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Chapter 10



TARGET COSTING
CHAPTER INDEX 
CONCEPT 
TARGET COSTING PRINCIPLES     
REQUIREMENT OF MARKET RESEARCH         
BENEFITS OF TARGET COSTING:       
STEPS OF TARGET COSTING
CONTROLLING THE COSTS AND PRICING OF THE PRODUCTS        
FOSTERING TEAM WORK                                                      



10.1 CONCEPT 
The traditional approach of price determination is based on the cost i.e. first the cost of the product is determined and then the selling price is determined by adding a mark-up to the cost. There is a major drawback of this approach - the customers may not buy at this price. 

Target Costing is an alternative approach to the pricing. It takes a market driven approach towards costs. Target costing suggests focusing on the voice of the customer. In today’s highly competitive environment, where customer is the king, meeting the customer’s affordability is critical to success. In such a scenario the firm is just a price taker and not a price maker. Price is determined by market forces. Hence, at the time of conception of the product the firm finds what price the consumer is willing to pay for the product (on the basis of price being charged by the competitors and the products/ services they are offering) and then works backwards to determine affordable costs by deducting the profit margin from the price. In other words, under target costing, first the realizable price is set and then the affordable amount of cost is estimated. (Under traditional approach, it is the other way round.) If the firm can produce goods at or below the affordable cost, the firm goes for production and otherwise not. 

The target costing, developed from the practice of Japanese enterprises, has thus no scientific, but a practical origin. The first application of the technique took place at Toyota in 1965.

Target costing applies not only to new products but also to product modifications and succeeding generations of the products.

Q.N0.10.1  Six thousands  pen drives of 2 GB are sold in a perfectly competitive market to earn Rs.106000 profit, whereas in a monopoly market only 1200 units are required to be sold to earn the same profit. The fixed costs for the period are Rs.74,000. The contribution per unit in the monopoly market is as high as three fourth of its variable cost. Determine the target selling price per unit under each market condition. (CA Final May 2011)

Answer
	
	Perfect competition (Rs.)
	Monopoly
(Rs.)

	Contribution 
	1,80,000
	1,80,000

	Contribution per unit 
	1,80,000/6000 = 30
	1,80,000/1200 = 150

	VC per unit (4/3 of unit contribution in case of monopoly)
	200
	200

	SP
	230
	350



Q. No. 10.2: MR Ltd undertakes market research for clients. A typical stay takes 3 months and uses two types of staff.
	
	Proportion of variable costs incurred in

	
	1st  month 
	2nd month 
	3rd month
	Total 

	Research staff
	40%
	--
	60%
	100%

	Tabulating staff
	--
	--
	100%
	100%



Research staff and tabulating staff account for 80% and 20% respectively of variable costs of a study. 

When quoting a price for a study, MR adds the following contributions to estimated Variable cost: Research 112,50% and tabulating 50%. In April, MR started work on orders of Rs.30,000, in May on orders of Rs.40000 and in June it will start on the orders of Rs.23000. For calculation of monthly income the value of order is divided on the basis of : First month 34%, second month 6% and third month 60%.  MR’s target contribution is 10% over and above fixed cost which is Rs.16000 per month. Calculate the value of additional orders which should be received by MR for work to start in June to achieve the target contribution in June. (CIMA London)

Answer
Monthly Target contribution Rs.16000 + 10%  = Rs.17,600

Let VC of a research project = y
        Price                              =  0.80y + 0.80y(112.50/100)  + 0.20 y + 0.20y(50/100)  = 2y
        Contribution                   = y
        PV ratio                         = (Contribution/Sales).100  = (y/2y).100 = 50%

	Month →
	I
	II
	III
	Total

	Sales 
	34
	6
	60
	100

	VC:
Research
Tabulation 
Total  
	
16
---
16
	
---
---
---
	
24
10
34
	
40
10
50

	Contribution 
	18
	6
	26
	50


Contribution in June from existing orders:
	April Order (June is III month for this order)
	30,000x0.26
	Rs.7,800

	May Order (June is II month for this order)
	40,000x0.06
	Rs.2,400

	June Order (June is I month for this order)
	23,000x0.18
	Rs.4,140

	Total 
	
	Rs.14,340

	Target contribution 
	
	Rs.17,600

	Short contribution 
	
	Rs.3,260


Order value for additional June orders = 3260x100/18  = Rs.18,111
If the firm is able to receive order(s) worth Rs.18,111 in June, it shall be achieve the June target.
Q. No. 10.3:  Madhav Ltd assembles and sells many types of electronic calculators (EC). The company is planning to come out with a new electronic calculator in the market. The target selling price is Rs.4,880. Madhav Ltd’s policy is to earn 22% profit on cost.
An electronic calculator is produced by assembling a variety of components. Production overheads are currently absorbed on a labour hour basis. Normal annual activity level is  24,00,000 assembly hours. 

Cost information for the new product is given below:
Component 1: It is bought at a cost Rs.405 each. It is bought in batches of 5,000 and delivery costs are Rs.3,00,000 per batch.
Component 2: It can be purchased @ Rs.120 per piece as per requirements. There is no delivery cost. Madhav estimates that 4% of the purchased pieces are lost in the assembly process.

Other materials cost Rs.800 per EC.
Labour: Highly skilled workers are required for the job. They are paid Rs.250 per hour. Each EC requires 5 hours to assemble. Normal idle time is estimated to be 20% of hours required for production 

	
	Total production overhead
	Total assembly labour hours

	Month 1
	Rs.6,20,00,000
	1,90,000

	Month 2
	Rs.6.80,00,000
	2,20,000



Calculate the expected cost per unit for the EC and identify any cost gap that might exist. (Adapted ACCA)
Answer:                                                                                                                                                                         Working note:
Delivery cost per unit (Component 1) = 3,00,000/5000 = 60
Factory Overheads :
                              Total production overhead     Total assembly labour hours
                                             
Month 1                             Rs.6,20,00,000                          1,90,000
Month 2                             Rs.6.80,00,000                          2,20,000
VO per Labour  Hour = 60,00,000/30000 =Rs.200                                                                          Fixed Overheads = 6,80,00,000 – 2,20,000x200  = 2,40,00,000 per month                                                   FO per hour ( based on normal capacity)  = Rs.2,40,00,000x12/24,00,000 hours  = Rs.120                                                       
Answer                                                                                                                                                                                Target Selling price Rs.4,880 ; Target profit per unit  Rs.880; Target cost Rs.4,000
Calculation of  the expected cost per unit for the EC
	
	Amount (Rs.)

	Component 1                                           Cost                         405                                 Delivery cost          60
	
465

	Component 2                                           Cost      120x100/96  = 125                                                
	125

	Other materials 
	800

	Labour                                                                 Cost                  Rs.1250                                 Normal Loss                                 Rs.250
	
1,500

	VO (5 hours @ Rs.200/hour)
	1,000

	FO(5 hours @ Rs.120/hour)
	600

	Total expected cost per unit
	4,490


Against the target cost of Rs.4,000, the expected cost is Rs.4490. The cost gap is Rs.490. The product may not be introduced.
Q.No. 10.4   ABC Ltd is considering the introduction of a new product ‘MOONLIGHT’ in the market. The target selling price is Rs.1000. ABC wants a profit of 20% on sale. There is market for 2,00,000 units of the product at the target price.
The production of one unit will require the use of 300 components. Order for each component is placed 40 times in a year. Cost to order is Rs. 100 per order. It will require 4 hours of labour @ Rs.30 per hour and 1 hour of machine. The fixed operating cost will be Rs.1,20,00,000 p.a.. Maximum possible annual production capacity is 2,00,000 units.  
Direct material cost is Rs.400 per unit (it includes the purchase cost of all 300 components required for production).
Testing of each produced unit requires 5 testing hours at a cost of Rs. 12 per testing hour. 10% of the units produced require reworking. Each of reworking unit requires 2 reworking hours at a cost of Rs. 50 per reworking hour. Selling and distribution overheads amount to Rs. 3,10,00,000.
Calculate the expected cost per unit for ‘MOONLIGHT’ and identify any cost gap that might exist.
Answer
Calculation of Expected cost per unit 
	
	
	Amount (Rs.)

	Material 
	
	400

	Labour 
	
	120

	Ordering cost 
	300x40x100/2,00,000
	6

	Fixed operating
	1,20,00,000/2,00,000
	60

	Testing 
	
	60

	Reworking 
	20000x50/2,00,000
	5

	Selling and distribution overheads
	3,10,00,000/2,00,000
	155

	Total 
	806


Against the target cost of Rs.800, the expected cost is Rs.806. The cost gap is Rs.6. The product may not be introduced. Efforts should be made to reduce the cost particularly the selling and distribution overheads.
Q.No.5 Computo Ltd manufactures two items P and Q. 

P – Annual production and sales 1,00,000 units . Selling price Rs.100.05 per unit
Q – Annual production and sales 50,000 units. Selling price : Rs.150 per unit.

Direct and indirect costs incurred on these two products are as follows:                    (Rs.: 000)
	
	P
	Q
	Total

	Direct material cost ( variable)
	4,200
	3,000
	7,200

	Direct labour cost ( variable)
	1500
	1000
	2500

	Direct Machining cost (see note)
	700
	550
	1250

	Indirect costs:
Machine set up cost
Testing cost
Engineering cost
	
	
	
462
2375
2250

	
	
	
	16037



Note: Direct machining costs represent the cost of machine capacity dedicated to the production of each product. These costs are fixed and are not expected to vary over long run horizon.

Additional information is as follows:
	
	P
	Q

	Production batch size
	1000 units
	500 units

	Set up time per batch
	30 hours
	36 hours

	Testing time per unit
	5 hours
	9 hours

	Engineering cost incurred on each product
	Rs.8.40L
	Rs.14.10L



A foreign competitor has introduced a product very similar to P. To maintain the company’s share and profit Computo has to reduce the price to Rs.86.25. The R & D department of the company comes with a proposal to change the design. The expected effect of change in design is as follows:
· Direct material cost is expected to decrease by Rs.5 per unit
· Labour cost is expected to decrease by Rs.2 per unit.
· Machine time is expected to decrease by 15 minutes. Previously it took 3 hours to produce one unit of P.
· Set up time will be 28 hours for each set up.
· Time required for testing each unit will be reduced by 1 hour.
· Engineering cost and batch size will remain unchanged.

Required:
(a) Company management identifies that cost driver for machine set up cost is set – up hours used in batch setting and for testing costs is testing time. Engineering costs are assigned to the products by special study. Calculate full cost per unit of P and Q using ABC.
(b) What is the mark up on full cost per unit of P?
(c) What is the target cost per unit for new design to maintain the same mark-up percentage on full cost per unit as it had earlier? Assume cost per unit of cost drivers for the new design remains unchanged. 
(d) Will the new design achieve the cost reduction target?
(CA Final May 2006)

Answer
Working notes
	
	P
	Q
	Total

	No. of batches 
	1,00,000/1000 = 100
	50,000/500 = 100
	

	Hours per batch 
	30
	36
	

	Total hours 
	3,000
	3,600
	6,600 Hours




Testing time for  design : 1,00,000x5  +  50,000x9 =9,50,000

	Activities 
	Cost
	Cost Drivers
	Cost per unit of cost driver

	Setting ups
	4,62,000
	6,600 setting up hours
	Rs.70 per setting up hour

	Testing 
	23,75,000
	9,50,000 testing hours
	Rs.2.50 per testing hour

	Engineering 
	22,50,000
	Special study
	Not applicable




Main Answer
(i) 
	
	P
	Q

	Output
	1,00,000 units
	50,000 units

	Costs :
	Total cost
	Cost per unit
	Total cost
	Cost per unit

	Material 
	42,00,000
	42.00
	30,00,000
	60.00

	Labour 
	15,00,000
	15.00
	10,00,000
	20.00

	Direct machine costs
	7,00,000
	   7.00
	5,50,000
	11.00

	Setting up 
	2.10,000
	  2.10
	2,52,000
	5.04

	Testing 
	12,50,000
	12.50
	11,25,000
	22.50

	Engineering 
	8,40,000
	   8.40
	14,10,000
	28.20

	Total 
	87,00,000
	87.00
	73,37,000
	73.37



(ii) Markup on full cost = 100.05 – 87 = 13.05
       Mark-up as % of full cost = (13.05/87)x100 =  15%

(iii) Target selling price Rs.86.25
         Profit per unit = (15/115) x 86.25 = 11.25
         Target cost per unit = Target selling price Rs.86.25 - Profit per unit Rs.11.25
                                            = Rs.75

(iv) 
Working notes 
Set up time for new design
	
	P
	Q
	Total

	No. of batches 
	1,00,000/1000 = 100
	50,000/500 = 100
	

	Hours per batch 
	28
	36
	

	Total hours 
	2,800
	3,600
	6,400 Hours

	Setting up cost per hour(new design) = 462000/6400 = Rs.72.1875



Testing time for new design : 1,00,000x4  +  50,000x9 =8,50,000 hours
Testing cost per hour(new design) = 23,75,000/8,50,000 = Rs.2.7941

Main Answer
Calculation of cost per unit under new design
	
	Calculations
	Cost per unit (Rs.)

	Material 
	42 - 5
	37.00

	Labour 
	15 - 2
	13.00

	Direct machining 
	Rs.7,00,000/1,00,000
	  7.00

	Machine set up 
	(2800 hours @Rs.72.1875)/1,00,000
	  2.02

	Testing 
	(4,00,000 hours @Rs. Rs.2.7941)/100,000
	11.18

	Engineering cost 
	8,40,000/1,00,000
	  8.40

	Total 
	
	78.60



As against the target cost of Rs.75 per unit, the expected cost is Rs.78.60 per unit, the target cannot be achieved.
Q. No. 10.6  X Ltd is engaged in the production of four products: A, B, C and D. The price charged for the four products are Rs.180, Rs.175, Rs.130 and Rs.180 respectively. Market research has indicated that if X Ltd can reduce the selling prices of its products by Rs.5, it will be successful in getting bulk orders and gain a significant share of market of those products. The company’s profit markup is 25% on the cost of the product. The relevant information of the products are as follows:
	Products 
	A
	B
	C
	D

	Output (Units)
	600
	500
	400
	600

	Cost per unit:
Direct material (Rs.)
Direct Labour (Rs.)
	
40
28
	
50
21
	
30
14
	
60
21

	Machine  hours per unit 
	4
	3
	2
	3



The four products are usually produced in the production run of 20 units and sold in the batches of 10 units. The production overhead is currently absorbed by using machine hour rate, and the total of the production overheads for the period has been analyzed as follows:

	
	Rs.

	Machine department costs 
	52,130

	Set up costs
	26,250

	Stores receiving 
	18,000

	Inspection 
	10,500

	Material handling and dispatch 
	23,100



The cost drivers to be used for the overhead costs are as follows:
	Cost 
	Cost drivers

	Setup costs
	Number of production runs

	Store receiving 
	Requisitions raised

	Inspection 
	Number of production runs

	Material handling and dispatch 
	Orders executed 



The number of requisitions raised in the stores was 100 for each product and the number of orders executed was 210, each order being for a batch of 10 units of a product.

You are required to:
(i) Compute the target cost for each product
(ii) Compute total cost of each product using activity based costing
(iii) Compare target cost and activity based cost of each product and comment whether the price reduction is profitable or not.
(CA Final Nov. 2009) 
Answer 
Working notes
	Machine hours
	600x4
=2400
	500x3
=1500
	400x2
= 800
	600x3
=1800
	Total
6,500

	No. of set ups
	600/20
=30
	500/20
=25
	400/20 =20
	600/20
=30
	
105




	Activities 
	Cost
	Cost drivers 
	Cost per unit of cost driver

	Machining 
	52,130
	6500 Machine hours 
	Rs.8.02 per machine hour

	Setup 
	26,250
	105 set ups
	Rs.250 per set up

	Store receiving 
	18,000
	400 requisitions 
	Rs.45 per requisition

	Inspection 
	10,500
	105 set ups
	Rs.100 per inspection

	Material handling 
	23,100
	210 orders
	Rs.110 per order



(i) Assumption : We assume that we have to calculate target costs for reduced prices

	Products 
	A
	B
	C
	D

	Selling Price 
	175
	170
	125
	175

	Margin 
	175x25/125 
=35
	170x25/125 
=34
	125x25/125 
=25
	175x25/125 
=35

	Target cost 
	140
	136
	100
	140



(ii)
Computation of total cost of each product using activity based costing
	Products 
	A
	B
	C
	D

	Output (Units)
	600
	500
	400
	600

	
	Rs.

	Material 
	24,000
(40x600)
	25,000
(50x500)
	12,000
(30x400)
	36,000
(60x600)

	Labour 
	16,800
(28x600)
	10,500
(21x500)
	5,600
(14x400)
	12,600
(21x600)

	Machining @ Rs.8.02 per hour
	19,248
(8.02x2400)
	12,030
(8.02x1500)
	6,416
(8.02x800)
	14,436
(8.02x1800)

	Setup 
	7,500
(250x30)
	6,250
(250x25)
	5,000
(250x20)
	7,500
(250x30)

	Store receiving 
	4,500
(45x100)
	4,500
(45x100)
	4,500
(45x100)
	4,500
(45x100)

	Inspection 
	3,000
(100x30)
	2,500
(100x25)
	2,000
(100x20)
	3,000
(100x30)

	Material handling 
	6,600
(60x110)
	5,500
(50x110)
	4,400
(40x110)
	6,600
(60x110)

	Total cost 
	81,648
	66,280
	39,916
	84,636

	Cost per unit 
	136.08
	132.56
	99.79
	141.06



Comparison of Target Cost and Activity Based Cost of Each Product
	Products 
	A
	B
	C
	D

	Target cost 
	140
	136
	100
	140

	Activity based cost 
	136.08
	132.56
	99.79
	141.06

	
	 Target  achieved
	 Target achieved
	Target achieved
	Target not achieved



The company should try to reduce the cost of D.

Question 10.7 Spares Ltd produces spare part  X for cars. The company has an annual production capacity of 1,80,000 units of X. However, the actual production is carried out according to the volume of order received. For the next year, the company has received an order for the value of Rs.64,00,000. To meet the requirements of the order, the company has to work at 70% capacity for first four months, 80% capacity for next 6 months and 90% capacity for the remaining period of the year. Assume no opening or closing stock.

The following information is available:
	Material 
	Rs.15 per unit

	Labour
	Rs.12 per unit, subject to a minimum of Rs.1,30,000 p.m.

	Variable Overheads 
	Rs.5 per unit

	Fixed Overheads
	Rs.16000 per month

	Semi-variable overheads 
	Rs.75,000 per annum incurred up to 70% of average annual capacity utilization. Thereafter, it increases at Rs.5000 p.a. for every 10% average annual capacity increase.



If the company targets a return of 27% on the budgeted cost, should the order be accepted? Justify your answer showing the budgeted annual values for each element of cost for the next year. (CA Final May 2010)

Answer
Working notes:
Production per month : 1,80,000/12  = 15,000 units
	Months 
	1-4
	5-10
	11-12
	Total

	Output per month 
	15000x0.70                      = 10500
	15000x0.80                    = 12000
	15,000x0.90                     = 13,500
	

	Total production 
	10500x4                            = 42,000
	12000x6                         = 72,000
	13,500x2                             = 27,000
	
1,41,000

	
Average annual capacity = (1,41,000/1,80,000) x100 = 78.33%

	Semi variable cost at 75% average annual capacity utilization
	Rs.75,000
 Rs.5000
	
Rs.80,000

	Next 10% capacity
	
	



Calculation of Labour cost: Rs.12 per unit, subject to a minimum of Rs.1,30,000 p.m.
	Months
	1-4
	5-10
	11-12
	Total

	Labour cost 
	1,30,000x4
(minimum)
	72,000x12
	27,000x12
	17,08,000



Main Answer
Statement showing Target Sale value of the order
	
	
	Rs.

	Material 
	1,41,000 units @Rs.15 per unit
	21,15,000

	Labour (see working note)
	
	17,08,000

	Variable Overheads 
	1,41,000 units @Rs.5 per unit
	   7,05,000

	FO
	Rs.16,000 per month
	    1,92,000

	Semi-variable cost                           (see working note)
	
	       80,000

	Total cost 
	
	48,00,000

	Target return 
	27% of Rs.48,00,000
	12,96,000

	Target sale value
	
	60,96,000



As the amount offered is more than the target sakes value, the order may be accepted. 

Q. No. 10.8  AML Ltd is engaged in production of three types of ice-cream products: Coco, Strawberry and Vanilla. The company presently sells 50,000 units of Coco @ Rs.25 per unit, 20,000 units Strawberry @ Rs.20 per unit and 60,000 units of Vanilla @ Rs.15 per unit. The demand is sensitive to the selling price and it has been observed that Re.1 per unit reduction in price increases the demand by 10% of the previous level. The company has a capacity of producing 60,500 units of Coco, 24,200 units of Strawberry and 72,600 units of Vanilla. The marks up 25% on the cost of the product. 

The company management decides to apply ABC analysis. For this purpose it identifies four activities and the rates are as follows:
 
	Activity 
	Cost rate

	Ordering
	Rs.800 per order

	Delivery
	Rs.700 per delivery

	Shelf stocking 
	Rs.199 per hour

	Customer support and assistance 
	Rs.1.10 per unit



The other relevant information for the products are as follows:
	
	Coco
	Strawberry
	Vanilla

	Material per unit 
	Rs.8
	Rs.6
	Rs.5

	Direct labour p. u.
	Rs.5
	Rs.4
	Rs.3

	No. of purchase orders 
	35
	30
	15

	No. of deliveries 
	112
	66
	48

	Shelf stocking hours 
	130
	150
	160



Under the traditional costing system, overhead costs are charged at 30% of prime cost. 

Required :
(i) Calculate target cost for each product after a reduction of selling price required to achieve the sales equal to the production capacity.
(ii) Calculate the total cost and unit cost of each product at the  maximum level using traditional costing.
(iii) Calculate the total cost and unit cost of each product at the maximum level using activity based costing.
(iv) Compare the cost of each product calculated in (i) and (ii) with (iii) and comment on it. (CA Final May 2010) 

Answer
(i)
Statement showing Sales at different selling prices 
	Products↓
	
	
	

	Coco
Selling price
Sales quantity
	
Rs.25
50,000 units
	
Rs.24
55,000 units
	
Rs.23
60500 units

	Strawberry 
Selling price
Sales quantity
	
Rs.20
20,000 units
	
Rs.19
22,000 units
	
Rs.18
24,200 units

	Vanilla 
Selling price
Sales quantity
	
Rs.15
60,000 units
	
Rs.14
66,000 units
	
Rs.13
72,600 units





Calculation of target cost
	Products→
	Coco
	Strawberry
	Vanilla

	SP (Rs.)
	23
	18
	13

	Margin (Rs.)
	4.60
	3.60
	2.60

	Target cost 
	18.40
	14.40
	10.40



(ii) Calculation of total cost and unit cost of each product at the  maximum level 
(Using traditional costing) 
	Products→
	Coco
	Strawberry
	Vanilla

	Units→

	60,500
	24,200
	72,600

	
	Rs.

	Prime cost per unit
	13.00
	10.00
	  8.00

	Overheads 
(30% of prime cost)
	   
3.90
	 
3.00
	 
 2.40

	Total cost /unit
	16.90
	13.00
	10.40

	Total cost
	10,22,450
	3,14,600
	7,55,040

	
	
	
	



(iii) Calculation of total cost and unit cost of each product at the  maximum level 
(using ABC) 
	Products→
	Coco
	Strawberry
	Vanilla

	Units→
	60,500
	24,200
	72,600

	
	Rs.

	Prime cost per unit
	13.00
	10.00
	  8.00

	Overheads per unit
(i)Ordering

(ii)Delivery

(iii)Shelf stocking 

(iv)Customer support and assistance 
	
0.4628
(800x35/60500)
	
0.9917
(800x30/24,200)
	
0.1653
(800x15/72600)

	
	1.2959
(700x112/60500)
	1.9091
(700x66/)
	0.4628
(700x48/72600)

	
	0.4276
(199x130/60500)
	1.2335
(199x150/24200)
	0.4386
(199x160/72600)

	
	
1.10
	
1.10
	
1.10

	Total cost per unit 
	16.29
	15.23
	10.17

	Total cost 
	9,85,545
	3,68,566
	7,38,342



(iv) Comparison of cost per unit under Target costing, ABC costing and Traditional costing
	Products→
	Coco
	Strawberry
	Vanilla

	Traditional costing 
	16.90
	13.00
	10.40

	Target costing 
	18.40
	14.40
	10.40

	ABC
	16.29
	15.23
	10.17



Activity based costing (ABC) is a better approach of allocation of overheads and provides accurate cost information. The management should try to reduce the cost of Coco so that the target margin on each project can be achieved.

Q.No. 10.9 X Ltd supplies spare parts to an air craft company Y Ltd. The production capacity of X Ltd facilitates production of any one spare part for a particular period of time. The following are the cost and other information for the production of the two different spare parts A and B.
	Per unit 
	Part A
	Part B

	Alloy usage 
	1.6 kg
	1.6 kg

	Machine time: Machine A
                         Machine B
	0.6 hour
0.5 hour
	0.25 hour
0.55 hour

	Target price (Rs.)
	145
	115


Total Hours available: Machine A 4,000 hours   Machine B 4,500 hours.                                       Alloy available is 13,000 Kgs  @ Rs.12,50 per Kg.                                                                                 Variable overheads per machine hour (i) Machine A Rs.80 (ii) Machine B Rs.100.
(i) You are required to identify the spare part which will optimize contribution at the offered price.
(ii) If Y Ltd reduces the target price by 10%, and offers Rs.60 per hour of unutilized machine hour, what will be the total contribution from the spare part identified above?  (CA Final May 2010)                                                                                                     
Answer
(i) Calculation of Maximum possible production 
	
	Part A
	Part B

	On the basis of alloy 
	13000/1.60 = 8,125
	13000/1.60 = 8,125

	On the basis of machine A
	4000/0.60  = 6,666
	4000/0.25 = 16,000

	On the basis of machine B
	4500/0.50  = 9000
	4500/0.55 = 8181

	
The company can make either 6666 units of A or 8125 units of B.



Statement showing maximum amount of contribution from each of two mutually exclusive Products
	
	Part A
	Part B

	No. of units 
	6,666
	8,125

	
	Per unit (Rs.)

	Target selling price (X)
	145
	115

	Variable Cost :
	
	

	Material
	20.00                  (1.60x12.50)
	20.00                  (1.60x12.50)

	VO Machine A
	48
	20

	VO Machine B
	50
	55

	Total VC per unit (Y)
	118
	95

	Contribution per unit (X - Y)
	27
	20

	Total contribution 
	1,79,982
	1,62,500

	
Part A is recommended.


(ii)  Calculation of contribution from A on reduction of SP  (Rs)
	SP
	130.50

	VC per unit 
	118.00

	Contribution per unit
	12.50

	Total contribution on 6,666 units
	83,325

	Contribution from spare hours of Machine B @ Rs.60/hour
Total hours of B                    4500
Hours of B to be used         3,333
Spare hours                           1,167
	


70,020

	Total contribution 
	Rs.1,53,345



Q. No. 10.10 Lalita Ltd made a profit of Rs.19,000 for the year ended 31st December 2011; details given below:
	Quantity  
	10,000 units

	
	Rs. (Per unit)

	Sales price per unit                                                       
	                           35

	Variable costs per unit:
Direct Materials 
Direct Labour (2 hours)
VO
Total VC per unit 
	
11
8
1
20

	Contribution per unit 
	15

	Total Fixed cost Rs.1.31.000



The Board of Directors is dissatisfied with this performance. They want to earn a profit of Rs.34,000 during the year 2012 and ask a working party to come up with a budget for 2012 with target profit figures.

The working party reports back with the following suggestions that will lead to a desired budgeted profit:
(i) The company should spend Rs. 18,800 p.a. on training of the workers. This reduces the time taken to make each unit of the product. In order to provide the necessary incentive to the workers, the wage rate may be increased to Rs.5 per hour.         
(ii) Increase the selling price to Rs. 38 per unit.  
(iii) Spend Rs.9,800 on advertising . It is expected that the sales volume of 2012 will  also rise, in spite of the price rise, to 12,000 units.
(iv) The rate for variable overhead per hour will increase by 45%.
Ascertain the target labour time required to achieve the target profit.

Answer:
Desired contribution:
	FC                          
	Rs,1,31,000

	Desired profit    
	Rs.34,000

	Training cost      
	Rs.18,800

	Advertising         
	Rs.9,800

	Total                     
	Rs.1,93,600



	Let the time required to make one unit = y hours

	Total contribution :
     12,000x38  -  (12,000 x 11 +12,000y x 5 + 12,000y x 0.50 x  145/100)  = 1,93,600

	y = 1.90 hours



10.2 TARGET COSTING PRINCIPLES                                                                                    
The six key principles of target costing are: 
1. Price-led costing
2. Focus on customers. 
3. Cost control is emphasized at the planning stage. 
4. Cross-functional involvement. Cross-functional management teams are responsible for the entire product from initial concept through final production through sales. 
5. Value-chain involvement. All members of the value chain--e.g., suppliers, distributors, service providers, and customers--are included in the target costing process.                      
 6. A life-cycle orientation. It is a cost management tool for reducing the overall cost of a product over its product life cycle.   

10.2-1 REQUIREMENT OF MARKET RESEARCH
Under Target costing approach, the products are priced at the level acceptable to the market. Hence, it begins with understanding the market. Market understanding comes from market research. Hence, market research is the fundamental requirement of target costing approach. Market research should be aimed at revealing the following information:

(i) Customer’s expectation from the product
(ii) Price that customer will be willing to pay
(iii) Changes in the features of the product preferred by the customer
(iv) Changes in the features of product acceptable to the customer
(v) Substitute products
(vi) Alternative uses of the product the company is going to offer.   
(vii) After sales-service required by the customer
(viii) Elasticity of demand
(ix) Competing products available or to be available shortly in the market.
(x) Expected sales volumes at different target prices.


10.3 BENEFITS OF TARGET COSTING:
1. Focus on competition: The business has to compete with its competitors. Target costing focuses on competition from the very beginning. This helps in succeeding later on. It enables the organization to face and stay in ever growing competitive environment. 
2. Cost consciousness: Target costing lays emphasis on cost reduction and control from the time of developing the product. Good beginning is half done.
3. Strong market and customer orientation: Target costing starts from understanding the customer and market. This reduces the time to market and enhances the possibility of the acceptance of the product.
4. Only value added features: To control the costs, the product is designed in such a way that will have only the features required by the customers. The customer has to pay only for what he requires.
5. Consideration of whole product life: In order to ensure that the total costs are minimized, successful target costing examines the full life-cycle cost of the product. 
6. Cross-functional involvement: Target costing teams require employees from different departments to collaborate on finding ways to reduce the product cost. These employees learn about the activities that occur in other departments and how their own actions affect others. 
7. Reduction in cost: Target costing results in significant reductions in product costs before they are “locked in” when the design is completed.
8. Ensuring profit: The managers can alter product designs before they enter the manufacturing process in order to ensure that the company earns a reasonable profit on all new products.
10.4 STEPS OF TARGET COSTING

1. Define the specifications of the product the company wants to offer to the customers. For this market needs are assessed and competitive products are evaluated. 
2. Determine the price which the customer may be willing to pay; estimate the expected sales volume.
3. Determine the desired profit keeping in view desired rate of Return on investment or return on selling profit.
4. Calculate the target cost as ‘market price’ (as determined under step 2) less ‘desired profit’ (as determined under step 3).
5. Estimate the actual cost of the product with the help of a cross functional team. 
6. Disaggregate the target cost to components and functions.
7. If actual cost exceeds the target cost, investigate ways of driving down the actual cost to target cost. Use value engineering for achieving the target cost.
8. Estimate the final estimated cost.
9. Decide to introduce the produce or not.
10. Use operational control to further reduce the costs. 
[image: ]

10.5 CONTROLLING THE COSTS AND PRICING OF THE PRODUCTS
Target costing is used for reducing the overall cost of a product over its product life cycle.  We can understand this aspect on the basis of following points: 
(i)       Cost consciousness: Target costing introduces the culture of the cost consciousness in the organization. 
(ii)       Early cost planning:  Target costing lays emphasis on cost reduction and control from the designing stage of the product. Majority of the costs are committed before the design is completed. Trying to reduce the costs once a product reaches production state is very difficult. 
(iii) A number of cost-engineering techniques are used in the cost reduction process. 
(iv) Target costing identifies and eliminates the non-value activities of the production process. 
(v)       Inputs from insiders and outsiders (such as suppliers) are used for cost reduction. 
(vi) Buy v/s make analysis is done regarding the components used in the main product.
(vii) Material choices, suppliers choices, input procurement planning etc. are thought through before the product designing and development are complete.
(viii) Operational controls are used to further reduce the costs after the commencement of the production. 
Target costing is proactive cost planning, cost management and cost reduction practice where the cost reduction is planned in pre-development stage and strict control is exercised during the post-development stage. 
Management utilizes this pricing technique to meet the demands of the customers and achieve the corporate profit goals.  As the target costing is market oriented and customers focused, the products find favour with the customers and the product is accepted by the market in no time.
10.6 FOSTERING TEAM WORK
(i) Target costing fosters team work between all internal organizations associated with conceiving, planning, developing, and manufacturing, marketing and selling and distributing the product. 
(ii) The teams require employees from different departments to collaborate on finding ways to reduce the product cost. These employees learn about the activities that occur in other departments and how their own actions affect others. 
(iii) They quick learn and fervently believe that target costing helps the organization to achieve its goals and provide satisfaction to the customers. 
(iv) They firmly believe that the foundation of the target costing is co-operation of all the stakeholders of the organization.  
(v) They learn to respect the views of others. 
(vi) They share the pride of successful implementation of the target costing based project 


THEORETICAL QUESTIONS

Q. No. 10.1T Explain the steps involved in target costing approach to pricing.                                           
                                                                                                                                  (CA Final May 2003)
                           Trace the stages involved in target costing. (CA FINAL MAY 2004)
                          
                            List the steps involved in target costing process with the help of a block   
                           diagram.                                                                   (CA FINAL NOV. 2006)

Answer: Please refer to paragraph 10. 4.

Q. No. 10.2T What is target costing? It is said that implementation of of the target costing technique requires intensive marketing research. Explain why intensive market research is required to implement target costing technique. (CA Final Nov. 2007)
Answer: Please refer to paragraph 10. 1 and 10.2-1.

Q. No. 10.3T  Discuss, how target costing may assist  a company in controlling the costs and pricing of the products. (CA Final Nov. 2008)
Answer: Please refer to paragraph 10.5.


Q. No. 10.4T  What are the benefits of target costing system. (CA Final May 2010)
Answer: Please refer to paragraph 10.3.






Q. No. 10.5T  What is target costing? It is said that target costing fosters team work within organization. Explain how target costing creates an environment in which team work fosters.                                                                                                                   (CA Final Nov. 2012)
Answer: Please refer to paragraph 10.6.
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