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QUESTION      100 marks 
 
Ignore value-added tax. 
 
 

1 Background 

 
Kidzo (Pty) Ltd (‘Kidzo’) is a South African retailer of babies’ and children’s clothing. The 
company was founded in 1993 by Ms Jessica James CA(SA) and has a 31 December financial 
year end. Jessica attributes her success to basing her business model on three foundational 
pillars, namely Education, Care and Sustainability. These values form the cornerstone of the 
company’s business strategy during its continued expansion in the local retail market. 
 
For the last five years, the company has imported most of its manufactured clothing from 
XingXing, a company based in China. XingXing manufactures babies’ and children’s clothing 
for export and, due to lower manufacturing costs, has provided Kidzo with a pricing advantage. 
This cost advantage has however decreased in recent years because of the deterioration of 
the South African exchange rate relative to international currencies.  
 
The trading environment has been particularly difficult in the last few years due to the entry of 
numerous competitors, and consumers who have become more price conscious as a result of 
the poor economic growth being experienced in South Africa. Growth in government debt 
levels over the past decade, driven by multiple factors that include the poor performance of 
the economy, has resulted in credit rating downgrades by international credit rating agencies 
and higher taxes have further eroded consumers’ disposable income. Kidzo’s performance 
has also been impacted by frequent electricity load shedding. The significant economic and 
social disruption caused by the Covid-19 pandemic has further worsened the situation. The 
company has continued trading, but at lower sales levels, resulting in a deterioration of 
operating margins.  
 
Despite the ongoing macro-economic challenges, sales of exclusive clothing lines similar to 
those of Kidzo, have been more resilient due to their brand exclusivity, high fashion, quality, 
use of natural fibres and innovative designs. These lines have not been affected as severely 
as the lower-cost lines by either declining demand or pricing pressures. 
 
Kidzo has a strong commitment to environmental neutrality, with a focus on reducing its carbon 
footprint to a carbon neutral status. Initiatives to achieve this included the requirements that 
XingXing should use only natural fibres that are manufactured by hand, coupled with a 
commitment to not use child labour. Since XingXing was the only Chinese manufacturer willing 
to comply with these requirements, it insisted on an exclusive supplier agreement with 
guaranteed volumes, with only the price being subject to fluctuation.  
 
 

2 Manufacturing 

 
The imported clothing are basic garments that exclude the Kidzo branding, embroidered 
designs, buttons and labels. The company has a factory in Vereeniging that obtains the 
materials for detailing (which consists of adding small decorative features on a garment) from 
local suppliers, and has a workforce which further customises the clothing. This includes 
adding custom details which may be requested by customers, such as incorporating family 
names into clothing designs. Customers pay separately for these custom details when they 
place such orders. Supplies for any personalisation items are hand-picked by Kidzo from 
responsible, sustainable sources.  
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The company strongly believes in local job creation and strives for a culture of engagement 
with all its employees. 
 
 

3 Current environment 

 
The company finds itself under extreme financial pressure, with difficult choices that need to 
be made, which include potential staff lay-offs, rationalisation of the cost base and an 
evaluation of the ability to continue as a going concern. The board therefore decided to 
undertake a strategic review of the business.  
 
In most categories, the company has in the last year been forced by market pressures and 
slow sales to discount its clothing prices and use markdowns to move stock. Input cost 
pressures have soared due to power outages that have disrupted both the manufacturing and 
retail aspects of the business, and the exchange rate has weakened further. In addition, 
transportation costs have risen, and the stores had to close completely during specified 
periods in line with the Covid-19 lockdown measures.  
 
The lockdown has also halted imports, which resulted in the supply line from XingXing being 
cut off and all manufacturing having to close down. The company also received an email from 
XingXing advising Kidzo that it was undergoing a restructuring process because it too had 
been subject to a prolonged lockdown period. XingXing also indicated it was in discussions 
with lenders about the continued future of the company. 
 
The board discussed whether the retail store staff should either be placed on unpaid leave to 
enable them to claim from the Unemployment Insurance Fund (UIF) or be retrenched. The 
board also suggested that other investment opportunities ought to be investigated. 
 
During a board meeting the financial director noted that Kidzo was likely to become factually 
insolvent and that drastic action would be required to avoid being pressured into liquidation 
proceedings by the company’s creditors. The board agreed that continuing to operate should 
be the company’s primary consideration.  
 
After the board meeting, Jessica sent the following email to her fellow board members: 
 

To: Board of directors mailing group  
From: Jessica James  
Date: 15 September 2020 09:50 
Subject: Our future 
 
Dear fellow directors 
 
In this unprecedented situation in which we find ourselves, we need to realise that laws were 
not drafted for times such as these. When faced with the decisions to potentially retrench all 
of our staff, who have been with us for years, and to close down a thriving company due to a 
short-term event outside our control, I choose to apply the ‘good for the self and good for 
others’ principles and not cause further harm to our people.  
 
This will mean that we continue to operate although we are likely to become factually insolvent. 
While we may need to retrench some staff, we can select the worst performers and 
troublemakers, and gradually work them out. The Labour Relations Act was not drafted with 
events such as these in mind. We need to do what is best for us, the company, the staff, and 
our loyal customers. 
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Business rescue is not an option. We can send letters to the banks and our creditors to indicate 
that all is under control, and that we have new opportunities on the horizon. This will at least 
buy us some time. Let us also watch our trade creditors, and if any of them are going to close 
down, make sure we do not pay them and dispute all debts we have with them. We can accuse 
them of delivering inferior stock that we are not prepared to pay for. 
 
Please treat this as confidential, we will not record this in any minutes or draft any resolutions 
– we don’t want any evidence trail. 
 
I remind you that if we do not do this, our staff and their families could starve and/or die. 
Survival is key, and the end will justify the means. 
 
Stay safe! 
Jessica James CA(SA) 
 
Chief Executive Officer, Kidzo (Pty) Ltd 
 

 
Subsequent to the above email, Jessica instructed the financial director to start with the UIF 
Covid-19 Temporary Employer/Employee Relief Scheme (TERS) Benefit application and to 
draft the letters to the banks and creditors to assure them of Kidzo’s financial stability. 
 
 

4 Future plans 

 
Kidzo anticipates that demand for its products will remain under pressure for a few years, 
given low economic growth in the country. The board suggested that the company adapt by 
offering online sales. The company does not have the necessary expertise to develop online 
sales in-house and therefore requested tenders from independent third-party service providers 
to assist with the design, development, implementation and hosting of a website to enable e-
commerce. Various quotes have been obtained from external providers and the process of 
comparing their knowledge skills base, independence, external references and service 
offerings has begun. 
 
According to Jessica there are some government incentives that may be available to assist in 
the supply and distribution of face masks in rural areas, which the company can easily 
manufacture with its current infrastructure and workforce. The Department of Social 
Development has, however, indicated that it would need some form of assurance on what was 
done with the grant / funding that would be awarded in terms of these government incentives. 
Jessica was therefore considering asking the company’s external auditor to perform certain 
agreed-upon procedures, but she was not certain exactly what this would entail. 
 
 

5 New investment opportunity 

 
The manufacturing and financial directors proposed that Kidzo investigate the manufacture of 
a hand sanitiser, given that this was in high demand because of the Covid-19 outbreak. The 
manufacturing process was considered to be relatively simple, and staff who would otherwise 
have been retrenched, could be employed in the manufacturing process following initial re-
training. The company would make bulk volumes of hand sanitiser for sale to the general 
public, companies and retail stores (and possibly return to clothing manufacturing when the 
situation normalises).  
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5.1 Proposal for a manufacturing plan for hand sanitiser 
 
The Manufacturing Director, Ms Ronel Snyders, and the Financial Director, Mr Thabiso Myoli, 
provided the following plan for consideration: 
 

Manufacturing plan for hand sanitiser 
by 

Ronel Snyders and Thabiso Myoli  
 

The manufacturing process will require that the factory be adapted and that various mixing 
and storage facilities be purchased for the chemicals. The total cost of this is estimated to 
be R10 million. The process will also require a bottling plant, which will be the most 
expensive part of the project. We suggest that the bottling plant be leased, which will result 
in a right-of-use asset of R2 million, as per IFRS 16 Leases, to be capitalised at inception 
of the lease. Kidzo’s manufacturing assets normally have a five-year life with no residual 
value and we anticipate that wear and tear will be allowed at this rate. Kidzo will then be 
able to manufacture 60 000 bottles of 500 ml hand sanitiser per month for a period of five 
years. The plastic bottles cost R2 each, and a spray-top fixture costs a further R1 per bottle.  
 
The specification of the hand sanitiser formula will be to manufacture with an approximately 
67% alcohol content liquid according to the following manufacturing formula for a 500 ml 
bottle of hand sanitiser: 

 2 parts ethanol (99% alcohol); 

 1 part aloe vera gel; and 

 Drops of essential oils. 
 
From a quantity perspective, the drops of essential oils are inconsequential, with the main 
volume being made up by the first two ingredients. The ethanol can be purchased at R600 
for 25 litres, while the aloe vera gel can be purchased at R2 000 for 50 litres. The total cost 
of the essential oils will be R5 000 per month. Working capital requirements are anticipated 
to amount to 10% of expected sales (which will be recovered at the end of the project). The 
hand sanitiser could be sold for R30 per 500 ml bottle. 
 
The manufacturing process will require five factory workers. These workers will need to be 
trained to run the plant at a cost of R5 000 per employee. We spoke to the manufacturing 
manager, and he considered this cost to be irrelevant because the workers would otherwise 
have been retrenched, given the impact of Covid-19 on the existing business.  
 
The workers at present each receive a salary of R15 000 per month. They would each have 
received a retrenchment package of twice their monthly salary if they had been retrenched. 
 
A supervisor will be required on the factory floor. The present supervisor has been offered 
the option of staying on with the company after the lockdown at a 50% cut in his salary. His 
salary before the lockdown was R25 000 per month. 
 
The cost of electricity has fluctuated in recent months, and the manufacturing manager is 
unsure what the cost implication for the sanitiser manufacturing plant would be. He 
determined that in the last two years, the maximum charge was during a month in which the 
company factory used 100 000 kiloWatt hours (kWh), resulting in an electricity account of 
R50 000 for the month. The lowest kWh consumption occurred during a month in which the 
factory was closed entirely for renovations. During this month, the consumption was 
20 000 kWh, with an electricity account of R12 000. The bottling plant will require a total of 
200 000 kWh per annum. According to the manufacturing manager there was an extra fixed 
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cost component if consumption exceeded 100 000 kWh per annum, amounting to R10 000 
per month.  
 
The factory rental is R50 000 per month. However, an extra levy of R12 000 per month 
would be payable if hazardous chemicals are kept on its premises, to cover the landlords’ 
additional insurance exposure. Ethanol is considered to be a hazardous chemical. 
 
We expect transportation costs to the factory to be R5 000 per truck load of 20 000 bottles 
. This rate is considered to be in line with current market rates for transportation services. A 
trucking company, Truckit (Pty) Ltd, has been used to transport Kidzo’s goods for some 
years and could undertake this task.  

 

 
At a subsequent board meeting to discuss the proposal, Ronel was tasked with the creation 
of a capital budget for the hand sanitiser project for a five-year period.  
 
The board further resolved that – 

 inflation should be assumed to be constant on all items; 

 there should be no inflationary adjustment for those operational cash flows that would 
increase by inflation; 

 the discount rate should be adjusted by stripping out inflation (i.e. the discount rate 
should be a real rate); and 

 an adjustment of 4% on the discount rate would be a reasonable adjustment for inflation. 
 
The following formula was decided on:  
Discount rate = (1 + WACC) / (1 + inflation) – 1 
 
5.2 Calculation of the weighted average cost of capital (WACC) 
 
According to the board minutes, the opportunity to invest in the manufacturing of hand 
sanitisers would be funded by a combination of existing cash, a lease entered into for the use 
of the bottling plant, and debt finance in the form of a bank overdraft to cover short-term 
fluctuations. No equity would be raised. Jessica proposed that the WACC therefore be 
determined on the basis of these three forms of finance. 
 
Jessica noted that according to the bank statement, the company had R500 000 cash 
available to fund a portion of this project. In her opinion this amount would be free finance and 
the only loss would be the interest Kidzo would not be able to earn on these funds. The lease 
would be classified as an operating lease from the lessor’s perspective, as the lessor would 
retain ownership of the asset. Ronel has determined that the right-of-use asset and 
corresponding liability value would be capitalised at a value of R2 million. The contractual 
rental payments for the lease would be R500 000 per annum, payable in arrears. The lease 
would have a term of five years. Jessica was unsure how the lease should be included in her 
WACC calculation. The company’s long-term pre-tax cost of debt is on average 10% per 
annum (with overdraft financing incurring interest at 15% per annum). 
 
Kidzo currently has a debt to total firm value ratio of 75%, although its optimal capital structure 
is a debt to total firm value ratio of 50%. The current levered beta coefficient of the retail sector 
on the Johannesburg Stock Exchange (JSE) has been estimated to be 0,9, while the levered 
beta of the chemicals industry on the JSE is 1,1. Kidzo has similar gearing levels to listed 
peers in both the retail and chemicals sectors.  
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6 Other information 

 

 Yield on South African government bonds: 
 

Bond Yield 

One year 9,38% 

Five year 7,86% 

 

 The historic market return over the past 25 years on the JSE has been 12,5%.  
 

 Kidzo’s effective corporate rate of taxation is 28%, which is not expected to change in 
the foreseeable future. 

 

 Tax is paid in the financial year in which cash flows occur. 
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INITIAL TEST OF COMPETENCE, APRIL 2021 

 
PROFESSIONAL PAPER 3 

 
 

This question consists of two parts. Answer each part in a separate answer book. 
 
 

PAPER 3 PART I – REQUIRED 

Marks 

Sub-
total 

Total 

(a) Critically discuss the factors that Kidzo should consider before taking 
the strategic decision to shift from being a retailer of babies’ and 
children’s clothes to a manufacturer of hand sanitiser. 
 
Communication skills – logical argument 

 
 

15 
 
1 

 
 
 
 

16 

(b) Calculate the estimated WACC to be used for the evaluation of the 
new hand sanitiser investment. Motivate the choices you make and 
provide reasons for the items you omit from your answer.  
 
Communication skills – presentation 

 
 

15 
 

1 

 
 
 
 

16 

(c) Calculate the estimated net present value of the hand sanitiser 
project, taking into account the resolutions made by the board of 
directors.  
 

 Prepare all forecast cash flows on an annual basis. 

 Assume all operational cash flows provided in the 
Manufacturing plan for hand sanitiser are equal to current year 
values (i.e. do not adjust these values for inflation). 

 

 

25 

 
 
 
 
 
 
 

25 

Total for part I  57 
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INITIAL TEST OF COMPETENCE, APRIL 2021 

 
PROFESSIONAL PAPER 3 

 
 

This question consists of two parts. Answer each part in a separate answer book. 
 
 

PAPER 3 PART II – REQUIRED 

Marks 

Sub-
total 

Total 

(d) Critically evaluate Jessica’s application of the ‘good for the self and 
good for others’ principles based on the content of her email to the 
board of directors.  
 
Communication skills – logical argument 

 
 

7 
 
1 

 
 
 
 

8 

(e) Describe, with reasons, any statutory and other corporate governance 
concerns that you may have, considering all information provided 
about Kidzo. 
 
Communication skills – appropriate style 

 

 
10 
 
1 

 
 
 
 

11 

(f) Discuss what impact Jessica’s email to the board of directors will have 
on the external auditor’s planning of the audit of Kidzo’s annual 
financial statements for FY2020.  
 

 Assume that the external auditor is aware of the contents of the 
email. 

 
 

11 
 
 
 

 
 
 
 
 

11 

(g) Describe the controls that should be implemented by Kidzo to ensure 
that the website designed and developed by the third-party service 
provider functions effectively.  
 
Communication skills – clarity of expression 

 
 

8 
 
1 

 
 
 
 

9 

(h) Discuss whether an engagement to perform agreed-upon procedures 
would be the appropriate engagement to provide assurance on the 
government incentives. 

 
 

4 

 
 

4 

Total for part II  43 

TOTAL FOR THE PAPER   100 

 


