] 4,00 1.69
1 4.24 397
2 4,49 4.26
4] 476 4.58
4 505 4.93
5 535 5.30
6 567 5.69
7 601 6.12
b 0,38 6,58
9 6. 70 .07
10 1.16 7.60
15 9,59 10.92
20 12.83 15.67

In fact, Shyama has a higher P/E ratio that is an indication of
the investors' expectation of high future growth, Therefore, it is
more likely that it would grow rapidly. Under such situation, it
would not pay any premium to Rama. At a share exchange ratio
of (.23, Shyama’s EPS aftermerger would be Rs4.36. Assume that
its earnings are expected to grow at 24 per cent and Rama’s at 15

percent. How would Shyama's EPS behave with or without merger?
This i1s shown in Table 32,14 and Figure 32.2. It may be observed
that merger would help the acquiring company to grow rapidly
(than without merger) for seven years after merger. After seven
years, the position would reverse. Thus, the company would
either acquire other companies with lower P/E ratios, or improve
its operating efficiency and continue growing.

EPrS
7.00
600 +
S0 1
.00 1
|
300 ¢ == Without merger n
200 4 === With merger |
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Figure 32.1: EPS with and without merger
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Figure 32.2: EPS with and withoul merger
Table 32.14: Shyama's EPS with and without Merger

Withiout merger With merger

Year (g = 24%) (g =22.5%)
0 4.00 4.36
| 4,96 5.34
2 6.15 .54
3 7.63 8.01
4 9.46 082
5 11.73 12.03
(i 14.54 14.73
T 18.03 18.05
B 22.36 22.11
9 21.72 27.08
0 3437 33.18
15 100,78 91.52
20 29546 25247

It should be obvious from ealeulation in Tables 32.13 and
32.14 as well as from Figures 32,1 and 32.2 that the important
factors influencing the earnings growth of the acquiring firm in
future are:!

1. Weston, LF. and Copeland, T.E., Managerial Finance, Dryden, 1986, p. 918,
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