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KEY 1

Strategic cost management

There are three main business objectives:make profits, beat the competition,
and satisfy customers. It sounds simple, but to achieve the first two you must
accomplish the third. Through a sophisticated understanding of the cost
structure of the firm, information about those costs is used to develop
strategies to produce the highest possible quality at the lowest cost, and,
hence, gain a competitive advantage.

According to Shank and Govindarajan (1993),strategic cost management
blends three themes: 1) Strategic positioning where a business competes
either by having lower costs (cost leadership), or superior products (product
differentiation) ; 2) Value chain analysis, which encompasses both an external
focus (supply chain cost analysis and customer chain cost analysis) and an
internal focus that extends beyond the manufacturing to include product
development at one end and marketing at the other end. I'll get more into
these later. 3) Cost drivers that go beyond the traditional thinking of assuming

that the amount of output is the driver of costs.

Strategic positioning

Firms following each of the two strategies would require different types
of costing systems because their focus is different. A cost leader needs to
maintain tight control over its costs and continually find ways to reduce
them. On the other hand, a product differentiator would require a system that
enables it to monitor the frequency and speed of introducing new products

and also the efficiency of the product development process, product cycle

.11 -
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costs, and marketing costs. It is important to note that a low—cost producer
still has to maintain a minimum level of quality if it is to compete. Low cost
does not mean cheap products. Customers demand value. On the other hand,
customers will not buy inferior products at any price.

A firm that adopts a cost leadership strategy seeks to become the
lowest —cost producer in its industry. The cost leader can set prices that
enable it to take full advantage of its cost efficiencies. The critical advantage
of a cost leadership strategy is that the leader can threaten competitors with
a price war if they do not behave.

A cost leader requires information necessary to control as well as lower
costs of products and/or processes. Activity—based costing systems are used
to identify cost drivers and measure costs accurately. Operating budgets and
continuous improvement techniques are used to control and reduce costs.
Continuous improvement becomes a way of life. To lower its costs and avoid
a price increase, Toyota redesigned the Camry to reduce its number of
components and was able to offer it at the prior year price. Shank and
Govindarajan (1993) recommend that a cost leader should emphasize the
importance of meeting budgets, the role of product cost as an input to
pricing decisions, and the importance of competitors’ cost analysis.

A firm following a differentiation strategy seeks to make customers
perceive that its products are superior to its competitors’ and willingly pay
prices high enough to offset the cost of differentiation. Cooper (1994) noted
that a sustainable competitive advantage of a differentiating strategy requires
barriers to imitation, which is not always possible in the current competitive
environment. The president of Codman & Shertleff, a subsidiary of Johnson
& Johnson that specializes in surgical implements, lamented (Simon, 1987):

“In the past, we concentrated on producing superior quality goods, and the

<13 -
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