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QUESTION 1   80 marks 
 
Ignore value-added tax (VAT). 
 
Grand Appliances Holdings Ltd (‘Grapp’) is an investment holding company listed in the 
Consumer Electronics Sector on the Johannesburg Stock Exchange (JSE). The group has 
been in existence for 30 years and much of the group’s initial success was attributable to its 
differentiation strategy.  
 
A subsidiary, Electro-Grapp (Pty) Ltd (‘Electro-Grapp’), manufactured a range of high-quality 
stoves fitted with a rotisserie. Over time the product range was expanded to include hobs 
with separate ovens, and later extractor fans were added. All these products are electrically 
powered. The products are sold to various appliance retail chain stores nationally. 
 
During the last ten years, the cooking appliance market has undergone some significant 
changes. First, the quality of a number of globally branded cooking appliances manufactured 
in South Korea has improved dramatically. These South Korean manufacturers invest large 
amounts in research and development, resulting in more sophisticated products. As a 
consequence, a number of major local appliance retailers have started to import large 
quantities of these products at discounted prices and to sell them locally through their 
respective networks of chain stores. These appliance retailers aim to sell high volumes of 
products at competitive prices. The lower prices and superior quality of imported cooking 
appliances have resulted in a loss of market share by Electro-Grapp and other local 
manufacturers. 
 
The second key change has been the shift, particularly among high income earners and 
restaurants, from electrically powered cooking appliances to gas stoves. Electro-Grapp did 
not react quickly enough to this trend and failed to capitalise on the opportunity until 2012.  
 
Two local suppliers of gas stoves, namely Cook-with-Flair Ltd (‘CWF’) and Con-Gas Ltd 
(‘Con-Gas’) anticipated the shift from electric to gas stoves and have built a substantial 
market share in South Africa. CWF obtained the exclusive right to import and distribute a 
worldclass range of Italian gas stoves manufactured under an international trademark. Con-
Gas gained market share through the development of a combination stove, giving 
consumers the choice of whether to use electricity or gas when using the appliance. Con-
Gas registered a patent to protect its intellectual property. Both CWF and Con-Gas provide a 
superb level of customer support.  
 
 

Changes in the strategic focus of Grapp 

 
Grapp has three subsidiaries and owns 100% of the equity in each: 
 

   Grapp    

        

        

Electro-Grapp  Gas-Grapp  Maintain-Gas 

 
Grapp recognised the strategic imperative to design, manufacture and distribute a new 
range of gas stoves suitable for the household market, as well as to develop specially 
designed solutions for commercial customers (restaurants, hotels and conference venues).  
 
A new subsidiary was established in 2011, called Gas-Grapp (Pty) Ltd (‘Gas-Grapp’), to 
research and develop the gas stove product range. 
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Gas-Grapp manufactures the gas stove product range in its factory situated in 
Johannesburg. It has identified the potential of replacing metal pipes in gas stoves with an 
alternative plastic pipe design which is cleaner, more efficient and cheaper. However, the 
capital costs involved in setting up a gas stove manufacturing plant utilising either metal-
based piping or plastic piping are high. All the raw materials used in the manufacture of the 
components for these gas stoves are sourced from local suppliers and are readily available. 
The company has succeeded in penetrating the local market but remains a small player 
compared to CWF and Con-Gas. 
 
Maintain-Gas (Pty) Ltd (‘Maintain-Gas’) is a wholly-owned subsidiary of Grapp which was 
established in 2012 to provide customer support and maintenance services for the Gas-
Grapp product range. 
 
 

Outlook for the South African consumer goods market 

 
The following is an extract from a report on the South African consumer goods industry, 
which was sourced from DEPG, a large audit and advisory firm. DEPG publishes an annual 
report covering the outlook for the retail and consumer goods industry in South Africa: 
 

DEPG 
Outlook for the retail and consumer goods sectors 

 
A relatively limited number of consumer durables is produced locally in South Africa. With 
regard to the white goods and electronic goods sector, the majority of brands are foreign, with 
South Korean suppliers dominating the local market.  
 
Reasons cited for the lack of competitiveness of local manufacturers of consumer durables: 
 Relatively high local wages; 
 Labour unrest; 
 Inflexible labour policies;  
 Lack of middle management skills;  
 Currency volatility; and 
 Long lead times of some South African manufacturers on orders of raw materials placed 

abroad. 
 
South Africa’s growing middle class is attractive to the providers of durable and non-durable 
consumer goods. However, middle class income earners are increasingly becoming cost 
conscious. Growth in the electrical appliance and housewares market is nevertheless expected 
to be 16% per annum in nominal terms. 
 
Domestic manufacturers have adopted various growth strategies to try to improve their 
situation: There is a strong focus on increasing operational efficiencies in an attempt to reduce 
costs, with a number of companies wishing to expand their manufacturing capacity, either 
through merger and acquisition activity or through a process of organic growth. South Africa 
has also seen a growing focus on brand development, following the trend seen in other 
markets.  
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Electro-Grapp: Consideration to discontinue operations 

 
The board of directors of Grapp is considering the discontinuation of the operations of 
Electro-Grapp. Apart from the possible discontinuation itself, they are also uncertain about 
when the discontinuation should be implemented.  
 
The following actual and forecast results are available for Electro-Grapp: 

Electro-Grapp 
Statements of profit and loss for the years ended 31 December 

 Forecast Actual 

 2014 2013 2012 2011 

 R’000 R’000 R’000 R’000 

Revenue 40 985,6 39 026,2 37 396,8 36 000,0 

Cost of sales (35 630,7) (32 399,1) (30 184,0) (28 000,0) 

Gross profit 5 354,8 6 627,1 7 212,8 8 000,0 

Other operating costs (6 918,9) (6 177,6) (5 616,0) (5 200,0) 

Operating (loss)/profit (1 564,1) 449,5 1 596,8 2 800,0 

Finance cost (1 449,2) (1 649,1) (1 588,6) (1 831,9) 

Dividends received 300,0 300,0 300,0 200,0 

(Loss)/Profit before tax (2 713,2) (899,6) 308,2 1 168,1 

Tax  – – (2,3) (271,1) 

(Loss)/Profit after tax (2 713,2) (899,6) 305,9 897,0 

     

 

 

Electro-Grapp 
Statements of financial position as at 31 December 

 Forecast Actual 

 2014 2013 2012 2011 

 R’000 R’000 R’000 R’000 

Property, plant and equipment 18 569,3 21 849,3 24 329,3 23 209,3 

Investments 2 000,0 2 000,0 2 000,0 1 300,0 

Inventories 4 453,8 4 049,9 2 934,6 2 333,3 

Trade receivables 4 863,2 4 618,3 3 915,2 2 800,0 

Cash and cash equivalents – – – 1 153,2 

 29 886,3 32 517,5 33 179,1 30 795,8 

     

Equity 6 373,1 9 086,4 9 986,0 9 680,1 

Non-current liabilities     

 Interest-bearing borrowings – 5 222,1 9 996,4 14 361,2 

Current liabilities     

 Trade payables 3 147,5 2 841,4 2 626,7 2 500,0 

 Interest-bearing borrowings 5 222,1  4 774,3 6 836,6 3 990,5 

 Bank overdraft 14 821,5 10 293,3 3 453,4 – 

 Provisions 322,0 300,0 280,0 264,0 

 29 886,3 32 517,5 33 179,1 30 795,8 
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The following information relates to the forecast data for Electro-Grapp’s 2014 financial year 
(‘FY2014’). The forecasts were prepared before the decision to discontinue operations was 
considered: 

 
1 The forecast revenue is based on 19 313 units being sold. This includes an order from 

M&M Developers for 2 000 electric stoves at a contractually agreed price of R1 850 
each. In terms of the contract Electro-Grapp will have to supply all the units by 
30 June 2014. The sales of the other units will take place evenly throughout the year. 

2 Electro-Grapp’s inventory policy states that only negligible inventory levels of raw 
materials should be carried at any given time. Production scheduling is always done in 
such a way that there is no work in progress inventory at year end. On 
1 January 2014, 2 418 completed electric stoves were in stock while it is projected that 
2 383 stoves will form part of the closing inventory at the end of FY2014. 

3 Production has been scheduled to take place over 300 production days during 
FY2014. Each electric stove requires four hours of technician time and 20 hours of 
machining for completion. It is estimated that technicians will be paid R50 per 
technician hour worked during FY2014. Each unit also has a component and sheet 
metal cost. 

4 Given the lower production figures for FY2014, the estimated total manufacturing 
overheads for FY2014 are budgeted to be 94,329% of the actual total overheads 
incurred during FY2013. The following information has been taken from the 
management accounts for FY2013: 

 

 R’000 

Components, metal sheeting and technician labour  
   (20 009 units x R938,64) 

 
18 781,2 

Manufacturing overheads  
   (20 009 units x 20 hours x R37,82) 

 
15 133,4 

 33 914,6 

Adjustment – over-absorption of manufacturing overheads (400,2) 

Cost of production for FY2013 33 514,4 

  

 
5 R2,00 of the total manufacturing overhead absorption rate per machine hour for 

FY2014 relates to variable manufacturing overheads. 25% of the fixed manufacturing 
overheads for FY2014 are discretionary and would be avoided if the decision is taken 
to discontinue operations. The rest of the fixed manufacturing overheads are 
unavoidable for FY2014. 

6 The following depreciation charges apply: 
 

 Forecast Actual 

 2014 2013 2012 2011 

 R’000 R’000 R’000 R’000 

Property, plant and equipment     

 Manufacturing 4 740 4 448 4 256 3 178 

 Non-manufacturing 40 32 24 22 
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7 Other operating expenses for FY2014 consist of the following:  
  

 Notes R’000 

Operating lease payments – office equipment 7.1 118,9 

Payroll expenses – marketing, administration and finance staff 7.2 3 960,0 

Depreciation – non-manufacturing assets  40,0 

Marketing expenses (excluding payroll expenses) 7.3 400,0 

Logistics expenses 7.4 400,0 

Rental of office space 7.5 2 000,0 

  6 918,9 

   

 
7.1 Operating lease payments – Electro-Grapp is contractually bound to lease office 

equipment from 1 January 2014 to 30 June 2014 at a cost of R50 000 for that 
period. The respective lessors are willing to extend lease contracts thereafter on 
a month-to-month basis. The operating lease payments are estimated to be 
R68 900 for the six-month period ending on 31 December 2014. 

 
7.2 Payroll expenses – the amount represents the payroll expense for 2014 

(excluding retrenchment costs). If the operations had been discontinued at the 
beginning of 2014, retrenchment costs of R180 000 would have been incurred, 
while retrenchment costs would amount to R220 000 if the operations cease at 
the end of FY2014. 
 

7.3 The marketing expenses are all considered to be discretionary costs. These 
costs include an incentive for sales staff to push sales to retailers. They are paid 
R5,00 per stove for fixed orders. As a fixed fee of R50 000 has been budgeted to 
be paid to them, the sales staff involved in selling the stoves to M&M Developers 
will not receive this incentive. 
 

7.4 Logistics expenses – Electro-Grapp has a binding, long-term contract with 
Brilliant Carriers for the transportation of finished goods from the warehouse to 
the different retail outlets for FY2014, amounting to R200 000. Any breach of 
contract would result in Electro-Grapp having to pay a penalty of R50 000. 
Products in excess of the quantities specified in the Brilliant Carriers contract will 
be transported at an additional cost of R200 000. 
 

7.5 The rental expense represents the rental costs of office space in Johannesburg. 
The lease contract expires at the end of 2014. Electro-Grapp would be able to 
sub-lease the office space at a rental of R150 000 per month. 

 
8 The realisable value of the operating assets less the outstanding balance to creditors 

is estimated to be R26 824 780 at the beginning of FY2014 (end of FY2014: 
R20 495 194).  

 
 

Acquisition by KM Appliances 

 
KM Appliances (‘KMA’) is a global leader in the manufacture and distribution of a range of 
household appliances and has successfully grown its market share in South Africa. KMA 
manufactures appliances, including electric stoves, in South Korea and exports these to 
markets around the world. Mr Kim, the chief executive officer of KMA, has for some time 
considered acquiring manufacturing capacity in South Africa and has identified Electro-
Grapp as a potential acquisition target. 



6 

 

 
KMA has been in discussions with the management team of Electro-Grapp for the past 12 
months and has made a firm offer of R18 million for 100% of the ordinary shares in issue of 
Electro-Grapp, with the effective valuation date of 1 January 2014. The valuation 
methodology KMA used was a free cash flow approach.  
 
Key findings of a due diligence performed on Electro-Grapp include the following: 
 
1 The management of Electro-Grapp is of the opinion that following the acquisition, 

annual cost savings of R2 500 000 could be achieved from FY2014. 
 

2 The net realisable value of the property, plant and equipment was estimated to be 
R21 600 000 on 1 January 2014, an estimate which was based on the assumption that 
the assets would be sold off on a piecemeal basis.  

 

3 Investments comprise numerous shares held in JSE listed companies, which can 
readily be disposed of.  
 

4 Inventories have been disclosed net of provisions for obsolescence while the trade 
receivables are disclosed net of provisions for credit losses. If the operations of 
Electro-Grapp had been discontinued at the end of FY2013, the provision for 
obsolescence would have increased by R120 000 and the provision for credit losses 
would have increased by R182 000. 
 

5 Electro-Grapp had an assessed loss of R3 600 000 at the end of FY2013. If KMA were 
to acquire 100% of Electro-Grapp during FY2014, it is highly probable that the entire 
assessed loss would be utilised in that financial year. 
 

6 It is expected that the sustainable free cash flows will grow at 3% per annum from 
FY2015 onwards. 

 
 

Additional information 

 
The management team of KMA have indicated that they apply a weighted average cost of 
capital (WACC) of 12% to investments being evaluated in emerging markets. The 
management of Grapp apply a WACC of 14% for the purposes of evaluating investment 
decisions. 
  
 


