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l .  Execut ive summarv

The valuation of Cytech Ltd was evidently capable of reasonable

measurement at each valuation date in the period investigated.
The valuations were based on Cytech's actual performance and
the reasonable projection of expected future cash f low
per formance-

These pro ject ions,  whi le  opt imis t ic ,  were robust ly  d iscounted and
def la ted in  the ant ic ipat ion of  s ign i f icant  r isks to  the company,

thus reducing the va luat ions.

The valuat ions were not  based on extant  market  mul t ip les.  Thus
the so ca l led " i r ra t ional  exuberance"  subsequent ly  at t r ibuted to
the s tock-markets  in  th is  per iod d id not  d is tor t  the va luat ions.
CorpCapital 's valuation of Cytech at February 2000 appears to
have been undervalued by around 30%. CorpCapital attr ibute a
value of  $5.7m. This  va luat ion was not  based on the same model
as subsequent ly  appl ied.  l t  seems reasonable that  the procedures

used for  subsequent  va luat ions should have been appl ied.  There
was mani fest ly  a  market  for  such businesses at  the t ime and the
business was cash f low posi t ive.  A fu l l  va luat ion was feas ib le .
The va luat ion model  appl ied f rom August  2000 onwards is  the
textbook s tandard for  such companies.  The model  was carefu l ly
appl ied,  the va luat ions seem to have been under taken wi th  great

care, the process was weli documented and very easy to review,
the va luat ion was the subject  o f  an adequate contro l  process and
the va luat ion est imates seem to be reasonable and fa i r ,  subject  to
the issues ra ised above.
Unl ike many in ternet  companies on- l ine cas inos represent  a long
establ ished industry  being d is t r ibuted v ia  a new technology.  This
impl ies that  on- l ine cas inos would have a lower r isk  prof i le  than
the average internet company and therefore warrant a higher
value.

The fact  that  the va luat ion of  Cytech has subsequent ly  been
rev ised downwards does not  prov ide ev idence that  the ear l ier
va luat ions were unreasonable.  F i rs t ly ,  expectat ions at  the t ime
appear  to  have been reasonable even though they may have
turned out  not  to  be fu l ly  rea l ised and secondly  the ext remely



high d iscount  ra tes appl ied by management  imply  that  a

s ign i f icant  amount  of  uncer ta in ty  was ant ic ipated.
.  The va luat ion methods appl ied by CorpCapi ta l  are not  unusual

and they appear  to  have been appl ied proper ly  resul t ing in

reasonable va l  uat ions.



2.  Cenera l  ln t roduct ion

This  repor t  is  based on in format ion and explanat ions suppl ied to  me by

the management  of  CorpCapi ta l .  I  was granted unfet tered access to

mater ia ls  and the for thr ight  explanat ions of fered,  which were the

subject  o f  corroborat ion where necessary,  have prov ided an adequate

basis  to  form an independent  op in ion on the va luat ions of  Cytech LTD
(Cytech) carried out by CorpCapital..The valuation period for this report

is  def ined as the per iod February 2000 through August  2002.  This

inc ludes s ix  va luat ion dates at  ha l f -year ly  in terva ls .  This  repor t  focuses

on the review of the "lndicative Valuation" reports produced at al l  but

the f i rs t  o f  the va luat ion dates.  These repor ts  are comprehensive and

est imate the to ta l  va lue in  US dol lars .  Thereaf ter  the CorpCapi ta l 's  share

of  47.5% is  computed and the resul tant  amount  is  conver ted to  SARand

at  prevai l ing exchange rates.  F ina l ly ,  in  August  2000 the Rand amount

was further reduced by 20% to account for any residual r isk before

inc lus ion in  the CorpCapi ta l  accounts.

ln  complet ing th is  invest igat ion i t  was not  considered appropr ia te to

carry  out  an a l ternat ive va luat ion.  ln  the process of  th is  invest igat ion

the " lnd icat ive Valuat ion"  repor ts  were thoroughly  rev iewed;

management  was extensive ly  in terv iewed on a l l  aspects  of  the

valuat ion;  independent  repor ts  on the industry  were analysed and the

valuat ions were benchmarked to a peer  group of  s imi lar  companies

I  was very impressed by the qual i ty  o f  the va luat ion repor ts ,  the models

employed are textbook applications, and the reports are very careful ly

la id  out  wi th  a l l  assumpt ions c lear ly  ident i f ied.  ln  fact  I  was taken by

surpr ise that  such a t ransparent  va luat ion process would requi re my

rev iew .  Nevenhe less ,  l unde rs tand  the  se r iousness  o f  t he  ove ra l l
process and I  have thoroughly  rev iewed the va luat ions.  The next  sect ion

addresses the speci f ic  issues that  were ra ised by management  as being

centra l  to  the invest igat ion.  lhave ra ised the key issues in  each sect ion

and  lp rov ide  op in ion  as  app rop r ia te .  The rea f te r  l i den t i f y  a  conce rn

regard ing the va luat ions in  the 2000 f inancia l  year .  The repor t

cu lminates in  the overa l l  conclus ion that  the va luat ions produced by

CorpCapi ta l  were reasonable,  subject  to  the var ious comments I  make

wi th in  th is  repor t .  Throughout  I  re fer  to  the under ly ing investment  as

Cytech even though for  the in i t ia l  per iod i t  was t rad ing under  the name

Neta inment .
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3. Addressinq thg-K-g-y areas of co-ncern

The management  of  CorpCapi ta l  ident i f ied a number of  key areas that

they wished to be speci f ica l ly  addressed.  This  sect ion prov ides my v iew

on each of  these.  ln  th is  sect ion the issues are presented in  bold text

and my comments are i ta l ic ised.

3..|  " ln order that CorpCapital 's investment in Cytech could be

accounted for at fair value the value had to be capable of

rel iable measurement. l t  is suggested that i t  was not so for the

fol lowing reasons:

'  At August 2000 the business was only two years old.

Businesses with a short track record are valued and traded all the

time. Although Cytech is not listed there is no doubt that there

was a market far such an investment at the time of the valuation.

ln my experience it is very common to establish a fair market

value for a business at this staqe of its life and earlier.

.  The business operated in a new uncertain industry,

It is true that there were considerable risks faced by the industry.

These were fairly accounted for in the valuations via the very high

discount rate which reduced the amount of the valuation. The

uncertatnties surrounding on-line gaming were less than the risk

facing the average internet company at the time. This is so

because in many of the internet compantes that I have reviewed

everything was untested; from business model through industry

to technology. ln the case af on-line gaming we obserue the long

established business of gambling being distributed via a new

technology. That is not to say that there are no risks with on-line

gaming, / merely wish to potnt out that the risks were normal. ln

fact the industry wide predictions of revenue for this industry

have been relativelv stable.

. In part icular, there were uncertainties regarding the current

and fu ture legal i ty  o f  the business operat ions in  the US.

The Kyle bi// has received much attentron in a// commentaries on

the industry. The consensus appears to be that an outright ban in
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the uS is unlikely. There is evidence that much consideration was

given to the issue during the valuation of Cytech and that due

weight was attached to this risk. ln addition the potential impact

of any adverse deve/opments in the US has been balanced by a

business strategy that explrcitly diversifies revenlte

internationally.

'  The DCF valuation methodology forecast cash f lows in

perpetu i ty  unre l iab ly  for  an i rnmature business.

The DCF framework applied in the valuation is a textbook

snndard. The forecast in perpetuity should nat be interpreted

literally. This is so because the very high discount rate used in the

valuation of Cytech neutralises almost entirely the effects of

revenue estimates beyond year five. The issue at hand is the

confidence level attached to the estimates in the future cash flow.

It is apparent from the discount rate used that a significant

volatility in future revenues Was anticipated into the valuations

and the value estimates were reduced accordtngly. Many

businesses are valued using this method even before

experiencing positive cash flows and in a number of cases before

sales are booked. sourious to

suggest that a fair valuation could not be established for Cytech.

. The valuation showed a sharp increase from August I 999 to

August  2000.

The valuations carried out at August 1999 and February 2000 were not

based on the same method subsequently adopted. ln fact on discusston

with management it became clear that a very Conservative approach was

adopted at these two initial dates. ln my opinion the valuation at

February 2000 of $5.7m was excessively conservative. lt would seem

reasonable to have applied the DCF method at this date. My preliminary

analysis suggests that such an approach would have yielded a valuation

of $7.4m for 100% of Cytech, a reasonable estimate at the time.

CorpCapital's va/uation of Cytech at August 2000 was $56.9m (before

the 20% reduction for f inancial report ing purposet).Jn the l ight of

information on the underlying business model available af the time fEtS

v, unreasonable to

y a
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0%. This reduction in value



relates to an estimate of the value of the iackpot pooling provided by

MCS which should not have been considered parr of Cytech's value. This

aspect of the underlying business model was not considered by

management at the time. Management's subsequent dectsion to

discontinue the arrangement with MCS affirms the view that this issue

was not likely to have been purposefully ignored. ln fairness to

CorpCapital the valuation was subjected to a further 20% reduction for

the purposes of financial reporting by themse/ves at August 2000.

The combined effect of an underualuation in February 2000 and an

overualuation in August would reduce appa

between the two

. Signif icant business changes (the adoption of new software in

August 200.|) impaired the valuer's abil i ty to predict

performance.'

There were a number of changes in 200/ tncluding a strategic

decision to change the software platform. The change was

economically motivated by a desire to reduce the apparently

excessive roya/ty charged by MCS. lt is clear from this decision

that management did not recognise the value of iackpot pooling

associated with the MCS contract. Peruersely I believe this genuine

oversight resu/ted in an over valuation of the business and an

undervaluation of the perceived benefits from the MGS contract. I

do think that more scenario analysis should have supported the
valuations at all dates. / believe that all reasonable risks were

considered however as a techntcal matter explicitly understanding

the distribution of possible future revenues would have been

helpful as the business evolved. I do not think that the valuations

would have materially changed stnce such an excessive discount

rate was used to account for the lack of stability in the underlying

predictions.

3.2 "The valuations wereei ther  incapable of  re l iab le measurement

or were not prudent

.  ln  the year  2000 the under ly ing accounts of

audi ted but  on ly  rev iewed by CorpCapi ta l 's

addi t ion audi ted CorpCapi ta l 's  va luat ion."

Cytech were not
audi tors  who in
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My dis cug2ypp;_ w,y tih m a ement and the auditors revealed that

the underlying accounts were not auditedlthere were
ce in the

the valuers were intimately

involved with the management of the business and they had

access to the underlying management accounts which glr*d the

real decisions being taken by the business. Secondlkbhe key

driver of cash flow is revenue since most costs are variable. The

revenue numbers are easy to verify and indgfure monitored

directly by the sofrware providers. Fina/ilfuL CorpCapita/
auditors had a general ledger program which was capable of

interrogating the system to corroborate the underlying

transactions. / do not believe that the formal audit of the business
would have material/y altered the valuations. ln my experience the
reliance on audited numbers is required in situations where the

valuers are at arms length and do not have access to management

accounts, patently this was not the case.
Furthermore, Cytech rs located in a jurisdiction where an audit is

not mandatory- ln the year 2001, the accounts of Cytech were

audited by CorpCapital's auditors in accordance with SAAS and

CorpCapital's auditors audited CorpCaprtal's valuation. Cytech drd
not produce audited financial statements in 2001; however in
2002 it did produce audited financial covering four years of
activity. Neither the 2002 audit nor any subsequent audit resulted
in any materia/ difference to the previously reported results.

3.3 "The DCF valuation methodology used was inappropriate for

the fol lowinq reasons:

. The business had a l imited track record

ln my experience, ,it .is standard practice to use the DCF

methodology even'*here a company has no trackiiffiT
leading companies around the world require such an analysis of
long-term projects before there is any hard evidence that
revenues wl// materialise therefrom-,During the period_!|4/er
review / was directlv invo/ved with a number of internet

tors

company valuatrons and withtn this universe Cytech would easily
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have been in the top quartile with respect to track record and

confidence in the estimates on which the valuations were based-

There is little dot,ht the model is .appropriat? Obviously the

model needs to be applied effectively and in my opinion there is

sufficient evidence to suggest that CorpCapital did apply it

correctly in the valuations of Cytech.

. l t  operated within a new and uncertain industry rendering

forecasts specu lat ive.

Forecasting is an inherent part of any valuation and thus it is

hardly surprising that in arriving at a fair valuation of Cytech the

process required projections of future cash flows. As indicated in

3.1 bullet number two, above, the on line gaming industry as a

whole is considered to be relative

,

significant risks; however I do not accept that the forecasts used
that

ffis accounted for in the valuations

through a very high discount rate which reduced the valuatton.

. The use of cash f lows in perpetuity were unrel iable

/ disagree in general wlth this statement and in particular for

Cytech. The use of a perpetuity madel does not imply that one is

placing a high degree of confidence in the long term forecasts. In

fact the model is robust enough to tolerate very high levels of

uncertainty in longer term cash flows. The control factor is the

discount rate which when applied at a 24% level as with Cytech

the long term flows have little or no influence on the value. ln fact

it was explicitly recognised in the valuations that the confidence

levels would decay over time. The valuations were adjusted

downwa rds acco rd r n g / y.

3.4 The forecasts upon which the valuations were based were

i  mprudent ly 'opt i  mis t ic  for  the fo l lowi  ng reasons:

t
\
I
\
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.  They took into account reduced fees and expenses for certain

key servicesr on occasions before f inal isation of contractual

commitments

I have carefully reviewed the valuation process and on occasion

estimates were influenced, correcrly, by intended future

arrangements. According to the representations made to me it

seems that in all cases the expectations were realised. ln my

opinion it would have been imprudent not to account for these

expected changes in the way they were handled. I do not believe

that such adjustments were reckless and nor do / believe rhat they

detracted from the fairness of the valuation.

. AdJustments to historic profits to arrive at sustainable future

profi ts (by excluding non-recurring expenses) presented a

non-commercial representation of the business

It is normal practice to review historic performance and make

adjustments for those items that are unlikely to recur. Since I too

feel this is a valid concern / investigated each adjustment. ln most

cases I think there was a valid iustification for the adiustment. ln

all cases I felt the adiustments were not significant and thus

would not materiallv affect the valuations.

. Forecasts were subsequently not met and insuff icient attention

was paid to  th is  in  adopt ing forecasts  for  subsequent  per iods."

lnitially the one year forecasts were reasonably accurate. Thus

rhis r valuations g, i!g!!_

ry! | certainly would have preferred to have seen more work on

the likely spread of possible values around the expected values

used for the future cash flows at each valuation date. lt would

have been helpful for the valuation reports to have identified at

least three possible values for each annual cash flow number., for

example l) optimistic 2) likely and 3) pessimistic. ln this way a

rudimentary simulation would have generated a range of values

against which performance could have been measured. ln other

words deviations from expectations could have been more

effectively evaluated. This was nor done, However, / do not thtnk

this criticism invalidates the valuations and other types of

sensitivity analyses were ln evidence. This point is easily made in

l 1
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hindsight, I am confident that the valuations were reasonable at

the time they were made-

3.5 The valuation of the investment was conducted by executives

of CorpCapital who were also responsible for the sale of the

investment  creat ing a conf l ic t  which necessar i ly  tarn ished the i r

re l iab i l i ty .

/t is not inevitable that an experienced corporate finance

professional is unable to exerclse the due care and diligence

required to develop a fair value for the purpose in hand..lrate the

individuals at CorpCapital in the highest rank in terms of

fessional competence qua

reason to believe that they

would be unable to balance the very usual conflicts that arise in

almost every valuation. Furthermore, I have had sight of

documentary evidence that contemporaneous negotiations for the

sale of the business involved higher valuattons. This is prima facie

evidence that the valuattons used by CorpCapital were not unduly

inflated by the exuberance of a seller.

3.6 The valuation was not undertaken by an independent parry

and is  consequent ly  unre l iab le.

lt is true that the valuations are internally generated. The use of

independents is no panacea since finally it is the Directors that must

take a view on the reasonability of the valuation. The reliability of the

valuation should be evaluated on the models, methods, assumptions

and controls on the process. The valuations carried out by

CorpCapital were remarkably transparent and the board through its

audit committee had ample documentatton and rndeed the

opportunity to ensure the re/rability of the valuations. I have,;albtSd

myself that the board appeared to have compensatef,Gli" tut or

an outsiTV;luer. Finally the board took the precaiionified0Ti@-

Effiiions Fy 20% in the interest of prudence at Augusr 2000.

3.7 The va luat ions were not  prudent  (as d is t inct  f rorn compr is ing a

reasonable est imate) .

\

t a
t z
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There is always a danger that excessive prudence undermines the

fairness of the valuation. I believe that a balance was struck by

CorpCapita/. The revenue forecasts were probably optimistic,

however this was balanced wi(h a very high dtscount rate and the

20% reduction at August 2000. ln fact I argue elsewhere in this

report that the February 2000 valuation may have been imprudent by

being so low.

There was no active market for the shares in Cytech, a

condi t ion requi red to  render  the investment  va lue capable of

re l iab le measurement .

This would imply that only listed firms' value was capable of reliable

measurement. lt would therefore be impossible for directors to

comply with the companies act in the provision of a valuatton for

unlisted shares. This is patently not true, valuatrons exist only as a

proxy for market value and they are only really necessary where a

market price is not immediately available. Thus even if a market does

not exist a reliable valuation is feasible. However, despite the fact

that Cytech was not listed I believe there was and still is a market for

the company.

The forecasts do not account for income tax, the business

being located in  a non- tax jur isd ic t ion having being l iab le for

tax h is tor ica l ly .  This  is  a  fundamenta l ly  unsusta inable s tatus

and one v-vhich a potential purchaser would not recognise,

lWe Iax effects [i// not materially affea the valuation for a number
+.-l

of reasons. Firstly, the cash flows are after-tax using an assumptlon

of a zero tax rate. ln any valuation an esttmate of future tax rates is

necessary, taxes are not constant in most jurisdictions, however they

have exhibited long term stability in Cytech's jurisdiction. Secondly,

if tax rates are stochastrc this wi// contribute to the overall volatility

in after tax cash flows in the same way that any other business risks

so contributes. As with other business risks it is usual to adjust the

discount rate rather than adjusr the cash flows; this is precisely how

the matter was handled at CorpCapital. More precisely the valuation

does account for tax uncertainty even though the cash flows are not

directly impacted. Two other factars render this polnt mute. Firstly,

in present value terms the lmpact of long-term tax rate changes are

3 . 9
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minimal. Secondly ir must remembered that the discount rate could
arguab/y be on an after tax basis. Thus the tax status of the
purchaser may well increase the valuation. ln total the tax aspects
have been accounted for very conservatively.

4. P_ot_e.nt ial  distort ions in the valuat ions

An area of  concern that  lw ish to  ra ise re la tes to  the va luat ion at
ruary 2000. CorpCapl

appears to have been arou a

ibute a va lue of  $5.7r i  Cyte s oate. iSvaluation was not
based on the same model  as subsequent ly  appl ied.  l t  seems
reasonable that  the procedures used for  subsequent  va luat ions
should have been appl ied.  There was mani fest ly  a  market  for  such
businesses at  the t ime and the business was cash f low posi t ive.  A
fu l l  va luat ion was feas ib le .
CorpCapi ta l 's  va luat ion of  Cytech a s t  2000  was  $56 .9m
(before the 209 reduct ion for  f inancia l  repor t ing purposes) .  ln  the
l ight  o f  in format ion on the under ly ing business model  avai lab le at
the t ime,  i t  would not  have been unreasonable to  consider  reduci
th is  amount  by around 20%. This  reduct ion in  va lue re la tes to  an
est imate of  the va lue of  the jackpot  pool ing prov ided by MGS which
should not  have been considered par t  o f  Cytech 's  va lue.  This  aspect
of  the under ly ing business model  was not  considered by
managemen t  a t  t he  t ime .  Managemen t ' s  subsequen t  dec i s ion  to
d iscont inue wi th  MGS af f i rms the v iew that  th is  lssue was not  l ike ly
to have been purposefu l ly  ignored.  In  fa i rness to  CorpCapi ta l  the
valuation was subjected to a further 20% reduction for the purposes
of  f inancia l  repor t ing by themselves and in  my v iew th is  precaut ion is
adequate prov is ion for  such an uncer ta in ty .
I  must  emphasise that  the concern lh iVF-ra ised in  th is  sect ion does
not  d imin ish my suppor t  for  the reasonableness of  the va luat ions
reported by CorpCapital.

] 4
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5 .  C o n c l u s i o n

My conclus ions have been based on a very deta i led analys is  of  the
valuat ions carr ied out  by CorpCapi ta l .  Th is  involved an in  depth
rev iew of  a l l  the re levant  documentat ion,  analys is  of  independent
sources of  in format ion on the industry  and the per formance of  o ther
companies.  I  have held deta i led in terv iews wi th  senior  management
and the profess ional  personnel  involved.  I  have a lso spoken to the

audi tors .

My rev iew covered the fo l lowing areas in  s ign i f icant  deta i l :

The va iuat ions of  Cytech f rom August  2000 onwards
The overal l  approach
The select ion of  the model

The analyt ical review of the performance data
The appl icat ion of  the model
The data inputs
The  ana lys i s

Sensi t iv i ty  analys is
R isk  assessmen ts

Interpretation of the results
The valuation review process by the CorpCapital board

With due considerat ion to  a l l  o f  the above I  am sat is f ied that  I  have
been able to carry out an extensive and effective review of these
valuat ions and I  f ind them to be reasonable.

")

,4,r-"*-, 7*rtu
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, l U
Dr Rory Knight
Oxford
January,  2004
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6. Appendix:. ._-Biographical prof i le of Dr R-otLMig.ht

Rory F. Knight
MA (Oxon), MCom, PhD,
D ean Emeritus Templeton

Chartered Ac c ountant (SA)
College University of Oxford

Rory Knight is Chairman of Oxford Metrica and has extensive experience in working and consulting in
the hnancial and corporate sectors, Rory is Director of a number of technology companies. For five
years. \gE was Dean of Templeton_,College, University of Oxford, where he was responsible for

, Templeton s overalt suat@ali?-diiEcifin"-Kory-iemaum DeeilEmeiitus at Templeton. Whilst Dean at

\ Templeton, Rory lcd Oxford's development of a business school and formed a close working relationship

I with the Collcge's benefactor, Sir John Templeton. In addition, he created and le d the Oxford Advanced
rManagement Progtamme and the Oxford Senior Execr.rtive Finance Programme, the latter being the
leading intemational programme on corporate valuations.

Rory's work on shareholder value has been published internationally with particular acclaim given m his
extensive public company cluantitative analysis based on the ValueCreationQuorientrM (VCQTH). He has
published extensively in the area of international finance and strategy. He is author of Financial
Performance (Bertoneche & Iftright, Butterworth-Heinemann, 2000) and Reputation & Value dre case of
corporate catastrophes (Knight & Pretty, Oxford Metrica, 2001). Recently he concluded a series of highly
influentiat international reports on risk managernent, capital market entry and financial reporfing.

valuations and consults extensively with leading frrms_.. Recent

Previously a Deputy Director in the Swiss Nacional Bsnk (SNB), Rory's role included providing policy
advice on intemational financial matters and he retains significant links with cenfral banks around the
world. Botween 1995 and 2000 Dr Knight was chairman of the European Centre for Public Affairs
(ECPA) Rory acts as an advisor to a number of nrultinationals. He was formerly a Professor of Flnance
in IMI, Geneva and IMD, Lausanne. Rory has been and is currently a visiting profbssor at a numbcr of
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