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Question 1

Executive summary

Desperanto is a privately-owned UK company which runs language schools.  This report evaluates the options for payment of initial compensation to Desperanto tutors for the amendment of the terms of their working contracts.(  Desperanto pays its tutors a combination of a protected basic salary supplemented by a commission based on current teaching hours.  To work properly, this model relies on a low level of earnings volatility to be fair for both Desperanto and its tutors.(  The recent business climate has been more volatile and there is a need to modify the remuneration scheme by transferring some of the underlying risk on to the tutors and paying strictly according to the number of hours taught.(  This type of remuneration is in line with general industry practice.(  

The approach used for the evaluation has been to design discounted cash flow (DCF) models for possible scenarios as a means of explanation and justification for the recommendations made.  It has been necessary to make some assumptions when constructing the models and these are explained in the report.(
The recommendation is made to offer a one off payment of £250k to the tutors to compensate them for the change in contract required
.(
Methodology

Cost of equity and the weighted average cost of capital

 A DCF model requires that an estimate is made of Desperanto’s cost of capital.  This estimate can be made by calculating the weighted average cost of capital (WACC). 

WACC
=
D/(D+E)  x  Rd(1-T) + E/(D+E) x Re
	D
	Total debt

	E
	Shareholder’s equity

	Rd 
	Cost of debt 

	Re
	Cost of equity

	T
	Corporate tax rate


The following figures have been extracted from the data provided.

· Risk-free rate is 5%

· Equity market premium is 5%

· Total debt (bank overdraft) for 2001 taken from financial forecast to be £432k

· Cost of debt is 7% (bank figure)

· Shareholder’s equity is £1564k

· Corporate tax rate is 30%(
The data provided does not include a cost of equity.  The Capital Asset Pricing Model (CAPM) is one method which can be used to calculate a cost of equity.(  The CAPM model says that the cost of equity is the risk-free rate of return plus the equity market premium multiplied by the beta of the share.


Cost of equity
=
Risk-free rate + (ß x Equity Market Premium) 

ß = beta of share.

Desperanto is not a listed company so the beta of its share is not available.  It is therefore necessary to estimate this value by using data from companies in comparable lines of business.  Table 1 has been taken from the data provided.

	Company
	Market value of debt (£m)
	Market value of equity (£m)
	Beta (equity)

	Sunshine
	43.3
	359.4
	0.93

	Storm
	37.5
	76.8
	1.12

	Shower
	60.0
	530.0
	0.97


Table 1:
Data for 3 listed companies with similar business to Desperanto

The debt ratios for the three companies are

	Sunshine
	359.4 / (359.4 + 43.3)
	0.89

	Storm
	76.8 / (76.8 + 37.5)
	0.67

	Shower
	530 / (60 + 530)
	0.90


Therefore, the weighted average equity debt ratio is

(0.89 x 359.4) + (0.67 x 76.8) + (0.90 x 530) 





359.4 + 76.8 + 530





=
0.89

The weighted average equity beta is



(0.93 x 359.4) + (1.12 x 76.8) + (0.97 x 530)





359.4 + 76.8 + 530





=
0.97(
The beta of a company (asset beta) is made up of the weighted sum of its debt beta and its equity beta.  If the assumption is made that the level of debt is low, then the debt beta can be ignored.  In the case of Desperanto, the level of debt to equity for 2001 is less than 22%, i.e.

Debt to equity ratio
=
432 / (432 + 1564)





=
0.216





=
21.6%

Therefore, the beta for Desperanto can be estimated by multiplying the weighted averages of the industry equity-debt ratio and the equity beta.





=
0.89 x 0.97





=
0.86

The cost of equity for Desperanto can now be calculated as follows

Cost of equity
=
Risk-free rate + (ß x Equity Market Premium)




=
0.05 + (0.86 x 0.05)




=
0.093




=
9.3%(
Using this figure of 9.3% for the cost of equity, it is now possible to calculate the WACC.

WACC
=
D/(D+E)  x  Rd(1-T) + E/(D+E) x Re


=
(0.216 x 0.07(1-0.3)) + (1564/(1564 + 432) x 0.093)




=
0.084




=
8.4
%(
Scenario analysis

Economic conditions

The DCF model developed examines three different sets of economic conditions; boom, normal and depressed.  The growth rates for these scenarios have been calculated on a nominal rate basis by using the Fischer 
equation.

The Fischer equation says

(1 + nominal rate)
=
(1 + real rate)
+
(1 + inflation rate
)

Under normal economic conditions, Desperanto consider the annual rate of real demand growth for its services to be 5%.  The assumption has been made that under boom conditions the real rate of demand is 8% and under depressed conditions 0%.  The general level of price inflation is taken to be 2%.  Table 2 summarises these assumptions.

	Normal economic conditions

	Real rate of demand (%)
	5,00

	Inflation rate (%)
	2,00

	Nominal rate of demand (%)
	7,10


	 
	
	 

	Boom economic conditions

	Real rate of demand (%)
	8,00

	Inflation rate (%)
	2,00

	Nominal rate of demand (%)
	10,16

	 
	
	 

	Depressed economic conditions

	Real rate of demand (%)
	0,00

	Inflation rate (%)
	2,00

	Nominal rate of demand (%)
	2,00


Table 2:
Scenario assumptions 

Tutors’ salaries

When evaluating any proposal from the company which requires a change in remuneration, the tutors will attempt to calculate what they would have probably received under the old scheme and compare this with the offer made.  Therefore, the DCF model needs to include an assumption about how the tutors might calculate.  The assumption made for periods 1- 5 (i.e. 2002 to 2006) is shown in table 3.  It is calculated on the basis of tutors’ compensation increasing by 5% per annum from the 2001 level.  No adjustment is made for different economic conditions because the tutors probably take the view that under the old scheme, the most risk for this is taken by the company.

	Period 
	
	0
	1
	2
	3
	4
	5

	Compensation
	1540
	1617
	1698
	1783
	1872
	1965

	 
	
	
	
	
	
	
	 

	Total compensation for periods 1 - 5
	8935
	 
	 
	 
	 


 Table 3:
Tutor compensation under old contract

Tax, WACC, total debt and cost of debt

The following factors have also been included in the DCF model

	Tax rate (%)
	30

	Tax lag (years)
	1

	Weighted average cost of capital (%)
	8,40

	Average debt (overdraft)
	415

	 Cost of debt (%)
	7


 Table 4:
Assumptions for tax, WACC, total debt and cost of debt(
Discounted cash flow analysis

Table 6 below shows the discounted cash flow analysis for Desperanto under normal economic conditions.  Administration salaries, Directors’ salaries and other administration have been increased by 2% per period to reflect the general level of price inflation.  For simplicity, this general level of 2% has been used for all economic scenarios since the impact has been considered minimal
.

The compensation of £788.77k has been calculated by taking the difference between the projected variable remuneration for periods 1 to 5 and the estimated remuneration of £8935k 
which the tutors would have received under the old contract.  This implies that the tutors could receive a compensation of up to £788.77k and would not be out of pocket.  The net present value (NPV) for this proposal is a positive £74.93k which means it is feasible.  However, if the economic scenario is adjusted to reflect boom and depressed conditions, then the results are;

Boom:

Calculated compensation = £29.13k

NPV = £759.88k

Depressed:
Calculated compensation = £1928.23k

NPV = (£953.44k)

Clearly, if the assumed growth rates are not achieved, there is a risk that Desperanto will achieve a negative NPV
.

The risk of particular economic conditions can be evaluated by multiplying the NPV under the various scenarios by a probability reflecting the likelihood of them prevailing.

This is summarised below in table 5

	State of industry
	NPV
	 
	Probability
	 
	 

	 
	
	(000's GBP) 
	
	
	
	(000's GBP) 

	Boom
	
	760
	x
	0,2
	=
	152

	Normal
	
	75
	x
	0,6
	=
	45

	Depressed
	
	-953
	x
	0,2
	=
	-191

	 
	
	
	
	
	
	 

	 
	
	
	Expected net present value (ENPV)
	6

	 
	 
	 
	 
	 
	 
	 

	State of industry
	NPV
	 
	Probability
	 
	 

	 
	
	(000's GBP) 
	
	
	
	(000's GBP) 

	Boom
	
	760
	x
	0,1
	=
	76

	Normal
	
	75
	x
	0,3
	=
	22

	Depressed
	
	-953
	x
	0,6
	=
	-572

	 
	
	
	
	
	
	 

	 
	
	
	Expected net present value (ENPV)
	-474

	 
	 
	 
	 
	 
	 
	 


Table 5:
Expected net present values

There would also need to be some decision on how the project can be financed.  There is the option of increasing debt and/or giving the tutors shares as a means of compensation.  If the decision is taken to increase debt, then the increased interest payments will have an impact on the NPV of the project.  For example, if average debt was increase by £300k to £715k this would increase interest payments to £50.05k per period.  Under normal economic conditions, the NPV is then reduced to £14.92k
.

Conclusion

The proposal is made that the tutors are awarded an initial compensation of £250k.  This could be paid for by increasing debt or by drawing on reserves
.  Because it is not possible to ascertain from the data provided how liquid the retained reserves are, it has been assumed that funds will be raised via debt.  This is illustrated in Table 7.

The NPV under normal conditions of this proposal is £414.59. 

The view has been taken that this is a good balance between what the company can afford and a reasonable compensation for the tutors.(  The recommendation is made under consideration of the 5 year time scale resulting from the owners desire to retire at that time.  If the time of the project is extended to 10 years to reflect the length of a usual business cycle, the NPV increases to £1157.24. This is illustrated in table 8.  The implication of this observation is that the project is less risky than the short 5 year scenario.(  This lower risk can either be seen as “insurance” against the possible downturn of the economy or as a justification for raising the compensation paid to the tutors.(
Additional considerations

Additional information( is needed to take a view on which would be the more appropriate approach.  For example, Desperanto tutors appear to have contracts that are above the industry standard.  If the market for tutors is currently tight, the risk of loosing the tutors may be considered high.  This could result in a loss of image and possible quality of the service offered.  Similarly, if the market is not tight, the tutors may well be prepared to accept a less attractive deal in exchange for some better job security.  The data provided does not give an independent view of the prevailing and expected economic conditions.  If this data was available, it would be possible to take a more objective position regarding the likelihood of economic downturn or upturn.(
Question 1 mark 29/50 


[image: image1.emf]Period Forecast 2001 0 1 2 3 4 5 6

Gross fee income 1760,00 1884,96 2018,79 2162,13 2315,64 2480,05

Tutors' renumeration

Compensation (788,77)

Fixed (1100,00)

Variable (440,00) (1413,72) (1514,09) (1621,59) (1736,73) (1860,04)

Total Tutors' renumeration (1540,00) (788,77) (1413,72) (1514,09) (1621,59) (1736,73) (1860,04)

Administration and other expenses

Administration salaries (60,00) (61,20) (62,42) (63,67) (64,95) (66,24)

Director's salaries (50,00) (51,00) (52,02) (53,06) (54,12) (55,20)

Other administrative expense (165,00) (168,30) (171,67) (175,10) (178,60) (182,17)

Interest (29,00) (29,05) (29,05) (29,05) (29,05) (29,05)

Total revenue (84,00) (788,77) 161,69 189,54 219,65 252,19 287,34

Tax cash flows 0,00 25,20 236,63 (48,51) (56,86) (65,89) (75,66) (86,20)

Total cash flows 0,00 (763,57) 398,32 141,03 162,79 186,30 211,68 (86,20)

Weighted average cost of capital (%) 8,40 8,40 8,40 8,40 8,40 8,40 8,40 8,40

Discount factor 1,00 0,92 0,85 0,79 0,72 0,67 0,62

Present value (763,57) 367,46 120,02 127,80 134,92 141,43 (53,13)

Net present value 74,93

Tax calculation

Taxable "current" income (84,00) (788,77) 161,69 189,54 219,65 252,19 287,34

Tax rate (%): 30

Tax payable for period 25,20 236,63 (48,51) (56,86) (65,89) (75,66) (86,20)

Effective lag in tax payment (years): 1

Tax cash-flows for period: 0,00 25,20 236,63 (48,51) (56,86) (65,89) (75,66) (86,20)


Table 6:
Discounted cash flow analysis for Desperanto under normal economic conditions

	Period
	
	
	
	Forecast 2001
	0
	1
	2
	3
	4
	5
	6

	
	
	
	
	
	
	
	
	
	
	
	

	Gross fee income
	
	
	1760,00
	
	1884,96
	2018,79
	2162,13
	2315,64
	2480,05
	

	
	
	
	
	
	
	
	
	
	
	
	

	Tutors' renumeration
	
	
	
	
	
	
	
	
	
	

	
	Compensation
	
	
	(250,00)
	
	
	
	
	
	

	
	Fixed
	
	
	(1100,00)
	
	
	
	
	
	
	

	
	Variable
	
	
	(440,00)
	
	(1413,72)
	(1514,09)
	(1621,59)
	(1736,73)
	(1860,04)
	

	Total Tutors' renumeration
	
	(1540,00)
	(250,00)
	(1413,72)
	(1514,09)
	(1621,59)
	(1736,73)
	(1860,04)
	

	Administration and other expenses
	
	
	
	
	
	
	
	
	

	
	Administration salaries
	
	(60,00)
	
	(61,20)
	(62,42)
	(63,67)
	(64,95)
	(66,24)
	

	
	Director's salaries
	
	(50,00)
	
	(51,00)
	(52,02)
	(53,06)
	(54,12)
	(55,20)
	

	
	Other administrative expense
	(165,00)
	
	(168,30)
	(171,67)
	(175,10)
	(178,60)
	(182,17)
	

	
	Interest
	
	
	(29,00)
	
	(46,55)
	(46,55)
	(46,55)
	(46,55)
	(46,55)
	

	Total revenue
	
	
	(84,00)
	(250,00)
	144,19
	172,04
	202,15
	234,69
	269,84
	

	Tax cash flows
	
	
	0,00
	25,20
	75,00
	(43,26)
	(51,61)
	(60,64)
	(70,41)
	(80,95)

	Total cash flows
	
	
	0,00
	(224,80)
	219,19
	128,78
	150,54
	174,05
	199,43
	(80,95)

	Weighted average cost of capital (%)
	8,40
	
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40

	
	Discount factor
	
	
	1,00
	0,92
	0,85
	0,79
	0,72
	0,67
	0,62

	Present value
	
	
	
	(224,80)
	202,20
	109,60
	118,18
	126,05
	133,24
	(49,89)

	Net present value
	
	414,59
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Tax calculation
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	
	Taxable "current" income
	
	(84,00)
	(250,00)
	144,19
	172,04
	202,15
	234,69
	269,84
	 

	 
	
	
	
	
	
	
	
	
	
	
	 

	 
	
	Tax rate (%):
	30
	
	
	
	
	
	
	
	 

	 
	
	Tax payable for period
	
	25,20
	75,00
	(43,26)
	(51,61)
	(60,64)
	(70,41)
	(80,95)
	 

	 
	
	
	
	
	
	
	
	
	
	
	 

	 
	
	Effective lag in tax payment (years):
	1
	
	
	
	
	
	
	
	 

	 
	
	Tax cash-flows for period:
	
	0,00
	25,20
	75,00
	(43,26)
	(51,61)
	(60,64)
	(70,41)
	(80,95)

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


Table 7:
Proposal (5 year time scale)

	Period
	
	
	
	6
	7
	8
	9
	10
	11

	
	
	
	
	
	
	
	
	
	

	Gross fee income
	
	
	2656,13
	2844,72
	3046,69
	3263,01
	3494,68
	

	
	
	
	
	
	
	
	
	
	

	Tutors' renumeration
	
	
	
	
	
	
	
	

	
	Compensation
	
	
	
	
	
	
	

	
	Fixed
	
	
	
	
	
	
	
	

	
	Variable
	
	
	(1992,10)
	(2133,54)
	(2285,02)
	(2447,25)
	(2621,01)
	

	Total Tutors' renumeration
	
	(1992,10)
	(2133,54)
	(2285,02)
	(2447,25)
	(2621,01)
	

	
	
	
	
	
	
	
	
	
	

	Administration and other expenses
	
	
	
	
	
	
	

	
	Administration salaries
	
	(67,57)
	(68,92)
	(70,30)
	(71,71)
	(73,14)
	

	
	Director's salaries
	
	(56,31)
	(57,43)
	(58,58)
	(59,75)
	(60,95)
	

	
	Other administrative expense
	(185,82)
	(189,53)
	(193,32)
	(197,19)
	(201,13)
	

	
	Interest
	
	
	(46,55)
	(46,55)
	(46,55)
	(46,55)
	(46,55)
	

	Total revenue
	
	
	307,79
	348,74
	392,92
	440,55
	491,90
	

	Tax cash flows
	
	
	(80,95)
	(92,34)
	(104,62)
	(117,87)
	(132,17)
	(147,57)

	Total cash flows
	
	
	226,84
	256,40
	288,29
	322,68
	359,73
	(147,57)

	Weighted average cost of capital (%)
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40

	
	Discount factor
	
	0,62
	0,57
	0,52
	0,48
	0,45
	0,41

	Present value
	
	
	139,81
	145,79
	151,22
	156,14
	160,58
	(60,77)

	Net present value
	
	1157,24
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Tax calculation
	 
	 
	 
	 
	 
	 
	 
	 

	 
	
	Taxable "current" income
	
	307,79
	348,74
	392,92
	440,55
	491,90
	0,00

	 
	
	
	
	
	
	
	
	
	 

	 
	
	Tax rate (%):
	30
	
	
	
	
	
	 

	 
	
	Tax payable for period
	
	(92,34)
	(104,62)
	(117,87)
	(132,17)
	(147,57)
	0,00

	 
	
	
	
	
	
	
	
	
	 

	 
	
	Effective lag in tax payment (years):
	1
	
	
	
	
	
	 

	 
	
	
	
	
	
	
	
	
	 

	 
	
	Tax cash-flows for period:
	
	(80,95)
	(92,34)
	(104,62)
	(117,87)
	(132,17)
	(147,57)

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


Table 8: Continuation of proposal for 10 year time scale

Question 2

Executive summary

Desperanto has been approached by Sunshine plc who have offered 100 of its shares for every 265 shares currently held in Desperanto. 

It is recommended that the owners of Desperanto do not accept this offer but rather insist on an additional cash payment of at least £600k as consideration for their shares in Desperanto.(
The approach taken in reaching this recommendation has been to value Sunshine using different market valuation techniques to reach an estimate of the value being attributed to Desperanto.(   In addition to the market based techniques, a discounted cash flow analysis of the sell versus not sell option has been constructed to consider the value of future cash flows from both options
. 

Methodology

Asset valuation

The book value of Desperanto can be determined from the financial statements from 1997 -. 2001.  There is no additional data which make adjustments possible so it is assumed that the book value is £1564k.(
Market multiples

Market valuation

To calculate the number of Sunshine shares being offered it is necessary to divide the 2 million Desperanto shares by 265 Sunshine shares.

2 million / 2.65
=
754,717 Sunshine shares are being offered

The Sunshine plc share price is currently 207 pence. Therefore, the Sunshine shares on offer are worth 

754,717 x £2.07
=
£1,562k

This is almost exactly the same value as the book value.(
Price/ earnings valuation

A range of price / earnings ratios can be calculated for Sunshine plc based.

	
	Jun 2001
	Dec 2001
	Early 2001

	Share price
	120
	207
	350

	Earnings
	11.4
	11.4
	11.4

	P/E ratio
	10.5
	18.2
	30.7


It is assumed that this range of values reflects the possible P/E ratios for the industry.  Therefore, if Desperanto were a public company,  it is assumed that Desperanto is at the upper end of the scale and has a P/E ratio of 25.  The average earnings per share for Desperanto over the past 5 years has been 6 pence. This would then put a value on Desperanto with 2m shares of;


25 x 6 pence x 2m

=
£3.12 m(
Similarly, a P/E ratio of 18 would value Desperanto at £2.16 m(
Enterprise value

The enterprise value of Sunshine plc in 2001 can be taken from the data provided (in question 1).  Enterprise value is typically defined to be the market value of the equity plus the market value of net debt plus market value of any preference shares or convertibles plus minority interests.  If the rather large assumption is made that the last two elements are small enough to be ignored, then

Enterprise value
=
market value of net debt + market value of equity




=
£43.3m + £359.4m




=
£402.7m(
EBITDA can be estimated by adjusting the pre-tax profit to include interest by assuming that debt is also costing Sunshine plc 7% (the same figure for Desperanto).  This means 

EBITDA
=
£27.17m + (£43.3m x 0.07)



=
£30.2m(
Therefore Enterprise value (EV) / EBITDA 




=
£402.7m / £30.2m




=
13.3(
If this ratio is applied to Desperanto’s average EBITDA figure for the past five years of £179.6k, this gives an EV for the company of



13.3 x £179.6k
=
£2.4m
(
	
	1997
	1998
	1999
	2000
	2001

	Interest
	30
	21
	28
	17
	29

	Profit before tax
	250
	287
	42
	278
	-84

	EBITDA
	280
	308
	70
	295
	-55


Desperanto financial results


The use of market multiples gives a range of values for Desperanto between £1562k and £3.12m.  This would indicate that the offer from Sunshine is at the bottom end of the scale.(
Discounted cash flow analysis

An alternative method is to use a discounted cash flow (DCF) analysis.  Normally, a DCF calculation is the sum of future cash flows from the investment (e.g. Sunshine shares or ownership of Desperanto) plus the cash flows from the residual value.(  The previous calculations have highlighted how difficult it is to ascertain a value for Desperanto using market multiples.(  The owners of Desperanto could argue that the residual values of the two possible alternatives are effectively the same, especially given the short time frame of 5 years before they retire.( This would appear to be Sunshine plc’s opening position when they made their bid.  This assumption greatly simplifies the DCF calculation because the two possible residual values cancel each other out.  Working on this basis, the DCF calculation shown in the table below has been created.

Several further assumptions have been made.

· Dividend growth has been estimated at 15% per annum on a straight line basis

· The weighted average cost of capital has been taken to be 8.4%.  This is the same as the figure calculated earlier and is assumed to reflect the owners preferred financing strategy

· The directors salaries (assumed to be the owners) is increased at the same rate of £5k per year.

· Dividend growth for Desperanto is also assumed to continue growing at £5k per annum
(
	All figures in 000's unless otherwise stated
	 
	 
	 
	 
	 
	 

	 
	
	
	
	
	
	
	
	
	 

	Sell to Sunshine
	
	
	
	2002
	2003
	2004
	2005
	2006

	Period
	
	
	
	0
	1
	2
	3
	4
	5

	Cash payment
	
	
	600
	
	
	
	
	 

	Interest from cash invested at 7%
	
	
	42
	45
	48
	51
	55

	Dividend per share in pence
	
	
	4,07
	4,68
	5,38
	6,19
	7,12

	Number of shares
	
	754717
	
	
	
	
	
	 

	Total dividend
	
	
	
	31
	35
	41
	47
	54

	Total revenues
	
	
	600
	73
	80
	89
	98
	109

	Weighted average cost of capital (%)
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40

	 
	Discount factor
	
	1,00
	0,92
	0,85
	0,79
	0,72
	0,67

	Present value
	
	
	600
	67
	68
	70
	71
	73

	Net present value
	949
	
	
	
	
	
	
	 

	 
	
	
	
	
	
	
	
	
	 

	 
	
	
	
	
	
	
	
	
	 

	Keep Desperanto
	
	
	
	
	
	
	
	 

	Period
	
	
	
	0
	1
	2
	3
	4
	5

	Salary
	
	
	
	
	65
	70
	75
	85
	95

	Dividends
	
	
	
	
	125
	130
	135
	140
	145

	Total revenues
	
	
	
	190
	200
	210
	225
	240

	Weighted average cost of capital (%)
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40
	8,40

	 
	Discount factor
	
	1,00
	0,92
	0,85
	0,79
	0,72
	0,67

	Present value
	
	
	0
	175
	170
	165
	163
	160

	Net present value
	834
	 
	 
	 
	 
	 
	 
	 


Comparison of DCF scenarios regarding selling Desperanto

The table above shows the two DCF calculations for the “sell” and “don’t sell” options.  So that the NPV of the “sell to Sunshine” option is greater than the “keep Desperanto” option, it has been necessary to include a £600k cash payment.  The interest from this cash payment has also been included as a positive cash flow for the “sell to Sunshine” option.(
Conclusions

The recommendation not to accept the initial Sunshine bid is based on the following

· The price offered is very close to the asset price of Desperanto.  The realisation of any extra value within the company is a multiple of Sunshine’s share price over which the owners of Desperanto have no control(
· The DCF analysis highlights the fact that the value of keeping Desperanto for another 5 years is potentially higher than accepting Sunshine’s bid.  Furthermore, the owners would have more control on the outcome over the next five years and have just taken steps to restructure the business for the future.(
· Accepting just shares from Sunshine is a relatively high risk strategy 
and is therefore not an appropriate investment strategy if the owners are looking to retire in 5 years time
.(
The final recommendation is not to accept the Sunshine bid unless a substantial amount of cash is included in 
the deal.  The minimum figure suggested is £600k.
Question 2 mark 31/60

�PAGE \# "'Page: '#'�'"  ��A very good summary, Ian, thank you.


�PAGE \# "'Page: '#'�'"  ��Yes, but don’t forget E ought to be the market value, this is an estimate as the market value is not known.


�PAGE \# "'Page: '#'�'"  ��This is actually an estimate for the asset beta for the industry. Your final stage was to multiply it by (D+E)/E which gives you around 1.10 for the equity beta for Desperanto. For further detail have a look at the notes I will be putting up on our tutor group conference.


�PAGE \# "'Page: '#'�'"  ��Well done. You’ve worked it through well apart from the little blip with beta.


�PAGE \# "'Page: '#'�'"  ��Fisher


�PAGE \# "'Page: '#'�'"  ��Not quite. It says 1 + n = (1 + r) * (1 + I) - 1


�PAGE \# "'Page: '#'�'"  ��You’ve got the answer right despite getting the formula wrong. Well done!


�PAGE \# "'Page: '#'�'"  ��I like the idea of thinking about it from the tutors’ perspective, but the tutors remuneration under the old contract would have been based on the forecast earnings for the next 5 years – i.e. from the 3 scenarios you mention above. By doing it your way you start off with a high watermark of 1540 and then grow that. If you gross that figure up, their remuneration is based on more than the sales you predict. So you are being rather generous.


�PAGE \# "'Page: '#'�'"  ��Absolutely minimal as far as this scenario is concerned. The project here is to explore the difference in tutor remuneration (and the associated tax charges) so you did not need to include anything else as it was the same whether or not you change how you remunerate the tutors.


�PAGE \# "'Page: '#'�'"  ��But I think all the figures you have used are actual figures. Surely you needed to take into account the time value of money and discount them back to the present time.


�PAGE \# "'Page: '#'�'"  ��I think your NPV is in effect all the profits from Desperanto from the next period, rather than working out what compensation we might give the tutors.


�PAGE \# "'Page: '#'�'"  ��No! By including in your model all the costs, you have included the interest payments. Whichever costs you include, you should not include interest as the WACC  you choose is to enable you to pay the interest. In fact if you increased your debt and so your gearing your WACC would probably come down so you would not be worse off from an NPV perspective. Not an easy idea to get your head round but have a go!


�PAGE \# "'Page: '#'�'"  ��No. You can’t draw on reserves in this way. They are already included in the balance sheet. To fund the change by equity the owners would have to subscribe some more share capital. That would give you the money in the bank you need to pay the compensation.


�PAGE \# "'Page: '#'�'"  ��Well done with your WACC calculation, Ian. You made your cash flow rather more complicated than was necessary and in doing so introduced some errors – e.g. including interest. You’ve got the right idea with the ENPV. For more marks I needed more critical comment on the assumptions, and more on the extra information you would find helpful. Was 5% a reasonable real growth rate, and in any event was it likely that sales would rise smoothly year on year. Bearing in mind what had happened in recent years? That is the more-wide-ranging scenario that ideally you should have touched on.


�PAGE \# "'Page: '#'�'"  ��Sounds good!


�PAGE \# "'Page: '#'�'"  ��Well done. I like the way you have worked this one out. It shows a good understanding. But don’t forget that is the enterprise value and you need to take off the 432k or so debt.


�PAGE \# "'Page: '#'�'"  ��For Sunshine?


�PAGE \# "'Page: '#'�'"  ��For Desperanto


�PAGE \# "'Page: '#'�'"  ��Again this is a very imaginative approach. However you have only looked at likely dividends rather than any capital growth there might be in either share. But it does give you another handle on the valuation issue.


�PAGE \# "'Page: '#'�'"  ��But it does have a beta of 0.93, less than average. Desperanto has a higher risk than average.


�PAGE \# "'Page: '#'�'"  ��Possibly not. So do you suggest cash or a mixture?


�PAGE \# "'Page: '#'�'"  ��Added to


�PAGE \# "'Page: '#'�'"  ��You’ve used some really imaginative valuation techniques here, Ian, and found ways of teasing out realistic values for Desperanto. Your EV/EBITDA way was very neat and I liked your sell/don’t sell approach. Where you lost marks was in only paying cursory attention to the shares or cash point and to the extra information you would find useful. I imagine you might well have run out of time?
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DCF analysis (normal)

		Period								Forecast 2001		0		1		2		3		4		5		6

		Gross fee income								1760.00				1884.96		2018.79		2162.13		2315.64		2480.05

		Tutors' renumeration

				Compensation								(788.77)

				Fixed						(1100.00)

				Variable						(440.00)				(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)

		Total Tutors' renumeration								(1540.00)		(788.77)		(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)

		Administration and other expenses

				Administration salaries						(60.00)				(61.20)		(62.42)		(63.67)		(64.95)		(66.24)

				Director's salaries						(50.00)				(51.00)		(52.02)		(53.06)		(54.12)		(55.20)

				Other administrative expense						(165.00)				(168.30)		(171.67)		(175.10)		(178.60)		(182.17)

				Interest						(29.00)				(29.05)		(29.05)		(29.05)		(29.05)		(29.05)

		Total revenue								(84.00)		(788.77)		161.69		189.54		219.65		252.19		287.34

		Tax cash flows								0.00		25.20		236.63		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)

		Total cash flows								0.00		(763.57)		398.32		141.03		162.79		186.30		211.68		(86.20)

		Weighted average cost of capital (%)						8.40				8.40		8.40		8.40		8.40		8.40		8.40		8.40

				Discount factor								1.00		0.92		0.85		0.79		0.72		0.67		0.62

		Present value										(763.57)		367.46		120.02		127.80		134.92		141.43		(53.13)

		Net present value						74.93

		Tax calculation

						Taxable "current" income				(84.00)		(788.77)		161.69		189.54		219.65		252.19		287.34

						Tax rate (%):		30

						Tax payable for period				25.20		236.63		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)

						Effective lag in tax payment (years):		1

						Tax cash-flows for period:				0.00		25.20		236.63		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)
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DCF analysis (Boom)

		Period								Forecast 2001		0		1		2		3		4		5		6

		Gross fee income								1760.00				1938.82		2135.80		2352.80		2591.84		2855.17

		Tutors' renumeration

				Compensation								(29.13)

				Fixed						(1100.00)

				Variable						(440.00)				(1454.11)		(1601.85)		(1764.60)		(1943.88)		(2141.38)

		Total Tutors' renumeration								(1540.00)		(29.13)		(1454.11)		(1601.85)		(1764.60)		(1943.88)		(2141.38)

		Administration and other expenses

				Administration salaries						(60.00)				(61.20)		(62.42)		(63.67)		(64.95)		(66.24)

				Director's salaries						(50.00)				(51.00)		(52.02)		(53.06)		(54.12)		(55.20)

				Other administrative expense						(165.00)				(168.30)		(171.67)		(175.10)		(178.60)		(182.17)

				Interest						(29.00)				(29.05)		(29.05)		(29.05)		(29.05)		(29.05)

		Total revenue								(84.00)		(29.13)		175.15		218.79		267.32		321.24		381.12

		Tax cash flows								0.00		25.20		8.74		(52.55)		(65.64)		(80.20)		(96.37)		(114.34)

		Total cash flows								0.00		(3.93)		183.89		166.24		201.68		241.05		284.75		(114.34)

		Weighted average cost of capital (%)						8.40				8.40		8.40		8.40		8.40		8.40		8.40		8.40

				Discount factor								1.00		0.92		0.85		0.79		0.72		0.67		0.62

		Present value										(3.93)		169.64		141.48		158.33		174.58		190.25		(70.47)

		Net present value						759.88

		Tax calculation

						Taxable "current" income				(84.00)		(29.13)		175.15		218.79		267.32		321.24		381.12

						Tax rate (%):		30

						Tax payable for period				25.20		8.74		(52.55)		(65.64)		(80.20)		(96.37)		(114.34)

						Effective lag in tax payment (years):		1

						Tax cash-flows for period:				0.00		25.20		8.74		(52.55)		(65.64)		(80.20)		(96.37)		(114.34)
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DCF analysis (depressed)

		Period								Forecast 2001		0		1		2		3		4		5		6

		Gross fee income								1760.00				1795.20		1831.10		1867.73		1905.08		1943.18

		Tutors' renumeration

				Compensation								(1928.23)

				Fixed						(1100.00)

				Variable						(440.00)				(1346.40)		(1373.33)		(1400.79)		(1428.81)		(1457.39)

		Total Tutors' renumeration								(1540.00)		(1928.23)		(1346.40)		(1373.33)		(1400.79)		(1428.81)		(1457.39)

		Administration and other expenses

				Administration salaries						(60.00)				(61.20)		(62.42)		(63.67)		(64.95)		(66.24)

				Director's salaries						(50.00)				(51.00)		(52.02)		(53.06)		(54.12)		(55.20)

				Other administrative expense						(165.00)				(168.30)		(171.67)		(175.10)		(178.60)		(182.17)

				Interest						(29.00)				(29.05)		(29.05)		(29.05)		(29.05)		(29.05)

		Total revenue								(84.00)		(1928.23)		139.25		142.62		146.05		149.55		153.12

		Tax cash flows								0.00		25.20		578.47		(41.78)		(42.78)		(43.81)		(44.87)		(45.94)

		Total cash flows								0.00		(1903.03)		717.72		100.84		103.26		105.74		108.26		(45.94)

		Weighted average cost of capital (%)						8.40				8.40		8.40		8.40		8.40		8.40		8.40		8.40

				Discount factor								1.00		0.92		0.85		0.79		0.72		0.67		0.62

		Present value										(1903.03)		662.10		85.82		81.07		76.58		72.33		(28.31)

		Net present value						(953.44)

		Tax calculation

						Taxable "current" income				(84.00)		(1928.23)		139.25		142.62		146.05		149.55		153.12

						Tax rate (%):		30

						Tax payable for period				25.20		578.47		(41.78)		(42.78)		(43.81)		(44.87)		(45.94)

						Effective lag in tax payment (years):		1

						Tax cash-flows for period:				0.00		25.20		578.47		(41.78)		(42.78)		(43.81)		(44.87)		(45.94)
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Proposal

		Period								Forecast 2001		0		1		2		3		4		5		6

		Gross fee income								1760.00				1884.96		2018.79		2162.13		2315.64		2480.05

		Tutors' renumeration

				Compensation								(500.00)

				Fixed						(1100.00)

				Variable						(440.00)				(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)

		Total Tutors' renumeration								(1540.00)		(500.00)		(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)

		Administration and other expenses

				Administration salaries						(60.00)				(61.20)		(62.42)		(63.67)		(64.95)		(66.24)

				Director's salaries						(50.00)				(51.00)		(52.02)		(53.06)		(54.12)		(55.20)

				Other administrative expense						(165.00)				(168.30)		(171.67)		(175.10)		(178.60)		(182.17)

				Interest						(29.00)				(29.05)		(29.05)		(29.05)		(29.05)		(29.05)

		Total revenue								(84.00)		(500.00)		161.69		189.54		219.65		252.19		287.34

		Tax cash flows								0.00		25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)

		Total cash flows								0.00		(474.80)		311.69		141.03		162.79		186.30		211.68		(86.20)

		Weighted average cost of capital (%)						8.40				8.40		8.40		8.40		8.40		8.40		8.40		8.40

				Discount factor								1.00		0.92		0.85		0.79		0.72		0.67		0.62

		Present value										(474.80)		287.54		120.02		127.80		134.92		141.43		(53.13)

		Net present value						283.78

		Tax calculation

						Taxable "current" income				(84.00)		(500.00)		161.69		189.54		219.65		252.19		287.34

						Tax rate (%):		30

						Tax payable for period				25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)

						Effective lag in tax payment (years):		1

						Tax cash-flows for period:				0.00		25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)
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Proposal (10 year scope)

		Period								Forecast 2001		0		1		2		3		4		5		6		7		8		9		10		11

		Gross fee income								1760.00				1884.96		2018.79		2162.13		2315.64		2480.05		2656.13		2844.72		3046.69		3263.01		3494.68

		Tutors' renumeration

				Compensation								(500.00)

				Fixed						(1100.00)

				Variable						(440.00)				(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)		(1992.10)		(2133.54)		(2285.02)		(2447.25)		(2621.01)

		Total Tutors' renumeration								(1540.00)		(500.00)		(1413.72)		(1514.09)		(1621.59)		(1736.73)		(1860.04)		(1992.10)		(2133.54)		(2285.02)		(2447.25)		(2621.01)

		Administration and other expenses

				Administration salaries						(60.00)				(61.20)		(62.42)		(63.67)		(64.95)		(66.24)		(67.57)		(68.92)		(70.30)		(71.71)		(73.14)

				Director's salaries						(50.00)				(51.00)		(52.02)		(53.06)		(54.12)		(55.20)		(56.31)		(57.43)		(58.58)		(59.75)		(60.95)

				Other administrative expense						(165.00)				(168.30)		(171.67)		(175.10)		(178.60)		(182.17)		(185.82)		(189.53)		(193.32)		(197.19)		(201.13)

				Interest						(29.00)				(29.05)		(29.05)		(29.05)		(29.05)		(29.05)		(29.05)		(29.05)		(29.05)		(29.05)		(29.05)

		Total revenue								(84.00)		(500.00)		161.69		189.54		219.65		252.19		287.34		325.29		366.24		410.42		458.05		509.40

		Tax cash flows								0.00		25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)		(97.59)		(109.87)		(123.12)		(137.42)		(152.82)

		Total cash flows								0.00		(474.80)		311.69		141.03		162.79		186.30		211.68		239.09		268.65		300.54		334.93		371.98		(152.82)

		Weighted average cost of capital (%)						8.40				8.40		8.40		8.40		8.40		8.40		8.40		8.40		8.40		8.40		8.40		8.40		8.40

				Discount factor								1.00		0.92		0.85		0.79		0.72		0.67		0.62		0.57		0.52		0.48		0.45		0.41

		Present value										(474.80)		287.54		120.02		127.80		134.92		141.43		147.36		152.75		157.64		162.06		166.05		(62.93)

		Net present value						1059.85

		Tax calculation

						Taxable "current" income				(84.00)		(500.00)		161.69		189.54		219.65		252.19		287.34		325.29		366.24		410.42		458.05		509.40		0.00

						Tax rate (%):		30

						Tax payable for period				25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)		(97.59)		(109.87)		(123.12)		(137.42)		(152.82)		0.00

						Effective lag in tax payment (years):		1

						Tax cash-flows for period:				0.00		25.20		150.00		(48.51)		(56.86)		(65.89)		(75.66)		(86.20)		(97.59)		(109.87)		(123.12)		(137.42)		(152.82)



&F

&A



Assumptions and Risk Analysis

		Tax rate (%)						30

		Tax lag (years)						1

		Weighted average cost of capital (%)						8.40

		Average debt (overdraft)						415

		Cost of debt (%)						7

		Normal economic conditions

		Real rate of demand (%)				5.00

		Inflation rate (%)				2.00

		Nominal rate of demand (%)				7.10

		Boom economic conditions

		Real rate of demand (%)				8.00

		Inflation rate (%)				2.00

		Nominal rate of demand (%)				10.16

		Depressed economic conditions

		Real rate of demand (%)				0.00

		Inflation rate (%)				2.00

		Nominal rate of demand (%)				2.00

		State of industry				NPV				Probability

						(000's GBP)								(000's GBP)

		Boom				760		x		0.2		=		152

		Normal				75		x		0.6		=		45

		Depressed				-953		x		0.2		=		-191

								Expected net present value (ENPV)						6

		State of industry				NPV				Probability

						(000's GBP)								(000's GBP)

		Boom				760		x		0.1		=		76

		Normal				75		x		0.3		=		22

		Depressed				-953		x		0.6		=		-572

								Expected net present value (ENPV)						-474

		Tutor compensation under normal old conditions

		Implies growth at 5% from 2001 level

		Period				0		1		2		3		4		5

		Compensation				1540		1617		1698		1783		1872		1965

		Total compensation for periods 1 - 5						8935



&F

&A




