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SECTION 1 

REPORT 

Basis of report: 

This is a report on the following: 
 

How information in the budgets could be improved. 
The benefits that we could get by having an activity based costing (ABC) system. 
 

Budget information 
 
Voss Bicycles is offering a contract with annual guaranteed sales of 4,000 units a year but at 
a discount of 40% on our normal sales prices. Before accepting the contract it is important 
that we can are sure that the lower prices will allow us to earn profits.  
 
The direct costs (materials and labour) shouldn’t be a problem in normal circumstances but I 
am immediately concerned by the note in Statement 3 which states “The process hours were 
last measured five years ago”. The accuracy of the labour costs is therefore immediately 
questionable. There are many factors which could have led to a change in the efficiency of 
the direct workers. Consequently I suggest that the current rate of production is measured. 
 
A short term measure of the worth of a project, such as this contract, would be to calculate 
the contribution earned. Contribution is defined as revenue minus variable costs. The 
variable costs are not just the direct costs of materials and labour; all variable costs should 
be recognised. The budgeted information that we have does not allow this to happen. 
 
The information in Budget Statement 4 is of particular concern. Statement 4 lists the 
production overheads but it does not show if they are fixed or variable costs.  This lack of 
information about the classification in relation to output levels makes it impossible to forecast 
the profits or losses that would be earned by the contract. We need more details on cost 
behaviour. 

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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Other than energy which I think could be mainly thought of as being a variable cost, the 
biggest expenditure shown in Statement 4 is for “other production overhead”.  This is a 
worry. There is over Y$1million shown in the statement and we do not know what it is for or 
how it behaves. This could have a major impact on the worth of any project such as this 
contract. 
 
Activity based costing 
 
As stated above, we need more information about the costs in the statements. This will help 
with many aspects of the business including planning, controlling and decision making. 
Given that we need more information it could be a good idea to introduce an activity based 
costing (ABC) system. 
 
When setting up a traditional absorption costing system it is important to try to establish 
causality between costs and activities and to try to allocate and apportion costs in relation to 
the benefits received. Our current simple system does not even do that.  ABC offers even 
more refinement.  
 
If we implemented an activity based costing (ABC) system we would have better information 
about where our costs are, what causes them and therefore how to control them. This would 
offer many benefits: more accurate costings, better planning, cost control and reduction, and 
also relevant information for decision making. 
 
ABC works by investigating costs and then identifying the activities that cause the costs. If 
we know what causes the cost (the cost driver) we can then control that cost.  For example, 
it is possible that labour cost is included within ‘other production overhead’, which is currently 
not visible. If we could see these costs we would have a greater chance of being able to 
control them.  
 
It could be argued that if all of our products go through the same processes then the use of a 
simple overhead rate based on labour hours (assuming the costs of the process are related 
to labour) could be sufficient. But if the products do not follow the same processes we need 
a more refined system.  What if a customer wanted the bicycle frames to be sprayed in a 
wide range of colours? Would more colour changes increase the costs of painting those 
specific bicycles compared to our normal ones? The more complex and varied our 
production range becomes the more need we will have for accurate and relevant 
information.  
 
In the short term we need to know which of our costs would change as a result of the 
contract with Voss. In the longer term it is apparent that our current costing system does not 
support planning, controlling or decision making. An ABC system would help in all of those 
areas. In order to implement an ABC system it is essential that we know what our processes 
are, the costs involved and what drives those costs. Such an investigation of our processes 
and costs would be of great benefit in its own right but then being able to use the information 
for planning, cost control and reduction, and decision making makes the ABC system a very 
powerful tool that would be of immense benefit to the business 
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SECTION 2 
 
TASK 1 
 
REPORT SECTION 
 
Induction Programme for New Staff 
 
This will be the first large influx of staff we have had into the company and we need to 
ensure their induction runs smoothly. 
 
We need to make sure that our new employees can become quickly assimilated into our 
company culture and lifestyle. If we can do this effectively they should feel reassured and ‘at 
home’ in their new environment. This should in turn lead to a spirit of motivation and feeling 
part of a team, with increased commitment. We should aim to make an early impression 
before any potential adverse views prevail. 
 
Whilst our staff turnover has been very low in the past, an effective induction programme will 
hopefully reduce wastage rates and costs of recruitment in the future. We need a loyal and 
stable workforce in order to be efficient. 
 
Apart from the vitally important introduction to the company ethos, we will need to pay 
attention to the more routine aspects of an effective induction programme which if completed 
professionally will also enhance our image with our new staff. 
 
Before arriving we need to ensure joining instructions with employment conditions and 
company literature are sent out. 
 
On arrival, health and safety issues should be high on the agenda, including emergency 
procedures, potential hazardous processes (such as brazing and cleaning) and use of 
protective equipment.  
 
Terms and conditions with regard to sickness absence, working times, breaks, holidays and 
discipline and grievance procedures, together with company operating policies will need to 
be fully explained. 
 
A site map must be provided, together with security procedures and an organisational chart. 
Most importantly payment dates and methods, benefits and pension arrangements will also 
need explaining. 
 
Throughout all of these explanations the theme of the culture and background of our 
company as a well-established producer of quality bicycles with a high degree of customer 
loyalty will require emphasis, in order to ensure our company culture endures.  
 
In reinforcing this, the realisation that a psychological contract is also required is important. 
 
Psychological contract 
 
Unlike an employment contract a psychological contract is highly subjective, not written 
down and not legally binding. 
 
Within a psychological contract the employee will want their needs to be satisfied in return 
for the use of their energies and talents. 
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The employers will want their employees to work hard and will have a set of expectations for 
each employee. In return they will give payments benefits and other outcomes, for example 
promotions and career progression. 
 
Implications for managers 
A psychological contract can exert a strong influence on behaviour because it captures what 
employees really believe they will get in return for what they give. 
 
If the employees feel that the employer has broken promises or violated the contract 
employees will become annoyed and irritated to the extent that they may leave and find 
alternative employment. 
 
It is important therefore to maintain our side of the bargain if we are to motivate and retain 
our employees, equally the employees must understand and we need to effectively 
communicate the psychological contract in order that they can fulfil their side of the bargain. 
Psychological contracts can be split into three types. 
 
Coercive contracts, which are not freely entered into, control is exercised by rule and 
punishment for example as happens in prisons or schools. 
 
Calculative contracts where control is maintained by management and is expressed in terms 
of their ability to give employees desired things such as pay, promotion and social 
opportunities. This is probably the most common form of a psychological contract. 
 
Co-operative contracts where the individual employees tend to identify with the goals of the 
organisation and strive to attain them. In return the individual receives just rewards, a voice 
in the selection of the goals and a choice in the means of achieving those goals. Many 
enlightened organisations are moving towards such contracts, but they must be accepted by 
the workforce; if any degree of imposition is required they become coercive with all the 
associated disadvantages.  
 
It is vitally important therefore that we avoid coercion and actively encourage a mix of 
calculative and co-operative style contracts, and create a harmonious working environment 
going forward.  
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TASK 2 
 
BRIEFING NOTE – ASSESSING THE CREDITWORTHINESS OF VOSS BICYCLES 
 
The purpose of this briefing note is to provide guidance on how to assess the 
creditworthiness of a new customer, with specific reference to Voss Bicycles. 
 
The factors that will need to be considered about Voss Bicycles from its financial 
statements: 
 
When taking on any new customer it is important that we establish that the company in 
question (that is, Voss Bicycles) has the ability to pay and that they will be able to pay in a 
timely manner. Therefore, using the financial statements of Voss Bicycles you will need to do 
the following: 
 
Look at the statement of cash flows of the business over the year to establish whether it 
generates a positive cash flow (especially in relation to operating cash flows). Cash flow is a 
more useful measure to consider than profit given that we are concerned with the ability to 
pay.  
 
Establish the cash position of Voss Bicycles. Is the company consistently in an overdraft 
position or does it typically have high cash balances?  For a business such as Voss 
Bicycles, a retailer, I would anticipate that cash balances would be relatively high. I would be 
concerned if an overdraft was consistently being used.   
 
Establish the working capital position of Voss Bicycles which again can be established from 
the financial statements. Inventory and trade payables days should be calculated and 
compared over the years to establish any trends. These ratios should also be compared to 
other retail companies. Any increasing trend in payable days, coupled with an overdraft 
could indicate that the business is struggling to pay its current suppliers. 
 
Assess whether there are any significant commitments in the near future which might affect 
Voss Bicycles ability to pay. For example, the latest financial statements might indicate that 
a significant bank loan is due for repayment or that the company had recently entered into 
commitments that will affect cash flows in the near future. 
 
Other sources of information about Voss Bicycles 
 
Information about the company Voss Bicycles can also be sourced from: 
 
Voss Bicycle’s own website. Often corporate websites include a lot of information about the 
business in terms of its future plans (such as expansion) as well as its history. Clearly both 
are important when considering the ability to pay, although caution is needed when 
assessing the information as many companies do use their websites for self-promotion. 
Any press reports or other information relating to Voss Bicycles which can be found from 
internet searches. Often such reports will be less biased that company produced information 
on their websites and hence night be more representative of the competitive performance 
and position of the company. 
 
Bicycle trade journal websites or publications, which might include articles about Voss 
Bicycles or indeed might include analysis of the bicycle retail industry as a whole and Voss’s 
position within it.  
 
Credit reference reports on the company that can be purchased from a credit reference 
agency. Such a report will give Voss Bicycle’s a credit score which will give us an indication 
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of how creditworthy the business is. The benefit of using a credit agency is that they typically 
have better access to information and have greater expertise in assessing creditworthiness.  
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SECTION 3 
 
From: Finance Assistant 
To: Katie Jones 
Subject: Audit report queries 
 
Interesting queries that you’ve raised! I will address each in turn: 
 
The differences between an unmodified audit report and a modified audit report 
An unmodified audit report is given by the auditors when in their opinion, the financial 
statements of a company are ‘true and fair’ or ‘present fairly, in all material respects’. This is 
often known as a clean audit report and means that the auditors through their work are 
happy that the financial statements have been appropriately prepared in accordance with 
applicable financial reporting standards and can therefore be relied upon by investors and 
the like to make decisions. 
 
It must be noted though that this is an opinion based on the concept of materiality rather 
than a guarantee that the financial statements are 100% accurate.  
 
A modified audit report on the other hand means that the auditors when undertaking their 
work have found issues, either because they have been unable to gather sufficient audit 
evidence or because they believe that there is a material misstatement in the financial 
statements. Often such misstatements or lack of evidence relate to just one aspect of the 
financial statements and hence the auditor will issue a qualified or ‘except for’ opinion, as 
you have seen for Voss Bicycles.  
 
Sometimes though, the issue might be so significant and pervasive that the auditors will 
issue either an adverse opinion (‘the financial statements are not fairly stated’) or a 
disclaimer of opinion (‘we do not express an opinion on the financial statements’). 
 
Why the audit report for the year ended 31 March 2013 was modified 
 
Looking at the section of the audit report that you left me relating to the year ended 31 
December 2013, it states that ‘except for the possible effects… the financial statements 
present fairly’, which means that your friend correctly identified this as a modified report.  
Clearly the auditors considered that the issue in question was material (because otherwise 
the report would have been unmodified) but not pervasive. This means that the issue in 
question does not render the financial statements as a whole misleading or unreliable. 
The reason for the qualified report is set out in the Basis for Qualified Opinion paragraph of 
auditors report. It states that a property has been incorrectly valued in the financial 
statements in accordance with the relevant International Financial Reporting Standard 
(IFRS). 
 
It would appear that as at 31 December 2013 Voss Bicycles owned a retail development site 
which was being carried in the financial statements at a value of Y$1.5 million higher than it 
should have been. It doesn’t state the original cost of the site, but the adjustment of Y$1.5 
million to its value has been labelled as an impairment loss. This means that the site’s 
recoverable amount (which is defined as the higher of what you could sell the site for and 
what the site could generate in future revenues) must be Y$1.5 million lower than its original 
cost. 
 
Clearly the directors of Voss Bicycles had decided not to make the adjustment (possibly 
because of the impact on profit) and hence the auditors had no option but to modify their 
report with a qualified, except for opinion.  
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The impact of the modified report on our assessment of the creditworthiness of Voss 
Bicycles  
 
Any modification of an audit report is serious and you were correct to question it. Given the 
reason for the modification in this instance though, it has only a small bearing on your 
assessment of Voss Bicycles creditworthiness.  
 
As mentioned above the issue of disagreement related to the valuation of a retail 
development site. Whilst the issue had an impact on profit there was actually no impact on 
cash flow and therefore would not have affected your assessment of Voss Bicycles ability to 
pay had the adjustment been made. 
 
Whilst the impact of the adjustment on the financial statements will not impact your 
assessment, the fact that there was an impairment loss on an asset might. If Voss Bicycles 
makes a habit of investing in property or development sites which lose value then ultimately 
this could put a strain on cash resources. There is no indication from the audit report though 
that this is the case as the impairment loss related to just one property, it is possible that this 
was a one–off and as such is not really relevant to your assessment. 
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SECTION 4 
 
REPORT  
 
Use of Time Series Analysis by Voss Bicycles 
 
A time series is a series of figures recorded over time which can then be used to predict 
what can happen in the future. It is particularly useful when forecasting sales in a business 
which sells a range of different products, such as Voss Bicycles.  
 
Time series can be particularly useful in identifying historical trends and if there are, using 
them to forecast the trend into the future including any seasonal variations. Having analysed 
these estimated seasonal variations, short term fluctuations in value, can also be applied to 
the trend, so in our case we know that sales increase in the summer months of June and 
July when the weather is more clement and suitable for cycling and families are enjoying 
their summer break. Also the pre-Christmas period is a time when people are buying our 
bicycles for Christmas. 
 
In this manner, if analysed over a period of time, a trend can be established from historical 
data and adjusted for seasonal variations. These can then be used to forecast and make 
predictions about the future.  
 
There may also be cyclical variations, these will generally be associated with economic 
activity. In our case as disposable income increases in line with this, it enables a trade up to 
a more quality product, our bicycles, rather than cheaper equivalents and of course vice 
versa in harder economic times. We noticed a considerable drop in sales during the recent 
banking crisis and subsequent economic downturn, and are now benefiting from more 
buoyant economic times. 
 
Further factors to consider are residual or random factors. These are the differences 
between the actual value and the trend and are caused by events that could not be 
predicted, such as our recent supply problem with tyres. 
 
The advantages of forecasting using time series are that the forecasts are based on clearly 
understood assumptions. 
 
Trends can be reviewed after each successive time period when the most recent historical 
data is added to the analysis and so the reliability of the forecasts can be assessed. Our 
recent supply problems have manifest themselves in a drop in sales, but we can explain this. 
Forecast accuracy can be improved with experience. In this respect we are well placed, we 
have a long period of sales information on which to base future forecasts. 
 
Possible disadvantages include assumptions that what has happened in the past is going to 
be a reliable guide to the future, that a straight line relationship exists, and that past trends 
will continue into the future and also that seasonal variations are constant. There is a 
possibility that none of these are valid. 
 
Fortunately in our business we have built up a wealth of information over a long time period 
and are well placed to extrapolate this into the future. We will need to review the accuracy of 
our forecasts and modify the methods accordingly. 
 
A further point to consider is that if we are considering expanding our range to different 
models for example children’s bikes, mountain bikes, and road racing bikes the trend 
assumptions and seasonal variations may differ from those of our existing two models. If our 
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forecasts prove reasonably accurate moving forward then it will be reasonable to continue 
with this as a forecasting technique. 
 
Discussion of divisional company structure 
 
Given our intention to buy Voss, a review of the current operating structure will be required 
and our intention to operate both companies within a divisional structure will need to be 
considered. 
 
A divisional structure will involve operating the group in two divisions, each one 
autonomously overseeing different products. In the case of Batton and Voss one division for 
the existing manufacturing and traditional high quality home built bicycles and a retail 
division concentrating on the mid-range outsourced market associated with the Voss 
business model. 
 
Each division will have a functional structure similar to that already existing in Batton with all 
that it needs in order to operate in its particular market segment. 
 
They should be run as profit centres with their own revenues, expenditure and capital 
investments, each being identifiable and run as a strategic business unit. 
 
The benefits of a divisional structure 
 
If we want to grow in the future our current functional structure will not cope, if we want to 
diversify into for example cycling clothing and accessories, or develop the technology of 
electric bicycles it will be much more straightforward to add another division. 
 
There will be clear responsibility for the activities within the divisions, the managers within 
the divisions will have clear view of their duties and their achievements or otherwise. 
 
In the manufacturing division the responsibilities will be to ensure maintenance of high 
quality production and associated after sales service. In the retail division the maintenance 
of the customer base and effective outsourcing management will be important. 
 
The divisional structure should leave the top management free to concentrate on strategic 
matters regarding the future direction of the business. 
 
The structure should enable product and profitability to be effectively measured for the 
division. 
 
Problems of a divisional structure 
 
Potential disadvantages may be the duplication of some of the business functions such as 
marketing and finance, although in the current situation we have an opportunity to combine 
the finance functions to the advantage of the company. 
 
Care will be needed to ensure that the different divisions don’t take decisions that will be 
detrimental to the company overall, the board will need to ensure coordination on these 
matters, and to avoid short term decisions which may be beneficial to individuals but not the 
company. 
 
It is also important that one division doesn’t dominate the other and so that an adverse 
culture develops. Voss may see Batton as old fashioned and behind the times. Batton may 
see Voss as dealing in the cheaper lower quality mass market. These tensions must be 
avoided.     


