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Part (a)

Memorandum to the Board of Directors of Savusa Limited Dear Sirs/Madams, 
As requested, I have reviewed the valuation of Oxus (Proprietary) Limited prepared by Ms Grape and set out 
my comments below thereon. 
Reasonability of forecasts 

All forecast line items should be assessed for reasonableness by:

•                Testing the growth assumptions based on prior performance. Assumptions 1
•                Checking the applicability of inflation, in line with forecast rates, PPI etc. Inflation 1
•                Comparing the forecast to industry indicators. Industry 1
Revenue 
• Revenue is forecast to increase by R5.6m in FY2012 of which R2.5m is attributable to the planned Savusa 
publication. Revenue, excluding Savusa publication, is forecast to increase by 8.3% in FY2012. This would 
appear to be reasonable.

8.3%
Reasonable 1

• The Savusa publication is a once off event, and correctly included in the 2012 year. (Not abnormal) Once off 1
We must ensure that Ms Grape did not include this revenue into perpetuity in her forecasts. Extrapolate 1

Oxus is actually assuming a revenue growth of 16.58% in 2013 if the once off event is ignored Actual growth 1
• Revenue growth forecasts from FY2013 onwards appear to be high given Oxus’ recent financial 
performance, prompting investigation as above.

Revenue 
growth high 1

Cost of sales & gross profit margin 
• Printing costs increased by 8.8% in FY2011 (compared to a revenue increase of 2.19% ), by 12.1% in 
FY2012, 7.2% in FY2013 and 8.4% in FY2014, linked to point below 

Printing % 1
• Increases in printing costs may not track revenue growth as these are dependent on the number of pages 
and print quality in magazines. Advertising revenue dependent on extent of advertising sold and not 
necessary number of pages in magazines 

Printing
Advertising

1
1

Alt: revenue may be influenced by printing costs. The quality of printing influences the printing costs. If the 
costs are reduced by reducing the quality of the magazines, revenue from advertisers may be lost.

Quality 
advertising 1

The likelihood of a change in the sales commission structure should be investigated and resulting approach 
included in the FCF valuation, instead of status quo.

Commission 
adjust 1

The effect of changing the journalists to freelancers has been included, although outcome of this is uncertain. 
Should consider probability of the change being made.

Freelance 
adjust 1

Journalists may demand a retrenchment package, change in conditions of service, include in forecast. Retrench 1
• Mailing costs increased by 3.9% in FY2011. Forecast increases are 11.1% in FY2012, 10% in FY2013 and 
6.1% in FY2014. Increases in mailing costs appear to be related to changes in revenue, remaining constant as 
a %.

Mailing % 
Revenue 
driver

1
1

• Mailing costs are driven by the number of publications distributed and these should be supported by 
Oxus’ detailed forecasts in this regard. In addition, it would be interesting to review the assumptions re price 
increases by couriers and the Post Office. 

Price 
increases 1

• Gross profit margin increasing from FY2012 onwards due to revenue growth out stripping cost increases. 
We need to investigate this in more detail to ensure it is achievable. 

GP% 
achievable?

1
1 

• It is comforting that gross profit % forecast is in line with FY2010, seems reasonable. GP% 
reasonable 1

• The expected gross profit on the Savusa contract is 40% which is much lower than overall average of 52% in 
FY2012. Has this lower margin been included in the forecasts? 

S GP% lower
Included?

1
1

Operating costs 

• The major overhead is employee costs. Oxus is assuming that these costs will increase by only 0.8% in 
FY2012 and 7.5% in the following year. This is probably due to their planned initiative 

EE costs incr
1
1

The dividends are forecast at 0.1, and don’t increase, yet the market value of investments does increase, 
which implies dividend yield will fall. This does not appear to be reasonable.

Div 0.1 inflate 1
The increase in fair value should not be adjusted from the other income line item, method of using cash 
equivalents used.

Fair value 1

The taxation implications of all adjustments should be taken into account by recalc the taxation. Taxation all 1
Working capital & capital expenditure 

• Trade receivables days at 40 from FY2012 may not be achievable given historical average of 45 to 50 days Debtors 
achievable? 1

• The reduction in trade receivable days through stricter enforcement of credit policy may have a negative 
impact on revenue- advertisers who prefer to pay after publication may reduce advertising spend with Oxus or 
advertise elsewhere where they can obtain more favourable credit terms.

Tight credit 
reduce rev?

1
1

• Oxus is forecasting to increase average payment terms with its suppliers from 60 to 65 days on a 
sustainable basis. Is this achievable and has it been agreed with suppliers? Stretching creditors may be 
possible but it could have an impact on service levels/reputation and support from their trade partners 
(suppliers) 

Payables 
achievable? 
Service 
levels?

1
1

• Oxus recently upgraded its IT infrastructure and hence, would not be expecting to spend significant 
amounts for the next 3 years. However, when will the next major upgrade take place? 

Recent 
upgrade

1
1



The forecasts into perpetuity assume that capital expenditure is limited to the normal R1 million range, no 
inflationary adjustment. 

Inflation PPE 1
• The decreasing value on the PPE line item raises concern that the company has not adequately considered 
asset replacement in the cash flows.

Decrease PPE 1

Overall comments on forecasts 
Management are shareholders – The forecasts should be checked for arms length transactions, management 
could be taking lower salaries, and higher dividends for tax efficiency – this is supported by the high dividend 
payout ratio.

Arms length
Salary/div

1
1

• Oxus is anticipating increasing its operating margins significantly over the next 3 years. In particular the 
EBITDA/revenue margin is forecast to grow from its current 12.6% to 21.2% in FY2014. Is this attainable? 

EBITDA 
achievable? 
Calc

1
1

The forecasts have been based on mgt accounts which are not audited. Reliability questioned. Not audited 1
Dividend payout of 50% will apply, but full profit after tax has been retained in the forecast. 50% Div 1
Maximum for Financial Forecasts (42 avail) 15

Errors of principle 

No date is provided for when the valuation is effective. Date 1
• Ms Grape included future dividends from investments in forecast cash flows and then added current value of 
investments to Enterprise Value. The correct approach would be to exclude dividends from forecast cash flows 
and add the fair value of investments to Enterprise Value derived. 

Divs
Investment

1
1

• Continuing Value has incorrectly been calculated using the discount rate in 2015. The correct approach would 
be to discount the cash flows into perpetuity from the end of 2014.

2015
2014

1
1

• Ms Grape has estimated Oxus’ cost of equity using (‘WACC’), the company is not geared, should use the 
cost of equity. 

WACC
Ke

1
1

• The valuation adds cash on hand to the value calculated. This presumes that this cash is available for 
distribution, and is not necessary to generate the cash flows. If cash is required for operational purposes then 
this portion of the cash balance should not be brought into the valuation since it is by definition part of working 
capital.

Cash added
Operational

1
1

The transaction is a purchase of a controlling stake, yet there is no control premium, or inclusion of synergies Control 
premium 1

Discount rate 
• As previously mentioned, Ms Grape has erroneously used Savusa’s WACC as a basis to estimate Oxus’ cost 
of equity. Savusa’s actual cost of equity is 16% which is significantly higher than 12.5% assumed in the 
valuation. 

16% 1

• Oxus is not levered, therefore either Ke should be determined by unlevering (Hamada model). Unlever 1
• The WACC of 12.5% for Savusa is based on a debt ratio of 40%, whilst the debt: equity ratio is 40%. The 
recalculated WACC is 13.5%.

Wrong WACC 
13.5%

1
1

• Savusa is a more diversified group than Oxus. It may be more appropriate to establish what the beta 
coefficients of similar listed publishing groups are and estimate Oxus’ beta accordingly. 

S Diversified
Beta similar

1
1

An adjustment should be made for smaller company, and private company, either increasing Ke, or reducing 
the final value.

Smaller co adj 1

Overall comments on valuation 

• The valuation has been performed by the sellers which may not be objective. They will directly benefit 
from a higher value. Transaction should be subject to a due diligence investigation.

Seller prep
DD

1
1

• Growth rate into perpetuity of 4% is reasonable in comparison to expected country GDP growth and 
inflation forecasts. 

Growth 
reasonable. 1

Using the sustainable growth rate, the growth rate should be: SGR=15%*24.2%=3.63 SGR 1

Alt: Growth rate is not reasonable, including justification. Not 
reasonable 1

• The implied historic PE multiple by the free cash flow (‘FCF’) valuation is 18.7 and the forward PE multiple is 
estimated to be 9.9. These ratios need to be benchmarked against similar listed companies multiples. 

PE ratio 
comparison

1
1

• The FCF valuation translates into a market to book ratio of 3.5X and value to revenue multiple of 1.25X. Market/Book 1
These need to be reviewed in comparison to similar listed entities. Valuation should be stress tested with other 
methods.

Stress test 1

• If rate not adjusted for the below, the value should be adjusted for limited marketability of shares. Marketability 1
Maximum for Financial Forecasts (Avail 27) 15
Maximum for discussion 21

Conclusion: 
I trust that my commentary and insights are useful for your purposes. Please contact me should you have any 
further queries or require any further assistance. Yours sincerely 
Handwriting, neatness, style and structure. Presentation 1
Communication skills: Appropriate tone and language usage in memorandum to directors Presentation 1
Memorandum format Presentation 1
Overall Maximum 24
Overall available marks 68



Part (b)

Discussion on Oxus's perspective:

• COS expenses are largely unrelated to advertising revenue and/or fixed except for sales commissions. Print 
costs are dependent on number and quality of pages. Mailing costs are determined by the number of 
magazines distributed. Other COS overheads are unrelated to advertising revenue and/or fixed in nature. It 
follows that COS expenses (except for sales commissions) are unrelated to advertising revenue generated. 
Costs will still be incurred whether R1 or R1 million of advertising sold 

COS not 
related
advertising
Fixed

1
1

• The current incentivisation structure is appropriate and drives the correct behaviour as the majority of 
Oxus’ costs are fixed in nature and the more advertising is sold, the higher profits the company will generate. 
Or discussion about why inappropriate as alternative.

Current 
appropriate

1
1

• Current GP% is 50.7% and forecast to be 52% in FY2012. By changing sales commission structure, sales 
persons will be better off if actual GP > 50% 
calculating the effect, let’s say FY 2012 (Gross profit will be = (22.3 + 4.3) = 21.28 x 80% = 17.02

GP up
Calc effect

1
1

• Alt: If sales commission is calculated on 20% gross profit before taking sales commission into account it 
would be beneficial, if complexly calculated to be 20% of gross profit after deduction of calculated sales 
commission, may not.  

How GP% 
calc? 1

• The new proposed incentivisation structure may encourage inappropriate behaviour on the part of 
salespersons: 

Inappropriate
cumulative

o Gross profit margins are a cumulative number (total sales less costs) and hence, individuals may not be 
rewarded for outstanding individual performance as their efforts could be negated by poor performers. Under-
achieving salespersons could be rewarded from the efforts of others 

Inappropriate
Individual

1
1

• Given that incentives will be based on individual magazine titles, salespersons will be encouraged to focus 
on the profitable titles and ignore selling advertising for less profitable magazines. This may result in a 
decline in overall company profitability. 

Focus 
profitable titles 1

To increase GP%, they may try and influence advertisers to design/include advertisements with lower colour 
content (lower quality ads) in order to save printing cost. This may benefit co, lower cost, or affect the look of 
the magazine.

Advert quality 
reduce for 
COS

1

• COS expenses may be beyond the control of sales persons so they would rightly feel that they may be 
prejudiced by other parties inefficiencies 

Beyond 
control 1

Identification of issues salespersons may have.

• It is debatable whether measuring of GP margin is currently correct. Editorial and journalist costs should 
perhaps be included in COS? 

GP% correct 
Edit, Journ

1
1

Contracts such as Savusa with a lower GP% would be discouraged incorrectly because of lower GP%. Savusa 
discouraged 1

Available 15
Maximum 7



Part c)

Potential positive consequences 

• Journalist costs are fixed whether they write articles or not. Converting these costs into a variable expense 
would lower fixed costs and decrease operating leverage 

Variable
decrease OL

1
1

• Oxus may be able to reduce other costs by not employing journalists full time for example, less office space 
required, lower telecommunication costs etc 

Cost savings
Rent, phone

1
1

• May encourage journalists to be more efficient – if they are paid by the article then they will be less inclined 
to waste time but rather to produce as many quality articles as possible 

More efficient
1
1

• Oxus may be able to exert more influence over the quality of journalism – if standard of articles is 
unacceptable, Oxus would be able to switch to other journalists. If these journalists were employed by Oxus, 
the company would have to work on improving their performance 

Influence 
quality
Switch

1
1

• Oxus could limit costs per article as opposed to paying by the hour, an effective way to contain costs Lower costs
1
1

• Oxus will be able to increase its access to talented journalists – previously Oxus would have to manage its 
team internally. 

New 
journalists

1
1

Maximum for positive consequences 4

Potential negative consequences 

• It may be more difficult to enforce deadlines and performance if journalists are not employees Deadlines
1
1

• Outsourcing journalism may result in higher costs for Oxus as the better journalists could demand higher 
hourly rates for work done 

Higher rates
1
1

• Better journalists could be poached and permanently employed by other media groups thereby reducing 
the talent pool available to Oxus 

Poached
1
1

• Journalists may work for competitors thereby reducing Oxus’ competitive advantage? Competit adv
1
1

• There is no guarantee of availability of journalists – if all journalists are busy when Oxus requires service, this 
could leave the company in a very vulnerable position 

Availability 
Vulnerable

1
1

If the company fails to source quality articles as finding people takes time, advertising revenue may be lost. Lose revenue
1
1

Staff morale may decrease, particularly if the journalists preferred the stability of a fixed salary. Morale
1
1

Maximum for negative consequences 4
Overall Maximum 8
Overall available 26


