
 

 The Chartered Institute of Management Accountants 2015 – no reproduction without prior consent 
 

 

 

OPERATIONAL CASE STUDY MARCH 2015 EXAM ANSWERS 

Variant 1 

The March 2015 Exam can be viewed at 

https://connect.cimaglobal.com/resources/operational-case-study-exam/february-2015-

operational-level-case-study-exam---valley-springs-variant-number-1 

 

 

 

 

SECTION 1: 

To: Claire Taylor, ct@vspring.com 
Sent: 16 March 2015 
Subject: RE: Flavoured water production 
 

I’ve looked at the schedule that you sent through and will address each of your queries in 

turn. 

Appropriateness of using gross profit or contribution per direct production labour 

hour as the basis of the production decision  

The gross profit per batch shown in the schedule includes a share of all production costs and 

therefore can be said to reflect the profit per batch after all production costs have been taken 

into account. However, there are three main issues with using this measure as currently 

calculated as a basis upon which to decide the production schedule in this situation. 

Firstly, gross profit per batch includes costs which are mostly fixed in nature and therefore 

have to be incurred irrespective of which products are produced.   

Secondly, looking at gross profit per batch in absolute terms does not take into account the 

fact that we are dealing with a constrained resource here. Whilst, the smaller bottles might 

generate the lowest levels of gross profit in absolute terms what is more important is how 

much they generate in terms of an hour of direct production labour as this is our scarce 

resource. 

Finally, the production overheads that have been absorbed into the cost of each batch are 

based upon the budgeted production overhead absorption rate of A$ 41.64 per direct 

production labour hour. Given that we are launching two new products it’s likely that this rate 

These answers have been provided by CIMA for information purposes only. The answers 

created are indicative of a response that could be given by a good candidate. They are not to 

be considered exhaustive, and other appropriate relevant responses would receive credit. 

CIMA will not accept challenges to these answers on the basis of academic judgement. 
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will increase because firstly, there could be additional overhead cost to incur and secondly, 

the number of production hours will also increase. 

Therefore in this situation where we have a constrained resource it is not appropriate to base 

our decision on gross profit per batch. 

Using contribution per direct labour hour however is more appropriate in this situation 

because: 

It deals with many of the issues about the use of gross profit per batch discussed above, in 

particular: 

Because it’s a contribution measure it by definition focuses on those production costs which 

change as the level of production changes. Ultimately contribution is so called because it’s 

what “contributes” towards fixed costs and profit. Having said that though there is an 

argument here that the contribution figure used in the schedule is not a true contribution 

figure because it includes labour costs which might be considered to be fixed in nature due 

in the short term, especially if the employees are on contracted hours.  

It is important when considering a production decision where there is a constraint, that the 

amount of contribution per unit of that constrained resource is calculated. This is because we 

need to ensure that we get the maximum benefit from using that resource, by prioritising 

those products which generate the greatest amount of contribution for each unit of that 

constrained resource. In our situation our constrained resource is the amount of direct 

production labour hours available, hence why contribution per direct production labour hour 

has been calculated.  

If we take as an example Sparkling 250ml, this generates the second to lowest level of 

contribution per batch in absolute terms but actually generates the best contribution per 

direct production labour hour. This is because it uses only 3.45 hours to produce each batch, 

whilst the larger bottles take considerably longer. 

Other factors to be considered, including removing the constraint: 

The results show that to maximise contribution per direct production labour hour that we 

should not be producing one of our new products (this is because Still flavoured 750 ml has 

the lowest contribution per direct labour hour). This would potentially be counter-productive 

as the whole point of expanding production is to launch the products to see how well they 

sell. Therefore in reality we will need to continue to produce Still flavoured 750 ml and hence 

Still 750ml production should be curtailed instead. 

We also need to consider whether production labour hours are truly constrained.  It is 

possible with some training that we could increase the speed at which staff work, therefore 

enhancing production. Alternatively we could look into how production is scheduled on the 

production line to see if it is possible to improve our output from the resources available.  I’m 

sure that Mark would be able to advise on the possibility of this relatively easily. 

Another factor to consider is whether the measurement of the hours to produce a batch is 

accurate. The budget currently calculates hours based on the volume of water alone and 

ignores the time taken to handle 1,000 bottles on the production line (which is likely to be 

very similar for each size of bottle). 
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Finally, we need to consider what sales orders we already have as we will need to honour 

these orders and ensure that our customers are kept happy. 

Throughput accounting: 

Throughput accounting is very similar to marginal costing in that it focuses on a contribution 

measure rather than a total production cost measure as is the case in absorption costing. 

The basic idea of throughout accounting though is that management should focus on 

maximising throughput contribution (which is sales revenue less direct material costs) whilst 

reducing inventory and operational expenses (which are in effect deemed to be fixed in 

nature), as this will ultimately lead to the greatest efficiency and profit.   

In throughput accounting management focus on identifying bottleneck resources (such as 

direct production labour) and ensuring that such resources are used to 100% of their 

capacity in a way that maximises throughput contribution. If there are no bottleneck 

resources then production should be scheduled so as to exactly meet customer demand and 

no more, otherwise inventory builds up which is inefficient. Where there are bottleneck 

resources production should be scheduled so that priority is given to products that earn the 

highest throughput per unit of the bottleneck resource.  

The main aim of throughput accounting is that management focus on identifying bottleneck 

resources within the business with a view to eliminating them as a bottleneck so that 

customer demand can be met in full.  In our case this would mean taking on additional staff 

or paying overtime to existing staff to increase production hours.  

Usefulness to Valley Spring: 

Throughput accounting is really a management philosophy rather than a formal cost 

accounting system despite being called “throughput accounting”. Therefore it is not the case 

that it would replace our existing costing systems per se but that we might be able to apply 

some of the principles in certain situations. 

As mention above throughput accounting focuses on the idea of identifying bottleneck 

resources and then scheduling production to maximise the throughput contribution.  This 

approach is particularly useful to businesses which have complex manufacturing processes 

where individual machines or types of skilled labour can be short in supply.  Clearly Valley 

Spring is not such a business because our production process is simple and we only have 

one type of production labour.  Also we only have one bottleneck resource, which is our 

direct production labour. Therefore throughput accounting as such is likely to be of limited 

use to us going forward. 

In addition, generally speaking, throughput accounting is less useful for making decisions 

about longer term production planning because ultimately we will be able to take on more 

staff and assuming that demand for the new products is strong then we might well consider 

investing in upgrading the existing production line or even installing an additional line.  
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SECTION 2: 

To: Claire Taylor, ct@vspring.com 
Sent: 24 April 2015 
Subject:  Marketing campaign and marketing costs 
 
Market segmentation 
 
Market segmentation is the subdividing of the market into homogenous groups to whom a 
separate marketing mix can be focussed. Put very simply in our case this could be which 
groups of people buy our bottled water in terms of - how often, which bottles are most 
popular, how old they are and where they live.  So a market segment is a group of 
consumers with distinct shared needs. 
 
By segmenting the market as described it allows us to treat similar customers in similar ways 
when marketing our products. Each market segment may have slightly different needs which 
can be satisfied by offering each one a slightly different marketing mix. 
 
The key to all this is to be able to say that people falling into a particular segment are more 
likely to purchase the product so that this information can be focussed into the marketing 
campaign to hopefully gain maximum return.  We need to choose a particular segment or 
segments to target to ensure a cost effective campaign.  
 
For example demographic segmentation may depend on age some flavours more popular 
with younger consumers, traditional still water with older consumers, likewise with gender. 
Geographical area may be a factor warmer and urban areas having higher consumption 
rates. Family life cycle is also a factor young families for example having higher consumption 
rates of all varieties. 
 
Socio-economic segmentation by occupation and income is also important. People may buy 
bottled water for convenience, those with higher incomes may purchase higher volumes and 
more branded varieties. 
 
Psychological aspects are likely to involve lifestyle attitudes, some consumers may prefer 
bottled spring water to the public supply, and consider this the healthier option. 
 
Situational use such as restaurants and dinner parties, during work time in the office and 
sporting events all give rise to the opportunity of marketing to particular segments of the 
market. 
 
In order to do this, these market segments need to be measurable, that is, it must be 
possible to identify the number of buyers in each segment. For example the number of 
people aged between 30 and 40 or married with children, which can be found from survey 
information.  
It follows that if in a particular area, for example a heavily populated urban area, people 
favour flavoured water which is most popular with the 18 to 25 age group, suitable 
advertising and media can be chosen. More rural areas may show different patterns of 
consumption for which a different marketing strategy may be appropriate. 
 
Further it is important that these segments are accessible. In our case this is certainly 
possible. People are not bound to buy our bottled water but neither are they tied to any 
particular brand. This is an important key feature to be considered as an effective marketing 
campaign can swing choice in our favour. 
 

mailto:ct@vspring.com
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Segments should also be substantial. The cost of targeting a particular segment must be 
less than the benefit and small market segments may prove unprofitable. It is far more likely 
a city based campaign targeted at a specific age range will yield positive results.  
 
It is important that we consider all of these factors when considering our marketing 
campaign. 
 
For example demographically some brands of breakfast cereal are popular with young 
children and are promoted accordingly, daytime early evening TV adverts, those promoting 
weight loss and health benefits may be shown later in the evening when a more adult 
audience is anticipated. 
Own label products may be popular in lower income areas. In our case our sparkling bottled 
flavoured water which may be more popular with younger people for example. 
 
Socio- economic groups are important when considering press readership habits, the 
healthy qualities of our products may be worth advertising in publications dealing with such 
issues, and read by certain groups. 
 
Psychological aspects are useful in segmentation because people of similar age and socio-
economic background may lead very different lifestyles, individuals may have a value based 
on caution and therefore buy a safe reliable car. Likewise our products can be promoted as 
‘safe’ to drink in many different situations. 
 
Situational use concerns how people will buy the same product at different times for different 
uses. As such achieving customer loyalty is important, customers may be just thirsty, or in 
different circumstances having water with a meal. Targeting and maintaining the brand with 
these consumers is very important. 
 
It is important if we are to run a successful cost effective campaign that we identify our most 
lucrative market segments and market accordingly.    
 
 
Marketing campaign costs and brand value: 
 
It is exciting to think that Valley Spring will expand into a new factory in the future and I 
understand your reasons for wishing to enhance the assets as shown on our statement of 
financial position.  However accounting rules contained with international financial reporting 
standards, and specifically IAS 38 Intangible Assets will not allow either the marketing 
campaign costs or the value of the brand to be included in the statement of financial position.  
I will consider each element in turn. 
 
Marketing campaign costs: 
 
It could be argued that the cost of the marketing campaign does potentially meet the 
definition of an intangible asset because there has been a past event (the payment) which 
will generate future economic benefit that will flow to Valley Spring in terms of increased 
revenues in the future.  Also there is no physical substance here and hence the benefits 
derived from the expenditure will be intangible in nature. Additionally the cost can be reliably 
measured because the payment for the campaign will be in the form of cash.   
 
However, in order for expenditure to be capitalised as an intangible asset it must create an 
asset which is identifiable. This means that the asset can be separated out from the rest of 
the business and has arisen from contractual or other legal rights.  
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The easiest of these points to address is the point about contractual and legal rights.  A 
marketing campaign in itself does not convene any contractual or other legal rights to 
external parties.  Consumers might be encouraged to buy the new flavoured water as a 
result of the marketing (and therefore generate economic benefit for Valley Spring) but there 
is no contract or legally enforceable right which means that they are bound to buy the 
product. From Valley Spring’s point of view there is no legal right to receive income from the 
campaign (in the form of sales) and therefore the campaign expenditure cannot be 
capitalised as an intangible asset. 
 
The second point to address is that of being able to separate out the asset from the rest of 
the business. In effect this means that we could sell the intangible asset without selling the 
rest of the business. The whole purpose of the marketing campaign is that it will generate 
additional revenue in the future for the new flavoured water products. However we cannot 
sell this potential additional revenue stream to an external party without selling the products 
themselves, which clearly is not the intention.   
 
Therefore as a result of all of this the expenditure on the marketing campaign cannot be 
capitalised in the statement of financial position and instead must be expensed to profit or 
loss as incurred. 
 
Brand value: 
 
The value of our Valley Spring brand does hold one of the characteristics which would allow 
it to be construed as an asset in that the strength of our brand does potentially increase our 
future revenues. However, there are a number of other characteristics which are not met, 
each of which is discussed below. 
 
Firstly, to place a value on our brand is very subjective. Whilst there are various brand 
valuation methods and specialist consultants available to undertake such work, such a 
valuation is unlikely to meet the definition of reliable measurement required by the 
accounting standard. This is because of the large number of assumptions about the future 
which would be required. 
 
Secondly, in order to capitalise the value of a brand, that brand needs to be either acquired 
from an external source (where there is therefore a reliable measurement base being the 
consideration paid) or be capable of separation from the rest of the business in the sense 
that it can be sold.  In our case, clearly our brand value has been generated through internal 
means rather than as a result of an acquisition.  In addition, if we were to separate our brand 
with a view to selling it then we would have nothing left in the business as we would no 
longer have the right to use the Valley Spring name.  Also our brand strength is largely 
derived from our water source. Therefore in our case we could not sell the brand without 
selling the water source which in effect would mean us selling the whole business. 
 
Therefore we cannot capitalise the value of our brand in the statement of financial position. 
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SECTION 3: 

Split of fixed and variable elements of direct production labour and energy costs and 

forecasting methods 

Direct production labour costs: 

In the short terms direct production labour is likely to be largely fixed in nature, which is 
contrary to how we currently treat such costs in our management information.  This is 
because our workforce are likely to be contracted to work certain hours and hence we have 
a commitment to pay them for those hours, whether they are being productive or not. If for 
some reason we were unable to bottle water (for example, as a result of the spring being 
contaminated) then we would still need to pay our staff, certainly in the short term. 
Employment law will protect their contractual rights.  

Any overtime that we pay for or any temporary labour that we employ can however be 

treated as a variable cost because these costs will only arise as a result of production. 

Clearly in the longer term labour costs will be variable in nature, because we will be able to 

negotiate new terms of make staff redundant if needed.   

In terms of better forecasting the split to establish our standard costs, it should be relatively 

straight forward to establish within our normal production how much of the cost relates to 

contracted hours (and therefore fixed) and how much arises from overtime and flexible 

temporary labour (and therefore variable).  This proportion could then be used going 

forward, although would need to be reviewed if production changed such that either more or 

less overtime or temporary labour were being used.  

Energy: 

Energy is by far our largest production cost at 64% of the total production overhead.  To date 

we have always treated this as a fixed cost, however a significantly proportion of the cost will 

be generated as a direct result of production in terms of running the machinery in the factory 

and hence is in fact variable in nature.  

There will be a fixed element to the energy costs as there will be a base level of energy 

required to keep the factory operational, even when there is no production. However, the 

majority of the energy consumption will be directly linked to production. 

In terms of better forecasting the split, it might be useful here to adopt a forecasting method 

known as the high-low method. This involves establishing cost data at just two points which 

are the highest level of activity and the lowest level of activity. So in respect of our energy 

cost we need to establish the cost at the point of zero production (which we could measure 

perhaps on a day at the weekend when there is no production) and then the cost at 

maximum production (which we could measure on a normal production day).  We can then 

calculate the variable cost per batch of 1,000 bottles as the increase in the energy cost 

divided by the increase in number of batches of production.  This can then be used to 

determine the total variable cost based on our maximum production, the reminder of the cost 

therefore being the fixed element.   
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SECTION 4: 

Report on the Implications of Expanding the Customer Base: 

Purpose of Report: 

The purpose of this report is to consider the implications of Valley Spring expanding the 

customer base from our current three large customers to include a number of small 

customers. The report will cover the following: 

The practical impact of this on the finance function 

The impact of supplying directly to small scale customers on the risks faced by Valley Spring  

Any measures that Valley Spring could adopt to manage and mitigate any additional risk 

Practical Impact on the Finance Function: 

An increase in the number of customers would significantly increase the administrative 

burden on the finance function.  Additional staffing will be required in order to undertake the 

following tasks: 

Order processing and invoice processing.  The volume of transactions will increase 

significantly which potentially will put pressure on the finance function, unless appropriately 

staffed. 

Monitoring of receivable balances and chasing up of any late payments.  Again this could 

take considerable time. 

More sophisticated computer systems may be required, involving a change in staff skills, 

investment in training and capital investment in the systems themselves. 

Outsourcing the function may be worth considering if a sufficient level of transactions is 

reached. This will also mitigate some of the risk factors mentioned below 

Impact of expanding the customer base on the risks faced by Valley Spring: 

The key risk associated with selling directly to small scale customers is that they either do 

not pay or pay very late.  Due to their size this type of customer is more likely to have or to 

encounter cash flow difficulties than a large customer such as a supermarket.  The 

implication of this for Valley Spring is two-fold: 

It will affect our own cash flow position and potentially lead to issues with us paying our own 

suppliers. 

It could have a direct impact on our profit if we have to write off receivable balances. 

However, there is another risk impact in that by broadening our customer base it means that 

we become less reliant on individual customers.  Currently we only have three customers. If 

for any reason we were to lose one of these then it would have a seriously damaging effect 

on the business in terms of revenue and cash flow.  Broadening our customer base would 

potentially diversify some of this risk and therefore can be seen as a potentially positive 

impact. However, there is a negative aspect to this as well in that we do risk alienating our 
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wholesale customer because they could consider us to be in direct competition with them, 

which could result in us losing their custom.  It is unlikely that we would generate sufficient 

revenue from the new small customers to mitigate such a loss. 

Measures that Valley Spring could adopt to manage additional risks: 

There are a number of measures that we could adopt to manage the additional risks arising 

from selling directly to small scale customers. 

Recruit appropriate qualified people for the finance department: 

It would be sensible to recruit an appropriate experienced and qualified credit controller to 

ensure that all new customers are assessed as to their credit worthiness and that the 

receivables are monitored and chased for payment as required in a timely manner. 

Ensure sound credit control procedures are established: 

All potential customers should be assessed as to their creditworthiness prior to being 

accepted.  This might involve purchasing credit agency reports or performing an internal 

assessment through looking at financial statements.  In addition there should be procedures 

in place for the regular monitoring of outstanding debts and for chasing up late payments 

through telephone calls and letters. 

Ensure that the credit terms given to the customer are appropriate: 

Currently our customers are given 60 day credit terms.  This is because as large scale 

customers they have demanded such terms.  With any new small scale customers we 

should consider reducing this to a standard 30 days.  This would certainly improve cash flow 

and would potentially limit the risk. 

Financing of receivables through factoring: 

Ultimately to protect against the risk of irrecoverable debt we could at a future date factor our 

receivables under a without recourse agreement.  This would in effect mean that we would 

sell our outstanding debts to a finance company which would be responsible for recovering 

the monies and would take on the risk of recoverability.  This would have the effect of 

immediately improving our cash flow, although it would be relatively expensive to implement.     

Careful consideration of the position with the wholesale customer: 

Lastly before any decision is made regarding selling to small scale customers, Valley 

Spring’s relationship with our wholesale customer needs to be considered.  You mention that 

the small scale customers who contacted you didn’t currently sell our water.  If all of the 

small scale customers that we took on were the same then this is likely to have a limited 

impact on our relationship with our wholesale customer. However, if small scale customers 

switch from them to us then this could be detrimental to retaining their business. 

 

 


