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CASE STUDY – LUXURY FEVER LTD. 
 
Background of case study 
Luxury Fever is a high end fashion business, specialized in designing, manufacturing and 

distributing haute couture and contemporary fashion designs based on current fashion trends. 

Luxury Fever’s products are sold mainly to up market clothing outlets in Armenia and the UK.  

Some products are also exported to other EU countries. 

Based in Armenia (a country in Europe), Luxury Fever was originally founded by Ferreira Notzua 
nearly 30 years ago.  Ferreira was CEO when Luxury Fever was floated on the Enterprise 
Securities Market of the Armanian Stock exchange 10 years ago.  Ferreira is now the chairman 
of the Board of directors.   
 
Present context 
Martha, the current CEO, is pondering over the decisions made at the board meeting that has 

just ended. Luxury Fever is a very liquid company with large amounts of spare liquid capital on 

the company’s statement of financial position. Martha has been concerned for a number of 

years about using the spare capital for expansion purposes, and is now relieved over the 

board’s decision to invest some of Luxury Fever’s spare liquid capital in expanding the business.  

In a bid to expand its business, Luxury Fever is planning to enter the large scale garment 
manufacturing business in India. However, Luxury Fever has no experience of operating in the 
Indian market. The Board has agreed that such an approach is well worth exploring and has 
asked Martha and Ferreira to come back with clear proposals as to how Luxury Fever should 
enter the Indian market for mass scale garment manufacturing. The Board has specifically asked 
Martha and Ferreira to decide: 

i) If the Indian expansion should be undertaken organically, that is by Luxury Fever 
building its own facility in India from scratch or   

ii) If they should purchase an Indian garment manufacturer.   
 
The following week, Martha and Ferreira meet for lunch to discuss the proposal. They invite 
you, Luxury Fever’s financial advisor, along. Ferreira outlines details of an Indian Garment 
Manufacturing company that she has been watching with a view to purchase.  She points out 
that this company sells its products, to clothing outlets all over India, as well as its neighboring 
countries, Bangladesh, Pakistan, Sri Lanka and the Maldives.  Accordingly, it has a good 
distribution network, which Luxury Fever could use to get started in India as well as South Asia. 
Martha also explains that the Indian factory that Luxury Fever might have to build will only 
manufacture products for the Indian and its neighboring markets.  
 
During the next week, you visit the target company in India, Good Clothing PLC, and also the 
site on which a new factory will be built should Luxury Fever choose not to buy the India 
Garment Manufacturer. After a week of research and pouring over the information supplied, 
you come up with the projections outlined under Option A – Organic expansion.   
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Option A – Organic expansion 
Your estimates of the costs involved here include your own fees of €10,000, which you will 
receive regardless of whether the project goes ahead or not.  Ferreira has identified a plot of 
land for the new factory which will cost $1 million.  The building costs of the factory are 
estimated at $2 million.  Twenty five per cent of this amount will be paid now and the balance 
will be paid in one year’s time when the factory is completed.  Machinery will have to be 
purchased for $1 million.   It is proposed that this machinery would be purchased immediately 
and stored in a rented premise until Luxury Fever’s new factory is ready.  This will ensure that 
production can commence immediately.   The rent for the temporary premise is estimated to 
be $30,000, payable in advance.  The cost of moving the machinery to the new factory, when 
constructed, is estimated at $10,000.  
 
Working capital of $120,000 will be required immediately.   The average contribution per unit is 
estimated at $5.  This contribution takes the royalty of $1 per product to be paid to various 
fashion labels that Luxury Fever is currently partnering with. These labels will also be paid an 
annual fixed fee of $50,000 in arrears. It is estimated that 200,000 units would be sold in the 
first year.  This would rise to 400,000 in year 2 and 500,000 in year 3. Sales would remain at this 
level for year 4 and in year 5 drop back to 250,000 units.  It is expected that the NPV of the cash 
flows after year 5 will be zero.  Five operatives will be required to operate the machinery in the 
first year.  This will increase to ten for years 2-4.  The salary for such operatives is $40,000 per 
annum. However, it is expected that two of the operatives will be made redundant in year 5 
when production tapers off.  Redundancy costs are estimated as being approximately equal to 
one year’s salary.  A production manager would be recruited to oversee the operation of the 
factory, with an annual salary of $80,000.   Fixed production costs would be $100,000 per 
annum.  It is expected that Martha and Ferreira would each devote 20% of their time to the 
Indian operation should Luxury Fever decide in favor of organic growth in India.   Martha 
receives a salary of €250,000 per annum and Ferreira earns a director’s fee of €200,000.   
Airfares for Martha and Ferreira to India are expected to be in the region of €30,000 per annum 
(approximately €15,000 each).  
 
Option B – Good Clothing PLC 
Good Clothing PLC is a publicly owned stock in India, which provides both small batch and large 
scale manufacturing services for independent designers and established brands. Martha thinks 
it would be a good fit since its existing distribution channels could be used to expedite the 
distribution of Luxury Fever’s current products to retail outlets in India and its neighboring 
countries. Although Good Clothing PLC has been in the garment business for decades, its 
factory and production facility has worn out and incapable of maintaining current standards of 
Luxury Fever’s product portfolio.  
 
Should Luxury Fever purchase Good Clothing PLC, it would save $1 million on the cost of the 
factory.  This is because Good Clothing PLC has additional land on which its productive capacity 
could be expanded.   Good Clothing PLC would also be able to sell 100,000 extra units in years 1 
and 2. Sales thereafter, and the remaining costs and revenues would remain the same as 
outlined in Option A above.  
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The founder and current CEO of Good Clothing PLC Dev Patel, is approaching 65 years of age 
and is willing to sell at the right price.  He has met Martha and Ferreira and has informed them 
that he would be very happy to sell his controlling interest in Good Clothing PLC to Luxury Fever 
for $6 per share. Dev reckons that the fashion market in India will continue to grow at a rate of 
2% per annum for the foreseeable future.  The latest price quoted for one of Good Clothing 
PLC’s 10 million shares is $5.30. This would give him a premium of 70 cent or approximately 
13.2% on the current share price.   
 
Having sifted through Martha’s and Ferreira’s preliminary research using publicly available 
information, you estimate the following forecasted financial statements and growth rates for 
Good Clothing PLC (see Table 2). No allowance has been made for the synergies outlined above 
regarding the use of Good Clothing PLC’s distribution channels.  You estimate that the long-run 
growth estimate of Jeremy and Martha of 2% per annum from 2018 is probably correct.   Good 
Clothing PLC’s financial year end is March and table 2 outlines its projected income statements 
from 2019 to 2022.  
 
Table 1 
 

  

Income Statement to 31 March 2018 € Million  
Sales 
Net income 
Taxation 
Net income after tax 
Dividends 
Retained 

100 
20 

2.5 
17.5 

5 
12.5 

 

   
Statement of Financial Position at 31 March 2018 
 

  

 € Million  € Million 
Fixed assets 
Short-term invest. 
Working capital 

20 
40 
20 

Equity shareholders 80 

Net assets 80 Net equity 80 
 
 
 
 
Note:  

- Working capital includes €10m balance at the bank which earns Luxury Fever interest at 
1% per annum.  

 
- Luxury Fever has 100 million shares in issue and these are currently trading at a price of 

€1.20 per share. Ferreira owns 15 million shares and Martha owns 50,000 shares. 
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Table 2  
 
Good Clothing PLC 
 
Income Statement $'000 2018A* 2019 2020 2021 2022 
Sales 150,000 153,000 156,060 159,181 162,365 
Operating expenses 146,000 148,920 151,898 154,936 158,035 
Operating income 4,000 4,080 4,162 4,245 4,330 
Interest 360 320 337 358 338 
PBT 3,640 3,760 3,825 3,887 3,992 
Taxation 1,274 1,316 1,339 1,360 1,397 
Net Profit after Tax 2,366 2,444 2,486 2,527 2,595 
Dividends 1,000 1,000 1,000 1,100 1,100 
Addition to equity 1,366 1,444 1,486 1,427 1,495 
      
Balance Sheet  $'000 2018A* 2019 2020 2021 2022 
Fixed assets 28,000 26,010 24,970 27,061 24,355 
Net current assets 15,000 18,360 21,848 20,694 24,355 
Operating assets 43,000 44,370 46,818 47,754 48,710 
Cash 0 500 62 48 2 
Net assets 43,000 44,870 46,880 47,802 48,712 
      
Shareholder’s equity 35,000 36,444 37,930 39,356 40,852 
Debt 8,000 8,426 8,950 8,446 7,860 
Total financing 43,000 44,870 46,880 47,802 48,712 
 
A* = Actual 
 
Additional Information: 
1. The beta of Luxury Fever’s stock is estimated at 0.9 by its stockbrokers. 
2. The market risk premium in both India and in Armenia is estimated at 5%. 
3. The risk free rate of interest in India is 0.61% and in Armenia it is 1.5%.  
4. You can take the exchange rate between the euro and the dollar to be $1.25/€1. 5.  
5. The beta of Good Clothing PLC is 0.95. 
6. Good Clothing PLC pays interest on its debt at 4%. 
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SECTION A – THIS QUESTION IS COMPULSORY AND MUST BE ATTEMPTED.  
 
QUESTION 1 

 
a) Evaluate whether:  

 
i) The construction of a factory to manufacture clothes in India is a worthwhile project 

from the perspective of Luxury Fever’s shareholders. (20 marks)  
 

ii) The purchase of Good Clothing PLC at $6 per share is a worthwhile investment for 
Luxury Fever. (20 marks) 

 

b) What would you advise Luxury Fever to do with regard to possible expansion into India?  
Justify your answer. (10 marks)  
 
(Total 50 marks) 
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SECTION B – ANSWER ONLY TWO QUESTIONS. 
 
QUESTION 2 

Martha Washington and Ferreira Notzua have fundamental knowledge of the fashion business 

and have become very astute businesswomen over the years by building up such a successful 

enterprise. However, they have always felt uncomfortable with figures, and have requested you 

to give them financial advice on the proposed investment projects, as well as other areas which 

requires financial expertise.  

Requirement: 

a) Martha and Ferreira have heard of a concept in corporate finance called ‘agency theory’ 

and that if Luxury Fever acquires Good Clothing PLC, they would require an understanding 

of the latter. Analyze the issues of agency theory in relation to the potential acquisition.  

(12 Marks) 

 

b) Critically appraise the issues arising from the surplus cash in Luxury Fever, and explain 

how the excess liquidity can be utilized efficiently and more effectively. (13 marks) 

 

(Total 25 marks)  

 
 
QUESTION 3 
 
a) Evaluate how Luxury Fever’s current activities expose the company to foreign exchange 

risks and recommend appropriate action that Luxury Fever should take to mitigate these 

foreign currency risks. (15 marks) 

 

b) Bearing in mind that mergers and acquisitions may be classified in several ways, describe 

the various ways in which Luxury Fever’s proposed takeover of Good Clothing PLC might 

be classified. (10 marks) 

 

(Total 25 marks) 
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QUESTION 4 
 
Ferreira’s son, Peter Felix is a non-executive director of Luxury Fever. A hotelier by profession, 
Peter feels that the fashion and garment industry is rather cyclical and believes that Luxury 
Fever should diversify into at least one other business in order to reduce risk.  He argues that 
no company should put all its eggs in one basket. His current mantra seems to be 
“diversification can reduce risk without sacrificing return: all businesses should diversify, it’s 
just common sense”.   
 
Peter has noticed the emergence of craft breweries in the region. Peter runs and owns more 
than 10 hotels, and has noticed that its customers, both local and tourists alike, are turning to 
craft beer instead of the produce of the large international drinks producers. He reckons that 
with additional restrictions on the advertising of alcoholic beverages the large companies will 
find it impossible to continue their dominance of the industry.  Thus there will be even more 
opportunities for artisan breweries in the future.   He sees the purchase of a few artisan 
breweries as a method of expanding Luxury Fever and simultaneously reducing risk.  
 
Requirement: 
 
a) Outline the main principles of diversification i.e. how diversification can reduce risk 

without sacrificing return. (10 marks) 
 
b) Critically assess whether the diversification provided by purchasing a business in a 

different industry is a good reason for Luxury to acquire the breweries? (15 marks) 
 

(Total 25 marks)  
 
 
 
 
 

End of Question Paper 


