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QUESTION 1                 100 marks 
 
 
Pub (Pty) Ltd (‘Pub’) is an advertising agency with a head office in Johannesburg and offices in 
Cape Town and Durban. It was established in 1942 and has a good reputation for delivering 
high-quality work to a wide range of clients. Pub offers a full range of advertising services, 
including strategy and content generation as well as purchasing of advertising space on behalf 
of clients. However, the company has lagged behind its competitors in recent times due to its 
lack of effective digital strategies. 
 
The advertising industry has been rapidly changing with the decline in traditional media as more 
people make use of digital sources of information. Newspapers and magazines are nowadays 
often read online and subscriptions for print media have dropped sharply. Google and Facebook 
are also able to gather large amounts of data on clients and direct adverts to targeted 
audiences, which make them more desirable advertising targets. In general, a larger slice of 
advertising budgets is accordingly being allocated to digital strategies and some advertising 
agencies have begun to specialise in digital offerings. 
 
Financial information of Pub 
 
The operating profit growth of Pub has been subdued in recent years. Many clients want to 
extract greater value from their advertising budgets and are negotiating harder for bigger 
discounts. Increasing electricity costs, load shedding and higher than inflation salary increases 
have all contributed towards corporates allocating less funds to advertising budgets. 
 
The following information has been extracted from the annual financial statements of Pub for the 
financial year ended 31 December 2015, together with some explanatory notes: 
 

Financial performance Notes 
2015 2014 

R’000 R’000 

    

Revenue    152 178    145 845  

   Continuing operations    131 395    131 260  

   Acquisitions 1    20 783      14 585  

    

Segmental revenue   152 178    145 845  

  Johannesburg     90 213      85 740  

  Cape Town      43 379      43 378  

  Durban      18 586      16 727  

    

Operating profit 2     20 491      19 253  
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Financial position Notes 
2015 2014 

R’000 R’000 

Non-current assets       109 947      104 464  

Goodwill 3       92 310        89 160  

Intangible assets 3         9 380          7 930  

Property and equipment          8 257          7 374  

    

Current assets       97 380       116 523  

Accounts receivable 4       65 247        66 326  

Work in progress 5       22 755        22 910  

Cash and cash equivalents        9 378        27 287  

Total assets       207 327      220 987  

    

Equity and liabilities    

Capital and reserves        50 802        40 679  

    

Non-current liabilities  65 914        87 531  

Deferred tax liability          10 914        10 346  

Long-term loans 6   55 000        77 185  

    

Current liabilities 6      90 611       92 777  

Total equity and liabilities       207 327       220 987  

    

 
Notes 
 
1 Pub made two acquisitions in the past two years in order to build its core capabilities 

through expansion of its geographical reach.  
 

2 Operating profit represents the profit for the year before interest income, finance charges 
and taxation. Operating profit in the 2015 financial year (‘FY2015’) was determined after 
deducting – 

 amortisations of intangible assets of R550 000; 

 depreciation of R467 000; and 

 a goodwill impairment loss of R1 800 000. 
 

3 Client relations and related contracts arising from acquired businesses are recognised in 
the statement of financial position as identifiable intangible assets. The fair value of assets 
and liabilities acquired as part of business combinations during the past two years are 
summarised below. The acquisitions of the businesses as going concerns (acquisitions of 
the assets and liabilities of the businesses excluding cash and borrowings) were 
concluded with effect from 1 January 2014 and 1 January 2015 respectively and paid in 
cash on those dates. 
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 2015 2014 

R’000 R’000 

Property and equipment 850 700 

Intangible assets  2 000 1 500 

Goodwill 4 950 3 800 

Trade receivables 4 350 3 000 

Work in progress 2 150 1 500 

Trade payables (4 000) (3 000) 

Acquisition consideration 10 300 7 500 

   

 
4 Accounts receivable are presented in the statement of financial position net of an 

allowance for doubtful debts of R2 300 000 at 31 December 2015 (31 December 2014: 
R2 150 000). Bad debts of R1 660 000 were written off in FY2015. 

 
5 Work in progress consists of costs incurred on behalf of clients in providing advertising, 

marketing and corporate communications services, and include media and production 
costs. These costs have been incurred but had not yet been invoiced to clients at year 
end. 
 

6 Current liabilities comprise accounts payable and the current portion of the long-term 
loans. The long-term loans bear interest at a nominal rate of 8% per annum. The current 
portion of the long-term loans at 31 December 2015 amounted to R5 million 
(31 December 2014: R8 800 000).  

 
Strategic alternatives 
 
The management team of Pub is exploring its next strategic move. One option would be to 
allocate greater resources to the Cape Town office and try to win more clients in the Western 
Cape. This would require a large investment upfront, for hiring new sales staff in particular, and 
it would have no guarantee of success. The other option being explored is to acquire a 
predominately Cape Town-based advertising agency called OmM.   
 
Background of OmM 
 
OmM (Pty) Ltd (‘OmM’) was established in 1955 and it has a long tradition of delivering 
excellent service to clients. It has chosen to remain focused on clients based predominately in 
Cape Town and only has small offices in Johannesburg and Durban. OmM has helped launch 
many digital campaigns for large clients and has developed a good reputation in Cape Town.   
 
A major potential benefit arising from the acquisition would be the accumulated data that could 
be pooled and analysed by Pub and OmM. They would have details about loyalty programmes 
from large retail clients as well as the details of social media activity across a wide range of 
clients. All of these data could be pooled and analysed and trends identified could then be used 
for all their clients.  
 
Members of the Pub management team have had some concerns about the acquisition. OmM is 
a fierce competitor and it represents many competitors of Pub’s clients. For instance, of the two 
major telecommunications companies in South Africa, Pub represents one and OmM represents 
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the other. It is not certain how these companies would feel about being represented by the 
same advertising agency.  
 
Acquisition proposal 
 
Pub has approached OmM and has started formal negotiations. OmM has insisted that Pub sign 
a non-disclosure agreement addressing confidential information that may need to be disclosed 
during negotiations and for due diligence purposes. The agreement also contains a clause that 
stipulates that should Pub fail to conclude the acquisition because its shareholders do not 
approve the acquisition, a break fee of R2 million will be payable to OmM. This is to ensure that 
Pub is serious about pursuing a possible acquisition and not just trying to get sight of 
confidential information.  
 
Pub has asked OmM to submit its management accounts for analysis. As the request was made 
at short notice, bonus accruals were still outstanding prior to their finalisation. Because the 
Financial Director of OmM, Mr Peter Barnard CA(SA), did not want to waste time processing all 
the adjustments, he decided rather to put a disclaimer in the notes saying that the results may 
be incomplete. Extracts from the draft management accounts of OmM for FY2015 and 
comparative audited annual financial statements for FY2014 are presented in appendix A. 
 
The negotiations were meant to be concluded within four months but they have now been 
dragging on for more than six months. This has created uncertainty amongst all stakeholders 
and with every passing week, the likelihood of a successful deal appears to be dwindling. The 
major sticking points relate to the acquisition price and finalisation of the new management 
team. 
  
Mr Mfundi Bapela, the Chief Executive Officer of OmM, has some personal concerns about the 
deal. He owns a significant portion of the ordinary share capital of OmM and is keen to know 
what his role in the new entity will be. He has stated that until his role and responsibilities have 
been clarified, he would be unwilling to support the deal wholeheartedly. In particular, he is 
concerned about his future salary, as he has not earned a market-related salary for the past few 
years. OmM paid Mr Bapela R1 800 000 in FY2015 whereas a market-related salary would 
have been R2 300 000. 
 
Pub intends to fund the acquisition through a combination of a cash payment and the issue of its 
own shares to the existing shareholders of OmM. The valuation of Pub is therefore critical in 
determining the number of ordinary shares that are to be issued to the existing OmM 
shareholders. 
 
Pub will report the acquisition to the Competition Commission once legal agreements have been 
signed to give effect to the deal. It is uncertain whether the Competition Commission will 
approve the change of control in OmM without conditions. The financial due diligence has 
commenced but Pub still needs to perform a legal due diligence review on OmM. 
 
Advertising award  
 
OmM recently won an advertising competition for a campaign developed for its large 
telecommunications client. The award highlighted innovative usage of technology in an 
education project in Uganda, based on eligibility criteria that required that all entries be 
commercially published, launched or aired to a ‘substantial audience’.  
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A scandal subsequently erupted after an anonymous tipoff which led to a re-examination of 
OmM’s entry and the conclusion that it did not meet the eligibility criteria: No interactive 
advertising campaign had taken place and advertising campaign material, including 
photographs of the users of the Ugandan library, were fake. OmM’s entry was accordingly 
disqualified and the organisers of the competition withdrew the award. This has caused great 
embarrassment to the client, as it was unaware that the campaign had been based on false 
materials and methods until it all became public. OmM has released a statement in which it 
accepted the ruling and apologised to the competition organisers and its client.   
 
Additional information 
 

 The appropriate cost of equity for Pub is estimated to be 18,5%. This is based on 
prevailing long-dated government bond yields, the estimated market risk premium and 
beta coefficients of similar advertising companies listed on the Johannesburg Stock 
Exchange (JSE). The appropriate beta coefficient has been unlevered and re-levered to 
the target capital structure of Pub. 

 

 The free cash flows generated by Pub in FY2015 are forecast to grow by 9% per annum 
for the next two years and thereafter by an estimated inflation rate of 5% per annum in 
perpetuity.  

 

 Pub’s target debt-equity ratio based on the market values of the debt and equity of the 
company is 40%. 

 

 Included in Pub’s profit after tax for FY2015 was interest income of R1 million and interest 
paid of R5 700 000. Taxation paid in cash in FY2015 amounted to R5 100 000. 

 

 Pub has not declared or paid a dividend for the past five years. 
 

 Earnings before interest and tax (EBIT) multiples and the market capitalisations of four 
advertising companies listed on the JSE are presented in the table below: 

 

Company 

Historic 
EBIT 

multiple 

Market 
capitalisation 

R million 

Ezweni 8,4 258 

New Horizons 7,5 219 

Hashtag World 8,1 321 

Orient 14,3 18 
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Appendix A: Financial information of OmM 

 

Notes 

Management 
accounts 

Actual and 
audited 

2015 2014 

R’000 R’000 

    

Revenue a      149 134       133 917  

Operating expenses b      (123 834)      (111 462)  

Operating profit        25 300        22 455  

Interest expense c          (2 915)         (2 917)  

Profit before tax        22 385        19 538  

Taxation d         (6 268)         (5 471)  

Profit for the period        16 117        14 067  

    

 
Notes 
 
(a) Revenue comprises fees earned on strategy and content generation as well as 

purchasing of advertising space on behalf of clients. Revenue in the management 
accounts includes a full contract price of R2 500 000 received by OmM to assist 
government with the development of a media campaign following the allegations of bribery 
and corruption during the 2010 World Cup bid. This once-off contract, which commenced 
in March 2015, was 80% complete at 31 December 2015. OmM has incurred and 
expensed R1 890 000 of costs to date on the contract, which represents 90% of the total 
forecast contract cost. 

 
(b) Operating expenses comprise salaries, services costs, and office and general expenses. 

A staff bonus accrual of R2 850 000 relating to FY2015 has not been included in the 
management accounts.  

 
The board decided on 1 January 2015 to incentivise the executive directors, in line with 
industry norms, by offering to pay them a combined retention bonus of R3 million on 
31 December 2017. This is subject to all executive directors still being employed by OmM 
on 31 December 2017. No accrual has been made in the management accounts for this 
potential liability. The board will decide on future retention bonuses during FY2017.  

 
(c) Non-current liabilities of OmM solely comprise a long-term loan of R35 million (FY2014: 

R38 million). The long-term loan bears interest at a market-related nominal interest rate of 
9,15% per annum. OmM does not have short-term loans or surplus cash. 

 
(d) OmM pays income tax at a rate of 28%. 

 
 
 
 
 
 



 
 

ITC January 2016 1 © SAICA 2016 
Paper 4 Question 1 

 

 
 
 

INITIAL TEST OF COMPETENCE, JANUARY 2016 
PROFESSIONAL PAPER 4 

 
 
The required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

  

 

QUESTION 1 PART I – REQUIRED 

Marks 

Sub-
total 

Total 

(a) Analyse and comment on the financial performance and financial position 
of Pub for FY2015. Calculate relevant ratios to assist you in your 
analysis. 
 
Communication skills – clarity of expression 

 
 

18 
 
1 

 
 
 
 

19 

(b) Prepare the cash flows from the operating activities section of Pub’s 
statement of cash flows for FY2015, in accordance with IAS 7 Statement 
of Cash Flows.  
  

 Assume that Pub – 
o includes interest received and interest paid as part of the cash 

flows from operating activities; and 
o uses the indirect method in presenting its cash flows from operating 

activities, starting with operating profit for the period. 

 Notes and comparatives are not required.  

 
 

14 

 
 

14 

(c) Perform a free cash flow valuation of 100% of the ordinary shares of Pub 
at 31 December 2015 that will be used to determine the number of 
ordinary shares to be issued to the existing shareholders of OmM.  
 
Communication skills – layout and presentation 

 
 

18 
 
1 

 
 
 
 

19 

(d) Perform an earnings-based valuation of 100% of the ordinary shares of 
OmM at 31 December 2015 that will be used as the basis for negotiations 
in respect of the acquisition deal. Outline the key assumptions you have 
made in your valuation. 
 
Communication skills – layout and presentation 

 
 
 

15 
 
1 

 
 
 
 
 

16 

Total for part I  68 
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INITIAL TEST OF COMPETENCE, JANUARY 2016 

PROFESSIONAL PAPER 4 

 

The required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

 

QUESTION 1 PART II – REQUIRED 

Marks  

Sub-
total 

Total  

(e) Identify and explain any potential synergies (strategic enhancements, 
revenue synergies and cost savings for OmM, Pub and/or the combined 
group) that could arise from the acquisition of OmM by Pub. 
 
Communication skills – logical argument 

 
 

15 
 
1 

 
 
 
 

16 

(f) Describe the key risks that arise for the Pub group from the acquisition of 
OmM.  
 
Communication skills – clarity of expression 

 

15 
 
1 

 
 
 

16 

Total for part II  32 

Total   100 

 

  


