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SECTION 1 

To: Mark Taylor, mt@vspring.com 
Sent: 15 July 2015 
Subject: RE: Break even chart and government grant 

Break-even chart: 

Analysis: 

The line revenue 100% represents the total revenue at different levels of production, based upon a 

selling price of A$ 2 per bottle. This intersects the total cost line at approximately 580 batches and 

hence this is the breakeven position (which is the point which must be achieved to cover all costs 

and after which, allowing for variable costs all production, will generate profit).  

The line revenue 85% represents the total revenue generated at a sales price of A$ 1.75 per bottle. 

At this price the total revenue line intersects the total cost line at a production volume of 

approximately 750 batches, hence this is the breakeven volume.  

The line revenue 70% represents the total revenue generated at a sales price of A$ 1.40 per bottle. 

At this price the total sales revenue does not intersect the total cost line and all production up to 

1,000 batches will result in a loss. This loss is relatively small and if the chart were extended by 

adding another 100 batches the breakeven point would be reached. 

Production of 800 batches: 

You comment in your email that you envisage production of 800 batches.  Assuming that this level of 

production and sales is the same regardless of the price point then the following analysis can be 

drawn from the graph. 

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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At a sales price of A$ 2 per bottle and given that the breakeven point is at 580 batches then at 800 

batches of production over the three months we will make a profit.  Indeed the graph would indicate 

that we would make profit of approximately A$ 300,000 (being revenue of A$ 1,600,000 less total 

costs of approximately A$ 1,300,000) at this level of production.   

On the assumption that the 800 batches production level is the budgeted level of production for the 

three months then we can also establish the “margin of safety” from the graph. The margin of safety 

is essentially the difference between budgeted sales volume and breakeven sales volumes. In our 

case the margin of safety is approximately 220 batches of production, which means that Valley 

Spring could afford for sales to decline by this number of batches before the line became loss 

making, hence a measure of the safety of the profitability of the new production line. 

However at a sales price of A$ 1.70 per bottle the margin of safety at production of 800 batches is 

very small, only just past the breakeven point, and at a sales price per bottle of A$ 1.40 produces a 

loss of around A$ 200,000. 

The conclusion that can be arrived at from the graph is that if volume is to be limited to around 800 

batches, a sales price of A$ 2 per bottle will produce a profitable trading situation, a price of A$ 1.70, 

(15% discount) will only just be profitable and a price of A$ 1.40 (30% discount) will produce a loss. A 

price of A$ 1.70 is only realistic at higher volumes and A$ 1.40 will only be realistic with volumes well 

in excess of 1,000 batches.   

However there are a few issues with the above analysis that must be borne in mind. Firstly it is 

possible at a lower pricing point that we might be able to sell a greater volume. Currently this is not 

reflected in the chart as the respective revenue lines have been drawn based on the same volumes. 

Secondly, it is fairly unrealistic to assume that we will sell all production at the same price. It is more 

likely that we will sell at different prices to different customers, only one customer has enquired 

about a discount. 

Thirdly, the chart assumes that the production overhead will remain fixed irrespective of the level of 

production. It is possible that there could instead be a step in the costs, which again is not factored 

into the chart. 

Government Grant: 

The impact on the financial statement of the receipt of a government grant towards the cost of the 
new production line will depend upon whether the grant is classified as a revenue grant or a capital 
grant.  

Broadly speaking if the grant is a revenue grant then it will effectively be expensed to profit or loss 
to match with the costs incurred as a result of the project for which the grant was given (likely to be 
the costs of the employees and training). If the grant is capital in nature then it will be included in 
the statement of financial position and only released to profit or loss to match how the cost of the 
new equipment affects profit.  

On the basis that the auditors conclude that this is a capital grant then there are two alternative 
treatments that could be adopted in the financial statements.  The first is to credit plant and 
equipment with the grant, in effect reducing the cost of the asset in the financial statements and 
reducing future depreciation charges.  The second is to treat the grant as deferred income within 
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liabilities and release an element each year to profit as the same rate at which the asset to which it 
relates is being depreciated.   

Ultimately both methods have the same effect on profit which is that only a proportion will be 
released to profit each year.  Therefore, if it is deemed a capital grant, then we will not be able to 
record the whole amount as income on receipt. 

On the basis that the auditors conclude that this is a revenue grant, then again there is a choice of 
how it is recorded, although ultimately both methods will increase profit in the year of its receipt.  
The choice is really just a presentational issue in that it can either be shown as income or it can be 
netted off the related expenditure. 
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SECTION 2 

To: Claire Taylor, ct@vspring.com 
Sent: 4 January 2016 
Subject: RE: Contamination of syrup flavouring 

Principles used in the calculations schedule as a basis for decision to close the production line – 

suitability and impact of changing 

With regard to the costing schedule produced the following observations are relevant. 

With a volume of 750 batches of both still and sparkling flavoured water over the three month 

period this would generate a gross profit before the additional marketing costs of A$ 98,250, as 

shown in the schedule. After the marketing costs this would in effect be a loss of A$ 401,750 and on 

this basis it would appear that shutting the production line down would be the best decision. 

However, given that we will still need to cover the fixed production overhead (and probably still 

have to pay at least an element of direct production labour) then the decision should be based on an 

assessment of the contribution that we could earn from these products rather than the gross profit. 

Taking the contribution generated instead of the gross profit the calculation becomes: 

Still Flavour :  750 batches x A$ 530 = A$ 397,500   

Sparking Flavour : 750 batched x A$ 561 = A$ 420,750 

Total : A$ 818,250 

After the marketing costs this would in effect leave a net positive contribution of A$ 318,250 (A$ 

818,259 –A$ 500,000) towards the fixed production overhead costs that would be incurred. As such 

it is better to run the plant and generate this contribution towards the production overheads, which 

will have to be paid anyway. 

The basis for this decision is that as long as there is positive contribution (sales value less marginal 

cost) generated towards fixed production overheads, any level of production generating positive 

contribution will be acceptable.  

The level of contribution generated will vary with the sales volumes and prices charged, it may be 

that the alternative flavours prove more popular and sell in higher volumes, or that higher prices can 

be charged and the budgeted volume still achieved, resulting in a higher gross profit, or the same 

gross profit but at lower sales volume.  

The extent to which production overheads are truly fixed, will depend on the nature of the overhead 

costs, in the long term all costs are variable, and in the short term all fixed. This will depend on the 

time span of the decision process. 

In this instance running the plant is the only viable decision.   
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Other relevant factors 

Other factors to take into consideration are: 

If we withdraw completely from the flavour market our reputation may suffer, it may be very 

difficult to get back into the market and our new investment will be wasted. 

The different flavours may prove to be very successful, exceeding volume expectations, especially 

with the benefit of the marketing campaign, thus generating extra revenue and profit. 

It may prove possible to sell at increased prices if the flavours are popular, also generating extra 

revenue and profit. 

Our existing supplier has indicated that supplies will hopefully be restored in 3 months’ time, this 

may not be the case, and if the line is idle for even longer, increased losses will result. 

We cannot be reliant on just one supplier. This is another reason to maintain production and incur 

the extra marketing spend, dependency on one supplier is not an option. 

Closing the line restricts all these other options and possibilities and should be seen as the worst 

possible outcome. We must obtain maximum utilisation from our investment.  

Closure of the line could result in having to repay the grant monies received and could involve issues 

regarding redundancy payments if we need to terminate staff contracts.  
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SECTION 3 
 
To: Claire Taylor, ct@vspring.com 
Sent: 18 January 2016 
Subject: RE: Customer returns and redundant inventory 

The adjustments required 

In order to account for this we will need to in effect reverse the sales that were recorded but which 

are now being returned. The sales value of the inventory being returned (both contaminated and 

uncontaminated) is A$ 1,335,000 and hence revenue will be reduced by this amount. The opposite 

side of this entry will then be to cancel the receivable balance that remains in respect of these goods 

(which is A$ 1,000,000) with the balance of A$ 335,000 either repaid to the customers in cash or set 

off against any receivables balance with them in respect of our other bottled waters. 

In addition to the reversal of the sale we will also need to include the non-contaminated inventory in 

the statement of financial position.   The cost value of the non-contaminated inventory is A$ 498,300 

as per your calculation, however we will need to access whether we would indeed be able to sell this 

inventory in the future.  If we believe that we could find new customers then we can reinstate the 

inventory, but only to a value that reflects the lower of its cost of A$ 498,300 or its net realisable 

value.  

The overall impact on profit is therefore at this stage a little uncertain. However the maximum 

impact will be a reduction of A$1,335,000 being the return of the inventory and the effective write 

off of all of the contaminated and non-contaminated inventory in the event that customers cannot 

be found for the flavoured water returned. However, we might be able to mitigate this loss if we are 

able to find a customer and sell this non-contaminated inventory. 

Affecting 2015 or 2016 financial statements? 

Despite the fact that the contamination issue became evident in 2016 and that all of the goods are 

being returned in 2016, we will need to make some adjustment in the financial statements for the 

year ended 31 December 2015.  

At the year end, on 31 December 2015, we held inventory with a cost value of A$ 278,625, which as 

a result of the contamination issue has to be scrapped and written off.  This is an example of an 

event after the reporting period adjusting event in accordance with IAS 10 Events after the 

Reporting Period. It is classed as an adjusting event because the event (the contamination 

notification) is evidence of conditions that existed at the reporting date (that is, the fact that the 

contamination had occurred and then further the net realisable value of the inventory).   

The return of the contaminated inventory from the customers should also be considered an 

adjusting event because the event (the contamination notification) is evidence of conditions that 

existed at the reporting date (that is, the fact that the contamination had occurred and the 

recoverability of the receivable balance associated with the sale of what was ultimately found to be 

contaminated inventory). 

mailto:ct@vspring.com
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The return of the non-contaminated inventory however should not be adjusted for in 2015, as the 

decision to allow these goods to be returned was made in 2016 and as such is a separate issue from 

the contamination.    

Therefore, any adjustments relating to the contaminated inventory should be dealt with in the 2015 

financial statements and the other returned goods in the 2016 financial statements.   
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SECTION 4 

Report Section 

Quality circles  

Our recent experience has highlighted the extra costs we are now incurring in lost production and 

the requirement to produce replacement inventory. 

It appears that the root cause of our current quality problem, is that we have allowed unchecked 

product into our production process, which has worked all the way through without detection. As 

such our prevention and appraisal processes are lacking and underinvested which has led to a large 

external failure cost in not identifying the problem until our products were with our customers. 

We really need to try to prevent errors before they occur and get things right first time. 

This is going to involve more effort on our behalf to encourage participation by all employees. 

We need to ensure that there is commitment from the senior management, and we need to 

encourage everyone to become more quality conscious. 

The ideal arrangement for quality circles, is a small group of employees with a range of skills from all 

levels of the organisation who meet regularly to discuss quality issues and develop solutions to real 

problems. This should include not just production but also our transport department. 

There are many advantages to a well-managed and organised quality circle. It is important that our 

staff at operational level from all parts of the organisation form part of the circle. They often have a 

better understanding of quality problems, and have first-hand experience. Their participation will 

increase commitment to and ownership of problems 

We also need to ensure that a culture of continuous improvement is encouraged as improvements 

in quality will lead to greater customer satisfaction and improved productivity. 

A group approach will help foster organisational unity and the achievement of common goals and 

quality standards. Using interdisciplinary teams helps staff to gain a better perspective of the whole 

organisation and their part within it. 

The process of organising quality circles can be very difficult, development needs to be actively 

encouraged. In Valley Spring whilst we have tried to set up a quality circle of sorts this has been on a 

very informal basis. The very nature of trying to encourage staff to commit their time on a voluntary 

basis is almost certain to fail. There is a requirement for some formality and we need to ensure that 

membership of a circle is regarded as a valuable part of the overall job role. To this extent duties 

associated with quality circles should take place during work time and be appropriately 

remunerated.  The staff involved in quality circles must be free to spend time away from their day to 

day responsibilities to take part in meetings and activities as deemed necessary.  

The effective implementation of quality circles can only be achieved by ensuring that there is high 

profile executive commitment to support the initiative, and to that extent the senior managers 

should all be involved. 
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Quality circle staff members will require training in problem solving and analysis as they will need to 

identify problems and develop workable solutions. 

We need to ensure that the information systems in Valley Spring are able to identify the information 

needs of the quality circles and to ensure that any data required to assess performance and identify 

problems is available. 

As mentioned it must be shown that the senior management of the organisation take the process 

seriously and take action to resolve problems identified by the quality circles. 

It will also be helpful to develop a culture in the organisation that allows possible changes to be 

tested out, allowing for the possibility of mistakes, without people feeling intimidated for making 

suggestions 

Regular training must be provided for all staff to increase awareness of the importance and values of 

quality circles.    

To achieve this in Valley Spring it is suggested that the process is led by Samuel and Mark Taylor, 

with representatives from each department and a number of operating staff from each of the 

different processes. This will give importance to the process and encourage all employees to become 

quality conscious. 

 

  



Operational Case Study Exam 10 March 2015 

To: Claire Taylor, ct@vspring.com 
Sent: 26 January 2016 
Subject: New customer request  

I have become aware that a new customer request has been made. Having carried out our normal 

credit checks I have reason to believe that the customer is creditworthy and that they are likely to 

honour their obligations. However I have become aware that the potential transaction is to sell 

some of our potentially contaminated stock to this company in attempt to recoup some of our 

losses. 

I feel that there are a number of issues here. Firstly I am bound by professional ethical guidelines as 

outlined in the CIMA code of ethics. I feel that it is incorrect for potentially harmful product to be 

sold to the public for the benefit of the company. 

I feel that I need to operate with integrity, objectivity and behave in a professional manner and 

therefore report details of this transaction. 

Also from a company viewpoint businesses are part of society and should act in an ethical manner, 

good ethics should be a driver of profitability rather than a burden on the business. 

An ethical framework is part of good corporate governance and suggests a well-run company. 

If good corporate governance is in place, investors will be reassured about the company’s approach 

to risk management. 

Employees will know that they operate in an environment of good ethical corporate behaviour. 

As such I feel it important to make you aware of the impending sale and to assist wherever possible 

in promoting an ethical corporate environment. 
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