
www.xlntconsulting.com   © 2012 Tom Breur 1 

  
 
Tom’s Ten Data Tips – April 2012 
 
Throughput accounting 
Throughput accounting is a response to the dominant traditional 
practice of Cost accounting. Throughput accounting is (closely) related 
to the Theory of Constraints (TOC) and Lean working practices. 
Realization has come that cost accounting is not only wrong in its core 
assumptions (cost allocation) but sometimes downright misleading 
with regards to “optimal” business decisions. Allocating costs to 
products is outdated because costs hardly vary as a function of output 
in our current (knowledge) economy. This false assumption that is 
embedded in cost accounting renders misleading management 
information. 
 
 
1. Throughput Accounting Helps Managers Think Globally Rather 
Than Locally 
The term Throughput accounting is used to refer to accounting 
systems, reports, and performance measurements that are in place to 
support Lean, Agile, or TOC implementations. Probably the biggest 
contribution of Throughput accounting (TA) to corporate performance 
is its explicit treatment of companies as a holistic system. By focusing 
on throughput, the entire value chain gets taken into consideration. 
This is in stark contrast with Cost accounting where local efficiencies 
(machine utilization, downtime, idle employees, etc.) are assumed (!) 
to contribute to the global optimum for the corporation. 
 
The information TA provides helps managers make decisions that 
benefit the system as a whole. It provides information about managing 
capacity optimally while producing products and delivering services 
that you have previously decided on in your product strategy. As 
Corbett (1998) has shown, decisions based on Cost accounting can 
often harm the company bottom-line because they might seem 
beneficial at the local level, but harm the company as a whole. 
Examples of such decisions are which products to carry, which 
products one might consider discontinuing, whether to accept an order 
at a reduced price, etc. It’s exactly the allocation of costs to products, 
labor, or overhead in Cost accounting (so-called absorption costing) 
that produces misleading data and therefore risks leading 
management astray.  
 

“turning data into dollars” 
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2. Allocating Costs Has Lost Its Relevance 
In Cost accounting, costs are allocated to products. That approach lies 
at the heart of Cost accounting, whether it is activity based costing 
(ABC) or strategic cost management. Management goes to great 
length and effort to break down activities and cost drivers. These 
methods have their roots in Scientific Management that dates back all 
the way to Frederick Winslow Taylor (early 20th century). The basic 
assumption underlying Cost accounting is that you allocate costs to 
products because your variation in costs will be proportionate to the 
variation in output. In our current working environment(s) and 
knowledge economy that assumption no longer holds! 
 
In most companies, operating expenses are ‘relatively’ fixed. Even 
when production is stopped entirely, you can’t simply fire your 
employees. But even if you could, management will be reluctant to do 
so because of tacit knowledge that would be lost when employees 
leave. Yet it’s employee wages that contribute significantly to costs. So 
the only totally variable costs then are raw materials. But in our 
knowledge economy, raw materials tend to be only a tiny fraction of 
total expenses and investments.   
 
 
3. Work-In-Progress Is A Liability 
A fundamental difference between Cost accounting and Throughput 
accounting is that Cost accounting (and GAAP) would add value to the 
balance sheet for increasing amounts of WIP. Throughput accounting 
considers WIP a liability. Because of this, companies using Cost 
accounting can artificially boost short-term profits by creating more 
inventory. This is bad for several reasons.  
 
More inventory results in higher carrying costs (capital requirements) 
for materials. More inventory (WIP) leads to longer, less predictable 
lead times, which results in poor customer service. WIP delays finding 
possible defects. By the time you discover a problem, these defective 
parts have accumulated, and it becomes increasingly difficult to trace 
the origins of its root cause. But probably worst of all, there are many 
things that can happen to finished products (inventory), and only one 
of them is good: getting sold. You make money by selling inventory, 
not by building it, although you always need some inventory to make 
sure you can deliver in time. It’s not until after products have been 
sold that the market provides the ultimate validation of its value. Until 
then, it’s merely a liability. 
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4. Work-In-Progress Masks The Bottleneck 
Every system needs to have at least some work-in-progress (WIP). 
Because WIP adds to inventory costs and therefore capital 
requirements (see also tip# 3), one should try to minimize it. 
However, because of (unforeseen) variations in throughput, you 
typically build up some reserve in front of your bottleneck, and then 
maybe a reserve that is ready to ship so that you can always promptly 
respond to customer demand. The less of this you have, the better it 
is. 
 
One of the pernicious effects of WIP, apart from the undesirable 
carrying costs it causes, is that it also masks where the “true” system 
bottleneck resides. This is a drawback, because the whole idea of Lean 
methods like the Toyota Production System (TPS) or TOC is to expose 
these bottlenecks as early and clearly as possible. When the 
production line stops in a Toyota factory, everyone is immediately 
wondering what caused this interrupt. There’s your bottleneck (at least 
momentarily)! By limiting WIP, the places where “flow” is hampered 
become more quickly and clearly exposed. And also quite important: 
bottlenecks can change over time! Noreen et al (1995): “Inventories 
both create and hide operational inefficiencies and problems.” 
 
 
5. Throughput Accounting Helps Align Line Managers 
One of the purposes of measurement is that it should enable 
decentralization of decision processes. In order to keep the overall 
company strategy coherent, it is crucially important that the “sum” of 
local decisions still steers the organization towards its global goal. 
This, in particular, is where Cost accounting has been shown to be 
flawed. It is one of the central arguments for TA with its emphasis on 
aligning local initiatives with global (corporate) throughput by 
enhancing process understanding within the organization.  
 
The emphasis on throughput (sold products, or services delivered) 
provides the necessary focus on producing what customers want 
instead of striving for the maximum output your workers are capable 
of producing. 
 
 
6. Focusing On Throughput Enables “Sustainable” Continuous 
Improvement 
Total Quality Management (TQM) and Lean initiatives can sometimes 
suffer from a pernicious balancing loop that is fundamentally caused 
by applying “the wrong” metrics to a (production) system. Lean (and 
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TQM) often focuses predominantly on waste reduction. TA, on the 
other hand, focuses (mostly) on maximizing throughput. 
 
There are two serious problems with focusing on reducing waste. 
Firstly, the lowest attainable value is zero, which puts an intrinsic limit 
on what you could ultimately achieve (throughput can grow 
indefinitely). Secondly, and more importantly, focusing on waste tends 
to trigger a balancing loop, which acts as if to “resist” progress. When 
a team is reducing waste (essentially: cutting costs), they aim to “do 
more with less.” You are asking X people to accomplish the same 
amount of work with X-1 people. Employees aren’t ignorant; they 
know that one of their peers is redundant as soon as they’ve 
accomplished this assignment. If they do even better, yet more people 
will be laid off. “Shaving off” capacity like this is bound to be met with 
personnel resistance. This might well be where the saying originates 
that “work expands to fill the time available to do it.” In Lean, the 
recommendation is to determine what the ultimate headcount should 
be, and then offer a (generous) termination package at the outset of 
the change initiative, before you begin the transition. 
 
As a side effect of focusing on throughput instead of waste, which is 
fundamentally an internal process, the organization gets much more 
externally (customer) focused. 
 
 
7. Throughput Accounting Engenders Product Diversity 
One of the primary characteristics of relying on TA rather than Cost 
accounting is its emphasis on throughput. As a “side effect” this tends 
to favor product diversity and tapping into new markets rather than 
narrowing the assortment and aiming for absolute market dominance 
like Cost accounting tends to do. Why is this? 
 
TA drives towards improvement of operations, so that existing 
capabilities can handle greater diversity and volume. Secondly, 
management has more pricing options because costs aren’t allocated. 
Only direct material costs (so-called Totally Variable Costs, or TVC) are 
taken into account. Other costs go into Operating Expenses (OE). This 
makes a lot of room for creative pricing options, because if (only) non-
constraint resources are being used, from a Throughput accounting 
perspective, they appear to be “free.” Therefore, to maximize profits, 
they should be employed as much as possible! When there have been 
chronic high levels of excess capacity, this might provide “inspiration” 
to add new products that exploit the available capacity. This effectively 
enables entering new markets, and not putting too many eggs in one 
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basket (which creates dependence on single markets). Another reason 
to avoid “dumping” products far below current market prices is that 
such price advantages are unlikely to hold: competition will soon 
respond and retaliate, making it more difficult in the future to sell 
products at the original pricing levels. So apply a modicum of product 
strategy instead of relying only on (short-term) financials. 
 
 
8. Monitor Both Buffer Size And Composition 
In a well run TOC shop, there should be very little (unnecessary) 
inventory, other than maybe a shipping buffer, and a buffer waiting in 
front of your constraint. You justify the shipping buffer to improve 
customer service, so that you can be as responsive as possible to 
demand fluctuations. The buffer in front of your bottleneck is there to 
“protect” it from ever being starved of work, which would immediately 
harm throughput and hence profitability. Monitoring throughput comes 
with its own set of measures that enable decentralized decision-
making (see also tip# 5). A limited set of metrics helps steer the 
organization as a whole to its global optimum (see also tip# 1). 
 
For idiosyncratic measurement of to the general “health” in a value 
chain, it is useful to monitor the size and composition of the (crucial) 
buffer in front of your bottleneck. To make measures comparable (with 
other WIP), it’s probably a good idea to measure buffer size in terms 
of processing time. If it goes up, there might be a problem with the 
buffer. If it goes down, there might be a problem upstream, or lower 
market demand (jobs don’t get scheduled until an order is placed). 
Buffer composition provides an early warning that “missing” jobs need 
to be expedited upstream. Because of excess capacity that is available 
upstream of the bottleneck, such early warning about rescheduling is 
often sufficient to avoid missing due dates on the finished product. At 
the very least getting such an early notification will be less disruptive 
and more effective than dealing with a disappointed customer by the 
time an order is late. 
 
 
9. Don’t Let Policy(ies) Become The Next Constraint 
In the Theory of Constraints, “a constraint is defined as anything that 
limits a system from achieving higher performance in relation to its 
goal” (Corbett, 1998). In the perennial search for “the next” 
constraint, all too often policies play a dubious role. Resistance to 
improvement is met by “we don’t work like that”, “that’s not corporate 
policy”, or “nobody has ever done that before.” Well, that might well 
be why you’re getting the results you’re dissatisfied with! Swain et al 
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(1999): “Policy constraints occur when management or employee 
unions enforce a rule that limits an organization’s operating abilities or 
restricts its flexibility (e.g.: a freeze on overtime or hiring or a 
restriction on purchasing direct materials).” 
 
Doing something new or different, thinking “outside of the box”, can 
feel both threatening and liberating. And if you’re unhappy with your 
current results, don’t expect any magic to happen within the confines 
of your comfort zone. Be brave and daring, and challenge any policy 
that gets in the way of better results because it should be managed for 
what it is: a constraint.  
 
 
10. Switching To Throughput Accounting Is Foremost A Mind 
Shift 
Cost accounting has been the dominant paradigm for so long now 
(about a century) that it has become deeply ingrained in all of our 
minds. Often it is so much a part of our thinking, that we don’t even 
realize this anymore. Measuring individual workers’ performance, the 
concept of “product cost”, or trying to keep everybody busy at all 
times are examples where “common” practices show how deeply 
rooted these dysfunctional habits are. 
 
Another way in which this can become evident is when people refrain 
from considering alternatives to offload work from a bottleneck 
resource to less “efficient” methods. When some alternative approach 
is evidently inefficient, we fail to even take it into consideration. Even 
if we’re quite aware this work is using scarce resources on the 
bottleneck! This mindset manifests itself most prominently in “policies” 
(see also tip# 9). They seemed like a sensible idea in the past, and 
have grown to become part of the organizational woodwork. As Dr. 
Ohno has written (1988) (after discarding financial reports to monitor 
performance): “It was not enough to chase out the cost accountants 
from the plant, the problem was to chase cost accounting from my 
people’s minds.” 
 
 


