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QUESTION 1         100 marks 
 
Ignore taxation and value-added tax (VAT). 
 
Stonecut Ltd (‘Stonecut’), an engineering company based in Johannesburg, provides 
engineering services to mining clients in South Africa. Stonecut has a 30 September 
financial year end. 
   
Stonecut performs earth-moving operations to extract coal from surface deposits for clients. 
Stonecut has since its incorporation completed numerous projects for various small-scale 
coal-mining operations and has built a reputation for being a low-cost and reliable service 
provider. As a result, the business has experienced rapid growth and good profitability over 
the past few years.  
 
Stonecut’s cash-flow situation has frequently been a concern to its board of directors, largely 
because key clients delay payments. This in turn has resulted in Stonecut often coming 
uncomfortably close to breaching payment terms to suppliers. In addition, the mining 
industry as a whole has come under severe strain from unionised strike action, resulting in 
significant operational downtime at various mines.  
 
The 2013 financial year (‘FY2013’) 
 
Stonecut’s board and the audit and risk committee identified the company’s cash-flow 
situation as a significant risk area requiring constant attention from the finance team.  
 
The chief executive officer (CEO) of the company, Dr Lindie Barrister PhD(MinEng), is of the 
opinion that Stonecut simply needs to secure a much larger and more lucrative contract in 
order to improve cash flow and remove the frustration of having to continuously chase up 
late payments from clients. During a recent board meeting she stated that she would ‘do her 
best to secure a large contract, no matter what it takes’. She argued that the company 
needed a significant change in strategy.  
 
Stonecut’s chairman of the board, Mr Kevin Patel MEng(MechEng) MBA, who also chairs 
the audit and risk committee, defended Stonecut’s current strategy of gaining more 
experience and building capacity in smaller projects. Mr Patel cautioned the board against 
seeking a large contract, given the nature of the industry and present cash-flow concerns 
within Stonecut. In his words, ‘any potential large contract would need to be thoroughly 
reviewed by the board before submitting any form of tender proposal’. 
 
In January 2013 Dr Barrister notified the board that a special meeting needed to be 
convened to ‘discuss the terms of a great contract opportunity’. This board meeting was set 
for Monday, 18 February 2013.  
 
In preparation for this meeting Dr Barrister sent the following e-mail to Mr James Gcwabe 
BCom(Hons) CA(SA). He is the financial manager of Stonecut and is a recently qualified 
chartered accountant who has been working for the company for just over a year: 
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E-mail to Mr Gcwabe 
 

From:  l.barrister@stonecut.co.za              Sent: Tue 15/1/2013 
To:  j.gcwabe@stonecut.co.za 
Cc:  
Subject:  Cash-flow projections on Coalyx deal 

Good day James 
 
I need you to produce the forecast cash-flow reports we discussed for that new contract I 
signed with Coalyx. The board meeting is scheduled for 18 February, so please get them to 
me by no later than the end of this month. Needless to say, this Coalyx contract is a vital part 
of our overall strategy of securing large contracts, and will be profitable for us in the long 
term. All our bonuses this year are linked to this contract (including yours!!). I need the 
board’s go-ahead with this so make those numbers tell a profitable story. Also don’t forget 
the capital expenditure we budgeted for the project.  
 
Regarding our current clients, I was looking at our latest management reports and in 
particular the trade receivables age analysis. The age analysis is showing a worrying 
increase in arrear balances. On how many have you followed up and how many have paid 
since the schedule that I have? I need to notify our lawyers so they can send some sternly 
worded letters. I have more confidence about doing this now that I have signed the Coalyx 
contract.  
 
Have you finalised the new overdraft facility with the bank yet? As you said this morning – 
we can’t pay our February salaries without it! You must be quite the master at renegotiating 
our overdraft facility by now!  
 
About those suppliers that you mentioned to me last week – please hold off further on their 
payments. Let them wait another month or two for their cash, at least until we receive 
payment from Coalyx. If we have to wait for our money, they can do some waiting as well.  
 
I received a call from a supplier the other day requesting payment relating to an invoice 
issued six months ago. How many creditors are in arrears by six months?! Please send me 
the age analysis of all our payables to review. 
 
In addition to the Coalyx cash-flow forecast, please also update our 2013 company forecast 
to include the Coalyx contract and change it to reflect creditors being paid as late as possible 
(but without incurring interest or calls from their lawyers).    
 
Also remember that we meet the external auditors next month. I received an e-mail from the 
audit partner expressing his concern about our financial situation. Of course I told him that 
everything is fine – I think he has heard of our delayed payments to creditors. The meeting 
will be to discuss what he calls ‘going concern uncertainty’ and the ‘interim audit’ that is 
scheduled for July. You will need to lead the discussion on this ‘going concern uncertainty’ 
that he has – whatever that means. You accountants speak a whole different language as 
far as I’m concerned.   
 
James, I need you to earn your bonus here!!! 
 
Regards 

Lindie 
Dr Lindie Barrister, CEO 
PhD (MinEng) 

 

mailto:l.barrister@stonecut.co.za
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Details relating to the Coalyx Ltd contract and the board meeting held on 

18 February 2013 

Dr Barrister informed the board that she had entered into and concluded negotiations 
relating to a lucrative contract with Coalyx Ltd (‘Coalyx’). Coalyx owns a number of 
commercially viable coal deposits near eMalahleni in the Mpumalanga Province. Stonecut 
will provide earth-moving services to extract coal over three years for a total consideration of 
R180 million.  
 
The contract Dr Barrister signed on behalf of Stonecut in January 2013 specifies the 
following: 

 The contract period is 31 March 2013 (the date on which work is due to commence) to 
31 March 2016. Coalyx will settle the contract fee in six equal instalments commencing 
on 31 March 2013, after which payments will be made every six months. 

 Stonecut will be the only extractor of coal for Coalyx at eMalahleni. In order to meet 
the contractual requirements Stonecut will be required to increase its asset base, hire 
additional staff and not take on any further contracts until the Coalyx contract has been 
completed.  

 
Dr Barrister explained to the board that Coalyx had provided an alternative to this contract, 
but stated that she had fought hard for these contractual terms as she felt the alternative 
would prejudice Stonecut.   
 
Alternative proposal from Coalyx  
 
Originally Coalyx had proposed that the agreement between the two entities contain the 
following terms and conditions: 

 The work should be conducted by a newly incorporated entity, Swartklip (Pty) Ltd 
(‘Swartklip’). Stonecut and Coalyx would each own 50% of the share capital of 
Swartklip. 

 The board of directors of Swartklip would consist of an equal number of 
representatives from each shareholder. All decisions would require unanimous 
consent between the board members. If agreement could not be reached, the matter 
would be referred to the shareholders. If the shareholders could not agree, the matter 
would be referred to an independent arbitrator, whose decision would be final and 
binding on both parties. 

 The day-to-day management and administration of Swartklip would be outsourced to 
Stonecut in exchange for a management fee. All decisions taken by Stonecut in 
providing these services would remain under the direction of the Swartklip board.  

 Swartklip would employ the additional staff needed to perform the services. All payroll 
costs would be borne by Swartklip. 

 Coalyx would pay Swartklip a monthly fee for the services performed.  

 Swartklip would acquire the specialised equipment required to perform the services. 
While financing of the equipment would be sourced by Swartklip from a bank, each 
shareholder would be required to provide a guarantee for the funding obtained.  

 Annual dividends would be declared, subject to available cash and reserves.  
 
Takeover offer  
 
Shortly after the Stonecut board meeting on 18 February 2013 a takeover offer was received 
from Creator Holdings Ltd (‘Creator’). Creator currently owns 30% of the issued share capital 
of Stonecut. Creator wanted to gain control of the Stonecut business and was prepared to 
pay R45 per share. All directors of Stonecut have a shareholding in Stonecut, amounting to 
55% in total.  
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Creator stated that if the offer were accepted, it would be prepared to provide additional 
financing to the business to aid cash flow and expand further projects, including the Coalyx 
contract.  
 
On the date of the offer, the net asset value per share of Stonecut was less than R45. 
Furthermore, a valuation performed by the corporate finance division of Stonecut’s audit firm 
(which was completed before the meeting, without the knowledge of the company’s audit 
committee, and before the Coalyx contract had been concluded) also valued the company at 
an amount lower than R45 per share. The board in its communication to shareholders of the 
offer indicated that in its opinion the offer price of R45 was too low. After due consideration 
of facts and circumstances (and especially the Coalyx contract), Stonecut’s board and 
shareholders declined the takeover offer.  
 
Expansion of the Stonecut asset base 
 
In accordance with the terms of the agreement with Coalyx, two new items of specialised 
equipment were acquired. Details on these assets are provided below: 

 
1 Bucket wheel excavator 
 
A new bucket wheel excavator (a continuous digging machine) was sourced based on the 
contract with Coalyx. The machine was paid for on 31 March 2013 and was delivered and 
ready for use in operations on 14 April 2013. The initial cost of the machine was R10 million.  
 
To fund the acquisition, Stonecut offered 10 000 9% convertible bonds with a par value of 
R1 000 each for subscription by the market. The bonds were fully subscribed and Stonecut 
received all cash on 31 March 2013. Each bond is mandatorily convertible into three ordinary 
Stonecut shares on 31 March 2018. Coupon payments are to be made every six months, in 
arrears, commencing on 30 September 2013. The 30 September 2013 payment was made 
on time.  
 
Stonecut manages any liability that may arise from the bonds at fair value and accordingly 
classifies the liability at fair value with changes recognised in profit or loss.  
 
The following are the annual nominal market-related interest rates on similar bonds (taking 
into account Stonecut’s credit risk) without a conversion feature: 
 

 Interest rate 

31 March 2013 6,88% 

30 September 2013*  7,32%  

 
* Stonecut’s cash-flow problems and concerns resulted in an increase in the company’s 

credit risk. The interest rate increase includes a change attributable to Stonecut’s own 
credit risk of 0,42%. 

 
2 Curved belt conveyor 
 
On 31 March 2013 Stonecut secured the right to use a curved belt conveyor. This conveyor 
belt is used to transport the coal from the open pit to trucks for delivery to storage facilities. 
The conveyor was obtained in terms of a five-year finance lease contract with LesCore Ltd 
(‘LesCore’). Stonecut incurred R64 000 in costs to negotiate and secure the lease. On 
31 March 2013 the fair value of the conveyor was R4 500 000 (this was lower than the 
present value of the minimum lease payments). 
 



ITC June 2015      5 © SAICA 2015 
Paper 3 Question 1  

Stonecut is required to pay five equal annual lease payments of R1 250 000, commencing 
on 31 March 2014. On commencement of the lease, the conveyor had an estimated useful 
life of six years and this has remained constant throughout the reporting periods. The 
estimated residual value was zero throughout the reporting periods. Ownership of the 
conveyor will pass to Stonecut at the end of the lease period for no further consideration. 
 
In terms of the lease contract Stonecut is required to make additional payments based on 
the number of kilograms of coal conveyed during each 12-month lease period. At 
30 September 2013 the additional payment in respect of the number of kilograms of coal 
conveyed during FY2013 was estimated to be R460 000. 
 
FY2014 
 
Stonecut continued to battle with poor cash flow after the Coalyx contract had been signed, 
and there have been a number of months during the year where payments to suppliers and 
staff were significantly delayed. The pressure was alleviated somewhat by the contractual 
amounts paid by Coalyx as they fell due on 31 March 2013 and 30 September 2013. 
However, due to prolonged labour unrest between January and April 2014, Coalyx was 
unable to make any further payments of amounts owing to Stonecut. After extensive 
discussions with Coalyx, it was clear that no amounts owing would be paid to Stonecut in the 
foreseeable future. As a result of this, the Stonecut board decided to suspend all work on the 
Coalyx project. 
 
In an attempt to reduce pressure on the company’s cash flow, Stonecut successfully 
renegotiated the terms of its outstanding debt with one of its largest creditors, Mastglass Ltd 
(‘Mastglass’). The renegotiated terms of the debt resulted in one million special class A 
shares in Stonecut (with a fair value of R12,20 per share) being issued in order to extinguish 
the debt outstanding on 31 March 2014. On this date the carrying amount of the debt was 
R10 500 000. The special class A shares are equivalent to ordinary shares except that the 
special class A shares do not have voting rights. 
 
In June 2014 Dr Barrister suddenly resigned as CEO. Although she cited personal reasons 
for her decision, there was speculation that there had been strong pressure from the board 
for her to step down as CEO. This resignation placed the board under further pressure to 
save the business, and the chief financial officer, Ms Melissa Lebo BCom(Hons) CA(SA), 
was appointed as acting CEO with immediate effect. Upon resignation Dr Barrister was paid 
a termination lump sum of R750 000 for her loss of office as director and repaid a loan 
amounting to R575 000 provided to her during FY2013, which had included no fixed 
repayment terms. 
 
The board, by then struggling to find additional sources of finance to rescue the business, 
entered into business rescue proceedings in August 2014. The board explained that the 
losses and poor cash flow were mainly due to the Coalyx contract being less profitable than 
originally forecast, as well as the impairment write-downs required on Coalyx’s outstanding 
payments. 
  
Additional information 
 
1 Where relevant, no accounting mismatches are considered to arise as a result of the 

application of IFRS 9 Financial Instruments. 
2 Stonecut has elected, in terms of IAS 1 Presentation of Financial Statements, to 

present a single statement of profit or loss and other comprehensive income. 
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INITIAL TEST OF COMPETENCE, JUNE 2015 

PROFESSIONAL PAPER 3 

 

This required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

QUESTION 1, PART I – REQUIRED 
Marks  

Sub-
total 

Total 

(a)  Identify and discuss any potential contraventions of the Companies Act, 
Act 71 of 2008, as amended, arising from the conduct of the Stonecut 
board during FY2013 and FY2014.  

 
 

15 

 
 

15 

(b)  (i) Describe the effect of the information provided in the scenario on 
the external auditor’s assessment of the overall financial 
statement level risk and assertion level risk to be documented in 
the FY2013 audit plan for Stonecut; and 

(ii) Describe the audit responses to be considered to address only the 
overall financial statement level risks identified in part (b)(i). (Do 
not consider responses to assertion level risks.)   

 
Communication skills – clarity of expression 

 
 
 

10 
 
 

10 
 

1 

 
 
 
 
 
 
 
 

21 

(c)  Identify and describe the key business risks faced by Stonecut during 
FY2013 and FY2014.  
 
Communication skills – clarity of expression  

 

10 
 

1 

 
 
 

11 

Total for part I  47 
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INITIAL TEST OF COMPETENCE, JUNE 2015 

PROFESSIONAL PAPER 3 

 

This required section of this question consists of two parts. Answer each part in the 

correct, separate answer book. 

QUESTION 1, PART II – REQUIRED 
Marks  

Sub-
total 

Total 

(d)  Prepare the relevant extracts of the statement of financial position, the 
statement of profit or loss and other comprehensive income and the 
statement of cash flows of Stonecut for the financial year ended 
30 September 2013, relating only to the convertible bonds issued on 
31 March 2013.  
 

 Note disclosures and comparatives are not required; and 

 Do not present current and non-current amounts separately.  
 
Communication skills – presentation  

 
 
 
 

20 
 
 
 
 

1 

 
 
 
 
 
 
 
 
 

21 

(e)  Prepare the journal entries that Stonecut should have processed to 
account for the curved belt conveyor and the related leasing 
arrangement with LesCore for the financial year ended 
30 September 2013. 
 

 Ignore closing journal entries. 
 
Communication skills – layout and structure 

 
 
 

10 
 
 
 

1 

 
 
 
 
 
 
 

11 

(f)  Draft a memorandum to Mr Gcwabe in which you explain the impact of 
the restructuring of the amount owing to Mastglass on the consolidated 
financial statements of Stonecut for the financial year ended 
30 September 2014. 
 
Communication skills – layout  and structure 

 
 
 

10 
 

1 

 
 
 
 
 

11 

(g)  Discuss how Stonecut would have accounted for its investment in 
Swartklip in its consolidated annual financial statements, if Stonecut had 
accepted the alternative proposal by Coalyx. 

 
 

10 

 
 

10 

Total for part II  53 

 


