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Abstract
The practice of Throughput Accounting (TA) is about how to bring more profits from the company by focusing strictly on the
management of the bottleneck resource or constraint. This approach is entirely at odds with the traditional use of detailed
allocations to arrive at fully burdened costs for products, customers and sales regions which can yield results so convoluted
that a company can become paralyzed with indecision. TA involves concepts of constraint management, its application within
the accounting department. This study highlights how TA yields crisp and easy to understand results for a broad range of
management applications. A conceptual comparison ofThroughput Accounting and other Cost Accounting techniques is done
and how TA can be used to find best solutions in the real world is analysed in the paper. Through this study the researchers
were also able to study the current significance of Throughput accounting in the industry and relevant suggestions for the
same are mentioned.

Keywords: Throughput Accounting, Traditional Accounting, Comparison, Emerging Paradigms.

1. Introduction
Developed by Eliyahu M. Goldratt in the early 1980s, The Theory of Constraints (TOC) is anoverall management
philosophy. The fundamental thesis of TOC is that constraints establish the limits of performance for any system. Most
organizations contain only a few core constraints. TOC advocates suggest that managers should focus on effectively
managing the capacity and capability of these constraints if they are to improve the performance of their organization. The
practice of Throughput Accounting (TA) is about how to bring more profits from company by focusing strictly on the
management of bottlenecks resource or constraints.

Figure 1.1: Components of Throughput Accounting

Out of these three, throughput is the most important one since the goal is to create a high throughput. This approach is
completely at odds with the traditional use of detailed allocations to arrive at fully burdened costs for products, customers and
sales regions which can yield results so convoluted that a company can become paralyzed with indecision. TA yields crisp
easy to understand results for a broad range of management, its application within the accounting department. It begins with
comparison between TA and other Cost Accounting and how TA can be used to find best solutions in the real world. TA
analyses traditional budgeting and how it integrates throughput concepts. It helps to design control system which warn the
problems related to the constraint. Several supporting functions are planned to accumulate information from GAAP which
improve company performance.

Once considered simply a production-scheduling technique, TOC has broad applications in diverse organizational settings.
For example, TOC has proved to be a milestone concept leading to process improvement in organizations such as Avery
Dennison, Bethlehem Steel, General Motors, National Semiconductor, United Airlines, Boeing, ITT, and Procter and
Gamble. Similarly, the United States Air Force Logistics Command had adopted constraint management concepts to improve
the performance of aircraft repair depots, while the United States Navy has implemented TOC concepts in its Transportation
Corps.

TOC challenges managers to rethink some of their fundamental assumptions about how to achieve the goals of their
organizations, about what they consider productive actions, and about the real purpose of cost management. Emphasizing the
need to maximize the throughput— revenues earned through sales—TOC focuses on understanding and managing the
constraints that stand between an organization and the attainment of its goals. Several key principles underlie TOC –
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Processes/organizations as chains, local versus system optima, cause and effect, physical versus policy constraints and total
system impact which acts as a baseline to use TOC.Elegant in concept and design, TOC focuses management’s attention on
the factors that impede system performance.

TOC management systems normally consist of the elements like logistics/ Scheduling, performance measurement, problem-
solving/ thinking process, project management and market segmentation.TOC has broad applications in manufacturing
organizations, but it can also be used effectively to improve performance in areas outside of manufacturing, such as
marketing and administration. TOC can be used in conjunction with other management techniques such as total quality
management (TQM) and just-in-time (JIT) to provide a comprehensive, linked set of techniques that emphasize continuous
improvement in all areas of operation. TOC has also been applied at the supply chain level to coordinate the activities of
upstream and downstream trading partners.

2. Objectives
The focus of this study is on those TOC techniques dealing with logistics/scheduling, market segmentation, and performance
measurement. It is beyond the scope of this guideline to discuss the TOC generic problem-solving techniques referred to as
the “Thinking Process” and “Project Management” since these are the least researched and least visible of the TOC concepts
for finance and operations management.

 To determine the basic concept of Throughput Accounting
 To identify the conceptual comparison of Throughput accounting with other Accounting Concepts

3. Throughput Accounting Concepts
TOC can help an organization leverage its core capabilities to optimize financial performance. According to various study on
this field we can deduce that every company must have at least one physicallimitation (whether internal or external), and may
or may not have any intangible constraintsthat limit the performance of the material significantly influences. From the
definition of thebottleneck then be inferred that all other sources, except for a narrow space, must have ahigher capacity than
it needs a resource that constitutes a restriction on the system.TOC is a vital part of the expanded toolkit, providing unique
insights and focus into the ongoing challenges of identifying the products and services that will maximize customer value-
added and organizational profitability.

3.1 Throughput and Traditional Cost Accounting Concepts
Under conventional accounting managers try to make significant budget and headcount since cost is the primary measure of
performance improvement. As a result, organisations can end up milking the present to the detriment of the future. Whereas
main objective in the TOC model is to identify and manage the primary constraint. The goal is to find ways of improving the
utilization of the fixed costs and resources of the organisations to reduce waste and enhance profitability rather increasing
profits by reducing costs.

3.1.1 TOC and Cost Management
TOC presents a significantly different perspective on how best to control operations. It does not work well with conventional
accounting systems that emphasize cost absorption and standard cost variance analysis. The reasons for this are many,
including the fact that building inventory to “earn hours” of labour and overhead is an alien concept in the TOC environment.

Within the more traditional cost management perspective, managers often focus primarily on decreasing the unit cost. Others
may be less concerned with unit costs, placing their emphasis on decreasing the operating expenses and inventory
(investment) of the organization. According to TOC advocates, behind these worrisome trends lies the management
accounting system and its excessive focus on unit costs and allocations.

3.1.2 TOC and Absorption Costing
Absorption costing develops a full product cost by combining the cost of raw materials, direct labour, and a “fair share” of
manufacturing overhead. Absorption costing has been found to be inconsistent with a throughput environment because it
penalizes managers who reduce inventories. Excess inventories are a signal that production should be cut back. This can lead
to unabsorbed overhead in the traditional cost world, but under TOC reducing inventories results in increased throughput.
The former can be seen as a negative result for a production manager, while the latter is the driving force behind TOC.
In TOC, inventory is to be eliminated; in absorption costing it is the basis for covering costs. If no immediate demand exists,
absorption-driven logic would have a company make product ahead to “absorb” its overhead costs into inventory. Instead of
absorption costing, most TOC companies use some variation of variable costing that begins with the assumption that direct
materials are the only variable cost.
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3.1.3 TOC and Variable Costing
TA resembles variable costing because of its heavy emphasis on managing the incremental change in costs due to volume
shifts (more throughput). At the conceptual level, throughput is very similar to the more traditional contribution margin
estimate (contribution margin is simply sales minus all variable costs). The difference lies, as has been noted, in the fact that
TOC uses a much stricter definition of variable cost than is used for contribution margin analysis. Specifically, some TOC
proponents maintain that only the cost of raw materials should be deducted from sales to derive throughput. Others, though,
take a more moderate approach, noting that any cost that acts in a truly variable fashion should be deducted from revenue to
determine throughput values.

While many similarities exist between TOC and variable costing, there is one significant difference: A product cost is not the
goal of TOC. Seeing product cost as an arbitrary amount, the focus is instead on optimizing the performance of the system.

3.1.4 TOC and Relevant Cost Analysis
Relevant cost analysis is a key element of TOC. As is noted in any reasonable management accounting text, though, relevant
costs do not include all the cost elements found in a traditional product cost. As with traditional accounting models, TOC
recognizes that costs that do not differ between alternatives are irrelevant to managerial decisions. The specific estimates
TOC advocates that should be considered in decisions, such as when to add or drop a product, are operating cost reductions
that will be experienced if production is eliminated compared to the reduction in throughput that the loss of the production
will create.

3.1.5 TOC and Activity-Based Costing
For many years there has been an ongoing debate about whether an organization seeking to break out of established
paradigms that limited profits should use activity-based costing (ABC) or TOC. This is because decisions generated from the
application of an ABC-based analysis are not always consistent with those suggested by TOC. The reasons for this result are
numerous, including the fact that ABC considers all costs to be variable in the long run, the relevant time frame of analysis
for many decisions.

A significant number of articles have been written about ways in which ABC and TOC complement each other. While the
main proponents of these two management approaches may be at conceptual odds, the reality of the fact is that each of these
tools provides unique insights and information.

Table 3.1: TOC for manufacturing and ABC to analyse and charge the support costs
(in thousands) Bourbon Gin vodka Total

Sales $52500 $19500 $18000 $90000
Materials 15750 5500 5875 27125
Commissions 2625 975 900 4500
Net throughput $34125 $13025 $11225 $58375
Advertising-direct 1500 750 700 2950
Contribution to indirect activities $32625 $12275 $10525 $55425
Marketing-other 2235.5 1169.5 1070 4475
Administrative 3081.5 1623.5 1520 6225
Production overhead 23450 8850 9075 41375
Operating income $3858 $632 $(1140) $3350
Total gallons 15000 7500 7000
Net throughput/gallons $1.14 $0.87 $0.8
Variable cost/ gallon(material and
commissions)

0.615 0.43 0.485

ABC cost/gallon 1.62 1.26 1.365

This type of logic drove the integration of TOC and ABC at a Kentucky distillery. While the simplicity of TOC had merits in
terms of implementation speed within this organization, analysis suggested that TOC would oversimplify the underlying cost
structure of the organization to such an extent that it might prove useless, or harmful, to long-term decision making. The
optimal solution seemed to be to develop a hybrid system that utilized the best aspects of ABC and TOC. The resulting
analysis, as suggested by Table 3.1, used TOC for manufacturing costs to derive the manufacturing “contribution,” and ABC
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to analyze and charge the support costs (people-intensive) to the three primary product lines. This integration permits the
distillery to answer traditional cost-volume-profit questions, facilitates the evaluation of profitable product lines, and better
answers the question of bottom-line profitability by product and customer.

3.2 Throughput and Generally Accepted Accounting Principles
Generally Accepted Accounting Principles are concerned with the measurement of economic activity, the time when such
measurements are to be made are recorded, the disclosure surrounding the activity, and the preparation and presentation of
summarized economic information in the form of financial statements. There are several areas in which throughput
accounting varies from GAAP. The most important issues is that GAAP requires that overhead costs be allocated to
inventory, which intern may or may not be charged to expenses in the current period. The accounting research bulletin
provides the following guidance regarding overhead allocation:

Table 3.2: Difference between GAAP and Throughput
BASIS GAAP THROUGHPUT

Accounting for
inventories

GAAP clearly states that overhead must
be allocated to inventory, and failure to
do so is not acceptable.

Throughput accounting takes the opposite stance that
overhead costs are not related to inventory in any way,
and so should not be allocated to inventory.

Basic
Assumption

GAAP accounting assumes that both the
inventory held in storage and the
overhead costs allocated to it are
valuable company assets, only to be
charge to expenses when the inventory
is sold.

Under throughput accounting, the preferences is to avoid
the production of excess inventory because it represents
immediate use of cash (for the materials contained within
the inventory). Thus, throughput accounting assumes that
inventory is to be avoided, which is a common
characteristic of a liability.

Effect on
Contribution

Contribution under GAAP will be lesser
compared to throughput

The throughput contribution will be substantially higher
than under GAAP reporting, because throughput
accounting assumes that direct labour and the overhead
expenses are part of operating expenses, not the cost of
goods sold.

Table 3.3: Income Statement layout using GAAP and Throughput Accounting
Particulars GAAP Format ($) Throughput Format($)

Sales 4125000 4125000
Cost of Goods Sold
Materials 825000 825000
Direct Labor 412500
Overhead 1025000
Total Cost of Goods Sold 2262500
Gross Margin 1862500
Throughput Contribution 3300000
Operating Expenses
Advertising 37500
Commission 25000
Depreciation 40000
Outside Services 10000
Salaries and Payroll taxes 1502500
Supplies 30000
Utilities 17500
Total Operating Expenses 1662500 3100000
Net Income 200000 200000

3.3 Throughput and Management Accounting
Management accounting originated from the 19th and 20th century together with industrial revolutions.Systems to track costs
became needed as decision support for the managers when the industries started to grow become large scale and more
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complex to run (Johnson and Kaplan, 1987). When reviewing literature regarding management accounting systems, it is
obvious that the interest in the topic has grown in recent years. Already in 1992, spicer meant there were two factors for the
increased interest that has been seen both amount practitioners and academia. One factor is the globalization, where increased
competition and accelerated pace of technological change have led to new conditions in how to manage the operations. The
other factor is the research done by Robert Kaplan presented in a series of publications during the 1980s(Kaplan, 1983:
Kaplan, 1984a; Kaplan, 1984b; Kaplan, 1986; Johnson and Kaplan, 1987). In this series, Kaplan presents three arguments for
why there is need to put more focus on management accounting systems:

 Practitioners in management accounting have failed to keep pace with the changes in manufacturing and
competition.

 Researchers know little about how these changes affect in practice.

Commonly used economic theories are too limited and not suitable for the new environment.In the 1980s, Kaplan realised the
importance for companies to work with aligning their management accounting systems and [production systems. Later, other
researchers (e.g. Hughes and Paulson Gjerde, 2003;Grasso, 2005; Radnor and Barnes, 2007; Maskell at al.,2012) have
confirmed that the problem still exists since management accounting systems still do not provide sufficient and relevant
information to manage and control manufacturing according to the company strategy. One reason for this is that management
accounting systems have developed to support financial accounting instead of for manufacturing decision making (Johnson
and Kaplan, 1987). "There no value to integrating the management accounts and the financial accounts. Each is serving a
different purpose, linking them is irrelevant. The management accounts should not be driven by the needs of financial
accounts.

The first step to understanding world class business concepts is to recognize where the varied philosophies agree and where
they differ from traditional mass production concepts. Lean and TOC are the best examples, but many others are out there
(Demand Flow Technology, Velocity, etc.,) to engage in sustainable real world implementations it eventually becomes
beneficial to embrace one specific philosophy, but it does not require rejecting the others.

The real breakthrough is teaching others to reject the concepts of traditional mass production which have become intuitive to
us all. To undermine one or the other undermines the potential for a revolutionary breakthrough toward either.A key to fully
understanding TOC is that it is not just a system of eliminating constraints (bottlenecks) but more a system of managing
constraints. A truly enlightened organization will know exactly where it wants the constraints to be. Constraints are a reality,
the question is whether you want them to be internal, where you can control them or external (i.e. the market). A company
that is in control of its own destiny can use its constraints like a valve to control and continually promote the flow of value.

4. Conclusion
The concepts discussed in this document applypredominantly to large and small organizations and enterprises in all business
sectors.Through this study the researchershave tried to answer, how can throughput accounting help various stakeholders?
Throughput Accounting focuses on increasing revenue (throughput), improving cash flow (investment) and providing
capacity (Operating expense). Every management decision is made base on expected changes in throughput, investment and
operating expenses. Throughput accounting allows manager to take a more balanced approach to decision making, giving an
accurate picture of the results of decisions. Throughput accounting also demonstrate ways to make more profitable pricing
and marketing decisions.

Throughput accounting shift the emphasis in decision making from managing cost and budget to maximising throughput and
profitability. It emphasis the improvement of flow through system, proving feedback on the financial impact of the constraint.
It drives management decision to improve to constraints efficiency; ensuring all company resources support the constraint, so
that profit can be maximised.

This approach differs substantially from traditional cost accounting because the company is not focused on every machine
and employee working at optimal efficiency. Instead, its basis is that if the company optimizes any non-constraint, it will
overload the constraint and create excess inventory.

Throughput accounting provides a way to measure productivity improvement efforts based on how they affect cost and
throughput. It can be applied to decisions that affects all the aspects of a company including product price, process
improvement, reward structures, investment justification, transfer pricing and performance management. The result is a
thorough understanding of how a company is functioning as a whole and the ability to analyse the true impact of management
decisions before they are made.
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The first step to understanding world class business concepts is to recognize where the varied philosophies agree and where
they differ from traditional mass production concepts. Lean and TOC are the best examples, but many others are out there
(Demand Flow Technology, Velocity, etc.,) to engage in sustainable real world implementations it eventually becomes
beneficial to embrace one specific philosophy, but it does not require rejecting the others. The real breakthrough is teaching
others to reject the concepts of traditional mass production which have become intuitive to us all. To undermine one or the
other undermines the potential for a revolutionary breakthrough toward either.

A key to fully understanding TOC is that it is not just a system of eliminating constraints (bottlenecks) but more a system of
managing constraints. A truly enlightened organization will know exactly where it wants the constraints to be. Constraints are
a reality, the question is whether you want them to be internal, where you can control them or external (i.e. the market). A
company that is in control of its own destiny can use its constraints like a valve to control and continually promote the flow
of value.

References
1. Albright, T. & Lam, M. (2006). Managerial accounting and continuous improvement initiatives: A retrospective and

framework. Journal of Managerial Issues, 18(2), pp. 157-174.
2. Andrade, M., PessanhaFilho, R., Espozel, A., Maia, L. &Qassim, R. (1999). Activity-based costing for production

learning. International Journal of Production Economics, 62 (3), pp. 175-180.
3. Argyris, C. 8t Kaplan, R. S. (1994). Implementing new knowledge: The case of activity-based costing. Accounting

Horizons, 8(3), pp. 83-105.
4. Bragg, S. M. (2007). Throughput accounting: A guide to constraint management, John Wiley & Sons, New Jersey.
5. Brynn A. & Bell, E. (2011). Busmess research methods, Oxford University Press, New York.
6. Chenhall, R. H. (2003). Management control systems design withinits organizational Context: Findings from

contingency-based research and directions for the future. Accounting, Organizations and Society, 28 (2-3), pp.127-
168.

7. Corbett. T. (1998). Throughput accounting North River Press, Great Barrington, MA.
8. Durden, C. H., Hassel, L. G. G: Upton, D. R. (1999). Cost accounting and performance measurement in a Just-in-

time production environment, Asia Pacific [manual of Management, 16(1), pp.111-125.
9. Franco-Santos, M., Kennerley, M., Micheli, P., Martinez, V., Mason, 3., Man, 8., Gray, D. & Neely, A. (2007).

Towards a definition of a business performance measurement system. International Journal of Operations and
Production Management, 27(8), pp.784-801.

10. Gerdrn, J (2005). The impact of departmental interdependencies and management accounting system use on subunit
performance. European Accounting Review, 14 (2), pp 297-327.

11. Goldratt, E. M. (1990) what is this thing called theory of constraints and how should it be implemented?, North
River Press, Great Barrington, MA.

12. Gupta, M. C., & Boyd, L. H. (2008). Theory of constraints: a theory for operations management. International
Journal of Operations & Production Management, 28(10), 991-1012. doi:10.1108/01443570810903122.

13. Hughes, 5 B & Paulson Gjerde, K. A. (2003). Do different cost systems make a difference? Management
Accounting Quarterly, 5(1), pp.22-30.

14. Huntzmger, I. (2007). Lean cost management, J. Ross, Ft Lauderdale, FL.
15. Hutchinson, R. (2007). Linking manufacturing strategy to product costtoward time-based accounting. Management

Accounting Quarterly, 9(1), pp 31-42.
16. Kaplan, R. S. (1983) Measuring manufacturing performance: A new challenge for managerial accounting research.

Accounting Review. 58(4), pp 686-705.
17. Kaplan, R S (1984a). The evolution of management accounting. Accounting Review 59(3), pp 390-418.
18. Kaplan. R S (1984b) Yesterday‘s accounting undermines production. Harvard Business Review 62(4), 95 102.
19. Kavitha Jayakumar, and VeertaTantia. "Theory of Constraints - Throughput Accounting." Center of Research -

Projects (2014): n. pag. Print.
20. Krumwiede, K. 6: Suessmair, A. (2008). A closer look at German Cost Accounting Methods. Management

Accounting Quarterly, 10(1), pp. 3750.
21. Liker, I. K. (2004). The Toyota way: 14 management principles from the world's greatestmanufacturer, McGraw-

Hill, New York.
22. Maskell, B. H. (2009). Making the numbers count: the accountant as change agent on the world class team,

Productivity Press, New York.
23. Myrelid, Andreas, and Jan Olhager. "Applying modern accounting techniques in complex manufacturing." Industrial

Management & Data Systems 115.3 (2015): 402-18. Web.



Research Paper
Impact Factor: 4.729
Refereed, Listed & Indexed

IJBARR
E- ISSN -2347-856X

ISSN -2348-0653

International Journal of Business and Administration Research Review, Vol.3, Issue.18, Apr- June 2017. Page 20

24. Maynard, R. (2008). Lean accounting. Financial Management, March, pp. 44-46.
25. Mia, L. (2000). Just-in-time manufacturing, management accounting systems and profitability. Accounting and

Business Research, 30(2), pp. 137-151.
26. Rowley, ]. & Slack, F. (2004). Conducting a literature review. Management Research News, 27 (6), pp. 31-39.
27. Shannan, P. A. (2003). Bring on German cost accounting. Strategic Finance, 85(6), pp. 30-38.
28. Stenzel, J. (2007). Lean accounting: Best practices for sustainable integration, John Wiley 6: Sons, Inc., Hoboken,

NJ.
29. Utku, Burcu. Demirel, Cengiz, Emre and Ersoy, Ayten. (2011). Comparison of the Theory of Constraints with the

Traditional Cost Accounting Methods in Respect to Product Mix Decisions. DogusUniversitesiDergisi, 12 (2) 2011,
317-331.

30. Voss, C. (2009). Case research in operations management. InKarlsson, C. (Ed) Researching Operations
management. pp.162-192. Routledge, New York.

31. Yin, R. K. (2009). Case study research: Design and methods, Sage publications, INC.


