
 

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

 

 

OPERATIONAL CASE STUDY MAY 2015 EXAM ANSWERS 

Variant 2 

The May 2015 Exam can be viewed at  

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

case-study-exam---batton-bicycles-variant-number-2 
 

 

 

 

 

SECTION 1 
 
From: Finance Assistant 
To: David Stone 
Subject: Millennium costings 
 
I have reviewed the costing report prepared by Jasmin in respect of the new Millennium 
model as requested. On first glance the margin of 2.3% that she has calculated does not 
compare favourably with margins of 33.2% and 28.8% that we earn from our existing 
products.  This would seem to indicate that the price of Y$300 per unit is too low. But this is 
a flawed comparison. There are a number of issues that need to be considered. 
 
Gross margin 
 
The 33.2% and 28.8% that we earn from our current products are “gross margin” and are 
based on the gross profit. The gross profit has been calculated as sales price minus 
production costs (including production overheads). Jasmin appears to have incorrectly 
classified some costs as production overhead (or has not fully understood the previous 
figures for the existing bicycles). She is not comparing “like with like”. 
 
Rental of new premises 
 
Jasmin has correctly identified this as an annual cost. The new premises will cost us 
Y$350,000 a year in terms of rent and other running costs but some of the new premises 
would be for administration offices. Only production related costs should be charged as 
production overheads and therefore the exclusion of some costs will increase Jasmin’s 
figure of 2.3%.   
 
 
 
 
 
 

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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Design consultants report  
 
Jasmin has included the full cost of the design consultants report as an annual cost. In 
reality as this is part of the development cost of the new model we will be able to capitalise 
this expense as an intangible asset and amortise it. The amortisation charge each year will 
depend upon how long we feel that we will be able to sell the model, which could be, say, 5 
years or even 10 years. Therefore, the annual cost which in effect will need to be absorbed 
into production will be a fraction of the total cost used by Jasmin in her calculation. 
 
Indeed, it could be argued that the cost of the design consultants report is a sunk cost 
because the report has already been received and hence the cost incurred. As such 
therefore, it should be ignored altogether when establishing the selling price for the 
Millennium because it does not affect the future costs that will need to be incurred when 
manufacturing. In support of this argument we normally do not include marketing costs within 
gross profit. 
 
Computers, office equipment and tooling 
 
Similar to the design consultants report, Jasmin has included the full cost of these assets as 
an annual cost. However, such expenditure will be capitalised as plant and equipment and 
will be depreciated over their useful economic life. Again only a fraction of the total cost 
should be included in the annual overhead and even less as production overhead. One 
exception to this might be the tooling. Depending on what the tooling is, we may need to 
replace it on an annual basis, in which case Jasmin is correct to include the Y$15,000 as an 
annual cost and also as production overhead. 
 
Four staff to run the Millennium office 
 
The four staff who will run the Millennium office will be transferred from other parts of the 
business and hence are existing employees. As a result of them transferring to the 
Millennium office we will need to recruit 3 new office staff at a total annual cost of Y$80,000. 
It could be argued that this should be the appropriate cost to use for the new model as this is 
the incremental cost to the business as a whole of launching the Millennium model, rather 
than the actual cost associated with the Millennium office staff. However I assume that we 
are looking at this as a full costing rather than a one off decision. 
 
Two quality checking staff 
 
Jasmin has correctly included the salary of the two new quality checking staff, although it is 
possible that there may be add on costs such as company pension contributions and 
additional company payroll taxes.  The costs of the two quality staff should be included in 
production overheads. 
 
Conclusion 
 
It would appear that more work needs to be done on the costings.  Jasmin’s report is very 
confusing. There is confusion about the gross margin and between profit reporting and 
decision making. 
 
Decisions should be taken on a relevant cash flow basis rather than a gross profit basis. As 
such the classification of costs as direct or indirect is not important, it is whether they are 
relevant or not that really counts. On a relevant cash flow basis (and charging the full cost of 
the four office staff) the production of 10,000 Millennium bicycles would give an annual cash 
inflow of 10,000 x ($300-$210-$58) = Y$320,000 (where $58 = ($830,000-
$250,000)/10,000)). This gives a return on sales of 10.7% (= $320,000 / ($3,000,000) which 
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looks to be a small return for the considerable issues that will face management to control 
this project. However it is bigger than the net return on sales of 10.0% ($2,314k/$23,133k) 
as shown in the statement of profit or loss for 2014. 
 
Looking at the sales price minus the outsource cost, gives a ‘profit’ of Y$90 on a selling price 
of Y$300.This is a return of 30%. This is comparable to the gross margins we earn on our 
current products.  However more work is needed to identify the overheads that should be 
charged against this 30% gross margin.  
 
There are other costs that need to be quantified: storage, handling, marketing etc. All of 
these will reduce the overall profits earned by the Millennium. I would not be happy to 
support a price of Y$300 until more details about the costs involved are presented. 
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SECTION 2 
 
From: Finance Assistant 
To: Jim Batton 
Subject: Big data in marketing and Bob’s schedule 
 
Big Data 
 
Given that we are already confident of achieving at least 10,000 sales of the Millennium over 
the next 12 months care is needed in committing to further marketing spend when there is 
uncertainty of the outcome.  
 
At our current stage of development it is difficult to see how Big Data will be useful to us, a 
brief description will assist. 
 
The concept of Big Data 
 
Big data as the name suggests involves dealing with large volumes of data from a wide 
variety of sources such as social media and processing servers in larger and larger volumes 
at an ever increasing rate. Big data is said to have three key features: volume, velocity and 
variety. 
 
Much of this data is unstructured, unlike information obtained for example from store loyalty 
cards where the purchasing habits of an individual can be tracked and ‘special offers’ 
targeted on the basis of their consumption patterns.  
 
Big data is of a much more general nature - the position of mobile phones indicating people’s 
commuting habits, traffic flow cameras indicating busy routes or otherwise. Big data it is 
claimed can lead to improved customer service because organisations are able to access 
rich customer data. 
 
However some information may be of interest to us. The transactional data relating to 
purchases of competitor products with locational information and access to external 
information enabling us to scan and analyse newspaper reports and social media feeds for 
key words to do with our industry, may prove useful. 
 
Information provided by traffic flow cameras in cities can provide information on cycling 
commuters, the routes they take, the distances travelled and this combined with mobile 
phone data may enable us to effectively target our advertising at these potential customers. 
 
By analysing the information from Big Data sources the insights into customer behaviour 
patterns may be able to help us to more accurately target our dealer network. It may also 
help us to predict volumes and seasonality and manage our distribution effectively, ensuring 
that we have sufficient inventory to meet demands. By analysing the types of bicycles and 
the accessories most popular we will be able to customise our range to suit the anticipated 
demand. 
 
Will Big Data help our marketing effort? 
 
With regard to proceeding with this service we need to consider the following: 
 
Our own initial market information from our dealers indicates that we have certain orders for 
10,000 bicycles a year. 
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It follows that a  key question we need to ask is will the information Big Data provides enable 
us to more accurately predict consumer demand both now and in the future? Will it enable 
us to predict cycling trends, for example the demand for more sports style bicycles or electric 
bicycles?  
 
Also further will it enable us to position ourselves better in the market for the future now we 
are embarking on a new outsourced product? Will it help us to forecast and predict to ensure 
sufficient inventory? Will it enable us to predict which features of our bicycles are likely to be 
most popular with customers? 
 
The answers to these questions are that it is more likely that at our relatively small initial 
volumes, feedback and information from our existing dealer network will provide the 
information we require to answer these questions. 
 
As with any service there will be fees to pay and we will need to weigh up the potential costs 
against the perceived benefits. We need to know the cost of this service and be reasonably 
confident in the benefits before making any firm decision. 
 
Bob’s schedule: 
 
The purpose of Bob’s schedule is to assess whether a marketing spend of Y$50,000 or 
Y$150,000 is most beneficial to the business. In order to carry out his assessment he has 
estimated for different levels of possible outcome (demand) the probability of that outcome 
occurring at each of the marketing spend budgets. 
 
If you look at the option A table, what Bob is saying is that if the marketing spend was 
Y$50,000 in a year then he estimates that there will be a 20% chance of selling 8,000 units 
in the year, a 50% chance of selling 10,000 units and so on. This he has then quantified in 
the third column of this table in terms of the profit generated at that level of demand after 
taking account of the Y$50,000 of marketing costs. However, because the level of demand 
cannot be predicted accurately, he has then gone on to calculate the expected value for 
option A. 
 
Expected value is simply a means of quantifying the effect of risk on the potential outcomes 
from a particular action. It is calculated as the average of all of the possible outcomes (which 
here is the profit earned at each demand level) weighted by the probability of that outcome 
happening. For option A the expected value of spending Y$50,000 on marketing in a year is 
Y$418,000. This figure in itself is meaningless because it represents an average rather than 
the most likely result and might not even be a possible result. However, it is useful as a 
means of comparing the effect of different actions (in this case spending Y$50,000 versus 
Y$150,000). 
 
Looking at option B, the first thing to notice is that Bob expects demand to be higher given 
the higher marketing spend. In this option there is only a 5% probability of selling 8,000 units 
against a 20% probability in option A. Also there is a 25% probability of selling 14,000 units 
compared to 10% in option A. This means that there must be a positive correlation between 
marketing spend and demand (in other words the greater the level of marketing spend the 
greater we can expect demand to be). 
 
However, under option B the expected value of spending Y$150,000 a year on marketing is 
actually lower than option A at Y$394,500, a difference of Y$23,500. This would indicate that 
the best option would be to have a marketing spend of Y$50,000 as this would give the best 
average position taking the probabilities of each outcome into account. 
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However, it is not quite as simple as this in that, basing the decision on just the expected 
value, does not take into account the range of outcomes and therefore is not a complete 
picture of risk. This is why Bob has also included the standard deviation (which is a statistical 
measure of the volatility of returns and therefore risk). This shows that whilst option A has 
the highest expected return it also carries the greatest risk because its standard deviation is 
higher than option B. 
 
Ultimately the decision on which of options A and B is preferred will depend upon the 
management team’s attitude to risk. 
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SECTION 3 
  
REPORT ON THE EARLY DELIVERY OF THE WSR ORDER 
 
PURPOSE OF THE REPORT 
 
The purpose of this report is to consider the following: 
 

How taking early delivery of the Millennium bicycles under the 30 day credit terms would 
affect our future cash flow. 
 
Any measures that we could take either with this order or elsewhere in the business to 
potentially mitigate any negative cash effects of accepting the delivery early. 

 
Effect on future cash flows of taking early delivery: 
 
We will have to pay for the shipment 30 days after the date of invoice meaning that we will 
have to make the payment in late August or early September (a full four months ahead of 
when we expected to pay). 
 
Our customers are not likely to want to take delivery early and therefore we will not receive 
cash from sales until December at the earliest. 
 
We will incur additional costs which will be a drain on cash. These costs will include: 
 

The rental of a new storage facility. 
 
Insurance cover on the additional inventory (especially given that it will be stored off 
site). 
 
Other costs associated with the storage such as additional labour costs for moving the 
inventory and for security over the inventory. 
 
We may need to carry out additional quality checks or the assembly process may take 
longer as a result of the inventory being held idle for a few months, resulting in additional 
overtime payments for a staff resource already working near to capacity.  
 
The cost of financing the investment in inventory (either interest forgone or interest paid). 

 
Measures to mitigate the cash effects to eliminate the need for an overdraft 
 
There are a number of measures that we could take to mitigate the cash effects of taking 
early delivery, both in relation to the contract and elsewhere in the business. 
 
With the contract 
 
We could seek to negotiate extended credit terms with WSR. It is WSR that have changed 
the original planned delivery and hence they might be willing to extend the credit terms as a 
form of compensation. It is unlikely though they would extend for the full four months.  
  
We could negotiate with customers to take delivery of the Millennium models earlier. We 
could offer them a slight discount as an incentive (although we would need to consider the 
cost of this discount against the cost of financing the additional inventory). 
 
Elsewhere in the business  
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We could delay projects relating to new models (at least until next year when the cash flow 
issue will have corrected itself). 
We could extend as much as possible the time we take to pay our normal suppliers. We will 
need to careful though that we don’t damage supplier relationships. 
 
We could delay any other expenditure which is not necessary such as capital expenditure or 
dividends. 
 
We could speed up our receivables collection, by chasing for payment more rigorously, or 
offering prompt payments discounts. We could also consider factoring our receivables, 
although there would be considerable costs associated with this, not least the potential loss 
in reputation with our customers.  
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SECTION 4 
 
DRAFT REPORT SECTIONS 
 
Offshoring / outsourcing or not 
 
Given the information we have received and our general dissatisfaction with our commercial 
arrangements with WSR there are several issues that we need to consider to do with quality 
and also the working conditions of the WSR employees. 
 
We essentially outsourced our key core competence which is manufacturing to a high quality 
standard, in support of our brand identity. Any consideration that we may have for such 
future arrangements will need to take into account these key aspects of our core 
competence. 
 
Our core competencies should enable our access to a wide range of markets and should 
provide a significant benefit to our customers. If we want to maintain our market share and 
brand image it should be difficult to imitate our products.  
 
It appears  that WSR have failed to deliver in all these respects, are in fact proving difficult to 
deal with, exploiting our relatively low cost supply agreement  to the detriment of their 
employees.  
 
Also in this case we have a situation where our potential competitive edge and our strategic 
vulnerability are both high, in short our reputation is at stake. Given that we have a relatively 
low need for flexibility, the demand for the Millennium has been established and is steady, 
this would tend to suggest that we should maintain full ownership of our manufacturing 
activity.   
 
In order to benefit from the level of manufacturing cost reductions required we are looking at 
a choice of off shoring in our own facility, taking advantage of cheap labour but controlling 
the whole operation ourselves, or entering a similar arrangement to that we had with WSR. 
 
A major problem with running our own manufacturing unit is that of asset specificity. We will 
need in effect to mirror image our production and human assets in another country and 
establish controls, transport and communications networks, effectively controlling another 
factory at long distance. This would use much valuable management time and also 
potentially lead to cultural, language and time difficulties. 
 
Given the initial volumes of the Millennium this is unlikely to be a viable option. At some time 
in the future however it may be worth considering offshoring all our production in our own 
facility. 
 
This leaves us with the option of outsourcing to a different supplier, but mitigating against the 
problems previously experienced. 
 
Service Level Agreement 
 
A service level agreement with a new supplier should comprehensively cover the following: 
 

A detailed explanation of what is to be provided by the supplier. We will be particularly 
keen to ensure quality levels are included and specifically agreed. 
 
The consequences of failing to meet these standards. 
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Expected response times to deal with technical or other queries. 
 
A commitment to the terms of trade and an undertaking to adhere to delivery schedules. 
Disaster recovery procedures. 
 
Procedures for dealing with complaints. 
 
Information and reporting procedures to include factory and worker condition inspections. 
Procedures for cancelling the contract. 

 
The benefits of such an agreement, as long as it is comprehensive, are that we can feel 
secure that we will have recompense should issues arise. 
 
BGF Bicycles as a subsidiary 
 
We need to consider whether a 50% shareholding gives us control. The fact that we control 
exactly half of the votes makes this a tricky evaluation. We need to know who owns the other 
50%. If it is a single shareholder, who has the same voting rights as we do, then neither of 
us will have outright control. If the other shares are widespread then the other shareholders 
would have to act in concert to block any proposal that we make and so it would be far more 
difficult to prevent us from exercising control. 
 
There are other factors that we should consider: 
 

It will be easier for us to argue that we have control if we can appoint board members 
and have them carry out our wishes.  
 
If BGF furnishes us with internal reports and monthly accounts then we could argue that 
indicates a further sign that we have control. 
 
If we can impose control over BGF’s production schedules so that our orders always 
have priority then we can argue that we have control. 
 
If the other shareholders never act to restrict or constrain us then that suggests control. 

 
If BGF is a subsidiary then we will have to prepare consolidated financial statements. That 
would require a group statement of profit or loss and a group statement of financial position. 
We will have to publish our own statement of financial position, but the shareholders and 
other readers will focus on the consolidated financial statements. 
 
The consolidated statement of financial position will show goodwill, which will have to be 
reviewed annually for impairment. That could reduce our reported profit if impairment occurs. 
 
We will recognise 100% of BGF’s revenues, expenses, assets and liabilities in our group 
financial statements, so BGF’s performance will affect our own to quite a significant extent. 
This will be countered by the inclusion of a non-controlling interest in both the statement of 
financial position and statement of profit of loss, to reflect the fact that we only own 50%.  
 

 


