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About ICMAI Registered Valuers Organisation

he Companies Act, 2013 brought into the light the concept of ‘Registered

Valuers’ to regulate the practice of Valuation in India and to standardize the

valuation in line with International Valuation Standards. Consequentially,

The Ministry of Corporate Affairs (MCA) notified the provisions governing
valuation by registered Valuers [section 247 of the Companies Act, 2013] and the
Companies (Registered Valuers and Valuation) Rules, 2017, both came into effect
from 18 October, 2017.

In view of the above, the Institute of Cost Accountants of India (Statutory body
under an Act of Parliament) has promoted ICMAI Registered Valuers Organisation
(ICMAI RVO), a section 8 company under Companies Act, 2013 on 23rd February
2018, which is recognised under Insolvency and Bankruptcy Board of India (IBBI)
to conduct educational courses on Valuation for three different asset classes - Land &
Building, Plant & Machinery and Securities or Financial Assets and to act as frontline
regulator as Registered Valuers Organisation. ICMAI Registered Valuers Organisation
is an Academic Member of International Valuation Standards Councill.
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Chairman
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uccessful businesses are the ones which

deliver tangible profits, “trusty old concepts”

like gross margins and cash flows will matter

eventually even while valuations jump.
Ultimately unit economics will have to matter. Fund
raising by companies at high valuations had led many
to point out the lack of profits while those supporting
the valuations are of the view that that it is the future
potential which these businesses possess that should
make someone overlook the conventional way of
looking at a business.

It is important to protect the interests of retail
investors putting money into initial public offerings
(IPOs). A disclosure-based system and greater
transparency from merchant bankers and issuers
will help improve the trust in the system. SEBI does
not want to dictate IPO valuations. But pricing is
critical. Better explanation on the basis of which
pricing is arrived at in the offer document may be a
good practice, especially for new-age companies that
are typically loss-making

The government has used four key methods to arrive
at indicative value of Rs 6 lakh crore worth of assets
to be monetized under the National Monetization
Pipeline. This is based on the suitability of the
valuation approach to the nature of the assets and
the accompanying revenue streams. For roads, power
transmission and telecom tower assets, the government
has used the market approach, where the value is
determined based on comparable market transactions
for the identified asset classes. Capex approach
has been considered for asset classes that may be
monetized through PPP (public-private partnership)-
based models envisaging capital expenditure by private
sector. The principle under the capex approach is that
in the absence of the asset monetization transaction,
the Public Asset Owner would have to incur the
outlay towards augmentation and O&M (operations
& maintenance) of the brownfield asset.
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CMAP. Raju lyer
Nominee Director
ICMAI Registered Valuers Organisation

President
The Institute of Cost Accountant of India
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long with various approaches used

for the valuation of equity, there is

a significant degree of uncertainty

involved regardless of the valuation
approach used. The future is inherently
uncertain and valuing businesses requires
making assumptions about the future. Taking
into consideration this uncertainty, an effective
analysis must consider scenarios in addition to
the most likely “base case” result. Sensitivity
analysis involves changing one assumption at a
time to see the effect on the estimate of intrinsic
value. To explain with an example, analysts might
examine the impact of a different revenue growth
rate on the company’s valuation. On the other
hand, scenario analysis works with the same goal
but involves changing multiple assumptions at
the same time

We are witnessing outflows from Indian
markets, it appears to be a part of profit booking
or rebalancing and hence does not appear to be
a major cause of concern.”With the economy
returning to normalcy as per results of various
companies and demand returning to pre Covid
levels across sectors, it is expected that the
broader outlook of the Indian markets will
remain constructive and positive. As the world
continues to recover from the COVID-19 crisis,
it’s important to remember that there is no
handbook, We don’t know how it will play out.
But if we are at the start of a powerful cyclical
recovery, which is exactly what it looks like to
me, then cyclical stocks by definition appear to
be attractive in this environment.
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Dr. S. K. Gupta

Managing Director
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here’s really no way around it: judging
value is a subjective process. Whether
you’re shopping for a new television
set or helping a client seek investment
for a start-up company, it all comes down to
perceived value. When a company undergoes
a formal business valuation, experts examine
similar criteria, including the company’s history
of operations, the growth history and potential of
its target market, and its business environment
(including the benefits that an incubator provides).
The valuation process results in a final appraisal
that entrepreneurs can use when negotiating
investments and loans, selling a company

Value has many meanings depending on
the situation. It is highly dependent upon the
individual goals of each participant. For investors,
value is getting the greatest return relative to the
risk of losing an investment. For an acquiring
company, value is tied to the strategic benefits
and/or increased profits that will result from
acquiring a company — this makes value highly
variable from one acquirer to the next. In both
instances, the investor or buyer prefers a lower
appraised value for a company, which will in turn
provide a greater return on investment.

From the other perspective, an entrepreneur
seeking investment or selling a business wants as
high a valuation as possible. In the end, a third-
party valuation seeks to take into account all of
these viewpoints to form a single appraisal. It is
essential that all parties involved in a valuation
understand that it is not a final answer. Valuation
is the basis of negotiation; understanding the
underlying assumptions used in the process of the
valuation is just as important as the final valuation
number given to a company.
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PD PROGRAMMES

PROFESSIONAL DEVELOPMENT PROGRAMS

February <2022 to April 2022

Date PD Programs
04th-05th-06th February 2022 3 Days Focused Learning Program Case Studies
05th -06th February 2022 Certificate Course Practical Aspects of VValuation

Executive Development Program Certificate Master Course on

10th -13th February 2022 Enhancing effectiveness of Valuation Professionals

15th February 2022 Learning Session Emerging Business and Economic Environment

Power Learning Session - Using Automated Valuation Models for

17th -18th February 2022 Effective VValuation

26th -27th February 2022 Professional Facilitation Program

Emerging Professional Opportunities Current Economic Scenario and

02nd March 2022 its Effects on Valuation

05nd -06rd March 2022 Power Learning Session — AVM and Data Analysis Tools
08th March 2022 Seminar on the occasion of International Women's Day
09th 10th 11th March 2022 Certification Course on Valuation of Intangible Assets
12th -13th March 2022 Certificate Course on Valuation-Online Mode

15th March 2022 Current Economic Scenario and its Effects on Valuation
16th -17th March 2022 Certification Course on 1VS (Revised)

19th -20th March 2022 Certificate Course on Advanced Valuation

23rd -24th March 2022 Master Class How to Execute a Valuation Assignment
26th -27th March 2022 Certificate Course on Valuation

30th -31th March 2022 Certificate Course on Proficiency in Valuation

06th -07th April 2022 Certificate Course on Valuation

10th April 2022 Certificate Course on Valuation Report
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PD PROGRAMMES

PROFESSIONAL DEVELOPMENT PROGRAMS

50 Hours Training Programs

February 2022 to April 2022

Date Programs
11th to 09th & 17th -20th February 2022 | 50 hours Valuation Course on Land & Building and Plant & Machinery
11th to 09th & 17th -20th February 2022 | 50 hours Valuation Course on Securities or Financial Assets

25th -27th March 2022 & 31st March
2022-03rd April 2022

25th -27th March 2022 & 31st March
2022-03rd April 2022

50 hours Valuation Course on Land & Building and Plant & Machinery

50 hours Valuation Course on Securities or Financial Assets

Upcoming Professional Development Programs

Date PD Programs
21st April 2022 Profession and Practice of Valuation - Vision 2025
;gg;-l?th April 2022 & 21st 24th April 50 hours Valuation Course on Securities or Financial Assets
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ARTICLE

PITFALLS IN BUSINESS VALUATION:
AWARENESS AND AVOIDANCE

The Perspective

business valuation

is the process of

enumerating the value

f an owner’s interest

using predetermined formulas and

a set of methodologies. A business

value means different things to

different people, that’s why business

valuations are nothing but opinions of

value. Business valuation is essential

for countless business owners that

can influence their decision to sell,
continue or even adjourn a project.

The reliability of a valuation
conclusion heavily hinges upon the
assumptions and inputs used in the
exercise. Often, failure to consider
critical factors such as the lack of
understanding of valuation theory,
mechanical application of valuation
theory or over simplification of
assumptions result in material
misstatements in value. This article
highlights some of the common
pitfalls in business valuations.

1. Insufficient  consideration
of impacts from COVID-19 and
seasonality

The COVID-19 outbreak has
brought about many uncertainties,
increasing the complexity of
projecting future cash flows. Using
historical results is a common starting
reference in the projection of future
financials. Nonetheless, the pandemic
has caused major disruptions to many
industries, bucking any trajectory a
business may originally had been on
if not for such extraordinary times.
This inevitably results in distortions in

Dr.S. K. Gupta
Managing Director

ICMAI Registered Valuers Organization

financial performance, be it in revenue
growth or profitability margins,
necessitating careful consideration
of the impact of COVID-19, both
historically in 2020 and 2021 and
going forward from hereon.

Issues that typically arise include:

e Using 2020 or 2021 as a base
to forecast future revenues: It
is common for businesses that
are relatively stable to apply a
sustainable growth rate, such
as the expected inflation rate or
GDP growth rate, to revenues
from the latest financial year.
However, given that 2020 and
2021 are anomalous years,
doing so without careful
scrutiny of revenue drivers
going forward may vyield
results that end up being highly
inaccurate. This is especially
so for businesses that have
benefited from the effects
of COVID-19, for instance
e-commerce businesses and
food processing businesses.
Careless application of a
sustainable growth rate to
possibly unsustainable 2020
or 2021 revenues can cause
material overvaluation of the
business due to a very likely
possibility that revenues may
actually fall in the short term as
business returns to normal and
positive effects from COVID-
19 wear off.

e Using 2019 as a base for
business as usual : Very often,
when thinking about post-
COVID-19 normalization, it

12 ICMAI RVO JOURNAL - APRIL 2022

is common for companies to
project that businesses will
return to 2019 levels in the
short term, the rationale being
2019 is a year that precedes
the onset of COVID-19.
Much less considered is the
question: Will that be the case?
For instance, are the revenue
drivers resulting from COVID-
19 going to be a new normal
or are they merely temporary
or perhaps a combination
of both? Critically, will the
dynamics of the business
environment be different?
With  work-from-home
arrangements being a new
normal during this COVID-
19 period, some employers
have looked to having hybrid
work arrangements in the
future where employees will
work from office for only part
of the week. F&B businesses
in the Central Business
District may therefore expect
lower business volumes
going forward compared to
2019, even after the lifting
of COVID-19 working and
dining restrictions. As such,
due consideration is needed
when projecting whether
revenue and profitability will
return to a level similar to pre-
COVID-19 period.

Another issue that is commonly
missed is seasonality in a
business. The commencement
of cash flow projections is
based on the valuation date
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of the exercise. As such,
situations may arise where
the valuation date is different
from the financial year end of
the business, resulting in the
need to project cash flows for
a partial period. For seasonal
businesses which experience
a spike in activities during
certain months of the year,
mechanical extrapolation
of the partial period prior to
the valuation date will result
in a skewed projection. For
instance, a retail business may
expect high business volume
in June and December due
to mid-year and year-end
sales. Assuming a valuation
date of 31 May 20XY and
a financial year end of 31
December 20XY, simply
extrapolating the first five
months of revenues to seven
months for June to December
will materially understate the
revenues projected for the
period. While it is often the
case that historical financials
are analyzed on an annual
basis—in cases where seasonal
businesses and partial periods
are involved—it is important
to analyze quarterly or even
monthly financials in order to
take into account fluctuations
in business activities.

2. Using net income as a proxy
for free cash flows in a discounted
cash flow model

In general, the value of a business
equals to the present value of all
future cash flows expected to be
generated by a company. It is common
to use other metrics in place of cash
flows to the firm. For instance, a
common proxy used is the net income.
However, this can be quite different
from free cash flows to the firm and
erroneous when valuing the company.
Net income on a company’s income
statement is generally prepared in
accordance with IFRS/GAAP which

www.rvoicmai.in

is based on accrual accounting. This
aims to match revenues to expenses
in the period where they are earned
or incurred, as opposed to when cash
flows are received or paid. As such,
net income has to be adjusted in order
to be converted to cash flows, which
includes:

1. adding non-cash items, such as
depreciation and amortization
expenses;

adding finance expenses;

subtracting required
capital expenditure for the
maintenance of existing
property, plant and equipment
(“PP&E”) or to purchase the
new PP&E to expand the
business; and

4. subtracting the required
investment in working
capital (i.e. trade receivables,
inventory, trade payables,
etc.).

3. Double-counting of risk in cash
flow and discount rate

A valuation exercise, regardless of
approach, is based on the combination
of inputs and assumptions. However,
many a time, inputs and assumptions
(inconsistent with each other) are
applied to a valuation. Care should
be taken to avoid any double counting
of risks, for example additional risk
premiums are not required for factors
that have already been addressed
in cash flows. For instance, where
expected cash flows in the short
term have been reduced to account
for uncertainty due to COVID-19
measures, an additional risk-premium
for uncertainty arising from COVID-
19 should not be included in the
discount rate. Likewise, when it
comes to valuing emerging market
companies, care should be taken
not to over-count country risk. For
instance, if one was to use a higher
discount rate to reflect country risk
and at the same time haircut expected
cash flows to reflect the same country
risk, one would be double counting

the risk of operating in an emerging
market.

4. Omission of non-operating
assets when estimating equity value

Under Accounting Standards, a
cash-generating unit (e.g. a product
line or a subsidiary) is impaired
if its carrying amount exceeds its
recoverable amount, the latter being
the greater of its fair value less disposal
costs or its value in use. In assessing
the recoverable amount, one looks at
the present value of future cash flows
expected to be derived. When making
a comparison between the carrying
amount and recoverable amount, one
has to ensure the comparison is on a
like-for-like basis. In assessing the
recoverable amount, free cash flows
to the firm only captures the value
of core operations of a company
i.e. the enterprise value. To get to
the equity value of a company, non-
equity claims on the firm have to
be subtracted. These claims include
interest bearing liabilities, shareholder
loans or hire purchase. Cash and other
non-operating assets on the other
hand will be added to the value. This
should be compared with the carrying
amount captured under the balance
sheet under investment in subsidiary.
It would have been erroneous to
compare the enterprise value with
the carrying amount as it would not
be a like-for-like comparison.

5.Accounting based on Book
value does not necessarily equal
market value

Generally, the assets and liabilities
shown on companies’ balance sheets,
which are prepared in accordance
with generally accepted accounting
principles (GAAP), are stated on a
historical cost basis, not a market
value basis. Thus, a valuation expert
relying on the net book value of a
company (i.e., the balance sheet value
of assets less liabilities) will typically
misstate its true market value. Another
reason for the resulting misstatement
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is due to the fact that the intrinsic
intangible assets of a company
(e.g., patents, customer lists, trade
names, goodwill, etc.) are not on the
balance sheet. Even if they are, they
are typically recorded on a historical
cost basis. Similarly, a company
could have unrecorded liabilities
(e.g., environmental claims), which
would cause net book value to differ
from market value.

6. Blind reliance on the past

The valuation of a company is
typically based on its expected
future results because that is what
a buyer will be enjoying upon the
purchase and that is what the seller
will be giving up in a sale. Past results
are only relevant to the extent that
they are reflective of what would
reasonably be expected for the future.
For example, if the latest 12 months’
results do not reflect the impact of
a new 10-year contract that the
company was awarded, then reliance
on the historical results alone would
tend to understate the company’s
value. Too often, a valuation expert
will simply extrapolate past results
(e.g., a five-year average of earnings)
and mechanically base the valuation
analysis on this number. By doing
this, the expert is implicitly assuming
that this financial result is reflective
of what will reasonably occur in the
future. Blind reliance on historical
results is not a sound practice.

Sometimes the past performance
of a company is reflective of the
expectations of the future with
the exception of some identifiable
nonrecurring past events. One way
to account for this is for the valuation
expert to adjust the historical financial
results of the company so as to present
them on a normalized basis. When
appropriate, the adjusted, normalized
historical results can then be used to
form the basis for future projections.

7.Reliance on unsupported
projections

Often a valuation expert will rely
on a set of projections that bear no
resemblance to the company’s actual
historical performance. This, in and
of itself, is not necessarily a problem,
assuming that the valuation analyst
conducts appropriate due diligence
and bridges the past to the future (i.e.,
what is expected to be different about
the future). However, a valuation
expert will often rely on a forecast
by management that is either: a)
overly aggressive (i.e., it represents
management’s hopes and goals as
opposed to what would be relevant
to an actual market participant buyer),
or b) overly conservative (i.e., it
represents management’s worst-case
scenario and is not truly reflective of
what opportunities the seller believes
he or she will be giving up in the
future by selling the company).

8. Reliance on Rule of Thumb

Relying solely on a rule of thumb is
one of the most common shortcuts used
by untrained valuation practitioners.
In these cases, the valuation expert
simply multiplies a rule of thumb
multiple (e.g., 10x earnings) by the
financial result (e.g., earnings of
$1 million) to derive a valuation
conclusion (e.g., $10 million in this
example). In these situations, there
is typically no substantive market
support for the multiple applied. Even
in those situations where the multiple
applied is disclosed in some sort of
broker’s handbook, using a rule of
thumb method is still problematic,
for reasons illustrated below.

An earnings-based multiple reflects
two general factors: risk and growth.
The higher the risk associated with
the subject company, the lower the
applicable multiple. The higher the
growth prospects associated with
the subject company, the higher the
applicable multiple. By using a rule
of thumb multiple, the valuation
analyst is essentially assuming that
the risk and the growth prospects of
the subject company are similar to
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the risk and growth prospects of the
companies included in the rule of
thumb formula. When viewed this
way, it should be obvious that rules of
thumb can create misleading results
because the relative risk and growth
prospects between companies can
differ quite substantially.

9.Inadequate consideration of
Non- operating assets

Forms of the Income Approach and
the Market Approach only capture
the value of the core operations of
the subject company. Assets that are
not related to the company’s core
operations need to be considered
separately. For example, if a company
owns excess vacant land that does not
produce income and that is not needed
by the business’ core operations, the
value of this land should typically be
added in separately in the valuation
of the company. Another common
example of a non - operating asset is
marketable securities.

10.Inadequate Reconciliation of
indicated Value conclusions

Once indications of value are
calculated through various valuation
methods, the valuation analyst needs
to reconcile the results to derive a
final opinion of value. The shortcut
taken by some is to simply take an
average of the indications of value.
It is more appropriate to consider
the quantity and quality of data
available that support each of the
methodologies applied in order
to evaluate the merits of each. For
example, if three valuation methods
produce diverse valuation conclusions
simply basing a valuation opinion on
the average, without any analysis as to
the strengths and weaknesses of each
method, can open the valuation expert
up to serious criticism, especially in
a cross-examination. In addition,
if there is other strong evidence of
market value with respect to the
subject company related to market
participants operating at arm’s
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length outside of the context of
litigation contemporaneous with the
valuation date, the valuation expert
should be prepared to reconcile his
or her conclusion of value with this
indication.

11.Measuring business value
against the accounting profits
instead of cash flow

Business value depends largely
on its profitability, financial health,
and earning power. Two metrics to
measure this are the Accounting
profits and Cash flows. The difference
between the revenue received and
costs incurred gives us the Earnings
or Profits of the company. Profit is
the overall picture of a business and
the basis on which tax is calculated.
Cash flow is the net change in the
company’s cash position from one
period to the next. If you fetch more
cash than you send out, you have
a positive cash flow. Cash flow is
a key indicator of financial health.
Cash received by the company causes
the cash flow to go up but the net
income remains the same. This tells
us that cash flow and net income
are not identical, it’s just that they
are recorded at different times. In
conclusion, we learn that Free Cash
Flow is a better metric to analyze
profitability than earnings. The two
main reasons for this are:

»  Revenues and Expenditures are

accounted for at the right time

+ Cash flows can’ t be
manipulated as much as
Earnings

12. Thinking that the business
purchase price and project costs
are the same.

In case of a business acquisition,
the buyer will need to infuse adequate
working capital into the company.
This supplemental working capital is
over and above the purchase price at
the time of a business sale. Another
situation that requires adjustment can
be deferred equipment maintenance

www.rvoicmai.in

costs which need to be deducted
from the purchase price. Valuators
need to be sure to adjust for such
costs and other incomes streams to
get an unbiased purchase price for
a business.

13. Assuming that every
established business has positive
business Goodwill.

A common perception about
Business Value is: it is the aggregate
of the business’s tangible assets
and goodwill. One should be
mindful of the fact that the business
goodwill is directly related to the
remunerativeness of the business.
A business appraiser’s view should
ideally be: Business goodwill exists
if the business is able to bring in
earnings on top of a fair return on
its tangible assets. If the earnings
fall below an acceptable return on
its assets, this gives rise to negative
business goodwill.

14.When to “normalize” financial
statements.

There may be some discrepancies
in some elements of the financial
statements that may not be considered
“normal”. Certain adjustments should
be made to the financial statements so
that they are at the same level as the
comparable companies. Some items
that may command adjustment are:

« Higher management salaries
and perquisites that may be
above normal level.

»  Depreciation policies
e Unusual or non-recurring
income/expenses

The valuators not only need to be
sure that appropriate adjustments have
been made, but should also be able to
support them.

15. Having unr ealistic
expectations

It’s common for business owners
to have an overly optimistic view of
their company’s value. This can be

because of unrealistic assumptions
about future earnings or cash flow,
a poor understanding of buyer
appetite for their company or lack
of knowledge about how companies
are valued. As a result, entrepreneurs
can end up questioning the results of
an outside valuation. “Entrepreneurs
may feel that the valuator doesn’t
believe in them if they have
unrealistic expectations about the
value of their company or its future
growth,” At the same time, buyers
can also have unrealistic expectations
about a target company’s value. For
example, they may be ready to pay
a premium for the business because
of expected synergies, but buyers
often underestimate the costs of an
ownership transition and overestimate
savings from the merger.

16. Incorrectly Calculating the
Partial Period for Present Value
Factors

When using a discounted cash
flow (“DCF”’) method of the income
approach, it is generally accepted in
the valuation community to use the
mid-period convention when present
valuing cash flows. Theoretically,
this practice assumes cash flows
are collected at the mid-point of
the year, rather than year-end. A
common mistake is to add 0.5 to the
first year’s present value factor, thus
under-discounting cash flows, and
overvaluing the enterprise.

17.Incorrectly Discounting the
Terminal Year

Typically, in a multi-year DCF, the
terminal year is valued utilizing the
Gordon growth model — a widely
accepted valuation practice. Often
times the terminal year value is
discounted using the wrong rate;
the valuation analyst will extend the
present value discounting factor an
extra year, rather than correctly using
the last discrete year’s present value
factor. This error deflates the value of
the enterprise.
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18. Using Models that are not
Dynamic

A non-dynamic or hard coded model
refers to the practice of embedding
data or an assumption directly into
a model or calculation. For some
valuation firms, it is not uncommon to
roll forward prior analyses and models
when working with the same client for
a new engagement, or to leverage a
model from a different engagement
entirely, as this saves time and can
lower fees. The pitfall arises when
hard coded numbers are not updated,
and then stale or errant inputs or
assumptions are incorporated into the
analysis. This pitfall culminates in a
flawed conclusion of value and will
often time require rework.

19.Missing the Balance Sheet

Those preparing business valuations
typically focus on the future cash flow
that a company will generate. In many
cases, the balance sheet is not given
adequate consideration. The balance
sheet sets out the net operating assets
a company requires to generate the
cash flow upon which the valuation
is premised.

An appropriate business valuation
exercise should include an analysis
of the normalized level of non-
cash working capital (e.g. accounts
receivable, inventories, accounts
payable, deferred revenues, etc.)
required to support the company’s
operations. Where appropriate,
an adjustment to the equity value
conclusion should be made where the
actual amount of working capital at
the valuation date (or the closing date
of a transaction) is greater than (or
less than) the estimated normalized
amount. Adjustments are particularly
applicable (and often missed) where
the business is seasonal in nature.

Another common error is to
automatically add cash on hand to
the equity value conclusion (or apply
cash on hand against outstanding
debt) without assessing whether
that cash is required in order for the

company to maintain an adequate
level of working capital. Finally, the
balance sheet may include redundant
assets that can be withdrawn without
disrupting the operations of the
company. In some cases, redundant
assets are not obvious. Missing these
redundant assets can understate the
value conclusion. Examples of where
hidden redundant assets may exist
include the following:

« Accounts receivable: which
may include non-trade
receivables, such as amounts
owing from shareholders or
employees.

* Fixed assets: which may
include unused equipment that
can be disposed of.

*  Real estate: where a company
owns the property in which
it operates, it may be better
to assess the value of the
real estate separately from
the business itself. Quality
real estate assets often fetch
higher valuation multiples than
operating businesses, which
can significantly impact value.

20. Insufficiently normalizing
EBITDA

Earnings before interest, taxation,
depreciation and amortization
(EBITDA) is the main number
upon which a market-based
valuation will be predicated. In
order for the historical and forecast
EBITDA to be reliable from a
valuation perspective, it must be
‘normalized’.

‘Normalization’ is the exercise of
removing all ‘extraordinary’ (i.e.
unigque or one-time) transactions
which are not an ordinary and
recurring revenue (or cost) of
the business. From a revenue
perspective this could involve
income from the sale of a division,
government rebates and grants, or
the sale of other assets such as
business property. Extraordinary
costs may be expenditures such as
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Research & Development (R&D),
Business Development, or other
one off outgoings such as legal
settlements.

21.underestimating the needs of
working capital

Businesses need working capital,
and the more they grow the
more working capital is needed.
Underestimating the need for future
working capital can result in over-
inflated free cash flows and can
jeopardize the sustainability of the
business. A clear business plan will
outline future cash flow projections
including fixed, stepped and variable
costs and, of course, future tax
liabilities. It will also set out fixed
asset purchases and working capital
requirements including cash, debtor

and stock levels. Higher levels
of working capital will impact
valuations, driving cash inflows

down, but more importantly they can
stunt growth and impact the chance
of success for a business.

Keeping an eye out for pitfalls

The process for valuing a company
is often riddled by complexities, and
requires robust consideration of
granular factors in order to achieve a
sensible and supportable conclusion.
Given that a valuation hangs upon the
selection of inputs and assumptions,
one can easily risk arriving at a
garbage-in-garbage-out value where
pitfalls fail to be recognized by the
valuer. As the proverbial saying
goes, the devil is in the details. With
valuations having high stakes in play,
it is all the more important to accord
commensurate attention to them
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CLASSIFICATION OF PROPERTY BETWEEN
IMMOVEABLE AND MOVEABLE
OR REAL AND TANGIBLE PERSONAL
PROPERTY FOR VALUATION

Synopsis
etting the classification
of assets right before
valuation is vital to
conducting a successful
valuation of assets, there are a variety
of asset classes relevant to valuation,
some of these being tangible personal
properties, real properties, moveable and
immoveable properties and intangible
properties. This article attempts to assist
Valuers with the guidance available
in international standards and more
importantly the Indian law and some
case laws. (Author is an Insolvency
professional and a registered Valuer of
Plant and machinery and a member of
ICMAI RVO)

Generally, classifying properties
in valuation is a simple and
straightforward exercise. However,
there are instances where it is more
difficult to determine the correct class
of an asset. Classification of Assets
can at these times be confusing and
unsettling for a valuer. After, a Plant
and Machinery asset class valuer gets a
scope of work and a fixed asset register,
he draws a list of those assets that fall
within the boundaries of the scope of
valuation relevant to the asset class, to
do this, he needs to quickly figure out
any exclusions from moveable property
or tangible personal property and
separately has to exclude intangibles
and inventories as well.

What the IVS
recommends:

Clause 20.7 of IVS 300, the IVSC
standard for valuation of plant and

standard
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equipment, requires valuers to comply
with the requirement to identify the
assets to be valued, and as per IVS
101 Scope of Work, clause 20.3(d),
valuers have been advised to consider
the extent to which an asset is attached
to, or integrated with, other assets, to an
extent it impacts the assets value. IVS
does not clarify any more than this but
it also recommends that ventilation, air
conditioning and heating or water or
similar serves like gas supply systems
should be treated as real property in
particular if these services are to be
treated as building services and not
meant for production.

Further, a Valuer has to identify assets
that may be permanently attached to the
land which are not possible to remove
without serious demolition of either
the asset or any surrounding structure
or building.

IVS 300 recommends that Plant and
equipment being used for the supply
or provision of services to a building
are frequently integrated with the
building and once these, equipment
are installed and cannot be separated
from the building these assets are to be
treated as part of real property. These
assets should normally form part of the
immoveable or real property interest,
and include once what was moveable
property, since the primary function
of these equipment’s is to supply
electricity, gas, heating, cooling or
ventilation to a building.

This, exclusion should comprise all
motors, compressors, pipes and ducts as
part of the above service supply systems
once installed, it is implied that all the

imbedded electric wiring, escalators,
elevators and sprinkler systems fall into
this category.

IVSC recommends that if a valuer
is asked to value such a plant and
equipment separately as explained
above, the scope of work must include
a statement clarifying that the value
of those items, would normally be
included in the real property interest
and may not be separately realizable
and should be done by distinguishing
these assets. Again, the valuer has been
advised to ensure the assets are not
omitted or counted twice when being
valued separately.

IVS 300, the international IVSC
standard on valuing plant and equipment
also clarifies that, intangible assets, fall
outside the class of plant and equipment
assets. And suggests that an intangible
asset may have an impact on the value
of plant and equipment ass