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QUESTION 2 60 marks 
 
OPM (Pty) Ltd (‘OPM’) is a private equity company that invests in established small to 
medium unlisted companies that have growth potential, within the agricultural and industrial 
sectors.  
 
Due to the higher risk associated with private equity investments, the directors target a 
return from OPM’s investments of an average of five percentage points above the return on 
the Johannesburg Stock Exchange’s Top 40 index in the medium to longer term. OPM has 
just over R2 billion invested at present, with individual investments ranging in size from 
R50 million to R150 million.  
 
Prior to making a new investment, OPM performs a thorough due diligence investigation of 
the target firm. Investment terms are stipulated to ensure success. These include incentives 
for operating managers of the target firm, a retention period for senior management and 
representation on the board of the target firm by OPM executives. 
 
In addition to senior management and the board of directors, OPM has the following staff 
complement: 

 Deal initiators – employees responsible for sourcing new private equity investments 
(target firms) and presenting findings to senior management. Deal initiators also 
negotiate with the target firm, based on a mandate from senior management that has 
been approved by the board of directors. The remuneration packages of all deal 
initiators have a performance element that is linked to the value created by their 
investments. 

 Back office staff – employees responsible for undertaking due diligence investigations 
and valuing investments for financial reporting and performance management 
purposes. This is undertaken for both potential new investments and existing OPM 
investments. It is done independently of the deal initiators, whose performance is 
based on the value created by investments. 

 Accountants and administrative assistants – employees responsible for compiling 
monthly management accounts, financial statements and other matters related to 
administration. 

 Cleaning and security staff. 
 
 

Back office division and Investment Oversight Committee 

 
The firms in which OPM has invested submit compulsory management and financial reports. 
When deemed necessary, back office staff undertakes surprise visits to these firms. These 
provide valuable information that assists with the monitoring of investments. 
 
Quarterly valuations are performed by the back office team and submitted to the Investment 
Oversight Committee of the board of directors. This Committee considers the assumptions 
used, assesses the accuracy of the data used and approves the final valuations. The 
Investment Oversight Committee comprises the following four members: 

 Mr Brian Heynes, CA(SA) – finance director and chairman of the Investment Oversight 
Committee. He has 15 years’ work experience within the financial services industry 
and has held these two positions at OPM for the past three years. 

 Mr Edward Sithole – chief executive officer and chairman of the board. He has recently 
been appointed to these positions after working for many years at a leading 
international mining group as managing director of their South African operations. 

 Ms Brenda Koopman, CA(SA) – a senior deal initiator who was co-opted onto the 
Committee during the 2013 financial year (‘FY2013’) after the resignation of a senior 
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board member who was also a member of this Committee. She is the best qualified 
private equity finance professional at OPM and is the wife of Mr Henry Koopman, who 
manages OPM’s back office division. 

 Prof. Melanie Naicker – independent non-executive director, who sits on the boards of 
two other listed companies. She has a PhD in strategy and has been employed with 
the specific aim of providing OPM with strategic insights with respect to their 
investment decisions.  
 

Investment in Crescent Chickens (Pty) Ltd  

 
In June 2014 Mr Henry Koopman tasked back office staff with performing the work 
necessary to value all of OPM’s investments at the end of OPM’s most recent financial year 
on 31 May 2014. Mr Koopman reviews all valuations before submission to the Investment 
Oversight Committee and his performance and remuneration are linked to the accuracy of 
the valuations as assessed by the Investment Oversight Committee. 
 
Details collected by a back office staff member relating to one of OPM’s investments, namely 
Crescent Chickens (Pty) Ltd (‘CC’), are presented in appendices A and B. The valuation of 
CC has not yet been completed as the staff member responsible for valuing the company 
has been booked off sick for an extended period. However, the deadline for submission of all 
of OPM’s investment valuations by the back office division to the Investment Oversight 
Committee is Monday, 30 June 2014. 
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Appendix A: Information relating to the valuation of CC 

 
Company background 
 
CC is a poultry producer operating within South Africa and was established in 1978. The 
company’s operations are predominantly located in KwaZulu-Natal, and through various 
brands it provides quality, affordable poultry products to customers throughout the country. 
The customer base of CC mainly comprises major food retailers as well as companies 
operating in the food services industry (such as fast food outlets). 
 
CC is regarded as a mid-tier poultry producer with approximately a 2% market share in 
South Africa, delivering an estimated 350 000 chickens per week to its customers. 
 
Acquisition by OPM 
 
OPM acquired a controlling stake in CC on 1 June 2010. Prior to this date the majority 
shareholders of CC were the management team members who had founded the company. 
The management team, all of whom are close to retirement, sold the majority of their shares 
to OPM in order to diversify their personal wealth prior to retirement. The terms of the 
acquisition required that the management team remain in the employ of the company until 
the end of FY2014. 
 
OPM paid R65 million for 60% of the equity shares of CC in issue – the purchase price was 
based on a price-earnings multiple of 8,0 applied to net profit after taxation for the year 
ended 31 May 2010. Subsequent to the acquisition, OPM streamlined and aggressively 
expanded CC’s operations by means of debt finance, as CC has historically had a very low 
gearing ratio. 
 
Industry and company update (as at 14 June 2014) 
 
The poultry industry has experienced significant pressures in recent years, mainly as a result 
of rising input costs and the inability to pass the cost increases on to customers. Selling 
prices have been constrained as a result of a flood of cheap chicken imports, which resulted 
in local poultry producers being price takers at the mercy of the large retail chains. In 
addition, the poultry industry remains fragmented, with no single supplier or group of 
suppliers dominating the market. This has placed additional downward pressure on 
operating margins. 
 
In line with the industry, CC has struggled to remain profitable and reported losses in recent 
years. However, it has managed to report a profit for its FY2014. 
 
Extracts from the draft financial statements for FY2014 as well as a projection of expected 
results for the next three financial years are presented in appendix B, together with selected 
supporting information which may be pertinent for the purposes of valuing CC. The forecast 
has been prepared by CC’s financial manager, who included the following comment when 
submitting the information to OPM’s back office: 
 

‘OPM has increased the financial leverage of CC to an exceptionally high level; hence my 
forecast has included a constant dividend policy (dividend cover of four times earnings) 
with excess cash being used to decrease debt levels in future years rather than reward 
shareholders. In addition to reducing CC’s excessive gearing, the implementation of a 
constant dividend policy will provide shareholders with greater certainty regarding future 
distributions.’ 
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Taking into consideration future economic projections and the state of the poultry industry, 
CC’s sustainable nominal growth rate beyond FY2017 is expected to be 6% per annum, 
largely due to its smaller size. The South African long-term nominal economic growth rate is 
forecast to be 8% per annum. 
 
Surprise visits during the year 
 
Two surprise visits were made to CC’s head office and operations by a team of back office 
staff members during the past two years. The following pertinent information was noted: 
 
22 September 2013 surprise visit 

 A new packaging process was installed during August 2013 which gives CC the edge 
over competitors, as no other chicken producer has a similar packaging process. This 
process guarantees what CC describes as a ‘fresher for longer’ product. 

 A new operations manager was appointed on 1 September 2013 after the unexpected 
resignation of the previous operations manager, who had worked for the company for 
23 years. In his resignation letter the former operations manager stated that his 
resignation was due to stressful working conditions and a breakdown in relations 
between the operations and finance divisions. 

 Overall employee morale appeared lower than on previous visits. 
 
13 June 2014 surprise visit 

 No significant business process changes had occurred since the surprise visit in 
September 2013 – all production processes, including the new packaging process, 
appeared to be operating well. 

 The operations manager who had been appointed on 1 September 2013 tendered his 
letter of resignation during May 2014 and will be leaving the employ of the company on 
30 June 2014. CC has not yet found a suitable replacement and has no suitably 
qualified internal staff members who would be able to fill the position. 

 Employee morale remains on the low side but seems to have improved since the last 
surprise visit. 

 
Other information 
 
The following market information has been gathered to assist with the valuation of CC: 

 The current yield on the R186 long-term government bond is 7,8% per annum, while 
short-term government treasury bills are yielding 4,9% per annum. 

 The prime overdraft rate is presently 8,5% per annum. 

 The average historic market risk premium for the South African equity market is 5,5% 
per annum. 

 Current information applicable to listed poultry producers and the wider agricultural 
sector is presented below: 

 

Variable 

Average value 
of all listed 

poultry 
producers 

Average 
agricultural 

sector 
value 

Levered beta 1,58 1,31 

Unlevered beta 1,26 1,02 

Debt-equity ratio 35% 40% 

Earnings before interest, taxation, 
depreciation and amortisation 
(EBITDA) multiple 

 
 

5,5 

 
 

6,7 
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Mr Henry Koopman believes the most appropriate way to lever and unlever betas is to use 
the following Hamada formula: 

 
BU = BL / [1 + (1 – T)(D/E)] 

 
Where: BU = Unlevered beta 
 BL = Levered beta 
 T = Taxation rate 
 D = Market value of debt 
 E = Market value of equity 
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Appendix B: Financial information relating to CC 

 
 

CRESCENT CHICKENS (PTY) LTD 
STATEMENTS OF COMPREHENSIVE INCOME  

FOR THE YEARS ENDING 31 MAY 

 Notes Actual Forecast Forecast Forecast 

  2014 2015 2016 2017 

  R'000 R'000 R'000 R'000 

Revenue   503 160   513 220   523 480   539 180  

Operating expenses 1 (450 810) (459 850)  (469 040)  (483 110)  

Depreciation   (25 340)   (26 280)    (26 940)  (27 480)  

Operating profit    27 010     27 090     27 500     28 590  

Interest income  2        620          580          410          420  

Interest expense 3    (7 350)    (6 890)     (5 130)     (4 600)  

Earnings before tax    20 280     20 780     22 780     24 410  

Income tax      (5 680)     (5 820)     (6 380)     (6 830) 

Net income       14 600     14 960     16 400     17 580  

Retained income at beginning of 
year    159 360   170 310   181 530   193 830  

Ordinary dividends declared   (3 650)     (3 740)     (4 100)     (4 400) 

Retained income at end of year    170 310   181 530   193 830   207 010  
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CRESCENT CHICKENS (PTY) LTD 
STATEMENTS OF FINANCIAL POSITION AS AT 31 MAY 

 Notes Actual Forecast Forecast Forecast 

  2014 2015 2016 2017 

  R'000 R'000 R'000 R'000 

ASSETS      

Non-current assets     175 680    179 630    183 220    188 710  

Property, plant and equipment 5   175 180    179 630    183 220    188 710  

Deferred taxation 4          500              –                –                –    

Current assets     103 870    100 080    104 690    106 760  

Inventories       14 280      12 830      15 700      16 180  

Biological assets 6     35 770      35 930      36 640      37 740  

Trade and other receivables 7     39 300      41 060      41 880      43 130  

Cash and cash equivalents 2     14 520      10 260      10 470        9 710  

      

Total assets     279 550    279 710    287 910    295 470  

      

EQUITY AND LIABILITIES      

Ordinary share capital 8     12 000      12 000      12 000      12 000  

Retained earnings     170 310    181 530    193 830    207 010  

Non-current liabilities       52 500      38 590      35 000      29 980  

Interest-bearing borrowings 3     52 500      35 000      31 340      26 210  

Deferred taxation 4             –          3 590        3 660        3 770  

Current liabilities       44 740      47 590      47 080      46 480  

Current portion of interest-bearing 
borrowings 3     10 170      11 670      10 440        8 740  

Trade and other payables       29 940      30 790      31 410      32 350  

Provisions         4 630        5 130        5 230        5 390  

      

Total equity and liabilities     279 550    279 710    287 910    295 470  

      

 
Notes 
 
1 The operating expenses for FY2014 include remuneration paid to the management 

team that founded CC and who were required to remain in the employ of the company 
until the end of FY2014. Their remuneration was approximately R2 500 000 less in 
aggregate during 2014 than the amount a similar management team would have been 
paid at market rates. This has been taken into account in the forecast figures. 

 
2 Interest income comprises interest on CC’s cash balances. Cash and cash equivalents 

reflect operating cash requirements. 
 

3 Interest on long-term borrowings is payable at a variable rate linked to the prime 
overdraft rate. The interest rate payable is set at 250 basis points (2,5%) above the 
prime overdraft rate. 

 
OPM’s target long-term debt-equity ratio for CC is 25% and is based on market 
values, although the forecast which was prepared by the financial manager did not 
incorporate this. 
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4 CC had an unutilised assessed tax loss of R12 580 000 on 31 May 2014. This has 
correctly been accounted for and the benefit thereof was fully recognised in 
accordance with IAS 12, Income Taxes, resulting in a net deferred tax asset balance in 
the 2014 statement of financial position. 
 

5 CC accounts for all property, plant and equipment in accordance with the cost model 
of IAS 16, Property, Plant and Equipment. Property, plant and equipment are reflected 
at a book value close to the assets’ market value, except for the items specified below: 

 Land and buildings acquired on 1 June 1990 at a cost of R3 800 000 now have a 
market value of R30 million. The property is used for operations and had a book 
and tax value of R2 million on 31 May 2014. The fair value of the property was 
R12 500 000 on 1 October 2001. 

 Equipment with a book value of R15 600 000 has an estimated market value of 
approximately R4 million. 

 
6 Biological assets comprise chicken breeding stock and broilers (chickens specifically 

bred for meat production). These assets are measured at their market value. 
 

7 When the financial manager submitted the financial information to OPM’s back office 
he indicated that a major customer had filed for bankruptcy on 12 June 2014. The 
customer comprised 4% of the outstanding trade and other receivables balance at 
31 May 2014, after 50% had been provided for in the form of an inclusion in CC’s 
allowance for doubtful debts at year end due to a poor settlement history and long 
overdue invoices. Initial indications are that CC will receive no compensation in 
respect of the amount owed. 
 

8 Ordinary share capital comprises 1 500 000 shares in issue. The shares are held as 
follows: 

 

Shareholder 
Number of 

shares held 
Percentage 

shareholding 

OPM 900 000 60% 

Management team (founders) 450 000 30% 

Employees 105 000 7% 

Ms Lauren Heynes (wife of Mr Brian 
Heynes – the Finance Director of OPM) 

 
45 000 

 
3% 

 
The transferability of CC’s ordinary shares is restricted in terms of a ‘right of first 
refusal’ clause in the shareholders’ agreement in terms of which shareholders are 
required to offer any shares they intend to sell to other shareholders before such 
shares may be offered to third parties. 

 


