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Preface

In these uncertain times we witness on the one hand conventional businesses going
out of existence one by one and on the other new doors of opportunities opening up
in other spheres. As a fall out of this, the emergence of inorganic growth through
mergers and acquisitions has become more relevant, where financially viable
organizations are planning to take over comparatively weaker organizations to bring
about more synergies and usher in consolidation and growth for the foreseeable
future. This thought induced me to come up with a book on Financial Due Diligence
based on my practical experience of many years.

It is known that an effective financial due diligence exercise is the cornerstone of
a successful merger & acquisition deal between a prospective buyer and a seller
willing to carry out an arm’s length deal throwing up a win-win situation for
both. A robust financial due diligence is even more necessary in today’s business
environment to critically assess the health and hygiene of the target entity and drive
a proper valuation acceptable to both the constituents.

The book professes to address the following areas:

(a) It starts with a curtain-raiser on corporate restructuring including the
possible impact of the ongoing pandemic on the target organization,

(b) It provides a broad commentary on the due diligence approach,

(c) The seller side approach to financial due diligence and the pitfalls leading
to a proverbial black hole of valuation has been explained,

(d) A deep dive is carried out into the buyer side approach to financial due
diligence including detailed checklist to review and evaluate each section
of Financial Statements,

(e) It delves into the tools used to handle financial due diligence, which are:

— Financial modelling;

Financial statement analysis and use of financial ratios;

—  Various methods in use in Business Valuation with illustrations;
— Distress Analysis of target entities.

(f) It discusses in detail Enterprise Risk Management through control
environment, mitigating defective controls and its impact on Financial
Due Diligence approach,

(g) Finally, it highlights certain practical case studies, which I picked up
from my experience of many years in this field.

(h) At the end, a brief questionnaire has been added as guidance to carry out
financial due diligence exercise.

vil



A Practical Guide to Financial Due Diligence

I would like to take this opportunity to mention that while considerable care has
been taken to ensure that the contents of the book are accurate, a few errors and
omissions might have crept in, for which I seek with all humility to my readers to
bear with me.

I would like to dedicate this book to my wife Debika, my daughter Bidyut and my
son Badri, all of whom have stood by me while developing this body of work.

B D Chatterjee

1/B Panditia Place

Kolkata 700029

West Bengal

Email: bdchatterjee105@gmail.com
bdchatterjee.com

viii


mailto:bdchatterjee105@gmail.com

Contents at a glance

About the author . . .. ... ... . v
Preface ... .. .. vii
Table Of CONtEnts . . . .. .. ... .. xi
Chapter 1 Corporate Restructuring. . . ... 1.1
Chapter 2 Due Diligence Approach .. ........... .. ... .. .. ... .. .. ... .. 2.1
Chapter 3 Seller side Financial Due Diligence. . ........................ 3.1
Chapter 4 Buyer side Financial Due Diligence ......................... 4.1
Chapter 5 Financial Modelling. . ........ ... .. i 5.1
Chapter 6 Financial Health and Hygiene Analysis....................... 6.1
Chapter 7 Business Valuation Methods ............... ... .. .. ... ... 7.1
Chapter 8 Risk Management and Financial Due Diligence .. .............. 8.1
Chapter 9 Distress Analysis . ... ...oiui 9.1
Chapter 10 Case Studies. .. .. ov e 10.1
Annexure Financial Due Diligence Questionnaire . ..................... A-1






Table of contents

About the author

....................................................... v
Preface ... .. .. vii
Contentsata glance . . ......... ... . . .. . i ix
Chapter 1 Corporate Restructuring
1.1 Introduction. ... ... ... ...t 1.1
1.2 Legislative provisions related to corporate restructuring ................ 1.4
1.2.1 Under the Companies Act, 2013. .. .......... .. ... ... .... 1.4
1.2.2 Under the Income Tax Act, 1961 . ........ ... .. ........... 1.6
1221 MeIger. ..ottt e 1.6
1.222  Demerger. .........ouuuiniiiii .. 1.6
1.23 Under the Accounting Standards .. ........................ 1.7
1.2.3.1  AS 14: Accounting for Amalgamations. ............ 1.7
1.2.3.2  Ind AS 103: Business Combination. .. ............. 1.8
1.2.3.3  Comparative position of Accounting Standards . . . ... 1.8
1.2.3.4  Amendment related to Leases and Measurement
of Lease liability (Ind AS 103) .................. 1.10
1.2.3.5 Amendment related business combination in
stages under Joint Arrangements (Ind AS 103)...... 1.11
1.2.3.6  Amendment related to definition of a Business
and Elements of a Business (Ind AS 103).......... 1.11
1.2.3.7  Amendment related to Assets acquired and
liabilities assumed to meet the requirements
under Framework for preparation and
presentation of Financial Statements (Ind AS 103)... 1.16
[lustration 1.1: Amalgamation in the nature of merger —
pooling of interest method (AS 14)............... 1.17
[lustration 1.2: Amalgamation in the nature of purchase (AS 14)1.17
[lustration 1.3: Business Combination (Ind AS 103).......... 1.17
Ilustration 1.4: Business Combination (Ind AS 103).......... 1.19
1.2.3.8.  Impact of uncertainties like pandemic, war and
climate change on Financial Due Diligence and
Valuation . ........... .. .. ... . 1.21
1.3 Rationale for Mergers and Acquisitions . ........................... 1.32
14 Types of Mergers . .. .. oottt e et e 1.32
1.4.1 Horizontal merger. . ......... ... .. .. .. 1.32

X1



A Practical Guide to Financial Due Diligence

1.5

1.6
1.7

1.8

1.9

1.10

Xil

1.4.2 Vertical merger. .. ...
1.4.3 Reverse merger. . ...t
1.4.4 Conglomerate Merger. . . .« .v vttt e
1.4.5 CO-ENETIC MEIZET .« . ot vttt e et e e e e e e
Concepts of value in Mergers & Acquisition . .......................
1.5.1 Intrinsic value. .. ...
1.5.2 Market value. . ... ..
1.5.3 Purchase price. . ...t
1.5.4 Synergy value. . ...t
1.5.5 Value gap ... oo
Principal steps involved in a successful Merger & Acquisition program . . .
The process of Merger & Acquisition. .. ...,
1.7.1 Merger process between two Indian corporates. .. ...........
1.7.2 Steps for merger of one Indian entity with another ...........
1.7.2.1  Articles of Association. .. ...............c.......
1.7.2.2  Scheme of Amalgamation ......................
1.723 Boardmeeting . ........... ... ... .. ...
1.7.2.4  Notice inviting objections or suggestions . ... ......
1.7.2.5 Valuationreport..................c.oiiina...
1.7.2.6  Declaration of solvency........................
1.7.2.7  Generalmeeting. . .............. ... i,
1.7.2.8  Creditors meeting . ..............cvuuurnenn..
1.7.2.9  Declaration of results of the above meetings. . . ... ..
1.7.2.10  Objections or suggestions by ROC and Official
Liquidator ......... .. .. ... .. .. .
1.7.2.11  Approval of the scheme of amalgamation. .........
Cross border Mergers. . ... ..ottt e
1.8.1 Inbound mergers. . ...
1.8.2 Outbound Mergers . ............oiuiuiuninennnenan .
People involved in Merger & Acquisition process . .. .................
1.9.1 Investment bankers. . ........... .. .. ...
1.9.2 Lawyers .. ..ot
1.9.3 Accountants . . ....... i
1.9.4 Valuation experts .. ...
1.9.5 Institutional Investors . .. ............. i
1.9.6 ArDItrageurs . . ...
Some high-profile mergers and acquisitions that happened in the last
twenty years world-wide . . . ... ...
1.10.1 Travelers Group’s acquisition of Citicorp ..................
1.10.2  Exxon Corporation’s acquisition of Mobil Corp .............



1.11

Table of contents

1.10.3 Vodafone Air Touch’s acquisition of Mannesmann AG. .. ..... 1.40
1.10.4  America Online’s acquisition of Time Warner. .............. 1.41
1.10.5 Royal Dutch Petroleum Corporation’s acquisition of Shell

Transport and Trading Company ......................... 1.41
1.10.6  Glaxo Wellcome’s acquisition of SmithKline Beecham . ... ... 1.41
1.10.7  Pfizer’s acquisition of Pharmacia Corporation. . ............. 1.41
1.10.8  AT&T acquired BellSouth Corporation . ................... 1.41
1.10.9  RBS’acquisition of ABN-AMRO ........................ 1.41
1.10.10  Shareholders’ acquisition of Philip Morris International . . . .. .. 1.42
1.10.11  Google acquisition of Motorola . .. ....................... 1.42
1.10.12  Verizon acquired Verizon Wireless. .. ..................... 1.42
1.10.13  Facebook acquisition of WhatsApp .. ..................... 1.42
1.10.14  Actavis acquired AllerganInc .......... ... ... ... ... .... 1.42
1.10.15  Microsoft’s acquisition of LinkedIn. ...................... 1.43
1.10.16  Dell acquired EMC Corporation. . ........................ 1.43
1.10.17 Royal Dutch acquired BG group ......................... 1.43
1.10.18 Dow Chemical merged with DuPont . ..................... 1.43
1.10.19  Anheuser-Busch InBev acquires SAB Miller. . .............. 1.43
1.10.20  CVS and Aetna biggest acquisition in the healthcare. ... ... ... 1.44
1.10.21  Praxair merged with Linde AG. . .......... ... ... ... ..... 1.44
1.10.22  Saudi Aramco acquired 70% stake in SABIC ............... 1.44
Indian scenario with respect to evolution of takeovers, principles,
and enforcements. . ... ... ... 1.44
1.11.1 Mittal- Steel-Arcelor. . ......... ... . 1.45
1.11.2 Bharti-Zain . . . ... 1.45
1.11.3 Tatas-CorUS. . . .ottt 1.45
1.11.4 Hindalco-Novalis .. ... i 1.45
1.11.5 Sterlite-Asarco . .. ...o vt 1.45
1.11.6 Tatas-Jaguar & Land Rover .......... ... ... .. .. ... ..... 1.45
1.11.7 ONGC-Imperial Energy . . ...t 1.46
1.11.8 Tanti Group-Honiton Energy . ........................... 1.46
1.11.9  Adani-Abbot Point Coal Terminal . ....................... 1.46
1.11.10  Essar-Algoma Steel ............. ... .. 1.46
1.11.11  Reliance-Atlas Energy ................ .. ..., 1.46
111,12 Tata-Tetley .. ..oovtn e e 1.46
1.11.13  Essel Packaging-Propack ............................... 1.46
1.11.14 Ranbaxy-Allen SpA . ... ... ... . i 1.47
Critical success factors of successful Merger & Acquisition............ 1.47
1.12.1 Valid strategy for successful acquisition policy ... ........... 1.47
1.12.2  Five commandments of successful acquisition by Peter Drucker 1.47
1.12.3 Weston’s commentary on Drucker’s commandments . ........ 1.47
1.12.4  Golden rules of integration. . .. .......................... 1.48

xiii



A Practical Guide to Financial Due Diligence

1.13
1.14
1.15

1.16

1.17

2.1
2.2
23

24
2.5

2.6
2.7

Questions that need to be answered to develop an acquisition strategy . ... 1.48

Failure of Merger & AcquisSition. .. ..., 1.49
Corporate takEOVeIS. . . ..o vttt e 1.49
1.15.1 Types of takeoverbid .. ........ ... .. .. . . . 1.49
1.15.1.1 Negotiatedbid .............. .. ... ... ... ..... 1.49
1.15.1.2 Tenderoffer.............. .. .. ... .. .. ... ... 1.50
1.15.1.3 Hostile takeoverbid. . ......................... 1.50
Defence mechanism to prevent corporate takeovers. .. ................ 1.50
1.16.1 Preventive measures. .. ..ottt 1.50
1.16.2 Commercial strategies .. ... . 1.50
1.16.3 Tactical/defensive strategies. . .. ..., 1.51
Summary check list of Merger & Acquisition. .. ..................... 1.51
Chapter 2 Due Diligence Approach
Introduction. . ... .. .. 2.1
Whatis duediligence ......... .. .. .. . . 2.1
Uncertain scenarios owing to impact of pandemic, recession and
climatechange. . ....... ... ... . . 2.2
2.3.1 Impact on Indian Economy. .. ............. ... .. ... ...... 2.3
232 Supply side consideration. . ............... ... ... 24
233 Demand side consideration. . .. ............. ... .. ... ... 2.4
Objectives of due diligence . .. ........... i 2.4
Due diligence CoVerage . . . ... oottt 2.5
2.5.1 Financial . .. ... .. .. .. 2.5
252 Legal and compliance. . ............ ... ... ... 2.5
2.53 Market. . ... 2.6
2.54 Products & SErvices . ....... ... 2.6
2.5.5 OPEIations. . . . ottt et e 2.6
2.5.6 Humancapital. .. ........ . . 2.6
Due Diligence exercise under uncertainties .. ........................ 2.6
Financial Due Diligence . ........... ... ... .. .. 2.7
2.7.1 What is Financial Due Diligence .. ........................ 2.7
2.7.2 Objectives of Financial Due Diligence. .. ................... 2.7
2.7.3 Fundamental principles of Financial Due Diligence ........... 2.8
2.773.1 Independence............... ... ... 2.8
27732 Prudence ............. ... 2.8
2733 Completeness. . .. .....ovuiinineen i 2.8
27734 Materiality . . ... 2.8
2.7.3.5 Substance and legal form. . ...................... 2.8
2.7.4 Methods of Financial Due Diligence . ...................... 2.8
2.7.5 Two sides of due diligence . .. ............................ 2.9

X1v



2.8

Table of contents

Consequences of not doing a due diligence. .. ....................... 2.10

Chapter 3 Seller side Financial Due Diligence

3.1 Introduction. .. ... ... 3.1
3.2 Benefits . ... 3.1
3.2.1 Convincing roadshow. . ......... ... ... ... 3.1
322 Understanding of potential liabilities . .. .................... 3.1
323 Enhancingdealvalue . ............. ... .. ... ... .. ... .... 3.1
324 Manage buyer expectations . ..............eiiiiiain... 3.1
3.3 Best practices of a seller side due diligence .......................... 3.2
3.3.1 Highlight strength of products and services. ................. 3.2
332 Analysis of past trends from financials. . .................... 32
333 Liabilities highlighted by auditors in audited financial statements 3.2
334 Uniformity of Accounting policies. . .............. ... .. ... 32
335 Analysis of Direct and Indirect taxes . ...................... 33
33.6 Analysis of key financial metrics . . ............. ... ... .... 33
33.7 Analysis of control environment and risk metrics .. ........... 33
33.8 List of existing clients. . .. .......... ... .. ... ... 33
339 Order book position . ... 33
33.10  Promotersprofile ......... ... .. .. 33
33.11 Legal matters ... ... i 34
33.12 Future revenue and cash flow trends . ...................... 34
3.3.13  Financial modelling of businessplan....................... 3.4
33.14  Enterprise value .. ...ttt 34
3.3.15 Extent of divestment. . ......... ... ... ... ... . ... 34
3.3.16  Preservation of important financial and legal documents. . . .. ... 34
3.3.17  Consistency and transparency in approach. . ................. 3.5
3.4 Deliverables under seller side Financial Due Diligence ... .............. 3.5
Major pitfalls related to seller side Financial Due Diligence .................. 3.5
34.1 Projected sales volumes . ............... ..., 3.5
342 Projected coststructure. . . ....... ... 3.6
343 Unrecorded liabilities . . ............ ... .. 3.6
344 Tangible assets . . ..ot 3.6
34.5 Investments (financial assets). .. ........... ..., 3.6
34.6 EBITDAMaArgin. . .....oovuie ittt 3.6
34.7 Working capital estimate .................. ... .. ......... 3.6
3.5 Blackholeof valuation ........ ... ... ... i 3.7
3.6  Safeguards to be considered by the sell-side organization ............... 3.9

Chapter 4 Buyer side Financial Due Diligence

4.1
4.2

Introduction . . . ... 4.1
Checklist of due diligence . . ......... ... i 4.1

XV



A Practical Guide to Financial Due Diligence

43

4.4
45
4.6

Key focus areas under buyer side Financial Due Diligence. ............ 4.18
4.3.1 Non-current Asset quality. .. ..., 4.22
4.3.1.1  Tangible non-currentassets..................... 4.22
4.3.1.2 Intangible non-current assets. ................... 4.25
432 Current Asset quality .. ......... ... .. 4.25
4321 InVentories. ............uuuiuinenenenanann.. 4.26
4322 TradeReceivable............................. 4.28

4.3.2.3  Prepaid expenses, loans and advances and
deferred charges. .. ............... ... .. ... .... 4.30
4324 Cashandcashequivalents...................... 4.31
433 Quality of liabilities . .. ......... .. ... .. 4.32
4.3.3.1 Shareholders’funds............... ... ... ..... 4.33
43.3.2 Longterm liabilities. . ......................... 4.33
4.3.3.3 Trade payables and Current liabilities. .. .......... 4.34
434 Earnings quality .. ... ... . 4.36
4.3.4.1 Revenue from operations. . ..................... 4.37
4342 Costofgoodssold............................ 4.38
43.43 Employeebenefits............................ 4.38
4.3.44  Depreciation/Amortization ..................... 4.39
435 Recording toreporting . .. ...t 4.39
Deliverables related to Financial Due Diligence. .. ................... 4.42
Financial Due Diligence - Questionnaire . .......................... 4.45
Financial Due Diligence exercise under uncertainity .. ................ 4.45

Chapter 5 Financial Modelling

5.1

5.2

53
54

5.5

Xvi

Financial Modelling. . .. ....... .. .. .. . .
5.1.1 Definition of financial modelling . . .. ......................
5.1.2 Uses of financial modelling . .............................
Types and categories of financial models . ...........................
5.2.1 3 01
5.2.1.1  Macroeconomic financial models . ................
5.2.1.2  Industry financial models. . .. ......... ... ... ... ..
5.2.1.3  Corporate financial models . .....................
5.2.2 Cate@OTICS . .« o v vt ettt
5.2.2.1  Deterministic financial models . ..................
5.2.2.2  Simulation based financial models ................
5.2.2.3  Specialised financial models . . ...................
Possible applications of financial models . ...........................
Users of financial models ......... ... ... .. .. .. . ... ...
Case study 5.1: Financial trend used in financial modelling. .............
Steps followed in financial modelling process . .......................



5.6

5.7
5.8
5.9

Table of contents

Specific elements for financial models related to Balance Sheet and

Profit & oSS . . oo ot 5.7
Input variables for financial modelling . .. .......................... 5.11
Output expected out of financial modelling ......................... 5.11
Net Present Value (NPV) & Internal Rate of Return (IRR). . ............ 5.12
5.9.1 Distinction between NPVandIRR. ....................... 5.12
Case study 5.2. Calculation of NPV and Project IRR ......... 5.13
Case study 5.3. Calculation of NPV and Project IRR ......... 5.18
Case study 5.4. Calculation of NPV and sensitivity
analysis through financial modelling. . ............ 5.23
Case study 5.5. Calculation of Net Present Value ............ 5.24
Case study 5.6. Project IRR and Equity IRR .. .............. 5.25
Case study 5.7. Financial viability of an international
research organization. .. ....................... 5.27

Chapter 6 Financial Health and Hygiene Analysis

6.1
6.2

6.3

6.4

6.5

6.6

Financial analysis . .......... .. . 6.1
Types of business/financial analysis . .......... ... ... .. ... ... .... 6.1
6.2.1 Capacity utilization analysis. . ............. ... .. ... ...... 6.1
6.2.2 Productivity analysis. . . ............. . i 6.2
6.2.3 Utilities/energy efficiency analysis. .. ...................... 6.2
6.2.4 Cost and Contribution analysis. . .......................... 6.2
6.2.5 Cost and Contribution analysis. . .......................... 6.2
6.2.6 Product/service profitability . . ............. ... ... .. ...... 6.3
6.2.7 Market/customer profitability. .. .......................... 6.3
6.2.8 Working capital analysis. . ................ ... ... .. ...... 6.3
6.2.9 Inventory analysis. .. ... 6.4
6.2.10  Manpower analysis. ... ...ttt 6.4
6.2.11 Application of management accounting tools ................ 6.4
Comparative financial statements . ........... ... ... ... .. i, 6.5
[lustration 6.1: Comparative Balance Sheet. . ........................ 6.6
Common SiZe StateMENtS . . . ..ot v ettt e 6.8
[lustration 6.2: Common size analysis . ..............vuiinenenen... 6.9
Trend ratios . ... ..o ot 6.10
[Mustration 6.3: Trend ratios ... .......c.oiuiie . 6.12
Forecasting techniques . ..............o it 6.12
6.6.1 Need for forecasting techniques. . ........................ 6.13
6.6.2 Three critical questions to anSWers. . .. .................... 6.13
6.6.3 Types of forecasts. .. ...t 6.13
6.6.4 Essential attributes of a good forecast ..................... 6.13

Xvil



A Practical Guide to Financial Due Diligence

6.7

6.8

6.9

6.10
6.11
6.12

6.13

Xviil

Ilustration 6.4: Specimen Profitability forecast. ............. 6.14
[lustration 6.5: Specimen format of Cash forecast ........... 6.14
[lustration 6.6: Week-wise rolling cash forecast............. 6.15
Ratio analysis. . . .. ... 6.17
6.7.1 Liquidity ratios . . .. ... ..ot 6.17
6.7.2 Capital structure ratios . .. ... ...t 6.18
6.7.3 COVerage ratios. . . ..ottt et e 6.18
6.7.4 Profitability ratios. . .. ... ... 6.19
6.7.5 EXpense ratios. . ... ov i 6.19
6.7.6 ACtVItY TatIOS . o ot e et 6.20
6.7.7 ASSCt tUIMOVET TatI0S. « . o vt ettt e 6.20
6.7.8 Return on investment ratios . . ..., 6.21
6.7.9 Shareholders’ ratios .. ...............oiiiiiiiiiii.. 6.22
Specimen formats .. ........... ... 6.23
6.8.1 Specimen format for computation of financial ratios. ......... 6.23
6.8.2 Specimen format for definitions. . ........................ 6.27
6.8.3 Specimen format for Trend Analysis ...................... 6.29
6.8.4 Specimen format for Ratio Analysis. .. .................... 6.30
Case StUAICS . « . ot et 6.31
Case study 6.1. Calculation of financial ratios for financial due diligence . . 6.31
Case study 6.2. Calculation of financial ratios ....................... 6.37
Case study 6.3. Asset tUrnOVer Tatios. . . ..ot ettt en s 6.42
Case study 6.4. Computation of financial ratios and writing a report
on Performance. . . ........u e 6.42
Case study 6.5. Computation of financial ratios . ..................... 6.52
Return on investment. . .......... .. it 6.59
Analysis of profitability. ........... .. .. ... ... . 6.59
Returnon Equity (ROE) ... ... ... e 6.60
6.12.1 Level : Drilldown. . ... ... ... 6.61
6.12.1.1 Financial leverage ............................ 6.62
6.12.1.2 Operatingspread .. ..., 6.63
6.12.1.3 NetBorrowing cost...............c..ooiina... 6.63
6.12.1.4 Operating liability leverage. .. .................. 6.64
6.12.2  Level II: Drill Down: Drivers of operating profitability. . . ... .. 6.65
6.12.3 Level III: Drill down: Drivers of ROE. .. .................. 6.67
6.12.3.1 Operating profit margin drivers. . ................ 6.67
6.12.3.2 Turnover drivers . ..............c.cuuiriunenan.. 6.68
DuPont analysis. . ..ottt 6.69
6.13.1 Return on Assets (ROA). . ... i 6.69
6.13.2  Returnon Equity (ROE). ..... ... .. .. .. ... 6.69



6.14

6.15

7.1
7.2
7.3
7.4
7.5

Table of contents

6.13.3 Case Studies . . ..o vt 6.70
Case study 6.6. DuPont analysis. .. ....................... 6.70
Case study 6.7. DuPont Analysis .. ....................... 6.71
Case study 6.8. DuPont Analysis .. ....................... 6.78
Financial analysis supporting financial due diligence.................. 6.84
6.14.1 Financial analysis............. ... .. ... ... .. .. .. .. .. 6.84
6.14.2 Sales summary . .......... ... 6.85
6.14.3 Costtrend . ... ... 6.85
6.14.4  Profitability analysis. .. ........... .. ... i 6.85
6.145  Workingcapitaltrend .. .......... ... ... ... .. 6.85
Financial analysis ............. ... . . . 6.86
6.15.1 KeyFinancials .. ... ... ... ... .. .. . . 6.86
6.152  Month-wise key financials .. ......... ... .. ... .. ... ..... 6.86
6.15.3 Margin analysis. . .. .....oi i 6.87
6.154  Revenuetrend............. ... ... 6.87
6.15.5 Expendituretrend . ........ ... ... .. ... .. 6.88
6.15.6  Expenditure trend as a percentage of sales.................. 6.88
6.15.7  EBITDAtrend. . ....... ..o 6.88
6.15.8 Contribution analysis .. ........... ..., 6.89
6.15.9 Solvency analysis. ...........ouuiiiiinennennnn... 6.89
6.15.9.1 Source and applicationof funds ................. 6.89
6.15.9.2 Debtequityratio ..........c..iiiiii.. 6.90
6.15.9.3 Financialcosttrend .. .......... ... ... ... ..... 6.90
6.15.9.4 Liquidity analysis ............. ... .. ... ... 6.91
Chapter 7 Business Valuation Methods
Business valuation. . .......... .. 7.1
Purpose of business valuation . . ......... .. ... ... i 7.1
Stakeholders to business valuation ... ............ ... ... ... .. .. .... 7.2
Uncertainties in business valuation. . ............. .. ... ... ......... 7.2
Whatis fairvalue?. . ... ... ... 7.3
7.5.1 Fair value measurement of asset and liability ................ 7.3
7.5.2 Transaction . .. .. ..ottt 7.3
7.53 Market participants. .. . ... .. 7.3
7.5.4 Theprice. .. ... 7.4
7.5.5 Application to non-financial assets. .. ...................... 7.4
7.5.6 Application to liabilities and an entity’s own equity
instruments - General principles. . ......................... 7.5

7.5.7 Liabilities and equity instruments held by other parties as assets. 7.5
7.5.8 Liabilities and equity instruments not held by other
PArties @S @SSCLS. . o\ vt vt 7.5

XIX



A Practical Guide to Financial Due Diligence

7.6
7.7

7.8
7.9

7.10

7.11
7.12
7.13

7.14

XX

7.5.9 Non-performancerisk. . ......... ... ... ... .. i 7.6
7.5.10  Restriction preventing the transfer of a liability or an

entity’s own equity instrument . . ............ ... ... 7.6
7.5.11 Financial liability with a demand feature. ................... 7.6

7.5.12  Application to financial assets and financial liabilities with
offsetting positions in market risks or counterparty credit risk ... 7.6

7.5.13 Fair value at initial recognition. . . ......................... 7.7
7.5.14  Valuation techniques. .. ..., 7.7

7.5.14.1 Marketapproach .............................. 7.7

7.5.142 Costapproach .......... ... i, 7.7

7.5.143 Incomeapproach............. ... .. .. ... ...... 7.8
7.5.15 Present value techniques. .. .......... ... ... ... ... .. .... 7.8
7.5.16 Inputs to valuation techniques .. .......................... 7.9
7517  DIsCloSUre. . . ..o 7.11
Areas where business valuationisused. .. ........ ... ... L .. 7.13
Principles of valuation. . ......... ... .. .. . 7.14
7.7.1 Principle of substitution . ............ ... ... ... ... ..... 7.14
7.7.2 Principle of alternatives . ............ ... ... ... 7.14
7.7.3 Principle of time value of money .. ....................... 7.14
7.7.4 Principle of risk and return. .. ............. ... .. ... ..... 7.15
7.7.5 Principle of expectation . .......... ... .. ... .. .. ... 7.15
7.7.6 Principle of reasonableness and reconciliation. . .. ........... 7.15
Determinants while carrying out valuation exercise . . ................. 7.15
Standards of value . . ... .. .. 7.16
7.9.1 Fairmarketvalue .. ...... ... ... .. .. .. .. .. .. ... 7.16
7.9.2 Investment value. ... ... ... ... 7.16
7.9.3 Intrinsicvalue. .. ... ... 7.16
7.9.4 Fairvalue ...... ... .. 7.16
7.9.5 Market value. . ....... .. 7.17
Premises of business valuation .. .................. ..., 7.17
7.10.1 Liquidation basis. . .. ......outitn i 7.17
7.10.2 Going concern basis . .. .. ..cvuur it 7.17
Steps to be carried out in business valuation. .. ...................... 7.17
Valuation ProCessS. . .. oottt e e 7.18
Approaches to valuation . .......... ... ... .o 7.18
7.13.1 Costapproach. ............ouiiiii i, 7.19
7.13.2  Market based approach. ............. ... ... ... .. 7.19
7.13.3 Income based approach . .............. .. ... .. .. .. ... ... 7.19
Different valuationmodels .............. ... .. ... ... .. .. ... 7.20
7.14.1 Market based valuationmodel .. ......................... 7.20



7.15
7.16
7.17

7.18

Table of contents

Hlustration 7.1: . .. ..o 7.20
7.142  Dividend Discount model. .............................. 7.20
Ilustration 7.2: Dividend Discount model .. ................ 7.21
7.14.3 Discounted cash flows valuation ......................... 7.22
7.144  NetAssetvaluemethod ................................ 7.22
Ilustration 7.3: Net Asset Valuemethod ................... 7.22
7.14.5 Earnings method. . ...... .. .. .. . .. . 7.23
[lustration 7.4: Earnings method . . ....................... 7.24
7.14.6 Relative valuation. . ......... ... .. ... . i 7.24
Illustration 7.5: Relative valuation. . ...................... 7.25
7.14.7 Economic Value Added (EVA)............. ... ... ....... 7.25
Illustration 7.6: Economic Value Added. . .................. 7.26
7.14.8 Contingent claim valuation. . . ............... ... ... ..... 7.26
[Nlustration 7.7: Contingent claim valuation - Valuation of
Warrants. .. ... 7.28
[lustration 7.8: Valuation of preferred stock ................ 7.29
Factors that affect valuation. .. ................. ... ... .. ... ...... 7.30
Difference between equity value and enterprise value ................. 7.31
Difference between fundamental valuation and relative valuation . . ... ... 7.31
lustration 7.9: Dividend discount model .................. 7.32
Ilustration 7.10: Dividend discount model ................. 7.32
Illustration 7.11: Economic Value Added. .................. 7.33
Illustration 7.12: Economic Value Added. .................. 7.34
[Nlustration 7.13: P/E for a high growth firm ................ 7.35
[llustration 7.14: PE for a high growth firm................. 7.36
[lustration 7.15: Relative valuation. . ..................... 7.37
Discounted cash flow method of valuation.......................... 7.38
7.18.1 Underlying bases of discounted cash flow method ........... 7.39
7.18.2  Input to discounted cash flowmodels. . .................... 7.40
7.183  NetPresent Value (NPV) ......... .. ... ... ... .. ..., 7.41
7.184  FCFFand FCFEmodels................. ... ... .. ...... 7.41
Hlustration 7.16. . . ... ..o e 7.42
Hlustration 7.17. . . ..o o e 7.44
7.18.5 Capital Asset Pricing Model (CAPM) ..................... 7.44
7.18.6  Steps followed for calculating FCFE valuation .. ............ 7.45
7.18.7  What is stable growth FCFEmodel ....................... 7.45
Hlustration 7.18. . . ... .o 7.46
7.18.8 Two stage and three stage FCFEmodel .. .................. 7.47
7.18.9  How do we calculate the appropriate discountrate ........... 7.48
7.18.10 Terminal value ........... ... .. it 7.49

XX1



A Practical Guide to Financial Due Diligence

7.19

7.20

7.21

7.22

Xxil

7.18.11  Situations when FCFE models and dividend discount
valuation models provide similar as well as dissimilar results. . .
7.18.12  Step by step build-up of discounted cash flows . .............
Mlustration 7.19. . .. ...
Mlustration 7.20. . .. ... i
Mlustration 7.21. . .. ..o
Mlustration 7.22. . . ... oo
Hlustration 7.23. . . ...
Hlustration 7.24. . .. .. . o
Hlustration 7.25. . . ... oo
Hlustration 7.26. . . . ..o
Mlustration 7.27. . . . oot
Valueof firm . ... ... .
Mustration 7.28 . . . ...t
Mlustration 7.29 . .. ...
Hlustration 7.30 . . . ..ot
Valuation of abusiness . ...t
Ilustration 7.31: Determination of value of business .. ................
Ilustration 7.32: Valuation of business . ... ............. ...,
Valuationofbrand . .. ....... ... ... .. ..
7.21.1 Objectives of corporate branding . . . ......................
7.21.2 Brands identified as anasset. . .. ........... .. .. ... ... ...,
7.21.3 Features of valuation of brand .. .........................
7.21.4 Models used in valuation of brand . . . .....................
7.21.4.1 Acquiredbrands. .............. ... .. .. ...,
7.21.4.2 Self-generated brands ........... ... .. ... .. ...
[lustration 7.33: Valuation of brand under potential
earningmodel ..... ... ...
[Nlustration 7.34: Valuation of brand under potential
earningsmodel. . ......... ... ... .
lustration 7.35: Value of brand under present value model . . . .
Ilustration 7.36: Value of brand under Super profits model . . ..
Ilustration 7.37: Relation between NPV and EVA ...........
Ilustration 7.38: Economic Value Added. ..................
Ilustration 7.39: Economic Value Added. ..................
Illustration 7.40: Economic Value Added. .. ................
Valuation methods under uncertainties like pandemic, ongoing war,
recession and climatechange ................ ... .. .. .. ... .. ..., ..

7.50
7.50
7.50
7.53
7.56
7.57
7.58
7.59
7.60
7.60
7.61
7.64
7.64
7.65
7.68
7.70
7.72
7.72
7.74
7.75
7.75
7.75
7.76
7.76
7.76

7.79



Table of contents

Chapter 8 Risk Management and Financial Due Diligence

8.1  Introduction. .......... ... 8.1
82  Whatisrisk? ... ... 8.1
83  Typesofrisk ..... ..o 8.1
8.3.1 Political risk .. ... .. .. 8.1

83.2 Country risk .. ..ot 8.2

8.3.3 Economicrisk. . ..... ... 8.2

8.3.4 Social risK. . ..o 8.2

8.3.5 Externalrisk . ... ... ... 8.2

8.3.6 Exchangerisk....... ... ... . 83

8.3.7 Businessrisk. . ... ... 83

8.3.8 Financialrisk . ... ... .. . . 83

8.3.9 Systematic risk . .. ... 83

83.10  Unsystematicrisk......... ... 8.3

8.3.11 Marketrisk ... ... 8.4

83.12 Interestraterisk .......... ... 8.4

8.3.13 Purchasing powerrisk .......... .. .. .. ... . .. 8.4

83.14  Defaultrisk. ....... ... 8.4

8.3.15 Liquidity risk .. ... 8.4

83.16  Callabilityrisk ........ ... .. .. 8.4

8.3.17  Convertibilityrisk. .. ........ .. ... ... 8.5

8.3.18 Currency risk .. ... 8.5

83.19 Industryrisk ......... ... . .. 8.5

84  RiskAnalytics ... ... ..ot 8.5
8.4.1 Riskmapping . ...... ... 8.5

8.4.2 Benefits of risk mapping. . .. ........... ... 8.6

8.4.3 Keyriskindicator........... .. ... i 8.7

8.5  Enterprise Risk Management (ERM) ............................... 8.7
8.5.1 Control environment. .. ..ot 8.8

8.5.2 Riskassessment . ........... .. .. .. i 8.9
8.5.2.1 Categoriesofrisk. . ............................ 8.9

8.5.2.2  Considerations to assess risks .. .................. 8.9

8.5.3 Control aCtiVItIes. . ..ot e e 8.10
8.5.3.1  Categories of control activities . ................. 8.10

8.54 Information and communication ......................... 8.11

8.5.5 Monitoring activities. . . .. ..o vttt 8.12

8.5.6 Identification of key controls ... ......................... 8.12
8.5.6.1  Common basic internal control principles.......... 8.13

8.6  Enterprise risk management and its impact on financial due diligence. . . . . 8.14
8.6.1 Shareholders’Funds . . ............ ... ... .. ... ......... 8.14

8.6.2 Long term liabilities . .. ......... ... ... .. 8.17



A Practical Guide to Financial Due Diligence

8.6.3 Deferred Tax liabilities. . ............. .. ... ... ... 8.26
8.6.4 Trade Payables, current liabilities and provisions ............ 8.28
8.6.4.1 Purchase Requisition.......................... 8.29
8.6.4.2  Request for quotations (RFQ) and Quotation . . . . . .. 8.30
8.6.43 PurchaseOrder .............. ... ... ......... 8.31
8.6.4.4  Goods Receipt Note (GRN). .................... 8.31
8.6.4.5 Invoice verification (SIPOC diagram)............. 8.32
8.6.4.6  Vendor payment (SIPOC diagram) ............... 8.32
8.6.5 Non-current assets . ...........oouiuiinininnnnan... 8.37
8.6.6 Current assets: Inventories . . ........... ... 8.48
8.6.7 Current assets: Trade Receivable . ........................ 8.52
8.6.8 Current assets: Cash and cash equivalents .. ................ 8.56
8.6.9 Current assets: Prepaid expenses, loans and advances. ........ 8.61
8.6.10  Revenue from operations .. ................uiiinanan... 8.64
8.6.11 Costofgoodssold ........ ... ... . i 8.69
8.6.12  Employee Benefits .. ........... ... ... .. .. .. 8.72
8.6.13 Depreciation, amortization, and other expenses. . ............ 8.76
8.6.14  FINanCe CoOSt ... ... vttt 8.84
8.6.15  Foreign currency transactions. . . ... ...................... 8.86

Chapter 9 Distress Analysis

9.1
9.2

9.3

94

9.5

9.6

XX1V

MEANING. . o\ ottt et 9.1
Factors contributing to distress analysis .. ........................... 9.1
9.2.1 Internal factors .. ....... .. it 9.1
9.2.2 External factors. . ............ i 9.2
Indicators of corporate diStress . .. ..ot 9.2
9.3.1 Operating activities. . .. ..o oottt 9.2
9.3.2 Financing activities. . ... ......vt it 9.3
933 Financial statements . . . .............o i 9.3
934 Other factors. . ...t 9.3
Distress prediction. . ... ..ot 9.3
Models used for corporate distress prediction. .. ...................... 9.4
9.5.1 William H Beaver’s study of Univariate Analysis of

corporate distress prediction. . .. ......... .. ... 9.4
9.5.2 Edward I Altman’s study of Multivariate Analysis ............ 9.5
Case StUAICS . . . oottt 9.5
Case study 9.1. Distress Analysis using Altman’s model ................ 9.5
Case study 9.2. Distress Analysis using Altman’s model ................ 9.6
Case study 9.3. Distress Prediction under Altman’s model. .............. 9.7
Case study 9.4. Distress Prediction using Altman’s Z score ... ........... 9.8
Case study 9.5. Distress Prediction using Altman’s model . .. ........... 9.10



Table of contents

Case study 9.6. Ascertaining stage of sickness using NCAER model . ...
Case study 9.7. Corporate Distress Prediction prescribed by the
NCAER Study. ... ooo e e

Chapter 10 Case Studies

Case study 10.1. A heavy engineering company manufacturing earth movers . . ..

Case study 10.2. Diamond TradingHouse . .. ............................
Case study 10.3. Logistics organization . . .............uvirerennrnenan ..
Case study 10.4. Organization dealing in Power Distribution Equipment. . .. ...
Case study 10.5. Organization handling manufacturing and export of carpets . . .
Case study 10.6. A start-up organization in Digital Market space . ............
Case study 10.7. Financial due diligence exercise for a country unit of a

global multinational . . . ...... ... ... .. .. ..

ConCluSION . .ot

Annexure Financial Due Diligence Questionnaire

A.l

A2

A3

A4

Control envIrONMENt . .. ... ..ottt
Mission and goals . ...t
Planning A-1

Integrity & Ethical Values. .. ........ ... ... ... ...
Commitment to Competence & Excellence .........................
Organizational Structure . ........... .. ...
Assignment of Authority & Responsibility..........................
Monitoring overall performance . .................. ... .. ... ......
Effectiveness and efficiency of Processes . ..........................
Operating Environment: Compliance with Laws & Regulations . ........
Operating Environment: Compatibility with External Environment . . .. ..
Revenue - BillingtoCash . ....... ... .. ... .. .. ... .. ... ......
Revenue A-5

INVOICE tO CUSTOMELS . . . o oottt et e et e e et e
Accounts Receivable . .. ... ... . ... . ... ...
Collection of receivables. . .............. ..
MONITOTING. .« o ottt et et et e e
Purchase topayables . .. ......... .. ..
Indent A-8

Authorization. . . ......... . ... ..
Methods of purchase . .. ......... .. ..
Payable A-10

Payment A-10

Record to reporting of transactions . . .. ............ i
Design of SyStem . . . ... .ot

XXV



A Practical Guide to Financial Due Diligence

A5

A.6

XXV1

Financial Accounting. . .. ...ttt A-12
Segregation of duties. . ........... i A-13
Reconciliation of account balances . .. ........... ... ... .. ... A-14
Disclosure of unusual transactions ... .................oiiiunen. .. A-15
Review of accounting estimates . ..............ouvinenernenenan .. A-15
Monitoring of financial records. .. ........ ... ... ... o A-15
Application of GAAP based accounting . . ........... ... ... ... ..... A-16
Information system and control. .. ........... ... .. ... . ... .. ... ... A-17
Delegation of authority . ......... ... .. .. ... . i A-17
Protection of information. . ............. ... .. .. .. . A-17
Usefulness of information . . .......... .. .. o i A-18
MiSCellan@ous ISSUES . . . . v vttt ettt et e e e e e A-18
Budget and Budgetary control. .. ....... ... .. ... . . A-20
Budgetary Controls & Follow up Reviews . ......................... A-20
Budgeting A-20

Segregation of duties. . ... i A-20
Budget Preparation and approval ............. .. ... ... .. . ... A-21
Monitoring of budget. . .. ... .. A-21



Chapter 1

Corporate Restructuring

1.1 INTRODUCTION

Corporate Restructuring has become an integral part of today’s business world,
where macro-economic environment is constantly going through metamorphosis of
change. As controls and restrictions give way to competition and free trade,
restructuring, reorganization, and growth through the inorganic route has become
essential. Restructuring usually involves tectonic shift in corporate strategies to
meet increased competition or changed market conditions. Furthermore, with the
onset of current pandemic which has thrown all kinds of businesses in complete
disarray, this has assumed paramount importance to ensure businesses keep the
heads above water and not wither way.

This restructuring process takes shape and form through mergers, acquisitions,
takeovers, collaborations, consolidation, diversification etc. Domestic firms have
taken steps to consolidate their position to face increasing competitive pressures and
transnationals have taken this opportunity to enter Indian corporate sector.

The forces that drive corporate restructuring and consequent Merger & Acquisition
activities are as under:

(1) Rapid pace of technological change;
(i1) Low costs of communication and transportation;

(iii) Globalization and global markets;

(iv) Nature of competition in terms of forms, sources and intensity;
(v) Emergence of new types of industries;
(vi) Regulation in some industries and sectors;

(vii) Liberalization in some industries and sectors;

(vii) Growing inequalities in incomes and wealth.
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Corporate
Restructuring
-
| |
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The forms of corporate restructuring are summarised in the following chart:
Expansion

The modes of expansion in Corporate Restructuring are enumerated below

Expansion

Amalgamation

This involves fusion of one or more companies where the companies lose their
individual identity and a new company comes into existence to take over the business
of companies being liquidated.

Absorption

This involves fusion of a small company with a large company where the smaller
company ceases to exist after the merger.

Tender offer

This involves making a public offer for acquiring the shares of a target company with
a view to acquire management control in that company

Asset acquisition

This involves buying assets of another company. The assets may be tangible assets like
manufacturing units or intangible like brands

Joint venture

This involves two companies coming whose ownership is changed

Contraction

The modes of contraction in Corporate Restructuring are depicted below

Contraction

Demerger-spin off

This type of demerger involves division of company into wholly owned subsidiary of
parent company by distribution of all its shares of subsidiary company on Pro-rata
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basis. By this way, both the companies i.e., holding as well as subsidiary company
exist and carry on business

Demerger - Equity carve out

This is similar to spin offs, except that same part of shareholding of this subsidiary
company is offered to public through a public issue and the parent company continues
to enjoy control over the subsidiary company by holding controlling interest in it.

Demerger — Split-up

This type of demerger involves the division of parent company into two or more
separate companies where parent company ceases to exist after the demerger.

Asset sale

This involves sale of tangible or intangible assets of a company to generate cash. A
partial sell off, also called slump sale, involves the sale of a business unit or plant of
one firm to another. It is the mirror image of a purchase of a business unit or plant.
From the seller’s perspective, it is a form of contraction and from the buyer’s point of
view it is a form of expansion

Divestiture

These are sale of segment of a company for cash or for securities to an outside party.
Divestitures, involve contraction.

Corporate control

The categories related to corporate control are summarized below.

Corporate control

Going private

This involves converting a listed company into a private company by buying back all
the outstanding shares from the markets

Equity buy-back

This involves the company buying its own shares back from the market. This results
in reduction in the equity capital of the company. This strengthens the promoter’s
position by increasing his stake in the equity of the company

Leveraged buy-outs

This involves raising of capital from the market or institutions by the management to
acquire a company on the strength of its assets.

Anti — takeover defences

With the incidence of high value of hostile takeover activity in recent years, takeover
defences both premature and reactive have been restored by the companies.
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Legislative provisions related to the corporate restructuring are highlighted in the
following paragraphs

(a) Companies Act, 2013.
(b) Income Tax Act, 1961.
(¢) Accounting Standards.
In this section, we have not included the provisions of Foreign Exchange

Management Act and SEBI guideline, RERA, RBI regulations and labour related
laws as this book covers aspects of Financial Due Diligence.

1.2 LEGISLATIVE PROVISIONS RELATED TO CORPORATE
RESTRUCTURING
1.2.1 Under the Companies Act, 2013

Salient features of the provisions of the Companies Act 2013 on corporate
restructuring are summarised in table below:

Provisions Description

under

Companies

Act, 2013

Sec 230 This corresponds to section 391 of the Companies Act, 1956 and

provides for power to Tribunal to make order on the application of
the company or any creditor or member or in the case of company
being wound up, of liquidator for the proposed compromise or make
arrangements with creditors and members.

Sec 231 Corresponding to section 392 of the Companies Act, 1956, this
section provides for power of NCLT to supervise the implementation
of the compromise or arrangement and enforce the same. The section
also provides that if the Tribunal is satisfied that such compromise or
arrangement cannot be implemented satisfactorily with or without
modifications, and the company is unable to pay its debts as per the
scheme, it may make an order for winding up of the company

Sec 232 Corresponding to section 394 of Companies Act 1956, this section
seeks to provide powers to NCLT to order for holding meeting of the
creditors or the members and to make orders on the proposed
reconstruction, merger, or amalgamation of companies.

Sec 233 This is a new section and seeks to provide for merger or
amalgamation between two small companies or between a holding
company and its wholly owned subsidiary company by giving notice
of the proposed scheme inviting objections or suggestions by both
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