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Fashbook Ltd

(c)

(f)

Evaluate the assertion that increased revenue is critical to
Fashbook's competitive position.

Highlight any areas of concern indicated by the results.

Evaluate the reliability and relevance of the data in the
customer satisfaction survey data, explaining potential
causes of bias.

Identify the supplier risks facing Fashbook.

Explain the significance of these risks for the four supply
options under consideration (continue with current supply
arrangements; increase the number of suppliers;
purchase Vamosar; build an in-house manufacturing
facility).

Ethical implications of the alleged illegal labour practices
at Vamosar.

Suitability of the NPV produced by the finance director for
making a decision on the proposed Vamosar acquisition.

Respond to the Directors comments about the sensitivity
of valuation and the importance of considering ESG
objectives.

Assess whether Fashbook will be exposed to any
additional foreign exchange risk if it acquires Vamosar.

Outline the financial reporting implications relating to the
acquisition.

Assurance procedures over Vamosar financial
information.

Advise the most appropriate method(s) for raising the
additional investment capital required.

Ethical issues around communication of potential security
breach.

Total marks

Marks
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(a) Importance of revenue growth and analysis of FL's performance

WORKINGS
20X8 20X7

Revenue growth (%) 59.8%
Gross profit (%) (43,664/75,283) 58.0% (26,327/47,097) 55.9%
Distribution costs/Sales (15,710/75,283) 20.9% (9,608/47,097) 20.4%
Marketing costs/Sales  (12,792/75,283) 17.0% (8,008/47,097) 17.0%
Admin costs/Sales (8,083/75,283) 10.7% (5,821/47,097) 12.4%
Operating profit/Sales (7,079/75,283) 9.4% (2,890/47,097) 6.1%
Inventory turnover (4,216/31,619) x 365 49 days (1,644/20,770) 29 days
Receivables collection

period (5,631/75,283) x 365 27 days  (3,455/47,097) 27 days
Average value per order (£75,283/2,012) £37.42 (£47,097/1,144) £41.17
Average number of units

per order (5,250/2,012) 2.61 (2,750/1,144) 2.40
Average value per unit

sold (£37.42/2.61) £14.34 (£41.17/2.40) £17.15
Profit after taxation £5,615,000 £2,280,000
Net cash flow +£165,000

Importance of revenue growth

In recent years, online retailing has been a high-growth industry, and revenue
growth is necessary to maintain — and possibly to increase — market share.

It seems likely that the industry is still in the growth stage of its industry life
cycle, and increasing market share is often seen as a critical success factor for
companies operating in industries at this stage of their life cycles. To increase
market share, FL would need to achieve faster rate of revenue growth than the
industry average.

In theory, revenue growth should drive profits growth. However, this requires
sales revenue to be profitable (ie, increases in revenue to be greater than
increases in costs) and so it is also important to keep control over costs,
particularly in a period of rapid growth. Provided that sales prices can be
sustained, the aim should be to maintain gross profit margin and to achieve
falling ratios of costs to sales (for example, due to beneficial economies of
scale). Although distribution costs as a percentage of revenue increased in
20X8, the ratio of marketing costs to sales was maintained and administration
costs fell as a percentage of sales. Taken as a whole, operational profitability
improved in 20X8 and FL should try to maintain this improvement in the future.

However, the price cutting by competitors could pose a threat to profitability if
FL also has to reduce prices to ensure its products remain cheaper than
competitors' products. Similarly, if the price-cutting by competitors signifies that
industry growth is slowing and the market is maturing, it may become harder
for FL to sustain its rate of growth.
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Despite FL's performance in 20X8 appearing positive in terms of sales and
profit growth, there are some significant aspects that are a cause for concern,
and these should be monitored closely.

Potential areas of concern

Although the average number of items purchased per order increased from
2.40 to 2.61 units, the average value per order fell by about 9%, from £41.17
to £37.42. The average price per item sold also fell, from £17.15 to £14.34.
This indicates that the profitability per order may be falling, and in spite of an
increase of 75.9% in the number of orders, sales revenue grew by 'just' 59.8%
in 20X8. Customers — in particular, new customers — may be deliberately
spending less on purchases. Any further change in these order ratios should
be monitored closely.

Cash flow and liquidity — It may also be a matter of some concern that, in
spite of making a profit after tax in 20X8 of £5.6 million, FL's net cash flows
were positive by just £165,000.

Capital expenditure was significantly greater than depreciation and
amortisation charges, suggesting that FL is having to invest large amounts of
cash in order to maintain sales growth. Although receivables increased in
proportion to sales revenue, the average inventory turnover period increased
from 29 days in 20X7 to 49 days in 20X8. The increase in inventory may be
linked to the growth in sales, but there is no supporting evidence.

Cash flows should therefore be kept under close review, together with capital
expenditure and inventory levels. Increases in capital expenditure need to be
justified by increases in expected revenue and cash flow; growth in inventories
should be proportional to growth in sales and should not continue to increase
at the rate that seems to have occurred in 20X8.

As such, it will be important for FL to monitor aspects of liquidity and cash flow,
and not to focus only on revenue, profits and profitability. Cash flows could
also be particularly significant in the context of any prospective flotation,
because the price of the company's shares could be influenced by the level of
expected future cash flows.

Reliability and relevance of market research data

The customer satisfaction survey suggests that the new product range has
been well received with 69% of customers rating the new range either
excellent or good. Overwhelmingly, customers found it easy to buy the new
range clothing from Fashbook's website and received their orders on time.
However, such data cannot be taken at face value and there is evidence of
bias within the survey.

Firstly, there is evidence of survivorship bias. This is a type of selection bias
whereby only items that survived a previous event are included in the sample.
In this instance, the design team only sent the survey to customers who have
ordered more than one item from the new product range. Customers who were
unhappy after ordering their first item would not have received the survey
resulting in fewer negative survey responses.
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It also appears that the design team have asked questions that were more
likely to generate a favourable response in order to demonstrate that the new
range is a success. This is an example of confirmation bias. For example,
the questionnaire focuses predominantly on transactional issues such as
whether the product arrived on time and whether it was easy to buy from the
website. These are established processes at Fashbook and are likely to be
done well. The design team are under pressure to deliver a return on
investment and prove to the Board the success of the range so these
questions may have been deliberately asked to produce positive feedback.

The only question directly addressing customer satisfaction with the clothing
(how would you rate our new clothing range) fails to examine the underlying
drivers of satisfaction. Although customers appear satisfied, Fashbook does
not know whether this is as a result of the design, the quality or the price. For
example, customers may be overlooking poor quality if they feel that the
designs are good or the prices are low. To gain valuable and relevant
information, the design team needs to ask more specific questions in the
satisfaction survey.

The survey was sent to the email addresses used when orders were placed.
Based on the target demographic (14-18 year old girls) many customers are
likely to be parents ordering on behalf of younger teenage girls. In such
instances, customer satisfaction is more likely to be driven by considerations
of price and ordering efficiency/delivery rather than whether the product design
is well received by 14-18 year old consumers.

Overall, data provided by the design team does not reliably confirm the
success of the new range. Further questions should be asked and more
analysis conducted before the Board can have confidence in the growth
potential and return on investment of the new clothing range.

Supplier risks and supply chain options

For an online retail company, selling fashion goods, the main supplier risks (or
supply chain risks) would seem to relate to:

e Short-term disruption to supply
e Longer-term supply problems
e |Inadequate quality of goods

e Increases in purchase costs

¢ Reputation risk

In the online retailing and fashion goods industry, it seems probable that any
short-term disruption to supply will result in a loss of sales to competitors.

Short-term disruption may be caused by:

e The loss of a supplier, perhaps due to a failure to agree supply terms or
temporary operational difficulties at the supplier's factory; (it may take a
couple of months to agree a contract with an alternative supplier); or

e Delays in deliveries, due perhaps to unreliable suppliers.
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Longer-term supply problems will arise if the company is consistently
unable to find a sufficient number of suppliers to meet its demand for goods.
Longer-term problems may occur:

e |If a major supplier becomes insolvent or ceases to supply goods for any
other reason; or

e The demand from online retailers for goods exceeds the total capacity of
suppliers to meet demand; given the rapid growth in online sales, there
may well be a significant risk of insufficient supply capacity in the not too
distant future.

There will be some risk that suppliers will fail to provide goods to a satisfactory
quality standard. If quality falls below the expected standard, the company's
reputation — and sales demand — may fall.

The costs of supplied goods may also be a significant risk. If purchase costs
for FL rise faster than sales prices, gross profit margins will fall. FL is able to
fix its purchase prices annually with its suppliers, but the risks of higher costs
will presumably recur every year when prices are re-negotiated.

Reputation risk may arise if the company is associated in the mind of the
public (and customers) with unethical business practices. We know that in the
case of FL, there has been a media report associating its major supplier with
human rights abuses. This does not yet appear to have had any impact on
FL's sales, but sales could be adversely affected if the media reports gain
wider coverage.

Supply risks and the four supply options
Short-term disruption

The risk of short-term disruption to supply (due to the loss of a supplier or
delays in delivery times) is probably greatest when the company relies on a
single supplier for a large proportion of its purchases (which would be the case
with Option 1). This is because problems with the main supplier could have a
devastating effect on FL's sales. The problem is probably least significant
when the company uses a larger number of alternative suppliers (as with
Option 2), and so can switch orders between suppliers should the need arise.

Long-term disruption

The risk of long-term disruption to supply is probably greatest when the
company relies on a single external supplier for most of its purchases (as in
Option 1). FL might expect the capacity of the supply industry to increase to
meet demand, so the risk of long-term supply disruption may not be great if the
company regularly uses a large number of different suppliers (Option 2). The
risk may also be lower if the company acquires a key supplier (Option 3) or
operates its own manufacturing plant (Option 4), since it should be able to
invest in increased capacity to meet growing sales demand. If a major external
supplier is used, there is less control over the output capacity of that supplier.
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Quality risks

Quiality risks apply to all four supply options. When the company uses a
large number of external suppliers (Option 2), quality is likely to be variable,
unless strict controls are applied by FL's purchasing staff. Having its own
manufacturing unit (Option 4) will make it easier for FL to control quality of
the goods produced. However, the quality risks associated with FL setting
up its own manufacturing unit could be high, at least in the short term,
because of the lack of experience of the company and its management with
manufacturing. The risk of low quality is probably least when the company
uses a single external supplier for most of its purchases (Option 1), since
quality standards can be written into the supply agreement, and standards
can be closely monitored.

Rising costs

The risk of rising costs may be reduced by increasing the amount of the supply
chain FL controls — either by acquiring a supplier (Option 3) or by building its
own manufacturing unit (Option 4) so that management has direct control over
production costs. However, costs may be more difficult to control when
external suppliers are used (Options 1 and 2). FL may hope to pass on cost
increases in higher retail sales prices. If this is possible, the risk from higher
purchase costs will not be significant. (In the short term however, with price
discounting, the risks from higher purchase costs may be high.)

Reputation risk and ethical concerns

Reputation risk from the adverse effects of association with human rights
abuses is greatest when, as with FL and Vamosar, the company uses a major
supplier whose business ethics are open to serious question. The problem is
not so great when the company uses a large number of suppliers, because it
can cease buying from any supplier who is accused of unethical business
practices.

However, in this case, Vamosar produces about 50% of FL's clothes, and
therefore the allegations against Vamosar could have serious implications
for FL.

Moreover, in this case, the allegations are that Vamosar is not only acting
unethically, but also illegally.

If the allegations against Vamosar prove correct, then FL faces a potentially
significant problem. Ethically, it should stop using Vamosar as a supplier
(at least until the illegal practices have been stopped), but this will cause
significant disruption to FL's supply chain, and it will need to find alternative
suppliers for the clothes currently provided by Vamosar.

The allegations against Vamosar also raise concerns in relation to FL's
possible acquisition of the company (Option 3).

However, at this stage, the allegations have not been proved, and Vamosar
has strongly denied them, so FL should not make any decisions until the facts
are known.

8 of 28



Nonetheless, this issue also raises the question of what assurance FL itself
carries out over its supply chain. If it has already obtained its own assurance
over Vamosar's labour practices, this would support Ivan Small's claim that
Vamosar has not been acting illegally. On the other hand, if FL has not
obtained any assurance, this represents a weakness in its own control
procedures.

Summary of supplier risks

In summary, there are supply risks with all four supply options. Because
of FL's lack of experience in manufacturing, and the investment cost
and management time that would be involved, setting up an in-house
manufacturing unit in the UK would possibly be the greatest risk, due to
risks of supply disruptions and poor product quality. If FL decides that it
wants to own its own manufacturing unit, the purchase of an established
major supplier would seem to be a lower risk, although the human rights
issue should be addressed as a matter of urgency.

The current purchasing policy also seems to have exposures to serious risk,
in terms of disruption to supply, quality control and reputation risk. If FL
continues to purchase from external suppliers for some or all of its
requirements, then the recommended policy is to use a larger number of
suppliers, and not rely excessively on any of them.

Value of the Vamosar acquisition, and foreign exchange (FX) risks
following an acquisition

The former finance director's calculation provides an income-based valuation
for Vamosar — based on the present value of the future cash flows it is
expected to generate.

On the grounds that FL will be acquiring Vamosar as a going concern, the
FD's approach to valuation may seem reasonable.

Moreover, the fact that the FD's calculation indicates a value of £21.467 million
could suggest that a purchase price of £19 million is attractive for FL.

However, one of the problems with income-based valuation is the difficulty in
estimating future cash flows.

e The calculation depends on estimates of future revenue and costs, as well
as an estimate of the terminal value of the cash flows. There has to be
some uncertainty about these figures. It is not clear where the finance
director obtained the sales forecasts from, or the basis for the assumptions
behind the significant revenue growth. Also, the treatment of the cash
flows generated by Vamosar as a perpetuity (rather than over a shorter
time period) is questionable.

e The cost of capital used for the DCF calculations seems to be FL's current
cost of equity. However, acquiring a manufacturing operation will involve a
different level of business risk to FL's current retail operations, and 12% is
unlikely to be a suitable cost of capital for valuation purposes.

e The effect of exchange rate movements on future cash flows has not been
considered.
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A more fundamental concern about using the FD's calculation as a basis for
an investment decision is whether it accurately reflects the commercial logic of
the transaction.

Although Vamosar generates some revenue from sales to third party

customers, a key part of FL's logic in acquiring Vamosar will be that bringing
this supply 'in-house' will be cheaper than buying it through the market place.

However, if — for example — one of the other potential suppliers could supply
FL's requirements more cheaply than Vamosar, then it would be preferable for
FL to buy from that supplier, rather than from Vamosar.

The FD's calculation, in itself, doesn't consider this issue. Assuming the figures
are reliable, the positive NPV suggests acquiring Vamosar is an option which
is satisficing for FL, but it is not necessarily the optimal one.

Response to Director's concerns raised during the board meeting on
30th June 20X9

The Production Director is concerned about the cost of local materials and
labour. If expenditure increases by 5% the valuation of the company is
reduced significantly to £8,603, if expenditure increases by 10% the NPV is
negative indicating that the acquisition would not be worthwhile as Vamosar
would be predicted to be loss making. So, the valuation is sensitive to the cost
of local materials and labour.

A B C D

1 Scenario 1 — 5% increase in overall

expenditure
12
13 3

Year 1 2 onwards
14 £'000 £'000 £'000
15 Revenue 25,000 | 30,000 | 35,000
16 Expenditure -24,255 | -29,085 | -33,915
17 Net cash inflows 745 915 1,085
18 Terminal value 9,042
19 Discount rate 0.12
20 Cash flows to be discounted 745 9,957
21 PV @12% £8,603

F G H |

1 Scenario 2 - 10% increase in

overall expenditure
12
13 3

Year 1 2 onwards
14 £'000 £'000 £'000
15 Revenue 25,000 30,000 35,000
16 Expenditure -25410 | -30,470 | -35,530
17 Net cash inflows -410 -470 -530
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F G H I
18 Terminal value -4.417
19 Discount rate 0.12
20 Cash flows to be discounted -410 -4,887
21 PV @12% -£4,262

The Sales Director is concerned about the ambitious sales growth of £5 million
each year. He would like to consider the impact on the valuation if sales and

expenditure both grow at 5% in years 2 and 3. Changing these variables would
reduce the valuation to £17,203 as shown below.

A B C D

24 | Scenario 3 — 5% growth in revenue

and expenditure
25
26 3

Year 1 2 onwards
27 £'000 £'000 £'000
28 | Revenue 25,000 | 26,250 | 27,563
29 | Expenditure -23,100 | -24,255 | -25,468
30 | Net cash inflows 1,900 1,995 2,095
31 | Terminal value 17,456
32 | Discount rate 0.12
33 | Cash flows to be discounted 1,900 19,451
34 | PV @12% £17,204

The Finance Director wanted to know the impact of changing the discount rate
from 12% to 15%. 12% is FL's current cost of equity however acquiring a
manufacturing operation will involve a different level of business risk to FL's
current retail operations. If the discount rate is increased to 15% the valuation
is reduced from £21,467 to £17,203. This would suggest that a purchase price
of £19 million is not attractive to FL and negotiations to reduce the asking price
should be considered.

F G H |

24 | Scenario 4 — 15% discount rate
25
26 3

Year 1 2 onwards
27 £'000 £'000 £'000
28 | Revenue 25,000 30,000 35,000
29 | Expenditure -23,100 | -27,700 -32,300
30 | Net cash inflows 1,900 2,300 2,700
31 | Terminal value 18,000
32 | Discount rate 0.15
33 | Cash flows to be discounted 1,900 20,300
34 | PV @15% £17,002
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Finally, the Customer service Director raised the issue of the importance of
considering ESG objectives when appraising a new investment.

While wealth maximisation may be the primary objective for many businesses,
there is increasing recognition that objectives other than financial performance
should be considered. Even where shareholders do only wish to consider their
wealth, the value of a businesses is not only affected by financial performance,
but by other factors that affect the risk and return of investments. These other
factors are referred to as environmental, social and governance issues.

e Environmental: An organisation's activities may have an impact on the
natural environment. Poor environmental behaviour can lead to fines, loss
of reputation and legal claims by those affected by the poor environmental
behaviour. There is public concern with the environmental impact of a
company's carbon footprint. Fashbook uses several suppliers but most
of its manufacturing is done by Vamosar, based in Eastern Europe. This
means that Fasbooks products will have a high carbon footprint due to
the transportation from Eastern Europe to the UK. If the acquisition of
Vamosar goes ahead, Fashbook will have more control over the
distribution process, it is therefore likely that they could put improved
policies in place to reduce the carbon footprint and environmental impact
of their products. For example, they may be able to change the number of
products despatched at any one time to ensure that the minimum number
of despatches are carried out therefore reducing the environmental impact
of the company's transportation processes. This would demonstrate to
Fashbook's stakeholders that it is considering its impact on the
environment by reducing the carbon footprint of its products and therefore
reducing the negative impact on the environment.

« Social: Social refers to the relationship the organisation has with
stakeholders and society as a whole. Issues such as health and safety,
workers' rights, pay and benefits and diversity and equal opportunities
must be considered. The alleged illegal recruitment of employees from
countries in Asia and the accusation that they are being used as slave
labour has resulted in protests from human rights activists. This has
resulted in negative press for Vamosar. If the acquisition does go ahead,
Fashbook must ensure that the claims are unfounded and that a positive
press statement is made to ensure that damage to Fashbook's brand
name is avoided.

« Governance: Governance refers to the way an organisation is managed —
for example the structure of the board of directors and how the activities of
the directors are monitored by other stakeholders, such as
shareholders. Poor governance can lead to significant problems, such as
poor decision making, taking on too much risk or even fraud. The board of
Fashbook must be well structured to effectively manage the acquisition of
Vamosar and to manage the business after acquisition.
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FX risks following an acquisition

Prior to an acquisition, Vamosar would be exposed to foreign exchange risks,
incurring costs in EE dollars and subsequently earning income in pounds
sterling, at prices that may be fixed for up to 12 months in advance. Vamosar
would gain from any strengthening of the pound against the EE dollar, but
would be exposed to downside risks of a rise in the value of the EE dollar.
These risks can be classified as economic risks (long-term FX risks) and
transaction risks (exposures to risks on short-term transactions).

After an acquisition, these foreign exchange risks come within the Fashbook
group, since the group would be incurring manufacturing costs in EE dollars
and earning sales revenues mainly in sterling (and also partly in euros, given
the company's foreign language web sites). The group will now gain from a
stronger pound and a weaker EE dollar.

We know that the EE dollar fell in value against sterling in 20X8 by about 5%.
Historical exchange rate movements are not a guide to future movements. In
addition, purchasing power parity theory would predict that when a currency
declines in value against another, its inflation rate will increase at a faster rate
to compensate for the exchange rate movement. However, if FL acquires
Vamosar and the EE dollar continues to fall in value against sterling, the
Fashbook group will benefit from the exchange rate movement (although this
ignores the rate of inflation in costs in the East European country relative to
the rate of inflation in the UK).

In addition to the economic and transaction risks, Fashbook will also have
exposure to translation risks, because the financial statements of Vamosar will
have to be translated into sterling for the purpose of financial reporting and
consolidated accounts. According to IAS 21, The Effects of Changes in
Foreign Exchange Rates, income and expenses in EE dollars should be
translated into sterling as at the date of the transaction (or at an average rate
for the year) and assets and liabilities (including goodwill arising on the
acquisition) should be translated at the closing rate. There will be reported
losses on translation if the EE dollar falls in value against the pound: these
losses should be recognised in other comprehensive income. If FL acquires
Vamosar for EE$57 million when the exchange rate is EE$3 = £1, and if the
EES$ falls in value by 5% to EE$3.15 = £1, the net investment would fall in
sterling terms to about £18.1 million (EE$57m/3.15) and the reported loss on
translation might be in the order of about £900,000.

The investment in EE dollars could in theory be hedged by borrowing in
EE dollars, but for reasons | shall explain in section (e) of this report, this is
unlikely to be a practical possibility at the moment for Fashbook.

Financial reporting implications of the acquisition

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

We are assuming that Fashbook will acquire 100% of the share capital of
Vamosar, and will therefore obtain control over it.
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As such, according to IFRS 10, Consolidated Financial Statements, Vamosar
will become a wholly-owned subsidiary within the Fashbook group.

Consolidation — Following the acquisition, Fashbook will need to present
consolidated financial statements (group accounts) in which the accounts of
Fashbook (the 'parent') and Vamosar (the 'subsidiary') are combined and
presented as a single entity.

If Vamosar is acquired mid-way through the financial year, only the profits it
earns after acquisition should be included in the group's retained earnings.
Retained profits earned by Vamosar before acquisition will be included in the
assets acquired.

Intra-group trading — Since Vamosar is a supplier to Fashbook (parent), in
order to produce the consolidated financial statements it will be necessary to
cancel out any intra-group trading between the companies, including items
which appear as assets in Vamosar's accounts and liabilities in Fashbook's.

The precise details are not clear from the information we have been given, but
if Fashbook were Vamosar's only customer, then all of its revenue will be
‘cancelled out' on consolidation.

Unrealised profits — Any clothes which Vamosar supplies Fashbook which
remain unsold at the year end will be included in Fashbook's inventory.
However, in the consolidated financial statements these need to be shown at
their cost to the group, rather than to Fashbook (parent). A consolidation
adjustment (provision for unrealised profit) will be required to debit group
retained earnings and credit group inventory (in the statement of financial
position) with the amount of profit unrealised by the group.

Fair value — IFRS 3 requires that the assets acquired by Fashbook (and any
liabilities assumed) will be measured at their fair values at the acquisition date.

In relation to the consolidated financial statements, the assets acquired should
initially be translated at the exchange rate at the date of acquisition (the
historic rate).

Goodwill — Once the fair values of all the individual assets (tangible and
intangible) being acquired have been measured, the total of these values can
be compared to the purchase price Fashbook pays for Vamosar in order to
calculate goodwill arising on acquisition.

Any goodwill arising on acquisition should be recognised as an intangible asset
in Fashbook's consolidated financial statements. This again is initially translated
at the historic rate, but as noted above, and in accordance with IAS 21,
goodwill will need to be re-translated at the year end using the closing rate.

Assurance procedures over Vamosar financial information

Providing assurance in respect of forecasts is covered by ISAE 3400, The
Examination of Prospective Financial Information.

Prospective financial information means financial information based on
assumptions about events that may occur in the future and possible actions by
an entity. This would relate to the forecasts of revenue and profits made by
Vamosar to support its valuation of EE$57 million.
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Factors to consider

ISAE 3400 states that the assurance firm should agree the terms of the
engagement with the directors. It also lists the following factors which the
auditor should consider:

e The intended use of the information (ie, as the basis for an acquisition
price)

e The nature of the assumptions, that is, whether they are best estimate or
hypothetical assumptions

e The elements to be included in the information
e The period covered by the information

The auditor should have sufficient knowledge of the business to be able to
evaluate the significant assumptions made. Gower Tuck (GT) may also be able
to obtain information about Vamosar from FL, as one of its major customers.

Areas where procedures need to be performed

GT will need to make an assessment of Vamosar management's competence
regarding the preparation of prospective financial information. In order to
obtain sufficient appropriate evidence, GT needs to perform procedures to
gain satisfaction in the following areas:

e Vamosar management's assumptions: The prospective financial
information is based on these, and so GT needs to be satisfied that they
are not unreasonable and, in the case of hypothetical assumptions, that
such assumptions are consistent with the purpose of the information
(ie, to provide a basis for a valuation of the business). This will include
ascertaining that Vamosar's forecast sales are realistic. On the one hand,
there appears to be a possibility that Vamosar's production capacity is
becoming constrained, so any forecast should reflect any such
limitations. On the other, the increased forecasts appear to result from
increased sales to Fashbook, which could justifiably be left out of any
valuation exercise performed on Fashbook's behalf.

e Prospective financial information is properly prepared: The key issues
which projections relate to are profits, capital expenditure and cash flows.
GT will need to verify projected income and expenditure figures to suitable
evidence, and review cash forecasts to ensure that the timings involved
are consistent and reasonable. Prospective financial information is likely to
be affected by Vamosar management's judgement, and its wish for a high
selling price, creating a risk of material misstatement.

e Prospective financial information is properly presented: All material
assumptions should be adequately disclosed, including a clear indication
as to whether they are best-estimate assumptions or hypothetical
assumptions (disclose assumptions for example about timing, the level of
sales, the impact of advertising and other costs).
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e Prospective financial information is consistent: The prospective financial
information should be consistent with historical financial statements, using
appropriate accounting principles.

Expressing an opinion

It is clear that, as prospective financial information is subjective information, it
is impossible to give the same level of assurance regarding forecasts for
Vamosar as would be applicable to historical financial information.

In this instance, the procedures carried out should gather sufficient appropriate
evidence consistent with providing limited assurance in the form of a
negatively expressed opinion.

ISAE 3400 suggests that GT should express an opinion including:

e A statement of negatively expressed assurance as to whether the
assumptions provide a reasonable basis for the prospective financial
information

e An opinion as to whether the prospective financial information is properly
prepared on the basis of the assumptions and the relevant reporting
framework

e Appropriate caveats as to the achievability of the Vamosar forecasts
Raising investment capital

The actual amount of investment capital required by FL in the near future will
depend on whether the company purchases Vamosar. The cost of purchasing
Vamosar is expected to be about £19 million, which means that FL is seeking
about £7 million for other investments.

Given the capital expenditure in 20X8 of just £3,338,000, a figure of £7 million
seems high, and the company may not need as much as this.

The company had cash and cash equivalents of £2,676,000 at 31 December
20X8 and may have more than this now. Some of the money required for
capital expenditure could therefore (possibly) come from the company's cash
resources. If the company does not acquire Vamosar, it is possible that most
of the required money could be obtained from existing cash resources. Any
additional requirements could then probably be borrowed on short to medium
term bank loans. More information is needed about cash flows and cash flow
forecasts to be confident about this suggestion, however. For a private
company in a high-growth (and presumably a high-risk) business, FL already
has fairly high gearing. At 31 December 20X8, its gearing ratio (measured as
debt: total capital and using book values) was 22.8% (2,228/9,767). However
some increase in debt through a bank loan may be possible if the borrowing
requirement is just a few million pounds.

If the amount of capital required is £26 million, it is very doubtful whether the
company would be able to borrow all of such an amount. The balance sheet
value of the company's capital at 31 December 20X8 was just £9,767,000. An
extra £26 million in capital would increase total capital by an extra 266% and
gearing (measured by book values) would be extremely high.
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To raise £26 million, it seems certain that the money would have to come from
a new issue of equity. FL has plans to obtain a stock market listing in the near
future. An acquisition of Vamosar might provide an opportunity to apply for a
listing immediately, and raise additional equity capital in the IPO that would
accompany this. Provided that internet-based retail companies continue to
attract investment capital, an IPO in which this amount of new equity (and
possibly more) could be raised seems a possibility.

FL should seek further advice on this possibility from an investment bank.
Ethical issues around potential security breach

At this stage, it appears unclear whether a security breach has occurred or
not. Therefore, the most urgent thing to do is to establish the facts: whether a
breach has occurred, and — if so — what the extent of the breach is.

If an announcement is made before the facts are known, there is a danger it
could cause unnecessary concern to customers as well as damage to
Fashbook's reputation — by leading customers to believe there has been a
breach when in fact there has not.

However, if a breach has occurred, then Fashbook should give notice of this —
providing relevant detail about the extent of the breach, and the data affected.

In addition to ethical issues, there are also legal issues here, because
Fashbook must ensure it complies with legal requirements around data
protection. As a UK company, Fashbook must comply with General Data
Protection Regulation (GDPR), which would mean that if customers' personal
or financial data is at risk this will need to be reported to the supervisory
authority (the Information Commissioner's Office) within 72 hours of Fashbook
becoming aware of the breach.

The Regulation also requires that if the breach presents a high risk of the
security of individuals' data being adversely affected, those individuals need to
be informed directly and without undue delay. If customers are not told about
the breach, they remain vulnerable to their data being used fraudulently by
third parties.

Although announcing a data breach is likely to result in a loss of customer trust
in Fashbook (as the directors have noted), if Fashbook does not disclose the
breach, then it is not acting ethically, or legally.

If Fashbook tries to withhold the news in the short term to prevent negative
publicity, in the longer term, doing so is likely to be more detrimental to
Fashbook's reputation and to customer trust in it. In addition, if Fashbook
fails to report the breach in accordance with GDPR, it will be liable to a
substantial fine.

Competence and due care — Apart from giving notice about the breach, a
second issue to consider is how the breach occurred. If the breach occurred
due to avoidable failings in Fashbook's control system, then there is potentially
also an ethical issue here — in that Fashbook has not acted with due care to
protect customer information.
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Although it is not possible to remove the threat of a security breach
completely, Fashbook has a duty to its customers to keep its systems safe,
and therefore to minimise the risk of a breach. In this context, it would be
advisable for Fashbook to have a plan in place for how to respond to a cyber-
security incident — both in terms of how to deal with the technical aspects of
the breach itself, and also in terms of communicating with customers.

There are legal implications as well as ethical ones here too, because GDPR
also requires organisations to have appropriate security measures in place to
protect any personal data they hold.
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2 Projecta Contractors plc

Marks
(a) Identify the causes of Projecta's financial difficulties
and the symptoms of them.
Explain the extent to which these difficulties and
risks should be disclosed in the annual report and
accounts. 13
(b)  Explain the advantages and disadvantages of the
syndicated loan and the package proposed by the
hedge fund.
Discuss the possible reasons why the shareholders
have refused to support a rights issue. 12
(c) Identify the problems the company faces in its
bidding process, and in project management and
control. 6
(d)  Explain the financial reporting implications of the
sale of Projecta Advisers to BuildForce in the
financial statements for the year ended
31 August 20X9. 9
Total marks 40
(a) Financial situation
WORKINGS
20X8 20X7
Gross profit margin (62.3/625.7) 10.0% (70.5/618.6) 11.4%
Operating profit
margin (2.0/625.7) 0.3% (4.2/618.6) 0.7%
Number of shares (£6.9m/£0.075) 92m
Market value of
shares (92m x £0.54)  £49.68m
Book value of debt  (89.4m + 33.7m) £123.1m (78.6m + 27.6m) £106.2m

Symptoms of financial difficulty

There are several items of evidence to suggest that Projecta Contractors (PC)

may be in financial difficulty.

Profit margins seem low and have been getting smaller. The gross profit

margin on the company's operations fell from 11.4% to 10.0% between 20X7
and 20X8, and the operating profit margin fell from 0.7% to 0.3%.
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This level of profitability is too low to support finance costs, and in both years
the company made a loss.

In spite of making a loss, the company paid dividends of £6.9 million in both
20X7 and 20X8. As a result, the company's equity reserves fell even further.
PC cannot sustain a dividend policy of maintaining dividend payments when
making a loss. We do not know the amount of the company's distributable
reserves, but these may be falling towards zero.

The high dividend policy may be intended to sustain the company's share
price. At the current share price of £0.54, dividend yield is 13.9% (7.5/54). This
is extremely high. This suggests that shareholders are aware of the high risk
with their investment, but believe that the company will be able to survive
whilst still paying large dividends. In spite of the high dividends, the share price
fell in the current year by about 5%.

The company's financial gearing is also a sign of financial weakness. If we
assume that the book value of the company's debt is more or less equal to its
market value (which may not be the case) gearing, measured as borrowings:
equity is about 248% (123.1m/49.68m). This is extremely high. The
company's cash position improved between 20X7 and 20X8 by £4.8 million
(43.9m — 39.1m), but borrowings increased in the same period by £16.9 million
(123.1m — 106.2m), so the positive cash flows had more to do with borrowing
than with operational cash flows.

Other indications of a weak financial position may be:

e The redundancies in the current and previous financial years, amounting
to 10% of the work force: employment costs in 20X8 were £224.5 million,
and savings of 10% would presumably amount to about £22.45 million
(although redundancy costs will be an added expense in the year that the
redundancies occur). Savings of this amount are probably considered
necessary to restore the company to a sounder financial position.

e Disposals of businesses: There were discontinued operations in both
20X7 and 20X8. There were assets and liabilities held for sale at the end
of 20X8 and we also know that Projecta Advisers is intended to be sold in
the future. The company presumably considers it necessary to dispose of
loss-making businesses and, in the case of Projecta Advisers, to raise
cash by selling a profitable business. Selling businesses may be part of a
planned strategy to focus on core businesses, but in the case of PC, the
disposals are more likely to have been caused by financial necessity.

e The impairment of receivables may also be an indication of financial
problems, but there is insufficient information to make a reliable judgement
about this.

The causes of financial difficulty appear to be:

e The difficult trading conditions and competition within the construction
industry, which has resulted in under-pricing of contracts, and so losses
(or only small profit margins) on major projects
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e Possibly poor project control on major projects, causing over-runs on cost
and time

e Excessive borrowing relative to the company's equity capital
Reporting on financial difficulties

The company should acknowledge its difficulties in its annual report and
accounts. Some requirements relate to the going concern assumption.

IAS 1 Presentation of Financial Statements requires the board to state that
it has made an assessment of the company's ability to continue to adopt the
going concern basis of accounting; the UK Listing Rules require premium
listed companies to include in the annual report a statement that the
company is a going concern; and the UK Code of Corporate Governance
requires directors to state whether they considered it appropriate to adopt
the going concern basis of accounting. Any material uncertainties should
be disclosed. However, the going concern basis of accounting should be
adopted in all but extreme circumstances, and these requirements do not
apply unless the company is in very serious financial difficulty, with the risk
of having to cease trading.

A company's strategic report must include a description of the principal risks
and uncertainties facing the company. In the case of PC, it will therefore be
necessary to make some disclosures of principal risks: these may include
economic conditions, competition within the industry and risks relating to
project management control, including risks of under-pricing due to uncertainty
of costs in long-term major construction contracts.

Financing options
Syndicated loan
Advantages

A syndicated loan of £30 million will be sufficient for the company to redeem
the maturing bank loan, without increasing its total borrowing.

The loan would be for five years, which should be a sufficient period of time to
enable the company to improve its financial performance and position.

Although there may be some demanding loan covenants, a bank loan will not
affect the ownership of the company.

Disadvantages

The interest rate will be at least 8%, and the interest rate is likely to be
variable. Finance costs in 20X8 were £6.7 million, and average borrowing was
£114.7 million [(123.1 + 106.2)/2], so average interest rates paid were about
5.8%. The new loan will be at a much higher interest rate, and this will affect
profitability.

New borrowing to refinance the company will do nothing towards improving the
company's situation. It will simply replace a maturing loan with a new and more
expensive loan.
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Hedge fund refinancing package
Advantages

The proposed package will provide the company with sufficient funds to
redeem the maturing loan and have an additional £5 million of funding.

Only £15.4 million of the finance will be in the form of a loan or redeemable
preference shares, so the company will reduce its financial gearing ratio with
the injection of £19.6 million of new equity.

Preference dividends will not be payable unless the company has sufficient
profits; therefore the pressures of high financing costs will be reduced.

The YTM of the bonds can be calculated using the RATE function:

To calculate the RATE, the following variables need to be input to the RATE
function.

B5= RATE(B1,B2,B3,B4)

A B
1 | Nper = the number of periods 201
2 | Pmt = the amount (of interest) paid in any single period 3.752
3 | Pval = the present value of the asset (its market price) -1003
4 | Fval = the future value (the amount paid at maturity). 1053
5 | Yield to maturity 0.0392 4
6 | Annual yield to maturity 0.0784 %

1 This is the number of six-month periods over which payments are made.
(Six months is used as the bond pays interest on a semi-annual basis.)
(10 years, 2 six-month periods in a year = 20)

2 This is semi-annual coupon, calculated as £7.50 divided by 2 = £3.25

3 This is the redemption value, calculated as £100 x 1.05 = £105 market price,
inserted as a negative value.

4 This is the yield expressed in terms of the period assessed: six months.

5 This is the annualised yield to maturity, calculated as 0.0392 multiplied by 2
(As there are two six-month periods in a year) = 0.0784 or 7.84%.

The bonds therefore carry a slightly lower interest rate than the syndicated
loan and will have a longer maturity. (However the interest rate is likely to be
fixed, exposing the company to the risk of not benefitting from falling interest
rates in future.)

By injecting a substantial amount of new equity, the hedge fund will have a
strong motivation to demand improvements in the company's performance.

Disadvantages

The injection of new equity will mean a dilution of ownership for existing
shareholders. If the hedge fund obtains 40 million shares, the total number of
shares in issue will rise to 132 million, of which the hedge fund will own 30.3%.

With such a large increase in the number of shares, there will be no possibility
of maintaining the company's current dividend policy of paying £0.075 per
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share each year. When the company changes its dividend policy, other
shareholders may decide to sell their shares.

The purchase price for the new shares will be £0.49 per share (£19.6m/40m)
which is lower than the current market price of the shares. It therefore seems
probable that the market price per share will fall if the refinancing package is
agreed, and existing shareholders will suffer some loss of value.

A financing package involving a hedge fund is likely to provide a strong signal
to the market that PC is in serious financial difficulty. For this reason, the
package is possibly too much of a high-risk option unless the company really
is in serious difficulty.

Reluctance of existing shareholders to support a rights issue

The company needs at least £30 million in new capital, to redeem the
maturing loan. The current market value of the company's equity is

£49.68 million. Shareholders would therefore be required to provide a

very large injection of new capital, relative to the company's current value.
(For example, if the rights issue price were, say, £0.45, the company would
need to issue about 67 million shares to raise £30 million, compared to the
92 million shares currently in issue.)

Shareholder support for the company, and its share price, appears to have
been motivated by the company's dividend policy. This policy could not be
sustained if the company increased its share capital by such a large
percentage amount.

Shareholders/investors are probably concerned about the company's financial
position and would want to see evidence of a recovery in the company's
business before committing new equity capital.

Bidding for contracts and project management

The company has been under-pricing bids for major contracts, in order to win
the contracts in the face of strong competition. However, it appears that prices
may have been so low that the company has been making no profit or only
very small profits on its work. This suggests that there may be a weakness in
the bidding process, and that project costs are under-estimated in order to
justify a lower bid price.

The company is currently winning a smaller proportion of bids than at the
beginning of the economic downturn, which may indicate that bids are now
being priced more realistically.

On the other hand, the cost of submitting bids for major contracts is high
(£5 million in 20X8), and these costs need to be covered by the profits from
projects that are awarded to the company.

These various factors, taken together, suggest that there may be weaknesses
in the process of bidding for projects. Prices need to be based on a realistic
estimate of costs and time to complete, but the company should also try to
improve its success rate in the bidding process. Costs may be saved by
choosing not to bid for contracts where the probability of winning the order
seems relatively low.
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Cost estimates may be improved by requiring the managers responsible for
bidding to justify their costings to a senior management committee, and to be
held accountable for those costs if the company wins the contract.

Project cost control also appears weak, and a major problem may be failure to
complete projects within the planned time. PC is able to recover increases in
cost due to rising materials prices, but other costs, such as labour costs,
usually increase with time. If projects are late completing, labour costs and
overhead costs are likely to exceed expectation.

This problem appears to be compounded by failure of project management to
recognise the problem. By under-estimating the time to completion on
contracts at the end of each year, managers are avoiding the need to
recognise losses due to late completion; however this simply means that when
the losses do occur, they are unexpected. Unexpected losses can be
damaging for investor confidence in the company.

Financial reporting of the disposal of Projecta Advisers

The main financial reporting standard that applies to the disposal of Projecta
Advisers (PA) is IFRS 5 Non-current Assets Held for Sale and Discontinued
Operations.

The disposal of PA will have an impact upon cash flows and profits in PC's
financial statements. The purpose of IFRS 5 is to help the users of PC's
accounts make more informed assessments about its future prospects.
Showing separate information about discontinued operations allows users
to make relevant future projections of cash flows, financial position and
earnings-generating capacity for PC without the inclusion of PA.

PA can be regarded as a disposal group. According to IFRS 5, a disposal
group is defined as a group of assets to be disposed of, by sale or otherwise,
together as a group in a single transaction. This definition includes a
subsidiary which the parent intends to sell.

Held for sale

A non-current asset (or disposal group) should be classified as 'held for sale' if
its carrying amount will be recovered mainly through a sale transaction, rather
than through continued use. An asset classified as 'held for sale' should be
presented in the statement of financial position separately from other assets.

The criteria for classification as 'held for sale' are set out below.

e The asset is available for immediate sale in its present condition.
e |ts sale must be 'highly probable'.

For the sale of PA to be regarded as highly probable, the following must apply.
e Management must be committed to a plan to sell the asset.
e There must be an active programme to locate a buyer.

e The asset must be marketed for sale at a price that is reasonable in
relation to its current fair value.
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e The sale should be expected to take place within one year from the date of
classification.

e ltis unlikely that significant changes to the plan will be made or that the
plan will be withdrawn.

Given the information about the planned sale, it would appear that PA does
meet the definition of 'held for sale' at 31 August 20X9.

Immediately before the classification of the net assets of PA as held for sale as
at 31 August 20X9, the carrying amounts of these assets need to be adjusted.
IFRS 5 requires that a disposal group should measure its relevant assets at
the lower of:

e Carrying amount
e Fair value less costs to sell (that is, its net realisable value)

Evidence of impairment should be assessed immediately prior to the held-for-
sale date. There is evidence of impairment, as the expected proceeds from the
sale of the disposal group to BuildForce is £13.5 million, while the net assets
have a carrying amount of £15.1 million. This would indicate an impairment
charge of approximately £1.6 million, treated as a reduction in the carrying
amounts of individual assets (as required by IAS 36 /Impairment of Assets).

The following information should be disclosed in the notes to the accounts:
e A description of PA

e A description of the facts and circumstances of its sale, and the expected
manner and timing of that sale

e The gain or loss recognised in profit or loss

e If applicable, the segment in which PA is presented in accordance with
IFRS 8 Operating Segments. PA may not meet the 10% disclosure
thresholds of IFRS 8, but PC might still apply the disclosure requirements
if management believes that information about the segment would be
useful to users of the financial statements.

Discontinued operations

Consideration also needs to be given as to whether the sale of PA represents
a discontinued operation under IFRS 5. The results of a disposal group should
be presented as those of a discontinued operation if the group meets the
definition of a component (its operations and cash flows can be clearly
distinguished from the rest of the entity) and it is a separate major line of
business.

PA is revenue generating, clearly distinguishable from the rest of PC and it
is material. It appears to be a separate line of the group's business, as it
specialises in the provision of project managers for government clients (as
opposed to contract tendering and construction projects). So PA does qualify
as a discontinued operation in PC's financial statements for the year ended
31 August 20X9.
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IFRS 5 provides for an analysis of the contribution of the discontinued element
to the current year's profit ie, the part that will not be included in the profits

of future years. Additionally, the net cash flows attributable to the operating,
investing and financing activities of the discontinued operation must be
separately presented on the face of PC's statement of cash flows, or disclosed
in the notes.
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