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Eigure 3.6. Examples of Costs

Type of Cost Examples

Variable direct coss * Baw matertls

allocated to spectfc « Labor used to buld products or provide service
product,services, or » Consultants contracter] to develop er faclate programs
customers; fluctuate « Vendor conrses

with the volume of « CSES overtime.

business

Fised direct costs « Deprectaton of capttal eqpupment used o mke spectfic
allocated to spectfc procnets or declcated to servicing spectfic custormers.
products, services, or  » CSRs (salary, beneft, and percentage of ucily use) who
customers; do ot are dedicater 0 a spectfic product e or customer group.
fuctuate i proportion  and whose hours do not fluctate n proportion o volhume
with changes n the « Supervisars whose departments are dedicated o one
volume of work bustness ine, prochuct, o customer

performed « Professtonal staff dedicated to one bustness lne, service,

or customer
« Corperate universty fctliiesor dedicated space:

Fised indirect coss: « Management salarics and benefits
not declicated bt spread » Staff salarcs and benefits

actoss products,services, » Corporate office expenses

and customers; do ot

Auctuate vith changes

n business volume.

Depreciation is a ceduction in the value of producing a fixed asset because of wear and tear from normal vse. Examples of assets that are depreciated are facilities (buildings) and capital goods (equipment and vehicles). Companies with high
depreciation costs (like manufactorers) are more capital intensive. Amortization is the gradual reduction i the book value of a non-producing asset that has a limited life. The original cost is spread over the life of the asset. Examples of assefs that
ate amortized are patents, copyrights, and franchises.

‘What Businesses Include in the Price of a Product or Service

‘The price of a product o service includes is direct costs, plus some portion of the business's indirect costs, plus some margin for profit (see Figure 3.7). Organizations strive to reduce their costs so that they can maintain of lower their prices (fo
‘become more competitive) without reducing their profit margin.
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Figure .7. Components of Price

Profit Margin

Indireet Costs

Direct Costs

Rule No. 2: Find out how your organizaton, department, or client classifes s costs. Find out what costs, if an, are concidered direct and wht costs are considered indirect. Wiether you az @ performance consultant are @ diect o indrect cost,
Jond out o our i, space, and squipment are valued an s allcated, o spread.

@ FIELD TECHNIQUES: LEARNING HOW YOUR ORGANIZATION CLASSIFIES
COSTS

I've presented a simple esplanation of costs, but it's enough for you to begin to have  conversation with your clients of organization’s finance department. You have to find out how your client or organization classifies costs, why it uses that
‘method, and horw well it can solate ifs costs. Here is a technique for doing so:

1. Meet with someone in the accounting or finance department and ask how the organization classifies costs.

2. If your client or organization uses broad categories like overhead, management, G&A, and 0 on, ask what costs g0 into each category and who makes those decisions.

3. Ask which costs are considered direct and which are considered indirect

4. Ask which costs are fixed (less controllable) and which are variable (controllable).

5. Ask which costs are the larger cost components.

6. Ask how changes in business volume affect costs and which costs are most affected.

7. Ask how the organization recovers is fixed costs when volume or business is down.

8. Ifthe organization s capital intensive, ask how it allocates and recovers depreciation when volume or business is down.

9. Ask which costs the company atiributes to you or your department (salaries, facilities, equipment, and so o) and how it classifies them. If some of your costs are diect, ask which products, services, or customers they are linked fo. If some
o all of your costs are considered indiect, sk on what basis they are spread across customers, lines of business, or products (that is, equally in proportion to usage).

L N
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€2 FIELD TOOLS: VALUING TIME

Sometimes consultants and clients do not know horw to value their time. Thus, even if they are able to eliminate activities or become more effiient, they don’t know how to assign a value to the time they have saved. Figure 3.8 provides a
worksheet for figuring out how much your time and your client's time is worth,

¢ ]

Figure 3.8, A Formula for Valuing Time

1. denfy an appropriate pay grade, and select the annual saary
atthe midpetnt of that grac.

Enter that figure here.

2. Divide that fiare by the number of avaiable hours
inthe year (sce below). + 1500
Enter the result here

5. Add a percentage for overhead (an idlrect, fived cost).

Acommonly used number s 35 percent. X135

Ths s your hourly rate. -

“This formula gives you an hourly rate you can use to value your tine and your
elienes time. Once you know the formul, yon can change its assumptions based
o the stuation.

“The figure of 1,500 work hours per year s dertved from this formula:

52 weeks ayearx 40 hour work week - 2,050 hours
Less minmum vacation time (2 wecks) - 50 hours
Less an average 11 personal days and holidays - 85 hours
Less typical number of tratning hours - 50 hours
Less typical e spent n meeting - 40 hours
Less typical miseellancous and sick eime: - 22 hours
lable hours per year - 1500 hours

‘Adda percentage for overhead (an tnlrect, fixed cost) to your hourly rate. A
‘commonly usec] number 1 35 percent. This efves you an hourly rate you can use:
t0vale your own and your clens time.

L |- E——

Jenmifer headed the word prossssing sroup i har company’s hared services depatuest, Har group'scosts (salarie, banefits, deprscistion of squipment materisls, trvel, and space) wers restad ss e indiract costs,clssifed 3 ovarhad, and spread evenly scros the seven
‘departnentsshe sarvad. Taunifer dscided to i out hove much tme he gxoup spent working fo sach departmant and he ustur of the work they performad fo ssch customer She complad work racords forsizht mothe. She discovared tat 33 pareent of her work was done
for e company's US. product managers, 33 pareent for the remaining £ departments, 2nd 34 parcentfor her own department.She 21 lookad at th 2verag mumber of pages word-procassed for each customer group and the extent of the revisions hey raquired. She.
recommended ft tha company o longer spraad hr group s costs avenly but sead spread them n proportion to sach dspartment's se of fhai services. Spreading the coxts venly kad given tha U S.prodoct managers and the ofhr departments  distoted picturs of thelr frue
ey
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COST MANAGEMENT

Cost management is about taking diect action to reduce, avoid, or eliminate costs. The term cost management is actually somewhat misleading. What you manage is not costs but what causes those costs (this is similar to time management, where
ou manage what you do with your time, not the time itsel).
Rule No. 3: Find out what drives, or causes, your costs.
Here is what causes cost:
« Companies engage in actvities to create products and deliver services.
« Those activities consvme resources (time, materials, space, and equipment), and resouces cost money

Activities are directed by a product or service’s requirements, the processes bsed 1o create the product or provide the service, customers’ requirements, and business practices. By linking resources to an activit, then to the product or service, and.
eventoally to the requirement, process, customer, of practice, you can frace the true source of the product’s or service's costs. By identifying what drives unnecessary activity (such as an unnecessary requirement of the product of the customer, a
‘poorly designed or executed work process, or poor employee performance), you can find ways to eliminate or redce the amount of activity and reduce costs. Thus, you can reduce costs by eliminating activities or reducing the amount of resources
they consume.

Rule No. 4: Look for hidden cost.

Hiddden costs is the term [ use for costs an organization either does not o cannot isolate becavse they fall oviside the system for isolating and tracking costs. Such costs frequently get shifted befween groups: the sroup that gets charged with a
cost may not be the group that created it. For example, when sales reps fil to get complete or accurate information about new accounts, the cost of gefting that information is shifted to someone else, like accounting or customer service. The failure
to get complete or accurate information in the first place increases the cost of sales, but that portion of the cost is hidden or busied in overhead because it shifted to accounting or customer service. This & why Jennifer wanted to track her
department's activities to specific customers. She wanted to know which customers drove her activities and thus her costs. She discovered that five of her customers were paying more than their fair share and two were gefting off easy

UNNECESSARY COST DRIVERS

You and your clients have unnecessary costs when:
Product or service sequirements are excessive.
Processes are not well designed.
‘The customer’s requirements are not flly understood, and this results in doing more work than required (rework) or doing work the customer doesn't value.
‘The information, equipment, space, and tools to do the job are insufficient or inappropriate.
Employees lack the necessary skills.
People’s behaviors force others to incur costs (that is, they shift costs o others).
Jobs or tasks could be done with less costly resources, such as through automation of outsourCing.
Management does not provide adequate direction, resulting in unnecessary actiity
Rule No. 5: To manage costs, you must identfy and isolate them, find out what they are made up of, and determing what causes them.
‘Once you know what cases 2 cost, you can change the requirements (product, service, or customer), improve your processes, or eliminate practices that shift it around.




image11.png
@ FIELD TOOLS: ISOLATING AND MANAGING COSTS

Organizations vse 2 mumber of tools to solate costs and find out what drives them:
« Activity-based costing systems. Not all accounting systems are designed to help manage costs. In fact, most accounting systems are designed only to report costs. Activity-based costing is an accounting system specifically designed to
identify costs and support cost management.
« Statistical process control (SPC). SPC identifies variance within products, pinpoints what causes &, and suggests ways to improve processes to eliminate al predictable causes of variance. (Variance is the degree to which individual products

deviate from a standard. It results in rework, which adds vanecessary costs.) SPC identifies causes of variance: poor employee performance; bad process design; deficient equipment, tools, or materials; inaccurate or incomplete information:
‘and others. SPC helps you focus on how you can reduce variance and not just shift costs o other parts of the company.

« Process mepping and analysis. Clients do this to identify and describe all the elements that g0 into a process (thatis, o make the process visible) so that they can identify which elements are unnecessary o contribute to excess costs.

@ FIELD TECHNIQUES: FINDING COST

When you meet with you client’s or organization’s finance or other managers, ask them:
« How they track costs
« Which cost management techniques they vse, why they use them, and how effective they are
* Which costs they want to manage (direct, indirect, fixed, or variable)
When your clients talk about wanting to reduce costs, ask them:
« Which costs they want to reduce and what systems they have in place to determine what those costs are now
« Ifthey can effectively isolate costs (product requirements, customer requirements, inefficient processes, poor people performance, and 50 on)
« What departments, work groups, or individuals are doing now that increases indiect or fixed costs

‘Deborak’s boss sent ker 3 memo that said hr department had to reduc the cost of noncomplianca by 35 percent b the end of th year The first thing Deborah i was meet with her boss and the head of finance o gatclarification. She wanted o know:
- TWhose costs she was expectad to raduze. (1t tamed out o bs customer servie and field ssls)
- What tuis would mean in dolar trms.(She kad tocut out $3 millon)
© Howthe costof noncompliznce was currently clealstad. 1 was an sbicary process. The vice presdant of nance snd e boss had addad the dirsc costs[salary] and indivectcosts [pareentage of ovarhaad] of the customer serice rps and Seldsals reps together i
guessa tha thare was 33 parcent wast n the system )
+ Wkt the causas of noncomplance were. (They weren sure, bt sssummed it s because paople didt know o to do cetin sspects of thie job)

Oue of Deborai’s frsttaks was o 26t mssgasmant to btter define noncomplance, dentify whoss nonsouplisscs they wars consamad shout spacify who would b the costof raducing it (the parperator o somsons ele), and whatthey would sk 58 svidancs of
mprovement. She s tod o focus on noncomplisnce i the call centers a4 simons the customes service reps (CSKs) n paticular. The cos o the SR was classified 3 overhead and considared = Sed indiact cost. The customer sevies canars sosts ware spresd across all.
the produsts nd markets. Howeves, = suallportion of teis cost was comsidered part of the cos o sales (for example, when the CSRs took customer orders). This partwas direc it could be auibuted fo 3 specifc produt o savies) 3nd rarisbls (1 was drven b the mumbes of
customers who callad wanting f buy). Howavar, o ons kad tracked what porton of the CSR fane s spent faking salescrdars 2 what percentage was spent snswring serice calls Daborah began by finding out what pacentag of the CSR e 5as spent resolving
‘Custommer complains, corracting biling arrors, checking thestaus of shipments, and ot misiakes caused by breskdowns in ofher dapartnents. The source o i fype of noncompliance was not the CSKs. S 2o wanted t kmow the percentage oftime hat CSRs spent on
Callbacks because 2 poblem had ot besn resolved the s i i reprasentad noncompliznce by ta CSRs. Once she knew tha scope of theproblem, she could place  value on f nd fnd out the oot cause.
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IMPROVING PROCESSES AND PRACTICES TO REDUCE COSTS

Poorly designed (or poorly executed) processes add vanecessary costs. Processes include all the activities, decisions, and resources (equipment, information, time, money, and people) used to take an input (for example, a customer request, a course
evaluation, a nerw training requirement), add value to that input by changing it in some way (engage activities that transform the request info a new product or more seful information), and produce an outpt a customer wants (a training course, a
ceport with recommendations, or modified materials, for example).

Processes vary in size and scope. There are processes within and across departments and fonctions. Some are considered primary because they are linked to the core business. Examples are receiving, producing, marketing, selling, servicing, and
distributing products and services. Other processes are considered secondary because they are performed by departments that are considered part of overhead. Examples are purchasing, HR management and development, and information systems
‘management.

Rule No. 6: Understand business processes and praciices.

Business practices are a business’s regular way of operating. One could argue they are simply part of the business's processes; however, | consider them separately as practices because they consume excess resources. Poorly designed practices

shift costs to other parts of the organization or result in hidden costs.

MANAGING COSTS IN PERFORMANCE CONSULTING

Before you can help clients manage their costs, you have to understand your own costs and manage them. One way to do this i by deseribing, evaluating, and improving your processes and practices.
When you describe a process, you identify all the activities, decisions, and resources that make up the process. You also find out what drives the process, that is, whether i is performed in response to a customer requirement, a program
cequirement, or a business requirement. The description communicates what i done and in what order, which resources each activify consumes, and horw fime is speat.
‘There are different ways to describe a process, but all shovld eapture the following information:
« The activities that occur
« The resources consumed by each activity
« The activities” relationships to one another (thatis, which are done sequentially and which are done concurrently)
‘Once you have described a process you will be in a befter position to question:
« What the process does, how it does it,and why it does it
« What information the process uses and where that information comes from
« What information the product produces and who vses it
« What technology the process uses, what resources that technology requires, and the cost of those resources
A process or practice adds uanecessary costs if it uses too many resources, uses resources that cost too much, or produces products or services that do not meet customer expectations.

To improve 2 process, you must first make i visible; this means you should describe or map it. Then you will be in 2 position to identify the resources consvmed and their cost. You will aso be in a befter position to identify where and how
activities or tasks shift cost to other processes, departments, or supplies.
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@ FIELD TOOLS: PROCESS OR TASK PERFORMANCE WORKSHEET

Use Figure 3.9 to help you evaluate your own processes or tasks. Like the product portfolio worksheets in Chapter Two, this worksheet is meant for you to customize 0 that it will capture the information you currently do and do not have about
what you do and how you do it

Process or Task Performance Worksheet

Figure 39.

1 Process 2 Purpose 9. Resowrces | 4. Cost 5. Crteera 0. Comments
or Reason Required DEEEE

1. What1s the process or task you are.

2 Why ts it doneP Whase need does it mest?

3. How many resources coes it take? How many people or what percentage of thetr Hime 1 dedicated o or tuvolved tn
this process or task?

nating?

4. What does tt cost to perform this process or task n terms of dollars, tine, or resource conmitment®
5. sk each of your calleagues or key enstomers ¢o independendly rate the process or task according to these criterta
(add eitert to meet your needs). Use a Likert seal or some other scale (1 = very poskive, 3 = noncornmittal or
ndifferent, and 5 = very negative).
« How well 1 the process or task desertbed er documented? (D)
« How efficient s this process or task 1s? (1)
« How well does # meet customer or department needs? (N)
« How much value does the customer or department gain from this process o task? (V)
« How easy 1 this pracess or task to use or do? (U)
6. Add any other comments. Based on everyone's understanding of the process or task, which ones are worthy of your
improving?
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‘The workshest will help you determine which processes or tasks you need to formalize 5o that you can determine if and how they add vanecessary costs. The worksheet drives discussions about:
How well defined your processes or tasks are

How well you measure the costs of your processes o tasks

How many resources your processes or tasks consume

‘Which resources or costs add unnecessary costs

‘The value added (or not added) by doing what you do in the way that you do it

How you will measure any improvements you make

@ FIELD TECHNIQUES: IMPROVING YOUR PROCESSES AND TASKS

Create a process or task worksheet of your own, or modify the one in Figute 3.9 to ft your own business. Then follow these steps to complete it
1. List your processes o tasks. Meet with the people you work with. Together list the processes and tasks you would like to befter understand in terms of time, resource costs, output, and value. Look at the product portfolio worksheets fom
Chapter Two to get ideas about what you do and for whom you do it. For example, some services are processes themselves, and other services require intake procedures to identify the customer’s requirements. All of your services should
have a process for evaluating customer satisfaction and your effectiveness. To help you get started, think about how you:

Identify customer needs

Scope out customer requests

Select contractors and vendors

Develop and maintain training courses

Register and administer people who attend your programs

Manage and maintain facilties (meeting rooms, classrooms, computer systems, and 30 or)

‘Train and develop your own staff

Evaluate your products and services

2. Hdontify their iivers or customers. Why are these processes of tasks required? Whose needs are they meeting? You may want to revisit Product Portfolio Worksheet 1, where you listed what you do and for whom you 6o it

3. Identify the resowrces they requive. Again, look at what you wrote in Product Portfolio Worksheet 1. Ask: how many people (employees or contractors) are engaged in each process. Ask what percentage of their time they dedicate to these

activities.

4. Determine their costs. Put a value on the resources you identified in step 3. What are your direct costs for each process or task?

5. Rate them. Set some standards or expectations for your processes o task management—for example: how well you describe or document the tasks or processes, how well you understand what and how many resources they consume, how

well people use them, or horw easy they are to use.

6. dentify opportunities for improvement. Focus your attention on those processes and tasks for which you can identify ways to reduce costs, once you understand them befter.
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Linda,the dirctor of training and performance improsement at her company, 25 concerned that s0 much of her 628’ ime 2 spent markating raining programs instead of consultng on performance improvement initiativas. One day she decidad to examine what drove har
depastmentto sty i raning (sllng mstrctor-ed workshops) nstead of moving mors o pesfonancs mprer sssent. She looked st ber budget with i quesion i mind.

‘Th company evaluated Linda's prformance based on he abliy o racovr ker costs Most ofhe costs wera i fcilte. Hor department owmed six bulldings,al o which had classrooms set up aspecally fo instrucor-led courses Linds suddeny realized that she was n the
real atate businass, ot th performance mprorement businss. She was slling classrooms o cover a fxed cost With this realization,she put 2l six ulldings on the market, sold them, 2nd lezsed lassroom space 2 neaded. She changad her fixed costfor classroom 326215 2
“aisble e She sl 20t ot o he ral astte business, which allowad har t0 dsect b staiF ¢ fforts foward parformsancs mprovemast.

‘el bired comtrastors t delver tsining to Seld offias. On day she was ookl ot har instructor costs (avizbl diect costschargad to spasifc programs) s moticed that sl o her nstactorschargad sssentislly the sams fee. A1l bad sl secsived similar svalustions from
ctadents. On the surfsce, it loked 5 f sach nstructor addad the ssune smovt of st 1o daliver 3 conrsa. Whan e diseuesed he iastrctors with hes 3dminitative ssistat, howetas, he discovared that one insructor was difficultto support. This nstrctor shvsys lost
‘matails, requiring second shipments. She woulda' et up the clssroom, which meast 2 local adminisrativa parson ad fo come i axly o do s work. She woulda'tchack ot the computers, varhead projects, o any otha squipment 3 2 technician ad fo b on call during
e classss Sk didn't have b classas brek o 20 0 hnch on schedale, which caused rafie s i the cafetri and mads students in ofhar couree It i gating back o class Kell seslized that her diseet sosts pe instrctor sy hava basn the e, bt hat ndiract coste
ere not. This instructor was acually musch mors axpensive than the otbers, nd hes higher cost was being boru by others i the compay. Kelly decided o etk he svslustion of this imsructor

Whes Russ's manager ssked b toreduce bis operting budet fr the coming yess, Russ turued to st argestfxed coss: slsres for - staffand dapreciston on medical aquipmentpurshssed for e during rining. He ssked tht sl taffrack thei ime fr 3
‘month and note whatthe ar doing and who ey were doing it for. e discoverad that free administraiva saff members spent pproximatly 60 parcant of her fime raschedaling people for classes, ncluding no-shows (pesple who 't shovt up fo traiing and Iaer
called f get in another class). Russ thought ther fime could be bttar spent o actvities teat dded valua He documented the costofreschedaling students and went o bis superisor it 2 recommendation on hose 1o reduca s cost. Tha departments of the no-shows sufired
20 finncia consaguances fo fair behavior,but i increased Russ's costs sgaificanly. Russ wanted s cost o ba borne b the o ffanding students dapartments, noths.

ext, Rus looked st deprecistion. The company’s busines policy ssted that when 3 department used  prodct the company made, that department had o puschase the product. Therefors, Ruse'stachuial training group kad t bu the squipment it used o trin Seld
facicians t nstall and rapair equipmant Some of i raining squipment ot over S| milin, Russ coulda't rasel e raining squipmant baczuse he had to ba ble fo tain fachnicians on 2l modals of squipment. Tha cost of delverig feckaical waining was charged to the
el sarvie dapartmant; however, i did ot nclude any costs associated it the raining squipment Russ wentto his fnance depariment t discuss the implications of ezing ths aquipment nstead of buying i

@ FIELD TECHNIQUES: HELPING CLIENTS IMPROVE THEIR PROCESSES

£ you participate on a process improvement team as part of your performance consulting services, here are some ways you can add value to the feam’s activities:

« Faciliate the mapping or describing of processes. Be sure to help the client identify all the activities involved and assign a value to them. Then clarify how costs are classified and assigned (to a department, product, service, customer, of
spread among these).

« Facilitate discussions about which activites add value and which ones do not. Identify which activities should be eliminated becavse they are redundant or unnecessary, consume 100 many £e30UFCeS Of Unnecessary ones, or cavse other
processes to engage in activities that o not add value.

« Help the client identify where it can bse fexver or less-costly resources and still achieve the same or better outcomes.

« Work with the client to identify where any false economies might exist because current processes or business practices shift costs to other processes or departments.

« Askifthere are any poticies, standards, or requirements that result in activities or the vse of resources that do not add value, add unnecessary costs, or shift costs

* Ask about the technology vsed by each process and whether it results in non-value-added activities or the se of uanecessary or too-costly resources.

‘Once you and your client have identified what drives the cost of the client’s processes, you can decide whether to redesign them or befter manage their cost drivers.

SUMMARY

erformance consultants must understand costs, what drives them, and how they become hidden or shift around. Unnecessary costs are the result of poor people performance, poorly designed processes, misunderstood customer requirements, and
on-value-adding business requirements. Besides helping your clients, understanding costs will also put you in a better position to define yous own costs and prove that your activities add value. If the training director in the story at the beginning of
his chapter had better understood costs, he could have helped the vice president of sales isolate the company’s sales costs, identify their causes, and develop a plan to eliminate or reduce them. If the vice president of sales had better understood
Low to make managing the cost of sales an integral part of his job (and thus a criterion for judging bis performance), he could have avoided his confrontation with the vice presideat of finance.
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WHERE TO LEARN MORE

Since the first edition of this book came out, a fair amount has been written about how to evaluate the impact of specific interventions, training in particular. Here are two books with practical tools:
Hale, J. Performance-Based Evaluation: How to Measure the Impact of Training. San Francisco: Jossey-Bass Pfeiffer, 2002. This book contains over forty-four tools on a CD-ROM that include how to measure the transfer and impact of soft and
hard skills, horw to determine appropriate sample size, and horw to analyze and interpre qualitative and quanitative data.
Seagrave, T. Quick Show Me Your Value: A Trainer s Guids to Communicating Value: Connecting Training and Performance to the Bottom Line. Alexandsia, Va.: ASTD Press, 2001. The book comes with a CD with ready-to-use templates.
‘The follorwing books explore how organizations think of costs and business economics. Although some of them were published more than 2 decade ago, they remain relevant, and all are very readable.
Cokins, G, Stratton, A, and Helbting, I. 4n ABC Manager s Primer Straight Talk on Actvity-Based Costing. Montvale, N..: Insitute of Management Accountants, 1992. Highly recommended as readable and useful.
Cooke, R. 36-Hour Course in Finance for Nonfinancial Managers. New York: Me-Graw-Hill, 1993. Highly recommended by my clients, who find the ideas informative and useful.
Gill, 1. Understanding Financial Statements, and Financial Analysis: The Next Step. Menlo Pack, Calif: Crisp Publications, 1990. A practical book about the fundamentals of understanding financial reports.
Havwkins, P. The Ecology of Commerce. New York: HarperCollins, 1993. Chapter Nine, on the opportunify of insignificance, brings to life how, in ovr efforts to reduce costs, we only shift costs and burden others.
Levitt, 5. D, and Dubner, S. 1. Freakeconomics: A Rogus Economist Explores the Hidden Side of Everything. New York: Morrow, 2005. A covaterculture look at economics.
0"Guin, M. The Complete Guide to Activity Based Costing. Upper Saddle River, N.1: Prentice Hall, 1991. One of the better books on cost management and very readable. It is particularly useful to help clients understand when they are shifting
costs rather than reducing them.
Stack, 1. The Great Game of Business: Unlocking the Power and Profitability of Open-Book Management. New York: Doubleday, 1992. An insightful book about business economics and how an educated workforce can avoid, reduce, o eliminate
costs
Stalk, G., and Hout, T. Compeing Against Time. New York: Free Press, 1990. Provides excellent examples of reengineering and process redesign. Be sure to check the rules on pages 76 and 77,
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Chapter 3

Costs
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One of the most overlooked prerequisites of effective consulting is the ability to understand the economics behind poor performance. Unlike trainers, consultants must be able to qualify the costs of a client’s processes and practices as well as
determine the cost benefits of their own recommendations. Here fs what happens when neither the client nor the consultant understands costs and what drives them.

‘Tha vics president of inance a2 arge corporaion confronted the vice prasidentof sales e th risng costsof sales at their company. Untl han, o on kad aver talked about the ost of sales. Evaryone knex the sale cyela:downin the st o quartes, up in the third
qusrter, nd way up in the fourth quarter The company did ¢ aunch i sles campaigns il the end of e third quastes, and it based s sales reps bonsseson this ourth-guartarsals. Bt sals eps wers expacted o ssartin chents, ke hem to lnch, 22 ravel o heir
‘s all vear long. The subjac ofcos o sles had never come up before.Sales reps were never even givan any informsion about what costs e company to mak 2 ale

The vice prasident of ssles tamad tothe director of training and demsanded that i provide s workshop on taitory management st the nextregions]ssls mesting. He spacifid whst the contentshould be snd how the sussass ofthe program would be messured. Buto one
sk why he thought that posr ermtory mansgament s dh resson bebind the “high” costof sals. Becaue the twaiing wasn ' budgetad, he director of raining arguad that he cost of the sesion showld 20 n the budgat fo sles, notthe budget fo rsiing

‘The circumstances described in the story did not emerge overnight. The company’s sales costs were driven by business practices that had been considered quite acceptable for years. Unlike Mark in Chapter One, who wondered horw he could.
best improve the financial performance of his Midiwest plant, the vice president of sales atthis company seems uninterested in finding out which costs are high and by how much, if they are high for all sales staff or just a few, or even what the real
problem is. The director of training seems interested only in not having the cost of the workshop shorw up in his budget.

EXPERIENCES FROM THE FIELD: UNDERSTANDING COSTS

When I speak on the subject of evaluation at national conferences, the questions I'm most frequently asked concem how to prove refurn on investment (ROI) and how to do Kirkpatrick's level 4 evaluation (that i, how to prove that the training
solved the business problem or improved performance). Just like performance consultants, clients often must strugele with how to estimate the value of a product or service or prove ifs worth. My experience i that trainers, HRD professionals, and
consultants and their clients often face similar problems: they don't understand how to value, or quantify, the problem they want o solve in economic terms, and they don't have the systems in place o isolate costs and determine what causes them.
These problems are compounded by the fact that people think they are supposed to know these things, as if this information were just hanging around waiting for someone to notice i. I’ not that easy. Here are some things I've learned that I've
found very valvable when working with clients:
« Organizations classify their costs dpending on their wnique needs; they don't all o it in the same way. Furthermore, organizations vary sigificantly in their ability to fsolate costs and identify what caused them. Find out exactly how your
clients identify and classify their costs.
« Notall costs are valued the same. Some ase looked on less favorably than others (specifically, indirect, fxed costs).
« Costs don't just happen; they have a cause. The customers, business practices, processes, or people who cause them aren’t necessarily the ones charged with or held accountable for them. Find out what or who caused the cost you're
investigating, not just who gets blamed for it o is held responsible for reducing it
« Cost management is about managing the causes of costs. You have to manage the cause, or cost driver, o reduce, avoid, or eliminate the cost.
« Most gffors to redhuce costs don'; they just shift the cost 1o someons else. Find out what the implications are on others before you claim your program reduces cost.
« The cost to develop and launch a solusion is not the same as the total cost of ownership or sustaining a change. Encourage discussions about the effort equired to sustain an inititive over time. A simple example is the cost to keep training
content current or administer multiple offerings in multiple formats in foture years. The discussion should be about who will bear these costs and whether the organization is committed to funding the solution over the long term.
« The cost of the infrastructure (facilities, sysiems, and equipmens) required to actualie a solution s frequently assuned or undervalued, yet the long-term effectiveness depends on it. You should encourage discussions about what exists or
will exist ifit s necessary for the solution identified.
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How Organizations Classify Costs
There are different types of costs, et we often talk asif al costs are the same. There are some universalroles and guidelines for classifing costs, et howw an organization clasifies specifc costs depends on its nique needs. You need to uaderstand
how your organization o clientclasifies costs o that you can iolate which costs your services are expected to reduce and compare the cost of doing something with the cost of doing mothing. This information is key to being able to quantify a
probiem aad justify recommendations for change.
Organizations clasify costs depending on the type of business they are in and what they want to do with the information. For example, they typicall
the costof suppont services, and managemeat costs (that s, the costs of enning the business;see Figuse 3.1

start by distinguishing product or service costs from the cost of selling the product or service,

Figure 3.1, Major Cost Classifications

Service Costs





image4.png
Organizations further classify their costs within each of these major categories. The headings or labels under which a company or business unit classifies costs usually represet its larger cost components. For example, service organizations
almost always distinguish salaries from overhead. Capitalintensive businesses almost always separate ot depreciation costs. Manufacturers separate the cost of making their products from the costs of selling, servicing, warehousing, and shipping
them and the costs of managing the business (see Figure 3.2)

Figure 3.2, Manufacturers’ Major Cost Components
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‘Organizations pay attention to the costs that affect profits, pricing, and bonuses. For example, manufacturers pay attention to the cost of these components:
« The raw materials used to make their products, because raw materials are frequently the largest part of a product’s cost. Manufacturers want to know when the cost of raw materials changes and what causes the change, as this cost directly
‘affects their ability to price products compeitively and make a profit. They also pay aftention to whether the rar materials add hidden costs becavse they require extra handling.
« Procassing or assembling the raw materials (specifically, the costs of Iabor, equipment, materials, tooling, and testing). Labor can be  significant part of a product's cost; therefore, companies pay aftention to how much they are paying
employees. Poorly scheduled or untrained people can add vanecessary coss.
« Theis plants and faciliies (specifically, the cost to acquire, operate, and maintain them, including depreciation, utilties, insurance, and taxes). Becavse facility costs are sigaificant, companies pay close aftention to what percentage of thei
faciliies i dedicated to producing products. Underused space can increase the overall cost of a company’s products and services, forcing an increase i ifs prices or a lower profit margin.
« Warshousing and shipping the product (specifically, Iabor, depreciation, fuel, utilites, insurance, taxes, pallets, and refrigeration). These costs, 100, get added to the price or reduce the profit margin.
All companies are particularly concerned with the cost of sales and the cost of service. Figure 3.3 shows what is typically thought of as the cost of sales, and Figure 3.4 shows the items that usually make up the cost of service. Your clients may
include other or different costs, however.
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Determining the cost of rvaning the business (see Eigure 3.5) is more complex, becase whatis included depends on the type of organization and ifs reason for tracking some costs and not others.
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Figure 3.5. Cost of Running the Business
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How Organizations Value Costs

Businesses do no treat all costs the same. They look on some costs more favorably than others. The kinds of costs most look on more favorably are those that are easier 1o isolate, control, or pass on to customers; these are generally incurred in
direct proportion to the amount of business being done. The kinds of costs that businesses look on less favorably are those that are harder to isolate, control, and pass on; these are usually incurred independently of the amouat of sales.
Rule No.I: Find out how your clients class{fy their costs and how they distinguish direct costs from indirect costs.

Organizations pay attention to:

« Direct and indlrect costs. Disect costs are easier to isolate and can be linked (and charged) to a specific customer, product, or service. For example, the cost of raw materials, el for delivery trucks, and techicians who make service calls are
all direct costs. Indirect costs, requently referred to as overhead, are harder to fsolate and link to a specific customer or product; therefore, they are spread across products and customers. Indirect costs include sales, marketing, management,

buman resources, and administration.

Variable and fixed costs. Variable costs fluctuate based on the volume of work being done (raw materials costs are variable, for example); therefore, they are somerwhat controllable. Fixed costs, such as depreciation, do not fluctuate and are

thus less controllable. Some costs are partially fixed and partially variable. The cost of electricity is an example: companies use electric power all of the time (the fixed portion), but they use more power when production lines are vp and
running (the variable portion).

The Relationship Between Direct, Indirect, Variable, and Fixed Costs

Most diect costs are variable costs—for example, the cost of raw materials and the cost of production Iabor (regular and overtime wages and benefits). You can afribute these costs to a specific product or service, and you most likely incur them
when you have business (you don’t buy raw materials without customer orders, and you can lay workers off when business is down).

There are a few direct costs that are fixed. Consider depreciation on the equipment used to manufacture products. You can atiribute the cost of the equipment to the product it produces (making it a direct cost), but you still have the cost
(depreciation) whether the cquipment is ruaning or not (making it a fixed cost).

Most indirect costs are alzo fixed costs, because companies continue to incur them regardless of the amount of sales or production. Changes in the volume of work have minimal effect on them. When organizations want to cut costs, they usually
start by looking at their fixed indirect costs, which include management salaries and benefifs and perhaps facilty costs for management offices, and overhead, or general and administrative (G&A) costs. G&A costs include administrative costs:
insurance costs: real estate taxes; the cost of licenses; interest expense; rent and leasing costs; the cost of heat and other utilfies; depreciation and amortization of assefs not easily linked to specific products, services, or customers; marketing and
advertising costs; reseach and development (R&D) costs; training and HR. costs; and accounting and legal costs. (Administration, marketing and advertising, R&D, training and HR. and accounting and legal costs include costs for salaries and
benefits, facility use by the specific function, and depreciation on equipment used by the specific function) Figure 3.6 briefly defines and provides examples of variable direct costs, fixed direct costs, and fixed indirect costs.





