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SECTION 1: 

To: Claire Taylor, ct@vspring.com 
Sent: 3 March 2015 
Subject: RE: Conference Contract 
 
Production Departments Points 1 to 3: 
 
Point 1 – bottles: 

The production department have confirmed that there are already 100,000 glass bottles in 

inventory which could be used for this contract, therefore only 900,000 new bottles need to 

be purchased at a cost of A$ 0.30 per bottle. The glass bottles in inventory had cost us A$ 

25,000 last year, which is a sunk cost and as such irrelevant to this decision. The value that 

we place on these 100,000 bottles within the contract price needs to reflect their value to the 

business in the future, either because we use them in production or on another contract, or 

because we can sell them. In respect of these bottles there are currently no plans to use 

them in production which therefore means that we will not need to replace them in the future. 

However, we can sell them for A$ 15,000, which means that if we use the bottles on this 

contract that we will lose out on this opportunity, hence A$ 15,000 is known as the 

opportunity cost of these bottles for this contract.   

The impact of the above is that the cost of the bottles for the project will be reduced to A$ 

285,000 (= (900,000 x A$ 0.30) + A$ 15,000), a reduction of A$15,000 from your working. 

Point 2 – direct production labour hours: 

Currently you’ve included the labour costs as the full cost of the hours expected to be spent 

on the contract based on the budgeted hourly rate of A$ 10. However the production 

department has identified that there is actually spare direct production labour capacity in 

that, of the 24,000 hours that the employees are contracted and paid for, only 21,000 will be 

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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utilised in normal production. Therefore, of the 4,356 hours needed for the contract, 3,000 

hours are already available and will have to be paid for anyway, irrespective of whether the 

contract goes ahead.  Therefore these 3,000 hours in effect have a zero cost as far as the 

contract is concerned.  The remaining 1,356 hours, however will need to be paid for as a 

result of the contract, at a cost of A$ 15 per hour, because this is the actual or incremental 

cost that will arise.   

The impact of this is that the direct production labour cost for the contract is A$ 20,340 (= 

1,356 hours x A$ 15 per hour), a reduction of A$ 23,220 from your working. 

Point 3 – production line costs and overheads: 

Within your schedule you’ve included production overhead costs based on the direct 

production hours expected to be used on the contract and our budgeted absorption rate of 

A$ 41.64 per hour.  However, in terms of the contract costs, we can ignore the absorption of 

overhead because these overheads will be incurred irrespective of the contract and 

absorption is only an arbitrary allocation. However, we do need to include the effect of any 

incremental costs which arise purely as a result of the contract.  In point 3 we can see that 

there are anticipated to be additional energy, modification and maintenance costs of A$ 

95,000 (= A$ 40,000 + A$ 50,000 + A$ 5,000). 

There will also be additional warehousing costs of A$ 10,000 arising as a result of the 

contract.  This cost is incremental and should be included with the contract cost. 

Overall, therefore taking the production departments findings into consideration, the costs of 

this one off contract are A$ 285,000 for the bottles, A$ 30,000 for the labels, A$ 20,340 for 

direct production labour, A$ 95,000 for production line costs and A$ 10,000 for additional 

warehousing costs. This gives a total relevant contract cost based on the production 

department information of A$ 440,340, which is A$ 114,604 lower than your estimate.  

Other matters to consider in setting the contract price: 

We will need to consider whether there are any other incremental costs that will arise solely 

as a result of undertaking the contract.  Certainly there is likely to be a distribution cost which 

relates to the project that should be included. 

There might also potentially be some opportunity costs which have not been identified.  As a 

result of taking out the contract it’s possible that another opportunity is lost or management 

time is taken up when it could have been used elsewhere to generate additional sales.  Thus 

it would be important to consider whether there are any other contracts like this in the pipe-

line or other opportunities which will need to be abandoned as a result of taking on this 

contract. 

We also need to consider the profit margin used for the contract.  Because on a relevant 

costing basis we know that all the incremental costs which arise solely as a result of the 

contract are included, this means that if the contract was priced at this amount that we would 

not be contributing anything towards Valley Spring’s other business costs.  Therefore we 

should consider adding a profit margin to the relevant cost in order to arrive at the contract 

price.  This profit margin in effect includes a contribution towards the other costs of the 

business so as to protect overall profit margins and compensation for management time for 
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the risk associated with taking on such a contract at short notice (such as staff morale and 

increased risk of machinery breakdowns).   

Determining the appropriate profit margin percentage is quite a tricky matter however.  On 

the one hand we need to set it high to compensate for the risks taken on, the fact that 

normal production will be disputed, the short notice for the production and the management 

time taken. On the other hand we need to consider that our bid needs to be competitive.  

Ultimately we need to consider our competition and what we expect the competitors to bid.  

If there is a lot of competition then to be competitive we might need to keep the profit margin 

relatively low.  Also, if there is a possibility that this contract could potentially lead to other 

contracts in the future then we might consider a reduced profit margin to ensure that we 

secure the deal. However this could potentially have a downside as well in that it could set a 

precedent for the pricing of future contracts and so is perhaps less of a concern.   
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SECTION 2: 

REPORT SECTIONS: 
 
HR planning: 

 

The business is developing and if we are to ensure we have sufficient and properly qualified 

staff with the correct skill mix we need to start planning. 

 

We have not had an HR plan before, the reason for having an HR plan is to define and close 

the gap between the demand for labour and the supply of labour within our company. This 

particularly relevant to VS as it appears that there will be insufficient labour available in the 

immediate locality and also a lack of suitably skilled personnel 

Typically in HR planning we should be looking 3 to 5 years ahead and it is a cyclical process. 

As previously mentioned a long lead time may be required if recruiting outside our immediate 

area so this is likely to lead to a relatively long term cycle requirement  

 

The main reasons for wanting to do this are to rationally plan recruitment, rationally forecast 

future costs to assist in budgeting and control, to enable smooth change management as the 

business develops if redeployment or redundancies are required. Also we need to plan the 

education development and training needs of staff, and have contingency plans for changing 

circumstances. There is the real possibility that without this process we will not be able to 

recruit the numbers and skills required. 

The stages we can follow in planning are as follows: 

Strategic analysis, looking at the organisations strategic objectives will have implications 

regarding the number of employees, skill levels over the planning period. Broader issues 

should also be considered, trends in population growth, pensions, education and 

employment rights. 

An internal audit should be carried out of the existing staff to establish current numbers and 

skills, turnover, absenteeism, overtime worked, periods of inactivity and overall staff 

potential. 

The gap between supply and demand needs to be identified, shortages or excesses in 

labour numbers should be identified, together with skills deficiencies 

Plans should then be drawn up to close any gaps revealed 

 

Particularly relevant to VS are adjustments we will need to make for a shortfall in personnel. 

We will need to consider, internal transfers, promotions, training, job enlargement, overtime 

and schemes to reduce staff turnover. 

 

Externally by continuing to consider the suitability and availability of the external workforce. 

We may have to look within a considerable radius of our production facility to find sufficient 

numbers and skills required. 

 

In theory if there is a surplus, if for example we decided to outsource, we may need to 

consider a reduction in the work force by natural wastage, recruitment freeze, early 
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retirement, part time working and redundancy, although at the moment this isn’t a major 

issue. 

 

Finally a review needs to be carried out to measure the effective use of our human 

resources in achieving the organisation’s objectives, we need to ensure that HR process 

costs do not exceed expected benefits 

 
Job description and person specification: 

 

A comprehensive Job description should include: 

Title Important to emphasise team  

Purpose must indicate accurately duties 

Position in the organisation, this is likely to be important to technically skilled personnel 

Wage salary range Important to know grade, progression possibilities 

Principal duties, further broken down into specific tasks 

The job environment, in terms of worker support, the working environment. This is likely to 

be very important if recruiting outside the immediate geographical area, transport, housing 

allowances, unsociable hours compensation 

The key difficulties with the job, it may be very repetitive for example, but we can indicate 

that job rotation may be available after a while. Working away from home may also be a 

requirement, the ability to work in such circumstances also needs to be made clear. 

A person specification will define the qualifications and experience required to do the job 

well. It is important that there are no ambiguities 

 

According to Rodgers the following categories should be covered in a comprehensive 

person specification: 

Background - previous work experience and circumstances 

Attainments – qualifications and relevant experience 

Disposition –goals and motivation 

Physical make up – appearance speech health 

Interests – interests and hobbies 

General intelligence – problem solving ability 

Special attributes – language skills 
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SECTION 3: 

To: Claire Taylor, ct@vspring.com 
Sent: 15 June 2015 
Subject: RE: Potential investment 
 

Impact of investment of BB on the financial statements: 

Associate investment: 

If we were to acquire a 30% equity stake in BB then this would be classified as an 

investment in an associate. In accordance with IAS 28 Investments in Associates and Joint 

Ventures, an associate investment is one where the investor has “significant influence” over 

an investee entity and is presumed to occur when the investor holds more than 20% of the 

voting rights of the investee.  

“Significant influence” is defined as the power to participate in the financial and operating 

policy decisions of an entity but is not control over those policies.  It is usually evidenced by 

representation on the board of directors and/or material transactions between the entities. 

Clearly, we will own 30% of the voting rights of BB, will have a seat on the board and there 

will be material transactions with BB.  We are also told that this will give us the ability to 

participate in financial and operational decisions, therefore we will have significant influence 

and should account for our investment as an associate. 

How associate investments are treated in the financial statements: 

We will need to apply equity accounting to our investment in BB.  

In the statement of financial position this means that we will include a line within non-current 

assets called Investment in Associate.  At the year end the value of this investment will be 

calculated as the cost of the investment (A$ 5 million) plus the share (in this case 30%) of 

the associate’s profit since the date of acquisition, less any impairment loss. 

In the statement of profit or loss our share of the associate’s profit for the year (or from the 

date of acquisition in the first year) will be included as a single line after profit from 

operations.   

The one complication that will need to be adjusted for arises from the fact that we trade with 

BB. At the end of financial year we will need to assess how much inventory we hold from BB 

in terms of glass bottles. From this we will need to ascertain the profit element and then 

eliminate 30% of this profit from both the associate’s profit for the year in the statement of 

profit or loss and our inventory in the statement of financial position. 

Brand value importance and benefits  

30% stake enables reliable supply of glass bottles and ability to market ‘quality’ brand with 

confidence, but to what extent is branding useful in this context, and what is involved in and 

what are the benefits of effective brand management? 
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Brands can bring the following attributes:  

Make statements about the product, our unique bottle shape suggests a differentiated 

product 

Good brands reduce the chance of poor choice, customers must feel that our spring water is 

better than alternatives 

Brands can be a key asset to the business, in our case associated with quality and natural 

health giving properties 

Brands are the reason one company may be chosen over another, with such a homogenous 

product this is a key feature for us. 

Although intangible brands can be of substantial value, the overall value of the business will 

be increased, if our branding is successful brand association will be a key element going 

forward   

Brands command higher prices. Important for maintaining the image and further developing 

the company 

 

It is important to maintain the characteristics of a strong brand associated with a strong 

product identity and in this way our relationship with BB will be most useful and should have: 

Consistency 

A distinctive name, perhaps run staff suggestion for this 

Distinctive product features, in our case healthy, pure high regard to quality 

 

The value can be judged by the extent to which we are able to achieve:  

High loyalty 
Name awareness 
Perceived quality 
Strong association 
Other attributes for example trademarks 

 

A summary of the benefits of effective brand management we can hope to achieve include: 

Improved profitability 

A valued asset 

Can achieve higher prices 

A method of differentiation 

Way of connecting with customers 

Continuity of marketing practices 

Customer loyalty 
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But care and resources will be needed to maintain a successful brand: 

 

It is Important to protect the brand for the reasons mentioned above 

Adverse publicity can undermine value and should be countered where possible 

Low quality counterfeits should be watched and will erode exclusivity. We need to be aware 

of these possibilities through trade associations and active interaction with the trading 

standards authorities. 
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SECTION 4: 

Draft Report Sections: 
 
Mix and yield variances in the context of a business such as BB and how they are 
useful in assessing its performance 
 
Why calculated? 
 
Mix and yield variances are often calculated for a business where the inputs into the 
production process are varied and it is possible to vary the mix of those inputs.  Clearly, in 
the case of Valley Spring this is not the case because although we have a number of inputs 
in terms of bottles, labels, water and gas we cannot change the mix of these inputs.  Hence 
mix and yield variances are not relevant for our core business. 
 
However, BB is a glass bottle manufacturer where a variety of inputs are used in the 
production process and where the mix can be varied.  As you will see from the management 
report submitted by BB the key inputs into glass bottle production are recycled glass, sand 
and soda ash.  These inputs can be varied in production, resulting in slightly different quality 
characteristics to the glass.  Indeed we know that BB has been trailing the use of a greater 
proportion of recycled glass in a bid for their glass products to become more environmentally 
friendly.  This has clearly changed the mix from their original standards which will have an 
impact on the individual material usage variances for each of the inputs. Mix and yield 
variances are simply a further breakdown on this usage variance in order to better 
understand the impact of changing the mix in terms of the inputs.  
 
Usefulness of mix and yield variances in assessing the performance of BB: 
 
Materials mix variance: 
 
A materials mix variance is calculated for each input (recycled glass, sand and soda ash) as 
the difference between the actual quantity of materials used in production (based on the 
actual mix proportions) and the quantity that would have been used if the total of the actual 
production quantity had been split in the standard mix, multiplied by the standard cost of 
each type of material. This is a measure of whether a change in the mix proportion of the 
materials is more or less expensive than expected and therefore gives BB’s management an 
indication of whether changing the mix has a positive or detriment impact on profit. If a 
greater proportion of a cheaper material is used then the mix variance will be favourable 
(that is profit will increase) and if a greater proportion of a more expensive material is used 
then it will be adverse (that is profit will decrease).  In the case of BB, a deliberate policy has 
been established to use more recycled glass in a bid to become more environmentally 
friendly, hence it is important for the management of BB to see if the policy ultimately will 
cost them more in terms of reducing profit. 
 
Materials yield variance: 
 
A materials yield variance is usually calculated for materials in total and not broken down by 
type.  The variance itself is calculated as the difference between actual measured quantity of 
output achieved from production and the amount of output that was expected from the actual 
inputs, multiplied by the standard cost per measure of output.  The yield variance tells us the 
effect of varying the level of overall input into the production process on the output and as its 
name suggests gives an indication of whether the yield or output from our production 
process is greater or less than before.    
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Performance of BB: 
 
Price variances: 
 
It would appear that the price per kg of recycled glass has reduced (from A$ 0.10 per kg to 
A$ 0.08 per kg) whilst the price per kg of all the other key ingredients have increased.  This 
has resulted in an overall adverse variance of A$ 17,200. It could be that the price of 
recycled glass is influenced in the market by government legislation or incentives which 
promote its green credentials and use in production processes, although without further 
information it is difficult to comment further. It is interesting to note that this reduction in 
recycled glass cost has arisen at the same time as BB’s deliberate policy to use a greater 
proportion of recycled glass in production. It’s possible that the BB policy to create more 
environmentally products was influenced by this price reduction and also the increases in the 
prices of the other inputs including sand and soda ash. 
 
Usage variances: 
 
As we already know BB has sought to increase its use of recycled glass in the production 
process due a deliberate policy to be become more environmentally friendly.  However this 
has led to a greater quantity of materials being used in total (1.15 million kg actually used 
against a budgeted volume of 1 million kg, an increase of 15%), perhaps because using 
more recycled glass generated more wastage as a result of impurities in the glass or the 
grade of the recycled glass being used.  Notwithstanding the greater quantity of materials 
input into the process, the overall effect has been to generate a favourable variance, which 
on the face of it seems counterintuitive. However, this is where splitting this usage variance 
into its mix and yield elements becomes useful, because we can  see how much the effect of 
using more of the cheaper recycled glass in the mix has mitigated the fact that overall we 
have used a greater quantity of materials.   
 
Mix variances: 
  
Overall there is a favourable mix variance of A$ 53,000 as a result of using a greater 
proportion of recycled glass (which is the cheapest material input) in the production process 
instead of the more expensive materials of sand and soda ash. Indeed recycled glass was 
budgeted to be 20% by volume of the total inputs, but in the actual mix used, represents 
51% by volume of the total inputs. Given that recycled glass costs half or less per kg than 
sand and soda ash, then clearly using a greater proportion of it has a significant effect on 
profit, hence the large favourable variance.  
 
Yield variance: 
  
The yield variance is an adverse variance of A$ 33,000 which shows that we have not 
achieved the budgeted level of output expected from the level of inputs used. Looking at it 
another way it means that we have used a greater quantity of materials in total than we 
budgeted for the level of output, which I have already covered when I discussed the usage 
variance. 
 
Overall: 
 
The management report mentions that this switch to recycled glass does not seem to affect 
the quality of the end product, however as already mentioned above it would appear that the 
policy does means that a greater total quantity of inputs are required (perhaps because of 
greater wastage in the production process).  It would be useful to see if this has had an 
effect elsewhere within the business, specifically with labour related variances, as quite often 
having to use more materials, or dealing with more waste leads to inefficiencies. 
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Overall the impact of a greater proportion of recycled glass being used in production (as a 
result of the deliberate green policy) is a cost saving of A$ 2,800.  This is made of the 
following elements however: 
 
An increased cost of A$ 17,200 as a result of changes to the prices per kg of each material 
used in production; 
 
A cost saving of A$ 53,000 as a result of changing the mix to use a greater proportion of the 
cheaper recycled glass; and 
 
An increased cost of A$ 33,000 as a result of having to use a greater quantity of materials to 
generate the same level of end product. 
 
 
 
 

 

 


