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Figures are labelled in SAR, KSAR (thousands of SAR) or MSAR (millions of SAR).

MINI-CASE STUDY


You have just been hired to assist the CFO of a Saudi Hotel Group (SHG), a family-owned hotel group which owns and manage four 3 and 4 star-hotels with about 30 rooms each all located in Jeddah. The company is owned by non-Saudi resident liable to income tax. SHG also owns 2 restaurants but plans to sell them in the medium term in order to focus on its core business: hospitality. SHG employs 66 full-time employees.

To accelerate its development, SHG plans to buy another family-owned hotel company (MH) with one hotel and a seafood restaurant.

For this purpose, the SHG board asks you to briefly diagnose the MH company performance and assess its value. You are also questioned to analyze the opportunity to sell the seafood restaurant.




Part 1 – MH Company Business Valuation


All questions can be handled independently with the information provided in the appendices.

1.1 MH company performance (Appendix 1)
From the consolidated financial statements, you will determine the return on capital employed (ROCE) and the return on equity (ROE) for the MH Company. You will also compute the operating margin rate for the last three years. A 20% corporate tax rate will be used. You will justify, explain and interpret each calculation.


	CALCULATION OF ROCE
	N
	N-1
	N-2

	EBIT
	372.0
	286.0
	274.0

	TOTAL ASSETS
	4136.0
	4087.0
	3047.0

	CURRENT LIABILITIES
	1296.0
	1212.0
	1035.0

	CAPITAL EMPLOYED
	2840.0
	2875.0
	2012.0

	ROCE=((EBIT/CAPITAL EMPLOYED)*100)
	13%
	10%
	14%



Although the return on capital employed had decreased in the year N-1, there has been an improvement in the measure as seen by the recovery to 13%. This is a good reason to believe that the company offers a return on capital employed of 13.5% which is the average of the two closest returns for the previous three years. Comparing the performance in year N-1 to the other two years, there is a reason to believe that something beyond the control of the company happened and as such the performance for the year could not be a good predictor of the status of the company
	CALCULATION OF ROE
	
	
	

	SHAREHOLDERS EQUITY
	1424.0
	1676.0
	949.0

	NET INCOME
	204.0
	160.0
	152.0

	ROE=((NET INCOME/SHAREHOLDERS EQUITY)*100)
	14%
	10%
	16%



Investors in MH Company expect a return of approximately 15% as calculated using the two years showing a correlation in the same. The values have been arrived at by dividing the net income of the company by the shareholders equity and then expressing it as a percentage. SMH Company can then compare the return with their expected return and decide if it is a good investment to buy. It can also be evaluated based on the market return.
	CALCULATION OF OPERATING MARGIN
	
	
	

	EBIT
	372.0
	286.0
	274.0

	NET SALES
	4160.0
	3511.0
	3217.0

	OPERATING MARGIN=((EBIT/NET SALES)*100)
	9%
	8%
	9%



MH Company generates an operating profit of approximately 9%. This has been arrived at by considering the operating profit and the net sales of the company. To know whether the acquisition can improve on the operations of SMH group, the investors can compare the operating margin to theirs and see if the acquisition will lead to an improvement or disintegration in their profitability. Possible consequences which can emerge after integration in to their operations should also be considered and a determination be made on how it will affect the operating margin of the group.
1.2 The MH company weighted average cost of the capital (Appendix 2)
Since the MH company is not listed on a stock market, it is not possible to easily compute its cost of capital. Using data provided in appendix 2, you will estimate the weighted average cost of capital (WACC) of the MH company based on data from comparable listed companies.


	
	A
	B
	C
	

	V=D+E
	600
	800
	800
	

	WEIGHT OF DEBT=D/V
	33%
	38%
	50%
	

	WEIGHT OF EQUITY=E/V
	67%
	63%
	50%
	

	
	
	
	
	AVERAGE WEIGHT

	DEBT WEIGHT ROUNDED OFF
	30%
	40%
	50%
	40%

	EQUITY WEIGHT
	70%
	60%
	50%
	60%

	
	
	
	
	

	
	
	
	
	

	WACC CALCULATION FOR MH
	
	
	

	COST OF EQUITY(Ke)
	12+4=
	16%
	
	

	COST OF DEBT(Kd)
	8(1-0.2)=
	6%
	
	

	
	
	
	
	

	WACC=(Wd*Kd)+(We*Ke)
	12%
	
	
	



The weights of both debt and equity have been obtained for the comparable firms and an average have been obtained to estimate the weights for the MH Company. It can be seen that equity is relatively higher that debt in the value of the MH Company and also in the industry as seen by the values computed for the related firms. Using the weights and costs of both equity and debt as computed, the WACC for MH Company is determined as 12%. This shows that at an average, the costs of all financing means of the company have a cost of 12%. Compared to the returns on both equity (15%) and capital employed (13.5%), the business is a good venture as investors will get a return higher than the cost of the funds invested in the company.
1.3 The MH company Business Plan (Appendix 3)
Based on the financial data projections, you will estimate the free cash flow to the firm (FCFF) over the next five years.




	YEAR
	NET INCOME
	DEPRE/AMORTIZATION
	CHANGE IN WC
	CAPEX
	FCF

	N
	204
	152
	14
	142.0
	200.0

	N+1
	66.2
	176
	228
	147.7
	-133.5

	N+2
	84.3
	202.4
	66
	153.6
	67.1

	N+3
	97.3
	222.6
	50.6
	159.7
	109.6

	N+4
	107.3
	233.8
	27.8
	166.1
	147.2

	N+5
	109.2
	238.4
	11.7
	172.7
	163.2



In determining the free cash flows, the net income for the years have been determined using the assumptions in how its determinants vary. The same has also been done for all other variables and the free cash flows for each of the years then determined using the formulae;
 
 The results have indicated that over the next five years, the company will have positive free cash flows except in year N+1 where the company will have a considerable negative cash flow. This will largely be influenced by the changes in working capital requirement of the company and as such should not be seen like an indicator of a bad venture.
1.4 The MH company valuation with the DCF method (Appendix 4)
Following multiple meetings and exchanges, MH’s weighted average cost of capital and its business plan are reviewed. Using Appendix 4 assumptions, you are asked to assess the MH equity value using the discounted cash-flows method (calculations in thousands of SAR).


	FCF
	N+1
	N+2
	N+3
	N+4
	N+5
	TERMINAL VALUE

	FCF
	             150,000 
	         170,000 
	         200,000 
	         240,000 
	         280,000 
	                 2,856,000 

	DISCOUNTING TO YEAR N
	
	
	
	
	
	

	YEAR
	1
	2
	3
	4
	5
	5

	PVIF 12%,N
	0.8929
	0.7972
	0.7118
	0.6355
	0.5674
	0.5674

	PV OF CASHFLOW
	             133,935 
	         135,524 
	         142,360 
	         152,520 
	         158,872 
	                 1,620,494 

	VALUE OF CASHFLOWS
	         2,343,705 
	
	
	
	
	

	CASH AND CASH EQUIVALENTS
	             147,000 
	
	
	
	
	

	FIRM VALUE=PV OF CASHFLOWS+CASH
	         2,490,705 
	
	
	
	
	

	DEBT VALUE
	         2,720,000 
	
	
	
	
	

	EQUITY VALUE=FIRM VALUE-DEBT VALUE
	-229,295 
	
	
	
	
	



Equity value has been determined by first determining the firm value using the free cash flows arrived at as a result of multiple meetings and exchanges. The free cash flows have all been discounted to the present value using the rate of 12%. The terminal value have also been obtained by discounting the steady cash flows considering the constant growth rate and the rate of return expected by the investors.
The results indicate that MH Company has a negative equity value and as such it is not advisable for SHG group to acquire the company. This is because if acquired, the result will be an overall decrease in the wealth of SHG investors, something worth avoiding as the ultimate goal should be increasing the net wealth of investors.
1.5 The MH company valuation with multiples (Appendix 5)
You are also asked to assess the equity value of the MH company with the multiples of its operating income and net income using Appendix 5.

	
	A
	B
	C
	AVERAGE

	OPERATING INCOME MULTIPLE
	10
	11.43
	10
	10.48

	NET INCOME MULTIPLE
	12
	12.5
	17.78
	14.09

	
	
	
	
	

	MH COMPANY VALUATION
	
	
	
	

	
	
	
	
	

	
	OPERATING INCOME MULTIPLE
	NET INCOME MULTIPLE
	OPERATING INCOME
	NET INCOME

	
	10.48
	14.09
	350
	230

	FIRM VALUE USING EBIT MULTIPLE
	3,668
	
	
	

	FIRM VALUE USING NET INCOME MULTIPLE
	3,240.7
	
	
	

	
	
	
	
	

	EQUITY VALUE=FIRM VALUE-DEBT VALUE
	
	
	

	EBIT MULTIPLE
	948
	
	
	

	NET INCOME MULTIPLE
	520.7
	
	
	



In order for the related companies to predict the performance of MH Company, an average of both the operating multiple and the net income multiple is obtained. The multiples are obtained by dividing the firm values by the specific firm values by both the operating and net incomes for each company. The net income and also the operating income of MH Company are then multiplied by the average of the multipoles from the comparable firms in order to arrive at the approximate firm value. Firm value from operating income has been obtained as KSAR 3,668 while using the net income multiple is KSAR 3,240.7. After deducting the debt value from the firms, equity value is obtained. An average of the two equity values can be used which is KSAR 734.35. This shows that the company has a positive equity value and thus SHG Group can acquire the company. The maximum price which SHG group should pay is the average equity value as beyond that it will be paying more for less which will decrease its value.
1.6 Conclude on the opportunity for the Group SHG to acquire the MH Company. Write a brief note for the members of the Board of Directors in the form of a summary note to explain if SHG Group have to buy or not the MH Company (1-page max).

Different evaluation methods have given different suggestions on viability of MH Company for acquisition but they have tended towards it being favorable. Considering the company weighted average cost of capital and the returns it promises, it is a favorable target as it promises better returns that it costs to finance the operations of the company. On determining the cash flows for the business for the near future, apart from in year N+1, the others have a positive free cash flow which is good for company and it makes it a good target for acquisition.
The third method which have been used is the discounted cash flow method which has given a negative equity value showing that the company is not favorable for acquisition as that will reduce the SHG group net worth. Valuation has also been made using the EBIT and net income multiples and this has given a positive equity value for MH Company.
Based on the various methods which have shown that MH Company is a good target for acquisition, management of SHG group can be advised to acquire the company as this will boost its value. Care should however be done as the discounted cash flow method which actually deals with the real value of the firm based on assumptions about the future show it as unfavorable for acquisition.

Part 2 – Restaurant Performance Analysis


The management of SHG Group wishes to focus on its core business. Consequently, SHG plans to sell the two restaurants or to outsource its day-to-day management to a service provider.

Using Appendix 6

2.1 Calculate the net income from the restaurant operations.

	net income computation
	

	Total sale=average covers*Days in a year*ave menu price
	1058200

	Less cost of sales
	

	Raw material cost=30%*total sales
	-317460

	Labor cost=10%*total sales
	-105820

	Occupation cost
	-180000

	Gross profit= total cost-cost of sales
	454920

	
	

	Less other expenses
	

	Fixed admin expenses
	-320000

	General expenses
	-180000

	Net income= Gross profit -Expenses
	-45080




2.2 The Group's management is questioning the viability of the economic model of the two restaurants for the volume of activity. Is it appropriate to rely on the result obtained in question 1 to make the decision to close the restaurants or to sell them?

Management decisions are very complex and especially if they involve disinvestment or investment which involves huge capital commitments. Due to such complexity, decision making should be based on a complete analysis of the problem in hand and complete information. All possible alternatives should be considered and each evaluated to identify possible viable alternatives.
It is not advisable to rely solely on profitability alone to make a sell or closure decision of a business. The underlying factors limiting the profitability should be considered and different case scenarios be analysed before making the decision.

2.3 Compute the margin on variable cost and the margin on specific cost (specific costs are costs which are generated by the restaurant operations only). Specify the contribution of this approach for the decision.

	net income computation
	

	Total sale=average covers*Days in a year*ave menu price
	1058200

	Less cost of sales
	

	Raw material cost=30%*total sales
	-317460

	Labor cost=10%*total sales
	-105820

	Occupation cost
	-180000

	Gross profit= total cost-cost of sales
	454920

	
	

	Less other expenses
	

	Fixed admin expenses
	-320000

	General expenses
	-180000

	Net income= Gross profit -Expenses
	-45080

	
	

	Margin on variable cost= Gross profit/variable cost*100
	75%

	
	

	Margin on specific cost=Gross profit/Fixed cost*100
	91%



Based on the analysis above, variable costs are contributing more to profitability compared to the specific cost. This analysis is important as it has identified the type of cost that consumes most of their profits. Management should look into the issue and identify the possible ways of reducing the specific costs. It can also be interpreted that there are better possible ways of saving on the variable costs and as such management should exploit every possible opportunity.
The management has contacted a catering service provider to take in charge this activity. This provider, aware of the impossibility of increasing the capacity in number of tables because of the restaurant size recommends reducing the average time spent by the customers.

2.4 Assuming a decrease in the time spent to eat, calculate the number of menus to be served to reach a profitability target of 60,000 SAR/year? Deduct the average time spent by a customer taking his/her lunch. Is the result consistent?


	Total fixed cost
	

	Fixed admin expenses
	320000

	General expenses
	180000

	total
	500000

	
	

	Total variable cost
	

	Raw material cost=30%*total sales
	317460

	Labor cost=10%*total sales
	105820

	Occupation cost
	180000

	total
	603280

	
	

	Contribution per unit=selling price-variable cost per unit
	9.457796

	
	

	Break even with target profit=(Fixed cost+target profit)/Contribution per unit
	59,197



 For the company to make the target profit, there needs to be 59,197 meals served in the year.


	Break even with target profit=(Fixed cost+target profit)/Contribution per unit
	59,197

	
	

	Services in lunch=3/1.5*130*130
	33,800

	[bookmark: _GoBack]
	

	Services in the evening
	25,397

	
	



After deducting the possible number of meals served in the lunch break, the hotel would remain with 25,397 meals to serve in the year which translates to 196 meals per day. Considering the capacity in the evening due to more available hours, the hotel can maximize and do better than the break even and earn profits.









Appendix 1

Financial statements – MH company (in KSAR)


[bookmark: OLE_LINK1][image: ]
Note: Provisions for pensions can be considered as a Financial Debt to compute the Net Debt.





Appendix 2

Estimated Weighted Average Cost of Capital for the MH company

To estimate the weighted average cost of capital of the MH company, a cost of equity of approximately 12% plus a 4% illiquidity premium will be used since the company is not listed. Given its financial situation, the MH company management estimates that it can borrow at an interest rate of 8% before tax. The financial structure will be rounded to the nearest (for example, we will retain 40% instead of 38%). The corporate tax rate is 20%.

Appendix 3

Assumptions for the MH company Business Plan

[bookmark: OLE_LINK8]The forecasted turnover for the year N+1 is estimated at 4.4 million SAR. You anticipate an increase in turnover in N+2 of +15%, +10% in N+3, +5% in N+4, then a stabilization of growth at 2% per year. The projected operating margin rate is +4% for N+1, +5% for N+2 and +6% for subsequent years.  Depreciation expense is estimated at 4% of revenues, as well as CAPEX. The working capital requirement is assumed to equal 10% of the current yearly revenues.

Appendix 4

Business valuation using the discounted free-cash-flows method

After a complete analysis, it was decided to use a 12% weighted average cost of capital and the following free-cash-flows projections:
[image: ]

Beyond the year N+5 (and over an infinite horizon), it will be retained a constant growth rate of 2% per year for the FCFF. The net debt value will be equal to the accounting (balance sheet) value.

Appendix 5

Business Valuation using multiples

A sample of three comparable companies (A, B and C) has been selected to evaluate the MH company.
The value drivers (or multiples) used for comparison are following:
· the forecasted (N+1) operating income,
· the forecasted (N+1) net income.

[image: ]

Concerning the MH company, the forecasted operating income is estimated to be 350 kSAR and the net income part of the group is estimated at 230 kSAR.


Appendix 6

Operating business conditions of the two restaurants

The SHG Group owns two restaurants. For an average of 370 covers a day spread over the two restaurants during the peak period (about 130 days per year) and for an average menu of SAR 22, the cost structure of the restaurants is presented as follows:
- the average cost of raw materials represents 30% of the average menu.
- the variable cost of human resources (mainly servers) represents 10% of the average menu.

Fixed human resources costs which are assumed to be independent from the number of menus served amount to SAR 320,000 a year. General expenses excluding rent, assumed to be fixed, amount to SAR 180,000 and correspond to non-stored purchases (water, gas, etc.), insurance premiums, advertising, banking services, financial charges and taxes. Occupancy costs (rents if hired, depreciation, loan interest, etc.) represents an amount of SAR 180,000.

The restaurant capacity depends on the number of tables and seats available, 60 for the first restaurant and 70 for the second, and the range of service hours (from 12:00 to 15:00 and 19:00 to 22:00). At noon, the management observes that a customer stays in average on the table for an hour and a half. Both restaurants have limited capacity and do not fill up during the service range. In the evening, the restaurant makes an average of 110 seats and it seems difficult to consider an increase in this number because of the lack of available space.
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MSAR Company A Company B Company C

Operating income 60,0 70,0 80,0

Net Income 50,0 64,0 45,0

Value of Debt (M SAR) 200,0 300,0 400,0

Value of Equity (M SAR) 400,0 500,0 400,0
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Income statement N N-1 N-2

Revenues 4160,0 3511,0 3217,0

Operating expenses (except deprec. & amort.) -3636,0 -3091,0 -2814,0

Depreciations & amortization -152,0 -134,0 -129,0

EBIT 372,0 286,0 274,0

Other operating revenues and expenses -42,0 -29,0 -30,0

Operating Income 330,0 257,0 244,0

Financial revenues 5,0 5,0 6,0

Financial expenses (interests) -80,0 -62,0 -60,0

Financial income -75,0 -57,0 -54,0

Income tax (20%) -51,0 -40,0 -38,0

Net income 204,0 160,0 152,0

Balance Sheet - Asset N N-1 N-2

Goodwill 933,0 972,0 520,0

Other intangible assets 320,0 320,0 180,0

Tangible assets & real estate 1277,0 1282,0 937,0

Other non-current assets 98,0 103,0 81,0

Total non-current assets 2628,0 2677,0 1718,0

Inventories 531,0 520,0 457,0

Receivables 630,0 580,0 475,0

Other receivables 200,0 102,0 107,0

Cash & cash equivalent 147,0 208,0 290,0

Total current assets 1508,0 1410,0 1329,0

TOTAL ASSETS 4136,0 4087,0 3047,0

Balance Sheet - Liabilities N N-1 N-2

Shareholders equity 1416,0 1199,0 1063,0

Long term financial debt 988,0 1131,0 563,0

Provisions for pensions 220,0 343,0 276,0

Other non-current assets  216,0 202,0 110,0

Total non-current debt 1424,0 1676,0 949,0

Short term financial debt 99,0 92,0 134,0

Other short term liabilities 47,0 68,0 35,0

Suppliers payables 552,0 478,0 395,0

Other debt from operations 378,0 305,0 256,0

Bank overdraft (short term debt) 220,0 269,0 215,0

Total current debt 1296,0 1212,0 1035,0

TOTAL LIABILITIES 4136,0 4087,0 3047,0
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FCFF (in KSAR) N+1 N+2 N+3 N+4 N+5

Free-cash-flows to the Firm (FCFF)  150,0 170,0 200,0 240,0 280,0


