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Background / Introduction

Management decisions taken now will influence the ability of Desperanto’s owners to realize their retirement dream. Recent years have brought variable turnover and the effects of a semi fixed tutor remuneration scheme have ensured variable turnover flows through into variable profitability.  

In response the owners want to implement a variable payment structure. However believing the current structure has fostered loyalty to the company they wish to compensate tutors for accepting change. We have been asked to determine an appropriate compensation payment.  

In considering this payment we believe the owners must look beyond the numbers and consider possible effects such change may bring. Will tutors leave giving their services to competitors? Will the quality of service and ultimately profitability suffer? Will competitors see an opportunity to improve market share?

Undoubtedly this change involves risk for various stakeholders including owners, current / future finance providers and tutors. 

This report attempts to provide the owners with a balanced view of the situation. Using course concepts from B821 Financial Strategy to help them understand both the options open to them and implications of any decision they make. 

Section A reviews the various options available for raising finance for compensation payments ensuring the owners understand the mindset, thought process, goals and objectives of debt and equity providers. 

Section B builds on this information providing a recommendation for salary structure and compensation for tutors.

Section C assumes it is December the recommendation has been accepted and the owners have asked for consultancy on a bid put forward by Sunshine plc. As in section A above, this section analyses information available providing an explanation to the owners of the relevance of the information. 

Section D provides a recommendation. However we hope that due to the educative nature of this report that the recommendation will help the owners to raise questions that lead to answers and potentially an improved offer from Sunshine or some other potential acquirer.

Section A

Question 1

Tutor Remuneration

A1.0

Basic Options For Borrowing

The principal sources of capital are debt and/or equity however a combination of both is normal. Debt tends to require lower interest payments and a 7% premium is indicated in the case study. However the owners need to reflect upon the need to meet fixed payment schedules of principal and interest that debt financing dictates. They currently use debt as a form of financing through an overdraft facility however the demands upon them to clear this overdraft are unclear. Perhaps the lender can demand immediate payment of the overdraft where they feel circumstances warrant it and the owners should consider a more structured approach to borrowing.

Equity will involve introducing new shareholders having the specific objective of maximising the return on their investment. They may take a great interest in the management and strategy of the business viewing the owner/Directors as their representatives responsible for maximising their investment return. As above the owners need to reflect upon this considering if introducing minority shareholders prior to selling the company now or in the next few years is prudent.

The following subsections should provide a guide to the owners of logic underpinning the cost of equity and debt capital.  

A1.1

Cost Of Equity - Risk Free Rate Of Return
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Rate of return required by equity investors is closely associated with risk therefore risk free rates of return tend to be lower. The following diagram illustrates this.   

Government bonds recognised as low risk investments attract low levels of return. During the 1900– 2000 period there rate of returns were 2.2%. In this case, the risk free rate of return is 5%.  

(OU B821 Book 3 Unit 4 Section 2.1 Risk Free Rate Of Return Page 8)

A1.12

Cost Of Equity - Equity Risk Premium

Investing in shares representing a spread of shares available in the stock market should yield market average return at market average risk. The differential of risk free rate of return and market average return is known as the equity risk premium. This represents additional premium required having taken the risk of investing in particular shares.

(OU B821 Book 3 Unit 4 Section 2.1 Equity Risk Premium Page 9)
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Individual shares within the market are correlated to the market level of risk/return through the term beta. The market beta is 1 and represents the average risk/return for the market. Companies with Beta’s more or less than 1 indicate risk/return levels higher and lower than the average market. From the information provided we can see a spread of Beta’s around 1 and we can conclude that this sector is deemed by the market to have a risk return profile very similar to the market average.

Equity investors may attempt to diversify the risk of any one share by investing in a portfolio of shares. They are diversifying high-risk shares through low risk shares in the same portfolio however they always seek to maximise return at minimal risk. This is known as seeking the efficient frontier (diagram above). All shares have unsystematic and systematic risk, terms for describing risk associated specifically with a share and risk associated with the market, itself having intrinsic risk. 

Investors continually try to achieve the efficient frontier i.e. the highest level of return for a given risk. All shares have unsystematic and systematic risk defining risk associated specifically with a share and risk associated with the market, itself having intrinsic risk. 

(OU B821 Book 3 Unit 4 Section 3.1 Portfolio Theory Page 13)

Where the market for shares is inefficient and investors have detailed information pertaining to shares they should be able to beat the market average consistently.

(OU B821 Book 3 Unit 4 Section 3.1 Portfolio Theory Page 13)

The following table includes beta information for the competitors of Desperanto and may be indicative of the sector:
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We considered using the sector average in calculations related to Depseranto however a beta can be calculated from the capital structure, i.e. its debt/equity ratio. 

A1.2

Debt / Equity Ratios

The debt/equity ratio can provide an indication of the following:

· Organisations having a high proportion of debt in their capital structure are termed highly geared. Whilst enjoying the lower premiums associated with debt management of such companies need to be sure of income levels in order to meet payments of principal and interest. 

· Interest payments are tax deductible, a government incentive to invest. However the company need to generate sufficient profits to pay the level of interest in order to attract the tax benefit.

· Low gearing indicates a high level of equity, companies benefit from little fixed debt repayments however facing the higher premium expectations of equity providers. Organisations having low gearing may be driven to do this through irregular turnover and profit. Depending on the amount of compensation involved this holds an obvious attraction for Desperanto a company facing variable turnover.

(OU B821 Book 3 Unit 4 Section 3.1 Portfolio Theory Page 13)

The following table indicates the financial structure of the 4 companies in the sector from a debt / equity viewpoint
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Sunshine

43.3

359.4

0.11

0.89

Storm

37.5

76.8

0.33

0.67

Shower

60

530

0.10

0.90

Desperanto

432

1564

0.22

0.78

Sector Average

143.2

632.55

0.18

0.82


A normal debt / equity structure is considered to be around 0.25 therefore the table illustrates the following:

(OU B821 Block 3 Unit 4 Section 4.2 Capital Structure Page 39)

· Desperanto could have more debt retaining a normal capital structure assuming sufficient cash is generated to pay repayment bills.

· Sunshine and Shower have low gearing and are heavily financed from equity. Is this because of variable output and risk to profit performance?

· Storm has a high gearing. Perhaps this is a small company understandably debt driven at this point in its evolution. 

A1.3

Equity beta Calculation From Capital Structure

Assumptions

1. Beta for debt = 0 because the debt / equity ratio of the company is around normal, therefore no abnormal risk is present regarding debt.

2. Assuming asset beta = 1

Using the formula

Beta asset = D/(D+E) * beta debt * (1-T) + E/(D+E) * beta equity

1 = 0 * 0.78 * beta equity

Beta equity = 1/0.78

= 1.282

(OU B821 Block 3 Unit 4 Section 4.4 Estimating Hurdle Rates Page 50-51)

Using the above equity beta for Desperanto and utilising the capital asset pricing model, the cost of equity to the company should be:

E(Ri) 

=
Rf +B(E(Rm) – Rf)

=
5% +(5% * 1.282)

=
11.41%



Where

E(Ri)

= Expected rate of return



Rf

= Risk free rate of return



B

= Beta



E(Rm)

= Equity market premium

(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

Alternatively the cost of equity can be calculated using the Gordon Growth Model.

From the case study using completed years

Year


Dividend Paid

1998



£0.053

1999 £0.055

2000 £0.058

Average dividend growth = 4.8%

E(Ri)

= D1/P +g

=  5.8(1.048)/50 * 0.048

= 16.9%

(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

A1.4

Cost Of Debt

Case information indicates the cost of debt is 8%. Lenders use the same logic as equity providers in calculating interest rates by considering risk specific to the borrower and the risk free rate of return. Specific risk can be calculated from credit ratings issued by companies specialising in establishing the credit risk associated with any specific company or industry or market sector. 

(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

In addition to this the cost of debt can be calculated from the company’s accounts using the following formula:

(Interest Paid In Last Year/ Av. Debt Outstanding During Year) *100

For Desperanto

=
(29/432) * 100
=
6.7%

(Using Year 2000 as last full year)
(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

A1.5

Weighted Average Cost Of Capital

Using the costs of debt and equity the weighted average cost of capital can be calculated for Desperanto Ltd using case information from year 2001.

Equity

£0.50 Ordinary Shares

2,000,000








£1M

Reserves



£564K

Total Equity



£1.564M

Debt

Bank Loan



£432K

WACC
= ((1564 * 11.41%) + (432 * 7.1%)) / (1564 + 432)


= (178.45 + 30.672) / 1996


= 10.45%

(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

A1.6

Conclusions

As the sole owners of equity in the company the owners may already appreciate the mindset of the shareholder. If not this report should help them understand the increased returns expected by equity providers. 

The potential cost of debt and equity has been calculated using information on company debt, calculating betas from capital structure and the cost of equity. 

From these calculations a weighted average cost of capital has been determined. 

A1.7

Other Case Study Observations

The company projects earnings growth of 5% and we have assumed earnings relates to turnover. No indication is given of the drivers for this growth and if such information were available a different view of profitability may form since corporate clients attract more profits but we are unable to determine if growth is in this area. 

The owners predict sustainable real demand growth for their service of 5% / annum however in an economy having inflation of 2% the rate of growth required to achieve 5% can be calculated using the fisher equation where the nominal rate of growth is:

Nominal

= real * inflation rate




= 1.05 * 1.02




= 7.1%

(OU B821 Vital Statistics)

Despite fixed salaries for owners administration cost as a % of turnover is increasing and it is assumed this is as a result of moving into corporate markets. The current run rate is 9.38% significantly higher than the 5 year average. However with no knowledge of future income streams we have used the five year average in calculations

Section B


B1.0

Options For Tutor Remuneration

The new salary structure dictates tutor remuneration is 75% of turnover. The tutor salary scheme is not problematic in turnover scenarios having year on year growth. In fact we consider it unrealistic to consider modelling scenarios having flat line turnover in any scenario including average, growth or declining turnover since these scenarios do not adequately represent the effect of having a semi fixed salary scheme. (see following chart).
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The turnover scenarios illustrated above fail to pass the common sense test when viewed against the previous five years (1997 – 2001).

The true problem of the tutor salary scheme becomes evident with either variable and/or declining demand such as that experienced in years 1997 - 2001. Therefore we have developed three possible turnover scenarios including stagnant, growing and declining demand with annual deviation similar to the 1997 – 2001 period built in using the following methodology.

· Average sales over the period 1997 – 2001 (£1.988M)

· Calculate mean absolute deviation (MAD) in the sales pattern (£150k)

· Assume that in alternate actual turnover will deviate Hi and Lo by the MAD (£150K)

 (OU Vital Statistics)

See the following chart.
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Demand Scenario At Average Turnover + Inflation

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Projected Turnover At 5 Year Av % Rate Of Decline 

1795

1831

1868

1905

1943

1982

2022

2062

2103

2145

19657

Deviation Multiple

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

Projected "Real Rate Of Annual Turnover" Average

1931

1693

2009

1761

2090

1832

2175

1906

2262

1983

Tutors Remuneration Current System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Calculation (a) @ 50% of previous year

1100

966

846

1005

880

1045

916

1087

953

1131

9930

Salary Calculation (b) @ 50% of current year

966

846

1005

880

1045

916

1087

953

1131

992

9821

Greater of A or B (above)

1100

966

1005

1005

1045

1045

1087

1087

1131

1131

10602

Salary Calculation ( c ) @ 25% of current year

483

423

502

440

523

458

544

477

566

496

4911

Total Tutor Remuneration

1583

1389

1507

1445

1568

1503

1631

1564

1697

1627

15513

Gross Profit Before Admn / Expenses

348

303

502

316

523

329

544

343

566

356

4130

Tutors Remuneration Proposed System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Structure @ 75% Of Fees

1448

1269

1507

1321

1568

1374

1631

1430

1697

1487

14732

Variance To Current Structure

-134

-120

0

-125

0

-129

0

-134

0

-139

-781

Gross Profit Before Admn / Expenses

483

423

502

440

523

458

544

477

566

496

4911

Variance To Current Structure

134

120

0

125

0

129

0

134

0

139

781

Cashflow Spreadsheets

Scenario C

Assumptions

Compensation Level

-210.5

Weighted Average Cost Of Capital

10.45%

Tax Rate

30%

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2011

Year

Year 0

1

2

3

4

5

6

7

8

9

10

11

Variance Current - Proposed Remuneration Scheme

134

120

0

125

0

129

0

134

0

139

Tutor Compensation

0

Subtotal Relevant Cashflows

0.0

134

120

0.49

125

0

129

0

134

0

139

0

Net Cash Flow

0.0

134

254

255

379

379

508

508

642

641

781

781

Tax

76

76

114

114

152

152

193

192

234

234

Net Cash Flow

178

178

265

265

356

355

449

449

547

547

Discount Factor

10.45%

0.91

0.82

0.74

0.67

0.61

0.55

0.50

0.45

0.41

0.37

1.00

Discounted Cashflow

0

146

132

178

161

196

177

203

184

202

547

Cumulative Discounted CashFlow

0

146

278

457

618

814

991

1,194

1,378

1,580

2,126


 Option A (Worst Case)

Assumes turnover in 2001 is not influenced by events in the USA. This may be a reasonable assumption since places are booked and fees paid in advance. We would imagine that the bulk of orders for 2001 would have been placed and paid by September 11th. The full effect of these events may not be felt until 2002. The linear trend illustrates a worrying average declining turnover trend of 1.8% in the period 1997-2001.

Option C (Average Case)

Assumes the company will not grow with the market and annual turnover will rotate around the average (+ inflation) with annual deviation in line with the average deviation seen over the period 1997 – 2001.

Option B (Best Case)

Assumes turnover will grow in line with market growth of 5% and 2% inflation commencing 2001. Annual turnover deviation in line with period 1997 – 2001 has been built in.

(OU B821 Book 3 Unit 4 Section 2.1 Capital Asset Pricing Model Page 9)

We have incorporated the following thinking into the cash flow models used for calculating compensation levels.

Economic Cycle

Owner interest may be in steadying the ship until 2006 however future owners may want to understand the first few years of their tenure. It is in the interest of the current owners to implement policies now that produce the most beneficial result for the future. In addition to this it is prudent to forecast at least through one economic cycle of ten years to see the full effect of changes.

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 41)

Positive & Negative Growth

The scenarios above include positive and negative growth through ten years, i.e. at least one economic cycle. Predicting that turnover can only grow over a long period is a dangerous prediction to make. 

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 41)

Comparative Advantage

Without competitor benchmarking information our understanding of areas in which Desperanto exercise competitive advantage is limited. Do tutors contribute to any advantage held? This has influenced our recommendation of a two-year compensation deal rather than nothing or a lesser period. 

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 41)

B1.1

Recommendation

Appendix A contains copies of the s/sheet cash flow model used to in calculating the compensation payment levels contained in the following table. When reviewing the models they have been set with the values giving net present value 0 at circa 2-3 years i.e. the payback period or time period over which any compensation payment should be recovered in our view.
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Table Demonstrating Compensation Options For Desperanto Ltd (Tutors Remuneration)


Model Assumptions

· We have assumed all other costs in the business will not change as a result of changing tutor remuneration therefore they are irrelevant cash flows.

· We have assumed compensation must be self funding from savings made having changed the remuneration system i.e. for a period we propose giving back the savings to the tutors. 

· We have assumed that the owners would wish the effect of tutor compensation payment to have been recovered by their intended retirement and company sale date. A selling advantage may be a tutor remuneration system in line with the remainder of the industry.

· We have discounted the cash flows at the WACC covering any financing choice the owners may make.

· In producing the results above we have modelled all three turnover scenarios calculating compensation period in each scenario.

· We have assumed actual turnover will fall somewhere between options A & B above. 

· We have also assumed that the owners would wish to support lost earnings for a specific period in years in this case we have assumed two years. 

A payment of circa £168K - £255K will be required to support tutor earnings over a two year period and we suggest £168K. In discounted cash flow terms the effect of this payment should be recovered by 2006. 

In the event of declining deviating turnover, £317K would be required to compensate tutors for the same period. Therefore if we use two years as a compensation period, the level of compensation is dictated by which turnover scenario the owners believe will be closest to reality. 

We recommend the owners finance this payment from debt for the following reasons:

1. There capital structure allows further debt to be incorporated without resulting in an abnormal capital structure deemed heavily geared.

2. By making tutor costs variable the risk associated with being unable to meet debt repayments reduces assuming all other costs in the business can be reduced in the event of falling turnover.

3. The business has scope to reduce dividend payment in the short term if necessary to meet a debt repayment schedule. With no other equity providers to consider this may be an acceptable short-term action in order to retain 100% ownership for any potential future sale.  

4. Avoids introducing minority shareholders into the business.

5. The owners could consider compensating the tutors with equity shares rather than cash therefore avoiding borrowing in the short term. This may well secure tutor commitment and motivation in the long term and give them a reward should they sell their shares at some later date. However we have dismissed this for various reasons including:

· Avoiding introducing minority shareholders at a time when the owners are building towards a sale.

· Whilst some tutors may appreciate shares having no value until the company is floated or sold some may be reliant on the cash for living expenses. Like the shareholder money now is better than money in the future.

· Some tutors dependant on earnings may be worse off in tax terms having a cash lump sum. However some of this may be offset if the sum is invested and earning returns.

Some tutors may be upset over this change however we hope that they understand the owners had no option when faced with variable turnover. 75% of variable turnover in a healthy business is better than a semi fixed salary form a business that has ceased trading because of financial difficulties.   

Section C
Question 2

Desperanto Valuation

It is now December 2001 the tutor compensation payment has been implemented and our services are required in advising on their response to a bid recently placed by Sunshine to acquire their company. Sunshine can be categorised as a trade buyer and the acquisition of Desperanto would add to their product offering within the sector.  

Our approach is straightforward in that whilst any company is worth what a buyer is willing to pay we attempt to determine what they should be willing to pay by using a variety of valuation techniques, however firstly we consider the Sunshine offer.

C2.1

The Sunshine Offer

The offer placed by Sunshine incorporates

· 100 shares for every 265 shares in Desperanto. Therefore

Desperanto shares



2,000,000

Sunshine Shares On Offer


(2,000,000 / 265) * 100







754.7K of shares

Sunshine Shares In Issue


173,000,000

% of shareholding On Offer

.755 / 173







0.4%

The owners of Desperanto would have two options on these shares, sell them or take annual dividends. The table illustrates the value obtainable through selling at varying share price levels.

	Share Price
	Shares
	Value If Selling

	£1.20
	754,700
	£905.6K

	£1.635
	754,700
	£1.234M

	£2.07
	754,700
	£1.56M

	£3.00
	754,700
	£2.264M

	£3.50
	754,700
	£2.64M

	£4.00
	754,700
	£3.019M


At the current share price of £2.07 Sunshine effectively value Desperanto at £1.56M or £0.78 / equity share in Desperanto. Should the owners pursue this option they could sell the shares for £1.56M. The remaining share values illustrate the effect of positive and negative fluctuations in share price. 

Will the share price rise or fall? If accepting shares should they sell now or wait. If the owners wish to pursue this option careful consideration over Sunshine’s future turnover and profitability and the effect of this on share price is required. Alternatively they could sell the shares for. 

The following table illustrates the possibilities for annual income should the owners of Desperanto wish to retain shareholding in Sunshine.

	Year
	Shares
	Dividend / Share
	Dividend / Share Growth
	Income

	1997
	754,700
	2.325
	
	£17,546

	1998
	754,700
	2.675
	15%
	£20,188

	1999
	754,700
	3.075
	15%
	£23,207

	2000
	754,700
	3.54
	15%
	£26,716

	2001
	754,700
	4.07
	15%
	£30,716

	2002
	754,700
	4.68
	15%
	£35,320

	2003
	754,700
	5.38
	15%
	£40,602

	2004
	754,700
	6.19
	15%
	£46,715


The table demonstrates Sunshine have achieved an annual increase in dividend yield of 15%. However with profit warnings in 2001 is this unsustainable perhaps there are tougher times ahead. The acquisition of Desperanto may be a management action in response to tougher times ahead. 

C2.2

Valuing Desperanto – Book Value

Desperanto can be valued under the term book value relating to the value of the company’s assets less any liabilities to 3rd parties. From the extract balance sheet provided we can see

Shareholders Funds


= Equity + Reserves






= £1M + £0.564M






= £1.564M

Debt




= £.432M + Tutor Compensation £.168M






= £.6M

Net Asset Value


= £0.96M

 (OU B821 Block 3 Unit 6 Section 2.1 Determining Book Value Page 9)

Book value may not reflect economic value and in this case Sunshine value the economic value of Desperanto albeit in shares terms at £1.56M. We can conclude that Sunshine is placing a value of (£1.56M - £0.952M) on the value of goodwill in Desperanto. We can also conclude that Sunshine is placing value in the intangible assets of Desperanto, perhaps client contacts, course materials, tutors expertise and experience.

(OU B821 Block 3 Unit 6 Section 2.2 Adjusting Book Value Page 13)

As an exception to this perhaps they see value somewhere else in Desperanto. The balance sheet extract is limited in information making consideration of other issues perhaps affecting value of assets difficult. Desperanto may occupy offices in a prime location valuing the asset at the purchased value rather than current market value. A buyer may realize considerable value by selling the property, managing activities from their current location. Whilst we are unable to assess this, the owners must as part of an appropriate valuation of their company. 

(OU B821 Block 3 Unit 6 Section 2.2 Adjusting Book Value Page 11)

C2.3

PE Multiples

Price to earnings multiples are commonly used because of their simplicity and are useful in comparing companies in and across the same and different sectors / industries. The following can be calculated

Sunshine

5 Year Average Earnings / Share

= (6.6+8.5+9.9+11.1+11.4)/5







= £0.095

Shares





= 173,000,000

Total Earnings



= £16,435,000

Price / Earnings Ratio


= Share Price / Earnings per share







= 2.07 / .095

Price / Earnings Multiple 


= 21.8 or 22

Company Value



= £16.435M * 22







=£361.57M

Desperanto

· Assuming the Sunshine multiple is typical of the sector

· Desperanto is not a quoted company therefore we assume 5 year average dividend / share = earnings / share

Shares





= 2,000,000

Earnings / Share @ 5 year average
= £0.055

Total Earnings @ 5 year average

= £110,000

Company Value



= £110,000 *22







= £2.42M

 (OU B821 Block 3 Unit 6 Section 3.5 PE Multiples Page 23)

C2.4

Dividend Yield

Dividend yield could be a more reliable value of Desperanto since no reference to market share price is required. 

Using past growth in dividends to forecast future dividends gives the following:

	Year
	Dividend
	Growth Rate

	1997
	£0.05
	

	1998
	£0.053
	6%

	1999
	£0.055
	3.8%

	2000
	£0.058
	5.5%

	2001 (Forecast)
	£0.06
	3.4%

	Average Growth
	
	4.43%


Using Gordon Growth Model

S = D1 / Ks – g

S = £0.06 (1.0443) / (0.1141 – 0.0443)

S = 0.0626 / 0.0698

S = £0.90 / share

Shares


= 2,000,000

Company Value
= £1.8M

These trading results have been influenced by the semi fixed tutor remuneration scheme. With this removed the scope for improving dividend yield in future is greater Therefore In our view this valuation is on the low end. With this removed the scope for improving dividend yield in future is greater therefore somewhere in excess of £2M seems appropriate.

(OU B821 Block 3 Unit 6 Section 3.5 PE Multiples Page 23)

(OU B821 Vital Statistics Gordon Growth Model Page)

C2.5

 Valuing Equity Using Discounted Cash Flows

Valuing Desperanto from its own future cash flows gives the owners an unbiased view of the value of their company and positions them to appraise the Sunshine offer.

We have considered several factors in constructing the discounted cash flow model however the owners need to consider, accept and/or these:

Time Horizon

We have included ten years to include one economic cycle and ensure that the company valuation reflects owner actions regarding tutor remuneration.

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 39)

Positive & Negative Growth

In the economic cycle it would be prudent to use the poor average and good turnover scenarios as used previously.  

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 39)

Comparative Advantage

The owners need to reflect upon the implications of rejecting the Sunshine offer. Can they continue to grow? Will Sunshine enter their market in an attempt to broaden their product offering and diversify themselves if facing difficult trading conditions? 

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 40)

Determining Value Drivers

Case study information is limited here. It seems greater stability and profits can be achieved in growing turnover through the corporate channel however other than indicating that it is more profitable the study is useless. The owners could help in predicting the mix of sales between channels moving forward, costs and therefore profitability of each channel.

We have concentrated on Earnings Before Income Tax (EBIT) however have discounted the cash flows at the tax rate. We have avoided Earnings after tax and interest since interest levels are dependant on the choice of capital structure and this may change under a new owner. 

We have estimated that EBIT will remain constant 2011 – 2020 however have discounted the cash flows at 2% in perpetuity.

(OU B821 Block 3 Unit 6 Section 4.1 DCF Valuation Steps Page 41)

We have assumed that costs will remain at their current % level of turnover i.e. the five-year average.

Tutor salary



75% of turnover

Administration Salaries

2.52% of turnover

Other Administration Expenses
7.32% of turnover

Directors Salaries


£50K

Tax Rate



30%

The model (Appendix B) is constructed to enable variations on the above. Therefore if the owners wish to change any of the above criterions or assess the implications of increasing or decreasing cost in these areas, various scenarios can be accommodated. 

The model output gives an estimated value of £2.415M in today’s terms. This represents the overall value of the enterprise therefore the company value is:

Value Of Equity

= Enterprise Value – Debt – minority interest





= £2.415M – (£0.432M + £0.168K)





= £1.815M

C2.6

Conclusions

The following table illustrates the company value under the varying methodologies used

	Valuation Method
	Value

	Book Value
	£0.96M

	Implied Value (Sunshine Offer) 
	£1.56M

	Value Using (Sunshine PE Multiple)
	£2.42M

	Dividend Yield
	£1.8M

	Equity Discounted Cash Flow
	£1.815M


As discussed earlier book value has resulted in the lowest company valuation. We would like to review a fuller company balance sheet to determine if there are factors, which would change this value, property being an example.

Whilst the Sunshine offer has an implied value of £1.56M the owners need to reflect upon the fact this is not cash. With profits warnings this year and operating in a similar services sector to Desperanto, this share seems a risk share for people close to and hoping to secure retirement earnings. Having the cash to invest in a portfolio of shares that diversify risk as described in section A seems a better option. 

They could also request a cash + shares offer to diversify risk. 

The implied value using Sunshine’s PE multiple represents the high-end value however the Desperanto owners could argue that this represents the sector. If nothing else they would establish how far Sunshine were willing to go in order to acquire their company and therefore the strategic significance of adding the Desperanto products to the Sunshine portfolio.

As discussed the historical level of dividend will be influenced by the salary scheme’s influence on profits therefore we recommend this is lower than actual value.   

We would like to discuss the DCF model with the owners seeking their knowledge of factors influencing cost. Do they know actions that would reduce admin costs?

Section D

Recommendation

We recommend that the owners reject the current offer with a view to entering a period of discussion with Sunshine. However if forced to give a value now we recommend £2.4M in cash. Perhaps this seems unrealistic based on the calculations within this report. However we feel this sale like any other sale will involve an amount of negotiation. It is easier to concede than talk the value up from a low.

Our recommendation is based on the fact that this report will probably have been educational for the owners of Desperanto and they are now better placed to assist us in finding the information required to prove and hopefully improve these valuations.

We have no knowledge of shares in other areas owned by the Desperanto owners. If they are current stock market investors they may have access to advice that would explain how they could (if accepting Sunshine shares) diversify the risk through the remainder of their portfolio. If they do not have other shares we recommend they do not accept shares in exchange for their company due to the risks outlined earlier. At the very least they should request the bulk of the offer in cash and the remainder in shares.

We also recommend that the owners establish (and if this is not possible make informed guesses) the future of Desperanto owned by Sunshine. Will they manage the company as a Division? Will there be a role for the current owners? It may be possible for the owners to secure a cash plus shares sale now and a salary for managing the business 2002 – 2006. This may meet their needs.

We also recommend that the owners allow us to accompany and represent them in a meeting with Sunshine. We could put it to Sunshine that their current offer is “opportunistic” seeing the current change to remuneration as a response to difficulties rather than a positive restructure. Through this meeting we may establish any hidden synergies for them in this acquisition that may help negotiate a higher price.

We also recommend that if the owners consider a sale to Sunshine they should also consider selling to other sector competitors and we should canvass interest. This in itself may increase the offer from Sunshine i.e. there may be a value in acquiring Desperanto, there may be additional value in stopping a competitor acquiring Desperanto. 

We apologize if this recommendation gives more questions than answers however we would advise the owners that this is very much round 1 and that a better result may be achieved in the end by not making a rushed decision now. We advise that our services are on offer and that we would be more than willing to assist them in realizing their retirement dream.
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Demand Scenario A Declining With Annual Deviation

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Projected Turnover At 5 Year Av % Rate Of Decline 

1727

1695

1663

1632

1602

1572

1543

1514

1486

1458

15893

Deviation Multiple

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%
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1858

1567

1789

1509

1723

1453

1660

1400

1598

1348

Tutors Remuneration Current System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Calculation (a) @ 50% of previous year

1100

929

783

895

754

862

727

830

700

799

8378

Salary Calculation (b) @ 50% of current year

929

783

895

754

862

727

830

700

799

674

7952

Greater of A or B (above)

1100

929

895

895

862

862

830

830

799

799

8801

Salary Calculation ( c ) @ 25% of current year

464

392

447

377

431

363

415

350

400

337

3976

Total Tutor Remuneration

1564

1321

1342

1272

1293

1225

1245

1180

1199

1136

12777

Gross Profit Before Admn / Expenses

293

246

447

237

430

228

415

220

400

212

3128

Tutors Remuneration Proposed System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Structure @ 75% Of Fees

1393

1175

1342

1132

1292

1090

1245

1050

1199

1011

11929

Variance To Current Structure

-171

-146

0

-141

0

-135

0

-130

0

-125

-849

Gross Profit Before Admn / Expenses

464

392

447

377

431

363

415

350

400

337

3976

Variance To Current Structure

171

146

0

141

0

135

0

130

0

125

849

Cashflow Spreadsheets

Scenario A - Declining Turnover

Assumptions

Compensation Level

317

Weighted Average Cost Of Capital

10.45%

Tax Rate

30%

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2011

Year

Year 0

1

2

3

4

5

6

7

8

9

10

11

Variance Current - Proposed Remuneration Scheme

171

146

0

141

0

135

0

130

0

125

Tutor Compensation

-317

Subtotal Relevant Cashflows

-317

171

146

0.36

141

0

135

0

130

0

125

0

Net Cash Flow

-146

0

0

141

141

276

277

407

407

532

532

Tax

0

0

42

42

83

83

122

122

159

159

Net Cash Flow

0

0

98

99

193

194

285

285

372

372

Discount Factor

10.45%

0.91

0.82

0.74

0.67

0.61

0.55

0.50

0.45

0.41

0.37

1.00

Discounted Cashflow

0

0

0

66

60

107

97

129

116

138

372

Cumulative Discounted CashFlow

0

-0 

-0 

66

126

233

329

458

574

712

1,084

NPV

1084

Appendix A
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2005
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2008

2009

2010

2011

Totals

Projected Turnover At 5 Year Av % Rate Of Decline 

1885

2019

2162

2316

2480

2656

2845

3047

3263

3495

26167

Deviation Multiple

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%

92.43%

107.57%
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Projected "Real Rate Of Annual Turnover" Growth

2028

1866

2326

2140

2668

2455

3060

2816

3510

3230

Tutors Remuneration Current System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Calculation (a) @ 50% of previous year

1100

1014

933

1163

1070

1334

1228

1530

1408

1755

12534

Salary Calculation (b) @ 50% of current year

1014

933

1163

1070

1334

1228

1530

1408

1755

1615

13049

Greater of A or B (above)

1100

1014

1163

1163

1334

1334

1530

1530

1755

1755

13678

Salary Calculation ( c ) @ 25% of current year

507

467

581

535

667

614

765

704

877

808

6525

Total Tutor Remuneration

1607

1481

1744

1698

2001

1948

2295

2234

2632

2563

20203

Gross Profit Before Admn / Expenses

421

386

581

442

667

507

765

582

877

668

5896

Tutors Remuneration Proposed System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Structure @ 75% Of Fees

1521

1400

1744

1605

2001

1841

2295

2112

2632

2423

19574

Variance To Current Structure

-86

-81

0

-93

0

-106

0

-122

0

-140

-629

Gross Profit Before Admn / Expenses

507

467

581

535

667

614

765

704

877

808

6525

Variance To Current Structure

86

81

0

93

0

106

0

122

0

140

629

Cashflow Spreadsheets

Scenario B

Assumptions

Compensation Level

168

Weighted Average Cost Of Capital

10.45%

Tax Rate

30%

2002

2003

2004

2005

2006

2007

2008

2009

2010

Year

Year 0

1

2

3

4

5

6

7

8

9

Variance Current - Proposed Remuneration Scheme

86

81

0

93

0

106

0

122

0

Tutor Compensation

-168

Subtotal Relevant Cashflows

-168

86

81

0.15

93

0

106

0

122

0

Net Cash Flow

-168.0

-82

-1

-1

92

92

199

199

321

321

Tax

0

0

28

28

60

60

96

96

Net Cash Flow

-82

-1

0

64

65

139

139

224

224

Discount Factor

10.45%

0.91

0.82

0.74

0.67

0.61

0.55

0.50

0.45

0.41

Discounted Cashflow

0

0

43

39

77

69

101

92

Cumulative Discounted CashFlow

-0 

-1 

43

82

158

228

329

421
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1795

1831

1868
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2103
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1931

1693

2009

1761
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1832

2175
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2262

1983

Tutors Remuneration Current System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Calculation (a) @ 50% of previous year

1100

966

846

1005

880

1045

916

1087

953

1131

9930

Salary Calculation (b) @ 50% of current year

966

846

1005

880

1045

916

1087

953

1131

992

9821

Greater of A or B (above)

1100

966

1005

1005

1045

1045

1087

1087

1131

1131

10602

Salary Calculation ( c ) @ 25% of current year

483

423

502

440

523

458

544

477

566

496

4911

Total Tutor Remuneration

1583

1389

1507

1445

1568

1503

1631

1564

1697

1627

15513

Gross Profit Before Admn / Expenses

348

303

502

316

523

329

544

343

566

356

4130

Tutors Remuneration Proposed System

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Totals

Salary Structure @ 75% Of Fees

1448

1269

1507

1321

1568

1374

1631

1430

1697

1487

14732

Variance To Current Structure

-134

-120

0

-125

0

-129

0

-134

0

-139

-781

Gross Profit Before Admn / Expenses

483

423

502

440

523

458

544

477

566

496

4911

Variance To Current Structure

134

120

0

125

0

129

0

134

0

139
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Cashflow Spreadsheets

Scenario C

Assumptions

Compensation Level

255

Weighted Average Cost Of Capital

10.45%

Tax Rate

30%

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2011

Year

Year 0

1

2

3

4

5

6

7

8

9

10

11

Variance Current - Proposed Remuneration Scheme

134

120

0

125

0

129

0

134

0

139

Tutor Compensation

-255

Subtotal Relevant Cashflows

-255

134

120

0.49

125

0

129

0

134

0

139

0

Net Cash Flow

-255.0

-121

-1

0

124

124

253

253

387

386

526

526

Tax

0

0

37

37

76

76

116

116

158

158

Net Cash Flow

-1

0

87

87

177

177

271

271

368

368

Discount Factor

10.45%

0.91

0.82

0.74

0.67

0.61

0.55

0.50

0.45

0.41

0.37

1.00

Discounted Cashflow

0

0

0

58

53

98

88

122

111

136

368

Cumulative Discounted CashFlow

0

-0 

-1 

58

111

208

296

419

529

666

1,034

NPV

1034
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1

2

3

4

5

6

7

8

9
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Sales

2037

1884

2358

2181

2731

2525

3161

2923

3660

3384

Tutors Remuneration

-1528

-1413

-1769

-1636

-2048

-1894

-2371

-2192

-2745

-2538

Administration Salaries

-51

-47

-59

-55

-69

-64

-80

-74

-92

-85

Directors Salaries

-50

-50

-50

-50

-50

-50

-50

-50

-50

-50

Other Administration Costs

-149

-138

-173

-160

-200

-185

-231

-214

-268

-248

Earnings Before Interest & Tax (EBIT)

259

236

308

281

364

333

429

393

505

463

Residual Value

4631

Tax @30%

-78

-71

-92

-84

-109

-100

-129
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-139

Cashflow

259

158

237

188

280

224

329

264

387

312

4492

Discount Factor (WACC @ 10.45%)

10.45%

0.91

0.82

0.74

0.67

0.61

0.55

0.50

0.45

0.41

0.37

0.20

Discounted Cashflow

234

129

176

127

170

123

164

119

158

115

898

Cumulative Discounted Cashflow

234

364

540

666

836

959

1124

1243

1401

1517

2415

Value Drivers

EBIT %

12.7%

12.5%

13.0%

12.9%

13.3%

13.2%

13.6%

13.4%

13.8%

13.7%
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Salary Calculation ( c ) @ 25% of current year

=B10*0.25

=C10*0.25

=D10*0.25

=E10*0.25

=F10*0.25

Total Tutor Remuneration

=B16+B15

=C16+C15

=D16+D15

=E16+E15

=F16+F15

Gross Profit Before Admn / Expenses

=B10-B17

=C10-C17

=D10-D17

=E10-E17

=F10-F17

Tutors Remuneration Proposed System

2002

2003

2004

2005

2006

Salary Structure @ 75% Of Fees

=B10*0.75

=C10*0.75

=D10*0.75

=E10*0.75

=F10*0.75

Variance To Current Structure

=B21-B17

=C21-C17

=D21-D17

=E21-E17

=F21-F17

Gross Profit Before Admn / Expenses

=B10-B21

=C10-C21

=D10-D21

=E10-E21

=F10-F21

Variance To Current Structure

=B23-B18

=C23-C18

=D23-D18

=E23-E18

=F23-F18

Cashflow Spreadsheets

Scenario B

Assumptions

Compensation Level

168

Weighted Average Cost Of Capital

0.1045

Tax Rate

0.3

2002

2003

2004

Year

Year 0

1

2

3

Variance Current - Proposed Remuneration Scheme

=-B22

=-C22

=-D22

Tutor Compensation

=-B31

Subtotal Relevant Cashflows

=SUM(C37:C38)

=SUM(D37:D38)

=SUM(E37:E38)

=SUM(F37:F38)

Net Cash Flow

=C39

=C40+D39

=D40+E39

=E40+F39

Tax

=E40*$B$33

=F40*$B$33

Net Cash Flow

=D40-D41

=E40-E41

=F40-F41

Discount Factor

=B32

=1/POWER(1+$B$43,D36)

=1/POWER(1+$B$43,E36)

=1/POWER(1+$B$43,F36)

Discounted Cashflow

=E43*E42

=F43*F42

Cumulative Discounted CashFlow

=D45+E44

=E45+F44

NPV

=SUM(D44:O44)

Appendix B

[image: image14.wmf]DCF Model Assumptions

Tutor Salaries % of turnover

0.75

Aministration Salaries

0.0252

Other Administration Costs

0.0732

Directors Salaries

50

Tax Rate %

0.3

Perpetuity Years Considered

10

Perpetuity Interest Rate

0.02

WACC

0.1045

Year

2002

2003

2010

2011

2012

1

2

9

10

11

Sales

2037.03037424547

1883.52683731187

3660.12295940419

3384.30880023215

Tutors Remuneration

=-(C13*$B$2)

=-(D13*$B$2)

=-(K13*$B$2)

=-(L13*$B$2)

Administration Salaries

=-(C13*$B$3)

=-(D13*$B$3)

=-(K13*$B$3)

=-(L13*$B$3)

Directors Salaries

=-($B$5)

=-($B$5)

=-($B$5)

=-($B$5)

Other Administration Costs

=-(C13*$B$4)

=-(D13*$B$4)

=-(K13*$B$4)

=-(L13*$B$4)

Earnings Before Interest & Tax (EBIT)

=SUM(C14:C17)+C13

=SUM(D14:D17)+D13

=SUM(K14:K17)+K13

=SUM(L14:L17)+L13

Residual Value

=L18*B7

Tax @30%

=-(C18*0.3)

=-(J18*0.3)

=-(K18*0.3)

=-(L18*0.3)

Cashflow

=C18+C20

=D18+D20

=K18+K20

=L18+L20

=M19+M20

Discount Factor (WACC @ 10.45%)

=B9

=1/POWER(1+$B$22,C12)

=1/POWER(1+$B$22,D12)

=1/POWER(1+$B$22,K12)

=1/POWER(1+$B$22,L12)

=B8*10

Discounted Cashflow

=C22*C21

=D22*D21

=K22*K21

=L22*L21

=M22*M21

Cumulative Discounted Cashflow

=C23

=C24+D23

=J24+K23

=K24+L23

=L24+M23

Value Drivers

EBIT %

=C18/C13

=D18/D13

=K18/K13

=L18/L13
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