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Abstract: The intensification of competition, the increasing decision power of the customer and the transparency of markets have determined companies to focus their strategy more and more on the customers. Besides specialized methods like loyalty and fidelity programs, bonuscards, and others, companies try to adapt all the other policies in order to increase their customer orientation. Target Costing is a price policy method, by which the costs caused by the steps of the production process of one product are established according to the needs of the customers. With the help of this method, companies will be able to eliminate or to reduce all those costs, which are not important to the customer, but are very expensive. This article presents target costing as a customer oriented cost and price determination method, by which companies try to adjust their costs according to the market price.
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1. INTRODUCTION 

The development of the economical, political, social and technological environments in the past years, made companies be more and more aware of the importance of the customers for the their success. Therefore companies try to adjust their strategies according to the expectations and desires of the customers, because customers are the ones who make the buying decision. One of the most important factors in the buying decision of the customers is the price. For this reason companies have on one hand to adjust the price according to the expectations of the customers and on the other hand they have to take care to cover the costs of the product. 


Target costing is a method by which the costs of one product are set according to the price expectations on the market. The most important characteristics of target costing is that, it tries to answer to the question “what should a new product cost?” and not anymore “what does a product cost?” (Backhaus, Schneider, 2007, pg. 102).

This article presents several aspects of the customer oriented price determination method target costing, such as definition, development, concept and way of application.     

2. DEFINITION AND CONCEPT

Target costing (jap.: Mokuhyou Genkakeisan) is a cost management method developed in Japan, used at the beginning mainly in products with high developed techniques such as automotives industry, electronic industry, high-tech industry and so on. Target costing is a method that ensures the fact that products are brought on the markets “not only with the right level of quality and functionality, but also with appropriate prices for the targeted customer” (Cooper, Chew, 1996, pg. 88-97). So after setting the price of one product depending on the importance of its characteristics for the customers, the developers of this product have to take care not to exceed with the costs. Cooper and Chew consider that target costing is a way by which customer set the price and not the product (Cooper, Chew, 1996, pg. 88-97). According to Coenenberg, target costing has three main characteristics. 

The first characteristic is the market and customer orientation (Coenenberg, 1999, pg. 454). By target costing a company can achieve the best relation among quality, functionality and price and actually to offer the best possible price for a certain product. The target cost defines the maximum amount of cost that a product can have so that after applying the required profit margin, it still doesn’t exceed the market price, which the customer is ready to pay.   


The second main characteristic of target costing is the influence of the costs in the development phase of the product (Coenenberg, 1999, pg. 454). Before the method of target costing has been used, companies did not analyze carefully the development costs of one new product. So, it often happened that at the market entrance of the new product, the development costs of it were to high and a competitive price on the market could not assure the desired profit margin for the company. For this reason Japanese companies came to the idea to set the maximum level of costs in the design and development phase (Franke, 2000, pg. 217-228 and Coenenberg, 1999, pg. 453) and created target costing. As developing costs represent approximately 80% of the total costs of one product (Backhaus, Schneider, 2007, pg. 102 and Cooper, Chew, 1996, pg. 88-97) it is very important to monitor these costs from the beginning.      

The holistic view of the product is the third characteristic of target costing (Coenenberg, 1999, pg. 454). By target costing, a company can not only influence the costs in the developing phase of one product, but also improve the cost structure in the whole life time of the product. By analyzing each part of the structure of costs, companies can find improvement methods for several activities which are included in the production process of the product. In this way, target costing can be regarded as a controlling method both in the cost management and in the price politic of the company. It helps to improve the cost structure, to adept this cost structure to the customer’s expectations and last but not least to improve the profitability and the success of the company (Franke, 2000, pg. 217-228).       

3. WAY OF APPLICATION OF TARGET COSTING

In order to apply correctly target costing in a company, there are more steps which must be passed. According to Backhaus and Schneider, we can identify three main implementation phases. These phases are: the determination of the target costs (allowable costs), the division of costs (cost structure) and the achievement of the target costs (Backhaus, Schneider, 2007, pg. 103). The relation between the three phases and their main activities can be seen in fig. 1.       
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Fig. 1: Graphical representation of target costing 

(Source: Backhaus, Schneider, 2007, pg. 103 and Coenenberg, 1999, pg. 455).


The first step in the application of target costing is the determination of the allowable costs of one product. This step is market oriented because it tries to determine the accepted price on the market. It consists of several phases: determination of the market price, evaluation of the importance of quality and functions of the product to the customer, and the calculation of the allowable costs. In order to find out the opinion of the customers about the optimal relation between quality, functionality and price of one product, a company has to question the customer about this issue. One of the best methods used for this purpose is the multivariate data analysis method conjoint measurement (Coenenberg, 1999, pg. 456). By this method the best combination of several aspects of the product can be determined. After knowing the optimal market price, the allowable costs can be calculated by subtracting the targeted profit.  


     In the second step the analysis of the internal costs is done. The objective of this phase is to make a division of the total costs on each cost component (Backhaus, Schneider, 2007, pg. 104) and compare it with the results of the market analysis. According to Coenenberg this phase consists of five steps. These steps are: the development of the scheme of the product, evaluation of the importance of each component to the customer according to the market analysis, evaluation of the costs of each component, calculation of target cost index and the target cost diagram with the interpretation of the results (Coenenberg, 1999, pg. 456). In order to understand better these steps, the way of application is presented on the example of a medicine device for diagnosis.

In order to analyze the importance and the costs of each product component we first have to determine which these components are. In fig. 2, the components for our example are presented in the first row. According to the market analysis based on interviews done in the previous phase, the importance of each component for the customer has been determined. These results are also presented in the second row of fig. 2. In the same way the quota of the costs of each component related to the total costs are calculated and presented in the third row of fig. 2. All these three steps are actually in reality much more complex than they are presented in this article. When calculating these percentages many aspects and particularities of products and companies have to be taken into consideration. This is why their analysis is more difficult and much more time taking as they seem here.     

	Component
	Magnet
	Electronic cabinet
	Patient

chair
	System component
	Reel grade
	HF

cabinet
	Instal-lation

	Customer benefit quota
	44%
	26%
	5%
	9%
	7%
	4%
	5%

	Cost

quota
	31%
	27%
	3%
	12%
	4%
	7%
	16%

	Target cost index
	1.42
	0.96
	1.67
	0.75
	1.75
	0.57
	0.31


Fig. 2: Example of the result of a target costing application 

(Source: Coenenberg, 1999, pg. 465).


The target cost index is calculated for each analyzed component of the product, as a relation between the customer benefit quota and the cost quota. If this index is higher than one, than it means that the product component is evaluated by the customer as more important than it is in the cost structure. Depending of the satisfaction of the customers with this component companies should either keep the existing cost level or improve this component. 


The aspects which are further more interesting for the analysis of a company are the product components with a target cost index less than one. These are components which are “expensive” for companies because companies spent proportionally a big amount of money for them although they are not so important for the customers. These are actually the parts for which companies should reduce their costs or find methods to improve the efficiency of the production of these components. Depending on how “close” the index is to one, companies can find out how big the discrepancy between the customers needs and the invested costs are. These differences can also be seen in the diagram from fig. 3.


In fig. 3. the situation of the company is graphically presented together with the strategic recommendations. So we have on the 45° line the ideal situation of the product components were the benefit of the customer and the costs are equally distributed. The surface directly situated to the 45° line and limited by the two lines is also very good from the point of view of target costing. The relation between the customer benefit quota and the cost quota is almost equally distributed. The product components situated under the mentioned surface is “to easy” regarded. These are product components which are taken to easily, that means they are a bit neglected from the company in comparison to their importance to the customer. The product components situated over the mentioned surface are “to expensive” for the company. Actually the company spends to much on them in comparison to their importance from the customer’s point of view.        
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Fig. 3: Target cost diagram 

(Source: Coenenberg, 1999, pg. 466).


4. CONCLUSIONS

In the present situation of the world markets characterized by the intensification of competition and increased customer orientation, companies have to adept their strategy in order to have a long term success. Target costing is a useful controlling method for a company, by which it can not only increase its customer orientation but also it can determine insignificant fields and reduce the costs for these. 

Besides this, the target costing method is very important for the development and market entrance of new products. With the help of target costing a company can not only provide the ideal product from a qualitative and functionality point of view, but it can also offer it at the ideal price. So the company offers to its customers a product with a perfect quality-functionality-price combination. Besides this, it can achieve its desired or planned profit margin by monitoring and evaluating the costs according to the customer’s desires.   
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