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Key take-aways

1. Leejam Sports Company (‘Company’) has not accounted 
for large off-balance sheet debt in its valuation 

2. Depreciation assumptions used are conservative for 
industry standard 

3. Maintainence-Capex have not been accounted in free 
cash flow calculation.



Quantitative Observations



• Company is required to account for its lease contracts under IFRS-16 
Leases accounting standard. (Redherring Prospectus, pg. 45, item 2.1.16). Company will 
apply this standard on January 2019. 

• Non-cancelable Operating Leases (Redherring Prospectus, pg. 331, item 27) are 
contractual obligations and should be treated as off-balance sheet Debt, 
effectively increasing the Company’s total debt by SAR 1,346mn. 

• As a result, the Enterprise Value for the IPO investor would increase by 
SAR 25 per share. 

• There would be an impact to the post-IPO market price when the 
accounting standards are applied in 2019 

• Company’s total liabilities would increase from SAR 876mn (Y-2017) to 
SAR 2222mn. This would significantly alter the Company’s balance sheet, 
leverage ratios and return on invested capital.
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Operating Leases



• PP&E Cost breakdown: (Financial Statements 2017, pg. 17).  
• Buildings : 60% of total PP&E 
• Sports equipment & tools: 20% of total PP&E  
• Electrical equipment and air-conditioners: 5% of total PP&E. 

• Assumed estimated lives of PP&E (Source: Redherring Prospectus, pg. 311, item 3a)  
• Buildings : Estimated life: 4%-10%, equivalent to 25 to 10 years.  
• Sports equipment & tools: Estimated life: 10%, equivalent to 10 years.  
• Electrical equipment and air-conditioners: 10%, equivalent to 10 years. 

• Total DD&A for 2017 is 5.7% of PP&E.  

The above assumptions for estimated lives are overstated. 
Applying average industry standards would lead to a higher 
projected DD&A charge. Increased DD&A charges would 
reduce Operating Income. 
 
(Source: BrentDarden Capital Reinvestment & Performance Considerations)
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PP&E Depreciation



Qualitative Observations



“As of 31 December 2017G, lease agreements for 8% of the Company’s fitness 
centres had remaining maturity of five years or less. The Company generally 
cannot terminate these leases before the end of the initial lease term. As a 
result, if the Company closes a fitness centre, it will be obligated to perform its 
monetary obligations under the applicable lease, including, among other 
things, payment of rent for the balance of the lease term, as well as other fixed 
costs expenditures.”  
Source: Redherring Prospectus, Pg 10, Section 2.1.16 

Note that the Company’s lease agreements discourage closing down of 
underperforming FCs. This is a potential operations problem wherein 
unprofitable FCs are run in order to fulfill operating lease obligations. 
 

Stringent Operating Lease agreements



• The Health Club industry requires an annual Maintenance-Capex of 
6%-8% of revenues  
(Source: BrentDarden - Capital Reinvestment & Performance Considerations, Pg 3) 

• Company’s Free Cash Flow assumptions do not account for any 
Maintenance-Capex.  
(Source: Financial statements 2017, Statement of Cash-flows) 

• Accounting for Maintenance-Capex would reduce Free Cash Flows 
and Valuation  

“Rising Costs Related to Maintenance and Renovation of Existing Fitness Centres 
The Company’s fitness centres require significant upfront and on-going investment, including periodic maintenance, re-modelling and equipment 
replacement. The Company’s depreciation policy for sports and other equipment (including electrical equipment) used in its fitness centres, is based 
on their estimated useful life of ~ 10 years, compared to depreciation period ranging from 4 to 10 years adopted by other similar companies. If such 
costs incurred are greater than expected, or there is a need to replace equipment in the fitness centres earlier than their estimated useful life pursuant 
to the depreciation policy, the Company may not be able to achieve its targeted returns. In addition, increased costs may result in lower operating 
income for the Company, which could have a material adverse effect on its business, financial condition, results of operations or prospects.  

In addition, if the Company is unable to internally finance or obtain the necessary financing to invest in the maintenance and renovation and upkeep 
of its fitness centres, including periodic re-modelling and replacement of equipment, the quality of its fitness centres could deteriorate, which may 
have a negative impact on the Company’s brand image and the Company’s ability to attract and maintain members, which in turn may have a negative 
impact on the Company’s revenues.” 
 
(Source: Redherring Prospectus, pg. 11, item 2.1.20)
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Maintainence CapEx



Implied rise in membership fees 

• As of 2017, Company has 112 fitness centres (FCs). Average FC size is 3,500 sq.m. (Redherring 
Prospectus, Page 44). Aggregate FC space is (3,500x112) = 392,000 sq.m. in 2017. 

• Total Revenue (Y-2017) was SAR 732.8mn. Total sales per sq.m. was (732.8mn/392,000) = 
SAR 1,870/sq.m. 

• Projected Revenue in 2023 is SAR 1,759mn (Source: SAMBA Valuation report). Projected net new FCs 
by 2023 are 96 (Source: IPO Investor Presentation, Multiple Levers Driving Future Growth 2/2) 

• These assumptions imply the 2023 total FC count to be 208. Assuming an average size of 
FC of 3,500 sq.m., the projected aggregate FC space in 2023 will be (3,500*208)=728,000 
sq.m. 

• Therefore, total sales/total FC space in 2023 will be SAR 2,417/sq. metre. This implies a 
30% increase in membership fees over 5 years. Since the rise in FC space is 
accounted for, the increase sales per sq.m. implies increased membership and personal 
trainer fees. 

• A 30% rise in membership fees by 2023 implies a YOY CAGR of 5% in membership fees.
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Revenue growth



Source: Redherring Prospectus, Pg 50 (see chart below)


• 2015 to 2016: FCs increased by 12%, Members increased by 38%


• 2016 to 2017: FCs increased by 10%, Members increased by only 0.8%


Question: Why did 10% new FCs (in 2017) result in a mere 0.8% increase in members? How 
many members cancelled or chose not to renew their membership? 

Question about growth in members



A high end health club is an appropriate business model 
for the Saudi demographic due to their ‘aspirational nature’. 
(Source: Redherring Prospectus, Pg 27 - see below)

Customer Demographics



Relative market share 

Company possesses significant relative market share. 12 out of every 100 health clubs in KSA are Fitness Time. 
1 out of 3 gym members belong to Fitness Time. This shows that the Company has a solid market share in a 
fragmented industry (indicated by Others comprising 63% of members and 80% of FCs). 
 
Question: How loyal are the customers to the brand? Are there any significant switch costs 
deterring them from moving to another brand? 

(Source: Redherring Prospectus, Pg 28 - see below)

Relative market share



• Cost of Revenue has been rising at a CAGR of 17.1% from 2015 
to 2017. During the same period, Revenue CAGR has been 7.2% 
(Source: Valuation Report, Page 25) 

• This explains why Gross margins have been declining. Costs have 
been rising faster than revenues. 

• Samba Capital projected Cost of Revenue (2018-2023) are 
expected to rise at the same CAGR as Revenues of 16% YOY. This 
appears optimistic.

Declining Margins



• Risk related to changes in prices for energy, electricity, water 
and related services (2.2.8) 
• Risk relating to deferred revenue (2.1.12) 
• Risk relating to higher membership prices (2.1.13) 
• Risk relating to leasing real estate properties (2.1.16) 
• Rising costs related to maintanence and renovation of 

existing fitness centres (2.1.20) 
• Risk relating to VAT tax law (2.2.6) 

Source: Redherring Prospectus, Table of contents
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Risks to note



Valuation



IPO Offering Summary

Source: IPO Investor Presentation



All figures in SAR millions, except per share

Change in Equity pre- and post-IPO

Pre-IPO ̗BV = 754.3

̗BV/sh = 8.30

Post-IPODate: 19th July 2018

Company: Leejam Sports Company

# of shares (millions) 52.4

Average IPO Price/sh 48.00

Total valuation 2,515.2

BV 628.9

BV/sh 12.00

PV EarningsPower/sh 36.00

# of shares (millions) 68.1

Average IPO Price/sh 48.00

Total valuation 3,268.00

BV 1,383.2

BV/sh 20.31

PV EarningsPower/sh 27.69

Pre- & Post-IPO



Valuation - Samba Capital



Valuation inputs - KIP Capital
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KIP Capital Valuation inputs Assumptions

Revenue Growth Same as Samba Capital

Operating Margin Same as Samba Capital

Growth CapEx Same as Samba Capital

Changes in working capital Same as Samba Capital

Tax rate Same as Samba Capital

Cost of capital - 2018-2023 10.0%

Cost of capital - Terminal 10.0%

Inflation 2.0%



Appen
Valuation inputs Valuation Metrics
Cash tax rate 1.7% IPO (average) offering price   48.0 
Cost of capital - 2018-2023 10.0% Shares Outstanding   52.3 
Cost of capital - Terminal 10.0% Valuation   2,510.4 
Inflation 2.0%

Ʃ LTD+STD+Notes Payable   366.2 
Current Portion of LTD   76.5 
Net Pension Obligations   23.9 
Leases, Uncapitalized   1,346.0 
Deferred Rent Expense   56.2 
Total Debt & Other Liab.   1,868.8 

Cash   56.0 
Restricted Cash   -   
Marketable securities   -   
Manual Adjustments   -   
Total Non-operating assets   56.0 

Years in Future 0 1 2 3 4 5 5
Forecast Forecast Forecast Forecast Forecast Forecast Normalized

SAR (millions) 2018 2019 2020 2021 2022 2023 2023

Sales   843.7   1,064.6   1,246.3   1,434.5   1,597.2   1,759.3 
Operating profit   209.8   265.7   316.6   380.1   423.9   469.4 
Less: Zakaat   3.5   5.9   7.0   8.6   9.9   11.2 
Net operating profit after tax (NOPAT)   206.3   259.8   309.6   371.5   414.0   458.2 

Net Income   187.1   227.4   272.2   334.3   382.9   434.7 
DD&A   110.9   123.0   146.2   167.9   188.7   209.0 

Non-Cash Working capital Re-Investment   28.1   84.2   95.9   75.2   67.9   46.2 
Maintenance CAPEX (at 6% of Revenue)   (50.6)   (63.9)   (74.8)   (86.1)   (95.8)   (105.6)

(Fixed) Growth-Capex Re-Investment   (399.3)   (348.8)   (317.3)   (295.8)   (287.2)   (312.7)
Acquisitions Re-Investment

Total Re-investments   (421.9)   (328.4)   (296.1)   (306.7)   (315.1)   (372.0)

Free cash flow   (123.8)   22.0   122.3   195.6   256.5   271.7   298.8 
Present value of free cash flow   (123.8)   20.0   101.0   147.0   175.2   168.7   185.6 
Cumulative present value of free cash flow   (123.8)   (103.9)   (2.8)   144.1   319.3   488.0   504.9 
Present value of residual value   2,365.8 

Corporate value   (123.8)   (103.9)   (2.8)   144.1   319.3   488.0   2,870.7 
   Add: Non-operating assets   56.0   56.0   56.0   56.0   56.0   56.0   56.0 

   Less: Debt & Other Liabilities   (1,868.8)   (1,868.8)   (1,868.8)   (1,868.8)   (1,868.8)   (1,868.8)   (1,868.8)
Equity value   1,057.9 
Equity value per share   -     -     -     -     -     20.2 

Valuation - KIP Capital



Key Valuation take-aways

1. Company has not accounted for large off-balance sheet 
debt in its valuation 

2. Depreciation assumptions used are conservative for 
industry standard 

3. Maintainence-Capex have not been accounted in free 
cash flow calculation.



Conclusion



• Equity value for an IPO investor ranges from SAR 20-25 per share 
• Company is likely to continue being the market leader and has 

potential growth prospects. However, the company does not 
produce economic value for owners due to high capital intensity and 
a narrow spread between ROIC & WACC. 

• Furthermore, Company has growing amounts of debt while 
burdened by a high dividend-payout ratio.  

• We do not recommend a long term investment in the Company.

Conclusion



Sources

• Redherring Prospectus 

• Valuation Report by Samba Capital 

• IPO Investor Presentation, July 16th 2018 

• Brent Darden report - Capital Reinvestment & Performance Considerations
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