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Learning Objectives

Lead A1: Evaluate techniques for analysing and managing costs for 

competitive advantage

Component A1c): Evaluate Total Quality Management techniques

- Target costing and the determination of target costs from target 

prices

- Value analysis and quality function deployment

- The value chain and the management of contribution/profit 

generated throughout the chain

- Life cycle costing and its implication for marketing strategies 
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Target Costing

Target Costing is driven by market factors. TC is defined 

as a proactive cost reduction activity.

• Establish product concept and target price

• Deduct target profit margin

• Hence establish target cost

• Design product within the target cost

• During life cycle aim to reduce cost (Kaizen)

How does TC differ from Standard Costing?
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Target Costing

Standard costing and target costing have little in common for the

following reasons:

• the former is a costing system and the latter is not;

• target costing is proactive and standard costing is not;

• target costs are agreed by all and are rigorously adhered to whereas

standard costs are usually set without wide consultation.

Required:

Discuss the comparability of standard costing and target costing by

considering the validity of the statements above (18 marks)
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Target Costing

A pharmaceutical company, which operates a standard costing system,

is considering introducing target costing.

Required:

Discuss whether the company should do this and whether the two 

systems would be compatible. (7 marks)
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Target Costing

The selling price of product Z is set at $250 for each unit and sales for

the coming year are expected to be 500 units.

If the company requires a return of 15% in the coming year on its

investment of $250,000 in product Z, the target cost for each unit for the

coming year is:

A $145

B $155

C $165

D $175

E $185
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Value Analysis/Engineering

• Value analysis/ value engineering is an activity which helps to design

products which meet customer needs at a lower cost while assuming the

required standard of quality and reliability.

• Value analysis is 'the systematic interdisciplinary examination of factors

affecting the cost of a product or service, in order to devise means of

achieving the specified purpose most economically at the required

standard of quality and reliability'.

- identify any unnecessary cost elements within the components of goods

and services.

-more comprehensive than simple cost reduction

-Any cost data that do not add value to the product or service should be

eliminated.

• Value analysis will often lead to the reduction of components used in

a product, the use of alternative, cheaper components and the

standardisation of parts across several product lines.
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Value Analysis

Types of Value:

• Cost value - this is the cost incurred by the firm producing

the product

• Exchange value - the amount of money that consumers are

willing to exchange to obtain ownership of the product, i.e. its

price.

• Use value - this is related entirely to function, i.e. the ability

of a product to perform its specific intended purpose

• Esteem value - this relates to the status or regard

associated with ownership.

Aim of value analysis – maintain exchange and esteem

value at a reduced cost value
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Value Engineering & Functional Analysis

• Value Engineering is 'the redesign of an activity, product or service so

that value to the customer is enhanced while costs are reduced or at least

increased by less than the resulting price increase).

Methods of value analysis:

- Determine the function of the product and each component that is

used within the product

- Determine the existing costs associated with individual components

- Develop alternative solutions to the needs met by the components,

may involve design changes, manufacturing method, materials used.

- When analysing components a questioning attitude should be adopted.

- Evaluate the alternatives and the anticipated effect

- Implement the recommendations
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Value Engineering & Functional Analysis

• Functional analysis is defined as an analysis of the relationships

between product functions, their perceived value to the customer and

their cost of provision.

-The central theme of functional analysis is, like value analysis,

customer focus.

-An important aspect when gathering information is to identify the

functions of the product that customers’ value and identify

alternative ways of achieving these functions.

-Once an alternative has been chosen this must be implemented

and performance measured to assess the degree to which the

objective has been achieved.
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Porter’s Value Chain

Support 

Activities

Primary Activities

Inbound 

Logistics
Operations Service

Marketing

and Sales

Outbound

Logistics

Procurement

Technology Development

Human Resource Management

Firm Infrastructure

The value chain is a linked set of value creating  activities starting from 

basic raw material  sources through to the ultimate end use product or 

service delivered to the customer.
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Porter’s Value Chain Example

Which of the following is not considered a primary activity in the value

chain developed by Michael Porter? Select All that apply:

• Sales

• Operations

• Outbound logistics

• Procurements

• Inbound logistics

• Human resources management

• Firm infrastructure

• Technology development 
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Life Cycle Costing

Cost of a product over its 

entire lifecycle, with the 

aim of maximising return 

over the total life

Relates costs and 

revenues to time 

periods, hence 

difficult to see total 

profitability

Life Cycle Costing (LCC) Traditional Accounting
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Life Cycle Costing

• Design costs out of the product

• Minimise the time to market

• Maximise the length of the life cycle itself
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Life Cycle Costing Example

The following statements have been made about the benefits of lifecycle

costing. Select All that apply:

• Its use may assist management in allocating resources to non-

production activities

• A company is in a strong position if all its products are at the same

phase of the life cycle

• Planning and design costs are not included when calculating the life

cycle costs of a product.

• Lower costs can be achieved earlier by designing out costs.


