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Effective Cost-Reduction Strategies

In a recent survey of managers taking part in an IESE program, they were asked what things
they did differently after the crisis. Ninety percent of respondents said they paid much more
attention to costs. The interesting thing about this result is not only the high percentage, but
also the fact that the question was open-ended. No answers were suggested. They could have
answered anything, and nine out of ten mentioned that cost efficiency, improved cost
management or cost reduction had now become more important.

To some extent it was an expected and yet surprising response. Expected, because we all
know that in good times we tend to be less scrupulous about costs. Surprising, because it
shouldn’t be this way. Good managers must always seek efficiency, in addition to promoting
a culture of belt-tightening within their organization, doing more with the same or fewer
resources. Some of the things that have to-be done to properly manage costs include defining
expenditure policies, rationalizing processes to contain or reduce them, establishing plans,
assigning responsibility for expenditure items and leading by example.

We are all familiar with good and bad practices in this area. An error being committed by
plenty of managers nowadays is asking for 10% cuts across the board in all departments.
Without distinction. Are all departments equally important? Are all departments equally
oversized? The danger of such a message is that we may be encouraging the reduction of
certain costs that are actually strategic and important for long-term results. Cutting costs in
critical variables amounts to jeopardizing future competitiveness. Innovation, training,
branding... In every company these variables can be different, but it is worth first analyzing
the key competitive variables before implementing cost-cutting measures willy-nilly.
Undertaking certain expenses can be more important in times of crisis than when things are
going well, not to mention that they might also be cheaper.
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Another example of bad practice is a general manager of a small company who told each of
his department heads that they should fire one person. It made no difference that 20 people
worked in one department and five in another. The IT department, with key projects for
improving the efficiency of the organization and suffering from few resources, had to reduce
staff by one person like all other departments. Such messages are not only harmful to the
company as a whole but to the credibility of the cost-reduction project and the managers
who take the decisions.

Key Aspects of Proper Implementation

For cost reduction to be effective a number of key issues must be taken into account. A
McKinsey study revealed that 79% of companies surveyed had reduced costs, but only 53%
of executives thought that it had helped.' A logical conclusion is that many companies
reduce costs, but half of them go about it in the wrong way. The reasons for this situation
may stem from cost cutting of strategic resources and from a mismanagement of the efforts
to reduce costs. We have already mentioned some key factors, which we shall now discuss in
detail.

e Leadership: As in any project, it is critical for leaders to communicate the importance
of what is going to be done and to be the first to lead by example. It is not fair, for
example, to announce that nobody should be flying business class and then continue
to do so themselves. Or not to stress the importance of this project in internal
communications. Or not to monitor whether the expected results are being obtained.
What is important for the leader will be important for the rest of the organization.

e Coordination and accountability: In a cost-control exercise there must be an accountable
person and department who have the responsibility of facilitating the process, training
people, establishing policies and processes and, in short, helping out. If possible,
the person in charge of coordinating the project must be experienced, so he or she will
be able to suggest improvements with more discernment.

e Systematization: a diet is of little use if you regain weight quickly. Moreover, experts
say that people actually end up regaining more weight than they started out with,
making it even harder to shed the extra pounds. The same goes for expenses. It is
important to sustain the effort and make it a norm in the organization. Rationalizing is
very helpful in this regard. Cost reduction must be transformed from a special project
to a normal process. An example would be to require authorization for purchases
beyond a certain level or to centralize price negotiations with certain suppliers.

e Culture: Though related to the above, it is essential to underscore its importance.
Transmit values that encourage frugality and the need for efficiency and effectiveness
in spending. It is a matter of encouraging our employees to spend the company’s
money as if it were their own. The slogan “behave with the company as you would
behave with yourself” can be very helpful.

1 Heywood, Suzanne, Dennis Layton and Risto Penttinen, “A Better Way to Reduce Costs,” McKinsey Quarterly, October 2009.
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e (Creativity and innovation: Thinking about what can be done differently to manage
costs more effectively. Changes in production processes, logistics, meeting
arrangements, and so forth, can facilitate cost reduction. For example, in a company
that manufactures industrial machinery, using the same components for different
machines can help reduce the number of parts, resulting in cost savings and better
prices by having higher purchasing volume for certain parts and destocking others.

e Having good information: Knowing which activities are cost generating and where
they (the cost drivers) come from through appropriate costing systems. Without
information, it is difficult to know where to focus our attention and set specific targets
and proper follow-up procedures. It may be worth implementing an activity-based cost
system that easily shows which activities generate cost and how much cost they
generate.

e Analysis and planning: Spend some time analyzing the data and thinking about the
objectives to be achieved. Without objectives that are clear, realistic, ambitious and
consistent with company strategy, reducing costs is no easy task.

e Follow-up: After planning, an effort should be made to check whether the objectives
are being met on schedule in order to implement corrective actions if necessary.

These recommendations can help avoid behaviors that increase spending, such as buying
surplus materials “just in case” or having everything shipped by air when it could be done by
sea.

The items where costs can be cut are diverse. Their importance will vary between
organizations. In some, the cost of travel can account for 8% or 10%, while in others it might
represent only 2%. A good rule of thumb for most companies is not to tackle the reduction of
all costs at once. Start with those that are most important. The importance may depend on
the amount, and also the expected ease of execution.

The basic sources of cost reduction are, on the one hand, negotiating with suppliers, and on
the other, behavioral change, either due to a change of attitude or to improvements in
management and processes. The specific channels or actions for effectively reducing costs
can vary according to each cost item. In the next section we examine some costs that you
may wish to focus on.

Cost-Reduction Areas

We shall comment briefly on specific issues in some areas where there is usually a significant
margin for improvement. The list is by no means exhaustive and includes suggestions that
can also be applied to other expenditure items.

Organization and People

Organizations may be overstaffed for various reasons. Their structure might not match their
current or future real needs, they may lack clearly defined responsibilities or they may not
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