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1 Preface to the New Edition



This book sets out a structured, practical approach to intelligent cost management. It contains:


[image: images] A cost manager’s toolkit of key ideas and cost-management strategies.


[image: images] Frameworks for analyzing cost.


[image: images] Practical techniques for implementing cost-reduction programs – one-off or continuous.


The book addresses the topic of cost in a general and holistic way. It is relevant to all private-sector businesses and to public-sector organizations. However, there is a bias in the material toward service businesses and service activities rather than manufacturing. This is because there is a great deal new to say about service cost whereas production cost already has a rich literature.


Driving Down Cost is for the general manager and the general reader, providing an overview of the broad sweep of cost management rather than detailed coverage of specialist subtopics. So for example I discuss procurement, but not at the level of detail needed to become a professional procurement manager. I discuss management accounts, but not with the degree of finesse expected of a CPA or finance director. There are dozens of detailed technical manuals available on procurement and on cost and management accounting and that is not what this book is about.


One of my motivations for writing was that I could not think of any book that sets out a generalized approach to the topic of cost management. I checked out my top-of-the-head view on Amazon and Google and found that it was right. Given that so many consulting projects, and so much management energy and attention, are focused on cost reduction, this gap was surprising. It gave me reason to believe that this book would find a good audience.


Managing Cost or Cutting Cost?


I and my publishers had a chewy debate on whether the book should talk about cutting cost or managing cost.


“Managing” was gray and dull. A book on “cost management” could sound like a cure for insomnia, passive and stodgy, sterile accounting.


“Cutting” seemed a lot sexier: dashing swordplay, testosterone leadership, thrusting interventions, the Errol Flynn of business topics.


However, you only need to engage in high-profile cost cutting if you haven’t been effective at long-haul cost management. Cost cutting sounds like something you have to do in extremis, as part of a one-off cost-reduction program. This book does cover such one-off programs but they’re not its main theme. Most managers are very interested in sustained cost management and less interested in one-off cost cutting.


Therefore managing is the main theme and cutting the secondary theme of the book.


This still left us unfortunately with an insomnia challenge around the title, which we have cunningly sidestepped with Driving Down Cost, making this the Top Gear of cost-management books.



The Research Base



I call on several sources for the book’s analysis and conclusions.


First, I draw on my own experience as a consultant and line manager. I started as a business consultant in the mid-1970s, working with Booz Allen Hamilton in London and New York and with Boston Consulting Group in Boston while I got my Harvard MBA. I ended up as a senior partner with OC&C Strategy Consultants in Europe.


I have run at least 50 big one-time cost-reduction projects, mainly in America and Europe plus a few in Asia. My client has always been the CEO, another board-level manager or the head of a business unit. Recently my clients have included new private equity owners. These projects and clients have covered many business sectors: consumer goods, retailing, travel and transport, financial services, software and IT, information and media services, telecommunications, commercial services.


With those cost-reduction projects the client usually needs to get cost out quickly but without killing future growth potential. A project will take three to four months. We set up working parties with management teams, do the analysis, identify cuts, develop action programs. It is an iterative and argumentative process. I have done it for big global businesses with billion-dollar cost bases and thousands of staff, and for small individual departments with 50 staff.


I have also been CFO of two technology businesses, a software firm based in Seattle and an offshore IT business in India. And I have been strategy director and manager of strategic projects for a global travel business, for one of the UK’s top physical distribution and retail businesses and for a fashion and department store retailer. In these positions I have managed cost over the long haul, under regular planning, budgeting and reporting cycles.


Material was also developed specifically for this book. There are several case studies, both company stories and projects, and there are interviews with senior business figures reflecting on good and not-so-good approaches to cost management. Last, there have been working sessions with my alma mater consulting firm OC&C Strategy Consultants, with which I still work as an adviser and which has contributed critiques of my frameworks and points of view.


Who the Book Is For


The book is for managers at every level and in every function.


Cost management is not an issue only for the CEO or for senior management. Junior managers who are proactively tight on cost are learning good habits for the future, ones that will bring them recognition and advance their climb up the organizational chart.


Senior managers promote people who make tough decisions themselves and take full responsibility for those decisions. They advance people who come up with solutions, not problems. Too many junior managers take a long time to get to that coming-of-age realization. They prefer cosy after-work drinks with their teams, telling their staff that it’s the boss making nasty decisions about not funding extra resources or getting rid of underperformers. They will still be having those cozy drinks in 10 years’ time, when their take-it-on-the-chin cost-cutter colleague is in the boardroom.


And cost management is not an issue only for the functions of finance, production control or customer call centers. The HR department, formerly full of personnel careerists who “just love working with people”, is now staffed with hard-nosed cost managers whose task is to help manage that most difficult category, people cost. Marketing departments no longer think that all problems could be solved by doubling the ad spend, they think about how to get much higher returns from fewer marketing dollars. Even investment bankers and sales reps are getting cost conscious about expenses… actually delete that, I got carried away there for a moment.


Most of the case studies in the book are about quite large businesses, of the size of a Fortune 500 or FTSE 250 company. But the ideas and actions are equally valid for smaller organizations. Indeed, for small private companies and their owner-operators the cost imperative is very direct and personal.


While most of the material is about private-sector businesses I conclude with a chapter on the public sector, where cost management can be a huge challenge. So I hope that the book also finds an audience, and a usefulness, among public-sector managers and policy makers.


How the Book Is Structured


[image: images] Chapter 1 – Good Cost Management looks at the unsung hero the cost manager, and at how intelligent cost management helps an organization’s operations be both cheaper and better.


[image: images] Chapter 2 – Cost Leadership considers how the top team – the CEO, chief operating officer, business unit heads, the heads of finance and HR – needs to take the lead and set the tone on cost.


[image: images] Chapter 3 – Techniques and Tactics lays out a set of ideas, approaches, tips and tricks that I have found effective in cost-reduction programs and in ongoing cost management.


[image: images] Chapter 4 – People tackles the most difficult and most critical cost area: full-time staff. Because it is problematic, it is usually left until last in any cost discussion. I take it on early.


[image: images] Chapter 5 – Suppliers covers all the other cost categories, from raw materials to outsourced services.


[image: images] Chapter 6 – Cost Cutting Case Study gives a blow-by-blow account of a four-month cost-reduction project I managed for a European business services company that had been acquired by private equity.


[image: images] Chapter 7 – Wired and Global explores two of today’s high-profile cost-reduction themes that have huge potential: the internet and globalization (the China model and the India model). In a decade or two they may be played out, but right now they are incredibly powerful.


[image: images] Chapter 8 – Lateral Thinking turns some conventional thinking about cost on its head. It looks at the sneaky ways cost can be created and the smart ways it can be cut – like getting your customers to do your work for you or turning cost into revenue.


[image: images] Chapter 9 – Cost Management as Strategy discusses how good cost management can underpin business strategy, including delivering value via acquisitions, using pricing as a competitive weapon and discovering more new growth opportunities.


[image: images] Chapter 10 – Cost in the Public Sector employs the frameworks of the previous chapters to look at the particular challenges of managing and cutting government spending. This chapter has been largely updated since the first edition to reflect the enormous cost-cutting pressure now on the public sector to sort out its post-crunch deficits.


[image: images] Conclusion summarizes how the various parts of the cost manager’s toolkit fit together.


Business Book Cycles – and the Global Credit Crunch


In the first edition of this book, I wrote:


Sometimes cost management is in fashion, sometimes it is out. As I’m finishing this draft in early 2008 the US, UK and other big western economies are looking decidedly shaky, sick from the credit binge. So a cost-cutting wave really looks imminent, and this book is highly topical.


That turned out to be quite an understatement. After early sub-prime and Northern Rock rumblings in late 2007, the full crunch tsunami hit land in September 2008, greeting managers, politicians and civil servants as they arrived back from their summers in Martha’s Vineyard and Tuscany. Cue market meltdown, near-total financial system collapse, then semi-nationalization of banking and interest rates at close to zero. The “back-to-barter” wave receded, but the real economy now rolls with the aftershocks of spending freezes, job cuts, declining incomes and negative assets.


Many businesses do their annual budgets in the fourth calendar quarter. Q4 2008 probably saw the biggest concentration of cost-cutting budgets, with the biggest change in assumptions versus only a quarter before, in corporate history. I sat in on quite a few of those budget reviews; one session started off with cries of “we’re doomed!” (only half ironically). Hiring freezes and slashes in advertising spend were agreed in minutes. Excel spreadsheets were burning with models of how far demand had to fall in 2009 and 2010 before the company broke banking covenants or ran out of cash: –10%, –20%, –30% or worse? And if it hit the worst case, could it cut costs enough, fast enough, to survive?


To date, many private-sector businesses have responded quickly and aggressively to very tough conditions. Working with big corporate clients through this period, I have seen them go through cost-cutting waves that normally would have rolled out over several years but were now compressed into a few months, as the size of the challenge seemed to increase on a daily basis. So on 1 September 2008 we might have been starting to build a budget around flat demand in 2009, then by mid September around demand at –5%, by end September –10% and by end October –20% or even –30%. This created fast-forward case studies of cost cutting: starting with the easier stuff like pay freezes, investment deferral and squeezing external suppliers, then moving on to the tougher core challenges around in-house staff, first non-managerial positions in operating units far away from head office, then circling around to senior management in the center.


A new feature of this downturn has been the reappearance of real pay cuts for core staff – the first time since the 1930s slump, when average US manufacturing wages went down 25% nominally from 1929 to 1933. Take British Airways. The airline’s record £1 billion profits in 2006 turned into record £1 billion losses in 2009. BA wanted a deal with its cabin staff and ground crews that would freeze pay for two years, cut 10% of the workforce, and increase flexibility and productivity. Management had already asked staff to consider working for free or taking unpaid leave; nearly 7,000 employees applied for voluntary pay cuts, and 800 said they would work for nothing for up to a month. BA had already reached an agreement with its pilots that would cut salaries by 3%. This was supported by the pilots’ union, BALPA, whose general secretary admitted that it was “an unaccustomed position” for a union to be calling on members to support a drop in pay, but said: “We are satisfied that this step is necessary to help BA recover its position as one of the world’s most successful airlines.” (That outcome was looking unlikely at the time of going to press, as BA battled extended cabin crew strikes.)


If the private sector has responded robustly, the same cannot yet be said for the public sector in the main wealthy OECD economies, which is still coming to terms with the full extent of the necessary adjustment in the cost base. In the UK and US, for example, there is now public acceptance of the size of the problem, but action programs so far have been timid, half-hearted and inadequate. This problem ducking will have to end soon, when public-sector borrowing capacity is exhausted. How well or badly we handle the rebasing of public spending will be perhaps the defining issue for economic performance over the next ten years (and is an issue that I discuss in detail in Chapter 10, including a framework for applying the cost manager’s toolkit to public spending).


We may well face a “double-dip” recession in 2010–12 or longer stagnation, as government stimulus fades, taxes increase and public spending reduces. So cost cutting looks like being a central strategic theme for the next several years, in the private as well as the public sector.


Even when robust recovery finally reappears, will cost management then become a secondary issue, less important than growth, innovation and team building? No. As The Economist argued in 2002, after the Nasdaq crash and 9/11, “cost-cutting is not just for downturns, but for always.” Cost strategies and growth strategies need each other – they are joined at the hip.
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1 Good Cost Management



Capitals are increased by parsimony, and diminished by prodigality and misconduct.


—Adam Smith, The Wealth of Nations, 1776


There is intelligent cost management and there is bad cost management. For instance, it would be immoral to cut costs in a way that increases risk for customers, for staff or for society at large. Low-cost airlines cannot scrimp on aircraft maintenance. Chemical producers must make factories safe and dispose of hazardous waste. Rail networks need to maintain their tracks. Bad cost cutting in these areas would be unethical and actually uneconomic: the potential cost of any disaster would overwhelm the short-term savings.


It would be near-sighted and stupid not to put a high value on relationships and trust – between a business and its customers, and between a business and its staff. Clothing retailers could reduce cost by being hard-nosed on accepting product returns, but they would lose customer loyalty and future business. Companies could treat their workers as hire-and-fire commodities, but they would decrease quality, productivity and community goodwill. These kinds of calculations are right both morally and economically. Caring for customers and nurturing employees are not at odds with good cost management.


The harder calculations are around distinguishing good investment in future growth from bad excessive cost today. Being able to do this effectively is one of the core skills of an intelligent cost cutter. It is easy in almost any business to take a quick hack at costs like marketing, new business development teams, loss-making early-stage investments, store renovation programs – costs with an uncertain future payback. But although good cost management is a necessary characteristic of a great company, it is not sufficient. Great companies need profitability now and platforms for future growth, and that is what this book is all about.



The Unsung Hero



I have a deep respect for good cost management. Building a lean muscular business, stripping out fat… this is hard but very rewarding. I like seeing staff get more productive, being able to do more with their time, becoming more effective. And I like getting tough with suppliers, in a tough-but-fair kind of way.


The bit I don’t like, which nobody likes, is getting rid of people, downsizing, streamlining. But that is probably the essence of good cost management. And it earns my deepest respect, because it is difficult and emotional and most people duck it.


A good cost manager is an unsung hero. Management books and magazines are full of articles on strategy, growth, culture, organization, financial engineering. You can read Fortune or Forbes or The Economist for a year and not come across an article that’s mainly about cost management. You can look down Amazon’s list of bestselling business books and they’re all about leadership, core competencies, governance, innovators’ dilemmas – nothing about cutting costs.


I’m looking at a book called A Manager’s Guide to Leadership, which is a text for executive training programs at Ashridge Management College near London. The book lists 14 “key leadership challenges”. 13 are about lovely things like innovation, learning organizations, teams, social responsibility. Tucked away at number 9 is the only cost-related challenge, coyly entitled “streamlining”.


In fact, most managers I know spend half their time and brainpower on costs: how to stop them growing like Topsy, where and how much to cut, how to get the management team focused on driving them down, whether any cuts are too deep. So there is a gap between what business books think is in managers’ brains and what is really in them.


[image: images]


Dilbert’s pointy-haired boss takes this to the other extreme. In one strip he is deep in thought: “Hmm. If I cut costs enough, I can make money on no revenue.”


Business success is about both growth and cost. Growth is exciting for everybody: managers, staff, stock analysts, journalists. Cost is dull and depressing. But the reality is like golf: drive for show, putt for dough. Growth is the fat driver, the Big Bertha, smack the ball down the fairway 300 yards and you’re a Tiger. Cost management is the putter, the six-footers that keep not quite dropping in, then you’re five strokes off the leader and it’s too late to come back.


Private equity is a good example. Private equity investors take unloved bits of public quoted firms, or even whole firms in the doldrums, and squeeze gold out of them. How do they perform this alchemy? They do some strategic repositioning, divesting unpromising or distracting business lines, reinvesting in fewer areas of high potential. They take on more debt. They put in stronger incentives for a few top managers. But their main sorcerer’s stone is straightforward cost reduction. They strip out a tonne of cost. They ruthlessly and relentlessly attack every cost line, particularly head office and overhead costs (except their own fees, naturally).


If you take a low-growth business with a 5% operating profit margin and take out 10% of the costs, you’ve tripled the margin to 15% (OK, 14.5% actually, before the finance team jumps in – strategy consultants are allowed a bit of rounding). If you do that while keeping most of your customers, selling off some secondary businesses or assets and taking on a load more debt, you can quintuple your equity investment in a few years.



Cheaper and Better



Back in the 1970s it was generally accepted that a good strategy involved clear choices. You couldn’t be all things to all people. You couldn’t keep all your options open.


In particular, you couldn’t be cheaper and better. As Michael Porter put it back then, you had to choose between a low cost strategy and a differentiation strategy. Differentiation generally meant being better (or being perceived as better) and more expensive. This polarized choice was seen as capturing how customers behave and how firms have to compete. It was even seen as true of countries. You could choose high-quality and very expensive machine tools from Germany or cheap and not very reliable tools from (this was the 1970s) Japan.


Then the Japanese changed the whole game. They moved up from low cost entry points and became the benchmark for quality, reliability, top-end design, branding – everything associated with differentiation. Honda and Toyota set new quality standards in cars, trouncing GM and Ford. The same story played out in televisions and audio, in cameras, in bicycle gears. The Japanese showed that the killer play was to be cheaper and better.


More recently, New World wines have knocked the French off the top of the heap on quality and cost. Dell’s 1990s leadership in PCs was based on high efficiency and low cost combined with superior customer service.


There are exceptions where customers still need to see high cost as a signal of quality, like perfume, cosmetics, high-end fashion goods; or like investment banking, consulting, legal services. But most businesses now strive to be cheaper and better; customers look for products and solutions that are cheaper and better. Tight cost management is seen not as opposed to high quality but as part and parcel of it.


The same polarization used to be discussed around company cultures. You could either be a caring, nurturing company or you could be a hard-ass cost cutter. Who would want to work for the latter? How could you expect to attract and retain talent?


Nevertheless, this is another false choice. It turns out that talented employees generally prefer demanding employers. They want to work in well-managed, profitable businesses. They don’t want underperformers cuddled and cosseted.



Managing and Cutting Costs – Intelligently



This is why good cost management is so critical. It takes a great deal of time and energy to build sales and loyal customers. It’s hard to rely on revenue from one quarter to another. But costs, on the other hand: you don’t need to be a rocket scientist to get that side of the business under control. What is most frustrating is when the revenue is coming through but you’re blowing the cost line. There shouldn’t be any excuse for that.





LANGUAGE MATTERS
I used an example from Ashridge earlier to illustrate the weighting of nice vs nasty topics on leadership courses. It also illustrates how some cost-related terms have come to be accepted as good and virtuous while others conjure up the Dark Side:


[image: images] Good and virtuous: eliminating waste, increasing productivity, public-sector “reform” (a peculiar UK euphemism for cutting over-staffed public-sector jobs), streamlining.


[image: images] Dark Side: Cost cutting, downsizing, asset stripping, redundancy, termination.


Everybody loves the idea of productivity gains, focusing on “more from the same”, not lingering on the equally likely idea of “the same from less”. And everybody disapproves of waste, with its strong enviro-eco connotations and its Darwinian backbone.







Through the whole dot-com boom and bust around the year 2000 it was as if an entire generation of managers, investors and commentators had never heard of cost management. They were on a New Paradigm high when what they needed was a Cost 101 refresher course.


Waste is very annoying. Think of executives on change management programs at $10,000 a pop; governments squandering billions on bad IT projects; Christmas presents dumped in the trash.


And cost management really is strategic. It’s not a question of choosing between growth and cost cutting. Being a good cost manager gives you the platform to be strategic. It buys you time to make mistakes and build revenue, margin to outprice your competitors, funds to outinvest them.


I used to be a full-time strategy consultant. Like any good strategy consultant I liked thinking about Big Strategy Questions. On one study I did at BCG in its intellectual heyday, we spent some months considering whether containers were defined by what they kept in or what they kept out. So I got on my high horse when later, at OC&C Strategy Consultants, my commendably sales-oriented partner Chris harpooned some juicy projects to cut office overhead. “That’s not strategy,” I huffed. “We can’t do that kind of grunt work – the cost of paper clips indeed!”


How wrong I was. It is immensely satisfying to cut the cost of paper clips by 20%. It can actually be more satisfying than exploring the Platonic essence of Tetrapak. In this book I explain how and why.





2 Cost Leadership



I call that bold talk for a one-eyed fat man.


—Robert Duvall to John Wayne, True Grit


Strong leadership is a prerequisite for good cost management. Cost leadership starts with the CEO or business unit head and cascades down through the top management team. They need to build a tough cost culture and be good role models in their personal behavior. They need two key staff functions to be very active supporters of cost control – finance and HR.


Imprinting a tough attitude to cost right down through the organization takes True Grit. It takes a Rooster Cogburn CEO.



A Challenging Base Case



Your base case position, what you expect in terms of cost trend, will be a big contributor to the cost outcome.


For example, you could start off the annual budget process by telling your business unit heads that this is a year of prudent consolidation, that they should plan on no headcount additions but a 3–4% increase in cost per head plus some small reductions in bought-in costs, and that with that cost base they should be able to manage some modest revenue growth.


Or you could say, revenue growth is looking difficult this year so I want to see 5% productivity gains, which means that we plan on headcount coming down by 5%, but I don’t want to see any reduction in the revenue plan.


Those are two very different base case positions. Under the first scenario, management gets the message that they can relax a little, they can tread water, put off nasty decisions, do some strategic thinking. Under the second, their feet are being held to the fire. There’s no standing still. If they’re not growing revenue they’d better be cutting costs – either way, the base case position is that you expect 5% (or whatever percentage works) productivity growth, every year. If you don’t stay paranoid, keep moving forward, your competitors will overtake you.


Once this kind of base case behavior is established, managers will stop coming to budget reviews with a business-as-usual, status quo budget. They will know that won’t survive one minute in the CEO review. The whole tone of the business will have changed.


When you’re doing a house renovation your builders find out fast if you’re a soft touch. At the end of Week 1 they put in for an extra $10,000 because you’ve altered the handles on the cupboards and obviously that’s changed the whole project. Roll over on that and you are looking at a $50,000 overspend by the end of the month. But if your base case is no, you guys accommodate that in the original budget, you can stop cost escalation.


As a strong cost leader, your base case expectation must be for real productivity gains and other unit cost reductions every year. Repeat that message and stick by it, until it is taken as a given by your management team and pushed down by them to the rest of the organization.



Individual Accountability



To drive down cost you need clear accountability and good reporting. When your management team is sitting round the table, you need to be able to attach specific cost targets to individual names in such a way that those individuals really control the outcome. And then there must be the possibility of tracking results in the same way.


Individual accountability is not the same as shared or group accountability. Individual accountability is much better.


Say you are CEO of a traditional phone company, with a mix of declining fixed-line and growing mobile business. Overall, revenue and profits are heading down. Cost needs cutting and you’ve got a good list of ideas.


But your top management structure is a matrix of heads of customer segments (like home, small business, large corporate) and heads of line functions (like customer service, network operations, marketing). Organizing around customer segments was a hot idea a few years ago. It seemed to work well in a brighter, growing market, when the matrix complexities were managed in a good team spirit.


However, in a tougher cost-control environment the matrix team approach doesn’t work. Every cost initiative you come up with ends up having three or four names tagged to it as “responsible”. When you review progress at the next management meeting, it’s not clear who should be reporting on it or who gets shouted at for lack of progress. It’s not even very obvious what data you are tracking to follow progress. When the progress isn’t there everybody looks at everybody else. None of the three or four managers really feels responsible.


For tough cost management you have to have single primary accountability. One person takes on the targets and reports on the results. Those targets and results are treated as being primarily under that person’s control.


If you need to break up old management accounts formats to achieve this, then do so. For example, in the past the head of engineering may have reported on the full cost of engineering including facilities. But under an aggressive cost-reduction program the reality is that Finance controls facility decisions and outcomes. So while you are in tough cost management mode, Finance reports on facilities cost and Engineering reports only on headcount and headcount-related cost. The conversations are clear, short and effective.


There are so many problems when this approach is not taken. Companies organized for growth and innovation have to move into a colder era of cost management. The collegiate approach that served them well in the past becomes a liability.


Cost control is a pretty thankless and unattractive activity and people will dodge tough decisions if they can. Team accountability only makes ducking and delaying easier.



Persistence



It’s a long road baby, but I’m gonna find the end.
Picked up my bag baby, and I tried it again.
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