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This page is provided for you to make notes on during reading time. [t is NOT to be
handed in and { must therefore not form part of your final solution.
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Question 1

Floating Kayaks Lid, ('FK') has 2 manufacturing plant in East London and is a world leading
manufacturer and distributor of Kayaks. FK originates from humble beginnings, and ihrough
dedication and hard work by the founder, Mr Waters, the company has grown o be a world
leader. When Mr Waters left school, he fook a position as 2 life guard on a local East London
bsach. There were many periods whean there were no swimmers and Mr Waters began
carving moulds out of the sand and devsloping his design from there. He had an exceptional
ability to understand water flow and craft stability and it was not long before his friends began
commissioning (ordering} kayaks from him. His business soon outgrew the capacity his
garage ofisred and he hired a factory workspace and began employing staff. Mr\Waters listed
FKonthe JSE ten years later, but always retained 55% of the ordinary shares in his company.
Mr Waters has never employed an engineer to assist in his designs, but has continually
improved on each design. With sach new design, he regisiers a patent over the design io
protect his intellectual property. The world leading professional paddlers only usa FK designed
boats, and Mr Waters ensures that they receive a complimentary kayak every iime he
produces 2 new boat,

Kayaking is a sport where individuals can paddie their kayaks (boats), either on their own or
in pairs on rivers, dams or in the ocsan. Over the last twenty years kayaking has become a
very popular sport worldwide, especially in coasial towns where moderate weather is
experienced, and East London is no exception. FK has experienced exceptional growth from
lts incorporation 30 ysars ago, however the market has reached saturation and growih is
expecied io continue at a rate of 4% per annum going forward from 2019. The sector has a
price earnings ratio of 6.

Thars are two main playsrs who dominaie the kayak markst, FK who have 44% of the total
market shars and Epical Kayzks (‘EK'), who are based in the UK mzaks up 40%. The rsmaining
18% of ihe market consist of small manufacturers, with China trying hard o make inrozds inio
ths markst.

The process for manufacturing kayaks is relatively straight forward. Carbon fibre cloth is used
io line & mould. This cloth is then paintsd with resin, which is left to dry over a period of four
hours. This process is repeated three fimes to ensure that the kayaks are compisiely
waierproor. Ridges ars buili inio the boats design to give it struciural integrity, however there
s a irade-off between strength and weight. The kayaks need io be a light weight to bs able
to obizin maximum floatation and speed for racing. Once the outside of the kayaks has been
built, work on the internal process can commence. In the final step, a seat is fitted with a
steering gear which is operatsd by one’s feet. FK's manufacturing plant can produce 90 000
units in total annually with their current staff and mould compliment. The production capacity
has remainad consistent over the last five years.

FK produce two different types of kayaks. A Single Mode (*SWM’} which is designed for one
person {0 paddle and a Double Model ('DM') which is designed for two people to paddle in. I
is the company’s policy fo only make the Double Model when they are ordered, and the order
is completed and dispaiched within the same month as the order, however they budget to
always hold 500 units of the Single Models on hand. The cost for the seat and sieering gear
is the same for both models.
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The standard input production budget for each model was as foliows for 201¢:

| Input details

Single Model

Double Model

Annual budgeted produciion 45 000 units 35 000 units
Carbon fibre cloth and resin 8 kg per unit 15 kg per unit
Seaiand s=aring gsar 1 unit 1 unit
Direct labour & hours per unit 8 hours per unil
Closing stock 500 uniis 0 units
SUMMARISED [INCOME STATEMENT FOR THE YEAR ENDED JUNE
Actual | Budgeted Actuzl Actual Actual
Notes 2019 2018 2018 2017 2016
‘000 ‘000 ‘000 ‘000 ‘000
Szles 1 583 600 580 400 520 204 436 238 376 237
SM 268 800 247 500 229 448 185 031 165776
DM 316 800 332 500 291 456 241 908 210 460
Cost of sales 314 154 317 556 280 185 235 313 201 968
Opening inveniory
(2019; 340 units) 1 658 1535 1718 1627 1627
Carboniibre and
Resin 2 244 583 247 800 222 553 186 944 157 033
Sszis and rig-
gear 32 843 36 000 26 444 21417 21 417
Menutacturing
overheads — SM 3 5339 4928 4 6992 4370 4064
Manufaciuring
overheads - DM 3 3901 4025 3 316 3017 2746
Labour 4 27 531 4750 23126 19 657 16 709
Closing inventory
(2019: 540 units) -1 481 -1 535 -1 658 -1719 -1 627
Gross profit 269 623 262 488 240709 201626 174 268
Administration 2690 2 690 2233 2233 10 750
expenses 5
4 500 4 500 4 500 4500 4 500
Interest expense
o 262 258 255254 233876 194 893 158 018
Profit befors tax
Tax at standard 73 550 71 471 85513 54 570 44 525
rate
188 706 183783 168 463 140 323 114 493

Net profit after tax
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Notes to the sumimarised income statement:
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1) Sales:

3)

(&7

a)
$u1
iy

Szles comipriss of rsvenue generaied from the sale of both SM and DM. During 2018,
46 000 units of SM and 32 000 units of DM were sold. The salss and marketing
manager is of the opinion that the sslling price budgeted for in 2019 would be
appropriaie to use for 2020 because of the market saturation and low barriers of entry
10T compstiiors.

Carbon fibre and resin:

The carbon fibre and resin are purchased together from ihe same supplier and come
as a set. The reguired amount of resin is packaged with the carbon fibre. During 20189,
829 000kg of carbon fibre and resin were purchased for the construction of both SM
and DM. The carben fibre and resin component is importad from Germany. Even
though German products are not the cheapest internationally, they are of superior
quality which is critical to FK's reputation as world lsader in quality kayaks.

WManufacturing overheads:

The following information was made available with reference to budgsied
manuraciuring overheads for 2019;

Number of | Shi's total Number of | DM total

Sk’s manufacturing DM’s manufacturing

producsd cost produced cost

45 000 units R 4927 500 35 000 uniis R 4025000

55 000 units | R 5 457 500 45 000 units R 4845000

Whils fixed manuiaciuring ovsrheads are a small part of overall expenses, the
company policy is 1o expsnse fixed manufacturing overheads as a period cost, and
variable costs are allocated psr unit of input. Aciual fixed manufaciuring overheads
was R 2 655 500 for SMi and R1 643 000 for Dii for 2019.

Direct labour

Direct izbour relates to staif working on producing both SM and DiM. Total actual hours
worked during 2018 were 671 500 hours. During the budget preparation process, the
union agreed to R45 per hour payable fo workers for year 2019. Direct labour is
considered io be a fixed cost for short-term decisions.

Administration expenses:

Adminisiration expenses have been increased and accurately budgeted for and aciual
expenses maintained for each year from 2017. The inflaied administration expenses
in 2016 relaies io legal costs to register a 5-year patent (commencing in 2016) over
their mould design. If this had not been undertaken, the 2016 adminisiration expense
would have been the same as 2017. This was succsssiully underiaken to place FK as
the world leader kayak distribuior.

Included in administration expenses is direcior's remuneration. The auditors of FK
were not prepared 10 accept this, however Mr Waters insisted that his salary be left in
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administration cosis as he was administering the company even if it resulted in a
qualified audit opinion. Mr Waters did not want to ‘upset’ the other sharsholders by
highlighting that his salary was R1 000 000 higher than a markst relziad rate. Mr
Waters argued that this inflated amount was justified as he was performing the work
of en engineer, who would reasonably ezm R4 000 000 per annum.

The statement of financial position is presented below:

2019 2018
Notes R'G00 R'000
ASSETS
Non-currani gssels
Property, plant and eguipmeant 1 651 365 617 463
Current assels 138 033 61548
inveniory 2 1903 1658 |
Accouris receiveble 85 000 35 500
Cash and cash sguivalenis 50130 24 390
789 398 878011
EQUITY AND LIABILITIES
Shareholder's eguity 872 831 560 000
Share capiial 3 30 060 30 000
Reisinad proiit 542 831 530 000
Non-currsni ligbilities 42 500 42 500
Praferencs sharas 4 12 500 12 500
Non-current lighiiiilss 5 30 000 30 000
Current lishiiities 74087 78 511
Accountis payable 8 38 500 41 531
Taxsiion 34 567 34 880
789 398 679011

Notss to the siatement of financial position and other supplemantary information:
t}  Property, plant and equipment

Property, plant and equipmient comprises of equipment used io manufacture the
kayaks. This sguipment has not been replaced for a number of years and is fully
depreciated. MrWaters is of the opinion that “if it isn’t broken, don't try to fix it!” 1t has
been giving a few minor problems over the recent years, but constant maintenance
can ensure that it will coniinue io work efficiently.

The property comprises of the manufaciuring warehouses, storags garages and ihsa

adminisiration building. All commercial properiy is siated at fair value. A revaluation
by a sworn appraiser was performed on 30 June 2018,
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Inventory
inveniory is valued on the siandard costing system using the FIFO basis.
Share Capital

Auihorised — 2 000 000 shares of R10 each
issued - 3 000 000 shares of R10 esch

The company has g dividend payout ratio 0f 40%. A dividend of R25 has been declared
for 2019, which will grow at 4% per annum. At 30 June 2018, the shares were irading
at R250 per share.

Freference Shares

25 000 7% irredeemable preference shares of R500 sach,
The preference shares have no conversion rights. Preference sharaes with similar
tarms reguire a return of 8%.

Pebentures

50 000 15% Debeniures of R500 each.

The debeniures are secured by a first morigage bond over free hoid property.
The debentures will be redeemed in 4 years’ time at par.

The current interest rate on similar debentures is 13% per annum.

Trade payables

s ofier FK tarms of 2/10 net 30. Thess terms ars favorable and

= 2sh resources 1o teke advantage of this discount. The remaining

50% of frads payables do not ofisr FK any form of discount, and s such FK hava

negotizied favorabls sstilement periods 2s compensation for not being offsred any

discounis. The remaining 80% therefors form part of permanent capital siructure and
FK havs used these cradilors {o assist in financing operations.

£0% of trade pavebl
FK use their surplus

IRV

[¢1]

NEW MACHINE — REPORT OF THE OPERATIONS MANAGER:

Al a recent management mesting, the operations manager presented a report which he had
praparsd on new {schnology which had recently become available in the market. He indicsiad
that this new technology would howsvar be limited for operations for the Singie Model
production line.

The operations manager's report included the following salient points:

The new machine procsss could be purchased in 2019 and commence operations in
2020.

The machine would cost R20 000 000 (R20 million) and would have a useful life of four
years, and would have no scrap vaiue.

The new machine would make use of a fibre glass composite, this would replacs the
carbon fibre and resin and would result in a saving of 20% on the budgeted cost,

The labour costs would be reduced by 30% which would result in further long term
saving as, even though there is no increase in fabour cosis in 2020, the costs were set
to increase by 156% from the rate agreed with the union in 20214, and a further 5% per
year from 2022 — 2023,

All other varigble costs will remain constant.

<

fry



¢ The machine will produce 50 000 units of SM per annum. which is consistent with the
manuzal produciion targeis over the same period.

He also indicated that the kayaks would be lighter than they currenily are, which would be 2
bi g bonus for the professional racers. He did however indicate that there would be a slight
duciion in the cuw%ry and the finishes, but he reassured the management team that he had
nducmo search at a costof P\! 50 000 which indicated that the professionals would accept
s a trade-off for the lighter kayak.

(
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he operations manager did recommend, that should the new machine be purchased, a once
"‘r advertising promouon bs underiaken in the first year of production, at a cost of R4 000 000
to inform the public of the new light weight kayak. The committes agreed with this suggestion.
The commitize zlso agreed that there would be no changs to the seiling price of the SM

kayaks

.——!O

SARS will allow a section 12C allowancs on the machine, the applicable rates: 40% in year 1,
20% in ysar 2, 20% in year 3 and 20% in year 4

A taxraie o 28% is epplicable to FK,

image of & single model kayak:

cuble model kayak:
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