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THE COST REDUCTION MYTH

The fantasy that increased efficiency
(reduced cost per item) equals a cost

reduction.

Let’s say | have a plan to make grilled cheese
sandwiches for lunch.

My focus on increasing efficiency means | make as
many as | possibly can in a half hour. In the past,
I’ve been able to make 10 sandwiches in one half
hour. But I’'ve found a way to increase efficiency
and now | am able to make 14 sandwiches in one
half hour. Each sandwich will then cost less (based
on setup costs, my pay rate, and overhead of the
mortgage spread out over more sandwiches).

So, | keep the appropriate level of raw materials
(Bread and Cheese) to accommodate that
production rate (an increase in raw material cost
and storage capacity utilization). | use my half hour
to make 14 sandwiches (success by the
“sandwiches per hour” metric).

The half hour time period is the minimum to cover
the setup costs. | now have 14 sandwiches to feed
the three people who came to lunch.

e Did | save money?

e Did I reduce the cost per sandwich?
e Why are they not the same thing?

e Where did | save money?

e Raw Materials?

e Electric or gas expense?

My costs are the same or higher for the same
period. It is only more profit if the entire
production is consumed (sold). But it is never a
total cost savings or reduction.

Let’s look at another example.

You can buy an entry fee for $10,000 to an event
held at your local sports complex.One entry fee
allows up to 5 people to enter. You can go alone or
you can take four other people. Per person, it
makes sense to take 5 people, so per person it’s
$2,000 each.But it’s still $10,000. How did you
save money? How is it a cost reduction? Why is it
not?

Buy One, Get One (BOGO).If | need two and | was
planning to buy two at full price, then BOGO means
the same purchase is half price.But if | don’t need
the product (maybe don’t even want the product), |
didn’t save anything. Plus, there is no advantaged
gained. “Buy one, get one” on a colonoscopy is not
a cost save. But how many of you are thinking of
situations where it is a cost save. And that
illustrates our obsession with cost savings, such
that we will even attempt to make this one into a
logical decision.

Focusing on what the customer wants (and is
willing to pay for) and our ability to achieve that
number is how we can focus on flow. And will
always result in better Return on Investment.
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