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CHAPTER 1

INTRODUCTION AND BACKGROUND

1.1 INTRODUCTION

Traditional cost-accounting approaches have served manufacturers well over a
long period, but due to the changing nature of the modern manufacturing
environment shortcomings have resulted and are no longer regarded as
suitable (Gagne & Discenza 1993: 68). Similarly, Monden and Lee (1993: 22)
state that many practitioners and academicians have questioned the
effectiveness of standard cost systems, which have been used as the primary
cost control measure for the last several decades. Cooper and Slagmulder
(1997: 2) point out that in contrast to the conventional cost management
techniques, target costing adopts a feed-forward approach. The objective of
target costing is to design costs out of products, and not to find ways of
eliminating costs after the products enter production. Few firms can afford to
ignore such a powerful mechanism to increase profits in today’s highly

competitive environment.

The modern business environment is characterised by the intensification of
global competition, the rapid pace of automation and computer technology,
environmental and safety issues, short product life-cycle, consumers’ need for
high quality and innovative products at reasonable prices. In such a challenging
environment, a company’s survival depends among other things on its capacity
to produce and market innovative products that satisfy levels of quality and
price expected by its market niche (Bonzemba & Okano 1998: 3).
Manufacturers face the difficulty of having to match the lower prices of global



competitors and still offer the highest quality products customers demand
(Helms, Ettkin, Baxter & Gordon 2005: 49).

The goals of becoming and remaining internationally competitive in terms of
price and quality are of utmost importance for the survival of the South African
motor manufacturing industry. According to Furlonger (2002), the quality of
exported vehicles from South Africa is considered world-class. Automechanika
South Africa (2009), regards the performance of the South African motor
industry as “one of the outstanding elements in the economic miracle that has
occurred since the first democratic elections in 1994.”

Automechanika South Africa (2009) ascribes the success and growth of the
South African motor industry to the implementation of the Motor Industry
Development Programme (MIDP) in 1995. The National Association of
Automotive Component and Allied Manufacturers of South Africa (NAACAM
2009) supports this view by stating:

...the South African automotive industry is a remarkable accomplishment and
the Motor Industry Development Programme (MIDP) has been recognised
around the world as one of the most successful and innovative country
strategies to develop automotive manufacturing and open up a domestic market
in the new environment of globalisation.

Furlonger (2002) states that, before the MIDP, local-content programmes, which
were highly protectionist, governed the industry. Outside competition was
restricted by imposing tariffs of more than 100% on imported cars. Further, the
industry was overcrowded and the domestic market could not sustain all seven

South African motor manufacturers.

The aims of the MIDP included the lowering of production costs, raising quality

levels, making vehicles more affordable to South Africans, stabilising industry



employment, and encouraging exports (Furlonger 1998). In a presentation to
Swedish Business and Trade Representatives in October 2007, Nico
Vermeulen of the National Association of Automobile Manufacturers of South
Africa (NAAMSA), explained that the MIDP took into account international
realities, such as trade liberalisation, globalisation of markets against the
background of rapid technological change, rising customer expectations and
increasingly demanding markets (NAAMSA 2007).

Whilst the South African motor industry has achieved considerable success as
a result of the MIDP, the industry still has challenges to meet and problems to
overcome. Furlonger (1998) states that the implementation of the MIDP resulted
in a flood of imported vehicles into the South African market. This was because
manufacturers were encouraged to import vehicles by the MIDP’s export
incentives, which enable manufacturers to earn rebates equal to the locally
generated value of exports. These imported vehicles are available at

competitive prices — even after paying import duties.

Pretorius, Visser and Bibbey (2003: 97) regard international competitiveness
and profitability as the two primary areas of concern for the South African motor
manufacturers. Since locally built cars are of world-class quality, the only factor,
which can be manipulated, is a competitive pricing strategy, which success
depends on the methods and techniques that are used to manage cost

strategically.

Furlonger (1998) observes that cost pressures on local manufacturers are fierce
and intensifying, while bitter price wars have kept prices low. Buyers could
choose from a total of 853 unique models and derivatives and 32 brands in
2000. These figures had grown to 1676 and 55 respectively in 2008. The
influx of new brands from China and India have played a dampening role on
prices (Els 2008).



According to Thomaz (2009), importers and manufacturers have had to
implement price increases to recover increases in cost of materials and
automotive inputs and further to compensate for the weaker rand. However,
these price increases were in most instances below the domestic inflation rate.
Affordability of vehicles has been a key performance indicator of the industry.
This is illustrated in Figure 1.1, which reflects new vehicle prices have been
below inflation for 9 out of 12 years (NAAMSA 2007). Similarly, Nico
Vermeulen, of NAAMSA, is quoted as saying that in 11 of the 14 years since the
MIDP started, vehicle prices have increased slower than inflation (Furlonger
2009).

Figure 1.1: Vehicle price increases vs. CPI
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(Source: NAAMSA 2007)

Traditional cost-based pricing, which is illustrated in Figure 1.2 became the
dominant approach to pricing during the period when products were long-lived

and there was relatively little competition. However, in today’s competitive



environment, cost-based prices may not be competitive, as worldwide
competition places intense downward pressure on prices and removes slack
from pricing formulas. Furthermore, due to these competitive pressures, the life-
cycle of products and the time to bring new products to the market have
reduced (Morse, Davis, & Hartgraves 1996: 225).

Figure 1.2: Traditional cost-based pricing for a new product
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Morse et al (1996: 225) regards the failure to involve suppliers in the early
stages of product design a problem with the cost-plus pricing model. Where
component parts must be developed and manufactured by suppliers, the failure
to involve suppliers until after the final product is designed causes significant
delays and may result in cost saving and quality enhancing opportunities going

unnoticed.

Some theorists believe that cost-driven pricing should be done away with.

Druker (2005) regards cost-driven pricing as a “deadly business sin.” He says:

...most American and practically all European companies arrive at their prices
by adding up costs and then putting a profit margin on top. And then, as soon
as they have introduced the product, they have to start cutting the price, have to
redesign the product at enormous expense, have to take losses--and, often
have to drop a perfectly good product because it is priced incorrectly.

Pretorius et al (2003: 103), conclude from their survey that none of the motor
manufacturers in South Africa use the cost-plus basis to determine prices,
rather the prices are market based. Their findings are therefore consistent with
the views of Morse et al (1996: 225), to the extent that cost-based prices are no

longer appropriate in today’s competitive environment.

The financial success of any business in the long term depends on whether its
prices exceed its costs sufficiently to finance growth, provide for reinvestment
and vyields satisfactory returns to its shareholders. Market forces influence
prices significantly more, as competition increases and supply exceeds
demand. To achieve a sufficient margin over its costs, a company must manage
costs relative to the prices the market allows or the price the firm sets to

achieve certain market penetration objectives (AICPA 2000).



Many companies have little flexibility when setting a price due to intense
competition. Reducing a firm’s production costs may be the only source of
increased earnings where selling price and profit margin are fixed by
competitive pressures and management policies. Many companies have been
forced to reduce their costs in order to survive the intense competition and
pressure from customers to reduce prices (Schmelze, Geier & Buttross 1996:
26).

Pretorius et al (2003: 98) caution that costs and the manner in which costs
influence pricing and the profit margin should be closely monitored. Awareness
of the cost structure and cost behaviour (as part of cost management
strategies), together with information about the market, enables firms to deal

more effectively with competitive pressures than merely to lower its prices.

In literature, cost management is understood in different ways. Monden and
Sakurai (1989: 3) state that some people think of it in terms of cost reduction
and cost control activities; others think of it solely as cost control. These authors
define cost management in terms of the first interpretation, as it is their view that
those who insist on the second interpretation will lose ground in a period of low
economic growth. Horngren, Foster and Datar (1997: 29) define cost
management as the set of actions that managers take to satisfy customers
while continuously reducing and controlling costs. Similarly cost management is
defined as a “proactive process of identifying causes of costs, with the
objectives of managing and minimising the total costs associated with the

production of products and services to customers” (Accountancy SA, 2009).

The field of cost management has gone from stagnation to intense innovation.
Cooper (1996a: 20) points out that companies need to be more proactive in the
manner that costs are managed, as survival for many is dependent on their

abilities to develop sophisticated cost management systems that create intense



pressure to reduce costs across the entire value chain. Similarly, Roos and
Chivaka (2008: 517) state that cost management is a key factor in the survival
of organisations where innovative products at lower costs than competitors,

together with ensuring the profitability of the firm needs to be achieved.

According to Cooper and Slagmulder (1997: 1), firms must develop low cost,
high quality products that have the functionality customers demand in order to
generate the desired level of profits. This is particularly relevant to the South
African motor industry, which is regarded as a high-cost manufacturing base
(Furlonger 2009). Volkswagen SA Managing Director David Powels is quoted in
Furlonger (2009) as saying that the typical production costs in South Africa are
20% higher than in Europe and 40% higher than in China and India.

Cost management and management accounting has evolved greatly in
response to the shift in the business environment. Approaches such as Activity-
Based Costing (ABC), Activity-Based Management (ABM), Total Quality
Management (TQM), Target Costing or Target Cost Management (TCM), life-
cycle costing, balanced scorecard, and other new concepts have emerged to
support the drive towards the need for strategic cost management (Bonzemba
& Okano, 1998: 3).

According to Accountancy SA (2009), strategic cost management may be
defined as:

the process of integrating cost management within the company’s strategic plan
in order to ensure that cost management is part of a company’s operating
procedures aimed at the provision of the best possible products/services with
the amount of resources available.

The objective of strategic cost management is to reduce costs while
simultaneously strengthening the strategic position of the company. Strategic

cost management is not a technique or a tool, but rather a philosophy that
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underpins how a company integrates its cost management initiatives with its

business strategy.

One of the most important cost management and profit planning tools according
to Pretorius et al (2003: 105) is target costing. Similarly, Ansari, Bell and the
CAM-I Target Cost Core Group (1997: 6) state that target costing is one of the
strategic cost management approaches better suited to strengthen a company’s
competitiveness in meeting today’s business challenges. A well-designed target
costing system incorporates all three elements of the strategic triangle: quality

cost and time.

Lee (1994: 68) comments that by focussing on market position and product
leadership, target costing enables companies to attain low costs which ensure
low prices and thereby assists in maintaining market share. Cooper and
Slagmulder (1997: 2) point out that target costing transmits the cost pressure
that is placed on the firm by the market to all parties involved in the product
design process. Through this pressure, target costing focuses the creativity of
the firm’s designers on developing products that satisfy customers and which
can be manufactured at the desired target costs. Gopalakrishnan, Samuels &
Swenson (2007: 41) state that target costing instils discipline by requiring new

products meet their cost targets before being produced.

According to Feil, Yook and Kim (2004: 10), target costing originated in Japan in
the 1960s. However, Western companies have only been making extensive
efforts to adopt target costing since the 1980s, when target costing was widely
recognised as a major factor for the superior competitive position of Japanese
companies. In order to enhance their cost management and increase their
competitiveness, many large companies in North America and Europe have
attempted to adopt target costing. As a result, many variations of target costing

have been developed and are successfully being used in different countries.
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Even though there are variations of target costing, it remains a tool, which has

proven itself as an effective cost management technique.

Ansari et al (1997: 1) identify several success stories of firms implementing
target costing. After facing an uncertain future in 1990, Chrysler management
introduced target costing with the launch of the Neon program. The results of

using target costing on the Neon were impressive:

e The Neon met customer requirements for safety and driveability by
providing dual airbags and a powerful (132 cc) engine.

e The Neon was named Auto of the Year in 1994.

e The Neon a relatively short development time, going from product
concept to market in 31 months.

e The Neon came in below its projected development and investment
budget.

e The Neon was one of the few small cars that earned a positive return.

Other benefits Chrysler experienced as a result of implementing a target costing
process include the following:

e The firms share price has gone from $10 per share in 1990 to $54 per
share in 1995.

e Revenues have increased by 70 percent (since 1990).

e Market share in numbers of cars and trucks sold has increased by 2.1
percent (since 1990).

e Profits and cash flow have increased by nearly 400 percent (since 1990).

e The profit margin ratio has increased from 0.33 percent in 1990, to 7.1
percent in 1995.

Further, the target costing process has transformed the organisation by creating
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a culture characterised by effective cross-functional teams; using simple
product/process design rules; basing engineering decisions on cost impact;
using productivity enhancing production processes; eliminating expensive and
time consuming changes to products; and early customer, supplier, and dealer
input into product design. The Chrysler situation illustrates how target costing
can improve a firm’s competitive position by reducing costs, improving quality,
and reducing time between production and delivery to market (Ansari et al
1997: 2).

The results of target costing have been impressive even in organisations that
have not fully implemented target costing. In the case of Boeing, significant cost
savings on the 777 planes were realised, even before a fully integrated costing
system had been implemented. Other Boeing projects, illustrated in Table 1.1,
have also yielded impressive results as a result of the application of target
costing techniques, such as value engineering (Ansari et al 1997: 3). Value
engineering is described by Cooper and Slagmulder (1997: 9) as “the primary
technique used to find ways to decrease product costs while maintaining the
functionality and quality the customer demands.” This technique will be

discussed in more detail in Chapter 2.

Table 1.1 Effect of Target Costing on Various Boeing Projects

Project Results
737 Flight Deck Valve 90% recurring cost reduction
79% part count reduction
737/757 Sidewall Panel Assembly $14,700 savings per aeroplane
45% part count reduction
737#1 Window Replacement Time reduced from 12 hours to 3 hours.
737 Entry Door Operating Force Improved Door Forces
737-X Stowage Bin Support 56% cost reduction

12 Ibs per ship set savings

(Source: Ansari et al 1997: 4)
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According to Cooper and Slagmulder (1997: 2), the following four questions

determine whether a firm uses target costing:

e Early in the design process, does the firm identify the target cost of
products by subtracting their desired profit margin from their expected
selling price?

e Does the firm specifically design new products so that they can be
manufactured at their target cost?

e Are product-level target costs achieved most of the time?

e Does the firm decompose the target costs of its products to the
component level and use the resulting component-level target costs as

the basis for negotiations with suppliers?

Cooper and Slagmulder (1997: 2) conclude that if the answer to any of the
above questions is no, the firm is not taking full advantage of target costing. The
risk is that costly products, which are over designed relative to customer

requirements, are being introduced into the market.

1.2 PROBLEM STATEMENT

The purpose of this study is to investigate whether target costing is used as a
strategic cost management tool in the South African motor manufacturing

industry.

1.2.1 Sub-problems

e Access the goals that companies try to achieve with this technique.

e Access how target costing is applied within the organisation.
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e Establish how effective target costing is as a strategic cost management

technique.

e Ascertain the reasons for the non-adoption of target costing.

e Determine the role target costing plays in the strategy of the firms.

1.3 OBJECTIVES TO BE ACHIEVED

A literature study on target costing will be conducted in order to gain an
understanding of the principles of target costing and the role it plays in strategic

cost management.
The empirical study will assess whether target costing techniques used by
South African motor manufacturers are consistent with those described in the

chosen literature.

1.4 SIGNIFICANCE OF THE RESEARCH

Target costing and target cost management, according to literature, are often
associated with Japanese companies. Empirical research into the practices of
target costing has mainly been performed by Japanese researches for the
Japanese situation. Few efforts have been made to investigate the relevance
and occurrence of these practices in non-Japanese companies. The
expectation is to find that the drivers for using these methods are not restricted
to Japan and that target costing could also be used in a non-Japanese situation,
although the actual application of such practices in other countries may be

different from the typical Japanese way.
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In South Africa not much research of target costing as a possible cost
management practice has been done. Despite the need for a tool by South
African managers to deal with the effect of local and global competition, and the
need to be educated about cost management practices as a strategic
instrument, little has been done about these issues. The fact that many South
African firms are exporters and that there is increasing competition at home
suggests there is a need to make a study on target costing in the South African
environment. In this study an attempt is made to investigate the occurrence and
application of practices that resemble target costing for South African

companies.

1.5 RESEARCH DESIGN AND METHODOLOGY

A comprehensive literature study of secondary data from books, journals, the
internet and electronic data bases will be conducted to provide a conceptual
framework for this dissertation. This activity will be useful in preparing the

guestionnaire.

Secondly, in order to obtain empirical perspectives on target costing techniques
used by South African motor manufacturers, and to give effect to the stated
research objectives, an empirical study will be conducted. The empirical study
will consist of self-administered questionnaires directed at the motor
manufacturers in South Africa. The results obtained from the questionnaires will

be compared with the literature study for evaluation and conclusion.

The design of the questionnaire and the types of questions are discussed in
Chapter 4. The results of the empirical survey are analysed in Chapter 5. The

recommendations on the results are discussed in Chapter 6.
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1.6 DELIMITATION OF THE RESEARCH

The empirical study is limited to the South African motor manufacturing industry.

Information on the selection of the sample is contained in Chapter 4.

1.7 DEFINITION OF CONCEPTS

As South African companies may use similar techniques to those described in
literature without knowing its specific theoretical counterpart, a broad definition
of ‘target costing’, based on its general characteristics has been adopted for this
study. In addition, the techniques companies may use may to some extent
deviate from the prescriptions or general ideas about target costing in literature,
in so far as what these techniques consist of and how they are applied in
practice by companies.

It is deemed important to identify companies that use a reverse costing
mechanism in the development of products, in which the attainable selling price
and necessary profit margin are used to determine the allowable cost price of a
product. Thus target costing in this study is defined as a technique that uses the

following formula to calculate the allowable cost price:

Maximum allowable cost price = attainable selling price — required profit margin

1.8 REVIEW OF RELATED RESEARCH

Pretorius et al (2003) analyse the various pricing methods that are used by the
motor manufacturers in South Africa, in order to ascertain the effectiveness of
these methods and to understand the role that cost management plays in the

making of pricing decisions. An additional objective of this research was to
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determine the various contemporary management accounting concepts,
methods and techniques, such as cost management and strategic cost

management, which are used by motor manufacturers in South Africa.

Cooper and Slagmulder (1997) analyse the cost management systems at 25
Japanese manufacturing companies, including motor manufacturers such as
Nissan Motor Company Ltd and Toyota Motor Corporation. The primary
purpose of this research was to provide insights into the nature of the systems

and the conditions under which the techniques are likely to be most beneficial.

In a study undertaken by Bonzemba and Okano (1998) the author analysed
how target costing had been implemented by Renault, the leading French
automobile manufacturer. Similarly, Abdul, Baillie, Larsen, Lindahl, Mattila, and
Svenson (2002) used a case study approach covering Saab Automobile and
Volvo Corporation to analyse how target costing is implemented and used in
Sweden. To determine the extent of the implementation of target costing in the
Netherlands, Dekker and Smidt (2001) conducted an exploratory study covering
the Dutch listed manufacturing companies.

Forsman and Lindgren (2006: 7) note in their study of comparing target costing
applications in Japan and Sweden that two books were heavily relied upon in
the literature review, namely Target Costing: The Next Frontier in Strategic Cost
Management (Ansari et al 1997) and Target Costing and Value Engineering
(Cooper & Slagmulder 1997). As was the case in the afore-mentioned study,
these books will form the basis of describing target costing for this study. Since
both the books were published in 1997, it could be argued that the nature of
target costing may have changed and that the theory from these sources is no
longer relevant. Forsman and Lingren (2006: 7) however point out that recent

research has continued to rely on these references to describe target costing.
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CHAPTER 2

UNDERSTANDING THE TARGET COSTING CONCEPT

2.1 INTRODUCTION

The concept of target costing is based on the logic that a company should
manufacture products that yield desired profits. In the event of a product not
yielding adequate profits, either the design should be changed or alternatively
the product should be abandoned (Amara 1998: 3).

Everaert (1999: 34) points out that target costing is not a costing system such
as full costing, direct costing or activity based costing. Brausch (1994. 49)
agrees by pointing out that target costing has not impacted on how to cost
products, rather it has influenced the way in which available costing information
is used in the approach to products and their profitability. Similarly Booth (1995:
42) states that by influencing products and processes, target costing is
concerned with shaping the foundations of the organisation and can be

regarded as the most proactive of all the uses of costing.

Brausch (1994: 49) points out that “the single largest change in our thinking has
been to stop thinking what products should cost and instead to report what
products will cost.” Similarly Roos and Chivaka (2008: 518) point out that by
asking the question “what may a product cost?” instead of “what does a product
cost?”, target costing ensures that products which are designed by the
organisation are profitable in the market. Cooper and Slagmulder (1997: 1)
further state that target costing treats cost as an input to the product

development process, not as an outcome of it.
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There are many different definitions of target costing in literature. Everaert
(1999: 34) summarizes the various definitions according to two categories
namely, the determination of the target cost and achieving the target cost. Kwah
(2004: 43) makes the observation that common to most of the definitions is a
process which is founded on a competitive environment in terms of which
market prices drive cost and investment decisions, cost planning, reduction
efforts occurring early in the design and development process, and participation

by cross functional teams.

The definition widely referred to in literature is that provided by Ansari et al
(1997: 11) which is stated as follows:

The target costing process is a system of profit planning and cost management
that is price led, customer focused, design centred, and cross functional. Target
costing initiates cost management at the earliest stages of product development
and applies it throughout the product cycle by actively involving the entire value
chain.

This definition gives rise to various principles, which will be covered in some

detail later in this chapter.

2.2 TARGET COSTING VERSUS TRADITIONAL COST MANAGEMENT

The traditional approach to profit planning is a cost plus approach. This
approach estimates production costs and then adds a profit margin in order to
obtain a market price. Should the market be unwilling to pay the price, the firm
will then attempt to find cost reductions. Alternatively, target costing
commences with a market price and a planned profit margin for a product and
establishes an allowable cost for the product. Product and process design is
used to reduce product cost in order that it is equal to this allowable cost (Ansari
et al 1997: 16). The differences between the cost plus and target costing

approaches are summarized in Table 2.1.
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Table 2.1: Comparison of target costing and cost-plus approaches

Cost Plus

Target Costing

Market considerations not part of cost
planning.

Competitive market considerations
drive cost planning.

Cost determines price.

Prices determine costs.

Waste and inefficiency is the focus of
cost reduction.

Design is key to cost reduction.

Cost reduction is not customer driven.

Customer input guides cost reduction.

Cost accountants are responsible for
cost reduction.

Cross-functional teams manage costs

Suppliers are involved after product is
designed.

Suppliers are involved early.

Minimizes initial price paid by
customer.

Minimises cost of ownership to
customer.

Little or no involvement of value chain
in cost planning.

Involves the value chain in cost
planning.

(Source: Ansari et al 1997: 16)

2.3 INTELLECTUAL FOUNDATIONS OF TARGET COSTING

According to Ansari et al (1997: 16) a traditional cost plus approach is depicted
as a “closed systems” approach, while target costing represents an “open
systems” approach. The differences between these two approaches are

summarized in Table 2.2 below.



24

Table 2.2: Intellectual foundations of cost management compared

Systems Theory
Concept

Traditional Cost
Management
(Closed Systems)

Target Costing
(Open Systems)

Relations with external
environment

Ignores external
environment; cost
system focuses on
internal measures of
efficiency.

Interacts with external
environment to respond
to customer needs and
competitive threats.

Number of variables
considered

No consideration of
cross- functional or
extra-organizational
impact of cost system.

Considers many
complex relationships
among functions and
across the value chain.

Form of regulation

After the fact, based on
cost incurred and
correction of error using
variance information.

Before the fact, by
anticipating and
designing costs out of a
product before
production.

Purpose of regulation or
control

Keep costs to a pre-
specified limit set by
standards or budgets.

Continuous
improvement of cost for
both customers and
producers over a
product’s life.

(Source: Ansari et al 1997: 17)

2.4 IMPLICATIONS FOR PRACTICE

Ansari et al (1997: 18) identifies the following implications for practice:

e Target costing needs to be holistically applied i.e. it is insufficient to

institute one element of target costing and conclude that a target costing

system is in place.
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e The effective use of target costing demands adherence to both the open
systems theory and the fundamental principles of the target costing
approach. All principles need to be adopted for the full benefits to be
realised. For example, problematic supplier partnerships do not

encourage suppliers to generate cost reductions or improvement ideas.

Brausch (1994: 45) concludes that the implementation of target costing requires
long-term profit planning, commitment to minimizing costs, and recognition that
strategic cost accounting can greatly impact the performance of the firm.
Further target costing presumes interaction between cost accounting and the
other activities of the firm; long-range profit planning that is well executed; and a

commitment to on-going cost reduction.

Gagne and Discenza (1995: 21) propose that target costing would appear to

benefit those companies which:

e Find themselves in assembly-orientated industries - rather than
repetitive-process industries manufacturing uniform products.

e Concentrate on diversifying their products.

e Make use of factory automation technology, which includes computer-
aided design, manufacturing systems which are flexible, office
automation, and computer-aided manufacturing.

e Have shorter life cycles where payback for factory automation must be
accomplished within eight years.

e Develop systems for reducing costs during the planning, design and
development stages of the life cycle of a product.

e Implement management methods such as just-in-time, value

engineering, and total quality control.
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2.5 PRINCIPLES OF TARGET COSTING

Swenson, Ansari, Bell and Kim (2003: 13) noted in their study that the best
practice companies were relatively consistent in the manner in which target
costing was applied. In this respect, the best practice companies employed a
cross-functional organisational structure, listened to the “voice of the customer,”
focussed on cost reduction during the new product development stage, and
were effective at removing costs throughout the supply chain. They concluded
that target costing has been extremely effective in controlling costs and

enhancing profit.

Ansari et al (1997: 11) describe target costing as a systematic process of cost
management and profit planning. The six key principles of target costing are:

2.5.1 Price-led costing

Target costs are calculated by subtracting the required profit margin from the

competitive market price, which is summarised in the following equation:

C=P-m

Where C = target cost
P = competitive market price

T = target profit

Ansari et al (1997: 11) point out that the situation in the marketplace controls
price, while the financial requirements of a firm and its industry determine the
target profit. For example, if the competitive market price for a product is R100,
and a company requires a 15 percent profit margin to remain financially viable
in its industry, then the target cost for this product is R85 (R100 — R15).
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Price led costing have the following sub principles:

e Product and profit plans are determined by market prices. These plans
are analysed frequently to ensure that resources are only provided for
products that generate consistent and reliable profit margins.

e Active competitive intelligence and analysis drives the target costing
process. Meeting or pre-empting competitive threats relies on an

understanding of market prices.

2.5.2 Focus on customers

Ansari et al (1997: 12) state that since target costing is market driven, the views
of customers are of utmost importance and should therefore be taken into
account throughout the entire process. Understanding the needs of customers
and what competitors are currently doing or might do to meet those needs is
essential. Quality, cost and time requirements of customers are thus
incorporated in product and process decisions and guide cost analysis.
Engineering development activities are driven by a focus on customers and are

shaped by the demands of the market.

Ansari (1997: 12) point out that the attainment of a target cost is not achieved
by sacrificing the features needed by customers, reducing the performance or
reliability of a product, or by delaying the introduction of the product in the
market. Further enhancements to the product’s features and functions only

occur in the following instances:

e Customer expectations are met.
e There is a willingness of customers to pay for them.

e Market share or sales volume is increased.
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2.5.3 Focus on design

Ansari et al (1997: 12) indicate that since target costing systems spend more

time at the design stage, it eliminates costly and time consuming changes

needed later, resulting in time to market being effectively reduced. This is in

contrast to traditional cost reduction methods which focus on economies of

scale, learning curves, waste reduction, and yield improvement to manage

costs. The implications of this design orientation are encompassed in the

following:

Costs are managed by target costing systems before they are incurred
rather than afterward. The target costing process focuses on design
since that is when the majority of costs are committed, as illustrated in
Figure 2.1. Cooper and Slagmulder (1999: 15) state that some
authorities estimate as much as 90% to 95% of a product’s costs are
fixed once a product is designed i.e. the costs cannot be avoided without
redesigning the product. Ansari et al (1997: 13) further indicate that by
looking at the impact of design on all costs, from R&D to disposition,
allows for cost reduction over the entire life cycle of a product.

Engineers are challenged to focus on the cost impact of product,
technology, and process designs by the target costing process. Before
being incorporated into the design all engineering decisions are filtered
through a relative customer value impact assessment.

All participating functions of the firm are encouraged by the target costing
system to examine designs, in order to ensure that product or
engineering changes are made prior to the product entering into
production. Few engineering changes are required by world-class
practitioners of target costing, after the commencement of production.
However, companies not using target costing typically make a significant

number of design changes after the start of production.
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e Simultaneous engineering of products and processes are encouraged by
target costing systems as opposed to sequential engineering. This
enables problems to be solved earlier in the process thereby reducing

development time and cost.

Boer and Ettlie (1999: 49) point out that the impact of design decisions may only
reflect on the financial statements two years after the decisions are made. One
aspect of product design — complexity — can result in the following downstream
costs which impact negatively on profits:

Labour and rework costs increase.

¢ Inventory levels increase as more parts are required.
e Quality is under pressure as complex parts are difficult to assemble.
e Additional time is required to train customers.

e Complex products break more frequently and are difficult to repair.

Figure 2.1: Comparison of committed and incurred costs
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2.5.4 Cross-functional involvement

Target costing uses cross-functional product and process teams representing

design and manufacturing engineering, production, sales and marketing,
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purchasing, cost accounting, service and support. Outside participants,
including suppliers, customers, dealers, distributors, service providers, and
recyclers are included in these cross-functional teams. The teams are
responsible for the entire product from initial concept through final production
(Ansari et al 1997: 14).

Cooper (1996b: 36) noted that at Nissan the accounting department is only
involved at the end of the target costing process, with their role being to ensure
that the products entering production do meet their target costs. The remainder
of the target costing process is the responsibility of marketing, production,

product engineering, and other functional expert areas.

CIMA (2005: 6) mentions the multi-disciplinary involvement and roles played by
the different functions in Toyota Australia’s target costing system, which were
identified in a study by the International Federation of Accountants’ (IFAC)
Financial and Management Accounting Committee as follows:

¢ Finance - a co-ordinating role, managing the assignment of cost targets,
reporting and monitoring performance, promoting target achievement
and highlighting deviations.

e Sales planning and distribution — driving the formulation of the overall
target cost.

e Purchasing — looking for cost savings through the analysis of parts and
components and working with suppliers to improve costs and to redesign
parts.

e Engineering — using techniques such as value engineering to identify
cost savings whilst maintaining the functionality of the product.

¢ Manufacturing — looking for cost savings through improvements in the

manufacturing processes.

Ansari et al (1997: 14) indicate that by including downstream functions as part
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of product development assists in avoiding problems that might occur later.
Through cross-functional participation, design reviews and engineering changes
are reduced, which cuts the time to market. Cost reductions and quality
increases are closely related to time to market, as the functional team is
responsible for the entire product.

2.5.5 Value-chain involvement

Ansari et al (1997: 15) state that all members of the value chain, such as
suppliers, dealers, distributors, and service providers, are involved in the target
costing process. Developing a co-operative relationship with all members of the
“extended enterprise” maximises cost reduction efforts throughout the value
chain. Long-term and mutually beneficial relationships with suppliers and other

members of the value chain form the basis of a target costing system.

Cooper and Slagmulder (1999: 16) refer to a chained target costing process
where competitive pressure is transmitted by the firm at the top of the supply
chain to other firms within the chain and each firm in the supply chain acts in a
manner that benefits the others. For interactions to be interactive adversarial
relationships needs to be replaced by interdependent, cooperative relationships.
This leads to supplier networks emerging in which all firms in the network
operate in a mutually supportive manner even though the firms may be in direct

competition with each other.

Swenson et al (2003: 14) concluded from his study that, in addition to internal
operations, the best practice companies rely on cost saving opportunities from
its supply chain to meet cost targets. Since approximately 75% of the value of
the products manufactured at Daimler-Chrysler and Continental Teves comprise
of purchased raw materials and components, the participation of their suppliers
are critical in ensuring that target-costing goals are achieved. Their supply
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chains are considered to be part of an “extended enterprise” where they share
design information, cost information, and inter-company teams meet to

establish cost reduction goals.

2.5.6 Alife-cycle orientation

According to Collier and Agyei-Ampomah (2007: 44) management accounting
has traditionally focussed on costs incurred after the product has been designed
and developed, i.e. when the product is in production. The result is that
substantial costs involved in the product design phase may not be taken into
account in costing the product, rather these costs may have been capitalised or
treated as an expense in prior years. In addition, the costs of discontinuance
are rarely included as part of the product cost when the product is discontinued.
Life-cycle costing overcomes the above shortcomings by including all costs over
its entire life cycle, from inception to abandonment. This determines whether

adequate profits are being generated to cover all life-cycle costs.

Ansari et al (1997: 15) confirm that life-cycle costs, which include the purchase
price, operating costs, maintenance, and distribution costs are brought into
account under target costs. The goal is to minimise the life cycle costs for both
the customer and the producer.

e The customer requires the minimisation of product ownership costs,
resulting from the lowering of operating, using, repairing and disposing of
the product costs.

e The producer requires the minimisation of development, production,
marketing, distribution, support, service, and disposition costs.

2.6 THE TARGET COSTING PROCESS

The target costing process differs from one firm to another and from one author

to another. For example, Cooper and Slagmulder (1997: 10) and Ansatri et al
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(1997: 20) indicate different numbers of phases and sections for the target
costing process. These variations have no significance to the purpose of this
research. In this study, the process proposed by Cooper and Slagmulder (1997:
11), which is depicted in Figure 2.2, will be followed. The process consists of
the following three sections:

e Market-driven costing

e Product-level target costing

e Component-level target costing

Figure 2.2: The target costing process
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Market-driven costing is the first step in the process during which stage the
allowable cost of each product is identified. The allowable cost is the cost at

which a product must be manufactured in order to earn its target profit margin at
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its expected target-selling price. Product-level target costing is the second step
in the process during which stage the product-level target cost is identified. This
is the cost, which is set to be achievable on the basis that product designers
expend considerable effort and creativity. Component-level target costing is the
final step in which component-level costs are identified. It is expected that the
firm’s suppliers find ways to deliver components at their target costs, while

making adequate profit (Cooper & Slagmulder 1997: 10).

2.6.1 Market-driven costing

According to Cooper and Slagmulder (1997: 87) market-driven costing can be

broken down into five steps, which is illustrated in Figure 2.3 below.

Figure 2.3: Market-driven costing
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(Source: Cooper and Slagmulder 1997: 89)



35

2.6.1.1 Setlong-term sales and profit objectives

Cooper and Slagmulder (1997: 89) indicate that target costing starts with the
long-term sales and profit objectives of the firm. It needs to ensure that each
product, over its life, contributes its planned share of profits to the long-term
objectives of the company. Detailed analyses of customer and competitor
trends are performed in order to establish a long-term product plan in support of

objectives set by management.

According to Ansari et al (1997: 21) the goals that an organisation must achieve
in order to satisfy market demands and remain profitable are defined by
competitive strategy. This competitive strategy integrates market trends,
customer needs, technology advances, and quality requirements into a product

SO as to meet customer’s expectations on price, quality and time.

2.6.1.2 Structure the product lines to achieve maximum profitability

Cooper and Slagmulder (1997: 92) advise that product lines must be properly
structured in order to ensure that they satisfy as many customers as possible.
Also having too many products can confuse customers and thus structuring the

product line is typically based on a thorough analysis of customer preferences.

2.6.1.3 Set the product’s selling price

Target selling prices are determined within the context of the long-term sales
and profit objectives of the firm. Market share, profitability objectives, and image
of the firm are factors that must be taken into account when setting the target

selling price (Cooper & Slagmulder 1997: 99).
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According to Cooper and Slagmulder (1997: 95) the concept of perceived value
forms the basis of the price-setting process. A company can only expect
customers to pay more for a product than its previous product if the perceived
value of the new product is higher. However, the availability of competitive
products and their perceived value have a dampening effect on price increases

associated with incremental perceived value.

Swenson et al (2003: 14) cite the example of one of Boeing’s customers who
requested heated floors. Prior to target costing, The Boeing Company was
inclined to comply with customer requests without considering the cost
implications. However, now pricing aeroplane options separately, the customer
reconsidered its request when the price of the heated floors came in at more
than $ 1 million.

Cooper and Slagmulder (1997: 95) observe that many firms follow an
incremental approach to setting selling prices. For example, the selling price of
a new vehicle model is considered to be the combination of the selling price of
the existing model plus any additional value as a result of improved
functionality. Competitors will normally react to a new product entering the
market by re-pricing their products, increasing their levels of advertising, or

introducing a new model at a lower price.

Similarly Crow (2002) is of the view that market factors such as market share,
business market penetration strategy, competition and competitive price
response, targeted market niche, and elasticity of demand form the basis on
which a target price is established. Ansari et al (1997: 32) found that Japanese

companies use four key determinants in setting a product’s price:
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e Customer needs/wants/tastes related to physical features and
aesthetic functions in a product.

e Acceptable price is the price that customers are willing to pay for
the desired functions and features of the product.

e Competitor analysis of product features, aesthetic functions, and
prices offered by the competition.

e Market share goal for the product.

These key determinants are depicted in Figure 2.4 below.

Figure 2.4: Setting prices in target costing
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2.6.1.4 Establish the target profit margin

Cooper and Slagmulder (1997: 100) state that target profit margins are
established with the objective of ensuring that the company’s long-term profit

plan is achieved. Ansari et al (1997: 36) further regard the setting of target
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profits as a function of bringing together (macro) business level plans with

(micro) product level plans.

According to Cooper and Slagmulder (1997: 100) there are two ways in which a
company can set target profit margins. In the first method, the actual profit
margin of the predecessor product is adjusted for changes in market conditions.
In the second method, the company starts with the target profit margin of the
entire profit line and depending on the realities of the market place; either raises
or lowers the target profit margin for individual projects.

Further Cooper and Slagmulder (1997: 104) point out that the company must
ensure that all costs and savings are accounted for when determining the profit
margin, in order that the expected profitability of the product across its life is
sufficient. Instances, which necessitate the company having to adjust the target
profit margin, would be if a product launch or discontinuance requires high
investments or if the selling prices or costs of a product are expected to change
significantly during its life. Failure to effect these adjustments may result in the
company either launching products that earn inadequate returns or not

launching products that earn adequate returns over their lives.

Ansari et al (1997: 38) point out that financial rates of return required by a
company normally determine the target profit rate. Reference is made to the
Japanese industry in which it is common practice to use a weighting scheme
that combines information about a company with industry information when
setting a required return on sales (ROS). Another financial indicator commonly
used is the return on assets (ROA), which is a product of asset turnover and

profit margin.
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Lee (1994: 68) is of the view that the determination of the desired profit should
be based on the company’s desired return on sales (ROS), rather than return

on investment (ROI). The reasoning is based on the following reasons:

e Manufacturers require a variety of products in low volumes to survive in
today’s fast changing market. It is virtually impossible to calculate the
profitability of those products in ROI.

e Long-term strategies focus on the profitability of portfolios of related
products and the role each product plays for the product group. In this
instance, ROS provides a better measure.

2.6.1.5 Compute the allowable cost

Cooper and Slagmulder (1997: 104) point out that the allowable cost can be
calculated by subtracting the target profit margin from the target selling price i.e.
Allowable cost = target selling price — target profit margin. The allowable cost
reflects the relative competitive position of the company as it is based on its
realistic, long-term profit objectives. As a result the allowable cost is not a
benchmark against which the company compares itself with its competitors. In
order to use allowable cost as a benchmark in this manner, target profit margins

taking into account the most efficient competitor, would have to be set.

Further, Cooper and Slagmulder (1997: 106) note that the cost-reduction
capabilities of the company’s product designers or suppliers are not taken into
account in the allowable cost calculation. Consequently the allowable cost is
often unachievable. In the event of a product's allowable cost being
unachievable, a higher target cost needs to be established by the company in

the product-level target costing process.
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According to Cooper and Slagmulder (1997: 107) the second part of the target

costing process involves product designers finding ways of developing products

that satisfy customers at the allowable cost. As product designers may not

always achieve this, the product-level target costing process increases the

product’s allowable cost to a target cost that the company can reasonably

expect to achieve, considering its capabilities and suppliers. The product-level

target costing process is illustrated in Figure 2.5 below.

Figure 2.5: Product-level target costing
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2.6.2.1 Set product-level target cost

Cooper and Slagmulder (1997: 108) point out that subtracting the allowable cost
from the current product cost derives the cost-reduction objective i.e. Cost-
reduction objective = current cost — allowable cost. Since the allowable cost
calculation is based on external factors and does not take into account the
company’s design and production capabilities, the risk exists that the allowable

cost will not be achievable.

Therefore the company has to break the cost-reduction objective into
achievable and unachievable sections. It is the ability of product designers and
suppliers to remove costs from a proposed product that forms the basis of the
achievable or target cost-reduction objective. By subtracting the new product’s
target cost objective from its current cost provides the product-level cost i.e.

product-level target cost = current cost — target cost-reduction objective

Cooper and Slagmulder (1997: 110) state that the unachievable part of the cost-
reduction objective is referred to the strategic cost-reduction challenge, which is
the difference between the allowable cost and the target cost i.e. strategic cost-
reduction challenge = product-level target cost — allowable cost. Not only does
this cost-reduction challenge indicate the profit shortfall that will result due to
designers being unable to meet the allowable cost, but also signals that the firm

is not as efficient as competitors.

The size of the strategic cost-reduction challenge must be carefully managed
and should reflect the actual inability of the firm to match competitors’ efficiency.
Should the target cost-reduction objective be set too high, not only will the
workforce be subjected to excessive cost-reduction pressure, risking burnout,

but the discipline of target costing is lost as target costs are regularly exceeded.
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Alternatively, setting the target cost-reduction objective too low will result in a
firm losing competitiveness, as new products will have excessively high target
costs (Cooper & Slagmulder 1997: 111).

Figure 2.6: Costs in atarget costing process
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Ansari et al (1997: 60) propose that unattainable costs can be addressed in the

following ways:

e Determine whether kaizen or continuous improvement will ensure that
targets are met.

e Retain the target costs and reduce the features offered, if the features
being reduced have no adverse impact on the market price.

e Postpone launching the product until such time as target costs have
been achieved, if time to market is not critical and the delay will not harm

profits.
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¢ Increase the target cost, when strategically motivated.

e Abandon the product as a last resort.

2.6.2.2 Discipline the product-level target costing process

It follows that the process of designing the product to its target cost can only
commence once the company has established the target cost objective. The
design engineers’ progress toward achieving this objective must be
continuously monitored by the chief engineer to enable the company to take
corrective action as early as possible. “The target cost must never be
exceeded” is the cardinal rule of target costing and is key to maintaining

discipline throughout the design process (Cooper & Slagmulder 1997: 119-122).

Cooper and Slagmulder (1997: 122) indicate that there are three ways in which
the cardinal rule is enforced. Firstly, where increased costs are the result of
design improvements, alternative offsetting savings must be found elsewhere in
the design. Secondly, products whose costs exceed the target must not be
launched. Lastly, to ensure that the target cost is achieved, the transition to

manufacturing must be carefully managed.

2.6.2.3 Achieve the target cost

Once the target cost-reduction objective has been established, a company
needs to find ways to achieve it. The techniques that assist product designers to

reduce product costs will be discussed in some detail under paragraph 2.10.

2.6.3 Component-level target costing

Target costs for a product’'s components are developed once the target cost for
the product has been established. Cooper and Slagmulder (1997: 139) identify

four steps in component level costing, which are illustrated in Figure 2.7.
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Figure 2.7: Component-level target costing
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