MGMT 502: Cost Management

Section 3: Study Guide


	Lesson 1

Intro to Management Accounting – Chapters 1-3

	Financial Accounting
	· Helps external decision makers (i.e. stockholders, banks, suppliers, gov’t)

· Relies on GAAP

· Focuses on historical data

	Management Accounting
	· Helps managers fulfill organizational objectives

· Helps by scorekeeping/attention directing/problem solving

· Focuses on future decisions 
· Planning – create plans and budgets

· Acting – implement plans and record data

· Evaluating – create performance reports and evaluate actions

	Management by Exception
	· Concentrating on areas that deviate from the plan 

· Ignoring areas that w/in the plan and are presumed to be running smoothly

	Fixed/Variable Costs
	· Fixed Costs – costs that are constant over a relevant range

· Variable Costs – costs that changed based on a change in the cost driver

· As long as variable costs are covered, you can continue to sell products

· Class example – Should you invest in fixed costs to reduce variable costs?

	Break Even Point
	· The level of sales at which revenue equals expenses and net income is zero
· Contribution Margin Technique 

Unit Contribution ( Unit Price – Unit Variable Cost = Unit Contribution

Break Even Point ( Unit Contribution x Units = Fixed Costs
· Equation Technique 

Break Even Point ( Sales – Variable Costs – Fixed Costs = Net Income

	Lesson 2 

Traditional Costing – Seligram, Chapter 4, 12, 13

	Product Costs
	· Direct Material Costs – material applied directly to the product

· Direct Labor Costs – labor applied directly to the product

· Factory Overhead Costs – all other costs associated with the manufacturing process (i.e. depreciation/rent/power/supervisors)

	Product vs. Period Costs
	· Product Costs – costs identified with goods produced or purchased for resale – can be inventoried (i.e. labor/materials/overhead)

· Period Costs – costs that are deducted as expenses during the current period w/o going through an inventory stage (i.e. rent)

	Direct Material Inventory
	· Materials on hand and awaiting use in the production process

	Work-in-Process (WIP)
	· Goods undergoing production process but not yet complete

· Includes the appropriate amounts of the three product costs (material/labor/ovhd)

	Finished Goods (FGI)
	· Goods fully complete but not yet sold

	Traditional Costing
	· Costs are accumulated and allocated to a department

	Activity Based Costing
	· Costs are accumulated and allocated to an activity

	Normal Capacity
	· Running at actual capacity – the capacity used

	Budgeted Capacity
	· Running at expected capacity

	Practical Capacity
	· Running at full capacity

	Lesson 3  & Lesson 4

Activity Based Costing (Product Profitability) – The Co-Operative Bank, Chapter 4, 12 Activity Based Costing (Customer Profitability) – Kanthal

	Activity Based Costing (ABC)
	· A system that firs accumulates overhead costs for each of the activities of an organization, and then assigns the costs of activities to the products, service, or other cost objects that caused that activity

· Step 1 – determine the cost objectives, key activities, and cost drivers

· Step 2 – develop a process map

· Step 3 – collect data concerning costs and the flow of cost driver units

· Step 4 – Calculate and interpret the new activity based information


	Lesson 5

Budgeting – Chapter 7

	Capital Budget
	· A budget that details the planned expenditures for facilities, equipment, new products, and other long-term investments

	Master Budget
	· A budget that summarizes the planned activities of al subunits of an organization

· Most master budgets have two common elements – operating & financial budget

	Operating Budget
	· A part of the master budget that focuses on the income statement

· Principle steps in preparing the operating budget

· Sales budget

· Cash collections from customers

· Purchases budget

· Disbursements for purchases

· Operating expense budget

· Disbursements for operating expenses

· From the info above, you should be able to prepare a Budgeted Income Statement

	Financial Budget
	· A part of the master budget that focuses on the effects that the operating budget and other plans will have on cash

· Principle steps in preparing the financial budget

· Capital Budget – plan for capital expenditures
· Cash Budget – including details of borrowing, repayments and interest

· Cash available before financing (w) = beginning cash + receipts

· Cash disbursements (x)

· Minimum cash balance desired (y)

· Excess/Deficient Cash (w – x – y)

· Financing requirements (z) (includes borrowing, repaying, interest)

· Ending cash balance (w – x – z)

· Form the info above, you should be able to prepare a Budgeted Balance Sheet

	Lesson 6

Flexible Budgets – Mile High Cycles, Chapter 8

	Flexible Budget
	· A budget based on budgeted costs for each activity and the related cost driver

· A flexible budget measures efficiency

· Interpret variances as signals to be further investigated

	Flexible Budget Variance
	· The variance between the flexible budget and the actual results

	Activity Level Variance
	· The difference between the master budget and the flexible budget

	Effectiveness v. Efficiency
	· Effectiveness – the degree to which a goal, objective or target is met.

· Compare the master budget to the actual results

· Efficiency – the degree to which inputs are used in relation to outputs.

· Compare the flexible budget to the actual results

	Price & Usage Variances
	· Price Variance – paying more or less for the resource than planned

· Usage Variance – using more or less of the resource than planned

· Also called quantity variance or efficiency variance

	Variable Overhead
	· 

	Lesson 7

Management Control and Performance Evaluations – Burk Paper Company, Chapter 10

	Decentralization
	· Delegation of decision-making authority to lower levels of the organization

· The more autonomous the units are, the more effective decentralization is

·  There are costs and benefits to decentralization

· Costs – decisions not always in organizations best interests, duplication of effort, increased costs of gathering info, wasted time in organizational rivalry 
· Benefits – better decisions at lower levels, subordinates develop managerial skills, higher motivation

	Transfer Prices
	· Price for a product/service provided to another segment of the same organization

· Market Based Price – price of the good/service on the open market

· Variable-Cost Price – “cost-plus-a-profit”

· Negotiated Price – based on negotiation between organizations

· Multi-national transfer prices are affected by taxes, duties and tarrifs

	Return on Investment
	· Income / Invested Capital          <OR>
· ROS x Capital Turnover           (income/revenue x revenue / invested capital)

· The incentive is to max the rate of return, or the profitability of the organization

	Residual Income
	· Net Operating Income – Imputed Interest   

· Imputed Interest = Invested Capital x Charge on Capital

· The incentive is to invest in any project w/return greater than the charge on capital

	Economic Value Added 
	· Net Operating Income / (WACC * (Long Term Liabilities + Stockholders Equity))

	How is Invested Capital (assets) defined
	· Total Assets – all assets on balance sheet

· Assets Employed – all assets except agreed upon exclusions (vacant land, etc)

· Total Assets less Current Liabilities – long term assets + shareholders’ equity

· Stockholders’ Equity – Investments by the owners of a business

· Value an asset a book value, book value – depreciation, or market value?

	Lesson 8

Balancing Empowerment and Control – Nordstrom, Chapter 9

	Management Control System
	· The system to make decisions, motivate behavior, and evaluate performance

· Lean towards autonomy of decision making

· The following conditions help autonomy in decision making work

· Competent employees

· Informed employees - make sure they know the facts

· Employees must be free to negotiate with each other 

· Arbitration must be an option for unresolved differences

· Market price – serves as an impartial basis for transfer costs

	Company Strategy
	· What makes up their organizational goals/competitive advantage?

· Are they running the same race, but doing it better

· Are they running a different race

	Key Success Factors
	· Actions that must be done well in order to drive the organization to its goals

· How do they achieve their organizational goals/obtain a competitive advantage?

· Repeat Sales, Customer Loyalty, Value per Sale, Customer Satisfaction, Employee Loyalty (retain high quality employees), Turnover/Inventory/Sales

	Key Performance Indicators
	· Measures that drive the organization to achieve its goals

· How do they measure success?

· Sales per hour, Sales per sq ft.

	Responsibility Centers
	· A set of activities assigned to a manager, group of managers, or other employees

· Cost Center – Accumulates cost only –no revenue (i.e. accounting department)

· Revenue Center – Accumulates revenue only – costs not tracked (i.e. sales dept)

· Profit Center – Accumulates revenue and cost – profits tracked (i.e. mfg)

· Investment Center – Takes assessment for cost of capital

	Non-financial Measures 
	· Control of Quality, Control of Cycle Time, Control of Productivity

	Strategic Management Systems Framework
	· Business Strategy - what makes up their competitive advantage?

· Are they running the same race, but doing it better

· Are they running a different race

· What are the key success factors

· Repeat Sales, Customer Loyalty, Value per sale, Customer Satisfaction, Employee Loyalty, Turnover, Inventory, Sales

· Core Values – what are the company belief systems?

· Critical Performance Variables (key performance indicators) – control systems

· Sales per hour, Sales per sq ft.

· Strategic Uncertainties - interactive control systems 

· Transaction Efficiencies & Safeguards – internal control systems

· Ensure an individual cannot charge personal purchases against SPH quota

· Ensure sales cannot be stolen (sharked)

· Protect access to data

· Ensure returns are properly credited

· Clear distinction between “sell” and “non-sell” time

· Risks to be Avoided – boundary systems

· “Thou Shall not”

· Pressuring employees to work off the clock

· Changing shifts / hours 
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