
AT ISSUE: ARE COST SAVINGS MIRAGES?

REGINALD TOMAS LEE SR, PHD

t h e  C a s h  F l o w  I n n o v a t i o n  L a b 

w w w. c a s h i n n o v a t i o n l a b . c o m      ( e ) : i n f o @ c a s h i n n o v a t i o n l a b . c o m      ( t ) :  5 1 3 . 8 0 0 . 9 4 7 6



Will lowering costs and improving profit affect cash?
At Issue
Whether lowering costs leads to improved profit and improved cash.

Summary
Many in business emphasize cost reduction as a way to improve profit and to make money.  While reducing 
costs may, at times, lead to improved profit, there is no guarantee reducing costs will improve cash directly.

Discussion
The commonly held belief is, if you reduce costs, you reduce spending and will make more money.  
Companies spend billions implementing programs such as lean and Six-Sigma, and invest heavily in IT, to 
reduce costs.  However, improving cash by reducing costs does not always work.
Cost should represent a company’s expenditures.  Upon analysis of how they’re calculated, there are two 
primary types of costs; cost as expense and cost as effort.  Cost as expense occurs when what you buy is 
completely accounted for as a cost, dollar-for-dollar, on the income statement during the period you bought 
it.  Assume you buy a computer for $1000.  Representing the entire $1000 during the period you brought it, is 
cost as expense.1  Likewise, pay to salaried employees where their salaries are considered in the period 
they’re incurred, is cost as expense.  
Cost as expense does represent a company’s expenditures.  Increasing someone’s salary from 
$80,000-$100,000 would affect the sales, general, and administrative (SGA) line of an income statement, and 
cause you to spend more cash. Changing cost as expense, will affect both profit and cash flow.  
Cost as effort, on the other hand involves imputing a financial value based on the consumption of capacity.  
Capacity is what you buy in anticipation of demand (Exhibit 1).  Cost as effort has two important 
characteristics.  First, your money was spent buying capacity before it was used.   Second, there are no 
financial transactions involved with consuming capacity.  Using the space you bought, for example, doesn’t 
change the amount of your monthly lease.  If your money has been spent, and consumption will not change 
what you’ve spent, there is no financial relationship between the imputed cost and cash (Exhibit 2).  Cost as 
effort does not represent expenditures effectively.
This leads to two interesting situations.  First, with cost as effort improvements, you can be more profitable 
without affecting cash.  Second you can improve cost as effort and have no affect profit or cash.

1 If you depreciate an item such as the computer, this is not cash as expense, since the cash out is not represented in the period in 
which it occurred.

Exhibit 1
Capacity is what you buy in anticipation of demand.  Major capacity types are space, labor, materials, equipment, and technology.  
At t0 you buy a finite amount of capacity as shown in blue.  The yellow represents a task or activity that consumes a portion of the 
capacity.  When finished, tf, a cost is calculated based on the amount of capacity consumed and the price paid for it.  Notice, the 
consumption of capacity does not change the total amount you have or the amount paid, only what you have left to use.

t0 tf

time

} a cost is calculated from the capacity consumed
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Profit, no cash
With cost as effort, changing costs may affect profit, gross profit specifically, but it will not affect cash.  
Reducing effort may involve a lower applied accounting cost to your product.  For instance, if a worker 
making $12 per hour performs a ten minute production task, that product may absorb two dollars of labor.  If 
that task is reduced to eight minutes, the accounting cost may be reduced to $1.60.  When this product is 
sold, the value transferred to the income statement would be $0.40 less ($2.00-$1.60), leading to a gross 
profit increase.  What happened to the cash flow?  Nothing.  Capacity consumption is a zero-sum game.  You 
buy capacity, such as a person’s time or office space, in discrete, and limited amounts.  Assume you buy one 
hour for $12.  If one task takes 10 minutes, there are 50 minutes left to account for. If the task is reduced to 
eight minutes, there are now 52 minutes left.  If the task increases to 20 minutes, you have 40 minutes left.  
Time is just moved from task to task, or category to category, but the total amount you spent, $12, remains 
the same.  If one task is $0.40 cheaper, by definition, mathematically, something else will be $0.40 more 
expensive.  Cost as effort does not affect cash because it does not affect what you spent to buy the capacity.  
It just represents how you consumed what you bought.
No profit, no cash
The same techniques used for manufactured goods have been applied to situations unrelated to 
manufacturing.  The purpose is to determine a cost for tasks and activities, under the assumption, if you 
know this cost and can reduce it, you improve profitability.  One may ask, for example, about the cost to hire 
a person, process a check, or find a new client.  Techniques such as activity based costing, are sometimes 
used to help calculate these costs.
In this case, you have no cash flow savings or profit improvements.  We saw earlier why there is no cash 
affect.  There is no affect on profit because that being created by the task or activity does not factor into the 
profitability calculation on your income statement.  Accounting offers provisions for assets that are made and 
sold.  The tasks associated with making a salable item add financial value to the product based on accounting 
guidelines.  That product’s value is calculated and captured on your balance sheet until sold.  When sold, the 
value is transferred from the balance sheet to your income statement as a cost of the good that was sold 
(COGS).  These steps are required for financial reporting.
There is no equivalent process, or set of rules, involving non-manufacturing tasks and activities.  When 
someone calculates a cost to process an invoice or to have a meeting, there is no asset equivalent being 
created and accounted for using accounting guidelines, and no requirement for these costs to be captured and 
reported.  Someone ambitiously decided this was a valid and meaningful approach.  However, willing 
something to be appropriate and true, does not make it so.  
Implications
There are four major implications that result:

1. Cost as effort has no monetary value

tf t’f t’’f

Exhibit 2
Changing the consumption of capacity only changes the amount that you have left to use.  It does not affect your cash.  If tf is the 
baseline consumption for a task (yellow), t’f would represent an improvement or reduction in capacity used (green) to complete the 
task.  One may calculate a cost reduction for that task based on this improvement. The total amount of capacity bought is still the 
same, though.  Likewise, with t’’f, when more capacity is used, one can calculate a cost increase based on the excess consumption 
(red).  Again, regardless of how the capacity is consumed, the cash used to buy it is the same.
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2. The calculated dollar values of cost as effort shouldn't be considered with cost as expense
3. Cost reductions do not always translate into spending reductions 
4. Profit and making money are not synonymous

Cost as effort has no monetary value
Many companies, consultants, and even improvement groups rely on cost as effort in their benefits 
calculations.  While there may be benefits associated with reducing the consumption of capacity, these 
benefits are not necessarily cash-based.  If you save space or a manager’s time, and impute a dollar value on 
the savings, this calculation will not convert directly cash.  You have saved time, or improved the utilization 
of space, but you have not affected cash.  Cash benefits come from buying less capacity.2

The calculated dollar values of cost as effort shouldn't be considered with cost as expense
Cost as expense represents an actual financial transaction involving real money.  Cost as effort is an attempt 
to represent something that isn’t related to cash, as cash. It is not cash because there are no cash transactions 
involved with consuming capacity; a dollar isn’t a dollar.  The two are as different as legal tender and money 
used in the board game, Monopoly, so cost as effort as cash is not appropriate.  If you find a way to reduce 
cost as expense by $1000 and cost as effort by $1000 the total cash savings is $1000, not $2000.  By 
combining the two, you are misrepresenting the cash savings opportunity.  
Cost reductions do not always translate into spending reductions
Cost and cash are not the same.  As implied earlier, and in the Business Dynamics and Research white paper, 
At Issue: Measuring Costs3, costs are calculated, and cash is measured.  Sometimes costs are related to cash, 
such as cost as expense.  However, the cost as effort calculation has nothing to do with cash, only consuming 
capacity.  The cash has been committed before the activity takes place.  As a result, cost savings should not 
be considered as savings in cash without clarifying whether, and how, cash transactions were involved. 
Profit and making money are not synonymous
Profit has little to do with making money.  Making money occurs money received is greater than money 
spent.  In its most simple form, profit = revenues-costs, there are non-cash components built into the 
equation, since costs = cost as expense (SGA) + cost as effort (COGS).  Since cost as effort is not a cash 
value, mathematically, profit cannot be a cash value and, therefore, truly represent making money.
Final thoughts
Leaders who believe costs are costs, and that cost can represent cash, are mistaken.   This belief puts their 
decisions and their word at risk.  No one wants to lose their job by repeatedly promising larger savings 
opportunities than they can realize.  Cost reductions can make you more efficient, but this improvement in 
efficiency does not necessarily translate directly into cash flow reductions or money saved.  In addition, 
efforts to improve profit and represent it as a way to make money, too, may be flawed.  Whether dealing with 
internal groups such as lean or Six Sigma teams looking to validate programs or investments, or dealing with 
overzealous consultants, it is vitally important to understand the components of their proposed savings, so 
that you know what is real, and what is a mirage.

2 the Cash Flow Innovation Lab. The Principles of Capacity. #CIL2016-03. Cincinnati, OH, 2013.

3 the Cash Flow Innovation Lab. At Issue: Measuring Costs. #CIL2016-07.  Cincinnati, OH, 2014.
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About Dr. Lee
Dr. Reginald Tomas Lee is a director for the Cash Flow Innovation Lab.  In this role, he is involved 
with developing and sharing leading edge, cash flow modeling and management techniques.  He is 
the creator of Explicit Cost Dynamics, a cash flow modeling tool that addresses the weaknesses of 
managerial accounting and provides companies with more accurate and informative operations and 
cash flow data.  For more information on Dr. Lee, please visit his website at www.reginaldlee.org.

About the Cash Flow Innovation Lab
Managerial accounting is a 19th century tool solving 19th century problems.  The basic approach has not changed.  
The business world has.  Using managerial accounting is like fighting battles with muskets.  It’s time to upgrade.  
Through decades of R&D, the Cash Flow Innovation Lab, research arm of Business Dynamics & Research, Ltd, has 
become a source of providing 21st century tools, models, education and training.  The Lab offers tools and 
information that can either turbocharge or replace your managerial accounting approach with absolutely no loss, but 
significant gains in financial data and information. It’s like replacing your musket with laser-guided, precision 
machinery to help you fight the wars of the 21st, not 19th century.  To learn more, visit www.cashinnovationlab.com.
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