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Preface

A central concern of any company is how to reduce its costs, since any cost reduction flows straight into profits. However, cost reduction must be accomplished without impacting customer loyalty or reducing the ability of the organization to achieve its long-term goals. Thus, the real issue is how to carefully pare away unnecessary costs while maintaining a robust organization. Cost Reduction Analysis shows how to do this. It describes a variety of cost reduction tools and the issues associated with using them, and then goes on to describe various forms of cost reduction in key expense areas, such as sales and marketing, production, payroll, and benefits.

The book is divided into four sections. In Part I, we address the primary areas of cost reduction. This begins with a discussion of the need for cost reduction, a multitude of cost reduction tools, and process analysis. It continues with specific cost reduction opportunities in the areas of sales and marketing, product design, production, payroll, and benefits.

In Part II, we cover the major cost reduction area of procurement. Coverage begins with a number of methods for improving the procurement process to reduce operational costs and then continues with discussions of spend management and the more specialized area of maintenance, repair, and operations spending.

Part III addresses asset reduction, which indirectly impacts cost reduction. The first chapter describes a broad array of techniques for reducing a company’s investment in inventory while the next chapter delves into the best forms of analysis to follow when deciding whether to invest in a fixed asset.

Finally, Part IV describes two special topics that are extremely important in the realm of cost reduction. The first topic is throughput analysis, where a company centers its activities on its use of the bottleneck operation that drives its overall level of profitability. All cost reduction decisions should be based on how they impact the productivity of this bottleneck.  The second topic is how to reduce costs in an acquired company by maximizing and successfully implementing cost-related synergies.

These chapters are liberally sprinkled with examples to clarify concepts and also include a variety of metrics that are specifically designed to monitor cost reduction progress.

The book answers a multitude of questions involving cost reduction, such as:•  How do I calculate the productivity of a salesperson?
•  How do I design a product to minimize its cost?
•  When should I eliminate a product?
•  Can cellular manufacturing reduce my production costs?
•  How do I decide whom to lay off?
•  How do I avoid institutionalized pay increases?
•  What alternatives do I have for maximizing the cost effectiveness of my benefits package?
•  How does an evaluated receipts system streamline my process flow?
•  How do I use a spend database to reduce costs?
•  How do I restructure my capital spending process so that I buy only the fixed assets that I really need?
•  How can I manage my bottleneck operation to maximize my profitability?



In short, Cost Reduction Analysis is the ideal sourcebook for how to maximize profits using a successful system of cost reduction.

 

October 2009 
Centennial, Colorado




PART I

Primary Areas of Cost Reduction




CHAPTER 1

The Cost Reduction Process




Introduction 

The reason for having an active cost reduction program is quite simple. A company can work extremely hard to obtain one extra incremental dollar of revenue, which will yield a net profit of perhaps 5 percent. Gaining that extra revenue dollar will be uncertain, and it may be difficult to attain the targeted profit. Alternatively, and using the same profit percentage, a cost reduction of one dollar would have required 20 dollars of revenue to generate. Further, a cost reduction is entirely within the control of a company, whereas a revenue increase is not.

The calculation for the equivalent amount of revenue needed rather than saving one dollar of cost is:1/profit margin = Equivalent amount of sales





The next table shows the equivalent sales that would be needed at various profit margins in order to equal one dollar of cost savings:

	Net Profit 	Equivalent Revenue 
	1%	$100
	2%	50
	5%	20
	10%	10
	15%	7
	20%	5
	25%	4




Thus, even a spectacularly profitable company having 25 percent profitability would have the choice of either creating four dollars of revenue or reducing costs by one dollar.

Also, assume that a cost reduction is not a one-time event but rather is a continuing cost reduction that otherwise would have been incurred in every future year. By eliminating this type of cost on an ongoing basis, a company can achieve compounded gains that keep piling up in the future.

Given the obvious economics of cost reduction, why do companies not practice it more often? They typically ignore it until they get into financial difficulties and then impose a sudden across-the-board cost reduction. The better approach is a long-term, ongoing analysis of every part of a company, with an emphasis on maintaining full funding of the overall strategic direction and a careful paring of other costs with surgical precision. This chapter describes the advantages, disadvantages, tools, and process flow of a successful cost reduction program.




Need for Cost Reduction 

An ongoing program of cost reduction is not really an option for a company that wants to remain competitive over the long term, since it is subject to many issues that can negatively impact its profits, as the next subsections reveal.


Revenue Declines 

The need for cost reduction starts with revenue: If a company’s products and services are subject to significant price declines, then costs have to also drop to keep pace. It is useful to stress test the sales forecast with a variety of worst-case scenarios to see what would happen to profitability in the event of a major price decline. Another option is to watch the results of other companies located in the same industry or tangential ones to determine the extent of price elasticity.

Rapid price declines are a particular problem when there are low barriers to entry, so that new competitors can easily enter the market and drive down prices. Price declines can also occur when fixed costs are a large part of the product cost structure, so companies have an incentive to fill their available capacity by driving down prices (see the next subsection). On a more short-term basis, prices also drop when there is a great deal of unsold inventory flooding the market.

In all of these cases, revenue declines can be so severe that a company that was initially awash in profits may very suddenly find itself in a significant loss position.


Fixed Cost Base 

A company may have an exceptionally large fixed cost base, perhaps due to a fixation on high levels of automation, or simply because the market  requires a great deal of equipment in order to compete. A high fixed cost base means that a company has to operate at a relatively high percentage of capacity in order to turn a profit. This is a major problem in industries where everyone has a large fixed cost base, since an industry slowdown means that prices will drop dramatically as everyone tries to keep their capacity levels high.

A determined and ongoing cost reduction campaign is an excellent way to avoid this trap. With a lower fixed cost base than competitors, a company is much more capable of riding out an industry downturn and may even be able to snap up any competitors that have not had the prescience to similarly engage in an active cost reduction campaign.


Creeping Costs 

If there is no active campaign to reduce costs, then by default costs will increase; they will not hold steady. The next factors all work in parallel to increase costs:•  Complexity. Processes always become more complex over time, as they expand to encompass new products, services, and situations. Complexity increases a variety of expenses, but in particular requires more staffing. See the next subsection for an extended discussion of this topic.
•  Entitlements. Benefits increase over time—they rarely decrease. Once a benefit is granted, it is very difficult to reduce it but quite easy to add to it.
•  Inflation. Costs will naturally increase with the rate of inflation, but this is not acceptable if a company’s revenue increases are not keeping pace with inflation.
•  Tradition and inertia. In general, if an expense has always been incurred, then a company will continue it. There is rarely a discussion of reducing an expense, only of adding to it.



For these reasons, cost creep is an insidious and ongoing issue that slowly reduces a company’s profitability at a pace that is barely recognizable over the short term. Since it is not a sudden event, management is not motivated to take action for a long time, at which point a great deal of effort will be needed to revert to the earlier level of profitability.


Complexity 

One of the chief causes of excess costs is the presence of too many layers of management. Each manager requires a separate set of reports to monitor his or her area of responsibility (which takes time to create) and tends to  acquire support staff. It is better to flatten the management structure of an organization, so that fewer managers supervise the activities of quite a large number of employees. Not only does this approach eliminate the complexity that comes with too many layers of management, but it also brings top management closer to a company’s operational levels.

An excessive quantity of reports also contributes to complexity. Each one requires some data collection as well as aggregation into a report. Even if a report is automatically generated and distributed from a computer database, it may still waste the time of the reader, who no longer needs it. Further, an automated report may draw on information that was originally added to the database specifically to create the report, and which is now still being collected.

A report may originally have been created as a one-time report and morphed into an ongoing one. Or it may be associated with a process that is no longer used. Alternatively, it may have been created for someone who is no longer with the company, and it was inherited by her successor. All of these reasons can explain the presence of reports that are no longer needed but that continue to plague employees.

Quite a serious form of complexity is customized systems. A company will find that it can acquire commercial, off-the-shelf (COTS) software that is perfectly acceptable for most of its operations. However, these systems will not exactly match the company’s underlying process flows, so there will be pressure from employees either to modify these packages or to create entirely new ones in-house. These customized systems are difficult to maintain and are much more expensive than COTS systems, so they introduce a significant amount of costs that are probably not necessary.

These examples show that complexity can arise in a variety of places in an organization—in its organizational structure, reports, systems, and so forth. Each type of complexity brings with it an increase in costs that can only be reduced through a considerable and ongoing change effort.


Acquisitions 

The cost of complexity arises in particular when a company starts acquiring other businesses. An acquiree rarely serves precisely the same markets or has the same corporate structure or offers the same products. Consequently, an acquirer must somehow create an overall corporate structure that integrates two disparate businesses, which generally results in a combined entity that is less optimal than the original business. If these issues are expanded to a large number of acquisitions, then the cost of complexity becomes even more widespread.

However, there is one case where an acquisition strategy can lower  costs. This is when an acquirer specifically searches for target companies  that have lower costs than the acquirer and buys them specifically to spread that low-cost knowledge throughout the rest of the organization. This requires an excellent ability to force change throughout an organization.


Partnerships 

A company may have a variety of partnerships, such as for research and development, or for production distribution, or for independent salespeople. Each of these partnerships requires some time by management to monitor and so increases costs to some extent. These partnerships may have been in existence for a long time and so may be continued more because of tradition than due to their profitability.

Because of their associated costs, all partnership agreements should be reviewed regularly to ensure that a company is earning a reasonable return. A major warning flag for these reviews should be any partnership that is characterized as “strategic,” especially if it has not generated a return since its inception. Strategic partnerships typically have the support of a senior-level manager and so are not easily discarded, but their ongoing cost should be noted.




Advantages of Cost Reduction 

Cost reduction is the easiest and most certain way to increase profits in the short term. It can also be a major driver of long-term growth, if handled properly. Why is it easy? Because cost reduction is entirely within the control of the company. Simply determine an area for cost reduction and implement it. It is completely unlike the uncertainty of trying to increase revenue, where one must be concerned about pricing, margins, the actions of competitors, and governmental regulation. Cost reduction is the simplest road to increased profitability and enhanced cash flow.

Cost reduction also works well for long-term profits, so long as the process becomes a core belief of the entire company and is constantly readdressed. The selection of cost reduction targets is key, since cost reduction over the long term cannot undercut a company’s profit-making capabilities. Instead, the focus should be on constantly paring away unnecessary expenses, increasing efficiencies, and streamlining processes. In addition, it helps to continually reinvest some portion or all of the cost reduction savings back into the company’s people, processes, and technology.

A company that publicizes its continual efforts to reduce costs is effectively signaling to potential market entrants that they will have a very difficult time competing on price, since the company can likely weather any such attacks with ease. Conversely, a low-cost company has a powerful  tool available for undercutting companies in new markets and so can aggressively pursue its more bloated competitors.




Disadvantages of Cost Reduction 

Cost reduction sometimes can earn a bad reputation if it is handled incorrectly. The worst form of cost reduction is the blanket percentage cost reduction that is imposed throughout a company. This arises when senior management suddenly realizes that the organization will not achieve its targeted numbers and decides that everyone will share equally in the pain of a cost reduction.

The blanket cost reduction has three bad effects.1. Any department that has already voluntarily reduced its costs substantially must now find a way to cut expenses farther, probably to the point where it cannot complete its assigned tasks.
2. Managers who have experienced multiple rounds of these imposed cost reductions then realize that their best hope of survival is to pad their budgets with extra expenditures, so that they will have enough fat to cut from their budgets the next time a cost reduction mandate arrives.
3. A blanket cost reduction tends to result in the elimination of “soft” expenses that are needed for long-term growth, such as employee training or new investments in business development, additional salespeople, and fixed assets. If these expenses are trimmed, then a blanket reduction tends to harm a company’s long-term growth prospects.


The effects noted here can be eliminated through the use of a more targeted cost reduction program, as noted later in the “Process Analysis” section. Even a well-run cost reduction program will face additional difficulties, as noted next in the “Cost Reduction Politics” section.




Cost Reduction Politics 

There can be considerable dissension within a company if cost reductions have a particular impact on lower-paid employees; unless they see a comparable level of cost reductions on other employees in other pay grades, their morale will decline, and both employee turnover and work stoppages may not be too far behind. For this reason, it is best to apply cost reductions throughout an organization at the same time, so that everyone feels they are sharing the pain of the reductions.

In particular, the management team should share a greater proportion of the cost reductions than anyone else, so everyone can see that they are being equable. For example, if the management team takes a 20 percent pay reduction, they will meet with a much higher level of acceptance if they then ask everyone else to take a 10 percent pay reduction.

Another issue that can engender political maneuvering is the “sacred cow.” From the perspective of cost reduction, this can be any expenditure that is clearly not needed for forwarding a company’s strategy but that receives strong internal support. There may be a lengthy historical basis for continuing the expenditure, or perhaps it is supported by an especially powerful manager. In such cases, it may not be possible to eliminate the expense immediately. However, one should at least bring it to management’s attention on a regular basis and be sure to charge the expense against the budget of the person who supports it.




Cost Reduction Priorities 

When deciding on a course of action for cost reductions, the first step is to decide on the most strategically important part of the business that is needed for future growth and channel all cost reductions around it. If anything, some portion of the cost reductions from other areas should be shifted into this area.

The second cost reduction step occurs at the highest possible level and is the decision to retain or eliminate entire businesses or product lines. If there appears to be no hope of continuing profitability in such areas, and the company has no plans to invest aggressively in them, then management should make the decision to eliminate them. By doing so, the remaining parts of a company can focus clearly on cost reduction in other areas rather than having their efforts watered down in businesses that the company no longer wants. This is a particularly appealing approach if a company is essentially a conglomerate, with no discernible incremental profitability gains occurring because subsidiaries are part of a larger entity. In such an environment, all the costs related to aggregating financial information and “managing” subsidiaries introduces a level of complexity that merely increases costs with no offsetting benefit.

The third cost reduction step is to conduct a throughput analysis of the remaining parts of the business. Throughput is sales minus total variable expenses, and tells management where a business is (and is not) making money. Throughput analysis also involves finding out where a company’s bottleneck operation (also called its constrained resource) is located and how to maximize throughput by focusing closely on the operations of that bottleneck. Throughput is an important concept for cost  reduction, so Chapter 12, “Throughput Analysis,” is devoted to it. For the purposes of this list, throughput tells management where they can safely reduce expenses and assets, and (more important) where they cannot do so (namely, in functions that support the bottleneck operation).

The fourth step is to see what costs can be reduced through outsourcing. This step is needed early in the cost reduction process, because management needs to decide if it should allocate significant cost reduction resources to an activity or simply hand it off in exchange for immediate cost savings. This step should follow the throughput analysis, since management needs to know how an outsourcing decision will impact a company’s total throughput.

The fifth cost reduction priority is to clean up the company’s financial reporting systems, so that management can clearly see where costs are being incurred and which functions are losing money. These items should be implemented:•  Corporate overhead allocation. No corporate overhead should be allocated anywhere. Corporate overhead is a discrete cost that is incurred by the corporate headquarters and should be examined for cost reduction purposes as part of that entity. Allocating overhead anywhere merely makes it less clear where costs truly are being incurred.
•  Service center allocations. A company may elect to spread the cost of its service centers, such as the mail room, maintenance department, and power plant, to other departments. All of these allocations should be eliminated and shifted right back to the service centers, for two reasons.1. Allocations may not be on a usage basis—instead, they may depend on the negotiating ability of each department head, which makes them useless for cost analysis purposes.
2. A cost reduction team can simply review the costs of each service center; it does not care about where costs are subsequently allocated, only where they originate.

•  Profit center reporting. Whenever possible and reasonable, revenue should be assigned to a cost center, so that profitability can be determined. This information is useful for cost reduction triage—deciding which areas are in the most desperate need of cost reduction assistance.
•  Transfer pricing. Transfer pricing should be at market rates only. When goods or services are transferred between company divisions, their cost should reflect what a subsidiary would have had to buy them for on the open market. Any other internally negotiated price merely reflects the ability of a company manager to negotiate a good rate and obscures costs.



At this point, a company has considered cost reduction issues at the business unit level and created enough throughput and financial reporting systems to know where there may be cost reduction opportunities. It is now time actually to reduce costs. There are a number of tools available for targeting possible areas of cost reduction, which are discussed in the next section, “Cost Reduction Tools.” However, there are several issues to consider before using any specific cost reduction tool.

One such issue is to reduce costs in an area as remote as possible from customers. If a company scrimps on anything that a customer will experience, this can negatively impact customer purchases as well as increase customer turnover. For example, shifting customer service to a country where people speak with a strong accent is not going to improve the customer experience. Conversely, if a cost reduction program begins in the maintenance or accounting departments, management can make a number of mistakes and customers will never notice the difference. However, some prime cost reduction opportunities will certainly be in areas that are very noticeable to customers and cannot be ignored—in these cases, it is best to first test a cost reduction methodology elsewhere to gain experience with it and then roll it out in the areas noticeable to customers.

It is also necessary to select a cost reduction area where someone is clearly responsible for results. A cost reduction that is tied directly back to a specific manager is much more likely not only to be implemented but also to be maintained. Conversely, one should avoid a cost reduction project in an area where there is no clear responsibility for the expense, as is the case in a team or matrix environment. In such situations, it is best to recommend that management assign specific responsibility, and wait for this to happen before proceeding with a cost reduction project.

Finally, a company may find that the real underlying reason why its costs are increasing is that it is growing too fast for its internal systems to keep up with the growth. This could be due to exceptional organic growth, or perhaps a large number of acquisitions. Whatever the reason, it is entirely possible that there is no way to reduce costs at a pace fast enough to keep up with rampant growth. If this is the case, the solution may be to deliberately slow down or even halt the rate of growth. This gives a company time to install more robust systems, train its staff, and hire more people who are sufficiently qualified to handle high transactional volumes. In this case, slower growth may be the only way to quickly rein in expenses.




Cost Reduction Tools 

There are a large number of cost reduction tools available, the most useful of which are described in this section. They are mostly based on various  types of financial and operational analysis but also include such simple concepts as idea generation and a variation on the standard budgeting system. Companies have used all of them with considerable success.


5S Analysis 

The 5S system is about organizing the workplace in order to eliminate waste. From a cost reduction perspective, it promotes workplace efficiency. As the name of this tool implies, there are five steps, and their names all begin with the letter S. They are:1. Sort. Review all of the items within a work area, retain those needed for daily operations, and dispose of all other items (possibly involving a trip back to the supplies cabinet and/or the Dumpster).
2. Straighten. Reposition furniture and equipment to best serve the process flow, and move all other items out of the way.
3. Scrub. Clean the area completely.
4. Systematize. Establish schedules for repetitively cleaning the area.
5. Standardize. Incorporate the 5S system into standard company operations, so that it is performed on an ongoing basis. This should include a formal system for monitoring the results of the program.


A company should not embark on a 5S clean sweep of an entire company at the same time—that would create a great deal of disruption! Instead, this is a methodical process that is used to gradually address all locations, after which it starts over again in a continual cycle.


Benchmarking 

Benchmarking is useful for deciding where to begin cost reduction activities. It provides information about the cost levels of other businesses, of other divisions of the same company, or simply of the company for earlier periods. Then match benchmark costs against current results and target unusually high variances for further analysis.

Internal benchmarking against other divisions is particularly useful. Every division is bound to have some best practice area for which clearly identifiable improvements can be copied to other divisions. Further, the corporate headquarters staff can order divisions to assist each other (which is not the case with external benchmarking, where the other company is providing information solely as a favor).

Differences in costs that are highlighted by a benchmarking review can result from a broad range of factors, such as plant layout, automation, employee training, management practices, and cultural issues. Even after a  company identifies and copies every cost reduction technique that it can find at a benchmarking target, some portion of cost differences still may be tied to several residual issues that are not clearly identifiable. When a benchmarking review reaches this point of having no further identifiable practice improvements, then it is time to rebenchmark with some other entity and attempt to spot additional unique practices that the company can copy.


Breakeven Analysis 

A product line may generate such minimal throughput (revenue minus total variable expenses) that it cannot pay for the cost of the overhead that is directly linked to it, unless it produces at near-maximum capacity levels. Run a simple breakeven analysis on company operations to see where this problem arises and target cost reductions in those areas where product lines are clearly at risk of not exceeding their breakeven levels.

The breakeven calculation is to divide the related overhead expenses by the throughput margin of the product line. For example, if a product line has an average throughput margin of 40 percent and the related overhead expense is $100,000, then it breaks even at a revenue level of $250,000. If there is only enough production capacity available to create $275,000 of product revenue, then there is very little room for the product line to earn any money.


Check Sheets 

The check sheet is a structured form used for the collection and analysis of data. Its most common application is for the collection of data about the frequency or patterns of events. Data entry on the form is designed to be as simple as possible, with check marks or similar symbols. The check sheet is used most frequently in a production setting but can be easily applied anywhere in a company.

For example, what if the accounting manager is trying to increase the efficiency of the cash application process? Her first step is to determine the frequency of various issues impacting the process, so that she can focus her efforts on efficiency improvement. She discusses the project with the cash application staff and uses their input to construct the check sheet shown in Exhibit 1.1. The cash application staff fills it in during a one-week period, resulting in the determination that unauthorized payment deductions are the most frequent problem encountered during cash application, followed by missing remittance detail information. This information can then be used to prioritize efficiency improvement (and the resulting cost reduction) activities.

EXHIBIT 1.1 Cash Application Check Sheet

[image: 002]


Employee Idea Systems 

There are only a small number of really large cost reduction concepts, but there are a potentially infinite number of smaller cost reduction possibilities. The best way to obtain these smaller cost reductions is to create an employee idea collection system where a company actively solicits ideas from its employees. It is not unheard of for a company to solicit several dozen ideas per year from every employee and to implement most of the suggestions.

Installing hundreds or thousands of cost reduction ideas is also a significant way to build up a competitive position in an industry because small ideas are much less visible to competitors, so they are much less likely to be copied.

An employee idea system does not necessarily even require a reward system for suggestions. A reward system can require a considerable amount of time to calculate the savings from an idea, which in turn requires a small bureaucracy to hand out rewards. Further, employees will tend to focus on suggesting large-payback ideas only, so a reward system also tends to reduce the number of small-payoff ideas. A better approach is to include ideas generated in each employee’s annual review, which can then focus on the quality of ideas generated.

There is a great deal of intrinsic value to an employee to see a suggestion implemented, so it is really more important to have a good implementation system in place than to have a reward system. Implementations should be handled as soon as possible by front-line staff, not routed up through the corporate chain of command for approval. If management requires multiple approvals for each idea, there is more chance that it will be rejected somewhere, which tends to discourage employees from making further suggestions. Also, a long approval process takes more time, money, and paperwork. Instead, the correct approach is to acknowledge receipt  of an idea within one day and to make a go or no-go decision within just a few additional days.

A concern with employee idea systems is that they are very difficult to plan for; one cannot quantify precisely where or when cost reductions will be made, or the amount of savings. However, if ideas are generated and implemented in large numbers, a company can generally estimate the amount of savings that may be generated, based on historical results. In a company with fewer employees, planning for cost reductions will be more inaccurate.


Error Quantification 

Any error that results in a scrapped or reworked product or documents piles up costs. A company can create an information tracking system to aggregate error information, which is then summarized into a report such as the one shown in Exhibit 1.2. The report notes the number of incidences of an error event during the measurement period. It also notes the lost throughput of each item. If an item is scrapped, then the associated throughput is lost forever. If an item is reworked, then the cost of the rework labor is offset against the lost throughput to yield a reduced level of throughput. Further, the report indicates the time and labor cost required for rework.

EXHIBIT 1.2 Error Quantification Report
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The error quantification report example reveals that the worst scrap issue to investigate is dented electronics, since the company loses the most throughput dollars from this problem. Among the rework issues, the cost of additional labor must be offset against the potential lost throughput to see if rework is worthwhile. The redrilling work costs more to fix than the throughput that would otherwise be lost, so these items can be scrapped instead. The other rework efforts all yield a higher throughput than would be the case if no rework were done.


Fixed Cost Analysis 

A common decision point is whether to incur a large fixed cost (such as a high-capacity machine) in order to achieve higher margins through greater production efficiency. The answer, in many cases, is no. The reason is that a large fixed cost increases a company’s breakeven point, so that it must make more sales before it can begin to earn a profit. This can be a risky scenario in a volatile market. The issue can even be reversed—should existing fixed costs be eliminated in exchange for variable costs that result in somewhat lower margins? In many cases, yes. It is worthwhile to be somewhat less profitable in exchange for having a more flexible company that can earn a profit over a broader range of revenues and margins. This issue can extend to a variety of nonproduction issues, such as leasing office space rather than buying a building.


Ishikawa Diagrams 

Also known as a fishbone diagram or a cause-and-effect diagram, the Ishikawa diagram reveals the causes of a specified event. The diagram, as shown in Exhibit 1.3, has the general appearance of the bones of a fish. The problem to be solved lies at the head. Major bones represent groups of major causes, while minor bones represent subcauses. An Ishikawa diagram is an excellent starting point for a cost reduction analysis, since solving the issues listed along the various branches of the diagram will likely solve the initial problem, which may have been a source of considerable expense.

The exhibit shows the categories of issues causing late product deliveries to customers. The issues are clustered under general categories, such as Policy, Products, and Machine. For example, under the Machine category, incorrect machine setups are delaying the production of goods as well as inadequate preventive maintenance that increases machine downtime. Each of the items on the diagram can be addressed in order ultimately to reduce the incidence of late product deliveries to customers.

 EXHIBIT 1.3 Ishikawa Diagram

[image: 004]

There are a large number of major causes under which subcauses can be clustered. Possible headings include environment, equipment, inspection, manpower, materials, maintenance, management, policies, prices, procedures, processing, products, promotions, and suppliers.


Relevant Range Analysis 

The management team should be aware of the activity range over which costs apply. In particular, they should know exactly when additional step costs must be incurred to support increased activity levels, the extent of those steps costs, and what alternatives are available to delay or mitigate them.


Total Cost Analysis 

The removal of one cost may trigger the elimination of several other related costs. For example, laying off someone will also eliminate the cost of supplies, cell phones, and travel expense that the employee would also normally incur. There are also step costs that can be eliminated once certain volume points have been reached. For example, the layoff of one person will not also trigger the elimination of a human resources clerk, but laying off 100 employees might very well also eliminate this position.


Value Stream Mapping 

Value stream mapping (VSM) focuses on the identification of waste across an entire process. A VSM chart identifies all of the actions required to complete a process while also identifying key information about each action item. Key information will vary by the process under review but can include total hours worked, overtime hours, cycle time to complete a transaction, error rates, and absenteeism.

The VSM chart shown in Exhibit 1.4 addresses the entire procurement cycle, from the initial placement of a requisition through processing of the resulting supplier invoice. Under each processing step, the VSM chart itemizes the amount of overtime, staffing, work shifts, process uptime, and transaction error rate. The chart then shows the total time required for each processing step as well as the time required between steps, and also identifies the types of time spent between steps (e.g., outbound batching, transit time, and inbound queue time).

The chart reveals that most of the procurement cycle time is used between processing steps, especially in the transit time of orders from suppliers to the company. If total cycle time is an issue, then a reasonable conclusion would be either to source locally or to spend more for faster delivery services. However, if the emphasis is on speedier in-house pro-cessing,  then the chart shows that the purchase order processing stage is the most time consuming; it is also probably a bottleneck operation, given the amount of overtime incurred. Likely conclusions would be to reduce the error rate in the purchasing area by working on a reduction of errors in the upstream requisitioning area (note how the two error rates are identical, since the purchasing staff is likely copying errors from requisitions directly onto the purchase orders), offloading purchasing work with procurement cards, or bolstering capacity by adding purchasing staff.

EXHIBIT 1.4 Value Stream Map
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Another option for shrinking the long cycle time is to have the receiving staff send receiving documents to the payables department more frequently than once every four hours; cutting the outbound batch time in half would eliminate two hours from the total cycle time.

VSM works best in highly focused, high-volume processes where it makes sense to spend time wringing a few seconds out of repetitive processes. Conversely, the analysis effort would be wasted in low-volume areas where the staff constantly switches between multiple tasks.


Waste Analysis 

Cost reduction can be performed simply by identifying the various types of waste and then working to reduce them. Here are seven types of waste to be aware of: 1. Additional processing. This is any production process that does not directly add value to a product, such as a quality control review.
2. Defects. Any processing that destroys or harms production that has already passed through the bottleneck operation is a form of waste, because it eliminates valuable throughput and may require additional expenditures for rework.
3. Inventory. Inventory of all types requires a working capital investment, incurs storage costs, and is at risk of obsolescence. It also hides other cost issues, such as production imbalances and poor work practices.
4. Motion. Any motion by employees that does not add value is a waste. This includes any equipment setup time.
5. Overproduction. Any production exceeding specific customer orders is a waste, because it uses materials and other resources, which then incur storage costs and are subject to obsolescence.
6. Transportation. This is the movement of materials between any operations that transform the materials, such as between workstations in a production process. The more something moves, the more opportunity there is to damage materials. Spending on materials handling equipment or conveyor belts is also a form of waste.
7. Waiting. Any time when a machine or its operator is waiting is considered a waste of that resource. Waiting can be caused by unbalanced workloads, overstaffing, materials shortages, and so forth. However, analyze this type of waste with care; throughput analysis holds that only waiting at the bottleneck operation is truly a form of waste. (See Chapter 12.)


Some of the waste identified through this type of analysis does not add value but may be needed for legal or safety reasons, and so it cannot be eliminated.


Zero-Based Budgeting 

Zero-based budgeting can be quite useful in cost reduction analysis. It requires that a company set up various levels of funding for different budgeted service levels. This typically means that there are budget levels below  the current expenditure level. Then compare these lower levels of expenditure to actual expenditures to see how service levels will change if a lower level of expenditure is adopted. Creating a multitude of different expense levels within a zero-based budget can be quite time-consuming, so usually there are only a few levels to choose from.


Summary 

The key point about cost reduction tools is that no single tool will be sufficient for every situation. Instead, the best results likely will be gained from a combination of tools, which may vary based on which functional area is under review. Also, there are a large number of acknowledged cost reduction tactics that are specific to each functional area of a company—those are listed in the following chapters.

Control charts are used primarily for the analysis of production problems, so they are discussed instead in Chapter 4, “Production Cost Reduction.” Another tool is process analysis; it is a large enough topic to warrant two sections of its own, which follow.




Process Analysis 

One of the best ways to reduce costs is to fundamentally restructure the processes that a company uses to complete transactions. Many processes are rife with an excessive number of controls, approvals, handoffs, and unnecessary tasks that have gradually built up. It is entirely natural for processes to become more complex over time, as any number of decisions impact what might originally have been a clean and simple process flow. Accordingly, a process analysis team should cycle through a company continually, reviewing every process for streamlining opportunities. Here are some of the issues that they should address:•  Capture information once. If a process runs through several people, it is possible that each one in turn collects and enters some of the same information. To avoid this issue, center processes around a central database, as would be available in an enterprise resources planning system, so that information is only entered once and is then available to all subsequent users.
•  Design around value-added steps. In a typical process, there are only a few value-added steps, along with a number of reviews, controls, reports, approvals, tests, and inspections that do nothing to advance the process. In designing a better process, first focus on a process containing only value-added steps and then consider adding the  minimum number of non-value-added steps.
•  Avoid formal quality review steps. Any formal quality review activity is a waste of money, since it implies that a sufficient level of quality has not already been built into a process, and so requires extra labor to identify and fix. The solution may not be simple, since it involves error-proofing the entire process prior to a quality review step.
•  Reduce reviews and approvals. Ideally, there should be no approvals at all, and certainly no more than one. Any additional approvals simply extend the length of a process and waste the time of the person doing the approving. A long string of approvals either indicates that the management team does not trust its employees to handle transactions with minimal oversight or that a number of processing errors in the past have triggered additional reviews. The solution to both problems is to locate the root cause of errors and improve the process flow to the point where errors no longer occur. Then management’s confidence in the staff should improve to the point where no approvals are needed.
•  Center the process. Ideally, a process should be performed by one person, which improves efficiency and also places responsibility squarely on that individual. In those cases where a process seemingly touches on everyone in a company, the solution will be a winnowing out of as many people as possible, shifting most of the work to the smallest number of people, and then reviewing the process again over multiple iterations to continually compress the number of involved employees.If there appear to be multiple people around whom a process can center, it is possible that the process should really be split into separate processes, with each one concentrated around a single individual.


•  Focus on the central process flow. A process may include a variety of processing options, where some transactions must be shunted off to be dealt with differently from the majority of transactions. If so, the primary cost reduction gains will be from streamlining the tasks involved in the primary process flow. Secondary gains will be from entirely eliminating the decision points that shift some transactions off the central process flow. Thus, cost reductions are to be gained by increasing the efficiency of the core process and the volume of transactions running through it.
•  Simplify steps. Task simplification is central to the reduction of processing errors. It can involve the elimination of processing options, or the elimination of various types of data, or the consolidation or elimination of forms, and so forth.
•  Select the simplest process path. If a process improvement project yields several possible alternatives for a new process, it is generally best to select the simplest one, even if it is slightly more expensive than the other alternatives. The reason is that more complex solutions either require more oversight now or will in the future, as the process gradually becomes more complex again. If it is possible to adopt the simplest solution now, the odds are good that it will remain simple for a longer period of time.
•  Concentrate on high-cost items. A process usually contains only a few steps that absorb costs. These few steps are where a cost reduction team should focus its efforts, since there is a greater payoff for eliminating or streamlining these steps.
•  Eliminate wasted time. There is a great deal of wait time built into most processes, where a processing step sits in a person’s work queue for an inordinate period of time, is then processed briefly, and then shifts forward to the work queue of the next person in line. It is not uncommon to experience 99 percent wait times during a process. It is extremely useful to measure wasted time in an existing process and use this information to alter the process flow, usually in the direction of more process centering and smaller batch sizes.
•  Identify and enhance bottleneck flows. There is a bottleneck in every process, and it is where work tends to pile up. Once identified, either alter the process to reduce the work reaching the bottleneck or increase the capacity of the bottleneck operation.
•  Reduce batch sizes. If processes flow among multiple people, then specify that document batches be reduced to the smallest possible number before shifting to the next downstream person. This reduces the opportunities for documents to be held up between people, thereby delaying process completion.
•  Introduce automation last. Automation can be expensive, so automating a clunky process likely means that the existing process will be maintained for the foreseeable future, on the grounds that a large investment has been made in it. A better approach is first to streamline a process and then to introduce automation once the process appears to be working well, with no other significant cost reductions likely.
•  Install a feedback loop. Even the best-designed process will generate errors occasionally, so include an error-reporting system in the process, along with a feedback loop that routes this information to the appropriate person for action.



Once a process has been fully redesigned, it is possible that the people performing it are no longer qualified to do so; their jobs may now require more skills than they have. If so, a special training regimen may be needed to bring the staff up to the minimum required skill level. Alternatively, it may be necessary to replace some employees.

Once a process has been improved and implemented, make sure that the same process is being used in all company locations. This may require that people using the new and improved process be sent to other locations to demonstrate the new system. Also, the internal audit staff should schedule a follow-up review to ensure that all locations are using the new system  correctly. Otherwise, a company may find itself with an unwieldy group of disparate processes that all complete the same work with varying degrees of efficiency.


Top Processes to Review 

Finally, there is the issue of which processes to select for an overhaul. There are dozens, if not hundreds, of processes to select from, so which ones go first? A process is in need of work if there is a great deal of turmoil around it. Indicators include finger-pointing about who caused an error, high error rates, lots of time researching and correcting errors, a multitude of manager approvals, and evidence that people are working around the process whenever possible. These are all symptoms of a process that touches too many departments and has too high a degree of complexity. It is not difficult to find these processes—just ask the employees.




Process Analysis Tools 

There are a number of ways to analyze an existing process to see how it can be streamlined. A good overview of a process flow is the task chart, which shows the sequence of events in a process flow, what type of processing occurs, and the time required for each step. The task chart is very helpful for zeroing in on long-duration process steps that may be causing trouble for users. An example is shown in Exhibit 1.5.

The exhibit shows the steps used in a paper-based purchase requisition and purchase order flow. The steps are listed in their normal sequence, showing the duration and type of activity for each step. The chart makes it clear that there is a high annoyance factor and delay involved with any document approval or document transfer between employees. The other steps are so short that any improvements to them would not greatly reduce costs.

Another way of looking at a process is to see how many times it switches between different departments. The more handoffs there are in a process, the greater the chance for delays and errors. The format shown in Exhibit 1.6 for a simplified sales process reveals that a customer order is handled by no fewer than four departments, which explains why this process is a prime source of errors in many companies.

The process task chart is good for spotlighting specific areas for further investigation but does not provide a sufficient level of detail regarding exactly what activities are occurring. For that level of detail, we use a process cycle time analysis, such as the one shown in Exhibit 1.7. The matrix breaks down processing time into more clearly defined segments.

 EXHIBIT 1.5 Process Task Chart
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EXHIBIT 1.6 Process Flow across Departments
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EXHIBIT 1.7 Process Cycle Time Analysis

Process: Plastic Part Injection Molding and Painting (minutes:seconds)
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EXHIBIT 1.8 Cycle Time Analysis
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The exhibit reveals that the wait times in processing steps 2, 4, and 6 are responsible for nearly all of the time in the process and so are worthy of further analysis.

As just noted, the wait time can be an extremely high proportion of the total process time. In Exhibit 1.8, the actual processing time for five steps is listed in the second column, with total cycle time (processing time plus wait time) in the third column. Processing time is then divided by cycle time in the fourth column. A very low percentage reveals the presence of an inordinate amount of wait time, which then becomes a target for more detailed analysis.

The cycle time analysis in Exhibit 1.8 reveals that the overall processing time during the process is 38 percent of the total, which means that 62 percent of the process is composed of wait time. The bulk of the wait time  is centered on the fourth step in the sequence, which has a processing time percentage of only 20 percent. This would be an excellent spot to begin further investigation into compressing the cycle time.




Key Cost Reduction Questions 

Before implementing a cost reduction, one should address a series of questions to see how the change will impact the organization. Just because there is a negative outcome to one or more of these questions does not mean that the change should be avoided; however, it does mean that management is now aware of the issue and can make any adjustments it feels necessary to counteract the problem. The questions are:•  Will customer service levels decline? This issue is listed first because it is important for revenues, customer satisfaction, and customer turnover. A negative response from management should not yield an automatic rejection of a proposed cost reduction, however. Instead, additional consideration should be given to the extent of the resulting service level decline and how much that decline will matter to customers.
•  Will it impact the lifetime value of customers? In other words, will the cost reduction either increase customer turnover or reduce the profit from their purchases? If so, then the cost reduction needs to be so massive that it clearly offsets the projected customer losses. In most cases, a yes answer will provide sufficient grounds to cancel a proposed cost reduction.
•  Will it impact core functions? This question is critical. A company should pare costs from a key company function only if the expenses are clearly extraneous. If anything, company resources should be flowing into these areas.
•  Will it impact product quality? A yes answer does not automatically cancel the related cost reduction. One must determine if the current quality level matches customer expectations or if the design robustness is actually greater than needed.
•  Will employee skills be affected? This question is targeted at reductions in training expenditures. The analysis should include a review of exactly which skills will be impacted and how critical they are to the company’s long-term success.
•  Will there be a related exit cost? There may be a variety of expenses that must be recognized as a result of a cost reduction, such as severance pay, writing off assets, or paying a termination fee to a business partner. These costs should have been included in the initial cost reduction analysis already, but the question is listed here to ensure that it is addressed.



Some variation on these questions can be included in a standard company checklist of items to be discussed before management approves a cost reduction.




Cost Reduction Reports 

A well-organized cost reduction analysis project should start with a general overview of the target area that results in a graphical presentation of potential cost reductions. The format shown in Exhibit 1.9 is a good layout, showing the potential cost reduction impact of numerous projects across the bottom axis and implementation difficulty on the vertical axis. Cost reductions in the lower right corner are low-hanging fruit that generate significant returns in exchange for a modest effort. Conversely, items in the upper left corner require a great deal of effort and produce minimal returns. This format is a good guideline for deciding which projects to address first and which can safely be delayed.

In Exhibit 1.9, the commission restructuring in the upper left corner is projected to have such a low payback and high difficulty of implementation that it is not worth doing, whereas the procurement card program is highly worthwhile, since it has the reverse characteristics.

EXHIBIT 1.9 Cost Reduction Payoff Matrix
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EXHIBIT 1.10 Cost Reduction Risk Matrix
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A variation on the cost reduction payoff matrix is one that itemizes a number of additional factors, such as the risk of project failure, implementation duration, and level of support. If any prospective project has a high risk score in any category, then the project manager should either consider alternative projects or work on risk mitigation strategies. A sample risk matrix is shown in Exhibit 1.10. In the exhibit, the riskiest project appears to be the office merger, which contains three high-risk scores, while the single maintenance, repair, operations (MRO) distributor option is the safest, with four low-risk scores.

Exhibits 1.9 and 1.10 provide only an overview of potential cost reduction projects. The next step in an organized cost reduction system is to generate greater detail regarding potential reductions. The format is shown in Exhibit 1.11, which begins with the general topics already shown in the cost reduction payoff matrix, and then notes and quantifies specific opportunities. The matrix is split into two parts, with those projects estimated to have low levels of implementation difficulty listed at the top and those with more difficult implementation difficulty listed at the bottom.

Another way of stating Exhibit 1.11 is to create a before-and-after income statement showing the expected impact of the cost reduction program. An example, using all of the Exhibit 1.11 cost reductions, is shown in Exhibit 1.12. This can be an extremely effective way to convince senior management to support cost reductions, especially when they see the improvement in net profit, as shown in the example.

Once proposed cost reductions have been selected from the list in  Exhibit 1.11, a tracking report is needed to show the progress of the reduction project. The report shown in Exhibit 1.13 itemizes the expense categories to be impacted as well as the progress of cost reductions. Of particular interest is the last column, which summarizes the achieved run rate of lowered costs that a company can expect to continue to experience in the future.

 EXHIBIT 1.11 Cost Reduction Itemization Matrix
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EXHIBIT 1.12 Before and After Income Statement (000s)
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EXHIBIT 1.13 Cost Reduction Status Report (000s)
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The cost reduction status report reveals that the layoff noted in Exhibit 1.11 has not yet taken place, since that would have appeared in the direct labor category. The remaining programs have all been initiated but not yet completed. In fact, the completed cost reductions currently comprise only 30 percent of the total cost reduction goal, so management clearly needs to monitor the situation closely for some time to come.

The reports shown here start at the very high-level cost reduction payoff matrix, add an analysis of project risk, and then drill down to individual cost reduction projects and the continuing progress of those projects. This level of reporting is needed to give management a complete top-to-bottom view of a cost reduction campaign.




Metrics 

There is no single metric to monitor for a cost reduction program. Instead, a measurement system must be created for each type of cost reduction, showing historical costs and related activities, and then following the same metrics in the future, to warn of any backsliding in cost reductions. These metrics should be linked with a number of failure metrics. A failure metric reveals if a key type of performance is failing as a result of a cost reduction. For example, switching to lower-quality raw materials can be linked to a warranty claims failure metric; if warranty claims go up substantially as a result of the lower product quality, management should reevaluate the cost reduction program. Examples of other failure metrics are service delivery times and customer satisfaction ratings.

When setting up historical metrics for a cost reduction project, the costs incurred during the past 12 months are sufficient; they reflect the most recent activity as well as cost variations over a full-year cycle. Any metrics farther back in time likely reflect different activity levels and business conditions, and so are not relevant to the current cost structure.

Finally, the best measurement system is one that drills down to the lowest cost center or profit center level. Since costs generally are eliminated at the individual location and related general ledger subcode level, this type of highly localized metric will generate the best information about the success of a cost reduction effort.




Summary 

This chapter has addressed the economics of cost reduction as well as other reasons for engaging in an ongoing program of cost reduction. We have also noted the general work flow to be used when engaging in a cost  reduction project, and some of the tools that are available for this work. However, not all tools are applicable to all cost reduction areas. The next chapters reveal that different types of analysis are applicable to different expenses. For example, the use of a pull system is critical for minimizing an inventory investment, whereas throughput analysis is quite useful for evaluating fixed asset purchases, and a simple laundry list of options should be incorporated into an employee benefits review. Further, cost reductions in spend analysis are closely tied to supplier consolidation, while maintenance, repair, and operations spending calls for close cooperation with a preferred distributor. In short, there is no easy way to reduce expenses; doing so requires knowledge of a broad set of tools.




End of sample
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Sept 14 914, 9am 916 4pm  Flecuolysis  Power o

Sept 19 919, 10am. 919, 4 pm.  Electrolysis  Electrodes corroded

Sept 19 9/19,4 pam 10am Paint nozzles clogged
Sepl 23 923 1pm. 9/24,9am, Ran out of paint
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Target market price
“Target margin %
“Target margin $
“Target cost

Current cost

Target cost

Cost reduction goal
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Net Profit Equivalent Revenue

19 $100
2% 50
5% 20

10% 10

15% 7

200 5
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Widget, Part #123

12Month Variance
Purchase  from

Volume  Approved

Subsidiary  Supplicr Approved: Unit Price (Uit Unit Prce

Norhridge J.C. Hammonds X 100 -

Sonoma Dithers & Sons 105 5750

Arbuthno Corp. 108 1410

Mna .G, Hammonds 110 1200

Birmingham  Checkers Lid 115 2250

Total profit impact _$8.640
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Product Alpha Product Beta Product Charlie Totals

Units sold 1500 3,500 0000 15000
Price each 5800 $1200 $15.00 —
Variable cost each 300 500 600 —

Overhead allocation 666 666 666 -
Gross margin each 50166 503
Gross margin toal  $(2,490) 1190 523,000
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Supplier monthly fee.

Freight reduction
Process savings

Inventory

rying cost

$1.500 monihly fee x 12 months = +$18,000

525 delivery charge x 100 orders

1,000 hours of inventory
tracking x $30/hour

$150,000 inventory 15,000
reduction x 10% carrying cost
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‘Scenario One:.

e [ e [ e I ey
120 unmlmur[ 95 untsmour 0 unitshour 180 unitshour
‘Scenario Two:
st _
o
rrmen i e [ e i e
1680 unmur\ 135 untshour 80 untshour 180 unitour

Tota auput
B0t

ot auput
B0 s
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20x1 202 203

Preferred  Percent. Preferred  Percent Preferred  Percent
pplicr  of Towl Supplier  of Total Supplier  of Toul
Commodity Spend (0009 Spend  Spend (000 Spend  Spend (0003) Spend.

Faciltes SLA0 1 s1623 s s2odd 29
Fitings 170 % 350 % 82 1
Fixed 13079 1608 9% 15750 37

Materials 2450 10 5030 sEs0 2

Supplies — [ 80 o 13010
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Cost

Implementation Reduction

Topic Area Opporumity  Action Diffcully  (000%)
Banking fees  Cureently paying  Switch al High o
account fees for  accounts (0
separate bank  sngle bank,
account for and roll all
cach office, and  cash into an
not aggregating  investment
cash for account, using
investing sero-balance
purposes accounts
Commission  Juniorlexel base  Drop base pay o High 75
resructuring  pay is 25% market ate for
higher than all new hires
comparable.
fates in the
market
Office merger The Denver and  Himinate the  High 0
Boulder offices  Boulder office,
service sublease the
approxinately  space, and shif
the same group  stal (0 the
of customers  Denver office
Security guard  Currently have  Swich toa High 8
reduction  evening on-site  private
sceurity guards  contractor that
for all 14 patrols the area
offices periodically
Sell subsidiary The Wynona  Sell the High 0
Brewery is the  subsidiary
only brewery
sl owned by
the company
Supplier Have over 1000 Consolidate the  High 500
consolidation  suppliers for  supply base to
5,400 stock 300 suppliers,
keeping units  and realize @
316 overall cost
reduction

Total Cost Reduction

$1.880






OEBPS/brag_9780470622476_oeb_003_tab.gif
Before After

Gross revenue 1,000,000 5950000
Variable cost of goods sold 750000 5700000
Botleneck time used 168 hours 153 hours
Sales effectiveness $1,488/he $1.634/hr
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Cost Reduction Analysis

Tools and Strategies

STEVEN M. BRAGG

@

John Wiley & Sons, Inc.
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Processing, Cyele Time. Processing

Sequence ‘Time (hours) ours) Percentage
1 06 06
2 02 03
3 04 08
10 a9
08 13
30 7.9

Total Percentages 38% 100%
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For the Year

Ma Supplics

Towl spend (000 STOM  $4382  $i2568  S24375  $1300

Total suppliers 108 2i0 2 D 9

Suppliers with 80% 2 50 10 63 B
of spend

Suppliers with 90% 51 82 18 %0 31
of spend

Suppliers with 95% 73 129 3 13 a3

of spend
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Cost of Using Corporate Purchasing Cards
Number of corporate purchasing cards EY
Annual fee per card x 520
Total annual fee for cards $100
No. of purchase orders

Percentage under $100

No. of purchase orders under $100

Percentage of under-$100 purchase orders (POS) allowing cr x75%
No. of under-$100 POs allowing credi 4200
Average amount of under-$100 POs. x55:

N 5218400

Amount of POs converted 1o credit ca
B e of improper credit purchases x

nproper credit purchases S1092
Total cost of using corporate purchase cards s1492

Cost of Not Using Corporate Purchasing Cards
No. of POs

Percentage under $100

No. of POs under $100

Cost 0 process a PO

Total cost 10 process under-$100 POs
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Minutes to

Step. Process Process Backlog
1 Assemble fumiture kits from subcontractor 1895

2 Hand carve designs on furniture 3050

3 Add adhesive base layer 0

i Apply pigment (o adhesive base layer s10

s Apply gold leaf 1,400

6 Burnish gold

2425
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Salesperson A Salesperson B Salesperson €

Gross revenue $1.000000 5800000 750000
Variable cost of sales 5750000 5400000 5375000
Throughput 5250000 5400000 $375.000
Sales expense $150000 $52,000 $74.000

Sales productivity 171 91 511
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Log Issue Responsibility  Action
Select s M. Samoff Facilitate selection
personnel for ‘meeting with sales
layoff managers
Legal entity not A, Weatherby  Rewrite landlord conract Jan. 21
shut down for new entity
ABC facility ot T. Amold, Meet with leasing agent Jan. 27
subleased 0 determine market

rate for suble






OEBPS/brag_9780470622476_oeb_004_r1.gif
[ s ousorn
Soboeed v Tosmie o
prm ey
T auossy s ot B0
souersno 1
foontog ey %
saoumionn owon
WL oos0
[ ]
/]
-’ 4
3
\

oiod v oakas
‘Suven snbobe

peonpes e howisns
somodven

i ona |





OEBPS/brag_9780470622476_oeb_007_tab.gif
Advertising campaign
Customer support staff
Marketing brochures
Obsolete inventory
Procurement staff
Product manager
Warranty claims

15,000
5280,500
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Requircd

Throughput Botdeneck Units of  Bottleneck

S/Minute of Usige  Scheduled  Utilization  Throughput

Botleneck  (minutes) Production (minutes)  per Product

207 Lo 5625 6 8005800 480 30000
television

507 LCD 515 1001201200 12000 61800
television

427 1ep $4.00 12 433150 5196 20784

Total planned boule

time

Maximum available bottleneck time

Total throughput

$176,584
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Requircd
Throughput Botencck Units of  Botlencck

S/Minute of Usage Scheduled  Utilization  Throughput
Botlencck  (minutes)  Production (minutes) per Product

3 $6.00 0 B0 800 s
television

000

(new)
32 §7.50 6 1335 798 $59985
television
Cold)
01955
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xpense
Category Goal

Identificd
Cost
Reductions

Completcd
Cost
Reductions

Achieved
Reduction
Run Rate

s 0

Administration 610
labor

Production 520
supplies

Supplies

Advertising

Totals

120

180
280
51180

s0
0
310

i
180

100
5660

0
0
B
i0

10

5500
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Cost to Implement a Payment System Based on
Purchase Orders.

Cost/year per programmer $68.000
No. of programmers required x3
Six months' work x50
Total programming cost $102000
Mailing and notification cost + 525,000
Training cost

Total implementation cost
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Level 1 Level 2 Level 3 Toul

Commadity Commodity Commodity Supplicrs.
Metal Steel product Tron and steel 5 $13540

manuf pipe
Rolled steel i 1710
Steel wire 3 3900
Steel product total 15 22150
Aluminum product Aluminum sheets 2
Extruded 9 970
aluminum

Other alus n 320
Aluminum product total 2 $3,660
Nonferrous metal  Extruded copper 14 1900
Copper wire 2 1110
Other nonferrous 5 850
Nonferrous metal total 2 53890
tal 50 529700






OEBPS/brag_9780470622476_oeb_064_r1.gif
Change

Problem Task

Managemer Leadership Solving  Plan

Reviewer 1 3 1 i i s
Reviewer2 4 1 5 3 i
Reviewer 3 3 3 i i s
Reviewer 4 5 2 i 5 i
Averages, 38 L i is

Note: Scores are 1 10 5, with 5 being the best.
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Number  Lost Toul  Toual
of Throughput  Toul Lost  Rework  Rework.
Error Type Inci per Inci Time
Rework—Adjust 1 st 330 $7000
paint gaps
Rework—Cutoff 29 523 2867 500 10000
excess trim
Rework—Redill 8 iss 3901 200 000
unaligned hole
Rework—smooth 11 735 8085 10 2000
rough edges
Scrap—Broken 10 19.20 19200 - -
base unit
Scrap—Crushed i 610 2040 - -
packaging
Scrap—Dented v 1205 20485 = -
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Actual Time “Theoretical
Used (hours) Capacity (hours)

teps in Sal

Inital customer identification 450
Customer qualification 120
Needs ment 300
Letter of understanding 50
Product demonstration 620
Solution proposal 3100
Negotiation 00
Closing 200
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Cost of Payment from Production Records.

Cost/year of programmer 582000
No. of programmers x6
Six months' work x50
Total programming cost 000
Cost/year of purchasing manager 590,000
One monthy's work X830
Total purchasing manager cost §7.470
Total travel cost + 560,000
BOM engineer salary. 70000
Total implementation cost 383470

Benefit of Payment from Production Records

Cost/year of payables clerk $35.000
Clerieal positions climinated x3
Total savings 000
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Net Present Value Calculation

Lease versus Buy

A Lease Basis

Preta. Income Tax  Afierfax  Discount  Net

Lease Savings Lease Factor Present
Year  Paymems  GS%Rao)  Cost @ Value
1 280,000 98,000 182000 09170 166,891
2 280,000 98,000 182000 08120 153,244
3 270000 94500 175,500 07720 135,186
i 270000 94500 175500 07080 124258
5 120000 2000 78000 06500 50700
6 120000 42000 78000 05960 6,488
7 120000 2000 78000 05470 2666
5 120000 42000 78000 05020 39,156
9 120,000 2000 78000 0:4600 3585

1700000 595,000 1105.000 794.768
Net Present Value Calculation
Lease versus Buy
B Buy Basis

Accelerated Income Tax Discount Net
Cost Savings. Factor Present
Year Recovery 35% Rate) %
1 200000 70,000 09170 64,190
2 200000 70,000 08120 910
3 200000 70000 07720 54,010
i 200000 70,000 07080 9,560
5 200000 70000 06500 15500
6 — — .
7 — . —
5 - - —
9
000.000 350000
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Spend 0009

Supplier Name Quarter | Quarter 2 Quarier 3 Quarter 4
1 SI79R0 SIS0 SIBA0  S18940
2 Masonic Metaleastings 9730 10030 10470 10500
3 Jacobean Fittings 7.0% 60 7605 7865
i Bricklin Supply 5995 6190 6430 69%
s JC. Hammonds Cop. 5450 5780 6000 6150
Subtotals is B0 S80S $50.4d5
Remaining suppliers 90410 89045 86830 81060
Grand totals SI36655  $136325  $135435  $134505
Remaining suppliers percent 66 65w i 6%

of total
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Cost

Implementation ~ Reduction
Topic Area  Oppormmity  Action Difficulty ©00%)
Advertising  All of adverising  Drop sponsorship Low 5380
cutback s spent on and switch to
NASCAR mix of Internet
sponsorship  and magazine
iertising
Cancel office Currently have  Eliminate all Low 70
parties Christmas and  summer office
Summer parties
partes for 14
offices
Generic Using brand Standardize on  Low 30
office names for generic office
supplies 140+ types of  supplies
office supplies
10% of Conduct a layolf  Low 90
production of 5% of the
Sl is production
currently idle  staff, leaving.
the remainder
on staff to
Procurement  Purchase orders Low 610
ard used for procurement
program  virtually all card program,
purchases and mandate
its usage for
purchases.
under $500
Single MRO  Currently use 15 Centralize orders  Low 520

distributor

MRO
distributors

and shiff 1o
standard

generic
Supplies

Total Cost Reduction 52,230
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Accounting  Receiving  Purchasing  Legal  Management

Purchase ] ] "
requisition

Purchase order v

N 3 N
Invoice
Receiving log
Supplier debits
credits
Contract N N N
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Contract identification number
Contract start date
Unit price

Discounts.

Cumulative volume purchased
to date

Rebate thresholds

Sontract name

Contract expiration date

Contractual quantity at
specified unit price

Discount thresholds

Rebates
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ales
Less: discounts granted

Net sales

Variable expenses

“Throughput

Scott Riley compensation

Riley other expenses

Additional support staff compensation
Net loss

$4,257,000
(852,000)
3,405,000
3138000
267,000
185,000
49,000
162000

$(129,000)
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REDUCTION
ANALYSIS

Tools and Strategies

STEVEN M. BRAGG
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Present value of purcha
Less: present value of related tax savings
Net purchase cost

Net present value savings of purchase over lease:
Present value of lease cost

Net purchase cost (above)

Net savings

$1,000000
o
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Req
Throughput Botleneck ~Uni

of  Bottleneck

of Usage Scheduled  Utilization Throughput
ck Production(minutes)  per Product

37 $800 s 1.600 8000 361000

television

(hew)

32 750 6 133 59985

television

Cold)

Si015
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Chutney Flavor Pricc/Jar Variable CostOverhead Nt ProfitThroughput

Apple 5280 s180 5040 5060 s100
Peach 255 165 0.0 050 050
Banana 240 160 040 040 080

Garlic 150 125 040 ©19) 0
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32

Television 32" LCD Television

MNew) ©ldy
Pri $i00
Toally variable costs 310
Throughput 560
Overhead allocation 535
Profit 525
Required botleneck usage 10 minutes 6 minutes

“Throughput per bottleneck minute ~ $6.00 5750
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Corporate Cost of Capitl = 8%

Contractual Actual Days

Early Payment

Supplier Payment  Payment  Financing

Name Invoice No.  Invoice Total Days Variance  Cost
Able Baker  INSIS7 1009 30 10 224
Accurate 8200 10423 30 2779
Paper
Corp.

Addie 1031 742 is 066
Supply

Afftuent 51905 1903 10 21
Grocers

Aggressive  IN-007 8439 15 14

Attomeys

Total carly payment cost
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