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INTRODUCTION

I have prepared this report under joint instruction from Smiths solicitors, Mr Brown’s solicitors, and Mores Solicitors, Mrs Browns solicitors.  The purpose of this report is to consider the value of Delivery UK Limited, and hence its capacity to provide capital towards a settlement of the current matrimonial matter.

I am a member of the Institute of Chartered Accountants in England and Wales, and of the Expert Witness Institute.  I attach a summarised biography at appendix A.

In preparing this report I am acting as an expert witness, not a witness of fact.  I have therefore relied upon the evidence presented to me.  I have listed this evidence at appendix B.

I understand that I have a duty to the court, rather than to the parties who have instructed me, and I have complied with that duty.

I believe that the facts that I have stated in this report are true, and that the opinions I have expressed are correct.

BACKGROUND


Delivery UK Limited (“Delivery”) is a limited company, in which Mr Brown owns 70%, and the balance is owned by a third-party.  The company is involved in the provision of express parcel and mail delivery.  This is on a local, national and occasionally international basis.  In addition, the business offers franchises of its business model across the country.  This brings in an income from the sale of franchises, and a commission income in subsequent years.
MARKETPLACE

The main market in which Delivery operates is a difficult ones at present.  The courier industry effectively started in the 1960’s, with the growth of the international business and legal communities.  In more recent years the acceptability of email signatures and the development of same-day services from the Royal Mail and other more general business service providers has put pressure on the established players in the marketplace.
In addition we have seen the growth of major national courrier and delivery companies such as TNT and Businesslink.  In the last 10 years we have also seen the growth of competition from “White van man”, who although offering a more irregular and lower level of service, offers a lower cost service.  
Businesses such as Delivery are caught between the economies of scale enjoyed by the big competitors, and the low operating costs of owner-drivers.  Historically, they were able to differentiate themselves by operating at a local level, while offering a national service.  This option has become too expensive for most medium sized businesses.  As a result, there has been a process of consolidation within this sector of the industry, with some disappearing due to cost pressures, and others being taken over by the remaining, larger operators.
I have also looked at Delivery’s competitors.  Mr Brown has identified (Appendix B1) these to include “021”, “BXT”, and “Scarlett”.  Given the regional location of Delivery these seem reasonable competitors.  In addition, national providers will be competing at a local level.

I therefore consider that while companies such as “021”, “BXT”, and “Scarlett” operate in the most similar way, they do not claim to offer a national service in the way that Delivery’s marketing material does (Appendix B1).
Competitors purporting to offer a national service tend to be larger than Delivery, and include companies such as Excel and Hayes.
The franchising arm of Delivery is competing with other franchising opportunities, not just those in the delivery industries.  Normally individuals taking up a franchise are looking for a business opportunity, rather than an opportunity in a particular industry.

Since the heyday of the franchising industry in the 1980’s, it has become a mature industry, although the availability of potential franchisees has declined.  This is because the traditional source of franchisees is those receiving substantial redundancy packages.  As unemployment has reduced in recent years, so have the number of individuals seeking franchise opportunities.  Despite this, it is still a vibrant market, albeit one with increasing competition for a reduced customer base.
It is not usually helpful to identify similar competitors within the franchisor sector, due to the significantly different business structures used by operators.  The size, type and nature of the franchise on offer will vary, and the cost structure will be significantly different.  As the main reason for identifying comparator businesses is to enable comparisons to be drawn between them and the business being valued, this greater degree of difference makes such an exercise significantly less valuable.
DELIVERY
Delivery was founded in 1996. Initial there were two partners, Mr L Brown and Mr S Blair, who both invested in the business, although I understand that Mr Brown’s initial investment was provided by Mrs Brown (which I further understand has been repaid).  
Initially the business expanded quickly, and after three year the business moved from its initial premises (provided by Mrs Brown) to its current premises.  At this time, Mr Brown had already recruited a number of franchisees, and this allowed the business to advertise itself as a national business.
COSTS: Bad Debts
I am informed that some three years ago Delivery suffered a large bad debt of some £70,000.  This put the business under severe financial strain as it was not only a loss of future income (the customer could have been reasonably expected to continue using Delivery in the future), but was effectively a one-off cost with no benefit to the business.  This meant that there was an ongoing interest cost on a slightly reduced income.  Since that date Delivery has continued to suffer significantly from bad debts, with the accounts showing £33,357 in 2004.
To an extent, the industry does suffer from a higher level of bad debts than many other industries.  Despite this, the level of debts suffered by Delivery would appear to be beyond that expected for any business that is sustainable in the longer term.  There are measures that can be taken by businesses to ameliorate such problems, and I would expect Delivery to take such action.  

In particular, when preparing a valuation I have assumed that any hypothetical purchaser would take immediate steps to reduce these costs.    This is not to criticise the current management.  They have already taken steps to ameliorate the problem, but a new purchaser would have the advantage of a fresh start.  In any event, new management would value the business on the basis that they could solve this inherent problem facing the business.

COSTS: Director’s costs

In the accounts, there is an amount shown for director’s salaries (£31,500 for 2004).  This is a reflection of the legitimate costs of controlling the business.  When valuing a business it is necessary to consider the reasonable costs of such management.  In this case, the current level of just over £30,000 is at the lower end of the likely costs of employing such a manager.  In my experience a reasonable cost might be in the region of £40,000.  In addition there would be the associated social security costs of such an increase in costs.  
COSTS: Legal and professional, Advertising
A review of the accounts shows that it carries a higher than normal degree of Legal and Professional costs than might be expected in such a business.  These costs would include accountancy and audit fees, but apart from solicitors costs in collecting difficult debts, and similar normal trading agreements, would not include legal costs.  As such, it would be unusual for a business such as this to incur costs in excess of £10,000.  Indeed I note that in 2003 Delivery did incur cost of about this level.
Similarly the level of advertising costs are higher than might be expected to be incurred on an ongoing basis.  This is inline with the statements made by Delivery to potential franchisee’s namely that they are currently having a significant push to recruit franchisees.  I therefore consider that in the future costs of £40,000p.a. might be a reasonable expectation of future costs.  This is based on my experience with businesses in this and similar industries, and a brief review of accounts of comparable companies.  
Estimate of earnings
At appendix 2 I have therefore re-analysed the Profit and Loss accounts to arrive at an estimate of future sustainable earnings.

In my opinion, the likely costs going forward of the business might therefore be assessed as shown on appendix 2, being some £267,000.  This is based on the past three years’ figures, and, as outlined at appendix 2, estimates of certain key costs.  

It is important to realise that this assessment is not a criticism of the expenses as currently recorded, but an estimate that might be made by a potential purchaser of the costs they might incur after a hypothetical purchase of the business.
Similarly, I have made an estimate of the likely turnover and gross profit that the business might expect in the future.  The turnover is based on the pattern of levelling off in growth in recent years, compared to the undoubted threats facing the business in the short to medium term.  I have also taken into account the reasonable expectation of the business that it will be able to attract a significant number of new franchisees.  This will not only give a small increase in turnover (and profit) for each franchise, but more importantly a significant commission income in the second and later years.
I have also assumed that the pricing of such franchises will remain as outlined by Mr Brown at appendix B1.
With this in mind, I would estimate that the recent growth might continue for a period of time before a final stabilisation.  This assessment does take into account the most recent management accounts that show a lower turnover before the normal end of year adjustments.  

I therefore assume for the purposes of this valuation that a turnover figure of around £1,000,000 might be a realistic assessment.
At the same time, I would not expect there to be much change in gross profit margin (the amount that sales are marked up against the costs of sales).  I have therefore estimated this at 30%.

This gives a projected average profit in future years of around some £33,000 (Appendix 2).  



























VALUATION METHOD



















The commonest valuation method used in UK is the Price:Earning ratio valuation method.  This takes a Price:Earning (“P:E”) ratio from a similar company, and multiplies it by the expected future profits of the company being valued.  After making various adjustments to allow for the differences between the comparator and valued company this gives a value for the entire business.  Valuation of holdings within that company can be found by multiplying the overall value by the shareholding and then by a discount to allow for the degree of control.
This discount is a fairly standard discount and reflects the differing degree of control associated with different shareholdings.  I attach, at appendix 3 a schedule of my estimate of such discounts.
The P:E ratio for this purpose is usually taken from a similar quoted company, or the average of a group of quoted companies, where the price is readily ascertainable from the traded value of their shares.
The problem with Delivery is that there are no publicly quoted courier services companies of similar size from which to take a comparator P:E ratio.  
Having said that, there are two alternatives that can be used.  We can form an opinion of a suitable P:E ratio based on other delivery companies, or we can use a theoretical P:E ratio.

Delivery is a company providing a delivery service, in this case predominantly deliveries on the same day as receipt.  Similar services are provided by, for example, Lewis Day Transport and Excel.  Unfortunately it is not possible to readily obtain P:E figures for those operating in the sector that concentrate, as Delivery do, on the same day courier section of the market.  
Earnings ratios for franchise operators are even harder to find, and although rates of 10 to 12 might be quoted, these are rarely supported by published figures.
Another option is to look at the theoretical P:E ratio.  This, on a zero growth company, would find that a fair P:E ratio equals 1/R, where R is the discount rate.  So, using a discount rate of 11%, you find that the fair P:E for a zero growth company is 9.09.

Of course, a higher P:E ratio would be applicable if earnings were growing - the payback time from the investment would be quicker.  Conversely, if future earnings looked risky for some reason, the PE ratio would be lower.
For a business such as Delivery, a reasonable return, taking into account the significant risks facing it within its marketplace, might be of the order of 4% over Libor (London Inter-bank Borrowing Rate) for a basic return, plus say 5% return for the additional risk.  This would equate, on 28 February rates to (5.1% + 4% + 5%) around 14%, giving a P:E ratio of (1/14%) 7.
Comparing these sources of multipliers I would suggest, therefore that a P:E ratio of between 6 and 8, say 8 is appropriate.

This is then traditionally discounted by between 30% and 40% to account for the lack of marketability of a private company, and perhaps a further 10% to account for factors such as the economies of scale available to a large listed company balanced by the cost savings of not being a listed company.  
I would also then apply a final 10% discount to the P:E ratio to reflect the undoubted risks facing the market in which Delivery operates (see lines 23 to 39 above).
This would give a P:E multiplier of (8 x (1 - 35% - 10% - 10%)) 3.6.

This is then multiplied by the estimate of the average profit of the business of £33,000 (line 142 above) to give a valuation of (3.6 x £33,000) £118,800.  This would result in a valuation in the range of £100,000 to £125,000, say £120,000.
It is important to compare such a valuation with the asset value of the company.  If the assets are worth in excess of the P:E valuation, then the sensible businessman would cease trading and sell the assets off individually.

In this case however, the asset value as shown in the balance sheet, -£135,332.  This negative value means that technically insolvent on a balance sheet basis.  This does not automatically mean that the business must cease trading.  
As we have outlined above there is reason to expect the future profitability of the business to increase.  In addition there are a number of assets whose value is not fully reflected in the balance sheet.  For example the business property is shown in the accounts as valued at £35,876 in December 2004, and consequently less in the accounts by now.  However I have been provided with a valuation (Appendix B2) which values it at £80,000.  
I also note that the accounts do not include – as is common in business of this size – any amount for the value of the Delivery brand.  I have briefly discussed this with Mr Brown, who correctly says that they have not taken this step because of the difficulties and costs involved.  However a new purchasers might well include a capitalised value of the brand, which would also go someway to removing the Balance Sheet deficit.
Despite all these potential corrections I consider that it is unlikely that an asset based valuation is likely to exceed that of a P:E ratio basis.
HOLDING
I understand that the shares in question are the 70% shareholdings of Mr Brown.  This would mean that a discount for control (see lines 150 to 154 above) suitable for a 70% shareholding might be applicable.

The type of discount applicable to a 70% shareholding might be of the order of 5% (see appendix 3).
In this case this means the value to Mr Brown would be (120,000x 70% x (1 – 5%)) £79,800,say £80,000. 
If purchased by another existing shareholding either holding might be valued slightly higher.  This is because by adding Mr Brown’s 70% holding to their existing holding would mean that in addition to the value of the shares purchased, the simple fact of purchasing the shares will mean that their existing shareholding increases in value.  This is because any discount that applies to their existing shareholding will be reduced as they would then have a holding in excess of 70%.
TAX IMPLICATIONS
I have been asked to consider the tax implications of the disposal of Mr Brown’s shares.  

It is not possible to calculate the actual tax charge that would apply on the sale of Mr Brown’s holding, without a detailed investigation of his affairs and history, which is not appropriate, or possible, in this situation.  It is, however, possible to consider the principles.

The sale of shares in a personal company will attract capital gains tax.  The rate of tax depends on two factors; the size the gain, and the personal situation of Mr Brown.  

The main driver in the level of tax is the size of the gain.  In this case the gain would be value of the shares sold, less the initial cost of the shares.  Effectively this means that the gain is the market value of the shares as they were purchased at the start-up of the business at a nominal cost. 

The size of the gain will obviously effect the size of the tax bill, both by its size, and because the rate of tax will be effected by size of the gain.  The rate will be the marginal rate of tax applying to Mr Brown.  A gain of the size envisaged by the sale of his entire holding would mean that Mr Brown would have a 40% rate of tax in the year that the shares were sold, before any tax reliefs.
Of Mr Brown’s personal circumstances, the two most important factors are the length of time he had held the shares, and the existence of any other capital losses.  

Setting aside the possibility of any capital losses the likely tax implications would be a rate of tax of 10% of the value of the shares.  This takes account of the business nature of the shares, the length they have been held, and the likely tax rate.
Effectively this means that only 90% of the value of the shares would be available to Mr Brown.  This might be reduced further depending on his fiscal position in that year, and the ones immediately preceding.
CONCLUSION 

For the reasons set out above, I consider 
that Delivery UK Ltd does have a value, and that this is likely to be in the region of £120,000.  This is however based on financial information available at this point in time, and limited opportunity for discussions with the management, within the timescale allowed for.

I understand that Mr Brown has a 70% shareholding in Delivery.  This means that his shareholding is likely to have a value of 
around £80,000 as a freestanding shareholding.  If a sale was to an existing shareholder this might rise.








I should also point out that, given the personal nature of the business, the removal of Mr Brown from the business is likely to have a significant impact on the long term survival of the business.  Consequentially the transfer of his shares to an outside purchaser might be seen as fundamentally changing the level of the valuation, unless a suitable service contract was in place binding Mr Brown to the business.
In the event that Mr Brown sells his shares in Delivery he would have a maximum of 90% of the value after tax.
expert’s declaration

I Tim Vogel, believe that the facts that I have stated in this report are true, and the opinions that I have expressed are correct. 

Tim Vogel

The Chamber of Experts

48 The Street,

Sporle

Swaffham

Norfolk  PE32 2DR
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