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arget costing is a strategic man-
agement tool that seeks to re-

duce a product’s cost over its
lifetime. Target costing presumes in-
teraction between cost accounting and
the rest of the firm; well-executed,
long-range profit planning; and a com-
mitment to continuous cost reduction.
Its application in Japan has been well
documented, but American firms also
can use it to understand costs better
and to enhance long-term profitability.
One American firm recently imple-
mented target costing, and the results
have exceeded the firm’s expectations.
Culp, Inc., a $260-million textile
manufacturer for the home furnish-
ings industry, has just completed the
final stages of implementation of its
newly designed costing system. We be-
gan the project in 1988 when we real-
ized the need for better cost manage-
ment and have worked tirelessly since
then in an ongoing cost management
evolution. Our journey has led us to a
realization that cost management is dif-
ferent from other accounting efforts,
and we have undertaken a target cost-
ing program to help us build profits
and decrease the cost of our products

B at the design stage.

We implemented this system by us-
ing a team approach to cost manage-
ment and by bringing together the di-
vergent groups in the company—
accounting, finance, engineering, and
operations—to make our cost system
as up-to-the-minute as possible.

The target cost is the price custom-
ers are willing to pay for a product less
the profit we must receive for making
that same product. The difference be-
tween the two becomes our product
cost. It is the cost at which we must
produce an item in the long run. Typi-
cally, American manufacturers have
said: Here is my cost. I have to receive
a certain profit contribution rate above
that, so consequently I must sell my
product for this price (cost/(1-needed
profit margin). Target costing reverses
several decades of American pricing
strategy by taking into account that our
customers do not care about our
costs—only about their own. Our sell-
ing price is their cost, and there the
customer’s concern ends.

CHANGING THE CORPORATE
MINDSET

ur philosophy was simple: that
cost management is one of the
most strategically imperative

areas of the firm. It combines the ef-
forts of marketing, operations, and ac-

counting and presumes a relationship
with and working knowledge of each to
be successful. This relationship and
working knowledge were achieved by
integrating cost management with the
other activities of the firm and no long-
er treating cost accountants as after-
the-fact scorekeepers.

Our No. 1 maxim of cost manage-
ment is: Unless cost management is
treated as a viable part of the firm’s
strategic direction, ongoing cost man-
agement efforts are doomed to failure.
In most cases, including our own, cost
management efforts are preset for fail-
ure if the cost accountants are treated
as bean counters destined to crunch a
lot of numbers without any input or ex-
planation as to why the numbers are
the way they are.

THREE STRATEGIES

n an article in the August 1993 is-
I sue of MANAGEMENT ACCOUNT-

ING®, “Strategic Management Ac-
counting—How and Why,” authors
Johnson and Kawada posit that two
schools of management accounting
thought have emerged: the accuracy
school and the strategy school. These
schools of thought are said to have one
thing in common: disdain for tradition-
al financial accounting and an aware-
ness that management accounting sys-
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Author John Brausch (l.) greets Nathan Garrett, chairman of the National Association of State
Boards of Accountancy, at a recent Piedmont High Point Chapter meeting.

tems must be separate from financial
accounting systems.

At Culp we recognized the impor-
tance of breaking down the attitudinal
barriers of the firm toward cost man-
agement. As our cost management
system evolved we began, first, to rec-
ognize the distinction between mana-
gerial and financial accounting. Sec-
ond, we joined the accuracy school,
and, last, we saw the viewpoint of the
strategy school and the importance of
strategic cost management to our
firm’s corporate direction.

Strategy No. 1: Recognizing the dif-
ferences between managerial and finan-
cial accounting. Although most read-
ers of MANAGEMENT ACCOUNTING®
are well versed in the differences be-
tween financial and managerial ac-
counting, most business leaders are
not. Most of them feel that accounting
figures can be massaged to produce
any output for any particular applica-
tion. Because most firms’ accounting
efforts have been designed to meet the
needs of financial accounting, manage-
rial accounting, if it is considered at all,
is thought of only as a subset of finan-
cial accounting.

Even among accountants, cost ac-
counting has received scant attention.
Few CFOs and even fewer CEOs have
any type of background in cost man-
agement. Typically, CFOs come from
public accounting firms. They are well
versed in financial accounting but have
little knowledge of the intricacies in-
herent to cost management. Auditing,
tax, and financial management have
been seen as the glamour fields within
accounting. The evolving attitude is to-
ward an obsession to manage by the
numbers, whereas cost management

relies more on an operation’s process-
es and much less on GAAP.

Financial accounting’s edicts result
in a lack of interest in both the process-
es and the people involved and a cor-
porate dictum to make the numbers
look good. The people who are manag-
ing by the numbers rarely visit the
shop floors, have no concept of the
manufacturing or service processes,
and do not have the patience to allow
for the implementation of long-term
corrections rather than short-term fix-
es. Today’s profit and loss statement
rather than tomorrow’s competitive
position is what drives management by
the numbers.

This attitude affects cost manage-
ment in two ways. First, cost manage-
ment, to be successful, requires under-
standing the business processes.
Second, proper cost management can-
not be achieved in the short run by a
quick fix. What is necessary is a long-
term commitment to learning the busi-
ness and building a managerial ac-
counting system to fit the operational
cycles of the firm.

Unfortunately, cost management is
competing against other areas for the
firm’s scarce resources. Its advocates
are left at a huge disadvantage because
top financial management generally
doesn’t understand cost management
or the processes that cost manage-
ment seeks to address. A recent study
by the Controller’s Council of the Insti-
tute of Management Accountants indi-
cated that cost accounting ranked dead
lastin terms of resources consumed by
accounting functions. To quote that
study: “Many firms of all sizes do no
cost accounting or managerial ac-
counting whatsoever. Even in manu-

facturing, cost and managerial ac-
counting receive meager support.”

The second difficulty management
accountants must overcome has to do
with financial accounting numbers.
The case has been well made by nu-
merous academicians and practitio-
ners that the outputs of financial ac-
counting simply are not sufficient for
management’s needs. The information
is both too late and too aggregated to
be of much good to anyone other than
the IRS and the SEC. Unfortunately,
most firms are not willing to invest the
time and money necessary to develop
separate managerial accounting sys-
tems. Instead, they ask the manage-
ment accountants to provide internal fi-
nancial information based on
externally derived systems.

At Culp, our first goal was to sepa-
rate the functions of managerial and fi-
nancial accounting so that each could
serve its customers to the best advan-
tage. This separation is important to
any management accounting system
evolution. We do not ask salespeople to
present the same proposals to every
customer, yet we ask accountants to
use the same information and make it
work for management, the investment
community, the IRS and SEC, and all
of the other groups our information af-
fects. As management accounting
practitioners, we must realize that
these groups need different informa-
tion just as the firm’s customers need
to know about different aspects of what
our firm can provide.

Strategy No. 2: Accurate product cost-
ing. The accuracy school of cost man-
agement obviously is concerned with
accurate product costs. We began our
cost effort firmly in this camp. In the
words of our CEQ, our mission from
the project’s beginning was to “get
product costs as close to actual as pos-
sible.” Although this goal may sound
simplistic, achieving it was not easy.

We knew that in most of our divi-
sions our costs were accurate in the ag-
gregate. That is, our budgeted costs
and actual costs were closely related.
Unfortunately, as in so many compa-
nies, our individual product costs were
terribly misstated. Our system worked
on a modified welfare basis, penalizing
profitable products with unwarranted
costs and subsidizing losing products
by channeling their costs elsewhere.
At the same time we reported all prod-
uct costs to the fourth decimal place,
intimating a level of accuracy that the
cost department (and almost everyone
else) knew was not there. Unfortunate-
ly, many of the users of the information
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in design, marketing, and manufactur-
ing derived a false sense of comfort
from it, which inevitably led them to
poor decisions about the products.
Many of these decisions could have
been avoided by involving the manage-
ment accountants in the decision-mak-
ing processes and by changing the role
of the cost group from team statistician
to team player.

To involve management accoun-
tants in the process required an admis-
sion that our product costs were not ac-
curate and that the decision makers
should not rely on them. This admis-
sion then forced a decision: either the
costs were worth knowing or they
were not. If so, we had better improve
their accuracy. If not, then why cost
products at all? If costing were used on-
ly to value inventory, we could devise
a much simpler system to do it. GAAP
requires nothing as sophisticated as
our previous cost system for inventory
valuation, and said sophistication was
too expensive to maintain if it were of

Only one financial
placement firm comes
up a big winner...

accountants on call
by nearly6to1

no further value to us internally.
Inevitably, we concluded that these

product costs were important and that

we had better make them as accurate
as possible. This decision in turn led to
representatives from all areas of the
company working together, first, to un-
derstand what makes up a given prod-
uct’s costs and, second, to do whatever
was necessary to reflect those costs ac-
curately in our cost management sys-

tem. Over time, as the entire company

began to regain faith in the system’s
output, these decision makers con-
cluded that each of their actions played
a large part in determining and then
lowering product costs. This revela-
tion led us in turn to the third strategy.

Strategy No. 3: Going from the accu-
racy school to target costing. Costing
products accurately is a worthy goal.
Accurate product costing, however, in
and of itself does little to improve the
firm’s strategic position and does noth-
ing to reduce costs. We concluded that
reporting the same costs accurately

was not as important to us as using

cost management to make more mon-
ey for our firm. The strategy school
suggests that cost management can be
used to meet predefined strategic
goals extrinsic to cost management.
After gaining a level of comfort with
the information provided by cost man-
agement, we decided to change the
thrust of what we were trying to ac-
complish. As we learned more about
the activities that consumed costs we
realized that we could do much to limit
them. One of the premises of activity-

®
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BY OpINION RESEARCH CORP.,

customers rated the quality of service provided by
accountants on call’s internal staff best by nearly
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Circle No. 9

based costing is not just to learn more
about costs but to make the decisions
that will bear directly on them.

One of the ways we have decreased
costs is by implementing target cost-
ing at the design stage. As we worked
on our cost management systems, we
soon realized that well over four-fifths
of our costs were built into the product
at the design stage. In our previous
cost reduction efforts we spent 100% of
our time in reducing the 20% of the
costs not necessarily designed into the
product and left the 80% of costs to do
as they pleased.

Understanding the nature of cost
buildup was an important lesson for us.
We discovered that our manufacturing
costs were incurred as a result of the
product and process characteristics.
The processes in turn were driven by
what we were producing at any given
time. Through our cost management
implementation efforts, we became
aware that the overwhelming majority
of costs were created and built into our
products before we ever began the
manufacturing process. Our previous
efforts to reduce costs had been little
more than after-the-fact tinkering,
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while our current efforts address re-
ducing costs before they are incurred.

Because we are in the decorative
fabric business, design is a major part
of the firm’s manufacturing process.
Our design staff constantly is develop-
ing new products with new applica-
tions for new markets. The design staff
is good, but it never purposely de-
signed for profitability. Because cost
management is now considered such
an integral part of our corporate efforts
it seemed only natural that the cost
management and design teams would
work closely together to develop a
mechanism to design more effectively
for profitability. The resultis that target
costing goals have been developed for
each of our product lines and are being
built into all our new products as they
are introduced.

APPLYING TARGET COSTING

ith target costing, the pricing
decision becomes the focal
point of our efforts, not the

product’s cost. In our case this infor-
mation was readily available because
our product’s perceived value (selling
price) is easily determined based on
the “look” of the product. In many in-
dustries this information may not be so
easy to obtain, but it is the genesis of
any target costing effort. The focus is
much more external in lowering costs
to meet customer demands as opposed
to an internal focus of meeting internal
standards.

Our second focus is on our profit
plan. Medium to long-term profit plan-
ning must be in place to incorporate
target costing. This longer-run (as op-
posed to very near-term) profitability
| assessment is crucial because the tar-
get cost may not be achievable imme-
diately but rather may be reached over
time. Without forward thinking about
longer-term profit positioning, man-
| agement may exert pressure to lower

costs unrealistically because of a short-
| term profit squeeze. Too much of this
short-term profit pressure has a couple
of results:

B Rejecting perfectly profitable prod-
ucts, or

B Lowering “standard” costs to ap-
pear profitable when in reality said
costs cannot be achieved even in
the long run.

It is crucial therefore to be forward
looking in our target costing efforts
and to position a product realistically
over its life span. This philosophy is
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similar to previous attitudes about
standards being both challenging and
attainable. We are attempting constant-
ly to achieye better results but are care-
ful not to set unrealistic goals that
might destroy morale.

Target costing is not a costing issue.
In fact, our target costing program
hasn’t had an impact on how we cost
products but rather has affected the
way in which we use the costing infor-
mation already available to us through
our cost management efforts. The in-
formation has altered our fundamental
approach to products and their profit-
ability. New product introductions
must meet certain profit targets. If tar-
gets are not met, then the products are
continually redesigned until they meet
said goals. This continual redesigning
process presumes that the target cost
can be reached while attaining the
same selling price through the per-
ceived value in the product.

The single largest change in our
thinking has been to stop reporting
what products should cost and instead
to report what products will cost. We

have focused our attention on getting -

costs out of the product during the de-
sign stage. This proactive concentra-
tion on the product’s cost allows us to
prevent costs rather than reduce them
after the fact. This concentrated effort
in turn pushes us to constant improve-
ment in our design for manufacturabil-
ity, the number of components used in
the process, and the flow of products
through the manufacturing pipeline.
Now we are concentrating on reducing
costs continuously rather than going
on periodic cost reduction binges or re-

porting the costs we have incurred

even more accurately.

Please realize that our goal is not so
much cost reduction as it is profit en-
hancement. The long-running intra-
company comment is that we were be-
coming a world-class company in
every area but one—making money.
We are using target costing to help us
become world class in this area as well.

In setting and meeting our target
costing goals we also have focused
less on single products and more on
product groups. At any given time
there will be several products within a
group that do not meet our goals for a
variety of reasons. Qur efforts are ex-
pended on assuring that the entire
group is above goal and that the
group’s compensation and standing
are based on the entire portfolio’s
standing. The key to any single prod-
uct is to achieve the targets over the
product’s lifetime through improve-

ments in the way we manufacture it.

Figure 1 illustrates one product
line’s performance measured against
goal for the last 13 months. Our profit
goals are measured on a gross profit
(before salary, general, and adminis-
trative expenses) contribution per ma-
chine hour basis as opposed to a
straight profit margin basis. We mea-
sure profits this way because machine
hours are much more restricted than
output based on our manufacturing
process—our products vary greatly in
the manufacturing time needed to
complete them. This time constraint
makes profit turnover more important
than profit margin. Figure 1 measures
each month individually and also pro-
vides a longer-term rolling average
performance measurement to mark
our progress better over time.

This product line’s performance
then is measured by each of our four
marketing groups (see Figure 1) to
find out whether goals are being met
through each specific marketing chan-
nel. Products we once considered ho-
mogeneous in terms of marketing be-
have very differently from a profit
standpoint, depending on the market-
ing channel used. Although we do not
yet understand all of the differences in-
volved, we are trying to discover how
and why the varied channel character-
istics affect company profitability.

We believe that target costing can
play a major role in many firms. Al-
though it is used primarily in Japan,
American companies can adopt the
practice and accrue the benefits result-
ing from this application of strategic
cost management. Cost management
can play a major part in any firm’s stra-
tegic efforts. Management accoun-
tants must become involved in the stra-
tegic decision-making processes of
their firms. They have a wealth of infor-
mation about the firm and its operating
conditions. It is up to each of us, as
management accountants, to make our
knowledge more accessible to the
firm’s decision makers. ]

John M. Brausch, CMA, is a project fa-
cilitator, activity-based costing, for the
James River Corporation and was for-
merly the cost accounting manager for
Culp, Inc. His previous article, “Selling
ABC,” was published in the February
1992 issue of MANAGEMENT AC-
COUNTING®. He is a member of the
Piedmont High Point (N.C.) Chapter,
through which this article was submit-
ted. He can be reached at (804) 343-
4768.
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