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Our Focus: 2nd Stage Allocation 

• The duly basis is determined and used for 
factory overhead proration (sharing) rate 
exclusively according to cause and effect 
relations.   

• Financial and non- financial bases are utilized 
for sharing overhead costs.   

• All costs are considered as product related cost 
and this system considers all costs as variable 
types with respect to long run perspective. 
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Target Costing: General Concept 

• Target cost is the cost that can be incurred 
while still earning the desired profit 

– Selling price – desired profit = target cost 

• The customer sets the price 

– Profit must be achieved through cost control 
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Target Costing Characteristics 

• Contradicts the traditional approach:  design 
product, determine cost, set price 

• Intense customer focus 
– What do they want? 

– How much will they pay for it? 

• Can we make a profit on it? 

• Want answers to these questions before 
committing to the project 
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Target Costing Characteristics 

• Cost control from the beginning 

– 70-90% of costs are committed to at the design 
stage 

– Focus on product and process design to engineer 
out costs from the beginning 

• Saves costly changes later on 
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Comparison Between FPG Costing 
and Target Costing 

Factors of waste materials 
and inefficiency are 

addressed for lowering costs 

Design of product is an 
important and essential in 

lowering of costs 

Costs determine sale price 
Sale price determines 

production costs 
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Benchmark 

Quantity standards 
specify how much of an 
input should be used to 

make a product or 
provide a service. 

Price standards 
specify how much 
should be paid for 

each unit of the 
input. 
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Setting Direct Material Standards 

Price 
Standards 

Summarized in  
a Bill of Materials. 

Final, delivered 
cost of materials, 
net of discounts. 

Quantity 
Standards 
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Setting Direct Material Standards 

Price 
Standards 

Summarized in  
a Bill of Materials. 

Final, delivered 
cost of materials, 
net of discounts. 

Quantity 
Standards × 
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Deviations from standards deemed significant 
are brought to the attention of management, a 
practice known as management by exception. 
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A General Model for Variance Analysis 

Variance Analysis 

Price Variance 

Difference between 
actual price and  
standard price 

Quantity Variance 

Difference between 
actual quantity and 
standard quantity 
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A General Model for Variance Analysis 

Variance Analysis 

Materials price variance 
Labor rate variance 
VOH rate variance 

Materials quantity variance 
Labor efficiency variance 
VOH efficiency variance 

Price Variance Quantity Variance 
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A General Model for Variance Analysis 

Price Variance Quantity Variance 

  Actual Quantity       Actual Quantity     Standard Quantity 
            ×                                 ×                                   ×  
    Actual Price           Standard Price          Standard Price 
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A General Model for Variance Analysis 

   (AQ × AP) – (AQ × SP)        (AQ × SP) – (SQ × SP) 

   AQ = Actual Quantity         SP = Standard Price 
   AP = Actual Price               SQ = Standard Quantity   

Price Variance Quantity Variance 

  Actual Quantity       Actual Quantity     Standard Quantity 
            ×                                 ×                                   ×  
    Actual Price           Standard Price          Standard Price 
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Using Variance Analysis to Control Costs 
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Demo 

Compute the direct 

labor rate and 

efficiency variances and 

explain 

their significance.  
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  Steve has the following direct labor standard for the 
product of PVC. 

1.2 standard hours per ton at $10.00 per hour 

  Last month, employees actually worked 2,500 hours 
at a total labor cost of $26,250 to make 2,000 tons.   

Labor Variances – An Example 
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Labor Variances Summary 

Rate variance 
$1,250 unfavorable 

Efficiency variance 
$1,000 unfavorable 

   Actual Hours             Actual Hours        Standard Hours 
            ×                                 ×                                   ×  
    Actual Rate             Standard Rate            Standard Rate 

   2,500 hours                 2,500 hours                  2,400 hours 
           ×                                 ×                                   × 
$10.50 per hour         $10.00 per hour.          $10.00 per hour 

    = $26,250                  = $25,000                     = $24,000    
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Labor Variances Summary 

Rate variance 
$1,250 unfavorable 

Efficiency variance 
$1,000 unfavorable 

   Actual Hours             Actual Hours        Standard Hours 
            ×                                 ×                                   ×  
    Actual Rate             Standard Rate            Standard Rate 

   2,500 hours                 2,500 hours                  2,400 hours 
           ×                                 ×                                   × 
$10.50 per hour         $10.00 per hour.          $10.00 per hour 

    = $26,250                  = $25,000                     = $24,000    

$26,250  2,500 hours 
= $10.50 per hour 
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Labor Variances Summary 

Rate variance 
$1,250 unfavorable 

Efficiency variance 
$1,000 unfavorable 

   Actual Hours             Actual Hours        Standard Hours 
            ×                                 ×                                   ×  
    Actual Rate             Standard Rate            Standard Rate 

   2,500 hours                 2,500 hours                  2,400 hours 
           ×                                 ×                                   × 
$10.50 per hour         $10.00 per hour.          $10.00 per hour 

    = $26,250                  = $25,000                     = $24,000    

1.2 hours per ton  2,000 ton 

 = 2,400 hours 
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Labor Variances: Using the Factored Equations 

Labor rate variance 
LRV = AH (AR - SR) 
        = 2,500 hours ($10.50 per hour – $10.00 per hour) 
        = 2,500 hours ($0.50 per hour) 
        = $1,250 unfavorable 

Labor efficiency variance 
LEV = SR (AH - SH) 
        = $10.00 per hour (2,500 hours – 2,400 hours) 
        = $10.00 per hour (100 hours)  
        = $1,000 unfavorable 
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Responsibility for Labor Variances 

Production Manager 

Production managers are 
usually held accountable 

for labor variances 
because they can 

influence the: 

Mix of skill levels 
assigned to work tasks.  

Level of employee 
motivation. 

Quality of production 
supervision. 

Quality of training 
provided to employees. 
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One Day Closing 

In Time Management System v.s. 
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Profit or Loss 

What Wang’s Concern? 
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Enter Once = Multi-Input 
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Check for Abnormal Data 
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Control Settlement Schedule 
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One Day Closing 

Batch Schedule 

FPC：1st of the month 03：30am 

NYP：1st of the month 06：00am 

FCF：1st of the monthe 05：00am 

FPC：1st of the monthe 04：30am 



Brief Flow Chart 
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