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1 Biaggi Ltd 

 

(1) Identify correct financial reporting treatment (ie    
 finance lease)   
  

Show adjustments required to correct the way the 
  

 sale and leaseback has currently been accounted 
for 

   
8 

    
(2)  Determine the cost of debt in each of the two    
  proposals, and explain the risks attached to each   
  method   
  

 Advice on which, if either, proposal should be 
  

  accepted   6 
    
(3)  Analyse data provided in the scenario to identify    
  trends in revenue and profit   
  

 Use judgement to interpret trends and determine 
  

  causal factors underlying them   12 
    
(4)  Identify three potential hedging strategies (forward    
  contracts; money market hedge; currency options)   
  

 Provide illustrative calculations for each in relation 
  

  to the bonus payment     
  

 Use judgement to highlight the advantages and 
  

  disadvantages of each strategy   12 
    
(5)  Identify the financial impact of accepting the    
  contract (impact on contribution)   
  

 Identify, and explain, risks and strategic 
  

  implications associated with accepting the contract   
  

 Advise whether or not to accept the contract 
  10 

    
(6)  Identify, and explain, the potential problems Biaggi   
  could face from using additional external suppliers   
  to satisfy growing demand.     7 
    
 Total marks    55 

 

Marking guide 

Marks
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(1) Sale and leaseback 

The leaseback arrangement at 1 July 2015 is for the whole of the remaining 
useful life of the distribution warehouse of 18 years. Also, the residual value at 
the end of the lease is zero. As a result, the arrangement is a sale and finance 
leaseback as the substance is that Biaggi Ltd retains the risks and rewards of 
the warehouse.  

This transaction is essentially a financing arrangement. Biaggi does not 
dispose of the risks and rewards of ownership (because the leaseback is 
through a finance lease) and no profit should be recognised immediately on 
disposal.  

Accounting entries will be required to: 

 Reverse the entries already made by the accounts assistant (ie 
depreciating the asset on cost as though Biaggi continued to own it, and 
the recognition of cash and a lease liability) 

 Derecognise the carrying amount of the asset, because it has now been 
sold 

 Recognise the sales proceeds 

 Calculate the profit on sale and recognise it as deferred income 

 Recognise the finance lease as an asset and the associated liability in the 
normal way (at fair value or the present value of the minimum lease 
payments, if lower) 

 Recognise the profit on sale as income over the lease term 

 Recognise the finance charge on the finance lease 

The effect is to adjust the expense in profit or loss to an amount equal to the 
depreciation expense before the leaseback transaction. 

Journal entries 

The entries made by the assistant must be reversed as follows: 

Dr Accumulated depreciation  £100,000  
Cr Depreciation a/c  £100,000 
 
Being the reversal of the original depreciation entry for the year (£2m/20 years)
   
Dr Lease liability  £2,000,000  
Cr Cash  £2,000,000 
 
Being the reversal of the original leaseback receipt entry 

The sale and finance leaseback then needs to be entered correctly.  

The interest rate implicit in the lease needs to be determined. 

The annuity factor for 18 years is:  
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£2m/£243,860   = 8.201427 

From annuity tables, if the present value of an annuity for years 1-18 is 8.201, 
then the annual interest rate implicit in the lease is 10%. 

Any excess of sales proceeds over the carrying amount should not be 
immediately recognised as income by Biaggi but instead, it should be deferred 
and amortised over the lease term. 

Dr Cash £2,000,000  
Cr Warehouse  £1,800,000 
Cr Deferred income    £200,000 

To derecognise the warehouse asset and recognise the sale of the building in 
excess of the carrying amount at 1 July 2015 

Dr Warehouse £2,000,000  
Cr Finance lease liability  £2,000,000 

To recognise finance leased asset and liability 

Dr Deferred income  £11,111  
Cr Income statement  £11,111 

To release deferred income over lease term (£200,000/18 years) 

Dr Depreciation a/c  £111,111  
Cr Accumulated depreciation on assets held 
under finance lease 

 £111,111 

To recognise depreciation on leased asset (£2m/18 years) 

Dr Interest £200,000  
Cr Finance lease liability  £200,000 

To recognise the finance charge on the finance lease using the implicit interest 
rate (£2m  10%) 

(2) Financing 

Proposal 1 – cost of finance 

This is a straight vanilla loan so the cost of finance is the nominal rate of 8%. 

Proposal 2 – cost of finance 

The annuity factor is: 

€3.5m/€876,534 = 3.993 

From the annuity tables, if the present value of an annuity for 5 years is 3.993, 
this is equivalent to an annual interest rate of 8%. 

Evaluation 

Both loans have the same effective interest rate (8%) and therefore the cost of 
finance is the same. 

The key difference between the two loans is that in proposal 2 the principal is 
repaid over the period of the agreement on an actuarial basis, whereas in 
proposal 1 the principal is paid, in its entirety, at the end of the 5 years. In 
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terms of liquidity, this would favour proposal 1, as more cash is available to 
Biaggi for longer. However, because the full principal amount is outstanding 
for the entire period of the loan then the cash interest payments are greater. 

A key risk is that the finance is being raised in euro so the sterling equivalent 
of the amount outstanding is subject to exchange rate risk. Thus if the € were 
to strengthen against the £ then the amount repayable in sterling terms would 
increase. As the principal payment is greater for longer with proposal 1, this is 
more subject to this risk. 

Interest rate parity would suggest that markets would compensate for 
expected differences in foreign currency movements by adjusting the interest 
rate to leave an investor indifferent when considering where to invest surplus 
cash (taking interest rates and currency movements into consideration). 

A final issue is the link between business currency risk and financial currency 
risk. Biaggi incurs currency risk from having most costs incurred in euro, but 
the majority of its revenue earned in £s. If the euro strengthens, then costs 
increase in sterling terms without any compensatory effect on revenues. 
Borrowing in euro does the opposite of hedging this risk by extending the 
costs incurred in euro, albeit financing costs in this case, rather than operating 
costs as with purchasing and packaging. 

(3) Performance 

Adjustment of cost of 
sales for sale and 
leaseback 2013 2014 2015 

Draft 
2016 

 £'000 £'000 £'000 £'000 
Cost of sales 12,156 15,496 17,768 20,800 
less depreciation    -100 
deferred income    -11 
add deprecation on 
lease                                         111 
 12,156 15,496 17,768 20,800 

In addition to the above adjustment to depreciation and the deferred income, 
there is an adjustment to financing costs arising from the finance lease (see 
below for 2016: 200 draft figure + 200 finance charge = 400). 
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Revised income statements 

 
 2013  2014  2015 

 Draft 
2016 

  £'000 £'000 £'000 £'000 
Sales  19,658  23,964  26,990  30,337 
Cost of sales  12,156  15,496  17,768  20,800 
Gross profit  7,502  8,468  9,222  9,537 
Retail costs  2,724  3,040  3,144  3,348 
Distribution costs  1,904  2,088  2,316  2,436 
Other operating costs       576       680       981   1,050 
Operating profit  2,298  2,660  2,781  2,703 
Interest           0       140       200      400 
Profit before tax     2,298     2,520     2,581    2,303 
    
Data analysis    
Gross profit (%)  38.2  35.3  34.2  31.4 
Operating profit (%)  11.7  11.1  10.3  8.9 
Profit before tax (PBT) 
(%)  11.7  10.5  9.6  7.6 
Growth in sales (%)   21.9  12.6  12.4 
Growth in gross profit (%)   12.9  8.9  3.4 
Growth in operating profit 
(%)   15.8  4.5  -2.8 
Growth in PBT (%)   9.7  2.4 -10.8 
ROCE (%)  62.1  40.5  36.0 22.0 
Retail costs/sales (%)  13.9  12.7  11.6  11.0 
Distribution costs/ 
sales (%)  9.7  8.7  8.6  8.0 
Other Op costs/sales (%)  2.9  2.8  3.6  3.5 
    
Operating ratios    
Sales per product (£)   189,019  199,700  177,566  168,539 
Average transaction value 
(£)  102  93  81  78 
Returns per 1,000 
transactions  8.5  8.0  8.3  8.2 
    
Exchange rate adjusted 
statistics  

2015 
£'000 

2016 
£'000 

Cost of sales   17,768  20,800 
Less depreciation 
(£6m/20 years)      -300     -300 
Cash COS   17,468  20,500 
    
XR adjusted (2016: 100/105)   17,468  19,524 
Sales    26,990  30,337 
Gross profit    9,222  10,513 
% Gross profit    34.2  34.7 
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Analysis of data 

Adjustment to original data 

The original data requires adjustment for the correct treatment of the sale and 
leaseback transaction. However, the deferred income compensates for the 
additional depreciation arising on the finance lease, thus operating profit 
remains the same. 

The original treatment of the finance lease failed to consider the £200,000 
finance charge on the lease thus the adjusted profit before tax is £200,000 
lower than originally stated. 

Sales growth 

Sales revenue has grown significantly, by over 10% each year. Although we 
don’t know any detail about product prices, average transaction value has 
decreased each year, which suggests that the revenue growth has arisen from 
volume growth rather than price inflation. 

The volume growth in sales appears to have two key drivers: the number of 
different product lines being sold and the number of transactions.  

The number of products being sold (product range) has increased by almost 
75% between 2013 and 2016 (from 104 to 180). The reduction in ‘sales per 
product’ might suggest that fewer units of each product are being made, which 
could lead to a reduction in efficiency in the production process. However, the 
fact that Biaggi’s clothes are hand-finished suggests the impact of this is likely 
to be less than in a wholly automated production process. By contrast, the 
increase in the number of product lines could actually help to explain sales 
growth, in terms of greater variety and appeal to customers. It might be useful 
to analyse the revenue and contribution earned from different product lines 
because this could influence future products or designs (eg expanding popular 
ranges at the expense of less popular ones).  

The number of sales transactions made per year has doubled from 2013 to 
2016 (192,400 to 389,350), although annual sales revenue has only increased 
by just over 50% in the same period (£19.7 million to £30.3 million). Given 
Biaggi’s business model – selling high quality, designer clothes – this disparity 
seems slightly surprising.  

The key factor that influences customers to buy Biaggi’s clothes is the quality 
of the design and manufacturing, rather than their price, yet the increase in 
numbers of transactions compared to revenue suggests that revenue growth 
has been accompanied by lower prices. It would be useful to analyse this 
more carefully though to ensure that this statistic is comparing like-for-like 
performance. (If the mix of products has changed – for example, in favour of 
shirts instead of suits – this would affect the average transaction value.) 

 There is no indication that the quality of Biaggi’s clothes is deteriorating 
though. The number of returns per 1,000 transactions could be seen as an 
indicator of quality (and customer satisfaction) but this has remained constant 
over the last four years.  
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Costs and profits 

Although revenue has been increasing, the number of Biaggi’s shops has 
remained the same. This means that the revenue per shop has also been 
increasing, and suggests that the retail operations are becoming more 
efficient. This is supported by the fact that retail costs have fallen from 13.9% 
to 11.0% of revenue.  

We can see a similar trend in the logistics and distribution function, which 
suggests that Biaggi is benefitting from greater economics of scope due to 
increased volumes of products being distributed.  

The fact that the UK distribution centre is currently operating close to capacity 
suggests that Biaggi is using this asset efficiently. 

However, although retail costs and distribution costs have fallen as a 
proportion of sales, the beneficial impact of this has been outweighed by the 
fall in gross profit margins. Cost of sales has increased at a greater rate than 
revenue. Consequently, although gross profit has increased in absolute terms, 
it has risen at a significantly lower rate than revenue (3.4% in 2016 compared 
to 12.4%). The decline in gross profit margin is the primary reason for the 
slowing growth in operating profit, which even became a decrease in 2016.  

The poorest performance has been in terms of profit before tax, which only 
increased 0.2% between 2013-2016 (£2,298,000 to £2,303,000) despite the 
54% increase in revenue over this period. A significant cause of this – in 
conjunction with increasing cost of sales – has been the increased borrowing 
to finance growth, which has resulted in higher interest charges.  

Other operating costs (including marketing costs) have remained relatively 
constant as a proportion of revenue. If the increasing revenues reflect Biaggi’s 
marketing activity, then continuing to invest in marketing appears to be 
justified.  

Exchange rate movements 

Valentino noted that in 2016 the £ weakened against the euro so, in sterling 
terms, euro denominated costs incurred in Italy increased. As the workings 
above show, the 5% depreciation in £’s value against the euro, meant that 
cost of sales for 2016 were £976,000 (£20,500k - £19,524k) higher than they 
would have been at constant exchange rates.  

These exchange losses do not reflect the underlying performance of the 
business, and if they were stripped out of 2016 results, then performance 
becomes more favourable (with gross profit margin increasing from 31.4% to 
34.7%, a significant increase).  

This suggests that Valentino is right to be concerned about the risk that 
exchange rates could reduce Biaggi’s profits further in future. (We will look at 
the possible ways Biaggi could address this issue in more detail later.)    

However, it would also be useful to analyse Biaggi’s costs of sales in more 
detail. Although exchange rates are having an impact on gross profit margin, 
there could be other factors which are affecting it.   
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In this context, it is also important to bear in mind that price is not seen as a 
critical factor when customers decide whether or not to buy Biaggi clothes. 
This would appear to give Biaggi some scope to pass on rising costs to 
consumers (through higher prices), which could help to reduce the pressure 
on gross profit margins.  

ROCE 

An alternative perspective on Biaggi’s performance issue is the decline in 
ROCE, which shows that operating profit (EBIT) has not increased in line with 
the growth in assets of the business being used to generate sales and profits.  

As the business expands, using borrowed money, it will be important to ensure 
that the additional revenue and profits generate sufficient return to justify the 
investment.  

A particular concern here appears to be the increase in ‘Other current assets’, 
and it would be useful to have more detail about what makes up this figure. In 
particular, if a large part of this figure is money owing from customers, then 
this raises concerns either about Biaggi’s credit control, or the length of the 
credit period you are offering to customers.  

Given that you are looking to raise additional finance to support the business’ 
expansion (for example, through the sale and leaseback), ensuring that you 
manage your working capital efficiently will be critical – because it could 
reduce the level of funds you need to borrow from external providers.  

(4) Foreign currency hedging strategies 

As Valentino has pointed out, it is indeed possible for Biaggi to avoid hedging 
altogether, and use the spot market for its euro payments. This has the 
advantage of relative simplicity, as it seems that there is not a lot of foreign 
currency expertise in the company at the moment. Without hedging, 
unexpectedly favourable exchange rate movements can be taken advantage 
of, as was the case in the year ended 30 June 2015, but conversely using the 
spot market carries the risk of losses if exchange rates move adversely. Not 
hedging means that Biaggi would be uncertain about the future cash flows 
associated with the proposed bonus payment, and any other large foreign 
currency payments that are likely to occur in the future. Given the uncertainty 
about exchange rates, and the size of the payment that needs to be made, 
hedging would appear to be a prudent course for Biaggi to take. The use of 
forward contracts, money market hedges and currency options in relation to 
the bonus payment are discussed below. 

Forward contract 

When using a forward contract, Biaggi can arrange a binding obligation with a 
bank to purchase €2m at a future date, at a predetermined rate of exchange. 
Such contracts are easy to arrange, and Biaggi will avoid future currency 
fluctuation risk and will know what it is paying in sterling. This is useful for cash 
flow projection purposes, but the disadvantage of a forward contract is that it 
must be fulfilled, even if the spot rate in three months’ time is more favourable 
than the rate agreed on when the contract was made. 
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In this way, a forward contract removes uncertainty, but takes away the 
opportunity to gain from favourable movements in the exchange rate. If Biaggi 
enters into a 3 month forward contract for €2m, it will have to pay £1,550,388 
for it in three months’ time, at the current three month forward rate of €1.29. 
However, if in three months the price of euros in the spot market turns out to 
be more favourable at £1 = €1.34, those euros would only cost £1,492,537. On 
the other hand, if the spot rate moved to £1 = €1.27 in three months, then €2m 
would cost £1,574,803.  

Money market hedge 

A money market hedge can be used by Biaggi instead of a forward contract. 
The results of a money market hedge are not very different from the results of 
using a forward contract, and so a money market hedge is low risk. A money 
market hedge involves the following stages: 

1 Borrowing an appropriate amount in sterling from the money market. This 
fixes the cost of buying the euros after three months. The cost in sterling is 
the amount borrowed, plus the interest on the loan. 

2 Convert the sterling to euros immediately, at the spot rate and put this 
money on deposit in the money market. 

3 The amount placed on deposit should be sufficient, with accumulated 
interest, to provide for the payment of €2m after three months. 

4 When the time comes to pay the bonuses, pay the €2m out of the euro 
deposit account, and repay the sterling loan. 

To illustrate this using the data from Exhibit 5: 

 
The employee bonuses are payable in 3 months' time. Biaggi therefore needs 
to make a 3-month deposit of euros that will accumulate with interest to €2m 
after 3 months. The interest rate on investing euros is 3.0% (annual rate), 
which is equivalent to 0.75% for 3 months, so the amount required for the 
deposit is €2m/1.0075 = €1,985,112. 

These euros are obtained by purchasing them at spot in exchange for sterling, 
at a cost of £1,503,873 (= €1,985,112/1.32). 

The sterling for this purchase is obtained by borrowing for 3 months at 4.25% 
per annum (= 1.0625% for 3 months). 

The amount payable on the sterling loan after three months will be £1,503,873 
 1.010625 = £1,519,852. 

The cost of the €2m will therefore be £1,519,852, giving an effective forward 
exchange rate of €1.316 = £1. 

The advantage of using a money market hedge is that there is no exchange 
loss or gain, but the disadvantage again is that no gains can be made if 
exchange rates move favourably, as a money market hedge represents a 
binding commitment in the same way as a forward contract. Biaggi also needs 
access to sterling loan facilities, which may be difficult to arrange, and to make 
sure that it has the expertise to undertake money market hedges (which are 
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more complicated than forward contracts) as a part of its day to day 
operations. As the business grows and potential payments become ever 
larger, these hedges may become more frequent and so staff with the 
appropriate skills will be needed. 

Currency options 

A currency option gives the Biaggi the right, but not the obligation, to purchase 
the €2m at a stated rate of exchange at a specified time in the future. The 
company will therefore retain any upside potential from currency fluctuations 
but, as a consequence of this flexibility, currency options are more costly and 
involve the payment of an upfront premium.  

The advantage with this method is that it reduces the risk of losses due to 
currency movements, and allows currency gains to be made. Its main 
disadvantage is the upfront cost of the premium. To illustrate using the 
information in the exhibit: 

Date of the contract - October 

Call, as Biaggi is buying euros 
Strike price of £1 = €1.33 (or €1 = £0.752) 
Number of contracts = €2m / 10,000 = 200 
Use October call figure of 2.00 to calculate the premium. 
Premium = (2.00  0.01)  Contract size  Number of contracts 
Premium = 0.02  10,000 200 = £40,000 

To illustrate how a currency option could work for Biaggi, we can apply the 
example spot rates that we used when discussing forward contracts above (ie 
£1 = €1.27 and £1 = €1.34, to illustrate the option outcomes.  

 £1 = €1.27 £1 = €1.34 
Strike price of call option (£1 = €1.33) 0.752 0.752 
Closing price of €1  0.787 0.746 
Exercise?  Yes No 

Spot market outcome translated at  

closing spot rate €2m × 0.746  –  £1,492,000 
Options position €2m x 0.752  £1,504,000  – 
Premium       £40,000        £40,000 
Total payable  £1,544,000  £1,532,000 

What this demonstrates is that, for the payment of a premium of £40,000, 
Biaggi knows that the most it will have to pay for the €2m is £1,504,000, and it 
may be able to purchase the euros for less if the exchange rate moves 
favourably. If rates move in such a way that the option rate is unfavourable, 
the option is simply allowed to lapse. In other words, the option will be 
exercised if the euro strengthens against sterling, but will not be exercised if it 
weakens. 

(5) Sartore contract 

The proposed contract with Sartore is at a fixed price. Therefore, Biaggi faces 
a significant risk from volatility in costs (eg from wage costs, raw material costs 
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or foreign currency changes) over the two-year contractual period, because – 
even if costs increase significantly – Biaggi will still be committed to supplying 
at least 300,000 shirts per year, and will have no ability to increase the price 
which it receives from Sartore for them.  

In simple financial terms, the new contract creates an overall positive 
contribution as follows: 

First year  £      
Sales (300,000  £15)  4,500,000 
Manufacturing costs (300,000  £12.50)   3,750,000 
Logistics costs (300,000  £0.4)  120,000 
Fixed costs     500,000 
Contribution      130,000 
 
Second year  £      
Sales (300,000 x £15)  4,500,000 
Manufacturing costs (300,000 × £12.75)  3,825,000 
Logistics costs (300,000 × £0.4)      120,000 
Fixed costs     520,000 
Contribution        35,000 

Overall, therefore, the contract generates a positive contribution of £165,000 
over the two years, which might initially suggest Biaggi should accept the 
contract. 

Moreover, 300,000 shirts per year is a minimum figure, so the actual quantities 
ordered may be higher than this, meaning the contribution could also be 
higher (assuming no incremental fixed costs are incurred at the higher 
volumes). Similarly, the contract may be renewed on more favourable terms at 
the end of two years, providing Biaggi with a greater contribution to profit in the 
future.   

However, there are a number of potential risks and issues associated with the 
contract.  

Rate of growth – Valentino has already raised concerns over the rate at 
which the company is growing, and accepting this contract will exacerbate this 
problem, particularly given the size of the contract relative to Biaggi’s existing 
business. If Biaggi accepted the contract, this would increase the company’s 
revenue by almost 15% (compared to 2016 figures; 4,500/30,337), while cost 
of sales will increase by 18% (3,750/20,800).  

Capacity – The scale of the increase in cost of sales (18% increase) raises 
concerns about Biaggi’s capacity to actually fulfil the contract, whilst also 
continuing to manufacture and distribute its own brand clothes.  The gross 
profit margin which Biaggi will generate on the new contract (16.7% in 2017) is 
approximately half what it generates on its own brand clothes, therefore it 
would not seem desirable to sacrifice production of Biaggi’s own brand clothes 
in order to fulfil the Sartore contract.   

Strategic fit – Another major concern is whether the basis of Sartore’s 
competitive strategy is compatible with Biaggi’s. Quality and design are the 
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key features of Biaggi’s clothes which differentiate them from its competitors. 
However, Sartore appears to treat design as being something more functional 
(standardised designs) with a view to selling shirts at a lower price.  

There could be a danger here that if aspects of the production process are 
changed to meet the Sartore order, this could damage the ability of the 
process to deliver the consistently high quality clothes on which Biaggi has 
developed its reputation. Equally, it seems debatable whether Biaggi’s 
production processes, more generally, are suitable for the contract. Currently, 
all of Biaggi’s clothes are hand finished, whereas Sartore’s standardised shirts 
may appear more suitable for a fully automated process.  

Reputation – In addition, if it becomes known that Biaggi is producing clothes 
for Sartore, this could damage Biaggi’s reputation for producing clothes ‘with a 
touch of Italian glamour’.  

Currency risk – We have already noted that cost volatility is a potential risk 
with this contract, given the fixed price. In this context, currency risk could 
again be a major concern, since (as with Biaggi’s existing business) revenues 
will be earned in £ and costs of sales will be in euros. As the margins on the 
contract are already relatively low, a weakening of sterling against the euro 
could make it unprofitable.  

Advice 

Considering the extent of the potential strategic and operational risks 
presented by the contract, alongside the relatively low profit margin it is 
expected to generate, we would advise Biaggi not to accept the contract.   

(6) Increasing number of suppliers 

Quality – The quality of Biaggi’s clothes helps to differentiate it from other 
clothing brands. If the quality of the clothes produced by the new suppliers 
doesn’t match Biaggi’s existing high standard though, this could have a 
significant impact on the brand’s reputation and the prices the company can 
charge. Therefore, the possibility that quality suffers as a result of increasing 
the supplier base must be viewed as a major risk. As such Biaggi needs to try 
to ensure that any additional suppliers it uses produce clothes to the same 
high standards as its existing suppliers. 

One way which Biaggi could seek to ensure that quality standards are 
maintained is through quality control procedures. We do not know what quality 
control checks (if any) Biaggi carries out on the clothes it receives from its 
existing artisan suppliers, but checks carried out when the clothes are 
received into the Italian warehouse could help to identify any quality problems. 
However, as the number of different suppliers used, and the number of 
batches of clothes received, increases, this checking will become more 
extensive and time-consuming.  

Suppler relationship management – Biaggi has developed close working 
relationships with its existing suppliers, and the strength of these relationships 
should help ensure that suppliers are reliable – both in terms of the quality of 
their clothes, and delivering them on time. However, as Biaggi starts dealing 
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with additional new suppliers, it will take time for the working relationships and 
the trust between the parties to develop. Nonetheless, supplier reliability is 
likely to be crucial for Biaggi – for example, if a supplier doesn’t deliver an 
order on time, this means the company could be left without clothes to sell in 
some of its stores.  

On a related point, increasing the number of suppliers could also increase the 
complexity of the inbound logistics process, when batches of clothes are 
received into the Italian warehouse.  

(We have assumed that the additional suppliers will still be located within Italy, 
and therefore dealing with them won’t create any additional foreign exchange 
issues. However, if the suppliers are located outside the Eurozone, then the 
cost of products purchased from them would be subject to movements in their 
local currency.)  

 Designs – We have already noted that Biaggi’s designs are a key part of the 
company’s competitive advantage, and therefore it is important that these 
designs are not copied by other fashion houses. In this respect, increasing the 
number of suppliers it works with potentially increases the scope for its 
designs to be copied.  

Another practical consideration is how Biaggi will share designs with its 
suppliers. The most efficient way to do this would be through an electronic 
data interchange (EDI) system which the suppliers can access and view the 
designs they need to work on. However, this means that the suppliers’ 
information systems will need to be linked to Biaggi’s information system, 
meaning that there could be a cyber-security risk if the suppliers’ systems are 
not robust and, for example, are vulnerable to hacking. Increasing the number 
of suppliers linked to Biaggi’s information systems increases the number of 
access points which cyber attackers could potentially exploit.  

If Biaggi chooses not to use an EDI system, it will need to consider how to 
make designs available to an increasing number of suppliers on a timely and 
reliable basis.  

Core competences – Finally, and this is perhaps a longer term strategic 
consideration, it would be worth considering what the key elements of Biaggi 
clothes are which prompt customers to buy them in preference to other 
brands. Your overview of the business (Exhibit 1) suggests that the design of 
the clothes and the quality of their manufacturing both shape the customer’s 
buying decision. 

This raises a concern though, because if the manufacturing process is central 
to Biaggi’s competitive position, then it would not seem to be advisable to 
outsource it. However, if, ultimately, the key to Biaggi’s brand is the designs, 
then outsourcing the manufacture of the clothes to carefully selected suppliers 
would be recommended, leaving Biaggi to focus more on the design, 
marketing and sales aspects of the value chain.   
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 2 Chocaulait Cravings plc 

 
(a) Analyse and explain the performance of CC for the 

year – as far as possible with the information  
  

 provided.     
 Identify additional information which would be 

required to help understand performance.    
  12 

    
(b) Calculate valuations for Arista Cafés using assets 

basis (realisable value); P/E basis and dividends  
  

 basis.   
 Highlight concerns about the valuation methods, and   
 the potential valuations of Arista Cafés.     11 
    
 (c) Financial reporting issues:    
 In relation to valuation: fair value of assets acquired 

(tangible and intangible); goodwill/discount on  
  

 acquisition.   
 Post-acquisition rebranding: impairment of intangible   
 assets (brand).   8 
    
 (d) Advise how to respond to the press articles 

(including consideration of any ethical issues  
  

 Involved).   6 
    
 (e) Explain the main objectives of an assurance 

engagement looking at CC’s supplier relationships  
  

 and supply chain issues.   
 Highlight the main reasons why the social 

responsibility report should be subject to external  
  

 assurance.      8 
   
 Total marks     45 

 

Marking guide 

Marks
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(a) Performance analysis 

  20X5 20X4 
Increase/ 
decrease 

Retail     
Revenue split (£'000):      
Online  11,957  9,852  21.4% 
High street stores 132,106  139,418  –5.2% 
     
Number of stores 278 305  
Revenue per store (£'000) 475.20  457.11  4.0% 
     
Adjusted for closures (ie 278 
stores both years)     
Revenue (£'000) (W1) 132,106 128,335   
Revenue per store 475.20  461.64  2.9% 

Working 1: 

  £’000 
 Total revenue for 20X4  139,418  
 Less 27  £410,500  (11,083) 
 Adjusted revenue for 20X4  128,335 

Revenue 

Overall CC’s revenue has increased marginally (0.3%) despite having 27 
fewer retail stores in the year ended 30 June 20X5. This suggests CC has 
been relatively successful in growing its online and third party business, in 
place of its retail business, and in line with its aim of becoming a multi-channel 
retailer.    

In the year to June 20X5 CC’s high street stores accounted for 52% of the 
group’s revenue compared to 55% a year earlier, although this is partly due to 
the store closure programme.  

In order to analyse CC’s performance further it is useful to distinguish between 
retail and commercial trading. 

Retail 

Although CC closed 9% of its stores, revenue from the stores only fell by 
5.2%. This would justify the choice of stores which were closed as being those 
which were performing less well, with CC retaining the stores which are in 
better locations to attract customers.   

However, the 20X5 results indicate that like-for-like revenue per store has 
increased by 2.9% compared to last year, suggesting that there is still some 
scope for growth from the high street stores. Moreover, the high street stores 
still account for over half of the group’s revenue, so they remain an important 
part of its portfolio. 
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Online sales 

CC’s online sales have grown rapidly during the year (21.4%), although they 
only started from a low base. It is not clear how much of this growth has come 
from customers outside Europe, or whether, for example, it is from customers 
who might previously have bought chocolates from one of CC’s high street 
stores.  

In addition, it would be useful to know whether the prices at which chocolates 
are sold online (and therefore the gross margins) are the same as for the high 
street stores, or whether any discounts or promotions have been offered for 
online sales.  

Commercial trading 

Commercial trading revenue (sales to supermarkets and other non-CC retail 
stores) has increased by 5.8% compared to the prior year. However, this 
increase is perhaps not as significant as might have been expected since the 
number of CC’s retail partners has increased from 12 to 15 (25%).  

 20X5 20X4 
Increase/ 
decrease 

Revenue per chain (£'000) 7,319  8,644  –15.3% 
    
Revenue (net of discounts) (£'000) 109,780  103,730  5.8% 
    
Value of discounts given 3.0% 2.50%  
Adjusted revenue if discounts 
remained at 2.5% 110,346  103,730   
    
Profit lost from increase in discount 566  –    

The revenue earned per chain has actually fallen by 15.3%. It is not clear 
whether this decrease has affected all of CC’s existing customers, or whether 
the newer partners have generated less revenue than the established ones.  

Nonetheless, it is surprising that the average value of discounts CC has given 
to third party retailers has increased while their average revenues have fallen.  

Again, it is not clear whether CC is offering higher discount rates to its newer 
retail partners, or whether it is now offering – or having to offer – larger 
discounts to all its retail partners to retain their business.  

Nonetheless, the change in discount rates has reduced profits by £566,000 for 
the year.  

More generally, the gross profit margin CC earns from its retail business is 
higher than the margin it earns from commercial trading. Therefore, the 
change in the sales mix (and the increased importance of commercial trading) 
will reduce gross profit margins for the group as a whole.  
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Gross profits 

 20X5 20X4 
Retail 49.0% 49.8% 
Commercial trading 47.4% 47.6% 

Closure costs 

One-off costs of £1.1m were incurred in the year ended 30 June 20X5. It 
would be more meaningful to adjust for these when comparing operating profit 
between the two years.  

Operating profit for 20X5 is still less than 20X4 if this adjustment is made, but 
now only by approximately £1m, rather than £2m as shown in the summary 
management accounts.  

If the one-off closure costs are removed, operating costs for 20X5 are almost 
identical to 20X4 costs, meaning that any shortfall in gross profit will flow 
directly through to a shortfall in operating profit.  

Employee costs/Revenue per employee 

Employee costs account for approximately two thirds of CC’s operating costs, 
and despite the stores closures overall employee numbers remain largely 
unchanged between 20X4 and 20X5.  

Similarly, revenue per employee has only increased marginally (<1%) from 
£70,278 to £70,906. 

It would be useful to know why head count in the commercial trading division 
has increased by 11% in the year. In particular, if CC has recruited additional 
staff for manufacturing non-chocolate products, or for developing business 
with third party retailers, the full revenue benefits may not have been realised 
from this yet.     

(b) Potential acquisition of Arista Cafés  

Valuation 

Detailed calculations are included in Appendix 1. 

In summary: 

 Arista 
value 

Arista value per 
share 

 £m £  
Assets basis (realisable value) 37.6 3.76 
P/E – using industry average 67.2 6.72 
Dividend basis 35.7 3.57 

Suitability of methods 

Assets basis (realisable value): 

Minimum the seller would accept – The assets basis typically provides a 
‘floor’ on price as there is no reason why the family (shareholder) should 
accept any less; otherwise they would be better off just selling their assets off 
piecemeal. 
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Market values – Some current market values have been included; this 
improves on the raw net book value from the statement of financial position. 

But: 

Going concern – As far as we know, CC is buying Arista’s cafés for their 
future earning potential; therefore the company’s value as a going concern is 
more relevant than its asset value. 

Accounting values – Although the values have been updated to reflect 
realisable value of the freeholds, the rest of the assets are still shown at 
historical book value, meaning the figures are unlikely to represent current 
market value of those assets. If CC decides to use an asset valuation, then the 
assets need to be included at fair value.   

Brand – The value of Arista’s brand is excluded from its own figures, but 
would need to be considered when calculating an acquisition price.   

P/E basis: 

Based on other similar businesses – The P/E ratios are based on market 
valuations of similar businesses, and so are derived from real-world 
valuations. 

Earnings based – This basis provides a multiple of earnings, which is more 
relevant than using asset values, assuming that CC intends to keep Arista 
running as a going concern. 

But: 

Arbitrary adjustments needed – Large arbitrary adjustments are needed to 
the comparator P/E ratios, on the basis that Arista is not a listed company. 
These adjustments have a significant effect on the final valuation. For 
example, we used a discount factor of 40%, but if a discount factor of 30% had 
been used, the valuation would have been £78.5m (as opposed to £67.2m).  

Arista and comparators will differ – Using industry average P/E ratios is 
only valid if Arista and those companies are similar. Although at face value 
Arista may seem to be offering a similar range of products, there may be 
differences in the range of products and services they offer, reflecting the fact 
that Arista is still a relatively small, family-run business.   

Earnings valuation – These concerns about the P/E basis mean that it might 
be more appropriate to calculate an earnings valuation by discounting 
earnings as a perpetuity. Assuming that Arista’s results for 20X5 are broadly 
indicative of its future earnings, and using CC’s cost of equity, this would lead 
to a value of £31.1m (£4.67m/0.15) – which is less than half of the value given 
by the P/E basis.   

Dividends basis: 

Cash based – The dividend basis is a cash based approach and so is 
arguably more objective than accounting earnings. 

It also includes an assessment of future growth, thereby considering future 
potential to a degree. 
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But: 

Estimates for Ke and g are likely to be very approximate, and these have a 
significant effect on the value. 

More appropriate for a minority shareholding – Minority shareholders only 
have a right to receive a dividend. Majority shareholders have a right to 
influence dividend policy, hence a control premium over and above the 
dividend based valuation might be required to reflect this. 

Overall comments and concerns 

There are significant variations between the three valuations, with the 
valuation on the P/E basis being substantially higher than the possible £50m 
price, and the other two substantially below it.  

The earnings valuation (£31.1m) is also significantly below the £50m, and, 
rather surprisingly, is also below the valuation on the assets basis (£37.6m). 
This suggests that it might actually be more beneficial to sell Arista’s cafés to 
realise the value of the freeholds, rather than to continue trading from them. 
As such, we would suggest that £50m would be too high a price to pay for the 
acquisition.   

However, CC also needs to consider the potential acquisition in the context of 
its own programme of shop closures. If there are Arista cafés close to existing 
CC shops, there could be an argument for closing the CC shop, and selling 
chocolates and confectionery from the café. In effect, this could mean that the 
acquisition creates some synergies and cost savings, which have not 
previously been considered in the valuations.   

Equally, however, this idea again raises the question of whether the cafés will 
continue to trade under the Arista brand, or whether they will be rebranded as 
CC cafés. Customer loyalty appears to be an important part of Arista’s 
success, and – given that CC currently has no experience or reputation for 
operating cafés – this would seem to be a strong argument for retaining the 
existing brand.  
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Appendix 1 – Valuation of Arista Cafés  

Note. Number of shares in Arista = £5m/50p per share = 10m shares 

Assets basis 

The open market value of Arista’s freehold premises can be seen as a better 
estimate of their fair value than their historic cost. As such, the assets based 
valuation is calculated to reflect the realisable value of the freeholds:  

  £'000 
Book value of equity (21,915 + 5,000)   26,915 
Less book value of freehold premises   (21,300) 
Add market value of freeholds (1.5  book value)  31,950 
Realisable value  37,565 

P/E based valuation 

Although the industry average P/E ratio is 24, this should be reduced by 
approximately 30-40% to reflect the lack of marketability of Arista’s shares, 
compared to those of a listed company.  

Using a discount of 40%, the value of Arista would be:  

P/E based value = P/E  Earnings = 14.4  £4,670k = £67,248k (or £6.72 per 
share) 

Dividends basis 

Using: 

P0 = [D0 (1+g)]/(ke – g)  

Dividend = £3.1m proposed in total 

ke = 15% (given) 

‘g’ needs to be estimated. Since no historical dividends are available, use g = r 
 b where r = return on equity, and b = proportion of earnings retained. 

r = return on equity = profits/equity = £4,670k/£26,915k = 17.4% 

b = proportion of earnings retained = (4,670 – 3,100)/4,670 = 33.6% 

∴ g = 17.4%  33.6% = 5.8% approximately 

So P0 = [£3,100k (1.058)]/(0.15 – 0.058) = £35,650k (or £3.57 per share) 

(c) Financial reporting implications of the valuation 

If CC acquires Arista, the appropriate financial reporting treatment will be 
determined by IFRS 3 Business Combinations.  

Fair value – One of the key requirements in IFRS 3 is that the assets acquired 
(and any liabilities assumed) must be measured at their fair values at the 
acquisition date.  

Fair values need to be measured in accordance with IFRS 13 Fair Value 
Measurement. IFRS 13 defines fair values as ‘the price that would be received 
to sell an asset or paid to transfer a liability in an orderly transaction between 
market participants at the measurement date’.    
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The standard establishes a three-level hierarchy which should be used to 
measure the fair value of assets acquired and liabilities assumed:  

 Level 1 – Quoted prices (unadjusted) in active markets for identical assets 
or liabilities that the reporting entity can access at the measurement date.  

 Level 2 – Inputs other than quoted prices included within Level 1 that are 
observable for the asset or liability, either directly or indirectly, eg quoted 
prices for similar assets in active markets or for identical or similar assets 
in non-active markets. Other observable inputs that may be used for 
valuation include interest rates and yield curves, credit spreads and/or 
implied volatilities.  

 Level 3 – Unobservable inputs for the asset or liability, ie using the best 
available information, which may include the entity's own data and 
assumptions about market exit value. 

The most significant assets being acquired from Arista will be the freeholds. If 
some of the other shop units nearby to Arista’s cafés are also freehold, it may 
be possible to determine their value from any recent transfers of those 
freeholds (in which case the assets can be measured at Level 2). However, it 
seems more likely that the fair value will need to use Level 3 measurements.  

Intangible assets and brand name – Arista’s brand name has been identified 
as one of the factors which contributes to the cafés’ success, and therefore the 
brand name represents a source of future economic benefits.  

Currently, Arista’s brand name is an internally generated asset and so it is not 
included as an intangible asset in its statement of financial position.  

However, IFRS 3 provides that brands should be measured as part of the 
intangible assets acquired in a business combination. Therefore, CC will also 
need to determine the fair value of the Arista brand, and after acquisition, this 
should be capitalised and included as an intangible asset in the consolidated 
accounts.  

The asset should subsequently be amortised or reviewed for impairment on an 
annual basis.  

Goodwill  

Once the fair values of all the individual net assets (tangible and intangible) 
being acquired have been measured, the total of these values can be 
compared to the purchase price in order to calculate goodwill.  

IFRS 3 defines goodwill as ‘an asset representing the future economic benefits 
arising from other assets acquired in a business combination that are not 
individually identified and separately recognised’.  

Although we do not yet know the fair value of Arista’s brand, from our earlier 
estimate of the company’s valuation on the assets basis (£37.6m), it seems 
likely that the total value of the identifiable net assets acquired (including 
brand assets) will be at least £40m. As an example, if CC pays £50m to 
acquire the company, and the total net assets acquired are valued at £40m, 
CC will have paid £10m of goodwill on acquisition.   
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The goodwill paid on acquisition should initially be measured at cost.  

Gain on a bargain purchase – Alternatively, if CC ends up paying Arista less 
than the fair value of the net assets acquired, then there is a gain on a bargain 
purchase, or negative goodwill.  

In such circumstances, IFRS 3 requires that CC should:  

 Reassess the identification and measurement of Arista’s identifiable 
assets and liabilities acquired; and  

 Recognise immediately in profit or loss any excess (ie negative goodwill) 
remaining after that reassessment.  

Financial reporting implications of rebranding  

As we have noted above, the fair value of Arista’s brand will be capitalised 
upon acquisition. However, if CC subsequently rebrands Arista’s cafés as ‘CC 
Cafés’ then it is unlikely that Arista’s brand name will continue to have any 
value.  

Therefore, at the point when the rebranding occurs, the brand asset will need 
to be fully amortised, with the corresponding write off being charged to profit or 
loss.  

If the rebranding occurs within the first year after acquisition, then the write off 
equates to the full fair value of the brand acquired (because it will not have 
been subject to any amortisation yet).  

Similarly, if CC carries out a rebranding exercise it will incur the cost of 
installing new signage on the cafés and, possibly, refitting the interiors. These 
costs should be capitalised as non-current assets, in line with IAS 16 Property, 
Plant and Equipment.  

However, in addition to capitalising the new fit out costs, CC will also have to 
write off the value of any existing fittings and signage. Again, if the rebranding 
exercise occurs within the first year after acquisition, the amount written off to 
profit or loss will be the fair value of the assets acquired.   

(d) Response to press article  

Before making any response, CC must ensure it understands the full facts of 
the situation. Until that point, CC should not make a formal response to the 
article. Although the article is claiming that CC’s arrangements are unethical, 
this doesn’t necessarily mean they are. For example, the journalist writing the 
article could have been misinformed, or could be politically motivated to 
present CC in a negative light.  

Nonetheless, the allegation that CC is treating its suppliers unfairly does 
appear to be a cause for concern, so CC needs to review the terms and 
conditions which it imposes on its suppliers, and to understand why the 
payment period was extended.   

Integrity – The key ethical issue here appears to be one of integrity, or 
fairness. Increasing the time taken to pay suppliers would seem to be an 
abuse of manufacturers’ bargaining power over their suppliers (who are 
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typically much smaller companies than them). Suppliers will be reluctant to 
challenge the increased payment period, because they will be afraid that doing 
so could result in them losing supply contracts with the manufacturers.        

Impact on reputation – If CC is perceived (by individual customers or by 
supermarkets) to be acting unethically this could damage its brand and 
reputation, and – in turn – could affect its sales. 

Although CC’s competitors have imposed similar terms and conditions on their 
suppliers, this should not be seen as a justification on ethical grounds. On the 
contrary, it would actually support the argument that the manufacturers 
collectively are all abusing their bargaining power over their suppliers.   

Social responsibility – The ethical principle of integrity could also be 
important because the change in terms and conditions is likely to contradict 
the message in CC’s social responsibility report. Although we haven’t seen 
CC’s social responsibility report, such reports typically comment on supply 
chain relationships, and the way organisations are working with their suppliers 
to improve the sustainability of their supply chain. However, the revised 
payment terms appear designed to benefit CC’s financial position at the 
expense of their suppliers. 

Response – As we noted at the start, CC needs to avoid making a knee-jerk 
response. For example, if there are valid business reasons for changing the 
payment terms, CC should ensure that these are communicated as a 
response to the original article.  

However, it seems that there could be an argument for reverting to the original 
terms and conditions, and using this as a source of differentiation between CC 
and its competitors.  

The decision to revert to the original payment terms will affect CC’s cash flows 
and is likely to reduce profits in the short term (by removing the discount). 
However, in the longer term, these downsides should be offset by the benefits 
to CC’s reputation of being seen to act ethically.    

It is important not to overlook the economic considerations here. If CC rejects 
the practices operated by its competitors, it could find itself penalised 
economically – for example, if competitors use the revised payment 
arrangements as a basis for lowering prices and thereby increasing their share 
of the ‘own label’ chocolates produced for supermarkets.    

Moreover, if CC decides to revert to the original payment terms it will need to 
be careful how any coverage of this is portrayed. For example, CC needs to 
highlight that it has listened to stakeholder concerns and voluntarily made the 
changes. If there is a perception that CC is only acting because changes 
which it had hoped would go unnoticed have now been exposed, then its 
reputation could still be damaged, even though it has made the changes.  

(e) Assurance engagement 

One of the key messages in CC’s social responsibility report appears to be 
that the ingredients used in its chocolate are produced in an environmentally 
and socially responsible manner.  
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However, in order to substantiate this message, CC needs to verify the 
performance of the organisations along its supply chain. Some of this 
verification work could be undertaken internally – for example, by internal audit 
– but an external verification of the social and environmental disclosures in 
CC’s report is likely to be viewed as a significant advantage by shareholders 
and other readers of the report.  

In effect, there could be two main elements of any assurance engagement:  

 Firstly, to provide assurance over suppliers’ ability to meet CC’s needs 
within a framework of control which includes working conditions and 
human rights, environmental management (eg sustainability and waste), 
and financial health.  

 Secondly, to ensure that any performance indicators about supplier 
performance and sustainability which CC includes in its report are 
accurately and consistently recorded. One of the difficulties in measuring 
performance here is that it relates predominantly to non-financial 
indicators, which may not be part of the mainstream information flows. 
Another, related, difficulty is that the indicators may not be standardised (in 
the way that financial performance indicators are). Nonetheless, in order 
for the indicators to provide a meaningful analysis over time, it will be 
important that the way they are calculated remains consistent.  

The reference to financial health in the first ‘element’ of the engagement is 
important, because if one of CC’s key suppliers (for example, a cocoa or sugar 
supplier) ceased trading, this could cause significant disruption to its business.  
This highlights that the focus of any assurance work should not be solely 
about the supplier’s compliance with prescribed social and environmental 
requirements. 

Similarly, CC may seek assurance that its suppliers are acting in accordance 
with contractual obligations – for example, that orders of key ingredients are 
being delivered in line with agreed timetables, in the correct volumes and to 
the standard requirement.  

Nonetheless, given that CC is looking at supplier performance in relation to 
social responsibility, a key outcome of the process will be obtaining assurance 
that its suppliers are complying with certain fundamental standards – for 
example, that they are not employing child labour.  

An important consideration will be how to obtain this assurance. One approach 
would be for CC to issue a questionnaire to its suppliers, asking them to 
confirm that they have complied with the required standards. However, this 
does not provide any independent verification that they have done so; and, as 
such, it may also be necessary for an independent auditor to monitor the 
effectiveness of certain key processes employed at CC’s suppliers, or to verify 
that the suppliers are complying with certain key requirements. 

One final aspect which may also need to be considered – particularly in the 
context of the recent press article – is assurance that CC is paying a fair price 
to its suppliers for the products they supply. CC has stated its intention to deal 
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fairly with all its stakeholders – and its suppliers are one of its key 
stakeholders in this respect.  

Need for assurance over social responsibility reports 

The amount of social responsibility information which organisations disclose to 
stakeholders is increasing as CSR is becoming recognised as an integral part 
of business strategy, rather than an appendage to business activity.  

However, social responsibility information does not form part of the financial 
statements and so will not be  audited as part of a routine audit engagement.     

Nonetheless, stakeholders need to be confident that they can trust the 
information and claims made by organisations about CSR in their reports.  

Having an independent, external party verify the data and information in the 
reports is a vital way of increasing the credibility of those reports. An external 
assurance engagement can increase stakeholders’ confidence that the 
information is drawn from reliable sources, and has been calculated accurately 
and using a consistent methodology over time.   
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