Alphabet Soup: Good for You
or an Indigestible Stew?

Pekin Ogan and Les Heitger

ver the last decade or so, the theory
O and practice of business have been

inundated by a significant growth in
acronyms: JIT, TQM, ABC, El, ABM, LIS, E:DI,
TOC. So many have appeared in the melnn.? pot
of business activities that we call them the “al-
phabet soup” of business. We all know the re-
puted benefits of alphabet soup. Through the
years we've been taught that it's really good for
us, particularly when we're not feeling well. )

Many executives have apparently taken this
advice figuratively, adopting some or all of the
alphabet soup ingredients, particularly when their
business starts feeling a little under the weather.
They hope the soup will be good for their firm,
helping it become—or continue to be—a world-
class competitor.

But not all ingredients work wonders with
the same degree of success at all business organi-
zations. Some of them often may not be effective
in remedying the ills of an organization. Popular
ingredients may not even be appropriate in some
situations. Our goal here is to caution managers
against blind acceptance of popular “new” busi-
ness practices when circumstances or a firm’s
environment do not warrant adoption of the con-
templated changes.

SomeAlphabctSauplngrcdimts:-
Blend Carefully

Among the more popular alphabet soup ingredi-
ents are ABC (activity-based costing), JIT (just-in-
time production or purchasing), TQM (total qual-
ity management), CIM (computer integrated
manufacturing), EDI (electronic data interchange),
and TOC (theory of constraints, previously known
as OPT, or optimum production technology). Any
mix of them can go into the alphabet soup of a
company. Some managers throw in a whole hand-
ful of them and hope for the best. But the secret
of great soup is not necessarily the number of
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ingredients, but the care-
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The consequence of

this analogy for a business is that despite a man-
ager's determination to reduce costs, the firm’s
costs may increase dramatically anyway if alpha-
bet soup ingredients are used carelessly. Worse
yet, the ingredient may not be the right one for
the firm.

Obsession with Per-Unit Costs

Before we begin discussing our concerns over
the implementation of alphabet soup ingredients,
we must first address the subject of cutting costs.
Owners and managers today appear to be ob-
sessed with “cost cutting,” which means slashing
costs without considering all potential implica-
tions. But if they carefully study the cost drivers
of the business and simplify operations with sub-
sequently lower expenses, they can achieve cost
reduction.

Incurring an expense is not bad in itself. Costs
are investments in business opportunities. Money
invested wisely and effectively in hardware, soft-
ware, people, and R&D often leads to optimum
revenue returns and other long-term benefits. On
the other hand, blindly cutting costs, such as “5
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percent across-the-board,” or attempting to re-
duce per-unit manufacturing costs by arbitrarily
increasing production volume to spread fixed
costs over more units, is very poor resource man-
agement.

Intel’s chairman and Time's “person of the
decade” for 1997, Andrew Grove, once said that
anybody can cut COSts. The most important deci-
sion the management of a firm needs to make is
to decide the right kind of investment at the right
time in the right amount. Those who do not in-
vest wisely, said Grove, are bound to have stale
products or services, will lose market share, and
may not even survive in the long run.

Even for financially strong companies, 2 -4
percent across-the-board cost cut may jeopardize
critical resources, causing the firm’s competitive
standing to suffer. If a company cuts 5 percent
from its customer service function when that area
already has trouble matching competitors’ Cus-
tomer service levels, the firm's ability to compete
is dramatically affected. A more desirable strategy
is to avoid across-the-board cost cuts by adopting
a more focused approach to identifying the firm’s
critical components—those functions that, if cur-
tailed, would definitely place its competitive sta-
tus in jeopardy, both in the short run and in the
long run.

We are not suggesting, however, that compa-
nies eschew their cost reduction efforts. Done the
right way, lowering costs is as essential to a firm’s
survival as wise investments in R&D, hardware,
software, and human resources. Some COSt reduc-
tions take the “easiest” way and are really cost
cutting in disguise. A currently popular and highly
visible way of reducing costs is to lay off employ-
ees. But many such firms, especially in industries
requiring highly skilled workers, act as if they still
have not learned a basic truism: If a company
lays off skilled workers in occasional slack peri-
ods and hires them back as needed, it sends a
strong message to the workers that they are be-
ing treated as commodities. Laying off and rehir-
ing is expensive, especially if the previously laid-
off, 8 skilled workers have mig'a[ed o o[her firms
or industries. Training and educating workers has
never been cheap. Many companies appear o
understand little about the true costs of their
employees, such as training, firing, rehiring, re-
training, and dislocation.

Another common way of reducing per-unit
costs is to raise production output, believing it
leads to “cost efficiencies” and decreasing manu-
facturing costs per unit. Piles of excess parts and
finished products begin to accumulate in or

around the plant, swelling inventories and many
fe!ated costs. Meanwhile, management account-
ing systems typically continue to send signals to
managers that they are making the “right deci-
sions” because per-unit manufacturing costs are

lower. Not exactly! Cost reductions in one area—
in this case, manufacturing—are illogical if they
are more than offset by cost increases elsewhere.
In our example, the added costs of inventory
storage, obsolescence, handling, and insurance
may be more than the production cost savings.
But this simple idea seems to have eluded many
managers. They continue to focus on the product
cost-related accounting numbers rather than the
process itself.

'I‘hellmdlus'l'tavded

If we tried to describe all the issues involved in
evaluating the objectives, environment, circum-
stances, and characteristics of an effective and
efficient implementation of each alphabet soup
ingredient, this article would be the length of an
epic novel. Instead, we will discuss critical issues
and questions related to three popular ingredi-
ents: ABC, JIT, and TOC.

We have observed many firms adopting
“new” conventions in an effort to obtain more
reliable accounting information. In a way, these
managers may be justified in thinking that tradi-
tional accounting systems and reports do not
necessarily provide enlightened information.
Frustrations with traditional cost accounting re-
pons—pa:ﬁmlarly accounting for the overhead
component of product costs in heavily automated
manufacturing systems—led to the rediscovery of
activity-based-costing (ABC).

ACTIVITY-BASED COSTING: INGREDIENT #1

ctivity-based costing, sometimes called

transaction costing, is used to assign

overhead costs to individual products.
The assignment is based on the amount of over-
head resources each product consumes. ABC
became popular as managers discovered that
traditional labor-based manufacturing overhead
application rates bore little resemblance to cur-
rent overhead consumption. As continued auto-
mation made labor a smaller and less direct part
of total manufacturing costs, the significance of
ABC for management grew.

Management accountants trying to implement
ABC attempt to trace overhead costs to products
using a wide variety of activities for which cost
pools are accumulated. The activity that is the
primary driver of each cost pool is then used to
assign overhead costs to products. When used
correctly, ABC can provide a2 more accurate pic-
ture of production costs than traditional overhead
costing systems. The data in Tables 1 and 2 can
be used to illustrate overhead cost calculations
using ABC.

Each time a product line is set up on the
production process, it will be assigned $1,033.33
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for setup activity cost. Whenever a product line is
handled (picked up, moved, stored, picked up
again, moved to the production line), it will re-
ceive $550 per handling as its share of the over-
head activity costs. Similarly, each part number
on a product's bill of materials will cost the prod-
uct line $750 (the more parts a product has, the
more it costs to order, receive, inspect, store, issue
to production, and account for the purchase). In
Table 2, we show the determination of total costs
for the three products.

It appears that Product A has the highest total
per-unit cost, followed by Product C. Product B
has the lowest overhead allocated because it con-
sumes fewer overhead activities than the other
two. By concentrating on each product’s con-
sumption of overhead resources, ABC avoids the
typical problem of overstating the cost of those
products that are low-level consumers of over-
head and understating those that are high-level
consumers. The usefulness of an ABC system
depends on a number of issues related to the
firm, the accounting staff, and the implementa-
tion process itself.

The advantages of ABC include its ability to
give management a much sharper focus on indi-
rect production costs and provide more detail
about overhead consumption, thereby creating 2
more accurate measure of product costs. More-
over, conducting an activity analysis is essential
to understanding the firm's process. ABC usually
directs management’s attention to the value of
each activity. In the process, non-value-added
activities are supposed to be identified, then re-
duced or eliminated. John Deere and Navistar
came back from the brink of corporate death by
identifying their manufacturing activities, separat-

ing them into value-added versus non-value-
added activities, and eliminating or minimizing
the non-value-added ones and their costs. The
next step leads to the simplification of the pro-
cess. This is one of the fundamental principleés of
continuous improvement (a.k.a. kaizen).

Are You Safe if You Use ABC?

It is true that ABC is an interesting “new” busi-
ness practice. Many firms have shown significant
interest in it by engaging consultants or sending
their managers to professional seminars. Many
spend significant time and financial resources in
trying to implement ABC systems. But does this
mean that virtually all firms will benefit from ABC
and that most product-costing problems will dis-
appear? Not exactly. ABC systems do not guaran-
tee foolproof and accurate product costs. The
answer depends on a few crucial questions about
your firm and those with which you do business:

= Do you sell every item you produce within
a short period of time?
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Table 1
Determining Activity-based Overhead Application Rates
Activity  Activity Activity Unit Cost
Total Units or the Overbead
Qverbead Cost Consumed Application Rate
Activity (¢0) ()] (1+2)
Setup $6,200 6 $1,033.33 per set-up
Handling 3,300 6 550.00 per handling
Part numbers 3,000 4 750.00 per part #
Table 2
Determination of Activity-Based Full Product Costs
Applied  Direct  Direct  Full Product
Product Overbead® Labor Material  Cost per Unit
A $195.83 $15 $30 $240.83 per unit
B 23.34 15 30 68.34 per unit
c 62.50 7 30 99.50 per unit

*The applied overhead costs per unit of product were determined

as follows:

Overhead per unit = $6,249.99 + 100 units = $62.50 per unit

(NOTE: Per unit costs are rounded up.)

Product A
Setups 2 @$1,033.33 $2,066.67
i 2@ 550.00 1,100.00

Part #'s 1@ 750.00 750.00

TOTAL OVERHEAD $3.916.67

Overhead per unit = $3,916.67 + 20 units = $195.83 per unit
: Product B

Setups 1@351,033.33

Handling 1@ 55000

Part # 1@ 750.00

TOTAL OVERHEAD $2,333.67

Overhead per unit = $2,333.67 + 100 units = $23.34 per unit

Product C

Setups 305103333  $3,099.99

Handling 3@ 550.00 1,650.00

Part # 2@ 750.00 1,500.00

TOTAL OVERHEAD $6.249.99

e Do you have products that “fly out the
door™?
« Do you have products that you believe
dominate the industry so that none of your com-
petitors appear to want to meet your price?

¢ Do you have products that have substantial
backlogs of orders?

* Do any of your customers complain about
your prices?

* Do you have multiple products that occupy
the same facility? Do they consume different
amounts of common resources? Do you know?



“in the hands of

an incompetent or
conniving manager,
ABC is no better
than the ‘traditional’
method it replaces.”

e Have you ever had to discontinue a prod-
uct because it was losing money?

Below we cite some typical comments that
we call “famous last words before Chapter 11 or
Chapter 7" to illustrate the disadvantages and
pitfalls of ABC.

popular ABC Myths

“ABC leads to cost savings.” (“ABC has solved _all
our problems.”) We call this pitfall the Per-Unit
Cost Reduction Obsession shaking hands with
ABC. Just like traditional costing Systems, ABCis
also influenced by production volume. In calcu-
lating the ABC overhead rates, the total e
cost of the activity is typically divided by the
volume of production. Thus, more precise mea-
surements of overhead resource use typically
lead to more accurate measures of product manu-
cturing COsts.
= I;mutgABC does not eliminate the impact of
volume on product cost measurement. Top man-
agement of some firms using ABC fail to recog-
nize how volume affects product costs, assuming
ABC has solved the pmble:fn. If not monitored
v and used as a performance measure-
ﬁlt:npl:edérvice. ABC can rgseult in a subtle shift to-
ward volume-based production decisions without
realizing it. Some lower- or middle-level manag-
ers may be tempted to reduce the overhead cost

per unit by increasing the volume of production. -

In the meantime, top management believes that
each unit carries the “appropriately tracked” ac-
tivity costs.

What is conveniently overlooked many times
regarding the crucial link between the product’s
cost per unit and the overhead costs incurred is
the volume of production for
each product line. ABC does
provide a much better pic-
ture of the cause-and-effect
relationship between a prod-
uct line’s consumption of
overhead activities and costs.
But it is not immune to the
same gremlin that plagues
traditional overhead costing.
That is, the production vol-

ume in the denominator

used to determine the over-
head rate, whether under traditional costing or
ABC, drives the ABC rates. In the hands of an
incompetent or conniving manager, ABC is no
better than the “traditional” method it replaces.
Moreover, in the hands of an uninitiated
manager, ABC can even lead to disaster for a
firm, the consequences of which may be invisible
in the short run. Here is a likely scenario: A prod-
uct line manager who is incapable or unwilling to
reduce fotal overhead costs can increase the pro-

duction volume, which reduces the overhead rate
for each activity. This in urn reduces the over-
head cost per unit. Let's assume that instead of
running 100 units of Product B when the machin-
and tools and dies are set, the Product B man-
ager decides to run 1,000 units. What happens?
The overhead rate per unit of Product B for set-
ups decreases, along with the other rates. The
resultant cost per unit shows 2 dramatic decrease
from that shown in Table 2. The previous over-
head cost per unit of $62.40 has now been re-
duced to $6.24 per unit. The total cost per unit is
now $43.24 instead of the previous $99.50. This
represents a “reduction in cost” of almost 50 per-
cent. The manager of Product B looks like a ge-
nius after having drastically “seduced costs per
nit.”
- We often hear the refrain “the figures do not
lie because we are nOw using ABC.” The figures

_ may not be lying, but the manager is if the in-

creased production is not sold relatively soon.
Cost per unit reduction, whether using tr_aditlonal
costing or ABC, is a righteous reduction if—and
only if—the increased production is sold quickly.
Otherwise, the firm suffers from the dreaded and
very costly invisible-sausage-link syndrome.

“We need ABC information every day.” Many
firms decide to install ABC systems to capture
data on an everyday basis at the smallest cost
center (unit level). The managers involved state
that they need ABC information daily or quite
frequently, with fine granularity. The motive is t0
maintain continued success with the ABC imple-
mentation. We believe many firms have no need
to track and capture ABC costs every day. How-
ever, if the firm makes pricing and/or strategic
product decisions such as make-versus-buy on a
daily basis, then the situation is different; it does
need to capture ABC information daily.

Thus, firms should use ABC information only
when needed. Otherwise, they will invest in
costly ABC systems and consulting services that
result in overkill and do not lead to cost savings
or improved competitiveness.

“We need and can use ABC everywhere in
our firm.” ABC systems need activities to be ac-
curate. Activity-based costing is designed to accu-
rately assign indirect production costs to prod-
ucts. Indirect production costs that are activity-
driven, such as machine setups, material han-
dling, and equipment maintenance, are ideal for
use in ABC systems. Many others are not activity-
driven, including property taxes, occupancy

costs, plant depreciation, insurance, utilities, su-
pervisory salaries, and other common overhead
costs that relate to the manufacturing facilities.
These costs are not fundamentally generated by
activities, but rather by the passage of time. So
even in an ABC system, they are typically related
to estimates of production volume. Even such
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activity-driven costs as material handling re.qt-l.ire
estimates and measures to calculate the activity
rate to use for that particular indirect production

cost.
JUST-IN-TIME: INGREDIENT #2 .

sed with skill in the right organization,
in the right industry, for the. rigt!t prf)d—, )
ucts and with t.hrz:l'ight peop_le, Tst-lm-
time can be a powerful competitive too!.
Ome(rlvmise, it is just another gimmick doomed to
fail. Does your firm qualify for JIT? What for_m of
JIT? Is your firm the type that manufactures just-
in-case (JIC) but delivers JIT? Are you at the point
where you assemble to o:th_zIrT (Ag)? Or f‘?‘fss -
our firm classify as a true JIT producer
gér? Below are some answers to frequently asked
questions. s
The first and most important queston is:
Should my company use JIT manufacnfnng? Mm}y
manufacturing firms have adopted JIT ideas. GE's
circuit manufacturing benefitted by reducing parts
from more than 25,000 to fewer than 1,300 and
consolidating six factories into one. Hewlett-
Packard benefited by simplifying mznufac_:mnng,
which led to 55 percenlgaévincgsst:n materials and -
75 percent savings on r : .
pf&lthough_]l’l‘ manufacturing makes a gc_xxl :
alphabet soup ingredient for some companies,
for others it does not. It should be adopted only
after a careful examination of critical variables,
many of which are interrelated and should be
considered in aggregate rather than individually.

Critical Variables

1. Number of competitors. If 2 company has
many competitors and its production lead times
are longer than theirs, the result may be a loss of
" customers. This is particularly true if the custom-
ers are large firms and the vendor is not. To
avoid violating their customers’ patience index,
many firms resort to expediters, special deliver-
ies, or extra shifts to build and ship products on
time. If customers have 2 strong business rela-
tionship with the firm, their patience index may
be large. Customers, however, operate under
many pressures and constraints. If a manufactur-
ing customer has to wait for its raw materials,
including parts and components, its manufactur-
ing and delivery deadlines will be out of balance.
Many firms pay a penalty to their customers.
if they cannot deliver on time. Moreover, tardy
deliveries may result in large opportunity costs
- such as lost profits, or even erosion of market
share for the customer. We have seen a manufac-
turer of injection-molded television cabinets lose
many large customers because the customers had
a low patience index and took their business
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ing.

elsewhere. An insidious and often unnoticed
consequence of the patience index is the prolif-
eration of expediters, overtime, Of weekend
work—none of which comes free. This is the
problem TOC (fo be discussed shortly) tries to
solve. §

2. Lead times: production and purchas-

A firm's production lead time is a crucial
variable in deciding whether to adopt JIT manu-
facturing. How long is your firm’s lead time? Is it
longer than your competitors’? Is it shorter than
your customers’ patience index?

3. Setup (changeover) times. If you do not
have dedicated (focused) manufacturing facilities,
setup times are ¢rucial.
A shorter setup time

ds i d ﬂ il ™ » [}
e e e erce | “Used with sk, in the
i s A right organization, in the

result, bul

o alable. | right industry, for the
hogmas o JEhereR right products and with
manufacturing an i retoir-
e cammeiers. You | the right people, just-in
hav:kio know how time (JIT) can be a

i Ou can HH
e Jow o © |- DOWEH competitive
tion facilities from one tool.”
product line to another '
before adopting JIT

manufacturing. Questions to consider include:
« Do you produce several products in the
same factory?

. » Does it take you longer to change dies
compared to your competitors? If your competi-
tors can beat you in the setup times, they will be
more flexible and hence more competitive.

e Do you possess all the necessary tools to

' compete in the global marketplace? These in-

clude delivery networks, before- and after-sale
customer service, and a dedicdted, competent
work force.

4. Demand predictability. How predictable
is your.demand? Have you entered into an under-
standing or contract with your customers so that
you have smoothed their purchasing schedules?
If you experience extreme peaks and valleys in
products demanded, your manufacturing capa-
bilities will suffer significant hardships. Will you
have to overinvest so your manufacturing can
meet the peak demands? Can you meet peak
demand By using overtime?

", Many firms carve a niche for themselves by

- having énough production capacity on hand to

meet customers’ peak demands. Crown Cork and
Seal is one such firm because it overinvested to
meet those demands. On the other hand, Ford,
Chrysler, and GM used to prefer overtime, believ-
ing it led to better productivity. However, too
much of a good thing can also cause problems,
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"If your firm’s situation is
such that you are enjoying | cause fixed produc-
healthy product gross
margins, you may want fo
manufacture JIC so you
can deliver JIT.”

such as the strikes at GM parts plants that idled
many across the U.S. and Canada.

Using overtime usually avoids the death spi-
ral caused by overinvestment in production facili-
ties. During times of low demand, underused
factories lead managers to increase production in

an attempt to “reduce” per-unit Costs. Some firms

that use actual (historical) costing even feel the
need to increase

their prices. Re-

duced production
leads to increased
per-unit costs be-

tion capacity cOsts
are divided into
smaller quantities of
production. If the
prices rise, in the
presence of many

competitors de-
mand naturally falls, which leads to less produc-
tion in the factory, which leads to greater cOsts
per unit, which results in increased prices to
capture “increasing costs.” And the death spiral
keeps going downward, deeper and deeper.

5, or commodity product? If
your product line is composed of proprietary
products, perhaps you can afford to produce and
deliver JIT. If, however, you have commodity
products for which there are many suppliers and
many competitors, you may want to deliver JIT
but produce JIC. Many companies, including
Alpine Electronics in Greenwood and Kimball
International in Jasper, Indiana, follow this strat-

egy.

6. Product gross margin. Related to the
above, if the product gross margins are substan-
tial and you have many compettors, your firm
cannot afford to produce JIT. If your customers
do not have ready access to your product(s),
there is a high likelihood that they will go to
your competitors. According to an old marketing
adage, it is very easy to lose a sale but ten times
harder to make one. If your firm’s situation is
such _that you are enjoying healthy product gross
margins, you may want to manufacture JIC so
you can deliver JIT. Higher product gross margins
in the presence of many compeltitors may pre-
clude JIT manufacturing.

7. JIr purchasing? The true benefits of JIT
are realized only if everybody on the value chain
f9nowsjrr manufacturing and purchasing prac-
tices. Do you manufacture on a JIT basis? If so,
do your suppliers deliver your needs that way? If
so, do they practice JIT production and delivery,
or JIC production and JIT delivery? Do they also
require JIT delivery of their needs from their

suppliers? These questions need to be asked to
ascertain whether everybody in the value chain is

receiving the full benefits of JIT manufacturing
and delivery. Unless the value chain for products
(from the point at which raw materials are mined
from the earth to the delivery of the product to
the ultimate user) is entirely JIT manufacturing
and delivery, the benefits of JIT are not fully real-
ized. Somebody is paying for the storing, han-
dling, and carrying of those products. Many firms
try to get their first-level suppliers to change over
to JIT purchasing, encouraging and even assisting
them in having the second- or third-level suppli-
ers practice JIT purchasing as well.

8. Threat of technological obsolescence.
If the products you manufacture are not subject
to technological obsolescence, you may afford to
produce JIC and deliver JIT. Otherwise, you must
produce and deliver JIT. Having adopted a JIT
manufacturing strategy in its Research Triangle
Park facility, [BM caused millions of dollars worth
of unsold PS/1 computers to accumulate in the
warehouse. Eventually, the firm had to hold a
“fire sale” to reduce inventory. The key was that
the factory was not manufacturing JIT to the ulti-
mate customers, but to its own warehouse opera-
tions. If increased throughput is essential to use
your plant’s capacity, you should also make sure
that what is produced is sold within a reasonable
time period. Otherwise, the “efficiencies” shown
by the accounting system will be more than offset
by inventory carrying COStS and, in the case of
technologically vulnerable products, obsoles-
cence.

9. Need automation to implement JIT?
There was a time when many managers were
infatuated with automation and saw it as neces-
sary to achieve competitiveness, including chang-
ing over to JIT manufacturing. However, many
firms have eliminated their automation, such as
robots and so on, because the increased invest-
ment and maintenance costs do not justify further
use of it. The Ford Steering Systems Plant in In-
dianapolis scrapped many of its robots because
they cost more to maintain, program, and run. “It
was a constant headache to work with the ro-
bots,” said one manager. “So we now use them
only where absolutely necessary.” The plant is
also in the process of scrapping its very expensive
automatic storage and retrieval system (ASRS),
which was the pride and joy of the company just
a few years ago. When a firm receives its needs
and manufactures and delivers its product(s) on 2

JIT basis, a fancy, complicated, and expensive
ASRS becomes unnecessary.

Summary of JIT Issues
Car.ididatcs for JIT delivery but not JIT manufac-
turing typically have the following features:

¢ many competitors;
* high gross margins;
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e cost of storing, carrying, and capital tied up
in inventory that is far less than the gross margin;

e distant suppliers;

e no transportation system in place, or a
system subject to a transportation monopoly;

o unreliable suppliers (Ford's purchasing
department still buys more than it needs to meet
its manufacturing—that is, its purchasing is buff-
ered JIT—because defects still persist even though
now they talk about discrepant parts per 100,000
or one million, a far cry from earlier days);

o inflexible, uncooperative work force;

_» no pocket profit analysis;

e no incentive system in place to motivate
employees and earn and retain their loyalty.

To summarize, firms do not necessarily need
high technology for success in manufacturing or
service. In the not-too-distant past, GM's Ham-
tramck Cadillac plant was a very unsuccessful

experiment in high technology. A more tradi-
tional Taurus plant in Atlanta, on the other hand,
has been a success story for Ford’s handling ofa
challenge from imports. GM’s approach of throw-
ing money at a “problem” was different from
Ford, which chose to simplify the processes. In
the end, for those two plants at least, GM lost
and Ford emerged a winner.

THEORY OF CONSTRAINTS: INGREDIENT #3
he Theory of Constraints (TOC) is a
simple concept rooted in identifying the

activities of the firm in question. Charting
the process flow is the first step. Then bottleneck
activities are identified, such as a heat treatment
area or the painting department. Next, the bottle-
necks are alleviated by increasing their capacity
or slowing down non-bottleneck production. Of
course, there are accompanying ideas: wasting
productivity at the bottleneck constitutes the most.
critical costs, and the firm must monitor all costs.

We believe TOC is 2 brilliant adaptation of
linear programming to manufacturing. It is also
an excellent way for a company and its consult-
ants to achieve financial benefits in the short run.
TOC is perfect for those companies that, for sev-
eral reasons, cannot or will not make the transi-
tion from traditional push manufacturing to pull
manufacturing. When they follow TOC, firms are

attracted to the idea that they don't even have to
move machinery and equipment to make the
factory go to cell manufacturing.

) TOC makes no attempt to streamline produc-
tion processes, leaving existing processes as they
are. Rather, it attempts to raise the capacity of the
bottlenecks. This may increase the balance of the
process flow; it may also, however, increase costs.
Because the flow is now balanced, there is no
real way to identify and critically evaluate all
processes with a view to eliminating them. It is
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generally a good idea to identify bottlenecks, but
this can lead to such problems as:

1. unnecessary increased investment at the
bottleneck resource to “elevate the constraint” if
the products are not sold soon; or

2. a false sense of increased competitiveness
if TOC is implemented with ABC. ABC is appli-
cable only at the bouleneck resource. Otherwise,
it would increase the likelihood that local manag-
ers will be motivated to increase throughput in
an effort to reduce ABC costs. However, if the
performance measurement is the cost of scarce
unit per unit of finished product sold, this prob-
lem may be avoided. Therefore, we offer the
following morals to be considered when contem-
plating an investment in TOC.

Moral 1. Increase capacity at the bottleneck
only if all production can be sold relatively soon.
This is a very simple idea, rooted in the concept
of the value chain and related to the profit mar-
gin per unit of product sold. Also, if your firm is
an order taker rather than an order anticipator,
you should elevate the constraint as long as the
orders taken are larger than the bouleneck capac-
ity. If you a have significant backlog, you may
want to consider raising the bottleneck resource.
If, however, you anticipate the demand (orders)
to decrease, you should hesitate before you in-
vest to elevate (relieve) the constraint.

Moral 2. Decrease (subordinate) capacity at
non-bottleneck processes if all production cannot
be sold soon. This means that if your firm pro-
duces for inventory as a regular business reality,
you should attempt to
downsize and decrease
nan-bottleneck capacity if
production is not sold
soon. This will reduce total
costs. TOC suggests that

‘Increasé capacity at
the bolttleneck only if

you also try to cut all ex- all production can be
penses—Ex 11 dvice. H o~
But if you t:':; t;l::sguc: g sold r elaf’Vefy SOoon.

expenses across the board
without regard to the critical or noncritical nature
(bottleneck vs. non-bottleneck) of the equipment,
you may cut into more muscle than you intended.

Summary of TOC Issues

TOC increases the capacity of bottlenecks, but is
not a good way to evaluate your processes for
sustained competitiveness.

1. Investment in bottlenecks is unnecessary if
your products are not sold relatively soon.

2. Your firm may get a false sense of achieve-
ment and world-class competitor status if it adopts
TOC along with ABC. (There are, however, hid-
den dangers.) ’

3. What is good for others may not be good
for you. Evaluate your firm critically. There is no
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sense in being a copycat if you cannot copy suc-
cessfully.

ny company trying to become a world-

class competitor needs to examine al-

phabet soup ingredients very carefully.
The moral is to proceed with caution. Use safe-
guards. Avoid getting into a mindset that em-
braces all or any of the ingredients as saviors.
Make sure your company’s performance evalua-
tion and compensation programs are not locked
into only a few of the accounting numbers gener-
ated by the alphabet soup systems. Do not use a
single number for performance evaluation and
employee compensation. Do not trust accounting
numbers, especially ratios; they are susceptible to
manipulation. Remember that you usually get
what you measure.

Is your company large enough that it can
withstand a short-term or even protracted drop in
demand for your product(s)? Being large is no
assurance that you are safe. Wang used to brag
about being so large that management used the
firm’s size in its sales presentations: “We're a $3
billion company....We're not going to just blow
away” (Bulkeley and Wilke 1992). A year later,
Wang declared Chapter 11 bankruptcy. Thus,
being large is no guarantee that your firm will
survive and thrive in fiercely competitive markets.
Being flexible and quick to adapt to changes or
even anticipate paradigm shifts are the qualities
that define a world-class competitor today.

Just because other companies are cooking
up alphabet soup, it may not be a valid diet for
yours. Use the ingredients if and only if they are
applicable to your particular situation, your par-
ticular firm, and your particular employees. And
that definitely includes the management team;
remember, fish rots from the head! O
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