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SECTION 1: 

To: Claire Taylor, ct@vspring.com 
Sent: 4 March 2015 
Subject:  Budgeted gross profit  
 
I will address each of your queries in turn: 
 
Adjusting for inventory and impact on gross profit 
 
Adjusting for inventory 
 
You are correct in thinking that the movement in inventory will affect gross profit.  In our normal 
budget we usually assume that sales equals production which is why the movement in inventory is in 
effect ignored.  Largely this has not been too much of an issue because typically the assumption 
represents what actually happens, however clearly this is no longer the case. 
 
At the moment in the budgeted gross profit calculation you’ve taken the sales revenue from the 
expected sales (which obviously now excludes sales to WW) and deducted the total cost of 
production, calculated as the number of batches produced at the total standard cost of production 
for each batch from the original budget. However, in order to calculate gross profit, it should be the 
total cost of the goods sold which is deducted from revenue and not the total cost of production. 
 
The cost of goods sold on an absorption costing basis is calculated as opening inventory + total 
production - closing inventory, all valued on the basis of the total standard production cost per 
batch. You’ve already identified the number of batches in opening inventory and we know 
production, so it is relatively easy to establish the closing quantity of inventory for each product 
type.  It is simply calculated as opening inventory + production – sales = closing inventory.  
 
Likely impact on gross profit 
 

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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Given that there is forecast to be an increase in the level of inventory in the six months, then we 
would expect that the gross profit would increase from your original calculation.  This is because in 
effect we are carrying forward some of our total production costs into next year within the closing 
inventory valuation.  Closing inventory has the effect of reducing the cost of goods sold and hence 
increasing gross profit  
 
The one slight issue that might affect this though is if we need to write off any of our inventory as a 
result of our bottled water becoming out-of date.  This would reduce the value of inventory at the 
period end and therefore affect gross profit.  However, given that our water has a relatively long 
shelf life, as long as our inventory is appropriately rotated in storage so that we despatch the earliest 
production first to our remaining customers and then should not be a concern.   
 
 
Other adjustments 
 
Other than the inventory adjustment the only other adjustment that is required relates to the fixed 
production overhead.  You have used the original fixed overhead absorption rate of A$ 41.64 per 
direct production labour hour to calculate the total production cost per batch.  However this rate is 
based on the original production plan which has now changed. Your schedule shows that in the 
original budget 16,450 batches were expected to be produced, whilst the new forecast is 14,900 
batches.  Had you amended the fixed production overhead absorption rate then you would have 
found that it would have increased, thereby increasing the total production cost per batch and 
therefore reducing gross profit. 
 
In situations where the level of production changes, the normal approach taken is to make an 
adjustment to gross profit as a stand-alone adjustment rather than to amend the absorption rate. 
This adjustment will be based on the difference in the production levels multiplied by the absorption 
rate and given that in effect too little overhead will have been included based on the standard 
production cost per batch, will result in a reduction in the gross profit.  
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SECTION 2: 
 
To: Claire Taylor, ct@vspring.com 
Sent: 22 June 2015 
Subject:  Supplier issue and barn conversion  
 
Single and parallel sourcing: 

Single sourcing – the organisation chooses one source of supply 

 

We are currently in this situation, clearly with the increasing demands for different sizes and bottle 

shapes and in this instance bio degradable products we need to consider the possible supply 

alternatives. 

We already have a good working relationship with our current supplier, we have never had quality or 

delivery problems and as far as we are aware we have a good price, although we cannot be sure as 

we have never bothered looking elsewhere. 

The current situation has shown that we may be vulnerable to different bottle requirements. 

Potentially we are at risk of losing potential customers. Our current supplier knows we rely on them 

entirely for what is our essential requirement. The recent inability to respond to our change of 

request is perhaps an indication of complacency on their part and demonstrates a lack of incentive 

to change. 

 

Multiple sourcing – the organisation chooses several sources of supply 

 

This seems the way forward for us, particularly as our customer base and customer requirements 

are changing.  

Currently we have allowed ourselves to become total reliable on one source of supply. Although we 

may lose ‘volume’ discounts by splitting orders our different suppliers will be competing against 

each other and this may compensate for any potential price variations.  

If we introduce a multi sourcing policy it will encourage a more enquiring attitude we will be keeping 

in touch much more closely with product changes, the requirement for biodegradable bottles is a 

prime example of this. 

There will be a requirement for a more aware purchasing policy, we will need to increase our staff 

knowledge in this area and we will need to keep track of more complex supply chain arrangements.  

With a range of suppliers we will need to ensure good relationships are maintained as far as 

possible, they may view us as ‘just another customer’ standards and quality and reliability of 

deliveries will all require close monitoring. 
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Summary of the advantages and disadvantages of single and multiple sourcing 

 

Single sourcing 

 

Advantages: 

Better communications 
Economies of scale 
Better production quality, lower variability 
Possible source of competitive advantage, can build relationship with single supplier 

Disadvantages 

Risk to security of supply, relying on one supplier 
Few competitive pressures may reduce incentives for supplier to perform well 
The supplier is in a powerful position, may increase prices or reduce quality 

Multiple sourcing: 

Advantages: 

Greater security of supply 
Pressure on suppliers to be competitive 
Buyer remains in touch with and aware of changes in the supply market 

Disadvantages 

Economies of scale may be lost 
This is a traditional price based strategy, but it may not result in good relationships 
Suppliers may display less commitment and quality may be poorer 

 
Barn Conversion Property: 
 
The barn conversion property will need to be classified as an investment property rather than 
property, plant and equipment in the financial statements because we are intending to rent the 
premises to external parties and will not be occupying or using it for the businesses own purposes.  
In other words we intend to hold the converted barn for its investment potential in terms of future 
rental streams and capital appreciation, rather than utilise it as either storage of office space for 
Valley Spring. 
 
The two valuation methods which IAS 40 Investment Property allows are the known as the cost 
model and the fair value model. I will consider the impact of both on the financial statements in 
turn. 
 
Cost model: 

 
Under the cost model the converted barn is accounted for in exactly the same way as other 
property, in that it is recorded initially at cost and then depreciated over its estimated useful 
economic life.  However it will be shown on the face of the statement of financial position separately 
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from the rest of the property that we own. If this model is adopted however, we would also need to 
disclose in the notes to the financial statements the fair value of the property. 

 
If we adopt this method then firstly we will need to transfer the barn from property, plant and 
equipment into its own investment property account.  This will involve a transfer of A$ 200,000 
(being the A$ 50,000 paid to acquire the barn from the farm plus the AS 150,000 of renovation costs 
already incurred). Any subsequent work done will then be added to this value at the cost paid.  
Assuming that the additional office conversion work will be completed by the year end at the 
anticipated cost of A$ 200,000 then the value of the barn in the statement of financial position will 
be A$ 400,000 at 31 December 2015.   

 
Once the renovation works are completed and the barn is available to be rented out, under this 
model we will then need to establish its useful economic life. This might be 20 or 30 years say, 
although we will probably need to take advice from a property expert. Depreciation of the barn 
property will then commence from the date that it is available for use, therefore it is possible that 
depreciation will not occur until the year ended 31 December 2016 if the renovation works are not 
completed until the end of 2015.   

 
Fair value model: 
 
Under the fair value model the barn will initially recorded at its cost in a separate investment 
property account.  However at the year end of 31 December 2015 and then every subsequent year 
end after, it will be revalued to its fair value, assuming that the fair value can be reliably measured. 
Therefore, the barn will initially be recorded at A$ 400,000, which is its cost as per the above, but at 
31 December 2015 will be revalued to A$ 500,000 (or whatever the up to date valuation is at that 
date). 

 
Under this model the barn will not be depreciated.  Any gain or loss arising on the valuation (which is 
the difference between the barn’s carrying value and its fair value at each year -end) will be included 
in the statement of profit or loss and will therefore impact the profit for the year. 

 
Assuming that the cost of the property ends up as A$ 400,000, then at the year end the adjustment 
to fair value will be A$ 100,000 (assuming that the fair value of A$ 500,000 is still appropriate).  As 
this represents an increase in value this would in fact increase the profit for the year by A$ 100,000.  
Whilst this might appear to be a good idea in the first year, we need to consider that in future years 
the value could indeed fall and therefore we would potentially reduce our profit. 
 
Whichever model is adopted it will need to be applied consistently from year to year, we cannot 
chop and change it to suit our needs.   
 
The advantage of adopting the cost model is that once the barn is completed and we know its useful 
life then we will be able to accurately forecast the depreciation charge each year and hence will 
know how profit will be affected.  Obviously if the useful life changes for whatever reason then this 
might change. 
 
The advantage of adopting the fair value model is that the barn will be included in the statement of 
financial position at fair value, which means that as long as property prices are rising then it will 
strengthen our asset base should we wish to apply for finance in the future.  However, this is the 
riskier of the two models because if property prices fall then we will have to treat the loss as a cost 
in the statement of profit or loss and hence profit in that year will be reduced.  
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SECTION 3: 
 
To: Claire Taylor, ct@vspring.com 
Sent:  
Subject:  IT system changeover strategies 
 
 
Replacing the IT system changeover strategies: 

System changeover is the change from operating the current system to introducing the new system 

operationally. There are 4 approaches to system changeover and they will depend on the 

circumstances 

Direct 

The user ceases to use the old system and switches completely to the new system 

This may be appropriate when the new system has been used elsewhere 

The problems for the user will be tolerable even if the system fails to function properly 

This may be appropriate for our bulk standard accounting software packages provided the 

transitional starting point can be well defined, and transactional records appropriately safeguarded 

so as to be able to return and reconstruct from the starting point.  

This will not be suitable for our bespoke systems. 

 

Parallel 

 

The old system and the new system are both operated together for a while 

If the new system performs to an acceptable level the decision can be taken to stop operating the 

old system and change entirely to the new system 

This may be appropriate when the new system is critical to the business and problems cannot be 

tolerated 

If the new system has not been used elsewhere, implementation involves a high risk 

It may be appropriate but not essential for standard software packages, an element of safety may 

make this worthwhile but will involve more administrative monitoring and checking 

This will be essential for our bespoke systems, they are crucial to the day to day operation of the 

company, we need to ensure that they are giving us the results we expect from both the old and 

new systems. 
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Pilot 

Can be implemented in two ways. 

A retrospective data pilot operates the new system with old data. The results can be cross checked 

to the existing system 

A restrictive data pilot takes one whole part of the complete system and runs it as a new system. If 

this operates correctly then the remaining elements can be transferred gradually. 

This is probably not appropriate for either of our systems, it will be not be necessary for the routine 

finance packages as this is tried and tested software. Our scheduling system has many daily inputs 

and outputs with many data variations. As such it would be difficult for us being able to enter this in 

a retrospective fashion 

 

Phased 

Involves gradual implementation 

One sub-system such as the sales or purchasing system at a time 

By implementing a complete system but in one geographical location at a time (large organisation) 

This is appropriate when the system can be implemented in distinct parts 

Given the nature of our systems and business one site and one slightly variable product this probably 

not practical and unrealistic currently. Future expansion would lead to a more complex 

organisational structure where such a process may need to be considered. 

 

In our case the accounting ledger systems are standard industry proven software, but even so to be 

absolutely certain that the system is functioning correctly I would recommend both parallel and 

phased by ledger system at a time. With regard to the bespoke manufacturing and integrated 

planning system I would recommend a pilot run of this system, inputting of the order information 

should give us an indication that the system is running satisfactorily. It is also important that 

effective training of all staff involved takes place throughout the changeover processes in order for 

them to become familiar with all aspects of the new systems. 
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SECTION 4: 
 
Briefing Report in respect of receivables balances: 
 
Overview of aged receivables report: 
 
I have compared the aged receivables report at 31 December 2015 against that at 31 December 
2014 and have calculated receivable days for each category of customer.  All of the numbers are 
shown within the attached schedule. 
 
Receivables position in total: 
 
Overall our sales have increased just over 4% in the year ended 31 December 2015, although our 
receivables balance has increased by a very significant 36%.  This can partly be explained by the fact 
that we have taken on as a customer the own label supermarket and given them 90 day credit 
terms, although we might have expected that the new independent customers on 30 day credit 
terms would have mitigated this to an extent. In order to understand the position further I will 
consider the position each category of customer in turn and then comment on possible reasons for 
the movements. 
 
Supermarket A: 
 
Supermarket A has standard credit terms of 60 days, yet it would appear that at the end of 2015, 
they are taking longer to pay with an average collection period of 106 days compared to 89 days in 
2014.  There are now receivables outstanding for more than 120 days.   
 
Supermarket B: 
 
Supermarket B’s profile of aged receivables has not significantly changed from last year.  Overall 
they are still paying promptly and indeed there has been an improvement in respect of the 
receivable days calculation. Supermarket B is broadly in line with their 60 day credit term. 
 
Wholesaler: 
 
It would appear that at the same time as losing the sales from our wholesaler customer we have also 
lost a customer that paid very promptly.  At the end of 2014, there were no debts outstanding 
beyond the credit terms and indeed the collection period at the end of the year was less than the 60 
day credit term.   
 
Own-label supermarket: 
 
There appears to be a problem with the own label supermarket customer, as despite very generous 
90 day credit terms, 27% of their total receivable balance has been outstanding for more than the 90 
day term.  
 
Independent customers: 
 
There is clearly an issue here as despite 30 day terms a significant amount of the receivables are 
over the 30 day limit.  Indeed there are A$ 100,000 of receivables which are over 90 days old, which 
could potentially be irrecoverable and would need to be written off.  
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Possible reasons why the receivables balance has grown: 
 
There are two main themes that we need to consider here – factors that relate to the customer 
themselves and then factors that relate to our own internal credit control function. 
 
Factors relevant to the customers: 
 
It is possible that some of our customers are facing liquidity issues themselves which means that 
they are struggling to pay.  This is likely to be particularly an issue with our independent retail 
customers given the fact that they are small businesses presumably operating within tight liquidity 
constraints.  It is less likely to be an issue for our larger customers such as supermarket A given their 
national presence and large size. 
 
The power and influence of our 3 large supermarket customers is also potentially a factor.  The 
supermarket industry is known for the extent of its power over its suppliers in terms of demanding 
very favourable trading conditions.  Credit terms are a prime example of these conditions.  Indeed 
supermarkets are also known for pushing their suppliers and unless we keep them in check we are at 
risk of being taken advantage of.  It would appear that supermarket B is not doing this as they are 
paying largely in line with their terms.  Supermarket A and the own-label supermarket are 
potentially a different matter and we would need to consider the relationship that we have with 
these customers. 
 
Factors relevant to our credit control function: 
 
From discussions with the credit controller she is currently only managing to process invoices and 
has little time to chase for payments.  Clearly even though our revenue has only increased by 4%, 
the number of transactions that arise and the volume of processing that is required have increased 
significantly as a result of the additional customers.  We now have to process a significant number of 
small value invoices, which we did not need to do last year.   
 
As a result of the additional pressure placed on the credit control department from the new 
customers, it is possible that appropriate credit checks have not been carried out for all of them.  
Therefore it is possible that we have taken on customers which will ultimately become irrecoverable. 
 
Steps to be taken within our own finance department: 
 
Employee additional resource, possibly an appropriately trained and experienced credit controller. 
Alternatively we could look to improve the processing systems to free up time for staff to undertake 
credit checks and to monitor the level of receivables properly. 
 
Ensure that there are appropriate credit check procedures for anymore new customers. We should 
only take on new customers where we have reviewed their credit worthiness (either through 
gathering information about them or by purchasing a credit check report from an external agency). 
 
Seek to re-negotiate credit terms with large customers and build and maintain good relationships to 
enhance prompt payment 
 
Establish standard procedure for chasing late payment for the small scale customers, including 
telephone calls, letters and the threat of legal action.  
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Better monitoring of aged list and chasing of amounts which are outstanding beyond the credit 
terms. 

 
 
Explanation of whether factoring might be beneficial to Valley Spring: 
  
If we were to enter into a factoring arrangement in effect it would mean that we would sell our 
receivables balances to a third party factor entity (usually a bank), who would then take on the 
responsibility of managing the receivables ledger including raising invoiced and collecting the cash.  
The factor will charge a fee for this service, which is likely to be very significant.  In addition the 
factor might well be choosey over which receivable balances it is prepared to take over as they will 
undertake their own risk assessment prior to acceptance.  It is possible that a factor would not wish 
to take on all of our customer balances, or if they did would expect a significant level of fee.   
 
Another matter which will determine the level of fee charged will be whether the factoring 
arrangement is a recourse one (where we would retain the risk of irrecoverable debts) or non-
recourse one (where the factor provides protection against irrecoverable debts).   Clearly because 
non-recourse means that the factor bears the risk of a customer not paying then their fees would be 
higher than under a recourse arrangement where any irrecoverable debts would be the 
responsibility of Valley Spring. 
 
Benefits of factoring: 
 
Cash flow will be improved for those customers factored because up to 80% of the value of the sale 
is received pretty much as soon as the invoice is raised. 
 
The factor takes over responsibility of the sales ledger function for those customers factored which 
not only means that an expert is undertaking the role but also means that our resources are freed up 
to deal with other issues.  This could be particularly important for us given that we know that there 
is already a strain on the credit control function. 
 
If we were to have a non-recourse arrangement then it would be a form of credit insurance. 
 
Drawbacks with factoring: 
  
The main issue with factoring is that it is costly.  We would need to undertake a careful evaluation of 
all of the costs involved in order to ascertain whether it was worthwhile overall. 
 
There are potential reputational issues as well arising from being involved with a factor.  Customers 
might view that fact that we are using a factor as a sign that we have cash flow difficulties or are 
struggling to run the business appropriately.  This could however be mitigated by setting up an 
invoice discounting arrangement rather than a factoring arrangement because then we would still 
operate the sales ledger ourselves and maintain the relationship. 
 
Linked into this because the factor is a third party and not necessarily party to potential delicate 
trading relationships, then it could damage these relationships if perhaps the factor is perceived as 
too aggressive  
 

     
 


