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SECTION 1 

From: Finance Assistant 
To: David Stone 
Subject: Potential one-off contract for City bicycles 
 

The lowest price that we could accept would be one that just covers the relevant cost of the 
3,000 bicycles. Relevant costs are defined as those which are cash, future and are a 
consequence of the decision. 

When putting the bid together it would therefore be necessary to identify the costs which are 
relevant to the bid. The Production Director has stated that he does not think that the cost of 
the production staff should be included in the bid because he suggests that they would be 
paid even if we did not win the contract. I support that view. If we are going to pay the 
production staff regardless of if they are working or not, then there is no incremental cash 
flow caused by them working on the contract. 

That way of thinking needs to be applied to all of our costs. For example, would any of the 
fixed overhead costs change because of the contract? Only the costs that are cash and 
incremental because of the decision should be included. 

Variable costs should be included but we need to make sure that they are truly variable. 
Production staff would usually be viewed as a variable cost but if they are going to be paid 
irrespective of what happens they are not a variable cost. Therefore we need to pay 
attention to each cost element. 

Depreciation is included in the overhead costs but it is not relevant for decision making. 
Depreciation is not a cash cost and is therefore irrelevant. If there is a potential fall in the 
resale value of a machine that would be relevant but we need to be careful: resale value is 
not the same as net book value (which is reduced by depreciation). 

The approach described above is for decision making. It should not be applied to every 
contract. It could be argued that in the longer term all of our costs would be incremental. For 
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example we need the machinery to be able to produce and therefore the cost of the 
machinery is relevant in the long term. In the short term if we have already got the machinery 
and we have spare capacity then the use of the machine as detailed above is ‘free’. 
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SECTION 2 

Purpose of Report: 

This report will cover each of the following: 

The appropriateness of the standard that we use when calculating the labour 
efficiency variance. 

How we could benefit from the introduction of an activity based costing system. 

How our production process might be improved using a lean manufacturing process 
such as Kaizen. 

Appropriateness of standard labour hours per unit  

The standard labour hours per unit have not changed in five years and therefore are 
potentially out of date. That said the manufacturing process itself hasn’t changed in 40 years 
and therefore we would not necessarily expect the hours per bicycle to particularly change.  

However what is perhaps more worrying is that the standard hours were set by the 
production department with no other consultation from other parts of the business. It is 
possible therefore that the standards were originally set with an element of slack built in and 
are perhaps not challenging or aspirational. Compounding this is the fact that efficiency 
variances are worsening which is drawing a spotlight on a potential issue. 

The standard hours will include time for quality checking of bicycles within the assembly 
department (as per our manufacturing process) which means that there is potentially 
duplication in the process as we already have a dedicated quality control team who check all 
bicycles before despatch.  

I suspect that you might be correct that an air of complacency has crept in with the 
production department. Many of the workers have been there for a long time and whilst they 
are very loyal to the business and do a quality job, I believe it is likely that they are quite set 
in their ways. 

It is likely that production labour hours are being wasted because: 

Clearly staff are not being utilised at all times as you have observed. There are two main 
potential reason for this: 

Poor production scheduling which means that there are bottlenecks in the 
process at certain stages or simply that there is no co-ordinating production plan 
across all departments. 

Production workers are not encouraged to move between departments to 
alleviate bottleneck issues. This could be an issue of training or simply that they 
do not believe that it is their job. 

The layout of the factory is inefficient because the site has developed over time and the 
positioning of processes has not been properly planned. Considerable time will be taken 
moving each element of inventory around the process.  
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Benefits of an activity based costing (ABC) system 

The out of date standard for labour hours is a concern but it is only one of many. We do not 
appear to pay much attention to what our costs are and what causes them. The second 
largest expenditure shown in Budget 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. 

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. 

If we introduced 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.  At the 
moment some of our labour cost is hidden in ‘other production overhead’, if these costs were 
visible we would be in a better position 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 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. ABC would make costs and 
what causes them more ‘visible’ and would therefore result in costing information that 
ensures that the costs given to products reflect the resources consumed by those products. 

Using Kaizen to improve production processes 

Kaizen is a Japanese philosophy of continuous improvement in performance in all areas of 
an organisation. 

It is more normally associated with some of the larger manufacturing companies but the 
principles can apply to organisations of all sizes, including ours. 

The important features of the process are that it must involve all levels and all areas of the 
business. It must span all of us from Jim to the production staff and all functions across the 
business. 

Everyone must be encouraged to come up with small improvement suggestions on a regular 
basis. With our shop floor production processes sometimes operating on an ad hoc basis, 
depending on the staff involved, it is important to engage them in ways of making the 
process more efficient, to set new standards and then try to continually improve on those 
standards. In this way the production process will improve with the involvement of all the 
staff. 
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We must support this process with training and resources to put in place and meet the 
standards set and to maintain and improve. 

There are a number of processes that can be used to ensure Kaizen is successful. 

Plan-Do-Check-Act   

We can plan the specific production processes in a more systematic manner in line with the 
suggestions received, implement the plan, check the results and act to improve the process. 
This way it may be possible for us to reduce the WIP and any process time delays. 

The fishbone diagram 

This concentrates on cause and effect, all the contributory causes contributing to a single 
effect, a delay in frame production may be traced to the hand welding and shaping process, 
which leads to further delays in the curing ovens which in turn results in a build-up of stock of 
accessories waiting to be fitted. 

The Pareto rule 

80% of problems are caused by 20% of the process. It is this 20% that should be 
concentrated on with suggestions to improve these areas encouraged. 

The five why process 

Keep asking why we have problems in a particular area until issues can be identified and 
solved. In our case why do certain operatives prefer to multitask whereas others specialise, 
can these be mixed to produce the most effective way of working while maintaining 
motivation. 

In this way Kaizen can lead to and encourage: 

Improvements in production scheduling. 

Training for staff – multi-skilled and fully flexible. 

Reorganisation of workspaces and operational practices. 

Resetting of standards continuously to reflect a realistic but challenging target that is 
focused on organisation as a whole – need to do time series studies. 

Changing the budget responsibility – breaking it down further into each department 
and making everyone accountable (could give incentive bonuses). 

Looking at feedforward management reports rather than feedback. 

Engaging all members of staff in all of these processes.  

 



Operational Case Study Exam 6 May 2015 

SECTION 3 

REPORT SECTIONS 

The impact of trading in foreign currencies  

Trading in foreign currencies will have an impact on our bookkeeping. When we buy or sell 
anything denominated in a foreign currency then it will be converted into Y$ as at the date of 
sale or purchase using the rate in force on the date of the transaction. If rates have changed 
by the time that the balance is settled then the balance will be adjusted to show the amount 
payable in Y$ and the adjustment will go to the currency gain or loss account. The balance 
on the currency loss account will be taken to profit every year. 

Non-monetary balances will remain fixed at their historical cost in terms of Y$, based on the 
rate in force at the time of acquisition. So the purchase price of, say, imported inventory will 
not vary from the date of its initial purchase.  

Monetary amounts will be shown at closing rate. Any outstanding receivables or payables 
will be updated, with the movement going to the currency gain or loss account, at the year 
end. 

The overall effect will be to require a little more care in the recording of receivables and 
payables so that the currency movements can be calculated correctly and recorded as a 
gain or loss.  

It is unlikely that the gains and losses themselves will be significant unless there is a lot of 
trading in a currency that is systematically strengthening or weakening against the Y$. Gains 
and losses on different currencies are likely to cancel over the course of the year. 

The treasury issues will reflect the size of transactions and the volatility of the currencies. If 
Batton makes a large purchase in, say, USD then that balance may appreciate significantly if 
the USD strengthens. That could disrupt Batton’s cash flows because the treasurer cannot 
be certain how much to set aside to settle a transaction.  

Such volatility will be unlikely unless there is a significant delay between the date of the 
purchase and its settlement.  Indeed, many overseas transactions require payment in 
advance or at the time the goods arrive at the dock in order to reduce the risk of 
irrecoverable debts. That would eliminate the fluctuations, although it would have the effect 
of bringing forward receipts and payments and so could have a net impact on Batton’s cash 
flows. 

Potential benefits and issues that might arise from outsourcing production to an 
overseas supplier 

The key benefits of outsourcing 

The main benefit of outsourcing is that it is cheaper and therefore offers us cost advantages. 
In our case we will be able to market a middle range bicycle and compete with other bicycle 
retailers in one of the most popular price ranges when we would not be able to manufacture 
to the price or volume from our home facility. 

A large overseas supplier will be able to produce cheaply as they benefit from economies of 
scale, they operate mass production high volume low unit costs. They can exercise buyer 
power over their suppliers which in turn enables them to maintain low unit costs.  

We will not require large amounts of capital spend which may be difficult for us in any event, 
we may need new premises and production equipment which would be prohibitively 
expensive. 
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There should also be quality advantages, the supplier should have good skills for producing 
high quality mass produced bicycles, as this is their speciality this should result in more 
flexibility of supply. 

This will help also help us with our potential skill shortages which have been a constant 
concern over the years. 

Potential disadvantages  

They too will be looking to make a profit. Negotiation will be required to achieve the correct 
price agreement. 

There will be transaction costs, specifying our requirements, co-ordinating delivery and 
monitoring quality. 

Once we have formed an agreement, it may be difficult to break. Terms will need to be 
agreed 

There may be a risk of loss of confidential information, our sales prices to our outlets, 
volume information and dealer details. 

There may be continuity of supply issues due to a wide variety of global factors. 

We need to ensure a well drafted and comprehensive supply agreement which should 
include the following: 

A detailed explanation of what is to be provided, we will be particularly keen to ensure 
quality levels are included and specifically agreed. 

The consequences of failing to meet these standards. 

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. 

 
Apart from the above agreements it is vital that we are seen to acting in an ethical manner 
towards the overseas workforce. Care is needed as this may manifest itself as a business 
issue, if we are seen to be exploiting them to achieve higher profit. But in any event we must 
behave in a correct and ethical manner in line with the CIMA code of ethics, ensuring 
working conditions and pay are in line with expected norms.   
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SECTION 4 

From: Finance Assistant 
To: Jim Batton 
Subject:  Financing the amounts receivable from City bicycle contract customers 
 
Please find below my comments regarding the suitability of each of the methods identified in 
your email as a means of financing export sales. 
 
Bills of Exchange 

A bill of exchange is a negotiable instrument that can be used to finance exports. It is 
effectively a document containing a promise to pay and involves a drawer (the party issuing 
the bill), a drawee (the party to whom the bill is addressed) and a payee (the party to whom 
payment should be made. 

If we were to use a bill of exchange then if we drew up the bill we would act as drawer and 
payee and our overseas customer would be the drawee. Alternatively we could arrange for a 
bank to act as drawer on our behalf given that they will have expertise in this area.  

There are two clear benefits to the business of using a bill of exchange for our export 
customers, which are: 

The bill is a legal acknowledgement of the debt, which given the size of the export orders 
involved, is important. 

Because the bill is a negotiate instrument it can be sold in the financial markets. This 
means that it we could draw up a bill for say payment in 60 days and then sell it to the 
financial market and receive the amount due almost immediately. Clearly, this benefits 
our cash flow and also eliminates our exposure to credit risk. There would be a cost 
associated with this though as the bill would be sold to the financial market at a discount 
from the amount due.  

Export Factoring 

Export factoring works in much the same way that normal factoring works. We could arrange 
with a factoring company to take over responsibility for the running of our export sales 
ledger, excluding our overseas distributor. They would then be responsible for chasing 
payments and collecting the monies. 

In addition the factor would be able to advance say 80% of the value of the invoice at the 
time that it is raised. This means that we would receive funds more quickly which would help 
to improve our cash position.  

However, the downside of any factoring arrangement is the costs involved.  The factor would 
charge an administrative fee for managing the sales ledger and will also charge interest on 
the funds advanced on the date of invoice. This is likely to be expensive, although this cost 
would need to be carefully compared to the cost of the discount with bills of exchange in 
order to determine which method of receiving the funds early would be most expensive. 

The factoring arrangement could be set up to be ‘with recourse’, meaning that we would still 
be responsible for irrecoverable debts, which would help to reduce the cost of factoring. 
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Documentary credits 

A letter of credit is a document which is often used in export situations. In effect it is a letter 
which authorises a party (the exporter) to take a specified amount of money from the funds 
of its customer, on a specified date. The letter will be drawn up by the bank of the customer 
rather than the exporter and will include conditions that must be met before payment can be 
taken. 

In our situation, we could request our customers to draw up a letter of credit once we have 
accepted the order. This would then include the conditions that would need to be met, likely 
to be the receipt of the City bicycles and the specified 60 day credit period.  

Letters of credit are not negotiable and therefore cannot be sold to third parties in the same 
way that bills of exchange can. Therefore if we insisted on letters of credit it would not allow 
us to receive the funds any earlier and therefore will have no positive impact on cash flow. 
Indeed it’s possible that by insisting on letters of credit that it discourages trade. 

The one benefit of a letter of credit is that it can act as a guarantee of payment if it is drawn 
up as irrevocable. However, given that our City bicycle contracts are with large city councils 
which have government backing, then our credit risk as such is relatively low. 

On balance, letters of credit are not really beneficial to us.    

 


