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1. Peter Armitage abridged CV

1987 - 1990:

1991:
1991 ~ 1993:
1993:
1994 - 1999:

2000 - 2002:

2002 - 2003:

University of Nata] {Durban): Bachelor of Commerce
Unisa: B Compt (Hons) (part time)

Articles with Deloitte and Touche

Qualified as Chartered Accountant

Worked as an analyst at Deutsche Bank and Memill Lynch, advising
institutional investors on SA equities (fundamental valuations and buy
or sell recomumendations).

* Achieved 17 number one ratings in the armual Financial Mail
survey in five different sectors. This is the most achieved by any
analyst in the SA market.

* My analysis covered the gaming ané IT sectors, both locally and
globally.

¢ In 1999 I was rated the top analyst in the country in a survey by
Finance Week.

* In 1999 I was awarded the PMR Golden Arrow for the analyst
“most respected by his peers”, in a survey among institutional
investors.

Joined AfniCam as CEQ. AfriCam was SA’s most visited internet site,
showing live animals in the wild to millions of interet viewers
globally. As part of AfriCam I launched Wild|ifewins.com, an internet
site which incorporated 2 lottery with the proceeds going to wildlife
organisations.

Self-employed, including the launch of website called Investor
Campus.com, which sells investment courses teaching investment
theory and advising amateur ang professional investors on how to
evaluate investments. ] also wrote 2 book, “AfriCam — The Show Must
Go On”, which covered the rise and fall of AfriCam (the site is stil]
running, but in a scaled-down form).

July 2003 to present: Employed by Nedcor as Head of Research (non-mining), in

charge of a team of professionals analysing the SA stockmarket,
Nedcor Securities is the top-rated local institutional stock-broking
firm.
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2. Preface to my statement

The work I have done in preparation for this statement includes:

* Perusing the interim and fina] results amouncements of Corpeapital and the
relevant financial statements,

* Reviewing the valuation of Cytech (for the sake of simplicity I refer to the internet
gaming company in question as Cytech throughout the document) at the valuation
dates which matched the interim ang fina} reporting periods.

* Assessing the reasonableness of the methodologies used to arrive at the valuations
of Cytech.

* Assessing the reasonableness of the assumptions made in the Cytech forecasts and
the caleulation of the forecasts themselves,

¢ Assessing the reasomableness of the “inputs” into the valuation models {eg.
WACC, terminal values etc),

* Discussing the business with the management of Corpcapital.

, e Comparing the vaJuations with my own experience of internet and, more
specifically, intemet ganting ventures as both an analyst and part-owner of
comparable businesses (AfriCam and Wildlifewins). In particular, 1 made
reference to the timing of the valuations, bearing in mind the global expectations
(and valuations that followed) of the growth of the internet.

I have not:
* Reperformed the calculations in question and have relied on their mathematical
ntegrity.

» Stated an opinion on the accounting treatment adopted by Corpcapital. 1 believe
this has been covered extensively by others.

I'have assumed that:

* The mvestigators have perused the information given to me. This includes
Corpeapital’s indicative valuations at each six month valuation date, graphs of
forecasts and the actual numbers achieved and the Corpeapital Cytech
valuation submission to the investigators.

I feel well qualified to state an opinion on Cornca ital’s treatment and involvement in
Cytech, given my expericnce as analyst, investor and owner of comparable companies
during the period in question.

I have never had, and do not have a financial interest in Corpeapital or Cytech,
although [ am being paid a market-related hourly rate for the work conducted. I have
made it clear to Corpcapital that my view will be independent and they may only
make use of this statement in its entirety.
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3. Background to the phenomenon of the internet

In order to form a view on the perceived prospects of Cytech at each valuation date, it
1s crucial to understand the phenomenon of the intemet. This was the time and
environment in which Cytech operated.

The graph below shows the Nasdag Composite Index. Over three-quarters of the
shares listed on this index are [T/internet/internet-related shares and in the investment
community it is considered a fair proxy for the global valuation of internet shares.
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The internet had its origins in the US Defence, who developed the network as a
communication tool. In the mid-1990’s its usefulness as a business and consumer tool
became apparent.

It was a phenomenon that impacted almost everybody’s lives and it was easy for the
man-in-the-street to conceptualise it changing many aspects of life. Over the course of
the late 1990’s thousands of internet businesses were launched. Valuations rose
rapidly for five years and an unprecedented amount of venture capital funds were
made available for all the new ideas that surfaced.

This led to a listings boom and hundreds of internet businesses listed on the Nasdag
and other similar markets around the world. As the graph above shows, the Nasdag
index doubled from 1000 in 1995 to 2000 in Iate 1998. It doubled 2gain from 2000 in
late 1998 to 4000 in late 1999, The index peaked at close to 5000 in early 2000.

There has never been a rise of this magnitude in any market in such a short time
pertod in history and the vauations of internet shares rose to levels which defied any
logic. Historic valuation methodologies were abandoned and many shares traded at
20x to 100x their fundamental valuations.
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Significantly, almost any internet-related share was “given the benefit of the doubt™ in
terms of valuation and the best case was discounted. Virtually new businesses were
routinely rewarded with valuations discounting the next ten years of aggressive
growth and it is not an overstatement to say that “a good idea could be listed”. A

track record was ngt considered important,

The charts below show the rapid rise (and subsequent decline) of Yatioo and
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A period of unprecedented volatility followed from March 2000 to the end of 2001,
but by the end of 2001 the Nasdaq index had begun a sustained decline back towards

the 2000 mark. It is Important to note that even this 2000 level represented
yaluation levels well ahead of that arrived at by applying “traditiongj" valuation

methodologies.

Some anecdota) highlights of the internet phenomenon during the period mentioned
above were as follows:

» In August 1995, Netscape Communications Corp, a 16-month-old Mountain
View company was going public. Netscape issued 5 million shares to the
public and kept another 33 million for executives, venture capitalists and other
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carly backers. The 10 August closing price left the company with market
valuation of $1.96 billion. It was the biggest [PO in history ...

The penetration of the internet continues apace and Network Solutions
registers its 2 millionth domain on 4 May 1998.

The intemet started to enter a valuation boom in late 1998, On 13 November
1998, its first day of trading, Theglobe.com’s stock shoots from $9 to $97,
momentanily giving 1t a market capitalization of nearly $1 billion -
approximately 370 times the amount of revenues the company has bocked in
its nine months of existence.

January 1999 marked the beginning of THE boom year of the internet, which
continued a few months into 2000. Entrepreneurs who wanted to take full
advantage of the internet bubble needed to do so in 1999,

Memli Lynch analyst Henry Blodget writes the following in a column for
News.com in Janvary 1999: “Unlike with other famous bubbles ... the internet
bubble is riding on rock-solid fundamentals, perhaps stronger than any the
market has seen before. Underlying the crazy price increases are the
foundations of what could become the early 21st century's leading growth
companies..,. Just because the internet stock phenomenon looks like a bubble,
it isn't a given that the bubble will burst.”

In its prospectus, Buy.com unveils history’s most elegant business mode}: “We
sell a substantial portion of our products at very low prices. As a result, we
have extremely Jow and sometimes negative gross margins on our product
sales.”

Later in 1999, Time Magazine places Amazon CEO Jeff Bezos on 1ts cover
and anoints him “Person of the Year”.

business.com (just the domain name!) is sold for US$7.5million on 30
November 1999 (it was purchased in 1997 for US$150,000).

In December 1999, Mark Shuttleworth concludes an agreement to sell his
Thawte business to competitor Verisign for US$575m worth of Verisign
shares. He is the only shareholder of Thawte. His business reportedly had
turnover of R25m, made a small profit (<RI1m) and had 40 employees.

“The greatest legal creation of wealth in the history of the planet.” That's how
the pre-eminent venture capitalist John Doerr of Kleiner Perkins Caufield &
Byers has nsistently described the technology business explosion of the last
few years (and has been quoted ad nanseam for doing so).

Boo.com calls it quits in May 2000, selling its assets for less than $2 millicn
(the name and trademarks are bought by Fashionmall.com, which relaunches
the site as a content-driven fashion portal). “It's easy for the press to say that
we spent $135 million on Concordes and Champagne,” Malmsten says to the
New York Times, “but we only drink vodka.”
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To give the reader further flavour for this era of the nternet, I include and extract
from my book, Af¥iCam, The Show Must Go On-

“The first quarter of 1999 saw the e-commerce wave getting stronger and stronger. At
that time, [ was an analyst at Meml] Lynch and was asked to advise clients on
whether they should be invested in internet shares. The shares already looked horribly
overvalued, but nobody knew that many were about to escalate another 200% from
their stretched valuations.

Indeed, nobody in my research department had seen anything like it. The old sages
had called the market overvalued when the Nasdaq had hit 1000. It was now over
2000 and they were calling for a crash. The young bulls talked about the “new
economy”. Things were different this time around and companies like Yahoo, eBay
and Amazon.com were going to rule the world. Down at the southern tip of Africa, we
were at a loss to explain the valuations, and so we took refuge in the advice of our
colleague, Merrill Lynch’s American internet analyst, Henry Blodget.

The Street.com (www.thestreet.com) wrote of Henry Blodget: “In a volatile and
rapidly changing industry, Henry Blodget saw the potential early on. In a famous
December 1998 call, Blodget set a then-unheard of 400 target (prespjit) for
Amazon.com, and the stock broke through it less than a month later, gaining 128%.
Now that the consumer intemet industry is entering a more ‘mature’ phase of
development, investors hope Blodget will be nght again in helping them identify
winners. Says one portfolio manager: ‘He makes the tough calls, using common sense
in the irrational world of internet stocks.” Another concurs: ‘Henry has a realistic
assessment of growth rates in emerging tech companies, unlike the others’.”

One of our South African institutional clients asked for a conference call with the now
acknowledged guru of this new medium. Qur client posed the obvious question to
Blodget:

“But even if these companies grow at 100% per year for five years, their valuations
would not be justified.”

Blodget explained that the valuations were becoming increasingly irrelevant: “The
world has changed and these shares are the way to get exposure to the future. The
economy has changed and new forces will become the biggest companies.”

“But Amazon.com is worth more than the biggest traditional competitor by S00% *
was the retort.

“Look, sure the valuations look high, but you have to remember that if the internet
companies are as successful as projected it will mean that traditional competitors will
see a significant decline in value, so the difference in valuation could well be
justified.”

While the average price-earnings multiple over time for the US market is 25 times
(that is, you pay for around 25 years eamings when you buy the company), &
company like Yahoo was trading at around a S00 times price-eamings multiple. This
meant that you were paying for the next 500 years of eamings when you bought the
share. This was justified by the high growth rate that Yahoo was likely to expenience,
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meaning that it would be 100 years before you got your money back, rather than 500
years. 100 years!

The debate continued on the international teleconference for 20 minutes and both
parties regurgitated the same arguments that investors all over the world were
proposing. The bears pointed to irrational valuations. The bulls consistently used the
word “new” as a preface. The new economy, the new world, the new way of
transacting. The new way of making money.

Our South African client was a little disappointed. He expected to hear some new
wisdom from the Merrill Lynch whizzkid. He wanted to believe; and was almost
willing Blodget to give him some rational justification for making an investment in
Intermnet shares.

But in reality, Blodget was just another merchant banker riding the wave. He was a
journalist-turned-analyst who oaly a few years back had been poached from another
stockbroking firm by Merrill Lynch to explain the iaternet wave to its clients. In truth
it needed a joumalist more than an analyst, as clever words had a better chance of
convincing investors than traditional spreadsheets.

Then Blodget made an astounding statement that devalued every fundamental premise
of investment theory: “You see, you're probably right about the valuations. But you
cannot afford not to be invested. You should buy into internet shares because they are
going up and if you do not own them, you will lose money.”

Blodget himself was clearly riding the internet wave, It was apparent that he himself
had no magical justification for the valuations. But the trend was upwards and if the
trend remained upwards he could continue to earn millions of doilars on investment
banking deals. But he was right about the advice from a share price direction
perspective. At least for the time being.

Qur investor eft with his tail between his legs and immediately bought some shares in
a selection of internet companies. He was defeated into investing.”

Relevance of the shove to Corpeapital / Cytech

The explanation of the environment above is important from the perspective of
Corpeapital / Cytech for the following reasons:

* Therc was a strong global belief (among investors and the “man-in-the-street”)
during this time period that the usage of the internet would grow by a compound
30-50% for the foreseeable future. This, and more, was discounted into share
Pn'ccs at the time.

* It was understandable that Corpcapital would have used the views of the research
compames that it utilised for its forecasts for the sector. They seemed very
credible, given the global environment.

* Businesses in this era were valued at very high levels at an early stage of
development. Because of the rapid rise of the intemet very few businesses had
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track records and investors were prepared to discount the future at a very carly
stage of their life cycle.

The most extreme example I can recall of this was Lastminute.com which listed
on the London Stock Exchange in early 2000 at 2 value of GEP].] billion, with
only GBP200 000 of historic revenue. (In the year ended 30 September 2002 the
business generated turnover of GBP35m, which is marginally less than the
USS$55m tumover that Cytech forecast for 2002 in its August 2000 forecast),
Businesses were vajued based on projections, rather than history.

¢ When shares listed, they routinely traded at levels far in excess of traditional
valuation faxameters. Cytech was positioned for a listing and I bejieve that had the
company listed at the appropriate time, it is quite possible that it could have traded
at a value of well over US$100m.

* The best South African example is Mark Shuttleworth’s Thawte business. This
business sold for 172x its turnover. With the benefit of hindsight, this appears
) completely irrational. The business which bought Thawte (Verisign) never came
anywhere near meeting its forecasts and the share price has declined from a high

of US$260 to a current US$10.

It is important to note that Cvtech was never valued in_line with the valuation
levels achieved on the Nasdag and other IT-biased stockmarkets. Traditional
valuation methods were applied in the valuation of Cytech (Discounted Cash Flow)
and there was tremendous upside from this in the event of a sale or listing. While the
valuation methodology applied was appropriate and conservative, the forecasts were
overly aggressive (with the benefit of hindsight). However, this must be viewed in the
context of the consensus views of the growth potentia] of the internet.

If one compares the timeline above with the Cytech valuations, my view is that the
rapid appreciation of the Cytech valuation does not appear unreasonable give the
circumstances. It was common at the time.

In fact, by not revaluing Cytech, Corpcapital could have been misleading investors. In
’ other words, if Cytech had listed or been sold prior to 2001, it is probable that a value
well in excess of the Corpeapital valuation would have been achieved. If Corpeapital
had continued to carry the investment at book value and the value was realised,
mvestors might have sold their Corpcapital shares without knowledge of the upside,
which would have been considerable (70% of the Corpcapital share price at the time).

To illustrate this point, Corpcapital’s market capitalisation at 31 August 2000 was
R476m, which equated to around US$68m. If Cytech had listed at a value of
US$100m, the Corpeapital portion of the value would have been US$47.5m, which
equated to 70% of the Corpcapital market capitalisation.

In my view the directors had a responsibility to indicate the fair value (at least using
traditional measures) at the time.

Comparisons of the timelines of the Cytech valuations and the Nasdaq index seem, at
face value, to indicate that Corpeapital should possibly have decreased its valuation of
Cytech more rapidly. However, it must be bome in mind that the valuation
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methodology never factored in the “irrational upside” ang that the same “traditional”
valuation methodology was usec throughout the period, taking account of reasonable
expectations based on the most recent trading period.

In addition, the valuations of the online gaming shares did not decline as much as the
Nasdag, as to a certain extent their valuations were based on profits and cash flows (or
at least the prospect thereof) rather than hype. In fact, the PE’s of online gaming
companies rerated to a premium relative to the index.

10
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4. The South African experience

To put the Corpeapital / Cytech valuation issue in context I have listed below the
experiences of a number of South African businesses. I have focussed on the
businesses which had/have international reach, as Cytech was not a SA business in
any way other than share ownership,

4.1, AfriCam.com

I 'was CEO of AfriCam.com, and hence have intimate knowledge of what the
business experienced. AfriCam was, and is, an internet portal which hosts live
cameras 1n the wild on geographic areas which have a high density of wildlife (eg.
waterholes). At its peak it attracted 38 million page impressions per day from
viewers in 160 different countries (SA was less than 15% of the traffic).

AfriCam never reached profitability as the company, ke many others in this
space, never found a way to “monetize the traffic”. I list below a timeline, with a
) focus on valuation:

September 1998:

February 1999:

June 1999:

September 1999:

March 2000:

The business was founded by Graham Wallington and Paul
Clifford and AfriCam.com went live. Two cameras were placed
in trees at Djuma Game Reserve on a waterhole. The novelty of
being able to see wildlife live on another continent appealeqd to
internet viewers globally and the sight rapidly achieved
800,000 page impressions (visits) per day. The founders spent a
total of +/- R100 000 on the business prior to the first
transaction.

A consortium of investors {including Jonathan Beare and JSE-
listed Peregrine) purchase 25% of the business from the
founders at a valuation of US$4m (only five months later). At
this stage the business had no revenue, Jjust two cameras in a
tree,

This rise in real value is far more dramatic than the valuation

of Cytech.
I joined the business as CEQ from Merrili Lynch.

With US$40 000 per month in revenue, African Harvest Capital
and Real Africa purchase a stake in AfiCam (from the
previous comsortium) at a value of R100m (+/- US$14m).
Business plan is developed in tandem, forecasting F2001
tumover (year cnded February) of R50m and a profit of RSm.

This represents a 20x forward PE on the Jorecast earnings,
compared to the 6x to 8x used for Cytech.

A new investor is introduced into the business. Peter
Henderson, representing tvbus.com commits US$1Sm to the
business at a value of US$45m. In the year ended February

11
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May 2000:

September 2000:

October 2000:

November 2000;

February 2001:

>»>

2000 AfnCam generated R4.5m (US$560 000) of revenue and
had R6m (US$750 000) of costs. This had resulted in 2 net loss
of R1.5m (US$190 000). This is significantly below the
forecasts.

This US345m value compares to the highest value of US$56m
applied to Cytech. AfriCam never had a fraction of Cytech’s
turnover and never reached profitability, compared to
Cytech’s peak of USS718 000 profit in January 2001
(annualised US$8.6m)

Firm listing proposal received from JP Morgan indicating
vatuation range of US$80m to US$270m ("). Memmill Lynch
also verbally commits to underwriting listing at value of
US$200m. The listing process was started, but delayed due to
the decline in the Nasdaq index.

It is interesting to note the methodology used by JP Morgan
(then called Flemings): beta = 1.8%, WACC = 17%,
sustainable growth rate = 5%, DCF forecast period = 10 years.
AfnCam forecast for year ended February 2003 of US$12m
tumnover and profit of US§im. The business never achieved a
fraction of this. '

The Cytech assumptions were all considerably less aggressive
than those used by JP Morgan.

AfriCam decides to change its software platform to launch its
supscription service, using Aqua Online (coincidentally the
same software developer as Cytech moved to).

Venfin (Rembrandt investment trust) makes a written offer to
the AfriCam board at a value of R125m (+/- US$12m). The
Board turns this down, as it is considered too low.

Irrational value siill prevalent well after the decline af
Nasdaq.

Brait agrees to invest in our new lottery  concept
(Wildlifewins.com) at a value of USS4m (for a business that
had not started). We turned down this offer and received a
similar valuation from a consortium of Australian investors.

Investors are clearly happy to value “the future”, even after
the initial Nasdaq decline.

AfriCam was not achieving even a fraction of its turnover
forecasts. n the year ended February 2001 AfriCam generated
R15m (USS$1.8m) of revenue and had R20m (US$2.5m) of
costs. Ths had resulted in a net loss of RSm (US$625 000).

12
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Ironically this is similar to that of Mark Shuttleworth’s Thawte
business.

The AfriCam experience was more typical of the internet
experience, where turnover forecasts were never achieved and
significant losses were made. Cytech, by comparison came
close to achieving its forecasts and made real cash profits.

July 2001: AfriCam’s new software platform launches six months late. It
is a disaster and Jimits the company’s ability to generate
revenue from subscriptions, which was a major part of the
revenue plan,

August 2001: AfiCam runs out of cash afer tvbus.com goes bankrupt and
cannot fulfil its commitment. Tvbus.com forgoes its shares in
the company. A consortium invests R2m to “save the business”
at a value of R10m. Wildlifewins.com launches with a forecast
of year 1 tunover of US$2m. Only US$500 000 is achieved.

October 2001:  AfriCam goes into liquidation.

There are a number of similarities between AfriCam and Cytech. The valuation
increased rapidly and both businesses missed to opportunity to cash in on the
irrational valuations. Both businesses suffered from changing software
platforms. The key difference between the two was that Cytech could justifiably
be valued on DCF principles, whereas AfriCam never reached profitability.

4.2. Thawte
Extract from the book: “AfriCam ~ The Skow Must Go On™

“We desperately needed to find another investor to replace Middlemas and I had
approached Mark Shuttleworth, the now famous AfroNaut (he subsequently
became the second “space tourist” in history and the first African) and
entrepreneur.

Twenty-six year-old Shuttleworth had swapped his South African founded Thawte
digital certification business in early December 1999 for US$575m worth of
Verisign shares. He was the South African success story of the intemet. His Cape
Town-based business was relatively small, with Jjust over 40 employees but
Vensign, the market leader in this industry, wanted to buy him out to give
themselves more pricing power.

The primary secret behind Shuttleworth’s business success was uming; he was
able to take advantage of the internet boom before it fizzled out. He eventually
sold his business only three months before the Nasdaq peaked.

Rumour has it that in the prior year, Thawte had generated R25m in turnover and
had made a small profit. But Nasdag-listed Verisign was trading at enormous
multiples and only needed to issue less than 2% of its shares to buy its biggest
competitor, which was how Verisign viewed the purchase. The income statement

13
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of Shuttleworth’s business did not really matter. Ironically only a few months
carlier JB and Duarte had turned down Mark’s offer to se}) the business to them at
a value of R100m. They felt that kind of valuation was Just not justified. This was
2% of the eventual selling price.

This is an indication of the irrational nature of valuations in this era. What was not
worth US$10m to one investor was worth US$575m to another investor a few
months later.

The Thawte sale was the only rea] taste that South Africa had of internet mania
and the extent thereof. It also made for a good story - Shuttleworth had set up
Thawte working out of his parents’ garage just outside Cape Town a few years
prior. There were many transactions similar to that of Thawte in the US and many
new dollar millionaires emerged.

Because of its international audience, it could have been possible for AfriCam to
participate in this mania, but we were too late. By the time AfriCam was having
its first discussions with Mexrill Lynch, Shuttleworth had already sold and cashed
in. But there was a crazy time where these valuations really were achieved.

Shuttleworth got the sale right in many respects, and the South African exchange
control regulations worked heavily in his favour. The South Afiican authorities
ruled that he had to bring all of the money back to South Africa and this meant
that he could insist that there were no restrictions on him selling his Verisign
shares. It is standard practice in this type of transaction for the seller to be forced
to retain the majority of his or her shares for a two or three year-period.

Shuttleworth was able to sell his shares and sell them he did. Within a few months
he had sold most of his shares for hard cash, which he brought back to South
Africa. With the subsequent decline of the Nasdaq, which Verisign followed, if
Shuttleworth had been forced to keep his Verisign shares they would have been
worth US$23m at the time of this book going to print.

When Shuttleworth sold his Thawte business, Verisign was trading at around
US$200 per share. The share price eventually peaked at US$260, but by early
2002 the price of Verisign shares had declined by 96% to USSS. The total value of
Verisign at the end of December 2002 was USS$1.7bn. This would mean that to
effect a similar transaction today the company would have had to issue
Shuttleworth with 33% of their shares, compared to the less than 2% at the time of
entening into the Thawte transaction.”

The story of Thawte is an indication of what has possible and Cytech could well
have cashed in on these kind of valuations. However, like AfriCam, Thawte
never produced earnings which justified these valuations, Cytech, by
comparison, generated profits whick Jjustified a traditional valuation.

4.3.Moneyweb

Moneyweb.com was one of the few internet businesses that listed in SA, where
the internet phenomenon was for more muted. Only businesses with an

14
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international customer base (like AfriCam, Cytech and Thawte) participated fully
n the valuation boom.

Nevertheless, it is relevant to observe the Moneyweb experience. Moneyweb.com
is the country’s leading financial website, which is effectively an online financial
newspaper. The company listed on 17 June 1999 at a value of R75m (R1 per share
X 75m shares). It had historic revenues of R].]m and profits of R362 000. This
equated 10 a valvation of 75x turnover and PE of 207x {compared to 1.36x
tumover and an 8x PE for the Cytech August 2000 valuation).

The share price rose to a high of R1.80 (value of R135m), which equated to a
forward PE of 96x based on the prospectus forecasts. The share price graph is as
follows:

MONEY WEB HOLRINGS LIMITED
Monthly 6/3011553-1/30/2003

8o}
1

404

J[J[f\{ﬁOiNiD.JiF}MlAfMI:JiJiA]SIOIPJID]"JJF-‘»MiAjM]J]J]f.]S:;OiNED‘J]FJM]A[M[Ji.}iAﬁ]O[N]OiJIF‘M'
1599 Ctwee T T 06 T T
) — MONEY WEB HOLDINGS LIMITED (33)

In the table below we show the Moneyweb forecasts at the time of listing (from
the public prospectus) and what was achieved:
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Moneyweb - Year ended 31 March ! onoﬂ F2901 2001 F2003
i ‘Turnover forecast per the prospectus RS$.8m Ris.S5Sm
Actual achieved R4.0m R10.8m
% of forecast achieved 69% 69% ‘\
Attributable earnings per prospectus Rldm R6.3m
Amributable earnings achieved R1.5m R2.4m
%o of forecast achieved 107% 38%
)
Turmover in subsequent periods ! Ri3.8m R15.5m
| Anributable camings in subsequent periods | ' R1.7m R19m !
% of F2001 forecast _—_“TWM i | o 27% 30% i

The experience above, in terms of underperformance relative to forecasts, is
typical of the internet era, where the entire industry was too optimistic. Cytech’s
performance relative to forecasts was considerably better than that of Moneyweb.

In Moneyweb’s first year, turnover was 31% less than forecast. Profits in year two
were only 38% of the forecast and these declined even further in F2002 and
F2003.

This was a typical intemet experience, where market forecasts were well ahead of
what was actually achieved.
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5. High level overview of Cytech valuations

We have shown above the environment in which Cytech operated. It is clear that a
value in excess of US$100m could have been realised for Cytech at its peak, but
management prudently/appropriately never factored this into the valuation of the
business. A US$100m valuation would have equated to a forward 19x PE on the
forecasts established at August 2000, which is far below the valuations routinely
achieved on listing on the Nasdaq, or similar markets.

The methodology used was in line with the methods that are traditionally used to
value shares on the JSE. The DCF, PE and multiple of tunover are still routinely used
to value shares on the JSE.

In assessing the reasonableness of the valuation, one must distinguish between 1) the
structure / inputs (eg. WACC, terminal vajue etc.) and 2) the forecasts. At a high
level, our view of the inputs and forecasts is as follows:

5.1. WACC

The 24% Weighted Average Cost of Capita] is suitably conservative. To put this
in context, this is the highest WACC that I have seen for the valuation of listed
shares. The average WACC that I currently use for listed shares is 15% (based on
Rand earnings). Cytech applied a 9% “risk” premium in the WACC (in addition to
the 4.5% market risk premium) to take account of the higher premium for
gambling, which is suitably conservative. In the JP Morgan valuation of AfriCam,
they used a WACC of 16%, for US$-based earnings.

e impact of a higher WACC is to reduce the valuation.
p

3.2. The forecast period

Corpcapital only used a three year forecast period in its valuation of Cytech,
which is very conservative for a DCF calculation, and takes cognisance of the
forecast risk. In conducting DCF valuation on listed shares, the industry “norm” is
to use a five to 15 year forecast period, or even 20 years in the case of mining
shares. Generally the terminal value assumes a much lower growth rate than that
used 1n the forecast period, so the shorter the forecast period, the Jower the
valuation.

The combination of a three year forecast perjod and a 3% terminal growth
thereafter is very prudent.

Notably, in order to justify ever-increasing valuations, Nasdaq analysts generally
increased their DCF forecast periods (with high compound growth being
sustained) to arrive at higher values.
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5.3. Terminal value

The theory behind a terminal value is that at the end of the forecast period the
business still has a value (especially after a short three year forecast). This value is
calculated and then discounted back 1o a current vajue using the WACC.,

The methodology used to value Cytech is the Gordon’s Growth Model, where a
terminal growth rate is assumed. The terminal growth rate is generally a premium
over inflation. ie. the real rate of growth of the compaxy in perpetuity. Cotpeapital
used a 5% terminal growth rate in its August 2000 valuation and 3% thereafter
{with the reasoning that the inflation rate had declined).

In our view this is very conservative, as mdustry forecasts all predicted growth
rates in excess of 20% for an extended period, while Corpeapital was forecasting
the growth rate slowing down to inflation after year three,

An appropriate reasonableness check for the terminal value is the PE multiple that
this represents. For example, the US$44m terminal value in the August 2000
valuation represents a 3.3x PE on the year 3 earnings. This confirms our view that
that terminal value is suitably conservative.

5.4. Forecasts

The forecasts are the numbers which “populate” the structure which utilises the
inputs above. I have stated that I view the structure of the DCF and the inputs are
suitably conservative.

It 1s a fact that, with the benefit of hindsight, the forecasts were regularly too
aggressive. To put this in context, the achieved revenues, as a % of what was
forecast was as foljows:

Aug 2000 forecast to 12 months ending May 2001: 88%
Feb 2001 forecast to 12 months ending Nov 2001 70%
Aug 2001 forecast to 12 months ending Aug 2002: 68%
Feb 2002 forecast to 12 months ending Feb 2003: 47%

It must also be bomne in mind that these forecasts were the basis for the indicative
valuations, many of which were decreased to arrive at the actual valuation used
{eg. value used 22% lower than indicative value in Feb 2002).

While the “under-achievement” of forecasts could justifiably be criticised, the
documentation provided to us indicates that, the valuers certainly did apply their
minds to the forecasts and attempted to take all known factors into account. In my
experience, in a declining turnover scenarjo management generally over-estimates
the timing and extent of a recovery.

I'do not view the first three achievements (88%, 70% and 68%) as a material
underachievement in the context of the environment. In my experience the
majority of businesses with exposure to the intenet never came anywhere near
meeting their forecasts. This is shown in the AfriCam, Wildlifewins and
Moneyweb examples shown earlier. In addition, very few Nasdaq businesses met
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forecasts, which resulted in a 90%+ decline in the share prices of most intemet
shares, for those that did not liquidate.

It must also be borne in mind that the higher WACC and short forecast period are
intended to cater for forecast risk.

The declining percentages above would seem to confirm our view that the
valuation should possibly have been decreased faster, as it became evident that the
business would not reach the initial perceived targets.

However, I have not seen one intemet forecast where the forecasts were achieved
and in the context of “achievement of forecasts”, the ratios above are among the
best that [ have seen in the “intemnet era”. In the case of AfriCam, for example,
less than 10% of forecasts were achieved. The demise of 90% of internet
companies would confirm this statement.

5.5. Qutputs

The forward PE serves as a reasonableness check against the output from the DCF
calculation, and the forward PE’s of the valuations at each reporting period were
as follows:

Fwd PE
Auvg 2000 forecast: 8x
Feb 2001 forecast: Tx
Aug 2001 forecast: 8x
Feb 2002 forecast: 6x
Aug 2002 forecast: 5%

In my view, the forward PE's above arc very conservative given the PE’s
prevalent at the time and the projected growth rates, To put this in context, the
forward PE of the JSE Securities Exchange currently (which is considered to be
undervalued) is 11.8x.

The Cytech August 2000 vauation was US$44.8m and the actual profit achieved
for the 1Z months ended September 2001 was US$4.48m. This equates to an
actual PE of 10x, which 15 well below market averages and I believe conservative.

5.6. General conservatism

Throughout the valuation processes I also found evidence of general
conservatism, which would seem to indicate that management applied its mind to
achieving a fair valuation. Evidence of this is as follows:

e The forecasts were continuously downgraded to take account of new factors
and current trading conditions.

» The terminal growth rate was reduced from 5% to 3% in the August 2001
valuation.

e The WACC was not reduced when interest rates declined in the US.
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* Some of the indicative valuations were scaled down for the purposes of the
final valuations reflected in the Corpcapital accounts. For example:
©  Aug 2000 value used of US$21.3m vs indicative value of US$27.0m.
o Feb2001 value used of  US$27.1rm vs indicative value of US$27.3m.
©  Aug 2001 valve used of  US$26.3m vs indicative value of US$28.9m
© Feb200Zvalueused of  US$19.3m vs indicative value of US$24.6m.
O Aug2002 value used of US$10.4m vs indicative value of USS11.5m
* In February 2002 the compound turnover growth rate was 18% per annum,
which 15 extremely low in comparison to industry forecasts. It was only
assumed that June 2001 revenue would be reached again in May 2003.

6. Specific valuations

[ have perused the Cytech valuations at each of the valuation dates. Below I give my
summary view of each valuation. I have not repeated tae valuation motivation at each

period, which is wel] documented by Corpceapital, but rather given general comment.

Aug 2000 valpation: US%44.8m

WACC 24%:
Terminal growth rate 5%:
Effective forward PE 8x:

Forecast:

Subsequent analysis:

Suitably conservative

In line with inflation. This is very conservative given
industry forecasts and a three yeer forecast period.

Very conservative given industry valuations and the
valuation of virtually any stockmarket in the world (JSE
= 18.5x PE)

Forecast appears reasonable given industry forecasts
and the experience of the business to date. The forecast

also included two months of actual performance. The -

forecast was achieved for the first eight months of the
year, with the last four months behind forecast.

The actual profit achieved for the year ended 31 May
2001 was US$4.5m, so the actual PE on the first year of
eamings was 10x. I believe the forecast was reasonable
given the facts known at the time.

February 2001 valuation: US$37.2m

WACC 24%.:
Terminal growth rate 3%:

Effective forward PE 7x:

Forecast;

Subsequent analysis:

Suitably conservative

Reduced from 5% given decline in inflation. This is
very conservative given industry forecasts and a three
year forecast period.

Very conservative given industry valuations and the
valuation of virtually any stockmarket in the world (JSE
= 15x PE)

The forecasts appear reasonsble given that in the four
months prior to the forecast, profits had been
exceptional.

The actual profit achieved for the year ended Nov 2001
was US33.9m, so the actual PE on the first forecast year
of earnings was 14.6x. So even though only 47% of

faVaY
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profit forecast was achieved, the valuation, in hindsight
looked full, but not unreasonable. | believe the forecast
was reasonable given the facts known at the time.

In a January 2001 Mermrill Lynch report on Ladbrokes, a WACC of 14.5%, a 15-year
forecast period and a perpetual growth rate of 3% was used. A value of GBP854m
was arrived at, without any profits generated before 2004,

Meri)] Lynch estimates in January 2001 that the online gambling market could reach
GBP123bn by 2015.

Bear Sterns estimates that onjine gaming could be a US$5bn industry by 2003.
At this stage of the market, even though the Nasdaq index had declined sharply,
valuations were still very high and the market was stil] optimistic about the future,

Augyst 2001 valuation: US$55.4m

WACC 24%: Suitably conservative
) Terminal growth rate 3%:  In line with inflation. This is very conservative given
industry forecasts and a three year forecast period.

Effective forward PE 7x:  Very conservative given industry valuations and the
valuation of virtually any stockmarket in the world (JSE
=11x)

Forecast: Note that the surplus cash of US3.5m was brought into
account i this valuation. There were justifiable reasons
for the forecast, but management was probably not
conservative enough in respect of the impact of the
software change. However, there was a precedent where
a competitor changed to the same software and there
was relatively little impact. The environment was
changing and although management took account of the
softening trend, not enough provisien was made for the
impact it would have on the business. This was a
common mistake at the time. |n addition, nobody could

) have forecast the events and impact of the September 11
US terrorist attack. This made forecasts prior to this
date Jook high in many businesses globaity.

Subsequent analysis: The actual profit achieved for the year ended Aug 2002
was US$2.2m, so the actual PE on the first forecast year
of eamings was 25x. This was largely due to only 32%
of forecast profits being achieved, as opposed to
overvaluation in the first place. The valuation
methodology and process was sound, but the forecasts
were impacted by the facts above. This proved to be the
most aggressive of all the valuations. I do not, however,
question management’s belief in the forecasts at the
time, as it was an evolving industry which flattered to
deceive.
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February 2002 valuation: US$40.6m

WACC 24%:
Terminal growth rate 3%:

Effective forward PE 6x:

Forecast:

Subsequent analysis:

2y jon;
WACC 24%:
Terminal growth rate 3%:
Effective forward PE 5x:

} Forecast:

Subsequent analysis:

7. Specific issues

Suitably conservative

In line with inflation. This is very conservative given
industry forecasts and a three year forecast period.

Very conservative given industry valuations and the
valuation of virtually any stockmarket in the world (JSE
= 14x PE)

There was only 2 margina] increase in tumover forecast
for the next 12 months, while the margin was predicted
to increase as a result of the new software platform etc.
I da not believe that the forecast looks aggressive, given
what was known at the time.

The actual profit achieved for the year ended Aug 2002
was US$1.9m, so the actual PE on the first forecast year
of earnings was 21x. Even with the underperformance
relative to forecast, the valuation looks generous, but
still justifiable. This was largely due to only 28% of
forecast profits being achieved, as opposed to
overvaluation in the first place. The valuation
methodology and process was sound. With hindsight,
the forecasts were aggressive, but the motivation was
sound. The fact that management materially wrote down
the mvestment gives comfort that they were attempting
to be conservative. 1 am more comfortable with this
valuation than the prior valuation.

21.8m

Suitably conservative

In linc with inflation. This is very conservative given
industry forecasts and a three year forecast period.

Very conservative given industry valuations and the
valuation of virtually any stockmarket in the world (JSE
= 11.5x)

Conservative assumptions made on turnover growth and
cost reductions forecast. Looks reasonable, but the risk
of forecasting at this stage is high.

The actual profit achieved for the year ended Aug 2003
was circa USS1.5m, so the actual PE on the first
forecast year of earnings was 14.5x. This still looks full,
but not unreasonable.

Corpeapital asked me to address some specific issues:

2) At August 2000 the business was only two vears old and operated in an

uncertain industry:

As we have indicated throughout this document, the value of internet businesses
rose rapidly. A few months trading history was often the foundation for a Nasdaq
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listing. Cytech had a reasonable trading history in the context of the intemet.
Industry forecasts were also very builish about the prospects, even taking into
account the legal uncertainties. Having launched an online lottery business at the
time, there was a common perception that any change in regulations would be
overcome and that the threat was not that great. With hindsight, it was the
unanticipated actions of the banks, rather than the regulators, who were ultimately
the biggest risk to the industry.

b) Is a DCYF valuation relevapt or appropriate?

DCF is a commonly accepted methodology and the inputs into a calcuiation can
take into account the degrees of risk inherent in the operating environment or
forecasts. A PE based valuation, taking into account valuations at the time, would
have given rise to a far higher valuation. The DCF was appropriate because the
business was generating cash,

¢) Cash flows are forecast into perpetuity

As stated earlier, the calculation of a terminal value is logical. At the end of three
years the business has a value. The valuation that Cytech amrives at represents
around 3x the year three earnings, which is very conservative.

d) The underlying accounts were reviewed and not audited

While an audit is obviously preferable, an auditor’s review should not be taken
lightly. History shows that there was no material misstatement of numbers and
hence I do not believe this is an issue.

Conclusion

Having been integrally involved in the internet environment as both an analyst and
internet business founder and CEO, I do not believe that the Cytech valuation was
inappropriate or imational given the circumstances. In fact, management had a
responsibility to shareholders to reflect a market-refated value for the Cytech. Had
this not been done, investors could have been misled and sold the share. (/ have not
stated an opinion on the accounting treatment of the valuation).

I believe that management of Corpcapital followed a disciplined and diligent process
in arriving at the valuations. The valuation methodology used to value Cytech was
more conservative than I currently use for listed JSE shares.

For onlookers who did not have exposure to the intemet environment, the two factors
which appear aggressive are 1) the growth rate in the forecasts and 2) the speed at
which the vajue was increased. However, if viewed within the context of the market
conditions at the time (and the examples shown earlier in this report), I do not
consider these out of the ordinary or unreasonable.

The Cytech valuation is one of the more conservative internet company valuations
that [ have encountered.
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Cytech missed its profit forecasts, but as I have shown above, almost all management
tearns in this era forecast profits well ahead of what was eventually achieved. It is
easy to criticise the forecasts with the penefit of hindsight, but I am comfortaple that
management applied their minds at the time of each valuation and their expectations
were not out of line with what was expected by the market as a whole. Based on my
experience, | would pe surprised if more than 5% of intemet businesses achieved the
forecasts they set in 2000.

The only criticism of the valuation which one could possibly justify is that 1t was not
decreased fast enough, in the context of the decline in the value of the Nasdag.
However, | do believe that: 1) management was confident of reaching the new
forecasts, 2) the value was never actually based on Nasdaq vajuations and 3) the
forecast risk was very high in a highly volatile environment. The high WACC of 24%
took account of the high forecast risk.

However, as we have shown in our calculations above, even with the benefit of
hindsight (factoring in lower profits than forecasts), the valuations are stilt defensible.
) This is not the case with the majority of internet businesses.

The other key fact to bear in mind is that Cytech was and is a “real” business. While
90% of internet businesses never reached profitability, Cytech was generating strong
cash flows (with a peak of US$718 000 in the month of January 2001). The company
was in the fairly unique position of having an income statement which justified a PE-
based valuation. Hence the valnation was one based on fundamentals rather than
hype. This gave me a great deal of comfort in arriving at my conclusions.

Based on the evidence [ have seen, I do not believe management made any conscious
attempts to inflate the valuation of Cytech and in many instances management
tempered the justifiable forecasts. Jt is important to note that subsequent to the August
2000 valuation (which is the one with which I am most comfortable) not one input,
assumption, or other variable was ever adjusted upwards {ie. to increase the valuation)
in the subsequent periods. I belicve that the various values reflected in the balance
sheet of Corpcapital were a reasonable estimate of the valuc of the business at the
particular point in time (¢xcept perhaps for the initial phases prior to August 2000
when the investment was clearly undervalued).




