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2 CMA FINAL – FABV Theory 

SECTION: A   FINANCIAL ANALYSIS 

Question no.1  How fixed assets are analysed in financial modeling? 

Financial modeling is the task of building a financial model, or the process of using a financial model for 

financial decision making and analysis. It is an abstract representation of a financial decision making 

situation. Financial modeling is used to do historical analysis of a company's performance, and to do 

projections of its financial performance into the future. Fixed assets are analysed in financial modeling 

in the following manner:  

(A) Each Class of asset should show - (I) Opening balance  (II) Additions / deletions  (III) Depreciation  

(IV) Closing balance  

(B) Divide Additions in following - (I) Sustainability Capital Expenditure (CAPEX) - historical analysis  

(II) Capacity expansion addition/Project / BMR (CWIP)  (III) Interest capitalization of the project (CWIP)  

(C) In case of any Capacity expansion/ Projects / BMR – (I) Identify cost of project (II) Add increase 

capacity because of project in production & revenue  (III) Sources of finance (Debt/Equity), adding it in 

debt portion  

(D) Cash flow impact (E) Tax benefits on capital expenditure.  

Question no.2 ‘Trailing P/E Ratio is for evaluation while Forward P/E Ratio is for Valuation’. 

Comment on the statement and discuss the role of trailing P/E Ratio and Forward P/E Ratio. 

Trailing P/E Ratio uses the current share price and divides by the latest available audited total EPS. It 

relies on what is already done and that is why it is used for evaluating how the market is pricing a 

company’s share. It is the most popular P/E metric because it is the most objective. Since it uses what 

has already happened, there is little room for debate, assuming the company reported earnings 

accurately.    Forward P/E uses the future earnings guidance instead of trailing figures. Sometimes 

called “estimated price to earnings,” this forward-looking indicator is useful for comparing current 

earnings to future earnings, as well as gaining a clearer picture of what earnings will look like without 

charges and other accounting adjustments. Given an estimate of future earnings and using the current 

P/E Ratio future share price can also be estimated. This can be used for deciding whether investment 

in a share should be made or not. That is why it is used for valuation purpose. 

Question no.3 What kind of conditions of a company are represented by the following pattern of 

cash flows? You are requested to provide your analysis of each case separately:  

I. Net cash flows from Operating Activities are positive, net cash flows used in Investing 

Activities are negative and net cash flows from Financing Activities are positive. 

II.  Net cash flows from Operating Activities are negative, net cash flows used in Investing 

Activities are positive and net cash flows from Financing Activities are negative.  

III.  Net cash flows from Operating Activities are negative, net cash flows used in Investing 

Activities are negative and net cash flows from Financing Activities are positive. 

IV. Net cash flows from Operating Activities are positive, net cash flows used in Investing 

Activities are negative and net cash flows from Financing Activities are negative. V.  

V. Net cash flows from Operating Activities are negative, net cash flows used in Investing 

Activities are positive and net cash flows from Financing Activities are positive. 

I. A firm with positive net cash flows from Operating Activities, negative net cash flows used in 

Investing Activities and positive net cash flows from Financing Activities is a growing firm as 
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it is raising funds through various financing activities and also using funds generated 

through operating activities and using them for investment so that it can grow at a higher 

rate. 

II.  A firm with negative net cash flows from Operation Activities, positive net cash flows used in 

Investing Activities and negative net cash flows from Financing Activities is in bad financial 

position as it is not able to generate funds through operating activities; instead selling its 

investments to generate funds to meet their financial obligations (that is why it has negative 

cash flows from financing activities).  

III. A firm with negative net cash flows from Operating Activities, negative net cash flows used 

in Investing Activities and positive net cash flows from Financing Activities is a start-up firm 

or in its initial stages. It is using funds raised through financing activities and is using these 

for operations and investment purposes.  

IV. A firm with positive net cash flows from Operating Activities, negative net cash flows used in 

Investing Activities and negative net cash flows from Financing Activities is a cash-cow firm 

as it is generating huge amount of funds through operation and not only using them to meet 

its investment requirement, but also using them to pay-off its financial liabilities as cash 

flows from financing activities are negative.  

V. A firm with negative net cash flows from Operating Activities, positive net cash flows used in 

Investing Activities and positive net cash flows from Financing Activities is a firm which is not 

going to sustain in future. Its operations are in losses and to meet them the firm is selling its 

investments and also, raising funds from financing activities.b 

 Question no.4 Enumerate different types of financial modeling on the basis of its usage in 

modeling of economy, industry and company? 

On the basis of its usage in modeling on economy, industry and company, financial modeling can be 

divided into three parts, namely: (I) Macroeconomic Financial Models: Macroeconomic models are used 

to analyze the macro effects like effect of government policy decisions on variables such as foreign 

exchange rates, interest rates, disposable income and the gross national product {GNP} which affect 

the economy. (II) Industry Financial Models: Industry models are often similar to macroeconomic 

models and typically used by industry associations or industry research analysts to forecast key 

performance indicators within the industry. (III) Corporate Financial Models: Corporate financial models 

are built to model the total operations of a company and often perceived to be critical in the strategic 

planning of business operations in large corporations and startup companies alike. 

Question no.5 Various ways of Identification of Sick/Distress Firm As per the Sick Industrial 

Companies (Special Provisions) Act, 1985, a business unit may be treated as sick if the following 

conditions are satisfied:   

i) The unit must be registered for not less than 7 years period. ii)  Its accumulated losses at the end of 

the financial year are equal to or exceed its net worth.  iii)  Its accumulated losses at the end of the 

financial year have resulted in an erosion of 50 % or more of its peak net worth in the immediately 

preceding 4 financial years.   

As per Section 2 (46AA) of the Indian Companies Act 1956, a company is considered as sick if: i) Its 

accumulated losses in any financial year is equal to or more than its average net worth during the 4 

years immediately preceding such financial year. ii) It failed to repay its debt within any three 

consecutive quarters on demand made in writing for its repayment by a creditor or creditors of such 

company   



 
4 CMA FINAL – FABV Theory 

According to the Reserve Bank of India, an industrial unit should be considered as sick if it has incurred 

cash loss in the previous accounting year and is likely to continue to incur cash loss in the current 

accounting year as well as the following year and has an erosion of its net worth on account of 

cumulative cash losses to the extent of 50%.   

According to the ICICI, a sick unit is one whose financial viability is threatened by adverse factors 

present and continuing. The adverse factors might relate to management, market, fiscal burden, labour 

relations or any other. When the impact of factors reaches a point where a company begins to incur 

cash losses leading to erosion of its funds, there is threat to its financial stability.   

According to NCAER, an industrial undertaking may be financially viable, if its three elements are 

proved to be positive. The NCAER Study on Corporate Distress Prediction prescribed the following 

three elements / parameters for predicting the stages of corporate sickness:   

i) Cash profit position (a profitability measure). ii)  Net working capital position (a liquidity measure). iii)  

Net worth position (a solvency measure).   

In a firm, if any of the above three elements/parameters are found to be negative, it may be considered 

that the firm has a 'tendency of becoming sick'. If any two of the above three elements/parameters are 

found to be negative in a firm, it may be considered that the firm possesses 'incipient sickness'. If all the 

above three elements/parameters are found to be negative in a firm, it may be considered that the firm 

is 'fully sick'.   

Question no.5  Definition of ‘Off Balance Sheet - OBS’ 

 An asset or debt that does not appear on a company’s balance sheet. Items that are considered off 

balance sheet are generally ones in which the company does not have legal claim or responsibility for. 

For example, loans issued by a bank are typically kept on the bank’s books. If those loans are 

securitized and sold off as investments, however, the securitized debt is not kept on the bank’s books. 

One of the most common off-balance sheet items is an operating lease. Off balance Sheet (OBS) 

usually means an asset or debt or financial activity not on the Company’s balance sheet. It could 

involve a lease or a separate subsidiary or a contingent liability such as a letter of credit. It also involves 

loan commitments, futures forwards and other derivatives, when-issue securities and loans sold.  

Off- Balance - Sheet Financing 

 It is a form of financing in which large capital expenditure is kept off of a company’s balance sheet 

through various classification methods. It means a company does not include a liability on its balance 

sheet. It is an accounting term and impacts a company’s level of debt and liability. Companies will often 

use off-balance-sheet financing to keep their debt to equity (D/E) and leverage ratio low, especially if 

the inclusion of a large expenditure would break negative debt covenants. Examples of Off-balance-

sheet financing includes joint venture, providing guarantees or letters of credit, research and 

development partnerships, and operating leases (rather than purchases of capital equipment) 

Operating lease are one of the most common forms of off-balance-sheet financing, in these cases, the 

asset itself is kept on the lessor’s balance sheet and the lessee reports only the required rental 

expenses for use of the asset. 

Question no.6  What do you mean by ‘Corporate Distress Prediction’? 

Distress prediction is an essential issue in the field of finance. It is a very important tool used for the 

purpose of prediction of future probable financial condition of a corporate entity so that any financial 
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crisis that may crop up in the near future can be predicted in advance. Using various models of Distress 

Prediction, the management of a company comes to know about its future probable financial condition 

before hand and accordingly, it may adopt appropriate remedial measures to avoid the financial crisis 

as predicted through the various models of Distress Prediction. Distress Prediction is considered a very 

significant tool for sustainment of a company in the long-run. Traditional ratio analysis, Z score and 

revised Z score, Emerging Market Scoring are some of the models used for corporate distress 

prediction. 

Question no.7  What is Financial Modeling? Write down the uses of Financial Modeling 

Financial modeling is the task of building a model of a real world financial situation. It is an abstract 

representation of a financial decision making situation. The model usually represents an ongoing 

business, or a project that requires investment. The model is usually characterized by performing 

calculations, and makes recommendations based on that information. Financial models are not limited 

to profit making entities. Non-profits, governments, personal finances – all can be represented by 

financial models. The model may also summarize particular events for the end user and provide 

direction regarding possible actions or alternatives.   

So we can say that a financial model illustrates relationships using real (realistic) numbers so that it can 

answer ―what if?‖ questions or make projections. Hence, a Model specifies the relationship between 

inputs and outputs.   

Uses of Financial Modeling:  (1) Financial Models help in decision making and business modeling for 

firms and check the viability of projects. (2) Financial modeling is used to do historical analysis of a 

company‘s performance, and to do projections of its financial performance into the future. (3) It is a 

prerequisite for Investment Banking, Equity Research and Commercial Banking jobs as project 

appraisal and risk evaluation using different scenarios can be calculated. (4) A comprehensive analysis 

of complex transaction like Mergers and Acquisition Deals can also be done. (5) Financial Modeling is 

not just for the Accountant or Financial Consultant, who are called upon to develop financial projections 

but also for non-technical people to use a financial model to test options and make decisions based on 

the projected impact on profits and cash flow. (6) Commercial Banks use Financial Modeling for 

disbursing loans for the projects; Project Management uses it for performance tracking of on-going 

projects. (7) It helps in identifying optimal solutions and evaluating financial returns. 

Question no.8 State the applications of financial modeling in financial as well as non-financial? 

Applications of Financial Modeling in Finance: 

(i) Investment Banking: Financial Modeling helps Investment Banker in valuing the company by 

forecasting the revenues. On the basis of Valuation they recommend the buyer or seller on 

acquisition of new funds or investments in new funds respectively.  

(ii) Project Finance: Financial Modeling helps in assessing the financial viability of a project and 

creating a funding plan through debt and equity components. 

 

(iii)  Mergers & Acquisitions: Financial Modeling helps the companies in access the value of the 

company which they want to merge or acquire by forecasting the revenues, preparing debt 

schedule, by doing competitor analysis.  
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(iv)  Credit Rating: Financial Modeling equips Credit Analysts in collecting historical information &, 

outstanding debts and forecasting future growth on excel sheet to determine the degree of risk 

factor, which helps him/her in giving rating.  

 

(v) Equity Research: Financial Modeling enables analyst in examining an organization‘s financial 

projections, competitor‘s projections and other dynamics to determine whether it is a smart or a 

risky investment.  

 

(vi) Corporate Finance: Financial Modeling helps companies in assessing their own finances & 

build financial models for their on projects. & in creating a funding plan through debt and equity.   

Applications of Financial Modeling in Non-finance:  

(i) Decision Making: Decision marking is one of the most critical skills in today‘s corporate 

world. In today‘s business world, one has to take various decisions every now and then. 

Financial Modeling is a tool that will help you to take business decisions by comparing 

different scenarios on excel. 

(ii)  Preparation of Business Plan: Whether you are working in FMCG, telecom or any other 

sector, you have to prepare business plans, project reports and revenue projection reports. 

Financial Modeling helps you to give a comprehensive idea of the business plan for all the 

sectors. It also helps you to prepare revenue & cost projection reports.  

(iii) Critical Thinking and analytical skills: Critical thinking and analytical skills are two of the 

most important skills required in the 21st century. When you prepare a financial model, you 

evaluate different options critically and use the appropriate options. This exercise helps you 

to develop your critical thinking and analytical ability.  

(iv) Theory to practical: Over the period, you will learn various theoretical topics such as 

financial statements, accountancy, economics, budgeting and financiancial areas 

management. In financial modeling, you will learn practical applications of these theories 

and will be able to make business plans or financial models of a company. 

 

Question no.9 How the Statement of Owners‘ Equity is reformulated?  

 The statement of owners‘ equity provides the reconciliation of beginning and ending owners‘ equity 

according to the stocks and flows equation: The change in owners‘ equity is explained by 

comprehensive income for the period plus capital contribution from share issues, less dividends paid in 

cash and shares repurchases. In the statement of equity, preference shares are not considered as it is 

an obligation to pay and it is reclassified as a financial obligation is a reformulated balance sheet.  The 

reformulation of statement of shareholders‘ equity is presented as follows:   

Reformulated Statement of Shareholders‘ Equity  Beginning book value of equity shares  + Net effect of 

transactions with equity shareholders  + Capital contributions (share issues)  - Share repurchases  - 

Dividends = Net cash contribution (negative net dividends)  + Effect of operations and non equity 

financing  + Net income (from income statement)  + Other comprehensive income  - Preference 

dividends  = Comprehensive income available to equity shareholders  Closing book value of equity 

shares   
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Question no.10  What are the areas in corporate sector can be the indicators of its distress 

analysis? 

A firm goes in sickness gradually. Every firm exhibits some situations of financial distress before it goes 

bankrupt. These situations towards bankruptcy are the indicators/symptoms of financial distress of a 

firm. Following are the indicators/ symptoms of financial distress of a firm:   

(i) In the areas of operation: a. Low production capacity utilization.  b. High operating cost.  c. High 

rate of rejection of goods manufactured d. Regular default in making payment to suppliers.  e. Delay in 

payment of wages.  f. High rate labour turnover.  g. Declining or stagnant sales volume.  h. 

Accumulation of finished stock in godown.  i. Failure of distribution network.  j. Cut down in 

advertisement expenditure.   

(ii) In the areas of finance: a. Rapidly increasing debts.  b. Regular default in repayment of debt.  c. 

Failure in payment of statutory liabilities.  d. Continuous irregularity in cash credit/overdraft account.  e. 

Repayment of one debt taking another debt.  f. Deteriorating liquidity position of the business.   

(iii) In the areas of Books of Accounts: a. Finalization of accounts long after the end of the 

accounting year.  b. Non-submission of financial information to the bankers.  c. Window dressing in 

Balance Sheet.  d. Frequent changes in accounting policies.  e. Delay in conducting audit.   

(iv) Others: a. Fall in market value of shares.  b. High rate of turnover of key personnel.  c. Frequent 

changes in management.   

Question no.11  What is Income? 

Income is the consumption and savings opportunity gained by an entity within a specified timeframe, 

which is generally expressed in monetary terms. However, for households and individuals, "income is 

the sum of all the wages, salaries, profits, interest payments, rents and other forms of earnings 

received in a given period of time."   

In general sense, income refers to the excess of revenue over expense. Therefore, income of a 

concern changes due to changes in revenue or due to changes in expense or due to changes in both. 

Generally, income is denoted by different terms such as Profit, Net Profit or Net Income. During an 

accounting period, Net Assets of a firm increases due to profit earned during that period, which is 

referred as ‗income‘ for that period.   

There are two concepts of income.  

(1) Accounting Concept of Income: Here income is the excess of the total revenue earned over 

expired cost. The total revenue includes the revenue earned from operating activities and gains from 

other incidental activities of the concern. Again expired cost consists of expenses incurred for 

generating revenue for the business and losses from other incidental activities of the concern.  

Therefore, Accounting Concept of Income can be mathematically expressed as follows:  Accounting 

Income (I) = [Revenue earned from operating activities (R) + other incidental gains (G)] - [Expenses (E) 

+ other incidental losses (L)]  i.e., I = (R + G)-(E + L) 

 (2) Economic Concept of Income: In this concept, income is defined as the maximum amount which 

a firm can distribute to its owners during a period. As per this concept, income refers to the net increase 

in capital of the firm during a period. Increase in capital is the difference between closing capital and 

opening capital of the firm for a period after adjustment of capital consumed and fresh capital 
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introduced during that period. We can express the relationship as follows: Economic Income (E) = 

Consumption of capital during the period (Cc) + [Capital at the end of the period (C1) - Capital at the 

beginning of the period (C0)] - Fresh capital introduced during the period (Ci)  i.e., E = Cc + (C1 – C0) - 

Ci   

Question no.12 What is Structured Medium-term Notes? 

(a) A Medium-Term Note (MTN) is a corporate debt instrument which has a unique characteristic. 

These notes are offered continuously to investors by an agent to the issuer. Investors can select from 

several maturity ranges from nine months to upto 30 years. MTN give a corporation the maximum 

flexibility for issuing securities on a continuous basis. At one time, the typical MTNs were fixed rate 

debentures that were noncallable. Now it is common for the issuers of MTNs to couple their offerings 

with transactions in the derivative markets (options, futures, forwards, swaps, floors etc) to create debt 

obligations with more interesting risk-return feature than are available in the corporate bond market. 

Inverse floaters are created in the structured MTN market. MTNs can have various embedded options 

included.   

MTNs are created when the issuer simultaneously transacts in the derivative markets are called 

Structured Notes. Swap is the most common derivative instrument used in creating the structured 

notes. The development of the MTN market has been fostered by commercial banks involved in the 

swap market. By using the derivative markets in combination with an offering, borrowers are able to 

create investment vehicles that are more customized for institutional investors to satisfy their 

investment objectives, even though they are forbidden from using swaps for hedging.   

Question no.13 How Cash Flow Statement can be analysed on the basis of ratios?   

Answer? 

The following ratios may be used to analyse the cash flow statement— (i) Debt coverage ratio = 

Operating cash flows after interest ÷ total debt. This ratio indicates the extent to which existing debt can 

be redeemed at once by the net cash generated from operations. So a high debt coverage ratio 

indicates the sound solvency position. (ii) Interest coverage ratio = cash flow from operating activities ÷ 

interest payment. This ratio shows the firm‘s ability to meet its interest by the cash from operation. So a 

high coverage ratio is desirable. (iii) Earning cash flow ratio = (operating cash flow ÷ operating profit) X 

100. This ratio indicates the extent to which operating profit has been realised in cash. So it indicates 

the quality of earning of the firm. A high earning cash flow ratio is always desirable for sound liquidity 

position. (iv) Ratio of dividend to operating cash flow = (dividend ÷ operating cash flow) X 100. This 

ratio indicates the share of cash from operation, which is pay out outside the business in form of 

dividend. Higher the ratio, higher will be the rate of drainage of cash for non-earning purpose. (v) Ratio 

of depreciation to cash flow for new assets = (depreciation ÷ cash flow for new assets) X 100. This ratio 

is the indicator of the rate of setting aside funds for asset replacement. (vi) Rate of depends on external 

fund for capital investment = (fresh external fund – redemption of debt) ÷ investing cash flow. If it is 

lower, then the firm is lesser dependent on external fund. (vii) Rate of dependence of capital investment 

on internal fund = (operating cash flow after interest and dividend ÷ investing cash flow) X 100. It 

indicates the stability of the firm. (viii) Cash return on total assets = operating cash flow ÷ total assets X 

100. It indicates the efficiency of asset utilisation in generating cash. (ix) Cash flow per share = 

operating cash flow – interest ÷ number of shares. It shows cash generating capacity per share. (x) 

Price cash flow ratio = Market price per share ÷ cash flow per share. It shows overall performance of 

business. 
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Question no.14 Describe Sustainable Growth Rate (SGR).? 

Sustainable Growth Rate (SGR) is the maximum growth rate at which the firm can grow by using both 

internal as well as external debt but without changing its debt-equity mix. The SGR is computed with 

two additional assumptions as follows: (i) The firm does not intend to issue new equity shares as it is a 

costly source of finance. (ii) The firm has a target capital structure (i.e. debt-equity ratio) which it will like 

to maintain. The SGR can be computed on the basis of the following equation: 

 

SGR =ROA *b/1-(ROE-b) 

Where ROE = Return on Equity or Shareholders‘ Funds b = Retention Ratio   

The sustainable growth rate can increase on account of any of the following reasons: (i) Increase in net 

profit ratio, (ii) Increase in assets turnover ratio, (iii) Increase in debt equity ratio, (iv) Increase in 

retained earnings ratio or decrease in dividend payout ratio, and (v) Issue of new shares.   

SGR helps a company in adopting a suitable policy for its long term performance. In case a company 

grows at a rate higher than its sustainable growth rate, it has a better operating performance. This is 

reflected by higher net profit ratio or assets turnover ratio. In case a firm feels that it is not possible for it 

to improve its operating performance nor it is prepared to take greater risk by increasing its debt equity 

ratio, it should prefer to grow at a rate not higher than SGR to conserve its financial resources and to 

avoid the possibility of bankruptcy in future.   

 

Question no.15 Define Operating Leverage.? 

Operating leverage results when fluctuations in sales are accompanied by disproportionate fluctuations 

in operating profit. Changes in core sales profit margin are determined by how costs change as sales 

change. Some costs are fixed costs: They don‘t change as sales change. Other costs are variable 

costs: they change as sales change. The absence of fixed costs in the total cost structure of a firm will 

not lead to a disproportionate change in profit due to a given change in sales. So, if there is no fixed 

cost, there is no operating leverage. Depreciation, amortization, and many administrative expenses are 

fixed costs, while most labour and material costs of sales are variable costs. The difference between 

sales and variable costs is called the contribution margin because it is this amount that contributes to 

covering fixed costs and providing profits. Thus   

Question no.16 How does Du Pont Analysis help to understand the company‘s profitability as 

well as efficiency? 

The earning power of a firm is represented by return on investment (ROI), which again depends on two 

other ratios — net profit ratio and capital turnover ratio. This is needless to mention here that if these 

two ratios change, there will be a consequent change in ROI since these ratios depend on many factors 

which may change frequently. It is important to understand how the company‘s profitability, efficiency, 

and leverage are linked in its financial performance. The company‘s return on assets, ROA (=net 

income/assets), can be expressed as:   
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ROA = (Net Income/Revenue) × (Revenue/Assets) = Profit Margin × Asset Turnover  And the 

company‘s return on equity, ROE (=net income/equity), can be expressed as  ROE = (Net 

Income/Revenue) × (Revenue/Assets) × (Assets/Equity) = ROA × Equity Multiplier   

Both the company‘s profitability (as measured in terms of profit margin) and efficiency (as measured in 

terms of asset turnover) determine its ROA. This ROA, along with the company‘s financial leverage (as 

measured in terms of its equity multiplier), contributes to its ROE. The changes in the company‘s ROE 

are to be noted and explained through its profit margin, asset turnover, and equity multiplier over time. 

The objective is to identify the company‘s strong area that can be capitalized upon and/or its weak area 

that must be improved upon.   

Question no.17 How to analyse an existing and a new debt? 

Existing debt can be analysed by the following elements: 1. Identify current level of short term and long 

term debt  2. Prepare following Schedules  (i) Summary of loans -Balance Sheet  (ii) Summary of 

current maturity –Balance Sheet  (iii) Summary of short term loan -Balance Sheet  (iv) Summary of 

interest –Profit & Loss Account 3. Each debt should show  (i) Opening balance  (ii) Debt drawdown  (iii) 

Debt repayments   (iv) Closing balance  4. Cash flow impact  5. Creating option for sensitivity analysis 

on base rate (KIBOR)   

A new debt can be analysed by the following elements: 1. Analyze short term debt requirement with 

reference to working capital requirements of the company.  2. Possibility of long term loan requirement 

for expansion / project. (Separate working for new loan). 3. Creating option for different debt structure 

for the expansion / project. i.e. by changing grace period, total tenor of loan. 4. Analyzing the impact of 

new loans on debt ratios, which are generally set by loan agreements.   

Question no. 18 What is Slump Sale? Give one examples? 

Slump sale means transfer of undertaking or unit or division or business activity as a whole for lump 

sum consideration without values being assigned to individual assets and liabilities. Profits or gains 

arising from slump sale shall be chargeable as long term capital gain.   

Examples: (write any one) 

(i) Sterlite Industries and Sterlite Optical: Sterlite which was a diversified company with presence 

both in non-ferrous metal as well as Telecom cables decided to de-merger both the business 

into separate companies. The spin off was done in the ratio of 1:1.  

(ii)  Raymonds Ltd: Raymonds sold of Cement and Steel business to become one again, a purely 

fabric and garment company. The whole exercise fetched Raymonds `1140 crores. This 

enabled it to reduce high cost debts as well as buyback its own shares. Thus financially as well 

as in terms of shareholder value it was a correct step.  

(iii)  GE Shipping: The company has interests in shipping, property development,trading and 

finance. It was decided to de-merger property development business strategically with effect 

from 1st April,1999.  

(iv)  ABB and ABB Alstom Power India Ltd. : As a result of the global de-merger of ABB group and 

its hiring off power generation business with Alstom of France,ABB India was also de-merged in 

1999. The objective was to remain in areas of power distribution and transmission services. 

The independent profitability of both the companies increased due to greater focus. 

Question no.19 What are the steps of formulating a strategy?         
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Strategic formation is a combination of three main processes which are as follows:   

(1) Performing a situation analysis, self-evaluation and competitor analysis: both internal and external; 

both micro-environmental and macro-environmental.   

 (2) Concurrent with this assessment, objectives are set. These objectives should be parallel to a time-

line; some are in the short-term and others on the long-term. This involves crafting vision statements 

(long term view of a possible future), mission statements (the role that the organization gives itself in 

society), overall corporate objectives (both financial and strategic), strategic business unit objectives 

(both financial and strategic), and tactical objectives.    

(3) These objectives should, in the light of the situation analysis, suggest a strategic plan. The plan 

provides the details of how to achieve these objectives. 

Question no.20 The effect of financing alternatives on Company's future earnings per share:? 

(a) To borrow on a 10 year note at 9% for either or both of the projects of an amount not to exceed  

` 60,00,000. 

The cost of borrowing for this alternative is 9%. The return on capital employed of first project i.e., metal 

table and chair unit is 15% and for second project, i.e., Hardwood planter is 13.33%. In both the 

projects, earnings are higher than the cost of borrowings, hence, the balance earnings after paying 

interest obligation will be available to equity shareholders. Thus, with this financing alternative, the 

earnings per share will increase. 

(b) To issue a cumulative preference shares with a 10% dividend upto an amount of 30,00,000. 

The company can raise an amount upto  30,00,000 by issue of cumulative preference shares, whereas 

it requires  20,00,000 and  30,00,000 respectively for two projects. Hence, it can use this financing 

alternative for one of the two projects because the dividend of 10% has to come from after tax profit 

and tax rate is 50%, therefore, pre-tax cost is 20%. The return on capital employed of first project, i.e., 

production and sale of metal table and chair is 15% and of second project, i.e., Hardwood Planter with 

separate components is 13.33%. Since the returns on both the projects are lower than the cost of 20%, 

hence, financing of the project under this alternative will reduce the overall profits available to equity 

shareholders, i.e., earnings per share will decrease for Ganga Manufacturing Company. 

Question no.21 State the reasons and implication for restructuring of a firm.? 

There are basically six reasons why companies are going for restructuring.  

1. Changed fiscal and government policies like deregulation/ decontrol has led many companies to go 

for newer market and customer segments.  

2. The globalization of business has compelled Indian companies to open new export houses to meet 

global competition. Global market concept has necessitated many companies to  restructure  because  

efficient producers  only can  survive  in the competitive global market.  

3. Revolution in information technology has made it necessary for companies to adapt to new changes 

in the communication/information technology for improving corporate performance.  
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4. Many companies have divisionalised into smaller businesses. Wrong divisionalisation strategy 

followed in the past has forced them to revamp their product divisions which do not fit in to the 

company’s main line of business which are now being divested. Fierce competition is forcing Indian 

companies to relaunch themselves.  

5. Improved productivity and cost reduction has necessitated downsizing of the work force- both at 

works and managerial level.  

6. Convertibility of rupee has attracted medium -sized companies to operate in the global market. 

 Implications of restructuring: Decrease in the number of corporate players in the market segment 

with increase in mergers and acquisition, there shall be a decrease in the quantum of corporate rivalry. 

Emergence of new companies will result in healthy economic state of the Nation. Social discontent will 

initially grow to some extent, however the restructuring will help to sustain employment and thereby 

help in stabilizing social discontent.   

Question no.22 Univariate Model of Distress Prediction:  

Univariate Model of Distress Prediction refers to a model of prediction of Corporate Distress where a 

single variable is used. More clearly, under this model, analysis of Corporate Distress Prediction is 

made with the help of a single set of financial information, e.g., a single ratio. Here, variable generally 

refers to Accounting Ratio of the concerned corporate entity. In this model, a single Accounting Ratio, 

viz. Current Ratio or Debt-Equity Ratio or Total Debt to Total Asset, etc., of different corporate entities 

considered for analysis is taken into consideration for their Distress Prediction.  This model of Distress 

Prediction is based on the following assumptions:  i. The distribution of the variable (i.e., ratio) for 

distressed firms (i.e., failed firms) differs systematically from the distribution of the variable for the non-

distressed firms (i.e., nonfailed firms).  ii. The systematic difference can be exploited for prediction 

purpose. 

Steps Followed Under Univariate Model of Distress Prediction: 

 Techniques used under Univariate Model of Distress Prediction are as follows: 

i. An Accounting Ratio, viz. Current Ratio or Debt-Equity Ratio or Total Debt to Total Asset, etc., 

is selected for analysis of financial distress of companies.  

ii.  A number of distressed companies (i.e., failed companies) and non-distressed companies 

(i.e., non-failed companies) are arbitrarily chosen for analysis.   

iii. The Accounting Ratio as selected for analysis of the companies as chosen under (ii) is 

calculated.  

iv.  Comparison of Accounting Ratios as calculated under for the companies chosen for analysis 

are made for prediction of their Financial Distress.  

v. Conclusion is made about the prediction of Financial Distress of the companies on the basis of 

the comparison done under (iv). 

Question no.23 ―Financial modeling is the task of building a financial model, or the process of 

using a financial model for financial decision making and analysis.‖ — Describe the need and 

importance of the financial modeling.  (b) Also state the users and their uses of the financial 

modelling.? 

• Financial modeling supports management in making important business decisions.  • It involves the 

quantification of the potential impact of decisions on the profit and loss account, balance sheet and 
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cash flow statements.  • Through financial models, managers can determine the outcome of a proposal 

before even its execution and rely on a rational and comprehensive justification for their decisions.  

Moreover, these models enable managers to study different options and scenarios without imposing 

any risk on the business. To avoid the common pitfalls related to financial modeling, designers should 

follow five basic principles. They should make sure that the model satisfies its objectives, maintain 

model flexibility, take inflation into consideration, present the model clearly and interestingly, and 

measure outcome. 

Users and their uses of the financial modelling:   

(A) Top Management & Directors:  (i) Future Business plan  (ii) Business Analysis  (iii) Sensitivity on 

critical variables (Value drivers)  (iv) Analyzing the impact of changes in industry local &international 

economy  (v) Analyzing Cash flow position   

(a) If cash surplus scenario  • Short term Investments  • Repayment of existing debts  • Long term 

investments  • Expansion project  • New project  • Acquisition & Mergers    

(b) If cash deficit scenario  • Short term loans  • Long term financing • Restructuring of existing loans  • 

Right issue  • IPO  • Equity Injection/investment  • Discontinue/dispose non-profitable business 

segments   

(B) Banks / Lenders:  (i) Analyzing Business  (ii) Analyzing business ability to service debt  (iii) If 

business is not able to service debt then restructure debt or issue new loan  (iv) Why to finance 

company for projects and acquisitions 

(C) Investment Managers, Fund Managers  (i) Identifying potential investment opportunities  (ii) 

Identify investments, which needs to be disposed off  (iii) Research department issuing research 

reports on various sector  (iv) Risk management department managing risk and return of the portfolio    

(D) Equity Investors: (i) Analyzing Business  (ii) Determining the entry price on the basis of future and 

historical performance  (iii) Estimating IRR on the investment by changing exit value and timings   

(E) Listing, IPO, Offer for Sale, Right issues  (i) Purpose of the activity and its impact  (ii) 

Determination of offer price and its justification for:  • Underwriters  • Pre-IPO investors  • Private 

Placements  • IPO/right issue investors   

(F) Rating Agency  (i) Analyzing company‘s creditworthiness  (i) Analyzing company‘s ability to pay its 

debt  (ii) Issuing instrument ratings  (iii) Issuing entity‘s ratings   

(G) Accounting  (i) Fair valuation of investments  (ii) Impairment testing of investments. 

Question no.24 There are various objectives associated with Financial Analysis. State those 

objectives of Financial Analysis? 

 

Measuring Profitability: The main objective of a business is to earn a satisfactory return on the funds 

invested in it. Financial analysis helps in ascertaining whether adequate profits are being earned on the 

capital invested in the business or not. It also helps in knowing the capacity to pay the interest and 
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 Indicating the performance trends: Indicating the performance trends of financial statements of the 

previous years are compared and the trend regarding various expenses, purchases, sales, gross profits 

and net profit etc. are ascertained. Value of assets and liabilities are compared and the future prospects 

 

Assessing the growth potential of the business: The trend and other analysis of the business 

provide sufficient informatio  

Comparative position in relation to other firms: The purpose of financial statements analysis is to 

help the management make a comparative study of the profitability of various firms engaged in similar 

businesses. Such comparison also helps the management to study the position of their firm in respect 

 

Assess overall financial strength: The purpose of financial analysis is to assess the financial strength 

of the business. Analysis also helps in taking decisions, whether funds required for the purchase of new 

machines and equipment are provided from internal sources of the business or not; if yes, how much? 

And also to assess the amount of fund  

 Assess solvency of the firm: The different tools of an analysis tell us whether the firm has sufficient 

funds to meet its short term and long term liabilities or not.    

Question no.25 Write a short note on Commercial Paper.? 

Commercial paper is a short-term unsecured promissory note that is issued in the open market and that 

represents the obligation of the issuing corporation. The primary purpose of commercial paper was to 

provide short-term funds for seasonal and working capital needs. Corporations use commercial paper 

for other purposes. For example, it has been used for bridge financing. Suppose that a corporation 

needs long-term funds to build a plant or acquire equipment. Rather than raising long-term funds 

immediately, the corporation may elect to postpone the offering until more favorable capital market 

conditions prevail. The funds raised by issuing commercial paper are used until longer-term securities 

are sold. Moreover, the interest-rateswaps market encouraged the use of the commercial paper market. 

In an interest-rate swap, one party exchanges a fixed rate for a floating rate. Corporate issuers would 

issue commercial paper and use the interest-rate swap to convert the floating interest rate on 

commercial paper into a fixed interest rate.   

Like Treasury bills, commercial paper is a discount instrument. That is, it is sold at a price that is less 

than its maturity value. The difference between the maturity value and the price paid is the interest 

earned by the investor, although there is some commercial paper that is issued as an interest-bearing 

instrument. For commercial paper, a year is treated as having 360 days.    

The yield offered on commercial paper tracks that of other money market instruments. The commercial 

paper rate is higher than that on Treasury bills for the same maturity. There are three reasons for this. 

First, the investor in commercial paper is exposed to credit risk. Second, interest earned from investing 

in Treasury bills is exempt from state and local income taxes. As a result, commercial paper has to offer 

a higher yield to offset this tax advantage. Finally, commercial paper is less liquid than Treasury bills. 

The liquidity premium demanded is probably small, however, because investors typically follow a buy-

and-hold strategy with commercial paper and so are less concerned with liquidity.    
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The yield on commercial paper is higher by a few basis points than the yield on certificates of deposit 

for the same maturity. The higher yield available on commercial paper is attributable to the poorer 

liquidity relative to certificates of deposit.    

Question no.26  How Ratio Analysis helps a firm to do its inter-firm comparison and trend 

analysis? 

As a tool of financial management, ratios are of crucial significance. The importance of ratio analysis 

lies in the fact that it presents facts on a comparative basis and enables the drawing of interferences 

regarding the performance of the firm. The major two aspects of ratio analysis are analysed as follows:   

Inter-firm Comparison Ratio analysis not only throws light on the financial position of a firm but also 

serves as a stepping stone to remedial measures. This is made possible due to inter firm comparison 

and comparison with industry averages. A single figure of a particular ratio is meaningless unless it is 

related to some standard or norm. One of the popular techniques is to compare the ratios of a firm with 

the industry average. It should be reasonably expected that the performance of a firm should be in 

broad conformity with that of the industry to which it belongs. An inter firm comparison would 

demonstrate the firm's position vis-a-vis its competitors. If the results are at variance either with the 

industry average or with those of the competitors, the firm can seek to identify the probable reasons 

and, in that light, take remedial measures.   

Trend Analysis Finally, ratio analysis enables a firm to take the time dimension into account. In other 

words, whether the financial position of a firm is improving or deteriorating over the years. This is made 

possible by the use of trend analysis. The significance of a trend analysis of ratios lies in the fact that 

the analysts can know the direction of movement, that is, whether the movement is favourable or 

unfavourable. For example, the ratio may be low as compared to the norm but the trend may be 

upward. On the other hand, though the present level may be satisfactory but the trend may be a 

declining one.    

Question no.27  ―A typical financial model comprises of the Income statement, Balance Sheet 

and Cash Flow.‖ — Describe the need and importance of the financial models in this respect. ? 

Financial Model – Need and Importance:   

• Financial modeling supports management in making important business decisions.  • It involves the 

quantification of the potential impact of decisions on the profit and loss account, balance sheet and 

cash flow statements.  • Through financial models, managers can determine the outcome of a proposal 

Moreover, these models enable managers to study different options and scenarios without imposing 

void the common pitfalls related to financial modeling, designers 

should follow five basic principles. They should make sure that the model satisfies its objectives, 

maintain model flexibility, take inflation into consideration, present the model clearly and interestingly, 

and measure outcome.    

Question no.28 Financial Modelling follows a step-by-step procedure on which it is build up. 

State the process? 

Generally following process is used for preparing Financial Model:  

(i)Gather historic financial statements and analyze it.   



 
16 CMA FINAL – FABV Theory 

(ii)Compute Ratios from Historic Financial Statements to develop some of the mechanical assumptions 

about revenue, fixed & variable cost, working capital 

(iii) Need detailed discussions with all the departments of the organization. i.e. Productions, Sales, 

Commercial & Logistics, Finance.   Develop Revenue, Expense, working capital and capital 

expenditures by working through value drivers.  

iv) Work through the Income Statement, then the Balance Sheet, then the Cash Flow Statement and 

finalize Balance sheet to check, for forecast years.  

 (v) Valuation, sensitivity analysis and presentation.    

Question no.29 What is Capital Employed? What is the significance to find out the ratios related 

to capital employed?  

The amount of capital which is invested or employed in the business in order to maintain the normal 

activities of an enterprise is called capital employed (i.e. to meet the day –to- day operating expenses). 

In other words, the total capital introduced by the owner including reserve and surplus, long- term 

loans, if any, may be called capital Employed.   

Capital employed may be classified into the following categories:  

Gross capital Employed  

Under Assets Approach  = Total Fixed Assets + Total Current Assets. *Excluding non- trading assets 

i.e. Investment. Under Liability Approach = Owned capital + Loan capital + Long- term Loans + current 

Liabilities – Fictitious assets – Investments.  

B. Net Capital Employed Under Assets Approach = Total Fixed Assets (revalued figures) + Total 

current Assets (market value) – Total current Liabilities.  Or, Total Fixed Assets + working capital 

Liabilities Approach = Owned capital + Borrowed capital i.e. share capital + reserves and surplus + 

Long- term debts – preliminary Expenses – Investment – Fictitious Assets. 

C. Proprietor‘s Capital Employed  Under Assets Approach = Total Fixed Assets (market value) + 

Total current Assets (market value) – External Liabilities. Under Liabilities approach = Owned capital – 

Fictitious assets – Investment etc\ 

Significance of Capital Employed Practically, the true test of efficiency is measured by this ratio and 

that is why it is the most significant ratio among all ratios. It measures overall efficiency of the firm and 

evaluates the performance of various parts of the firm. The shareholders are interested in this in this 

ratio since their return on their investment dependent on it. Naturally a high return will satisfy them and, 

at the same time the same will increase the market value of shares. Performance of the firm can be 

compared with the other firm by making inter- firm comparison. The outsiders (e.g. creditors, bankers, 

financial institutions) are also interested in this ratio since they will decide whether they will extend fresh 

loans or not. Moreover, it helps the management to take future course of action for promotion, 

extension and development in future, special attention must be given while calculating net profit of the 

firm, otherwise this ratio will give a misleading result.    

Question no.30  There are a number of factors responsible for Corporate Distress/Sickness. 

These factors may be classified into two parts, namely, internal factors and external factors.‖ — 



 
17 CMA FINAL – FABV Theory 

Write down the causes of corporate distress from both the internal and the external 

perspectives? 

Distress Analysis refers to the process of analysis of financial crisis/hardship faced by a concern. It 

analyses various causes responsible for the Financial Distress/ Sickness of a firm, provides effective 

tools for prediction of distress and advocates remedial measures to get out of financial hardship. The 

causes within the company responsible for Corporate Distress are the internal factors, while the causes 

outside the company responsible for Corporate Distress are the external factors. 

A. Internal Causes:  

1. Planning:  

i) Technical Feasibility: Inadequate technical know-how, locational disadvantage, outdated production 

process etc.  

(ii) Financial Management: Poor resource management and financial planning, faulty costing, liberal 

dividend policy, inadequate working capital, overtrading, keeping adverse debt-equity ratio  

2. Implementation: Cost over-runs resulting from delays in getting licences/ sanctions etc., inadequate 

mobilization of finance etc.  

3. Production:   

(i) Production Management: Inadequate product mix, poor quality control, high cost of production, 

poor inventory management, inadequate maintenance etc.  

(ii) Labour Management: Excessive high wage structure, inefficient handling of labour problems, 

excessive manpower, poor labour productivity, lack of trained or skilled component personnel.   

B. External Causes: 

 1. Infrastructural Bottlenecks: Non-availability or irregular supply of raw materials or other inputs, 

chronic power shortage, transport bottlenecks etc. 

 2. Government Controls and Policies etc.: Government price controls, fiscal duties, abrupt changes 

in Government policies affecting costs, price, imports, exports, licencing etc. 3. Market constraints: 

Market saturation, revolutionary technological advances rendering the products obsolete, recession – 

fall in domestic or export demand 

Question no.31 Write a short note on Market Related Off-Balance Sheet Items? 

Market Related Off-Balance Sheet Items:  

A. NBFCs (Non Banking Financial Companies) should take into account all market related off-balance 

sheet items (OTC derivatives and Securities Financing Transactions such as repo / reverse repo/ 

CBLO etc.) while calculating the risk weighted off-balance sheet credit exposures.  

B. The credit risk on market related off-balance sheet items is the cost to an NBFC of replacing the 

cash flow specified by the contract in the event of counterparty default. This would depend, among 

other things, upon the maturity of the contract and on the volatility of rates underlying the type of 

instrument.  
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 C. Market related off-balance sheet items would include:  

 I. Interest rate contracts - including single currency interest rate swaps, basis swaps, forward rate 

agreements, and interest rate futures;  

 II. Foreign exchange contracts, including contracts involving gold, - includes cross currency swaps 

(including cross currency interest rate swaps), forward foreign exchange contracts, currency futures, 

currency options;  

III. Credit Default Swaps; and   

IV. Any other market related contracts specifically allowed by the Reserve Bank which give rise to credit 

risk.   

D. Exemption from capital requirements is permitted for —  

 I. Foreign exchange (except gold) contracts which have an original maturity of 14 calendar days or 

less; and   

II. Instruments traded on futures and options exchanges which are subject to daily mark-to-market and 

margin payments. 

Question no.32 How income can be defined from the Accounting point of view?  

Generally income refers to the excess of revenue over expense. Income of a concern changes due to 

changes in revenue or due to changes in expense or due to changes in both. Income is the 

consumption and savings opportunity gained by an entity within a specified timeframe, which is 

generally expressed in monetary terms.   

From the accounting perspective, income is defined as the excess of total revenue earned over expired 

cost. Here, total revenue includes the revenue earned from operating activities and gains from other 

incidental activities of the concern. On the other hand, expired cost consists of expenses incurred for 

generating revenue for the business and losses from other incidental activities of the concern. 

Therefore, Accounting Concept of Income can be mathematically expressed as follows:   

Accounting Income (I) = [Revenue earned from operating activities (R) + Other incidental gains (G)] - 

[Expenses (E) + Other incidental losses (L)]  i.e., I = (R + G)-(E + L)    

Therefore, from the accounting viewpoint, income is the excess of revenue earned from operating 

activities and gains from other incidental activities of the concern over the expenses incurred for 

generating revenue and losses from other incidental activities of the concern. 

Question no. 33―Financial analysis is the selection, evaluation and interpretation of financial 

data, along with other pertinent information, to assist in investment and financial 

decisionmaking.‖ — specify the sources of financial data and also state the objectives of such 

analysis towards goal congruence? 

The financial analysis of companies is beneficial for the investors, creditors, and other stakeholders. 

They can make decisions about companies. Financial analysis may be used internally to evaluate 

issues like employee performance, operating efficiency, credit policies and extremely to evaluate 

potential investments and credit-worthiness of borrowers, among other things. 
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There are various sources from where the analysts can collect financial data needed in financial 

analysis. The analyst draws the financial data needed in financial analysis from many sources. The 

primary source is the data provided by the company itself in its annual report and required disclosures. 

The annual report comprises of balance sheet, income statement, the statement of cash flows as well 

as footnotes to these statements. These are very important document to analyse the financial 

statement effectively.   

The objective of financial analysis is to assess the performance of a firm in the context of its stated 

goals and strategy. There are two principal tools of financial analysis: ratio analysis and cash flow 

analysis. Ratio analysis involves assessing how various line items in a firm’s financial statements relate 

to one another. Cash flow analysis allows the analyst to examine the firm’s liquidity, and how the firm is 

managing its operating, investment, and financing cash flows.    

Financial analysis is used in a variety of contexts. Ratio analysis of a company’s present and past 

performance provides the foundation for making forecasts of future performance.    

Financial forecasting is useful in company valuation, credit evaluation, financial distress prediction, 

security analysis, mergers and acquisitions analysis, and corporate financial policy analysis. 

Question no.34 Write down the issues related to the expected return on the plan assets in 

identifying sustainable earnings? 

The main issues in identifying sustainable operating income are: 

(i) Restructuring charges, asset impairments, and special charges: These are mostly 

unusual but firms can have repetitive restructuring charges. Restructuring charges and 

asset impairments must be handled with care. If a firm writes down inventory, future cost of 

goods sold will be lower if the inventory is subsequently sold. If a firm writes down property, 

plant, and equipment, future depreciation will be lower. Lower expenses mean higher future 

core income; the perceptive analyst recognizes this and adjusts his forecasts accordingly. 

The accounting based valuation models protect us from paying too much for the earning 

generated by these write- downs, but the analyst must identify the multiperiod effects in his 

forecasts to be protected. Merger charges taken to cover the costs of mergers and 

acquisition also require scrutiny.  

(ii) Changes in estimates: Some expenses like bad debts, warranty expenses, depreciation, 

and accrued expenses are estimates. When estimates for previous years turn out to be 

incorrect, the correction is made in the current year. Bad debts are usually estimated as a 

percentage of accounts receivable that is likely to go bad. If it is discovered that the estimate 

for last year was too high, fewer debtors went bad than expected the correction is made to 

the current year’s bad debt expense. . The effect of these changes in estimates should be 

classified as unusual, leaving the core expense to reflect current operations.  

(iii)  Realized gains and losses: Many realized gains and losses (for example, sale of assets) 

are not detailed in the income statement. But they can be found in the cash flow statement 

in the reconciliation of cash flow from operations and net income. 

Question no. 35 What are the possible causes of industrial sickness in relation to production 

management, labour management, marketing management and financial management and 

administration management? 



 
20 CMA FINAL – FABV Theory 

Sickness is thrust upon some industrial units due to change in Government policy, over-spending on 

essentials, absence of control on borrowings, dishonest practices on the part of the management etc. 

The causes of sickness may vary from unit to unit. But the common causes may be grouped as under:   

A. Production management: - Inappropriate product mix, poor quality control, high cost of production, 

poor inventory management, inadequate maintenance and replacement, lack of timely and adequate 

modernisation, etc., high wastage, poor capacity utilisation etc.   

B. Labour management: - Excessively high wage structure, inefficient handling of labour problems, 

excessive manpower, poor labour productivity, poor labour relations, lack of trained/skilled component 

personnel etc.   

C. Marketing management: - Dependence on a single customer or a limited number of 

customers/single or a limited number of products, poor sales realisation, defective pricing policy, 

booking of large orders at fixed prices in an inflationary market, weak market organisation, lack of 

market feedback and market research, lack of knowledge of marketing techniques, unscrupulous 

sales/purchase practices etc.   

D. Financial management: - Poor resources management and financial planning, faulty costing, liberal 

dividend policy, general financial indiscipline and application of funds for unauthorized purposes, 

deficiency of funds, over-trading, unfavourable gearing or keeping adverse debt-equity ratio, 

inadequate working capital, absence of cost consciousness, lack of effective collection machinery etc.   

E. Administration management: - Over-centralisation, lack of professionalism, lack of feedback to 

management (Management Information System), lack of controls, lack of timely diversification, 

excessive expenditure on research and development, divided loyalties (where the same management 

has interest in more than one unit), incompetent management, dishonest management etc. 
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SECTION :B BUSINESS VALUATION 

Question no.1 Why Discounted Cash Flow method is not appropriate for valuation of real 

estate? 

Discounted Cash Flow (DCF) Method of valuation is not appropriate for valuation of real estate due to 

following reasons: (I) Difficult to estimate discount rates for most real estate investments.  (II) 

Estimating cash flows for the time horizon is tedious and difficult to do, as is the estimation of the 

terminal value.  (III) DCF does not reflect market conditions- that the market is strong or weak at the 

time of valuation.   

This third argument can be rejected at two levels. On one level, cash flows should reflect the market 

conditions, since they will be higher (higher rents and lower vacancy rates) and grow faster in strong 

market conditions. On the other hand, any additional value being assigned by the market beyond the 

cash flow levels can be considered to be 'overvaluation' and should not be built into the appraised value 

in the first place. 

Question no.2 What are the limitations of Economic Value Added method of firm valuation? 

Limitations of EVA method of Firm Valuation  

      (i)Needs calculation of invested capital for every year which depends on valuation issues.  

(ii)Economic profits as excess returns are fairly subjective, depending on the valuation of invested 

capital  

III) Economic profit framework may provide data inducing illusionary accuracy of the quantified 

business plan.  

(IV)EVA does not involve forecasts of future cash flows and does not measure present value, but 

depends on current level of earnings whereas shareholders are interested in future performance 

Question no.3 Discuss the process to minimize valuation bias.? 

Process To Minimize Valuation Bias Bias cannot be regulated or legislated out of existence. Analysts 

are human and bring their biases to the table. However, there are ways in which we can mitigate the 

effects of bias on valuation:   

(I) Reduce institutional pressures: A significant portion of bias can be attributed to institutional 

factors. Equity research analysts in the 1990s, for instance, in additional to dealing with all of the 

standard sources of bias had to grapple with the demand from their employers that they bring in 

investment banking business. Institutions that want honest sell-side equity research should protect their 

equity research analysts who issue sell recommendations on companies, not only from irate companies 

but also from their own sales people and portfolio managers.  

(II) De-link valuations from reward/punishment: Any valuation process where the reward or 

punishment is conditioned on the outcome of the valuation will result in biased valuations. In other 

words, if we want acquisition valuations to be unbiased, we have to separate the deal analysis from the 

deal making to reduce bias.  

(III) No pre-commitments: Decision makers should avoid taking strong public positions on the value of 

a firm before the valuation is complete. An acquiring firm that comes up with a price prior to the 
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valuation of a target firm has put analysts in an untenable position, where they are called upon to justify 

this price. In far too many cases, the decision on whether a firm is under or overvalued precedes the 

actual valuation, leading to seriously biased analyses.  

(IV) Self-Awareness: The best antidote to bias is awareness. An analyst who is aware of the biases he 

or she brings to the valuation process can either actively try to confront these biases when making input 

choices or open the process up to more objective points of view about a company's future.  

(V) Honest reporting: In Bayesian statistics, analysts are required to reveal their priors (biases) before 

they present their results from an analysis. Thus, an environmentalist will have to reveal that he or she 

strongly believes that there is a hole in the ozone layer before presenting empirical evidence to that 

effect. The person reviewing the study can then factor that bias while looking at the conclusions. 

Valuations would be much more useful if analysts revealed their biases up front.   

While we cannot eliminate bias in valuations, we can try to minimize its impact by designing valuation 

processes that are more protected from overt outside influences and by reporting our biases with our 

estimated values.   

Question no.4 What are different methods of valuing self-generated brands? 

  Important methods in valuation of self generated brands are discussed below:  

(I) Historical cost method: Here Brand value is the sum total of Brand Development cost + 

Brand Marketing and Distribution Cost + Brand Promotion cost including advertising and 

other cost.  

(II) Replacement Price Model: It is the opportunity cost of investment made for replacement of 

brand, Brand Value = Replacement Brand Cost.  

(III)  Market Price Model: Here Brand value is net realizable value on sale in the market.  

(IV) Current Cost Model: According to this approach the current corporate brands are valued at 

the current value to the group which is reviewed annually and not subject to amortization.  

(V) Potential Earning Model: The potential Earning model is based on the estimated potential 

earning that would be generated by a brand and their capitalization by using appropriate 

discount rate. The volume of revenues raised by a brand in the market determines its value.   

Total market value of brand = Net brand revenue / capitalization rate   

Net - Brand revenue = (Brand units x Unit brand price) - (Brand units x Unit brand cost) -(Marketing 

cost + R & D cost + tax costs) 

Question no.5 Define EVA. Also state the means to enhance EVA of a company? 

EVA is the difference between Net operating profit after tax and the cost of capital of a 

company. If implemented along with responsibility accounting and activity based costing EVA 

can help find out the non-value creating activities and businesses of a company, which can 

then be improved or eliminated by hiving off/ out sourcing as the case may be.  

How can a Company Enhance EVA? 

 There could be many individual actions that could create value. However, all those actions 

could be divided into four, viz., 
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 (I) Status quo: The company can maintain the status quo without any big change in strategy 

but trying to get more return on the existing capital. It could possibly increase price or margin, 

have more volume or lower the operating costs. (II) Growth with profit: The company can 

invest in new avenues which offer return more than the marginal cost of capital. The increased 

investment may be to increase the existing market share, introduce new products etc. 

(III) Overhaul: The company can go for overhauling the operations and merge units, sell off 

some and reduce the investments in some that do not generate adequate return. It can 

withdraw from non-profitable areas. (IV) Minimizing the financing cost: The company can 

endeavor to reduce the cost of capital by prudent use of debt, risk management and taking the 

advantage of financial innovations In this manner the company can enhance its EVA by 

improving the NOPAT and reducing the cost of capital 

Question no.6 Uncertainties in Business Valuation? 

Starting early in life, we are taught that if we do things right, we will get the right answers. In other 

words, the precision of the answer is used as a measure of the quality of the process that yielded the 

answer. While this may be appropriate in mathematics or physics, it is a poor measure of quality in 

valuation. Barring a very small subset of assets, there will always be uncertainty associated with 

valuations, and even the best valuations come with a substantial margin for error. This arises due to the 

sources of uncertainty which have an effect on the valuation.   

The value of a business is not a static figure. It depends on change in purpose or circumstances. There 

are a number of uncertainties involved in the valuation process which if not handled appropriately, 

would lead to an absurd value. We may design complex financial models with several inputs to handle 

uncertainties but that does not mean that the value derived is reasonable or the process is sound. What 

we need to understand is the impact of each input on the value. The following factors are crucial:   

 The macro economic factors.  The business.  Its growth potential in the industry in which it operates.  

How is the business positioned?  Who are competitors?  What is the quality and stability of the 

company's management?   

The principles and methods of valuation are well settled and they are generally the same across the 

class of transactions. What changes in the course of deriving value is the selection of approaches and 

methods. Seller would like to get as much as possible and buyer would like to pay as little as possible. 

Somewhere between these two the deal takes place. Could it be mentioned that value is the price at 

which the deal takes place? What if there is no buyer or there is no intention to sell. Could it be 

concluded that the object or business is worth nothing? The answer is 'No'. There is a 'bigger fool 

theory' which says any price can be justified if a buyer is ready to pay the price. It might be you who is 

the last buyer ready to pay the available price! The theory makes us understand that every price cannot 

be value and vice versa. We need to differentiate between value and price. 

Question no.7  State under what conditions/assumptions the following statements are true: 

(state only one important condition/assumption for each):           1x5=5   

(i) Fair Value of an asset is always equal to its Market Value.  

(ii)  Gordon's Dividend Growth Model provides a good estimate of intrinsic value of a 

share.   

(iii) A Company can show Goodwill in its Balance Sheet.   
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(iv) Tobin Q of a company indicates that it is earning a rate of return higher than that 

justified by the cost of its assets and such a return could not persist in the absence of 

long-run entry barriers.  

(v)  Market Value of a Company AA rated 12% Debenture is equal to its book value which 

is recorded at its face value.  ? 

 

The statements below are true under the conditions/ assumptions as follows:   

(i)  Fair value of an asset is always equal to its Market Value. (When the markets are efficient, then one 

can find that market value is the fair value)   

(ii)  Gordon's Dividend Growth Model provides a good estimate of intrinsic value of a share. (When a 

company is having constant dividend pay-out ratio, return on the equity remains constant, cost of equity 

does not change with time and the market is efficient, then Gordon Dividend Growth Model provides a 

good estimator of intrinsic value)   

(iii) A company can show Goodwill in its Balance Sheet. (A company cannot show its own goodwill in its 

own balance sheet; however, if it buys / acquires goodwill from someone, then goodwill can be shown 

in the balance sheet. As per AS 26, the self generated goodwill / own goodwill/ internally generated 

goodwill are termed as unidentified intangible assets whose cost cannot be measured reliably. So they 

are not recognized in books / financial statements.)   

(iv) Tobin Q of a company indicates that it is earning a rate of return higher than that justified by the 

cost of its assets and such a return could not persist in the absence of long-run entry barriers. (When 

Tobin's Q of a company is more than 1, it indicates that the company is earning rate of return higher 

than justified by the cost of its assets. High return may attract other players into the market and such a 

high rate of return may not persist in the long-run without entry barriers)   

(v) Market Value of a company AA rated 12% Debenture is equal to its book value which is recorded at 

its face value. (A debenture can be traded in market at par if its coupon rate is equal to its yield; that 

means, in the market yield on such debentures must be 12%) 

Question no.8 Discuss the amalgamation in the nature of merger as per Accounting Standard, 

AS-14.? 

Amalgamation in the nature of merger: As per AS - 14, an amalgamation is called in the nature of 

merger if it satisfies all the following condition: 

  All the assets and liabilities of the transferor company should become, after amalgamation the assets 

and liabilities of the other company.  

Shareholders holding not less than 90% of the face value of the equity shares of the transferor 

company (other than the equity share already held therein, immediately before the amalgamation, by 

the transferee company or its subsidiaries or their nominees) become equity shareholders of the 

transferee company by virtue of the amalgamation.   

The consideration for the amalgamation receivable by those equity shareholders of the transferor 

company who agree to become equity shareholders of the transferee company is discharged by the 
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transferee company wholly by the issue of equity shares in the transferee company, except that cash 

may be paid in respect of any fractional shares.  

 The business of the transferor company is intended to be carried on, after the amalgamation by the 

transferee company.   

No adjustment is intended to be made in the book value of the assets and liabilities of the transferor 

company when they are incorporated in the financial statements of the transferee company except to 

ensure uniformity of accounting policies.   

Amalgamation in the nature of merger is an organic unification of two or more entities or undertaking or 

fusion of one with another. It is defined as an amalgamation which satisfies the above conditions. As 

per Income Tax Act 1961, merger is defined as amalgamation under Sec. 2(1B) with the following three 

conditions to be satisfied.   

I. All the properties of amalgamating company(s) should vest with the amalgamated company 

after amalgamation.  

II. . All the liabilities of the amalgamating company(s) should vest with the amalgamated 

company after amalgamation. 

III.  Shareholders holding not less than 75% in value or voting power in amalgamating company 

(s) should become shareholders of amalgamated companies after amalgamation. 

Amalgamation does not mean acquisition of a company by purchasing its property and 

resulting in its winding up. According to Income tax Act, exchange of shares with 90% of 

shareholders of amalgamating company is required. 

Question no.9 What are the factors that favour external growth and diversification through 

mergers and acquisitions? 

Factors that favour external growth and diversification through Mergers and Acquisitions  

(i) Some goals and objectives may be achieved more speedily through an external acquisition.   

(ii) The cost of building an organization internally may exceed cost of an acquisition.   

(iii) There may be fewer risks, lower costs or shorter time requirements involved in achieving an 

economically feasible market share by the external route.  

(iv)  The firm may not be utilizing their assets or arrangement as effectively as they could be utilized 

by the acquiring firm.   

(v) The firm may be able to use securities in obtaining other companies, where as it might not be 

able to finance the acquisition of equivalent assets and capabilities internally.   

(vi) There may be tax advantages.   

(vii) There may be opportunities to complement capabilities of other firms.   

Question no.10 What are the misconceptions about valuation?      

There are a number of misconceptions about valuation. 1. A valuation is an objective search for true 

value. 2. Since valuation models are quantitative, valuation is better. 3. A well researched and well 

done valuation is timeless. 4. A good valuation provides a precise estimate of value. 5. To make money 

on valuation, you have to assume that markets are inefficient. 6. The product of valuation (i.e., value) 

matters and not the valuation. 7. How much a business is worth depends on what the valuation is used 

for.  

 



 
26 CMA FINAL – FABV Theory 

Question no.11 What are the types of companies where management may find difficulties in 

using Discounted Cash Flow Technique for Valuation? 

 

 Private firm, where the owner is planning to sell the firm. It is difficult to find out the extent of success 

of the private firm, due to the owner's spec  

 A biotechnology firm, with no current products or sales, but with several promising product patents in 

the pipeline. Difficulty may be in estimating near term cash flows.  

, during recession. The subsequent impact could be adverse/ worsening debt/equity 

ratios and ROI may also be affected which may create problems.  

, which is in the process of restructuring, where it is selling some of its assets and 

changing its financial mix. Difficulties are faced in using historical data for earnings growth and cash 

flows of the firm. 

 

assets do not produce cash flows. 

Question no.12 What is Valuation Multiple? Give examples of any four multiples.? 

Valuation Multiples 

 A valuation multiple is the ratio of firm value or equity value to some aspect of the firm’s economic 

activity, such as cash flow, sales, or EBITDA. The table below lists the most common multiples used to 

value firms, together with the terminology that is used to describe the multiple. 

 

The technique for applying a valuation of multiple is identical to that of applying a price-persquare-foot 

multiple to value real estate, or a price per Kilogram to a purchase of fish. If you are studying a firm with 

cash flows of ` 5 Crores and you believe it should be valued at a cash flow multiple of 10, you will 

determine that the firm is worth (5 x 10) = ` 50 Crores. The multiples can also be arrived at by using 

industry benchmarks developed using average of multiples of comparable companies in the industry. 

Question no.13 There are a number of factors both macro economic and micro economic which 

have an impact on business. Valuation of a business involves making forecasts for the future. 

Comment on the sources of uncertainties in business valuation in the light of the above? 

Uncertainty is part and parcel of the valuation process both at the point of time the valuation is made 

and also on basis of how the business evolves over time.  
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The valuation involves a process where the valuer has to make forecasts about the future both in terms 

of general economic conditions as well as how the firm will perform individually.  

Uncertainties caused by these various conditions and factors can be broadly categorized into the 

following three groups based on the reasons/sources of these uncert  

Estimation Uncertainty: Even if our information sources are impeccable, we have to convert raw 

information into inputs and use these inputs in models. Any mistakes or misassessments that we make 

at either stage of this process will cause estimation error.  

Firm-specific Uncertainty: The path that we envision for a firm can prove to be hopelessly wrong. The 

firm may do much better or much worse than we expected it to perform, and the resulting earnings and 

cash flows will be very different from ou  

Macroeconomic Uncertainty: Even if a firm evolves exactly the way we expected it to, the 

macroeconomic environment can change in unpredictable ways. Interest rates can go up or down and 

the economy can do much better or worse than expected. These macroeconomic changes will affect 

value. 

Question no.14 Write short notes. 

 a. Net Realisable value of Inventories.  

b. Tracking Stocks.  

c. Option – linked Bonds.  

d. Walter‘s valuation Model. 

 e. Fair Market Value of Intangible assets.  

f. Characteristic of Brands.  

g. Repurchase Agreement (REPO).  

h. Mckinsey Model of maximizing the value of a firm.  

i. Financial synergy and operating synergy.  

j. Expansion and Diversification. 

 

(a) Inventories are valued at a lower of the cost and net realizable value. This principle is based on 

the view that assets should not be carried in excess of amounts expected to be realized from 

their sale. Cost of inventories may not recoverable for various reasons like:  

. Inventory being damaged 

ii. Inventories becoming obsolete 

 iii. Market price having declined  

iv. Production cost has increased  
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Thus, net realized value of inventories is defined as the estimated selling price in the ordinary 

course of business less the estimated cost of completion and the estimated cost necessary to make 

the sale. It is estimated on the basis of the most reliable evidence at the time of valuation. It would 

be preferable to collect market price of  

various items of inventories as on the balance sheet date from different markets in which the goods 

are sold are sold. A weighted average price should then be determined. However, here it is 

necessary to keep in view the volatility in price in general and the future price of inventories. An 

estimate of the marketing expenses should also be made while valuing the inventories.    

(b) In the last few years a number of companies have creted shares in divisions or subsidiaries that 

track the performance of just these units. These shares are called tracking stocks. The firm may 

receive cash from issuing tracking stock but the transaction can be cash free. The parent 

company usually retains complete control over the units. Over time, the stock holders in the 

parent company and in the carved unit may face a conflict of interest between them 

(c)  In recent years firms have recognized the value of combining option with straight bonds to create 

option – liked bonds that more closely match a firm‘s specific needs. The benefit for the issuer is that it 

tailors the cash flows of the firm and reduces the likelihood of default. Finally, option- liked bonds are 

bonds with coupon and principle payments likened to the price of a commodity or the occurrence of 

specific events. Hence, it allows firms to customize bonds to meet their specific needs   

(d)  Prof. Walter‘s theory is that in the long-run the share price reflects only the present value of 

expected dividends. Retentions influence stock price only through their effect on future dividends. In 

this view the investment policy of a firm cannot be separated from its dividend policy. The firm would 

have an optimum dividend policy which will be determined by the relationship or its internal rate of 

return and its cost of capital.   

(e)  Any intangible asset acquired is valued on the basis of the fair value of the asset. Intangible assets 

include: i. Computer software ii. Patents iii. Copyrights iv. Quotas v. Marketing rights, etc. Three 

important criteria used to identify an intangible asset. They are: identifiability, control and existence of 

future economic benefits. Using the quoted market price in an active market could derive the fair market 

values of intangibles. The appropriate market price is the current bid price. In the absence of such a 

price, the price quoted in a transaction for similar intangible asset can provide a basis for deriving fair 

value. Otherwise, the amount, which the business unit would have paid arm‘s length transaction 

between knowledgeable and willing parties, is taken as the fair market value. However, finally it must 

be admitted that if the fair value of the intangible asset cannot be measured reliably, that asset is not 

recognized as separate intangible but included in the goodwill.    

(f)  A Brand is an intangible asset. Some see it as a name or a symbol or a logo. It‘s associated tangible 

and emotional attributes is intended to identify the goods/services of one seller in order to differentiate 

them from those of competitors.  A Brand designates a product, as being different form competitor‘s 

product by signaling certain key values specific to a particular brand. It is the associations, which 

consumers make with the brand that establish emotional pact between the supplier and the customer.  

A Brand is the medium through which consumers identify their experiences with the product offerings of 

the company. The name of the company is often forgotten but the brand remains in the mind of the 

consumers.          

(g)  A REPO is the sale of a security with an agreement that the security will be bought back at a 

specified price at the end of the agreement period. The seller of the security in the agreement raises 
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funds, whereas the bunds, whereas the buyer earns interest from the arrangement. From the buyer‘s 

prospective this is called a reverse repurchase agreement. Investors in repurchase agreement are 

usually money market funds and corporations with excess cash to invest for short period. Usually, 

investors earn higher interest rate than they would treasury securities 

(h)  According to Mckinsey Model, the key steps in maximizing the value ofa firm are as follows: -  i. 

Identification of value maximization as the supreme goal ii. Identification of the value drivers, iii.  

Development of strategy, iv. Setting of targets, v. Deciding upon the action plan (budgets), vi. Setting 

up the performance measurements system/incentive system, vii. Implementation.    

(i)  Synergy may be financial, operating and both by combination of two firms. It is the increase in value 

over and above the individual values of the two merged firms. Financial synergy can be created form 

purely financial factors, the legitimate sources being: 1. Better use for excess cash 2. A greater tax 

benefit from accumulated los or tax deduction 3. An increase in debt capital and therefore firm value 

Operating synergy may accrue from economies of scale or increased sales, marketing power results in 

higher profit and growth.     

(j)  Before a company diversifies the possibility of expanding in the existing product line should be 

considered as it may help in gaining a bigger market share for the present business of the company, in 

terms of implementation, expanding the existing activities of the company is generally much easier than 

starting a new activity as the managers are familiar with the existing business. Both the alternatives 

should be carefully weighed against their likely return – tangible as well as intangible. The return on 

investment should be compared for the two alternatives keeping in view the privileging fiscal policies, 

taxation, depreciation, incentives for new investments etc.  If the existing product is likely to have a 

steady and significant growth in its market size and there is larger unfulfilled gap between supply and 

demand the company should considered further capacity expansion for existing products, unless there 

are other strategic reasons against sole dependence on the product. Expansion may be more desirable 

because of advantages of familiarity with the technology and equipment required higher marginal 

productivity of labour and capital and the availability of existing infrastructure.   

 

Question no.15 It is common to compare firms on their piece to EBITDA ratios. What are the 

merits and demerits of using this measure? 

1. The advantages of the holding company arrangement are : (i) The leverage effect resulting from 

being able to control large amounts of assets with relatively small investments: (ii) The risk protection 

resulting from the diversification of risk; (iii)  Legal benefits resulting in reduced taxes and the autonomy 

of subsidiaries; and (iv) The lack of negotiation required gain control a subsidiary. 2. The disadvantages 

of the holding company arrangement are: (i) Increased risk from the leverage obtained by a holding 

company (losses as well as gains are magnified): (ii) Double taxation, which results because a portion 

of the holding company‘s income is from a subsidiary whose earnings have already been taxed before 

paying dividends that are taxed at the parent level. (iii)  The difficult in analyzing holding companies due 

to their complexity, which may depress price – earnings multiples; and (iv) High administrative costs 

from managing the divers‘ entities in a holding company.   

Pyramiding of holding companies occurs when one holding company controls other holding companies. 

This arrangement causes even greater magnification of earnings or losses. 
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Merits : The prices – to- EBIDTA ratio has the same merits as the price – to – EBIT ratio. But, by adding 

back depreciation and amortization to EBIT, it rids the calculation of an accounting measurement that 

can vary over firms and, for a given firm, is sometimes seen as suspect. It thus can make firms more 

comparable. Problems: This multiple suffers from the same problems as the prices –to- EBIT ratio. In 

addition, it ignores the fact that depreciation and amortization are real costs. Factories depreciate (lose 

value) and this is a cost of operations, just as labour costs are. Copyrights and expire. Goodwill on a 

purchase of another firm is accost of the purchase that has to be amortized against the benefits 

(income) from the purchase, just as depreciation amortizes the cost of physical assets acquired. The 

accounting measures of these economic costs may be doubtful, but costs they are. Price–to- EBITDA 

for a firm that is ‗capital intensive‘ 9with a lot of plant and  depreciation on plant) is different from that of 

a ‗labour intensive‘ firm where labour costs are substituted for plant depreciation costs. So, adding 

back depreciation and amortization may reduce comparability.   

Question no.16 Explain what is meant by ‗Free cash flow‘ Discuss the possible conflicts that 

might exist between managers and shareholders over the use of free cash flows.? 

Free cash flow available to a company from operations after interest expense, tax debt repayments and 

lease obligations, any changes in working capital spending on assets needed to continue existing 

operations. A company that generates sufficient free cash flow to decide how to use this cash flow. 

Primarily the cash should be invested in such investments as will increase the shareholders wealth. 

Any surplus cash after all positive NPV investments have been undertaken, should be returned to 

shareholders, in the form of 

(i) Dividends  

(ii)  By share purchase  

However, managers are reluctant to loss control of free cash. Managerial, power and status are to 

some extent related to company size, rather than just share price performance. Managers might 

therefore be motivated to grow the company to a greater size, by investing in projects which would 

increase the turnover and other dimensions but yielding in negative NPV.  

Shareholders might seek to remove free cash flows from managerial control by insisting on large cash 

dividends, share repurchase schemes or a higher level of gearing. High gearing increases interest 

payments and reduces the discretionary cash flow available to managers.   

Question no.17 What are the reasons for reporting on Intellectual Capital (IC)? Explain briefly? 

Reasons  for reporting on intellectual capital can be broadly classified as follows:  

1. Reasons for internal reporting: (i) Demands are growing for effective governance of intangibles, of 

which social and environmental reporting are already evident. (ii) ‗What gets measured gets managed‘ 

– it therefore focuses on protecting and growing those assets that reflect value. (iii) Managing the firm‘s 

intellectual assets. (iv) Assessing the effectiveness of the tirm‘s IC utilization/ management. (v) Reports 

of current and future income from IC. (vi) Relating employee contributions to IC to profits. (vii) 

Alignment of IC resources with strategic vision. 

 2. Reasons for external reporting: (i) It more truly reflects the actual worth of the company. (ii) 

Improve stock prices, by providing a more accurate picture of a firm‘s assets. (iii) It supports a 

corporate goal of enhancing shareholder value. (iv) It provides more useful information to existing and 

potential investors. (v) Strategic positioning. (vi) Effect on the cost of capital. 



 
31 CMA FINAL – FABV Theory 

Question no.18 What do you mean by valuation bias? How do you minimize valuation bias? 

We start valuing a firm with certain assumptions and preconceived conditions. All too often, our views 

on a company are formed before we start inserting the numbers into the financial/ econometric models 

that we use and not surprisingly, our conclusions tend to reflect our biases.  

The bias in valuation starts with the companies we choose to value. These choices are almost never 

random, and how we make them can start laying the foundation for bias. It may be that we have read 

something in the press (good or bad) about the company or heard from an expert that it was under or 

overvalued. Thus, we already begin with a perception about the company that we are about to value. 

We add to the bias when we collect the information we need to value the firm. The annual report and 

other financial statements include not only the accounting numbers but also management discussions 

of performance, often putting the best possible spin on the numbers. With many larger companies, it is 

easy to access what other analysts following the stock think about these companies 

. Bias cannot be regulated or legislated out of existence. Analysts are human and bring their biases to 

the table. However, there are ways in which we can mitigate the effects of bias on valuation : 

Reduce institutional pressures : A significant portion of bias can be attributed to institutional factors. 

Equity research analysts in the 1990s, for instance, in addition to dealing with all of the standard 

sources of bias had to grapple with the demand from their employers that they bring in investment 

banking business. Institutions that want honest sell-side equity research should protect their equity 

research analysts who issue sell recommendations on companies, not only from irate companies but 

also from their own sales people and portfolio managers.  

De-link valuations from reward/punishment : Any valuation process where the reward or punishment 

is conditioned on the outcome of the valuation will result in biased valuations. In other words, if we want 

acquisition valuations to be unbiased, we have to separate the deal analysis from the deal making to 

reduce bias.  

No pre-commitments : Decision makers should avoid taking strong public positions on the value of a 

firm before the valuation is complete. An acquiring firm that comes up with a price prior to the valuation 

of a target firm has put analysts in an untenable position, where they are called upon to justify this 

price. In far too many cases, the decision on whether a firm is under or overvalued precedes the actual 

valuation, leading to seriously biased analyses.  

Self-Awareness : The best antidote to bias is awareness. An analyst who is aware of the biases he or 

she brings to the valuation process can either actively try to confront these biases when making input 

choices or open the process up to more objective points of view about a company‘s future. Honest 

reporting : In Bayesian statistics, analysts are required to reveal their priors (biases) before they 

present their results from an analysis. Thus, an environmentalist will have to reveal that he or she 

strongly believes that there is a hole in the ozone layer before presenting empirical evidence to that 

effect. The person reviewing the study can then factor that bias in while looking at the conclusions. 

Valuations would be much more useful if analysts revealed their biases up front.  

While we cannot eliminate bias in valuations, we can try to minimize its impact by designing valuation 

processes that are more protected from overt outside influences and by reporting our biases with our 

estimated values 
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Question no.19 How would you value a real estate? What are the different levels of market 

efficiency? 

For evaluation of a real estate, one can use the cash flow technique. Of course, in order to use the 

Discounted cash flow technique the valuer should consider cash inflows like rent, reimbursement of 

rates and utility expenses, terminal value as well as cash outflows like property taxes, insurance, 

repairs and maintenance, advertising and utility expenses. 

  Other simpler methods like Standardized Value Measures (e.g. price per square meter) and 

Comparable Asset Values (gross income multiplier) are also used.  

 It should be noted the CAPM (Capital Asset Pricing Model) and the APM (Arbitrage Pricing Model) 

cannot be used easily in valuing a real estate because of some inherent fetures in real estates e.g., 

lack of regular trading in real estates, dissimilar nature of any two real estates, terminal values often 

differing between two real estates, and the like.  

 Investors determine stock prices on the basis of the expected cash flows to be received from a stock 

and the risk involved. Rational investors should use all the information they have available or can 

reasonably obtain. The information set includes beliefs about the future (ie, information that can 

reasonably be inferred). A markets is efficient relative to any information set if investors are unable to 

earn abnormal profits (returns beyond those warranted by the amount of risk) by using that information 

set in their investing decisions.   

An efficient market is defined as one in which all information is reflected in stock prices quickly and 

fully. If some types of information are not fully reflected in prices and there is some lag in the 

information being reflected in prices, the market is not perfectly efficient, though it is certainly not 

inefficient. According to the efficient market hypothesis (EMH), the market is classified as weak-form 

efficient, semistrong efficient and strong-form efficient. E. Fama describe these three levels of efficiency 

as follows :   

Weak Form : This part of the efficient market hypothesis states that prices reflect all price and volume 

data which are all past. As a result, it gives no idea of future price changes. Technical analysis on the 

basis of past data is thus of little or no value.  

 Semistrong Form : It involves not only past known market data, but all publicly known and available 

data, such as earnings, dividends, stock split announcemnts, new product developments, financing 

difficulties, and accounting changes. If any lags exist in the adjustment of stock prices to certain 

announcements, smart investors can exploit these lags and earn abnormal returns.  

Strong Form : This is the most stringent form of market efficiency. It assets that stock prices fully 

reflect all information, public and nonpublic. The strong form focuses not only on the speed of reflection 

of the information into stock prices (as the semistrong form does), but considers the value of the 

information as well. In a strong form efficient market no group of investors  should be able to earn, over 

a reasonable period of time, abnormal rates of return by using information in a superior manner. 

Question no.20  Distinguish between Intrinsic value and Time value of an option? 

Intrinsic value of an option and the time value of an option are primary determinants of an option‘s 

price.  By being familiar with these terms and knowing how to use them, one will find himself in a much 

better position to choose the option contract that best suits the particular investment requirements.  
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Intrinsic value is the value that any given option would have if it were exercised today. This is defined 

as the difference between the option‘s strike price (X) and the stock actual current price (CP). In the 

case of a call option, one can calculate the intrinsic value by taking CP-X. If the result is greater than 

Zero (In other words, if the stock‘s current price is greater than the option‘s strike price), then the 

amount left over after subtracting CP-X is the option‘s intrinsic value. If the strike price is greater than 

the current stock price.  Then the intrinsic value of the option is zero – it would not be worth anything if 

it were to be exercised today.  An option‘s intrinsic value can never be below zero. To determine the 

intrinsic value of a put option, simply reverse the calculation to X - CP.  

Example : Let us assume W Ltd. Stock is priced at ` 105/-. In this case, a W 100 call option would have 

an intrinsic value of (` 105 – ` 100 = ` 5). However, a W 100 put option would have an intrinsic value of 

zero (` 100 – ` 105 = -` 5). Since this figure is less than zero, the intrinsic value is zero. Also, intrinsic 

value can never be negative. On the other hand, if we are to look at a W put option with a strike price of 

` 120.  Then this particular option would have an intrinsic value of ` 15 (` 120 – ` 105 = ` 15).  

Time Value : This is the second component of an option‘s price. It is defined as any value of an option 

other than the intrinsic value. From the above example, if W Ltd is trading at ` 105 and the W 100 call 

option is trading at ` 7, then we would conclude that this option has ` 2 of time value (` 7 option price – ` 

5 intrinsic value = ` 2 time value). Options that have zero intrinsic value are comprised entirely of time 

value. Time value is basically the risk premium that the seller requires to provide the option buyer with 

the right to buy/sell the stock upto the expiration date. This component may be regarded as the 

Insurance premium of the option. This is also known as ―Extrinsic value.‖ Time value decays over 

time. In other words, the time value of an option is directly related to how much time an option has until 

expiration. The more time an option has until expiration. The greater the chances of option ending up in 

the money. 

Question no.21 Discuss the concept of Cost vs. Fair value with reference to Indian Accounting 

Standards? 

Cost vs. Fair value Cost basis : The term cost refers to cost of purchase, costs of conversion on other 

costs incurred in bringing the goods to its present condition and location.  Assets are recorded at the 

amount of cash or cash equivalents paid or the fair value of the other consideration given to acquire 

them at the time of their acquisition. Liabilities are recorded at the amount of proceeds received in 

exchange for the obligation, or in some circumstances (for example, income taxes), at the amounts of 

cash or cash equivalents expected to be paid to satisfy the liability in the normal course of business. 

Fair value : Fair value of an asset is the amount at which an enterprise expects to exchange an asset 

between knowledgeable and willing parties in an arm‘s length transaction. Indian Accounting Standards 

are generally based on historical cost with a very few exceptions : 

AS 2 ―Valuation of Inventories‖ – Inventories are valued at net realizable value (NRV) if cost of 

inventories is more than NRV. AS 10 ―Accounting for Fixed Assets‖ – Items of fixed assets that have 

been retired from active use and are held for disposal are stated at net realizable value if their net book 

value is more than NRV. AS 13 ―Accounting for Investments‖ – Current investments are carried at 

lower of cost and fair value. The carrying amount of long term investments is reduced to recognise the 

permanent decline in value. AS 15 ―Employee Benefits‖ – The provision for defined benefits is made 

at fair value of the obligations. AS 26 ―Intangible Assets‖ – If an intangible asset is acquired in 

exchange for shares or other securities of the reporting enterprise, the asset is recorded at its fair 

value, or the fair value of the securities issued, whichever is more clearly evident. AS 28 ―Impairment 

of Assets‖– Provision is made for impairment of assets. On the other hand IFRS and US GAAPs are 
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more towards fair value.  Fair value concept requires a lot of estimation and to the extent, it is 

subjective in nature.    

Question no.22 The Explain what is ―Calculated Intangible Value (CIV)‖. What are the 

limitations of this method.    

Calculated Intangible Value (CIV)‖ : is a medhod of valuing a company‘s intangible values. Developed 

by NCI Research, ―Calculated Intangible Value (CIV)‖ allows us to place a monetary value on 

intangible assets. This method allows us to calculate the fair value of the intangible assets. CIV 

computes the value of intangible assets by comparing the firm‘s performance with an average 

competitor that has similar tangible assets. An advantage of the CIV approach is that it allows firm-to 

firm comparisons using audited financial data and as such, CIV can be used as a tool for bench 

marking. How to determine CIV? Finding a company‘s CIV involves 7 steps : These are—  

Step-1 : Calculate the average pre-tax earnings for the past three years,  

Step-2 : Calculate the average year-end tangible assets for the past three years,  

Step-3 : Calculate the company‘s return on assets (ROA), 

Step-4 : Calculate the Industry average ROA for the same three year period as in step-2 above,  

Step-5 : Calculate excess ROA by multiplying the industry average ROA by the average tangible assets 

calculated in step 2. Subtract the excess return from the pre-tax earnings from step 1,  

Step-6 : Calculate the three-year averge corporate tax rate and multipy by the excess return. Deduct 

the result from the excess return,  

Step-7 : Calculate the net present value of the after-tax excess return. Use the company‘s cost of 

capital as a discount rate. This final figure will represent the calculated intangible value.   

Limitations of CIV method : Understanding the calculated intangible value of the company‘ intangible 

assets for the period cited is a valuable means of helping to assign an accurate and stable value to 

those assets. However, opponents of the whole process associated with determining a calculated 

intangible value believed that the figure is not of any lasting importance, since even intangible assets 

are subject to depreciation and will fluctuate in their real value. Further, the CIV uses average industry 

ROA as a basis for determining excess returns. By nature, average values suffer from outlier problems 

and could result in excessively high or low ROA. Further the NPV of intangible assets will depend on 

the company‘s cost of capital. However, for comparability within and between industries, the industry 

average cost of capital should be used as a proxy for the discount rate in the NPV calculation. Again, 

the problem of averages emerges and one must be careful in calculating an average that has adjusted 

for outliers. 

Question no.23 Explain the various methods of payment in case of mergers and 

amalgamations.? 

Methods of payment in Mergers and Amalgamations :   

(i) Cash : Where one company purchases the shares or assets of another for cash the 

shareholders of the latter company cease to have any interest in the combined business.   

The disadvantage is that they may be liable to capital gains tax.   
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(ii) Loan Stock : In this case the shareholders of the selling company exchange their equity 

investment for a fixed interest investment in the other company. The advantage is that any 

liability to capital gains tax will be deferred until the disposal of the loan stock. In addition, 

interest on the loan stock is deductible in the hands of the company for tax purpose.   

(iii)  Ordinary shares : Here the shareholder merely exchanges his shares in one company for 

shares in another company. The advantage is that the shareholders of the selling company 

continue to have an interest in the combined business and will not be subject to capital 

gains tax on the exchange. From the point of view of the combined companies a share 

exchange does not affect their liquidity.   

(iv) Convertible loan stock : The shareholders in one company exchange their shares for 

convertible loan stock in the other company. The selling shareholder exchanges an equity 

investment for a fixed interest security which is convertible into an equity investment at some 

time in the future if he so desires 

Question no.24 Explain the concept of Human Resource Accounting (HRA) and outline the basic 

models for HRA? 

Human Resource Accounting (HRA) is a set of accounting methods that seek to settle and describe the 

management of a company‘s staff. It focuses on the employees‘ education, competence and the 

remuneration. HRA promotes the description of investments in staff, thus enabling the design of HR 

management systems to follow and evaluate the consequences of various HR management Principles. 

There are four basic HRA models :   

(a) The anticipated financial value of the individual to the company. This value is dependent on two 

factors; the person‘s productivity and his / her satisfaction of being an employee in the company.   

(b) The financial value of the group-describing the connection between motivation and organization on 

one hand and financial results on the other. This model does not measure value but concepts like 

motivation and welfare. Under this model, measurement of employee satisfaction is given great 

importance.  

 (c) Staff replacement costs describing the financial situation in connection with recruitment, reduction 

and redeployment of employees. This model focuses on replacement costs related the expenses 

connected with staff acquisition, training and separation. Acquisition covers expenses for recruitment, 

advertising etc. Training covers education, on-the job training etc. Separation costs covers lost 

production when a person leaves a job. This model can be used to describe the development of costs 

in connection with replacements. In many firms, such replacement costs are included in accounts as an 

expression of staff value to the company.   

(d) HR accounting and balancing as complete accounts for HR area. This model concentrates on cost-

control, capitalization of the historic expenses for HR. One effect of such a system is the visualization of 

inexpedient HR management routines.  

The basic aims of HRA are very many. First, HRA improves the management of HR from an 

organizational perspective through increasing the transparency of HR costs, investments and outcomes 

in traditional financial  

statements. Second, HRA attempts to improve the bases for investors and company valuation. 

Unfortunately, for several reasons, the accuracy of HRA is often called into suspicion. 
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Question no.25 Describe the advantages and disadvantages associated with holding 

companies.? 

The advantages of the holding company arrangement are : • The leverage effect resulting from 

being able to control large amounts of assets with relatively small rupee investments, • The risk 

protection resulting from the diversification of risk, • Legal benefits resulting in reduced taxes and the 

autonomy of subsidiaries; and  • The lack of negotiation required to gain control of a subsidiary.  

The disadvantages of the holding company arrangement are : • Increased risk from the leverage 

obtained by a holding company (losses as well as gains are magnified), • Double taxation, which results 

because a portion of the holding company‘s income from a subsidiary whose earnings have already 

been taxed before paying dividends that are taxed at the parent level, • The difficulty in analyzing 

holding companies due to their complexity, which may depress price-earning multiples, • High 

administrative costs from managing the diverse entities in a holding company. Pyramiding of holding 

companies occurs when one holding company controls other holding companies. This arrangement 

causes even greater magnification of earnings or losses. 

Question no.26 What are the possible causes of Horizontal and Vertical Mergers? What factors 

are considered for selecting a target in a business acquisition strategy? 

The causes of mergers of two firms in the same industry (horizontal/vertical mergers) : Horizontal 

Mergers : • Economies of scale, • Increase monopoly and bargaining power, • Product & services 

complementaries, • Management opportunity (i.e. weed out poor management), Acquisition of new 

products and brands.  

Vertical Mergers : • Value chain management, • Technological and other economies (thorugh avoiding 

duplication), • Tax benefits, • Better control on the supply side. Factors to be considered for selecting a 

target in a business acquisition strategy :  (i) The target fits well with the acquisition objective;  (ii) The 

target has growth potential but faces some solvable managerial problems;  (iii) The market value of the 

target is lower than the acquirer;  (iv) The target does not have too many on-going litigations with 

substantial financial impact;  (v) The target‘s market-to-book ratio is less than one;  (vi) The target has 

highly liquid balance-sheet with large amount of excess cash, a valuable securities portfolio, significant 

unsued debt capacity and underutilized capacity;  (vii) The target may have subsidiaries or assets 

which could be sold off without imparting cash flows;  (viii) Avoidance of current cut-throat competition;  

(ix) Acquisition of brand names, patent rights, etc.;  (x) Synergy, economies of scale, etc. 

Question no.27 Are Real options and Managerial options the same? 

Real options occur when managers can influence the size and risk of a project‘s cash flows by taking 

different actions during the life of the project. They are referred to as real options as they deal with real 

and as opposed to the financial asset. They are also called managerial options because they give 

opportunities to managers to respond to changing market conditions. 

Question no.28  Explain Tobin‘s Q. State the circumstances when it is most useful.? 

Tobin‘s Q is a ratio comparing the value of the stocks of a company listed in the financial market with 

the value of a company‘s equity book value. James Tobin developed this ratio.  

Traditionally Tobin‘s Q was used as a method for predicting investment behaviour. Tobin‘s Q compares 

the market value of a company with the replacement cost of its assets. It uses the ratio (the ―Q‖) to 

predict the investment decisions of the firm, independent of macro-economic conditions such as 
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interest rates. The replacement cost of fixed assets can be calculated as the reported value of a 

company‘ fixed assets plus the accumulated depreciation and adjusted for inflation.  

As with market-to-book ratios, Tobin‘s Q is most revealing when like compnies are compared over a 

period of several years. Use of both Tobin‘s Q and the market-to-book ratio are best suited to making 

comparisons of the value of intangible assets of firms within the same industry, serving the same 

market, that have similar types of hard assets.  

When both the ―Q‖ and the market-to-book ratio of a company are falling over time, it is a good 

indicator that the intangible assets of the firm are depreciating.  

This provide a signal to investors that a particular company is not managing its intangible assets 

effectively and may cause them to adjust their investment portfolios towards companies with climbing or 

stable ―Q‖s. 

 An advantage to Tobin‘s Q over the market-to-book ratios, is that the Tobin‘s Q approach neutralizes 

the effects of different depreciation policies.  

Tobin‘s Q can be an useful measure of intellectual capital because it can reflect the value markets 

place on assets, which are not typically reported in the conventional Balance Sheet.  

By making intra-industry comparisons between a firm‘s primary competitors, these indicators can act as 

performance benchmarks that can be used to improve the internal management or corporate strategy 

of the firm.  

The information provided by these ratios facilitates internal benchmarking; enabling the organization to 

track its progress in the area that it has defined as being integral to its success.   

Question no.29 Explain the term ‗Demerger‘? 

It has been defined as a split or division. As the same suggests, it denotes a situation opposite to that 

of merger. Demerger or spin-off, as called in US involves splitting up of conglomerate (multidivision) of 

company into separate companies. This occurs in cases where dissimilar business are carried on within 

the same company, thus becoming unwieldy and cyclical almost resulting in a loss situation. Corporate 

restructuring in such situation in the form of demerger becomes inevitable. Merger of SG chemical and 

Dyes Ltd. with Ambalal Sarabhai enterprises Ltd. (ASE) has made ASE big conglomerate which had 

become unwieldy and cyclic, so demerger of ASE was done. A part from core competencies being 

main reason for demerging companies according to their nature of business, in some cases, 

restructuring in the form of demerger was undertaken for splitting up the family owned large business 

empires into smaller companies. The historical demerger of DCM group where it split into four 

companies (DCM Ltd., DCM Shriram industries Ltd., Shriram Industrial Enterprise Ltd. and DCM 

Shriram consolidated Ltd.) is one example of family units splitting through demergers. Such demergers 

are accordingly, more in the nature of family settlements and are affected through the courts order. 

Thus, demerger also occur due to reasons almost the same as mergers i.e. the desire to perform better 

and strengthen efficiency, business interest and longevity and to curb losses, wastage and competition. 

Undertakings demerge to delineate businesses and fix responsibility, liability and management so as to 

ensure improved results from each of the demerged unit. Demerged Company, according to Section 

(19AA) of Income Tax Act, 1961 means the company whose undertaking is transferred, pursuant to a 

demerger to a resulting company. Resulting company, according to Section2(47A) of Income Tax 

Act,1961 means one or more company, (including a wholly owned subsidiary thereof) to which the 



 
38 CMA FINAL – FABV Theory 

undertaking of the demerged company is transferred in a demerger, and the resulting company in 

consideration of such transfer of undertaking issues shares to the shareholders of the demerged 

company and include any authority or body or local authority or public sector company or a company 

established, constituted or formed as a result of demerger.    

Question no.30 What are the Strategic Imperatives behind successful mergers acquisitions? 

The first priority for successful acquisition implementation is to know precisely what you are buying and 

what are you going to do if and when the deal is completed. • 

 Valid strategy for successful acquisition policy: (i) To obtain presence for core business. (ii) To 

leverage marketing: Applying a massive marketing capability to a good product line is an excellent base 

for an acquisition strategy. (iii) To build an enlarged base (iv) To reposition the business • 

 Drucker‘s five commandments for successful acquisitions (i) The acquirer must contribute 

something to the acquired company (ii) Common ore of unity is required. (iii) Acquirer must respect the 

business of acquired company (iv) Within a year or so, acquiring company must be able to provide top 

management to the acquired company. (v) Within the first year of merger, management‘s in both 

companies should receive promotions across the entities. • 

 Weston‘s Commentary on Drucker‘s Pentalegue (i) Relatedness is a necessary requirement, but 

complimentary is an even greater virtue. e.g., combining a company, strong in research but weak in 

marketing with a company strong in marketing but weak in research may bring blessings to both. (ii) 

Relatedness or complementarities apply to general management functions such as research, plants 

control and financial manager as well as firm specific operations of production and marketing. (iii) Thus 

companies with cash flows or managerial capabilities in excess of investment opportunities could 

effectively combine with companies lacking in financial or managerial resources to make the most of 

the prospects for growth and profits in their industries. (iv) An acquiring firm will experience negative 

results if it pays too much. It is difficult to accurately evaluate another organization. There can be great 

surprises on both sides after marriage. Expectation that a firm can improve average risk return 

relationship in an unfamiliar market or industries is likely to be disappointed. • 

 Golden Rules of Integration (i) Plan First: If you don‘t know what you are going to do, don‘t do it. (ii) 

Implement quickly: If you are going to do it, do it immediately. (iii) Communicate frankly: Cost of error is 

always on the side of inadequate communication. A change of plan can always be explained or 

admitted, with less adverse effect on morale and hence productivity, than a policy of silence. (iv) 

Sensitivity in the treatment of people, recognition of long service and proper and generous separation 

arrangements all count here.   

Question no.31 How do you classify different types of real estate? What are the Advantages of 

Real Estate investing? 

Types of real estate:  

(1) Raw land: Undeveloped land may be purchased by an investor who hopes that its market price will 

rise in the coming years. If the investor is energetic and the location desirable, the land can be 

developed by subdividing it and installing roads and sewers and other amenities. Then parcels of the 

developed land can be sold. 

 (2) Rental residences: Investors may purchase residential space to generate rental income. The 

owner or hired manager must collect rents, maintain the premises, and keep the premises rented.  
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(3) Office buildings:  Rental income from a commercial office building can be tax-sheltered. Keeping 

the building well maintained and rented to compatible tenants usually requires professional 

management.  

(4) Warehouses: A building that is to be leased as storage space does not require much active 

management with a responsible tenant that will sign a long-term lease. 

 (5) Neighborhood shopping centres: A profitable shopping centre can be wonderful source money 

so long as the neighborhood remains attractive and competing shopping centres are scarce. 

 (6) Travel accommodations: A hotel or motel located near a heavily traveled route can be profitable, 

but such an asset generally requires professional management.  

(7) Private residences: The single-family residence remains the most popular investment in the United 

States now a day in India also. In fact, the psychic income associated with home ownership clouds the 

rational economic thinking of many prospective buyers. 

The advantages are: 

 (1) Financial Leverage: Financial leverage can be defined as the use of borrowed money to buy an 

investment with a larger value than what the buyer could have afforded without any borrowed money. 

When an individual can invest borrowed money and earn a rate of return higher than the rate of interest 

payable on the loan, the financial leverage is profitable.  Traditionally, real estate investors borrow  from 

60 to 80 percent of the value of the properties they acquire, which is a much higher leverage ratio (of 

loan to asset value) than is available on most other forms of investment.  

(2) Tax Shelter: Real estate investors benefit from tax; laws that encourage real estate ownership.  

Rental property can be depreciated, and this depreciation is a tax- deductible expense that will reduce 

taxes on the rental income.  

(3) Control: Real estate owners can control all physical aspects of their properties-the color their house 

is painted, how often the grass is cut, how soon leaking plumbing is repaired, and other factors, all of 

which may give them psychic income. 

Question no.32 Discuss the major aspects, assumptions and decision rules of the discounted 

cash flow model.? 

Major aspects of DCF:  

1. It weights the time value of money explicitly while evaluating the costs and benefit of a project 2. 

Focus is on relevant cash inflows and outflows and outflows during the entire life of the project as 

against income as computed in the accrual accounting sense.   

Two main Variations of DCF 1. NPV 2. IRR   

Assumptions of DCF Model 1. Assumed a world of certainty 2. The original amount of investment can 

be looked upon as being either borrowed or loaned at some specified rate of return   

Decision rules of DCF Model 1. If NPV is greater than 0, accept the project. If NPV is <0, reject. If NPV 

= 0, the project may be accepted specially when non- financial considerations are strong enough 2. 

Rank the projects according to their NPVs and select the project at or above the cut off rate of return 3. 

Select the project if IRR> cost of capital 
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Question no.33 Why are sector specific multiples used by analysts? 

There are several reasons why analysts use sector specific multiples:  

1. Sector specific multiples link firm value to operating details and output. For analysts who begin with 

these forecasts, - e.g., predicted number of subscribers for an internet service provider – are provided a 

much more intuitive way estimating value 

2. Sector specific multiples can often be computed with no reference to accounting statements or 

measures. Consequently, they can be estimated for firms where accounting statements are non-

existent, unreliable or just not comparable.  

3. Though this is hardly admitted, sector specific multiples are sometimes employed in desperation 

because none of the other multiples can be estimated or used. For instance, an impetus for the use of 

sector specific multiples for new economy firms was that they often had negative earnings and little in 

terms of book value or revenues, in order to work out any projections.   

Question no.34 In valuing a firm should you use the marginal or effective tax rate? 

The most widely reported tax rate in financial statements is the effective tax rate. It is computed as 

under:  Taxes due /Taxable income The second choice on tax rate is the marginal tax rate, which is the 

tax rate the firm faces on its last rupee of income. The reason for the choice, of marginal tax rate lies in 

the fact that marginal tax rate for most of firms remains fairly similar but wide differences in effective tax 

rates are noted across firms. In valuing firms, if the same tax rate has to earnings of every period, the 

safer choice is the marginal tax rate. 

Question no.35 Explain how would you value a business and the component of value that is 

attributable to the key person? 

A business is generally valued on yield basis. That is, the present value of future economic income is 

determined and is taken as representative of the value of the business. Normally, when future revenues 

and economic income depend on a key person the presence or absence of such a person will have an 

impact of the business valuation. In this situation if the objective is to value the business for the existing 

owner, we may separate out the portion of value due to the owner's personal connections and skill, but 

there are no immediate consequences. If the objective is to value the business for a potential buyer, the 

simplest way to avoid overpaying is to do two valuations: One with the business as is, with the existing 

owner, and one without the owner, making reasonable assumptions about the degree to which 

business will drop off. The latter will be much lower than the former and will represent the price one 

would be willing to pay for acquiring the business minus the key person/owner. There are intermediate 

steps that one can take to minimize the slippage in value in the course of the acquisition:  

I. The intending buyer could contract with the owner to remain with the firm after the change in 

ownership, for a certain period of time which should reduce the drop-off in customers. 

II.  II. The would-be buyer should ensure that the owner cannot start a competing business and 

extract business from the buyer for the foreseeable future.   


