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Chapter 15 - TARGET COSTING
1.

What is Target Costing?

It can be defined as “a structured approach to determining the cost at which a proposed product with specified
functionality and quality must be produced, to generate a desired level of profitability at its anticipated selling
price”.
In Target costing, we first determine what price we think the consumer will pay for our product. We then determine
how much of a profit margin we expect and subtract that from the final price. The remaining amount left is what is
available as a budget to be used to create the product and is called as Target Cost
Target SP
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2.

For the cost reduction, ask the following question to yourself

(i)

Can the product be designed better to make the production more efficient?

(ii)

Is the reduction of design (reduce features only, not functions) possible?

(iii)

Can the design be minimized to include fewer parts and thus make it easier and efficient to manufacture?

(iv)

Can any process eliminate or reduced?

(v)

Can be substitute parts to make it more efficient? Or

(vi)

Is there simply a better way of producing the same product?

3.

Techniques to achieve Target Cost

Value Analysis

Value Engineering

Indicates the application on the product that is into
manufacturing.

Indicates application on the product at its design
stage

Workers, subcontractors and engineers come together Done by a specific product design team
to make a team with experience and knowledge
(Engineers)
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May change the present stage of the product or
operation

Changes are executed at the initial stages only.

Worked out mostly with the help of knowledge and
experience

Requires specific technical knowledge

4.

Where is Target costing used?

a.

Assembly-oriented industries, as opposed to repetitive-process industries that produce homogeneous
products.

b.

Involved heavily with the diversification of the product lines.

c.

Use technologies of factory automation, including computer-aided design, flexible manufacturing systems,
office automation, & computer-aided manufacturing.

d.

Must develop systems for reducing costs during the planning, design and development phases of a
product’s life cycle;

Q1 / Category - Classwork / Star Rating 1.

It is similar to June 2021 exam paper.

2.

Company produced 2 products P and Q

3.

Cost Drivers are given to you directly:

⭐⭐

Cost Driver:

Set up cost is SET UP HOURS (No. of batches x Setup hours per batch)

Cost Driver:

Testing Cost is TESTING HOURS(number of units x testing cost per unit)

Cost Driver:

Engineering cost: Break up is given.

4.

For product P, some competitor has come and we have to reduce our cost to remain profitable. Hence, a
reduction technique is given. Implement all those techniques, do remember we assume by default cost per
unit of cost driver remains the same. IN end, also we will have to answer, whether the cost reduction target
is met. Do remember that if our actual cost goes below the target cost, then it is met, else it is not.

5.

For Direct Machining, the cost is given to be fixed. So even if machine hours will change, this cost will not
change.

Q2 / Category - Classwork / Star Rating -

⭐

1.

Original Product AB 100 is given. We work out its details.

2.

Completion has come and we need to reduce the cost of AB 100. Hence, we decide to launch AB 200, a
modification of AB 100. We plan a cost reduction scheme and implement it.

3.

All cost drivers are given in the problem. Implement the cost reduction scheme.

4.

For material and labour costs, all changes
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⭐

1.

We make P1 and P2. Now we are thinking to revise these products and making P1-REV and
P2-REV.

2.

Implement the plan gives for cost reduction.

3.

Number of manually inserted parts will be the total number of parts less the number of machine inserted
parts.
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⭐⭐

1.

It is a good question to solve.

2.

Competitors' data is given. We have to match it and try to find our target cost.

3.

In case, you do not get the answer, check the website.

Q5 / Category - Classwork / Star Rating -

⭐⭐

1.

There is a profit plan, which is given in the problem. The company wants to increase its
profit. For that, some changes are to be done including reducing the hours required for each
product.

2.

Just remember that hours of labour apply to variable overheads also apart from the labour.
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⭐⭐

1.

It was asked in Nov 2018 Exam paper.

2.

Part (i) is the same as the previous problem

3.

Part (ii): if we reduce the hours 0of labour, quality might also fall. Hence, workers should be trained in
better production methods or should be given new machines so that this problem does not come. Cost
reduction methods always have a danger that their implementation may not work as thought. Hence,
employing experts who have complete knowledge of the design process and reduction process should be
such that it brings down costs in long run. Research should be done about the use of alternative materials
to bring down the cost.
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⭐⭐

1.

The current actual cost is given, it comes to Rs. 615. The current SP is Rs. 750. We just have
to find the current profit, which comes to Rs. 135.

2.

Company will have to reduce the SP to Rs. 675 but maintain a profit of Rs. 135. Hence, we have to reduce
the cost to Rs. 540. For that ideas have to be given.

3.

We see that we have consumed extra material. So our 1st idea is to save on the material cost.

4.

Next, we realise that workers have taken extra hours. So our 2nd idea is to save on the labour hours.

5.

Set up and mechanical assembly have been done in a proper way. Hence those ideas will not work here.
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To reduce the cost further, we try to suggest reducing non-value-added activities like setting up and
resorting to value analysis and if required value engineering. Care should be taken to not let quality
deteriorate and also answer the following questions.
(i)

Can the product be designed better to make the production more efficient?

(ii)

Is the reduction of design (reduce features only, not functions) possible?

(iii)

Can the design be minimized to include fewer parts and thus make it easier and more efficient to
manufacture?

(iv)

Can any process eliminate or reduced?

(v)

Can be substitute parts to make it more efficient? Or

(vi)

Is there simply a better way of producing the same product?
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⭐⭐⭐

1.

It is Nov 2020 exam question.

2.

It is the same as the previous question

3.

Something extra is also there. Try the question. In case you do not get it, check on the website.
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⭐⭐

1.

It is a problem, where target SP and Target profit is given. Moreover, even royalty is given to
us. Royalty will be an uncontrollable expense. We adjust the above to find Target Cost

2.

Actual Cost is given to us except for material, which we find.

3.

Difference is the cost gap.
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⭐⭐⭐

1.

It was asked in RTP Nov 2020 paper.

2.

It is a mixed question of Value chain plus target costing.

3.

You can state any 3 Primary activities. The other part is the same as the previous problem.
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⭐

1.

It is easy problem. Follow the instruction and make a table of quantity and SP.

2.

You should get the answer. In case, you still do not get the answer, see the website.
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