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Good evening!   

As our friends are Americans, good morning. Finance and measurements. Finance is the 

functional organization that take care of the money. They are the one who responsible for all the 

papers in our place that are responsible for the receivables of the one and supposed to collect as 

well. There are also the one in charge of our relationship with banks. But I’m not going to talk about 

that aspects of work of the finance. What I’m going to concentrate in this session is on the link 

between finance and measurements. Finance are consequence. They are responsible of judging the 

actions and the decisions that we do in this organization. And if you look in it you’ll find out that 

actually the areas that are looking for judgment and we help for finance to judge to measure are five 

different areas. One of them is judgment of a system as a whole. That's why finance is the one that 

proves the law statement, PNL statement and the bank sheet. This is the judgment of the system as 

a whole. Another thing is not just judging backwards in time like the PNL is always done in the last 

quarter of the last year but forward in time, and we are talking about judging investments when 

you are filling appropriation request diminishing left to justified and this is usually goes through 

finance. It’s not the example of making the finance decision when but there are the one to say 

whether not the numbers the people prove realistic. Then there is a total different judgment more 

than day to day to make/buy decisions.  

 

Finance should provide an organization with judgment on:  

 

  THE SYSTEM 

  INVESTMENT 

  MAKE/BUY 

  PROFIT CENTERS 

  PRODUCT/SERVICE 

 

More things should we do at all - things should we rather buy from the outside. And then 

when many large companies it’s not just the system as a whole that is to be judged but subsystems, 

profit centers that one have to provide the judgment of the performance of the profit center.  

 

And last but not least, probably the one that is tracking most of the attention, the one that 

we take almost for granted is the judgment of a product or the judgment of a service. Do we make 

money on this product? And if so, how much, so we know whether not we want to push this 

product or maybe to refrain from doing it. All this program is about improving the performance of 

our organization. The question starts to be do we have anything to improve regarding the judgment 

of all these five areas.  

The one amazement when I’m coming and asking organization’s managers and 



organizations is do we have rule for improvement here. The all say “yes”, but what are they 

complaining about? They complain about the fact that the judgment is not timely enough. For 

example we have to wait three weeks after the end of the quarter in order to get the quarter of 

statements that if we talk with the financial people they will tell you “Yes, we have problems it 

takes too much money and too much efforts at all to assemble this data or the data is not accurate 

and they say do agree that they have to improve to make it more timely”. I think that the problem is 

by far bigger. It’s just not little things like that I believe that most professionals in accounting and 

finance believe that the problem is not much bigger. They attempt to joke about it but they mean it 

seriously. For example when you are asking an accountant how much is two plus two, what is the 

answer of a good accountant? “What do you want it to be?” This is a joke. This is a joke that 

reflects reality because many financial people will tell you “Don’t rely on our numbers in order to 

make decisions”. Many financial people will tell you somehow if the ways we are doing the 

judgment what we are doing is relatively arbitrary. It’s not just the problem that the data is not 

accurate. It’s not just the problem that’s not timely something at the half of it is probably not solid 

enough.  

 

Managers outside  finance aren’t aware to what extent we do have a problem with a 

judgment in all the five areas. In order to show you how devastating it can be let me tell you a true 

story. The facts about the story I’ve got from the newspapers and some more juicy facts I’ve got 

from the CEO of what companies that I am going to tell you about. The CEO that inherited the 

mess that I am going to tell you about.  

 

The company is not small. It’s one of the…, was one of the large companies in the United 

states. Annual sales close to $10000 000 in year. This is not small by any mean. In nineteen eighty 

one or was it eighty two, first time for long, long time, first time to this company have made a loss. 

They’ve lost money. Not much, but it came as a surprise. Nobody expected it, especially on the 

background of about over  twenty five years of making profit every quarter. About the directory 

act it immediately. They’ve retired the CEO. Retired a new very able person, a tough cookie. 

Somebody was known to say “A business is not a popularity contest”. This guy was very, very 

capable. And when he came his first action was “Give me a list of all pacts that we are doing in our 

company”. This is enormous list because if we are doing well of a 50000  different pacts of the 

largest companies in providing heavy equipment for agriculture.  

 

Now we can imagine how many parts go into one tractor, so we can imagine how many 

parts these companies will do. We want a full list of all the parts the computer print out was like 

that. And which part we want it to know, first of all, can we buy from the outside not everything 

that they are producing? There is a capability of buying it from the outside. The first of all, can we 

buy from the outside? And if we can, give me two numbers: one is how much it cost us to produce 

at once, and for how much can we buy it from the outside.  

Make/buy 

And leaving me this list of several ways of loosing money, look on how many parts we are 

doing at home where actually cheaper to buy from the outside. So he gave a mandate everything 

that we can buy cheaper from the outside outsource, any totally trim. It’s not a popularity contest. 

Now this was done even though many companies are doing it and even though this is common 

procedures. In that case it was done on a menu scale and rigorously. As a matter of fact some 

division managers have tried to protect their kingdom and try to use some dealing tactics. He was 

moving so quickly, animate, fill them into the examples that there are nobody deal to a slowdown. 



And then as like every good CEO should do you have to follow up and to do false corrections? So, 

you’ve us two mins later give me another list again. It’s time we calculate because this situation 

have changed, so we calculate how much it cost, and now because the markets have changed.  

 

We calculate how much can we buy it now from the outside, and whether did he found out. 

Well, it shouldn’t count them as any surprise to anybody understand something about 

organizations. Look, when you buy from the outside instead of producing at home, and you trim at 

home. Yes, you can lay in some countries and people. We can fire them. Can we find the 

machine? Can we find the building not with a match the difference which means when he 

trimmed inside? Did we save all the cost that was supposed to be the cost of the parts? We saved 

just what? Just a direct labor a little bit more and a little bit less that depends on how it worked. 

The vast majority of the cost is not direct labor which means what we bought from the outside was 

more expensive when we are trimming inside. No one knows that the results of the bottom line 

didn’t look too good that something more that. Now fewer parts made inside have to show the 

bottom that was shown before with all the part when now outsourced which means what happened 

when we’ve done their calculation many more parts that have been inside are more expensive. 

Trim again on your scale! Of course, the bottom line have been done (two times), 6000.10 when 

you are doing everything correctly and doing what everybody believe seeing and still something 

goes wrong. So, we have decided. Let’s take some more aggressive actions, said where is our 

biggest investments. Well, that wasn’t the big deal to find out in that company. The biggest 

investments where of course the same commitments. We know how much cost one are assembly 

plants for tractors in this type of equipment, each one of this bay because more of one billion $ I’m 

bother about just investment, not about the operating cost. We said how can now tell me what is 

the efficiencies of these assembly plants 

Investment in equipment 

 

Make/buy 

 

I told that this one is ninety six percent, and this one is bad. It’s only ninety three percent. 

And they have said “What the hell are you talking?”. And  your code numbers are based on 

what? Our calculation of two shifts a day. Five days a week these investments are where seven days 

a week, twenty four hours a day do the calculation are now based on a real timeframe on the base 

of seven days a week. Twenty four hours a day now, of course, we do the calculation based on that. 

What you get? You get the efficiencies less than fifty percent, so no wonder that we are loosing 

money. Our biggest assets are not the least. 

 

So, activate assembly plants full blast! So, wait a minute. We are going to take the orders, 

so that’s a problem. Forwards some orders start to produce a little bit to forecast. Totally acceptable 

practice all over the world when the told we have all. We have to produce more parts, our binary 

parts. So, fine. Do it. I said we have a little bit cash problem. That’s fine. I will take care of it, and 

I was very able person. Invent and board money for two hundred and six banks. In order for all 

assembly plants and the whole company to work three shifts, seven days a week for the entire last 

quarter of the year and the succeed to rate to rich efficiencies that will never in the history of a 

company. 

Unbelievable! Of course I had to part the vehicles and the instruments of all over Canada 

and the United states but they were unbelievably efficient, and the biggest investments we used like 

we never used before.  



 

The system as a whole. 

 

At the end of the year comes the judgment of the system as a whole the PNL launched it 

when anything was a result. And the result was you’ve make it beautiful profit. This person got the 

bonus of course. Then we said themselves what we do now. I cannot continue like that, besides 

what am I going to do with all the products of internal part that we were, and need meets I don’t 

know what to do. I need took the responsibility at five I reside. 9 story except of the fact that after 

that the company we have to fire thirty thousand people. The situation was so bad that it had to 

bump all these products in prices that far more before were wonderful! The situation was so bad 

not only that it had to fire so many people. That had to change their name. But this story continues 

on as soon as it started to dump this equipment for the song. Farmers even have been need 

actually the new equipment but here’s a chance, so we want weren’t them bind another farmers 

have a lack of cash. Now also they went to the banks to be able to buy this new equipment, and 

here later for two years was a drought. Many, many farmers have lost the farms average.  

 

Here’s one person we exactly talking about according to convention judgment everything 

perfect. Alone the damage that is brought everywhere but it was not maliciousness. There was no 

intentions. Everything was done with good intentions. Lets’ go one by one to understand what are 

the core problems. There is judgment which can cause such a catastrophe. How can it be that this 

judgments are so distorted when they can bring a company which another stand billion $ in sales 

can bring such a company one year to it’s lease. That’s the magnitude of the problem. Judging the 

system as a whole. We’ll go one by one.  

 

If we know this you will probably asking… Wait a minute… This person was doing wrong 

this really utilizing the  assembly plants for the full blast, but where the point we going! Not to 

the market, not to sales, but we part to the houses! Not were houses it’s parking lots to call it. But 

nevertheless that female prove to know the statement to banish it is showed by the end of the year 

that we was doing, wait that the company have done profit. How can it be that somebody is taking 

such an action which takes obviously all of us but is wrong. Nevertheless the judgment after I took 

the action it is for the show time.  

 

The judgment of system as a whole thank we’ve done great.  We’ve done profit. How can it 

be? Well, if we talk with financial people, they will tell you by the mean fact that he is this person 

have utilized the assembly plants to one percent he observed more cost. If you have not a real cost 

can say one they what. And I had this phase. But what does it mean? Well, if you did a little bit 

bigger and deeper we’ll understand that was a problem to say we all today know that inventory 

finish goods inventory if we don’t need it now. It’s a huge liability. Just in time we’ve proved to 

us to what extent inventory is the liability. Everybody in industry know that inventory is liability. 

Not everybody there is one entity that doesn’t know it. And this one entity is called “The judgment 

of a system as a whole” – a new balance sheet today, a new balance sheet under which heading do 

we have inventory, under which heading inventory is a new on balance sheet. Under asset I decide 

inventory – is it a liability or an asset? Because it cannot be opposite things at the same time, and 

we see what’s happening. If we increase the inventory is more than the inventory is obsolete. In 

this case definitely it wasn’t obsolete.  

 

The inventory is registered as an asset, but if not valued does it registered as an asset in the 



value of the materials that went into it plus all the added value of turning this raw material into 

the finished products. All of it is part of the asset, and if you look for example, on the PNL, there is 

something called cost of goods sold, and end cost of goods sold there is the difference between the 

opening inventory of the period, and the ending inventory of the period. And if the ending 

inventories of the value of the opening, you get an impact on the profit and loss statement as if you 

have made profit. This called artificial inventory profits. And this can lead people totally straight 

like in that case can distort everything.  

 

As a matter of fact if you look on the opposite of what happens when you reduce inventory 

you see to what extent we should do ourselves on the foot. In the last ten years all over the world 

cooperation are extracted their units to reduce inventory. Reduce inventory! Suppose that you are 

working for such a company. The corp. that I’ve told you, mandate you. We use inventory. Anew 

we will reduce inventory. You’ve done beautiful job. Within three months you’ve reduced finished 

goods and liking process. And will do one half! Without jeopardizing the customer service as a 

matter of within been a customer service! Now you will expect a revolt. You will expect that you 

are a hero. And then at the end of the quarter let’s do the PNL. And what comes out. We were 

doing the loss! We fire you! You think that I’m joking?! No? And how many people have suffered 

from it? Now, ok! Reduce inventory! Funny story. It’s craziness. See that is one huge problem in 

the way that we do today.  

 

The PNL that we banish it, and the problem is a fact that we allocate cost to inventory. This 

by itself create such a distortion that it is delaying, sometimes blocking correct actions that our 

mandatory at the other hand the revolting companies from doing stupid things sometimes to make 

sense to break the company. That’s about the system as a whole. In my eyes this is the one that has, 

contains the minimum distortion compare to the others. But the numbers of distortion are coming 

again. In one item allocating cost to the value of inventory. That’s where the problem is. If we look 

on the next item in our list, which was investment in equipment, we can see even a bigger 

distortion. For example, ask yourself the following thing.  

 

Investment in equipment.  

 

Suppose that right now in one department to do this type of parts takes ten minutes. The 

engineer has found a beautiful new machine in one of the exhibitions. We’d love to buy this new 

technology, and you know what this new machine is only million $. 

Big deal. To reduce new machine we can do the same parts, often ten minutes but in five minutes. 

What other information do we need in order to be able to justify buying this piece of equipment? 

Million $. Well, just think about reducing. Well, how many parts like this we do? What is a cost 

per hour. We allow to allocate all costs not just of the departments, and others are planned but 

also to cooperate this type of questions. And then to see how much cost savings we are doing by 

now to plain this value of five minutes with the allocation of cost we’ll tine the parts. And if we see 

that the cost saving have been more than, let’s say, half a $ 1000 000 per year which means the 

payback period will be less than two years, we can submit it the most believable to be improved. 

It will be improved.  

This is was done everywhere in the world. Everywhere in the world are missing every 

company. But now, let me ask you: does it make any sense? Let’s ask ourselves: suppose that 

machine that is believed now to produce five minutes and ten minutes per part, is not bottoming. 

If we bought a new machine that is faster faces plus, how much more we are going to sell you to 



that? I think, how many people are we going to fire due to that! And everywhere in the world what 

do we say we are bringing new technology. No one is going to get hurt from new technology which 

was elected from buying this new machine. Nobody is going to be fired. Or you may move the 

people from one department to another. If you know by the way that when you move the people 

from one department to another cost won’t go down! How much time takes you, takes us, to 

recover the investment. Never. As a matter of fact under they come to convention if we would buy 

this new machine we have more capacity to make it work which means what we have with the 

inventory. How nice! Does it make any sense? Or sometimes it’s even worse. Sometimes, and this 

happens during all the eighties. It was a phenomena that it was unbelievable. At the beginning of the 

eighties which is everywhere that I went I found out in specific industries, I found out that the 

associations of this five accents new machines that were on the top of the technology. These new 

machines are at the bottoms everywhere. And the last next equipment. How can it be? The same 

parts we produced before that with conventional machines! Now we bought even more capacity as 

are seen now in much more capacity! How comes it all for sign the bottom net? What was the 

answer since this new machine is able to do? At five minutes, rather ten minutes, we cannot now 

before to use the machines, and the ten minutes are not cost-effective.  

 

So we stop to use them! But the capacity of the new machine is not enough to compensate 

for all that capacity that we had before now. Every bottom net. So not only that the cost was not 

recovered and suit it well down. That’s why the end may be consistent. This phenomena 

disappears. Simply we bought so many of those machines, we having capacity by the end from 

that. Investment in equipment. It’s unbelievable.  

 

Remember, most of our resources are on bottom next which means all the justification was 

wrong there. Then all the justification on the bottom net. Suppose that it takes 2 minutes, and now 

this is new machine. It will take 9 minutes. We are putting so many parts, and so on. The  

justification come out to be 5 years payback on buy. And if its on bottom net, what is the meaning 

of the 10% of the bottom net? Capacity. It have another whole company. My God, if you should 

have bought it! Put yourself in the shoes of a foreman or worker. They sometimes need a tool  for 

$500 because it is blocking the bottom net, and it came to be justified, or sometimes I see whole 

this new piece of equipment that who that needs it. Do you think that there is big trust of these 

workers and  this foreman to management? No. Because intuitively understand these cannot help. 

 

  90% of the investments of justification today, more than 90% are based on nothing which 

means you have chance of making the right investment is like the chance of flipping a coin. It’s 

totally arbitrary of what we are using today. Let’s go to the next one. 

 

Make/buy  

 

Make/buy decision. Do I have to elaborate on that? We’ve just seen what happened to that 

company because of the conventional decisions of Make/buy. We’ve calculated the cost, What the 

cost as whole comparing to the buy outside assuming that if we subcontract and if we offload all 

this cost that we calculate will be trimmed. Which never is the case which means all this Make/buy 

calculation is based on false assumptions. More than that today we know that lead time is of 

utmost importance of how fast do we need act to the market. If we know how many times when 

you are using the subcontract to the lead time goes up. What is the impact now? You made loose the 

all market. This typically the conservations we don’t take into account. Look, what do we loose as 



the one that takes the score and doing it according to something arbitrary. Look again! Up to now, 

what was the big problems. If the first one is the system it was because we are allocating cost to the 

inventory. It’s the second one the investment was because we are allocating cost to the machine. 10 

minutes or 5 minutes allocating cost to be able to judge. What about Make/buy where allocating 

the cost to the part? That’s what makes the distortion. Because of that we under the impression if 

we will subcontract the part, all the cost loose which is not the case. 

 

Next one.  

Profit  centers 

 

The next I show is profit centers. Here we have quite a bit of a problem. What is the first of 

all profit center? Profit  center means we are doing here is subsystem. The definition of subsystem. 

It’s a part of the system that either buys some of its raw materials not from the outside world. But 

from inside the company from another subsystem or sales some of it’s product not to the outside 

world, but to another part of the company. That’s a profit center. Otherwise that’s a company. Is it 

understood? People in other profit centers want to know whether or not they are contributing to the 

company what is their contribution. And when we are talking about profit center means we are 

doing the profit and loss statement for them separately. What is, of course, immediately a problem. 

The problem is not calculating how much is that totally expenses.  The problem is to calculate how 

much was their sales especially if part of their sales is in turn. How do we calculate it today in 

almost all companies? What is a value of the sale? We calculate according to the cost of what we 

have sold. How do we calculate a cost by allocating the cost to the products?  

 

Now what is happening? Look, what is happening. Now each of the one profit center you in 

charge of another one. You’re buying from me, I’m selling to you. If we decide that what you buy 

and I’m selling to you is high price, I will be very profitable, you will be bankrupt. Excellent for 

me, because I will be the next one to get the position up. But if we will decide oppositely, you will 

be very profitable. I’ll be bankrupt. You will win. The fights on what is the transfer price is 

nervous. As a matter of fact, look, what’s happening. If I become inefficient, what happens to the 

transfer price? I repeat it again. I become inefficient in my subsystem. What happens to the transfer 

price of my products? Goes up. How lovely! I’ve analyzed many, many large companies. I found 

out several large companies where weaker problem for all the company is transfer prices. It brings 

that conflict to sneeze. All the attention of top management is how do we get better transfer prices. 

That’s would guide the most fights. it's amazing to what extent. Huge problem. But let’s look at the 

last one.  

The one that we take almost for granted that we ask to do the calculation which is judging a 

product or a service. Do we make money on that product or this, flip, flip, please? Do we make 

money on the product or the service? So we have to calculate how much it cost us, how much we 

are getting from the market, and what are the margins. And based on that we make decisions of 

which product is more profitable. That’s one that we have to push more into the market If the one 

product is. The margins are closed to zero. Trim it. Erase  it from the portfolio. Let me show you to 

what extent the whole notion of profit or products, and because of it all the decisions are based on 

it, to what extent its totally arbitrary. Once again we are using allocation. And once again we are 

totally floundering. In order to do it, bear with me. I will use more numbers.  

 

PRODUCT/ SERVICE 

 



As the matter of fact we cannot give a presentation about the finance without using some 

numbers, right? For not be fair. Now will you coming to deal with product, profit or service. If you 

ask why don’t we get more reliable base for decisions, you are hearing it because the date is not 

always available. And when it’s available, is not capable with accurate. And when it’s accurate and 

available, it’s too late when we’ve got it. All of this, so weknow what. Let me give an example, not 

tricks whatsoever is the example. The only things that this example does not resemble real life is I 

took all the excuses away. In other words, all the data is perfectly accurate, even those there isn’t 

such accuracy in our reality I will simplify to take all the unknowing out. I will give everything on 

making it very, very simple, just to show you that even when we get rid of all the excuses the 

answer that we get from product cost are totally arbitrary. This is your plant when you are in charge 

of all of it. Let me describe to you plant I want to go step by step slowly, so that you will see there 

are no tricks whatsoever. You are in charge of your plant.  

 

You are producing only 2 products. That’s all! And how many different products are we 

producing to a real plant? Ok. Few hundreds. Few thousands sometimes. This is so simple, 

Relatively only two products. 

 

Product P       Product Q 

$90/ Unit       $100/Unit 

100 units/week      50 units/week 
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One we call P. The other one we call Q. The price I will give you also, and if will it be 

totally paternalistic. For  example the market buys from you product P for $90 for each unit. And 

product Q $100 per each. This is all, of course, already unrealistic because we know that this 

product on our part is $100 per unit but you and your clients that you want this all thousand that 

$90, and so on and so forth. Here are the prices fixed and perfect. Now will give you something 

that in reality definitely does not exist. And all I will give you accurate forecast at the product level. 

Perfect! Stable forecast. And over the week  markets is willing to buy from you 100 units per each 

week from product P, and 50 units per week for like Q, if we just believe that will bind that prices! 

Ok? Perfect! Now I’ll tell you also all the data that you need about how do you produce it. For 

example, product P. You start with raw material that you buy from the end for $90 per unit. Then 

this raw material goes first of all, into department A. how much time it spends in department A, I 

don’t know, but what I can tell you is that the actual time that this part is worked on in department 

A is exactly 15 minutes per each unit. Perfect! In reality it’s never like that. I’m just taking away all 

the excuses. That’s all. Then one it’s finish there it has to be further process in department C where 

it takes exactly 10 minutes. Then it’s ready for assembly. Department D. This proper department 

is assembly. It takes part, the left tenth part, and it assembling together with a middle part.  

 

 

 To let me go on the middle part once again, it’s our raw material, $20 per unit. 

And this one starts it’s journey. The first of all the department B where it takes 15 minutes to do one 

unit, when the same department C where it takes 5 minutes. Then in the proper department, in the 

D department that take the left tenth part. Let’s take the middle part. And let’s take a purchased 

part that you purchase for $5 per unit. Assemble it together. Assembly time per each unit is 15 

minutes. 1,1,1. This once the assembly is finished that  product P that we sell to the market. What 

about product Q, basically we say, very similarly, we start with raw material 3 that we purchased for 

the same price –$20 when it goes first of all through department A. the  Exactly the same 

department. But this part when it’s done in Department A takes 10 minutes. Do we have known 

that one part is done in the same department? Of course. It doesn’t take always the same time. Ok? 

When it goes through department B, it is the same department B that is doing this task. And when 

it’s assemble with the same middle part which means the middle part is a common part for two 

different products. 

Do you have common parts in your companies? Of course. The same we have here is only 5 

minutes. And there is no purchased parts needed. That's the whole story. To make sure that not 

everybody’s confused let me try to describe the same thing in a different way. Look. In other part, 

in your plant there are four departments: A, B, C, and D 

 

   

 

 

 

 

 

If we are looking at the left part, the left part starts to be…, buy raw material where they  

should…  

Department A skips over department B, go through department C, and reach the assembly 

department. That’s the left part. What about the middle part? The middle part starts by buying 

A B C D 



material going through department B. The same department C enters the assembly department 

where it takes another purchased part. Assemble all of them together. And that’s product P. Is it 

understood? What about product Q the left side part is starting in the part, sorry, the right side part, 

the department A go through B, jumps over C, enters the assembly department and takes the same 

middle part, no purchased part. This is the product Q. Is it understood? If you know at least we in 

the part P invented the first presentation. This tree  presentation. Simply because if we want to 

have this presentation which is a flown through the plant, I will put here 50 different products, 

what you receive as a spaghetti. That's why NLP - this is one of the big inventions of NLP that if 

you want to look on messing amount of data in organization you have to describe it in this way.  

 

Now let me give you some more information just to make things easier. Set-up time. 

Remember the same department has to work each public which has to further more than one thing 

have to switch to the other. Set-up time. Zero! Do  you likely know? Scrap, zero! Absenteeism of 

worker. Zero! Perfectly, no excuses! And I will really make your life easy. I would have told you 

for example that from middle department A we have 6 workers of the first shift but 5 at the second 

shift. But if they work in the week and provide that you pay one coin! No, no, no. We’ll do it 

simply. Each one this department is meant by one single person only. And each person is working 5 

days a week, 8 hours a day. And let’s make the total unrealistic assumption – 60 minutes in hour 

which means this work is do not take even the fiberings. Perfect world! Not so perfect as a matter 

of fact. They are totally in moment to be interchangeable. A cannot do the work of B. B cannot 

do the work of A. And you know that the all companies are enough of people which are non 

interchangeable. This cannot do this work. This simply don’t. They don’t have the capabilities. 

What also I tell you, the total operating expense of a company is the $6000 a week. What I mean by 

total operating expense, the 7 of these workers fridge benefits: health insurance they have to pay, 

the salary of the foreman, the salary of the sales people, the salary of the accounting department, the 

interest that we pay into the bank. All of it is included in these $6000, but what is not included is 

the money that we pay to the vendors.  

 

How much money we are going to pay to the vendors for raw materials where it depends on 

how much you produce what I did gave you is the price that you have to pay to the vendor for each 

unit that you buy it from the vendor. Is it understood? Yes or not? As a matter of fact I gave you all 

the information that you need. And it’s going to be more information. If you want more 

information, I can give it to you, but then you readjust your strain. All the information there is 

perfect, accurate, timely whatever you want. What do you need is just one thing. The goal of these 

companies is to make money.  

 

My question is how much maximum net profit this company can make? How do you decide 

on it? Look. You need to know which product is preferred. Why? Because this company like half 

the companies in the world have an internal bottom make. Look on how quickly we can find its 

member of reality, and when  you find a bottom make you are going to ask. Here we can ask just 

the wall,  so we have to do some calculation. Thank God that the date is accurate here, not like in 

reality. Look on how do we do it. Look on date, the way it’s constructed. If we look on a product P, 

these are the things to do. How much money we need from A? To do one unit, 50 minutes. How 

much from B? 50 minutes. How much from C? 50  minutes. How much from D? 50  minutes. So, 

the first product is not to give preference. So that’s not the one what creates the bottom make. 

Let’s look on the other product. If we are looking at Q, the same middle part plus this part is 

needed. How much time from A? 10 minutes. How much from D? 30 minutes. How much from C? 



5 minutes. How much from B? 5 minutes. If there is a bottom make which one it will be? B. 

Correct? Now, if you do the calculation you see immediately that B is a huge bottom make. For 

example, if you want to sell all the 100 Ps of B. We need 500 minutes of B. If we want to sell all 50 

units of Q, we need 30 minutes per each one of them. This is, once again, 500 minutes. In total we 

need 3000 minutes. How mu, how many minutes are available in a week? 8 hours a day and 5 days 

that 60 hours is only 2000. 400.  

 

We don’t have the capacity to satisfy the full potential of the market which means we have 

to make the decision. We have to make the decision which product do it prefer to push into the 

market. That's why we are doing all the calculation of product profit. Ok. Ok. Now which one 

comes better? Let’s do the calculation together. So far is it understood? So far is it understood?! 

Fine. It’s not so complicated. Look. Now few things that you have to look on. First  of all, is the 

totally viable cost, or in other words, how much do I have to pay to the outside for it. Raw 

materials. P. for each P I have to pay how much in raw materials? $45. Don’t forget the purchased 

part on the side. Do you remember it? Ok? $20 for the left part, $20 for the middle part, and $5 for 

the purchased part. $45. How much do I have to pay? Raw materials for the product Q.  

 

PRODUCT 

 P Q 

Raw material $45 $40 

Direct labor 60 min. 50 min. 

Selling price      $ 90 $100 

  

     Preferred 

 

Only 40 which means if Raw material would have been on the consideration which is not. 

But if the material would have been on the consideration, which product would you prefer? Without 

a doubt. 

Q. Fine. But that’s not the only consideration. The other thing is what about all the other 

cost. Ok? Usually the ninety percent of the organizations today beating the same number of 

industry. We are looking for the cost according to what? To the actual effort that goes directly into 

the product of the service. Then otherwise call it direct labor, or call it whatever you want they 

actually should effort in without the using the activity-based cost or not. It is still allocated based 

on actual effort. If we look at the picture here we remember what it is the how much time goes into 

product P. 60 minutes. 15 + 15 + 15 + 15= 60 minutes. Fine. How much time goes into product Q? 

50. So if the efforts for all the rest of a cost are the only consideration which product you prefer to 

sell? Here again, no doubt. Lovely. But the results are something go into selling price. What the 

selling price of B? $90. What the selling price of Q? $100. If selling price we’ve been the only 

consideration which one do you prefer? Q again. Here this case is so nice with no problems. Our 

system’s today without any hesitation if you are using activity-based cost whatever you want to use 

whatever base nsystem for allocation would sell without any hesitation. The preferred product is Q. 

push Q as much to the market we bear if we still have capacity use P to fill up the gap! Am I right? 

Yes or no? 5. So let’s see now what is about to 9. Remember what counts on the bottom nine. So 

what’s on the page we calculate on the bottom nine. Let’s look on it.  

Following the “product cost” judgement  

Sales from P:  100 60 × 90 =5400 

Sales from Q: 50 m 100 + =5000 



Total sales: 10.400 

Raw material: 50≥ 40+60+45= 4 700 

Operating expenses: 6000 

Profit:  (300 

So, sales from P. How many Ps can we sell? 100. Yes, we can produce more. Except it. No. 

No, we are not going to start with P. We said which one is a preferred? Prefer Q! 50! Whatever the 

market is! Take one the 50. Each one of them how much the market is paying us? $100. Do we still 

have capacity? Remember.  We have to check if  we have still capacity or not. Do you have to check 

in every work center? No, it’s enough  to check in the bottom make. Bottom make is product is in 

the department B. If we do 50 of Q, each one Q takes 30 minutes. 50 Q minutes. 15 hundred 

minutes have gone. How many minutes are left? 900. This now I would miss is the P since each 

unit of P takes us 50 minutes how many Ps can we produce? 900 divide by 15 is 60 units. Yes, the 

market is willing to buy up to 100, but we don’t have the capacity. So, we will sell whatever we can 

which is another 60 minutes of P. Correct? Each one of them gives me only $90. Now let’s see how 

much sales we are getting here. 60 time. 90 is, help, is 5400. 50 times 100 is the another 500. Total 

sales is 10.400.  

 

You see in that finance the only time that you see the variety of any numbers here. Now 

this is total sales we have to reduce it from the raw materials. How much is it? See. Let’s come to 

the calculation again. Take each one of 50 Qs is more than $40. The last each one is 60 Ps of $45 

of raw materials. Correct? How much is it in total? 2000 plus, help, 4000, how much is it, 4.700. 

That at the end of the thing we still have operating expenses we have to cover. How much is the 

operating expenses? 6000. So, what is the profit? – 300. What can we do? There is too much 

competition on the market that we should go to government. 300 minus we have. Ok. Now let me 

ask you something. Let’s suppose that we do not totally the cost calculations. Let’s suppose that 

we are totally out of one minds. Q was definitely the most profitable product. We will do the 

opposite. We will push P they close a product is much as we can if we still have capacity to do Q! 

The opposite we have close it! Let’s see what then will be our bottom line. Remember the final 

judge is only the bottom mind. Ok, let’s do the opposite.  

Disdaining the “product cost” judgement  

Sales from P:  100 × 90 = 9000 

Sales from Q: 30 × 100= 3000 

Total sales: 12000   

Raw material: 100 × 45+ 30+ 40 = 5 700 

Operating expenses: 6000 

Profit:  300+ 

So, we sell all 100 of P! All 100 of P. Each one of them we getting from the market 

calculate $90. This means $ 9000 from P. How much time is left for Q? Let’s see. If you sell 100 

of P on our bottom make that’s the one that dictates everything 500 minutes have gone. How 

much are left for Q? 900 minutes. But remember each unit of Q takes 30 minutes. 900 minutes are 

available, 30 minutes just seeing. I can sell only 30 Qs. Yes, the market is willing to buy 50, so we 

have the all capacity. 30 Qs. Let’s back to the calculation. Ok? We are selling 30 Qs. Each one of 

them the market is willing to pay $100. This means in total $3000. How much is now total sales? 

$12000. Raw materials. The more the raw materials I have to pay to our vendors 100 Ps. Each one 

of the $45 + 30 Qs each one of them only 50, $40.  

 

How much money this? 5 700. Let’s don’t forget the operating expenses is $6000. How 



much is now the profit? 300 +… How much was it before? 300 minus… plus, minus, who cares? 

We, what happen here?! . We have done the exact opposite of what we should do, and the impact 

is…! We still go to the bank, but not to lend, not to loan money, but to deposit money! Something is 

horribly wrong! Is any trick in this example? No! The cost allocation has totally misled us. What I 

mean totally misled us? Sometimes it leads even to the right answer you don’t know. It’s arbitrary. 

Now of course how are we going to solve this problem or what is a product? Correct product. This 

may have a thousand of products! To check all the calculations, to do linear programming, and 

totally the answer at the computer then! Remember the date of us. What are we going to do 

then? Look again. When we talk about judgments there are 5 subjects: Judgment of the system as a 

whole; Judgment of investment in capacity; Judgment of make/buy decisions; Judgment of profit 

centers; Judgment of the product and services. All of them when we look on it, and you don’t try to 

fool yourself, you see, the judgment is arbitrary. In all of them when we track buy you come to the 

simple it. To the point of their cost allocation every lenders are straight totally. Everybody is a 

fool how comes that we are using cost allocation then. What forces do you score the allocation? 

Remember. Never assume the people are fool.  

 

Definitely not financial people are far from being fool. What causes used to cost allocation? 

Well, for that we have to think a little bit harder. For that, we have to expose the real conflict 

between 2 different philosophies that we are using currently to run our  organizations. Philosophies 

that we are trying to find a compromise between but there are isn’t any. in order to explain it I want 

use an analogy. That is a trick that you always do in physics. Whenever you don’t relieve any 

handle of what’s going on use the analogy your intuition is more developed. The analogies that 

I’m going to use for an organization is a chain. A physical chain. One of the analogy is almost 

obvious. Look on the organization. You have one department which is in charge of bringing things 

from the outside – purchasing when other departments in charge of doing the actual work. When 

another department that is in charge of packing it and shipping it to the clients you have the another 

department which is in charge of bringing the client. You have the another department which is in 

charge of invoicing and collecting from the clients. Your organization is like a chain composed out 

of many many links each one of them may that’s on functions.  

 

Image of chain.  

 

Am I right? Do you see it? Do you see it? Good. Now, when we look at this chain you find 

out that if I want to evaluate the chain there is one more way to evaluate this chain. When we are 

looking on organization as a chain we still there is more than one way to evaluate it. it's not the 

problem. The problem is must evaluate in more than one way. Why must we evaluate in more than 

one way? Because if want to manage you have to do the 2 things you must control the cost. You 

don’t control the cost, and the cost will go out of hand. At the same time you must protect 

throughput. You must protect the sales. Is it understood? 2 different things. Let’s go a little bit and 

define these things a little bit more clearly. When you looking on the company as a whole, it’s a net 

box. It’s a box. One thing is, remember, any organization was built for purpose. There is no 

organization is built just for the heck of it. 

 

OE T 

  

 

 



 

 

For feeling this purpose is what we call achieving throughput. for example, if you are a 

company that is traded in the stock exchange you have made the commitment to reshell of this as 

the purpose of your company will be what? To make money. What do you think is investment to put 

the money into the company for the glory of God? Not into your company. They put the money 

into your company through the stock exchange, and you to get more money. You’ve made the 

commitment to go into the companies for making more money. How do you make more money by 

providing product and services to the market? Ok? The throughput is the money that you make from 

the outside well. The money that you have generated. Ok? Throughput is the weight at which the 

company or the organization generates coin units. If you are creating worst need you need the 

units as money. If you are the high school got forbid if it is that money. The high school we put in 

place in order to generate what? Education. That’s a call units. Army. try to imagine that the call of 

– the army we would have been to make more money. Let’s say here at home maybe. Ok? Our 

army said now to make more defence. Hospital. The call is to increase health. Ok? How many 

constraints have you created that’s  what can’t? Ok? Now remember. If we are going back to the 

company that is for profit, rather for purpose, you have sold the product for $100. How much 

money have you generated? Not $100 because it might be in the product that you have sold there 

are components in raw material that you bought from your vendors for $30. These $30 is not money 

that your company have generated. It’s money that your vendor company have generated. Just 

flowings through the company which means should it is how much money you have generated. 

What  you get from the outside world minus what you pay to the outside world, that’s a throughput. 

Sale price minus raw material price, or customs, or commissioning to something outside the 

company. Is it understood? Yes or not? That’s a throughput.  

 

Operating expense is all of the money the company spends in order to tell the news. And 

now you know what is the Operating expense and just do one thing. assume that you freeze all 

actions for one week. You still have to pay salaries to the managers? Yes. Do you still have to pay 

salaries to the workers? Yes. Do you still have to pay interest to the bank? All of them is operating 

expense. Everything that you have to still  pay but you freeze the operations you don’t buy more 

that you have to pay it to the vendor. Is it understood? Yes or not? And then there is the 

investment how much money is tied up inside the company? The investment is inventory! The 

investment is the machines!  

The investment is the building, the land and all the money tied to the company. If you are 

for profit organization that the only time when the gold limits which is a throughput is a seem units 

from the operating expense. Both of them are dollars if you in an army, for example the operating 

expenses are dollars still. The throughput is not dollars. It’s defence. Ok? So, only for profit 

organization we can make some shortcuts, and make a talk about net profit. What is net profit? Net 

profit is nothing but throughput minus operating expense. You cannot talk about net profit when 

you’re dealing with hospital, army, high school because then we are extracting apples and bananas 

what we get. Puts to it. Which means infer profit we can talk about net profit. All other for purpose 

of organization we cannot talk about for debt profit. So what we have to see to talk about 

throughput, and we have still to talk about operating expense. We have seen infer  profit. We can 

talk about something else that everybody is using is. We are very happy to talk about which is 

return on asset and return on investment which is nothing but throughput managing operating 

expenses. The net profit by the investment. This is return on investment. Is it understood? Yes or 

not? You can play with relations as much as we want. For example throughput divided by operating 



expense which you can do for non profit and for profit the same way. This is what is called a 

productivity. This is official definition of productivity. If you are looking on throughput divided by 

the investment this is investment turns. If you take just a portion of the inventory, we get inventory 

turns. Is it understood? Yes or no? 

 

 

Net Profit 

NP=T+OE 

and 

Return On Investment 

ROI=(T+OE)/I 

Another games for me through put, investment; operate explains you can reams innovation you 

want. Is it understood yes or not? Fine. 

Now, came back to the chain. We have to make sure the cost will be controlled. We have to make 

sure that three put will be protected. We used one of them we are bankrupt. Is it understood yes or 

not?  

Unfortunately, each one of them implies a totally different philosophy to manage the whole 

company. Let me show what I mean. Remember we used the analogy? It’s time to use the analogy. 

What time a Cleveland to cost in our physical chain? For that we have to understand the essence of 

costs. I believe, the essence of costs is cots obey of additive rule. Additive rule means: one plus one 

is equal two. I have lost my Mable’s many times ago I analitity: one plus one is equal two. How 

much is one man, with one woman the whole family with seven children? One plus one is really 

two. How much is one boy has one apple we give him another apple… how many apple the boy 

has? Non - eats them. It’s our reality. Yes, its look fanny. Most entities the not obey the additive 

rule. Let see on another example, let’s look on the cost.  What’s mean of it? May be the best way to 

do it, the demonstrate it is: let’s you are the boss you are the charge the whole company. I’m 

working for you.  I’m a charge just of one link. You came to me and said: “Improve!” And I say: 

“Yes, Sir!” Very obedient, just in this story. And tree month later I will come to you with a lot of 

fear food and some money and my manager ability I succeed to really improve. I released improved 

of way of my link by through hundred grams. First, I have no impressed because you don’t care 

about of my link you care about the chain. What is the wait? The impact of the whole chain? I will 

reduce of my link by through gram what about your penetrate the whole chain. Well done with 

hundred gram. You have done a sum of additive rule. What is the way of whole chain is the way of 

one link plus a way of a second link plus the way of third link and not forget any link in the whole 

chain. That’s why if you reduced if I reduced of one link that is why I reduced the way of a whole 

chain. Is it understood, yes or not?  

Actually many people is mind, because of it what is the impression? The impression is the local 

impact is not just an indicator it is impact of a whole company. Which means what of the modal 

operation? Let’s induce improvement everywhere - local improvements. Not like in way of local 

improvement. It’s not easy to find what the local improvement. How can quantify the local 

improvement? How can quantify a local improvement? What do we do today to quantify the local 

improvement?  The local improvement on a level an profit central,  a project, an operation and 

department.   What do we do? We done non. What do we do to quantify the local improvement? We 

allocate a cost. That’s why we invent of it not because we stupid. Is it understood, yes or not?  

That is why we invent basically cost of account. To be able to quantify a local improvement, 

because the long the cost is concern of local improvement is the improvement of a whole company 

that is what we look really after. But now look on the through put. The through put is not obey 



additive rule. Look on it again. One department the church on purchasing and the another 

department the in charge of doing the work and the another department symbol the work and 

another department is the client and another department is to voice with a client. If one department 

just one department drop the ball what happened on the structure of the whole company? Big to 

zero. Is it understood, yes or not?  

What is a equivalent than to three put in a physical chain it’s not wait. It’s a strings of the chain. 

What a terming of the strings of a chain? The weakest link. That’s breaks bingo the whole chain. 

The strings up to zero. If annalist strings do not obey the additive rule. The strings of a chain is 

definitely not equal to the strings of a one link plus of strings of the second link and plus the strings 

of a third link not at all. Is it understood, yes or not? Non, look what a term: how we move our 

company.  Let’s you are the boss you are the charge the whole company. I’m working for you.  I’m 

a charge of one link. Is the chain what did you say: what the string of the whole chain the weakest 

link. How many weakest links there are in a chain, weakest? One. By the finish. Now, so, let’s take 

the more generic case. The more generic case is the not chards of one chain of one link. But the 

chards of milliards of links. You come to me and say: “Improve!” I say: “Yes, Sir!” and I’m still 

obedient. So, late I will come to you with many, time, and fund and with malign capability. I’ve 

improve my link. I’ve made three times stronger. Three times stronger! I remember you are not 

interest in the one link; you are interest in performance of the whole chain. This is chain. This is 

weakest link. And I charge of this link and I must do this link in three times stronger, but how much 

I did strings full in a chain? How much? Zero! How lovely! So, what the impact… remember this 

effort took a jean time, took many, took time. If produce zero impact it means actually negative 

impact. Hello, to opposite! What do we lie here the local impact has nothing to do has cliché to the 

whole company. Look at phenomenon conflict. What is the conflict of management? The generic 

not just operation everywhere and in every organization. 

 

 
 

The cloud of manager the objective is definitively manages well. Do you agree? Yes. Fine! Now 

another meaning why manage well? Now also explain meaning “Manage well”.  Manage well 

means from one side you must control cost and the same time you must protect through put. If you 

don’t protect through put you are bankrupt. If you don’t control cost you are bankrupt. Is it 

understood, yes or not?  

But in out of control cost you must judge control impact. Why? Because as longest cost is concern 

the local impact is the impact of the whole company. Is it understood, yes or not? You must judge 

and control that.   

 

  

 

At the same time in order to protect through put don’t even fail of judging according to the local 

impact. Because as longest through put is concerns the not connections what’s ever between the 

                                                The cloud of managers 

Because… 

Local impact IS EQUAL TO impact on the organization 

 

                                Control cost 

Manage well                                                judge according to local impact 

                                

                                Protect through put 



Local impact and the Global. Unfortunately, so much what we are doing impacts both cost and supa 

in the same time? How what do we do? Huge conflict! Is it understood, yes or not? 

 

  

 
A decision to sell another par act impact through put, impact cost a decision impacts a new 

machine, impacts cots and output. Can we dance between the drops? So, company obey cots a 

counting how you dance between the drops. You are the cost the counting and then you have the 

non-formal system. This is not stupid. This is survival. Is it understood, yes or not? And now you 

know who first play the non-formal system? The controller a cooking jar of a zeus. Controller is not 

about only one percent. Another one who will know which assumptions this conflict is wrong. 

Unfortunately, they not convince all the another managers. What did they say? How much two plus 

two? You wanted to be another one the Local impact IS EQUAL TO impact on the all organization 

even when cost is concerns. Kill of it and if you just up in two second. How many times have you 

seen? We reduce a cost in one department and directly do in that with in two X. When the two cost 

have analyses. Do you see such a thing? Of course! Cost obey additive rule. Changes in cost do not! 

Hello! Changing cost in one department huge qualifications for another department cost. These 

assumptions of Local impact IS NOT EQUAL TO impact on the organizations wrong even for cost. 

Ones the sense of the debts not the case a judge according to Local impact. Now the ways open to 

find a solution. But what we have to do? We will have find what is the impact of every Local action, 

every Local decision on the Global. We will just lost this nice bridge of judge a Local impact in 

summing the debts of a Globin. We not understand it is not a global we still should connect every 

Local action and every Local decision to the bottom line to the global impact. And if we don’t does 

it we are like kittens which are blind. Is it understood, yes or not? Thanks God we start the things 

this way with connect effects and turn out the collect the Local action? Every Local decision to 

Global impact is easier to connect to Locally impact. It God treat prix on us. You want to be 

complicated, sophisticated fine go direct to the wall. What is the solution& we must say: what is the 

problem? The problem is… the cost and location. Or another words the line of judge of impact local 

action or local decision sum the impact locally and directly to local impact. But in order to found 

the answer it means what? We must answer to: 

 

Because… 

Local impact IS EQUAL TO impact on the organization 

 

                      Control cost 

Manage well                                                judge according to local impact 

                                

                  Protect through put      Do not judge according to local impact 

 

Because… 

Local impact IS NOT EQUAL TO impact on the organization 

 



  
 

Mandatory is not optionary anymore. Is it understood? A company the succeeds to find it. 

Competing convince to against to another company. It’s like competing against “blind kittens”. 

Fine! As usual, an assertion to discuss a problem. We at last to sight a change we have fifteen 

minutes break before a solution: how it implemented? Use this time to prepare some questions, 

because as you all know I’m going to answer the questions. The question are selected on line you 

have submit all because than you are not selected. You have submitted them in the break and after 

the break. And what you submit then top a question on the higher a chance. Thank you and see you 

in fifteen minutes.  

This is not concluding for today we still to develop the answers. Ok.  

What was the question to answer: how do we collect every Local action or actions are Local, every 

Local decision to the impact that to has as a company as a whole? We have to invent a process for 

it, because the 7 hundred thousand rules we are not collecting in a thing. So, let’s try to see we 

cannot develop together a process simple in almost intuitive process that will help us to find the 

answers no matter what is the specific action or decision. Let’s see if it is possible. But this time lets 

understand we are dealing here with entities they do not obey additive rule. Both changes in cost 

and through put the not obey additive rule. So, in order to help us to do it to have the analogy the 

chain in front of our eyes and let’s remember what determine the strings of our chain?  The weakest 

link. This was the action for us. Fine! 

Now let me ask you. I’ve a chain. I want to improve the strings of the chain. The term of the strings 

of the chain is the strays of the weakest link. What must be my first step? No if, no buts, no I’m a 

different. What always must be my first step?  I repeat again: I’ve a chain. I want to improve the 

strings of a chain. And I do remember let the strings of the chain by the term of the weakest link. 

What I must do first? (Identify) Fine! Weakest link. Obvious if you don’t find the weakest link what 

the chance auditorium to repeat the weakest link. The chance in your organization is a very small 

and you left the all your efforts. The first step is find a weakest link, of course, I have use the most 

respectable words. So, I didn’t say find the weakest link, I say: “Identify” the system. It means the 

weakest link, but it much more impressive. This is all voice for a first step. If you cannot find a 

weakest link what you should you do? Find a weakest link! There is no a chance to go strait. It is a 

huge! Always must be way to find a weakest link. This is a must! Suppose we identify the cons rate 

the system we find the weakest link. Did we improve the strings the chain by finding, but not yet. 

What must we do? Strings the link.  Strings the weakest link. But wait let’s not forget one thing: we 

are dealing in through put we should not forget that cost is not les important. I repeat again. When 

we are dealing with through put we should not forget that cost is not les important. And when you 

are coming to talk about shrikes of weakest link are two type of actions we can shrinks of the 

weakest link is very different impact of cost.  For example, supposes a weakest link is the physical 

recourse which enough relative to the market. One way to shrinks to ability is going by another 

machine, going higher more people. The other one don’t what you have squeezed the maximum 

from the capacity that you already have. You know the different editions between two actions the 

cost is huge. So, what must we do first? First of all we must squeeze the maximum from the 

What is the solutions? 

 

What to change to? 

 

How can we judge the impact of a local action \ local decision on the 

performance of organization? 

 



weakest link that we have. Is it understood, yes or not? Of course, it’s appropriate to call the 

squeeze the maximum. So, we use the most respectable words we will call it exploit. The sight how 

to exploit the system contrasted. But now not’s forget; we are dealing here additive which not obey 

an additive rule, why doesn’t obey? Because are collections, between the links. That’s why obey the 

additive rule which means if we decided to do something in one link we are immediately examine a 

qualifications on the other links. Otherwise we can link a disaster.  So, what should we do in the 

other links? The other links which not a weakest they have to support our decision of the 

exploitation they have to make sure that everything if we decided to do in a weakest link will be 

possible. Is it understood, yes or not?  

Which means the third step is Subordinate everything else to the above decision. It’s a privies. 

Never the less try to imagine if we following the process in the first session. If it easy it would of 

being to develop a solution for operation. What the first step? Identify the constraint boson it or on 

the market. What the second step? Exploit it, put the dram. What the third step? Subordinate 

everything to it. Subordinate means two things. One is - do everything that is to needed for 

exploitation. It also means something else. It means also: do not do more of that. Because you do 

more of that cost will up for more reason. Is it understood?  

 

 
Again subordination should be understood very - very precisely. Subordinate means: do everything 

in all other links to able us to make the decision of the exploit the control of reality. This is increase 

into through put. Anything above it is bad increase cost. You would understood this processing look 

what’s coming out for following the three steps to drum for up. Let not stop here. Suppose we’ve 

done it… now it’s time if you want more to strings it even more. Even if it means buying another 

machine or hearing more people which four step is Elevate the system constraint. Even it means 

Elevate into new resources. Is it understood, yes or not? This is not a second step. This is a four step 

because so many times when we are just doing step number two, number three, and number four 

find out you thought even now the normal success. So, don’t lashing by this is four step. And then 

we able finished. Let me show to what extent intuition to guide here. Look and the follow me. Here 

the chain. This is a weakest link and stress the weakest link. The whole chain became stronger. A 

stress even more the whole chain became stronger. I stress them even more - nothing happens. 

Why? The weakest link any more. Something else the weakest link. So, I must continue what I must 

do!? Go back to step one. Find out what the weakest link. But… remember the follow me. Once go 

back to step one. Construction to be broken to find out another constraint. Not forget one thing. You 

have to reap the whole company. So be finish here. Exploiting and subordinating translates many 

times too many procedures of how to exploit and how to subordinate. This procedures are function 

of what is it constraint? When the constraint the broken and moved this procedures to evaluate it. If 

you don’t reevaluate the procedures become the constraint the policy of constrains. Is it understood, 

yes or not?  

Remember the previous session? We were so careful, violating all the time. Let’s find the way when 

we are continued to elevate, and elevate and elevate the constraint without breaking it. These five 

types are beautiful. Looking on these five steps and think about it: what title should be given to 

The five steps: 

  

1. Identify. 

2.  Exploit 

3.  Subordinate 

4. Elevate 

5. Go back 



these five steps? One title might be: The focusing process. There is the better title for these steps. 

What do you think the following title? A process is going improvement. Do you think this is the fear 

title for these five steps?  Yes. It’s the real fact. We sold the biggest riddle right now. The whole year 

is talking about the process of going improvement. You open every dictionary and you look of the 

meaning of process and what would you find? Process means – a set of steps that following in some 

succesvance. The whole word is talking about this process for going improvement. This set of steps 

we follow in some order -nobody talk about it how lovely. Now we have it. These five steps are 

steps are going improvement. I’m go to show you some now I something I funded out I’m a club 

gusted is simple the world is build. These five steps are going to be a compass. The other one are 

going to show us how to connect local actions and local decisions into the bottom line. And let’s 

take the first real challenge. Costs are location if you are remembering the number one reason was 

to be able to judge products or senses. Which one is profitable? Which one we should do? Can these 

five steps help us now to reliable one plus one to get reliable answer? Well, first of all, we ought to 

understand if we take seriously the concepts thought put of the company investment and operating 

expense. The reason anything called: Profit of a product. So, was the Profit is a organization? I 

don’t know by any product to have a bank account. Bank account or profit is the function of 

organization not for single product. So, what we actually have to ask is: what is the impact of this 

pushing of this product, reframing of this product of the profitability of a company. That’s a little 

question. Is it understood, yes or not?  

What is the impact of selling these products on the profitability of a company? That’s a question. In 

all to show you the five steps are working beautify in guide us to investigate answer to it.  

 

 
 

Let’s take again the example that we have before. Remember that vivid example? We didn’t like so 

much because we to deal with a lot numbers. Let’s follow the five steps. What the first step? 

Identify the constraint. What the constraint here? “B”. the modal fact most people when they come 

to answer conveniently grow the contrite great – totally number. You follow the five steps always 

first of all identify the constraints. The constraint here is the capacity. The limit capacity of “B”. 

That the constraint. What the second step? The second step is Exploit the constraint. Squeeze the 

maximum out of it. Did we follow that step? No. We look on some cost and locations. Why? Why 

did we look on cost and locations? Don’t we have enough capacity to D, C or A? Why did look a 

cost and locations? Why we look on the limited factor? The constraint and try to makes to gets lie of 

it. Another fact will be amassing, but if you open any tax book in a counting. First year tax book. 

You know what’s written there? Always try to exploit the limiting factor of the system. It’s written 

them. It’s totally known. Unfortunately the rest of book doesn’t do it, in the first chapter is do it. Is 

the absolutely wright. What is the meaning squeeze the maximum out of resource “B”? Squeezing 

the maximum svelte? No. Squeezing the maximum what? Maximum through put. That one the 

limits through put of the company let’s squeeze the maximum through put.  

     Product P                                         Product Q 

     $ 90/ unit                                         $ 100/unit 

     100 units/week                                50 units/week 

          75                                                      5 

         10                           5                         15 

         15                         15                        10 

 

                                                   Product service 



 

       Rm 1                    Rm 2                   Rm 3 

      $ 20/U                 $ 20/U                  $ 20/U 

 

Now - calculation. How do we do the calculation? Quite simply. Let’s do it together. (Of course I 

will be wright) We have two products “P” and “Q”. First of all look into through put. What is 

through put? Through put sells   mines a totally viable cost. What is Totally viable cost? Relative. 

Remember in generic case totally viable cost is any cost you have to pay out of your pocket. “P” 

each even produced. Like for examples: customs you produst and sold one more unit you have to 

pay more custom this should be treated exactly equal material. “Q” into agent he sold something 

more into after pay it should be like material the totally viable cost. So, even looking on “P” the 

selling of product “P” is 90 dollars. The new material price of “P” is 45 dollars. This means 

the thought of product “P” is 45 dollars. What about product “Q”? Selling price is 100 dollars. 

The new material price is 40. The sum is much higher is 60 dollars. But we are not looking just into 

through put on exploiting constraint. In another words in order the generate these through put. How 

much constraint units do we have to invest? In this case the constraint is a bottleneck. Lets ask us: 

how many constraint units? How many minutes of the constraints have we to invest in order to 

generate one “P”? How many minutes of the constraints in order to produce one“P”? 50 

minutes. And in order to generate one “Q”? 30 minutes. 

 

                         P                     Q 

T: Sale -         $90                $ 100 

     Rm            $ 45               $40 

                       $45                $ 60 

C.U.           15 min            30 min 

 

I 

C.U.            $ 3/min           $ 2/min 

 

The investment here in terms of the limiting factor, the constraint, is 15 min. for P, 30 min. for Q. 

So, how much throughput per constraint unit do we get if we produce and sell P. $45 for 15 min. 

means $3 a minute. If we do Q, how much? $2 a minute.  

 

 

 



Well, ladies and gentlemen, which product do you prefer to sell? P? The exact opposite of P? 

thinking before. But this is not a fluke. We are following here rigorous process. Now let’s 

understand something. These $2 a minute and $3 a minute have nothing whatsoever to do with cost, 

nothing. For example, raise the salary of all the workers about 10%. What will happen with $2 a 

minute and $3 a minute? Stays the same, they have nothing to do with cost. The throughput dollars 

per constraint unit. Is it understood? Yes or no?  

This is the thing to follow. And if we have one thousand products, how do we calculate which one is 

better? Each one of them. We have to know what the selling price, which we know quite well. And 

their material price which is relatively accurate. And then, in terms of constraint units, if we know 

where the bottleneck, and remember we’ve learnt right in the previous section how to identify it, we 

don’t have to go an assembled data from all departments we have to assemble data only from the 

bottleneck. That’s where the more accurate, the better you are. And remember you’re never 

accurate, 15 minutes is about. Ok? And then what do you do? For each product it takes sales minus 

raw material which is the throughput we divide by constraint minutes. Ok? The higher the number, 

the better the impact of this product on the bottom line. Is it understood? Yes or no? Do it for your 

company and when you look on the results, don’t faint. Usually what’s happening is that some of 

the dogs, the products that you want to get rid of, turn out to be real stars. How come? If the dogs 

would have been really the dogs, you would have gotten rid of them a long time ago. It’s your 

intuition that keeps them there, saying that if you get rid of them, you can close the company. Is it 

understood? Yes or no? 

Now sometimes the difference is startling, startling. In another words, some of the dogs might be 

three times more that their impact on the bottom line than some of the stars. It’s unbelievable. But 

now that you know that, what do we do now? Remember, in operations too late, you have to 

produce what you have sold. Here we are dealing now with the sales people. Which product do they 

push into the market? In other words, what about subordination? Remember this step? Subordinate?  

 

Let me ask you something. In your company, your sales people commission, what is it based on? 

Maybe on margins, maybe on total sales. What should it be based on, if we are talking about 

subordinate to the above decision? On throughput per dollar minutes of the constraint. As a matter 

of fact, the sales people do they don’t now even this information. At all. If you do this change, and 

you change now the commission of the sales people to be based on throughput per minute of the 

constraint. This will change the mix. Do you know what’s the impact on the bottom line? 

Enormous. In our artificial example, the difference is between minus three hundred to plus three 

hundred. In reality, the impact is much bigger. Do you know why? Because in our artificial 

example, the bottleneck represent one quarter of all the resources. In reality, the bottleneck 

represent usually much much less than quarter of all the resources. Which means the change is 

much bigger. Is it understood? There are enough cases in the reality when they’ve done it and made 

a fortune. But, be careful. When you do that in terms of commission on the sales people and they 

start to push their other products, you have now initiated major product mix change. It may change 

your bottleneck. Then you may chase your tail in circles. Which means what should you do? Before 

you start and tell the sales people and change their commission and explain to them why and so on, 

what do you have to do? You have to do what we’ve said in the previous session. To put in drum-

buffer-rope and buffer management, so you are in a position to elevate the other resources so that 

the bottleneck doesn’t move. Is it understood? Otherwise you understand now what’s the meaning 

of redirecting the company? It’s not just redirecting the production. It’s redirecting all the time all 

the sales force. It’s havoc.  

But, let’s go next step, elevate. And here we have come to the real thing. We have some product that 

doesn’t go at all with the constraint. Correct? Oh, usually yes. What about them? Scruple per 



constraint minute is infinite. The temptation to cut prices and sell them is huge, because if you do it, 

you get enormous impact on the bottom line, the whole difference between the selling price and 

normative price goes directly to the bottom line. For a while. Because you know what you’ve done? 

You’ve started a price war. And if you’ve started price war, everything will go down. Not just you. 

You, your competitors, and eventually the market. Never ever start a price war. Unless you are 

seven hundred thousand kilogram gorilla, then you can afford it. Otherwise don’t even think about 

it. Which means what is now the situation? Here is a huge opportunity. These products that doesn’t 

go at all through the bottleneck or having very little need from the bottleneck is a huge opportunity. 

But this opportunity can be realized only when you persuade the market to buy it, to buy these 

products. How do you persuade the market to do it? That’s the job of marketing. Which means you 

have to design what I was calling “mafia offer to the market” which is not based on reduced prices, 

because if it is based on reduced prices, your competitor can mimic you within two weeks, and then 

you started a price war.  

 

The ball, once you started to do that, get huge impact, be careful not to start a price war, but then the 

real ball is in the hands of marketing. Right now marketing hands are chained by the roll concept of 

product margin. The thing is that the margin is so small. Now that we take these chains off, we have 

to teach marketing how to use this enormous freedom with enormous potential. Is it understood? 

Yes or no? Fine. 

Look at what we have said. What’s the big deal to know which product is more profitable and 

which is not. Big deal. Identify the constraint. Now see how each product is exploiting it. And now 

you have the answer. Just now subordinate your organization to do it. Too good to be true? Now 

that’s reality. That’s reality. That’s reality. By the way, if you’d be very sophisticated and you take 

my example and arrange your programming, do you know what the answer would be? Exactly what 

I just told you. Oh, you can impress everybody and use linear programming or dynamic 

programming. Fellows, for heaven’s sake, this can be done like that [clicks his fingers], on the fly. 

More than that, everybody understands it. More than that, it’s so easy because now you know, it 

takes one more minute on the bottleneck… bingo, you are now hurting the whole company. Is it 

understood? Yes or no? Fine. 

But as I said before, our problem was not just to judge products or services, we had other problems 

as well. Like, for example, investment in equipment.  

 

Well, let’s try to do it together. How do we justify investment in equipment? Here is beautiful piece 

of new technology that I’m dying to put my hands on and I have to convince corporate to pay a 

million dollars. How do I judge first of all to myself whether or not it is really needed? What’s the 

first step? What is the first step? Tell me. Identify the system constraint, otherwise you are shooting 

the dark. We’re at the bottleneck. Now. The second step is to exploit it. In other words, if this 

machine can help to get more from the bottleneck, then what do you do? The first thing to value is 

how much more throughput am I going to get? Is it understood? Yes or no? How much more sales 

throughput in sales man … am I going to get? If it is on my bottleneck, how much more throughput 

am I going to get? Zero. Is it understood? Yes or no? If it is on the bottleneck, how much more? 

Depends. Up to the point that I will clash with other constraint. In other words, I can increase the 

capacity by 100 percent by this new machine, but the market is willing to buy only twenty percent 

more. So don’t say that the throughput will go up by 100 percent, it will go up only by twenty 

percent. Or it might be that there is another resource, might not be in production, but in another 

place, that it will become the bottleneck. After 10 percent more increase. Take the difference in 

throughput only. Is it understood? Yes or no?  

That’s not enough. You have to take into account also the difference in operating expense. What’s 



the difference in operating expense? How many people am I going to fire or hire. If you’re telling 

about firing people, already erase it from your head. This is going directly to the wall, if you are 

talking about process of an on-going improvement. So assume that nobody will be fired. If 

somebody say “Yes. We’ll fire. We can fire two people”, say “Ok. Give me the names”. The names, 

because otherwise you’ll find out that these two people is a quarter of this person and once from this 

person nobody is fired, just simply playing a number game. If you want to talk about cutting people, 

give me the names. And then, all of a sudden, you’ll find out, you don’t fire. But many times it’s not 

just the machine, you have to fire another programmer and another one of these very expensive set 

up people or whatever. This is the changing operating expense. So you are looking on the changing 

throughput minus the changing operating expense. And remember, the changing operating expense 

can be either full people or overtime. Ok? For example, right now we are spending ten hours a week 

in this department overtime, and if we buy that we don’t need to send a minute on overtime which 

assume two hours because Murphy will throw you into overtime from time to time. You know it. Be 

realistic.  

But that’s not enough, you have to also look on the change in investment. Now, one of the changes 

in investment is obvious, that is the price of the machine. But, be careful, many times a much bigger 

change is hidden. For example, look on the following. I have here a resource which is a non-

bottleneck, but this resource is the one that creates the biggest holes in the buffers. That’s a resource 

that due to it I have to hold three weeks buffer, and then I’m expediting 5 percent of the time. The 

next one in line is creating holes much much less. As a matter of fact, the next one in line is such 

that I should have held the buffer only to be two weeks rather than three weeks. This means that if I 

will buy another machine and another person, maybe, and open these non-bottleneck but the 

machine that creates deep holes in the buffer, I can now reduce the buffer from three weeks to two 

weeks. This three weeks of inventory to two weeks of the whole plant might be. This changing 

inventory might be five million dollars and if this new machine is a quarter of a million dollars but 

due to that I can reduce overall inventory by five million dollars, what? Should I do it? Of course. 

In other words, what you have to bear in mind is the change in investment is not just the price of the 

machine, it is also the impact of the overall investment that is tied up in the company. Smart part of 

this investment is inventory and you might find out that many times you’re changing investment in 

the machine in order to release much more investment from inventory and then that change in the 

investment can justify the whole thing. Is it understood? Yes or no? Many times it’s happening. 

So, let’s go back to that. The equation is what?  

 

You are looking on ∆T, delta throughput, minus delta operating expense (∆OE). The change in 

throughput minus the change in operating expense divided by the change in the overall investment 

of the company. That’s your guide. Once again, if you notice what have I done. Step one, identify 

the constraint, otherwise I’m totally in the dark. Step two, in order to see the impact on throughput. 

Step three, in order to see whether or not the reason impact on inventory on the investment. Step 

four, in order to see impact of throughput and change in operating expense. I know, how many 

people do I have to add because the practice is the easiest. Am I right? Yes or no? 

You see how simple it is? Which means, in your company, probably, you have a lot of appropriation 

requests already submitted. Will you please go back and evaluate them? Don’t be astonished. If you 

are teaching it your people, you’ll find out that 80 percent of these appropriation requests are pulled 

back. So, sorry, sorry. But then the whole wave of new appropriation requests is coming in and each 

one of them makes so much sense. And many of them is for two of thousand dollars they didn’t 

know how to justify, and turns out their return investment on it is forty thousand percent. Enormous. 

There is no blame here at all, to decide yes or no. The difference is huge. Is it understood? Good. 

This becomes a triviality provided that… you know what’s the constraint?... provided that we know 



the impact because we’ve already instituted the procedure of buffer management in. Otherwise 

you’re still in the dark. Is it understood? Yes or no? 

You see how everything is tied together? Let’s go on. 

What was the other one? Make/buy decisions.  

 

How do I judge it now? What must be the first step? Identify the constraint. Second thing is you 

want to bring homework or to take from home. What do you look on? What is the impact on 

exploiting the constraint? Is it understood? Yes or no? For example, here is something that we are 

subcontracting. Right now we are paying 10 dollars per each unit to the vendor. We can do it at 

home. We have the capabilities, we have the machines. Row material is 3 dollars. Our cost 

calculation has shown its twelve dollars but we look on this part, it doesn’t go through the constraint 

at all. Well, if we bring it home, what happen to the bottom line per each part that we bring home? 

All the difference between what we pay out now and the raw material, all this difference goes 

directly to the net profit. But do it up to the point that you might change a non-bottleneck into the 

bottleneck. Be careful. In other words, not just on exploit, look on subordinate. You might need all 

your protective capacity to the extent you have to increase your overall inventory of all your 

buffers. Ok? Once again, what is a judge? If you are a buffer management, you know it’s not just 

the bottleneck that counts, it’s also these few resources that are now creating the holes, the deepest 

holes in the buffers. Is it understood? 

Again, look, when we are talking about make/buy decisions, look on the impact on throughput. 

Might be that even though raw material is zero and this subcontractor wants thirty dollars for each 

part. Crazy. But it’s done on the bottleneck it might be that offloaded will bring you for each part 

offloaded three thousand dollars to the bottom line. Is it understood? Yes or no? So look on the 

impact of the make by out or in on the throughput through the exploitation of the constraint. That’s 

not enough. Look also on subordinate. One thing is obvious when you look on subordinate. When 

you bringing home too much, you eat the protective capacity too much and because of it you might 

need to enlarge the overall buffer which means huge investments in. Ok? Remember this injures 

investments that are not really controlled. One of the things that makes me crazy when I’m looking 

on the organization is the following. In order to invest quarter of a million dollars in a new machine 

in many companies you are going through three committees, but in order to increase an inventory 

half million dollars a forklift driver can do it like that [clicks his fingers]. When you are on drum-

buffer-rope you cannot change the inventory by forklift driver. This is a management decision, the 

size of the buffer. Is it understood? Yes or no? But remember, changing the size of the buffer 

changes the amount of the whole inventory in the company. This might be half of a million dollars 

like this [clicks his fingers]. But it is when you do it, you first of all go to the bank and check if you 

have enough cash, if you can tolerate it not to be surprised.  

In make/buy decisions this is important, but there is something else in the subordination which is 

not less important. Many times we are tempted to subcontract part of the work of a part of a service. 

Now the first two actions we will do at home, we subcontract for the third action, bring it back, 

finish. Remember what’s happening here. Whenever you subcontract, you increase drastically 

Murphy. It has to go out and in, and the unknown goes very much higher. If the unknown, Murphy, 

surprises: truck was stuck, he was having a problem. You know what was his problem, the 

subcontractor, another person gave him another work, that’s what was his problem. And all of a 

sudden you are delayed. The amount of unknown is huge. This means what? You will have to 

compensate by enlarging the buffer drastically. Many times this enlarging the buffer can kill the 

whole idea. Many times, rather than just subcontracting part of the work, subcontract the whole 

work up to there. Ok? Because then you don’t have an impact of the buffers internally. You are 

keeping more raw materials but not the working process that is on the floor. Is it understood? Yes or 

no? Bear it in mind, once again, you have to fully understand what’s the meaning of exploit, what’s 

the meaning of subordinate and then elevate. Subordinate is the most tricky one, because we are not 



used to thinking this way. More than that, our attitude to the word subordinate is what? I will 

subordinate to you. Under fear of constraint I would love to be subordinate to you. Do you know 

what is the meaning of subordinate to you? You have all the heat, I’m the one who can rest from 

time to time. Is it understood? Yes or no? This is strange connotation for us. We have to understand 

it very well, especially when we are looking what is the impact on throughput, what is the impact on 

operating expense, what is the impact on investment. Is it understood? Good. 

 

You see how easy it is? Once again. Once you implement drum-buffer-rope and buffer 

management, you know where the bottleneck, you know how much protective capacity you have, 

go back and see, if you are subcontracting work, if you are buying from the outside, how much can 

you bring home without increasing cost by one cent? All these works that you bring back home is 

pure profit. Is it understood? It’s huge impact. Sometimes it’s double the whole profits that have 

already, if you have it.  

But now let’s go to something a little bit more sensitive, something that we judge the system as a 

whole.  

 

Over there we should not have any problem because we are judging the whole system. Why do we 

have a problem there? Because we’ve allocated cost to the inventory, remember? In other words, 

even when we look on the system as a whole, we refer back to something locally in order to come 

back to the global. And this referring back and finding out what is the added value into the 

inventory which was local, now destroyed the judgment of the whole system. The answer for that is 

the simplest that you can imagine. But before I say it, let’s remind ourselves, what is the whole 

purpose of measurements? We don’t measure in order to measure. What is the purpose of 

measurement? To know what’s going on? That’s a small part of it. Do you know, what’s the real 

purpose of measurement? The purpose of measurements is to motivate the parts to do what is good 

for the system as a whole. Tell me how you measure me? I will tell how I will behave. You don’t 

measure me, I don’t know how to behave. I don’t know what are the expectations. Is it understood? 

Yes or no? 

That’s the real purpose of measurements. To tell me and guide me how should I behave in order to 

help the organization. That’s why when you are looking on distortion measurements, it’s awful, it’s 

not just as somebody takes numbers on paper there. It distorts the behaviour, it distorts the 

decisions, and ramification can be huge. We are judging the system as a whole. Whose behaviour do 

we impact? The top management. The one who can do the most harm and the most good. This is so 

important. An than we are going, even if we look at the system as a whole, we go to something 

local, we do cost allocation to the inventory, and bingo, we have created artificial inventory profits 

and losses, everything goes down the drain. What should we do? Well, there is a solution. The 

solution is “don’t do it”. I repeat, don’t do it. Don’t allocate any cost to inventory. Value the 

inventory by its raw material cost. What you have paid to the outside, well, don’t do any allocation. 

What will happen? If we increase the inventory, does anybody does artificial profits from it? No. If 

we decrease inventory, does anybody does artificial losses from it? No. Everything is fine. Well, 



you have to remember something else. In so many countries the tax authorities, the IRS, is 

demanding that you’ll do the inventory evaluation according to cost allocations. What’s for the 

king, for the king. They demand it, do it. This does not mean that you have to do it eternally to 

destroy your own decisions. This does not mean holding to books. By the way, you’re holding to it 

anyhow. But it doesn’t mean to hold to books. It means only one thing. For internal purposes (any 

decisions, any evaluations) erase the added value column from inventory. That’s all. By the way, 

you’ll be amazed, many many analysts in the wall-street are doing it already. When you are 

submitting your P&L and balance sheet, they have to do their evaluation, and so on. They’re going 

to the balance sheet to see how much of your profit is probably due to inventory profits, they reduce 

it and then they make their evaluation. They’re stripping it out. Nevertheless, since the external 

world is still judging it in this way, we have to take it into account. Look, what do you want is to 

reduce the inventory because it enabled us in most cases to be much more efficient, to give better 

services, and so on and so force. If we reduce the inventory and come to what we report to IRS, it 

looks like this action has impacted negatively which means we’ve done less profit that we have 

actually done. That’s fine with me, we have to pay less taxes, so don’t correct it. But many times 

what happens is if you are a company that owns money to the banks, and you have a line of credit 

with the bank, and you reduce the inventory sharply, within three month, and they look on your 

P&L and they say “You’ve lost money, we want our line of credit back.” It can kill the company. 

Well, it happens more than once. So my suggestion to you is before you are giving a sharp drop of 

inventory, go and talk to your banker. The banker understands very well what you are talking to 

him. You will explain “This is what I’m going to do. Due to that inventory will go down sharply. 

I’m expecting the sales due to that, due to the fact that I’m giving much better services. We’ll go up 

next quarter, but for the first quarter look on how we are doing the P&L. It will look like its bad”. If 

you explain it beforehand, you don’t have any problems with any banker. If you do not explain it 

beforehand, he will treat it as an excuse and he might take your line of credit. So do it before, not 

after. Likewise, you belong to a big corporation, explain before, not after. Explain before, and you 

are a hero. You explain after, and you are just giving excuses. Is it understood? Good. 

By the way, erasing the added value for inventory for all internal purposes is perfectly legitimate, 

absolutely, in every country. It simplifies things. It simplifies a lot of things because for most 

countries for the IRS, for tax authority, you don’t have to do the actual buy estimations, so you have 

less effort. Of course, you start to see we’ll have problems what to do with all cost accountants. 

Don’t worry. There is enough work for them.  

But now I’m coming to something which is extremely sensitive, which is judging the performance 

not of the whole system but of a subsystem what is called profit centres.  

 

I don’t know why I have a huge problem with it. First of all because why do we insist to judge part 

of the system as if it was a whole system. But so many corporations do do it, and then they are 

treating it as a whole system, they do internal P&L and balance sheet for them, and in order to do 

that they have to use transfer prices on the cost allocation and my God what happens. But there is a 

solution. Very elegant, very simple solution. Unfortunately, it is a little bit controversial. 

 

Much more than what I told you up to now. What I’m afraid is if I will go now into it you will not 

except it. So, may be, I will postpone it a little bit. I’ll tell you to when I’m going to postpone it. It 

will make much more sense when we’ll talk about the entire supply chain. Because let’s face it. 

When we are talking about the profit centers we are talking about subsystem that fits or fed another 

subsystem. We are talking about parts of a supply chain. Supply chain can be internally within the 



company can be externally. In other words different companies are involved in the supply chain. 

Also they have a problem what’s the measurements between them, ok. So may be when I will 

present the solution within the content of any supply chain it will go smoother through the throats. 

But in order to do that I have to cover all the aspects of supply chain. I’ve covered only one aspect –  

the production. In a supply chain there are two other types of links. One is engineering. And the 

other one is distribution. So first of all I have to cover these two. We don’t have to wait much 

because if you remember the construction of this program the next session I’m going to devote to 

engineering. The session after that – to distribution. So by the end of distribution in the same 

session of distribution I’m going to cover the subject measurement for a supply chain internal and 

external. Hopefully, then you will adopt it. I doubt. Anyhow let’s summarize where we stand now.  

  
The summary is in page 50. What is the thing to remember beware of judging actions and decisions 

according to their local impact. How should you judge it? Throughput inventory operating expends 

are the thing to look on the 5 steps are your guideline to know how do go about evaluate the impact 

on them. And then you have the answer. Is it understood, yes or no? Throughput inventory 

operating expense throughput what more investments, sorry, throughput investments operating 

expense throughput you want more, investments you want less operating expense you want less. 

Today both operating expenses and investments are called costs. Is it understood, yes or no? Well, 

both of them done. I differentiate between them because spending money and investing money in 

my vocabulary is different. What about your vocabulary? Ok, and we call both of them costs. What 

is the cost of running the whole department, which we mean operating expense? And also what’s 

the cost of a new machine which we mean investment? Which are different and if you know the 

equations going in different places. Operating expense you reduce from throughput in order to get 

net profit in order to get return investment you put bellow not operating expense. Anyhow 

throughput investment operating expense and the 5 steps are your guide, are compass of exactly 

how you are doing the calculation. More you get to used to it the easiest it’s become. In any event 

it’s by fare simpler than all he cost allocation calculations. And there is one difference it’s not just 

simpler it gives the right answers. Now let’s talk about what should you do. My recommendation to 

you is first of all go and re-asses all the open requests for investment. There are so many operation 

requests opened.  

 
Go and re-asses them. Re-asses them according to what you’ve leant here. Each one of them is 

requesting to invest in something. What is the impact in throughput? What’s the impact of operating 

expense? What’s the impact on investment? And based on that make (excuse me) make a decision. 

First of all give it back to the person asked for it and ask him to re-do it because many times 

otherwise you just insult him. Don’t go ego-trip, ok? Let him do it because many times he will take 

what he have submitted and will submit something else total different investment that really will 

help the company. Do it now. It’s amazing how much it helps. It’s amazing how much this by itself 

can take you out of a cash crunch, this single action.  

 
The other thing to do is identify the bottleneck if you have and as it said in half the companies or 

organizations do have an internal bottleneck. And then revaluate all the products and the services 

according to throughput per constraint minute. Then you get a total different priority of which 
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products it’s better to push in the market and which not. This is correct not just for production if you 

have for example an accounting fear ask yourself who are the real bottlenecks? Ok? And then do 

calculation of the services that you give based on the bottleneck time and then you will be amazed 

the same distortion happens there as well, exactly the same thing. Then you have before you act on 

it you have to get a consensus because to act on it means what? You have to change the way you 

approach to the market. You have to change many times a commission of your sales people. You 

have to change which one do you push into the market. Is it understood? Not which prices but 

which one do you push in the market. Better have a consensus first. Better also that before you do it 

you will think very carefully if I’m getting a shift in the mix do my bottleneck change? Because if it 

does you will go into spiral. So what actions do I have to do so even if I get the changing mix 

changes I do not change the bottleneck. Is it understood? Fine. This is an unbelievable impact on 

the bottom line, unbelievable. In reality many-many companies have done it. May be one of your 

competitors have done it and now you know what strange thing they’ve done. By the way it turns 

out that most Japanese companies are doing it intuitively. I’ve heard it from so many American 

managers that are working for Japanese companies they said: “I couldn’t understand the method. 

And they couldn’t explain it to me when we use that it’s working but I couldn’t understand that at 

all. Now we understand.” Intuitively.  So many of them if not most of them are doing it. The 

maximum is and this is probably the most difficult one.  

 
Get a consensus to arise the added value from the inventory for any internal purpose. If you are 

talking about a small company – no problem. If you are talking about tremendous it takes a little bit 

of effort less than you think, less than you think. These large companies have very-very smart 

cookies at the top. They don’t have a problem of the concept, their problem is how much effort is to 

explain it to everybody bellow and to change the behavior in accordance. That’s what takes them 

the time. And this you need a consensus. If you do just that, you’ve change the company but much 

more than that. What you’ve done then is you open eyes of people to start to judge everything 

according to the bottleneck. Many initiatives will come. Initiatives, that before that were blocked by 

that cost notion. You’ll be have to be ready for it. At least mentally. This is summary for this 

session. And now what about some questions. Yes, wait until microphone will arrive to you so 

everybody can hear you. 

Question: Modern car-companies nowadays are mainly buy outside brining outside units building a 

cars together. Have they all come to the situation to realize what the bottlenecks are bring cutting 

list out of their production minds? I mean they do a lot of outsourcing…  

Goldratt: I understood your question what I’m thinking about how much I’m allowed to tell you 

without reveal the information.  

- Don’t give the names of the companies… 

Goldratt: No, I’ll give you names. Many of the car-companies I don’t know. But I’ll give you an 

answer for two of the large companies: Ford and General Motors. Yes, they do know what’s the 

bottlenecks. Yes, they do offloaded it but remember these companies some of their parts are 

producing internally and only internally. GM doesn’t buy engines from outside, ok? All these parts 

for example if I take GM is in the power train at division. This is huge division. They all are keenly 

aware of the concept of bottleneck and exploiting the bottleneck. The same thing is in Ford. TUC is 

much broader use than you think. Yes, they are keenly aware of it but if you are a supplier to these 

companies and you are talking to a purchasing manager in one of the car companies. Whether he or 

she understands the concept of bottlenecks? My impression is that you will say bottlenecks and they 

will say bottle what? In other words they didn’t filtrate it outside production. And in most cases they 

didn’t filtrate it to the purchasing.  

- Ok, thank you very much.  

Goldratt: So, if you insist, if you… you are vendor to the car industry?  
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- No. 

Goldratt: No, fine. If you were my suggestion for you is if the purchasing people do not understand 

you keep on pressing go to up. You will go up enough you will find person that understand perfectly 

what you are talking about. Yes. 

- I have a question about your judgment of micro buy decisions. A lot of companies make that 

kind of decisions on the bases of their idea about what are core-competences. Do you have 

the opinion that when a constraint is in a non-core-competence field then you have to 

outsource predefinition? 

Goldratt: Yes, I support it, definitely. More these core-competences and so on is a very good idea. 

Unfortunately what I see is so many companies that are talking about core-competences so on and 

when I see their decisions and actions it doesn’t match. So they are huge distortion there. As we’ll 

continue on I will start to talk about the concept of segment your market not your resources. And 

here is the biggest mistake that many companies are doing. Under the name of core-competence 

they are doing the opposite of core-competence. But the concept of concentrate what you are good 

into is excellent. We have some questions from Israel. I love it. I can read Ariel.  

- Hello, doctor Goldratt. 

Goldratt: Hello, Ariel? 

- Hello, I’m Ariel calling from Petach Tikva, Israel.  

Goldratt: Shalom, Ariel. 

Ariel: Shalom-shalom, good evening mister doctor Goldratt. May I… 

Goldratt: Israeli calling me “doctor Goldratt” that’s nice.  

Ariel: Yes, doctor. Elli better, we want to motivate our employees according to an index which is 

mg or measuring the goals of the company and in a same time the employees should understand the 

direct impact of the action on the index, using that index is too remote from employees inside. My 

question is any solution other than same thing people mind? 

Goldratt: No, your question is there simple solution that requires even if it requires changing people 

minds to what they believe in anyhow by their common sense? Correct? 

Ariel: Ok. 

Goldratt: Good. The answer is yes. The vast majority… Let me ask you the preliminary question 

first. What type of organization you are? What are you doing? What are you provide?  

Ariel: We are producing flitter printer book  

Goldratt: Look, if you want to motivate the vast majority of your people and the vast majority of 

your people are in operations. 

Ariel: Yeah. 

Goldratt: You cannot ask people to be responsible for actions and decisions which are simply not 

under their control. 

Ariel: True. 

Goldratt: Most of your operators have some limited impact on the throughput but not full impact. 

As a matter of a fact they have very limited impact on the plan and they have a lot of impact on the 

execution of the plan. Am I right? 

Ariel: Yeah, Absolutely. 

Goldratt: Now when you are talking about execution of the plan you have to be careful not to 

measure people which are involved only in the execution not to measure them according to whether 

the plan was good or not to start with because they don’t have anything to do with it. At the same 

time when you are talking about the execution you have to separate between two different type of 

things. One is actions that were supposed to be taken and were not taken. The other one is actions 

that were not supposed to be taken and were taken nevertheless. Is it understood?  

Ariel: Yeah. 

Goldratt: These are two deviations form plan which are never stay depends on the situation. You 

have to measure them that the measurement of that is not throughput and not investment or 

inventory. It is throughput daladays and inventories daladays. I’m going to cover it in depths. That 



means that I will go and talk about the supply chain measurements. If you are totally impatient in 

other words if you are an Israeli then if you…  

Ariel: Yes, I am Israeli and impatient.  

Goldratt: Yes, you are… Then you can read about it in one of two places one is “The theory of 

constraint journal” that I wrote in issue number 3, the first article entitled “The Operation and 

Measurements”. The second one more details much more in depths is in the second section of “The 

haystack syndrome”. Over there I’m describing the operational measurement. In other words the 

measurements that you need in order to judge people which are not involved in the planning but 

involved mainly in the execution.  

Ariel: Ok. 

Goldratt: Throughput daladays and inventory daladays there is the third one which called local 

operating expense. Local operating expense means I’m judging you according to the operating 

expense you have influence about which means under this system god forbid if you allocate part of 

the expenses of the corporate to a plant. What the plant can do about the operating expense of the 

corporate? 

Ariel: Nothing. 

Goldratt: And so on and so forth. But we’ll discuss it in much more lengths when we come to 

discuss the measurements of the supply chain. Did I answer your question? 

Ariel: I have another question if I may. 

Goldratt: No, you may not.  

Ariel: Ok, thank you. 

Goldratt: Thank you. Simply because there are so many other people who probably wants to ask 

question. George? George? George? Hello (he’s gone) He’s on? He’s gone. Somebody else? Yes. I 

should allow another question. 

- Doctor Goldratt, are there any existing financial techniques which are compatible with 

theory of constraint? 

Goldratt: The amazing thing is that if you go to the text books especially the text books that were 

written at the first half of the century over there everything is compatible with the theory of 

constraints. But they’ve became so sophisticated that we’ve lost it. I was not the first one to 

condemn it. There is a famous book written by two very good professors from Harvard called “The 

rise of fall of management accounting”. It became a quite bestseller. Well they condemn the cost 

accounting I’m quite more destinate you see. My job is not to condemn cost accounting. My job is 

to show what to do and by the way you have to understand most of cost accounting knows very well 

what I’m talking about. What I’m saying is much closer to the notion of shadow pricing much 

closer to the concept of cash but none of them is as clear because none of them put enough stress on 

identify the constraint. Explore it and subordinate it even if that notions are exists in the text books. 

May be you know to what extent it does exist you see. In 92 The Institute of measurement 

accounting together with Price Water House have a financed a survey on TUC in accounting. Not 

the theoretical aspects because they are agreed with that a priori but the real applications. Three 

professors were involved in this survey.  One of them is very well known in conventional cost 

accounting his name is Professor Eric Norine. He is the core-writer of the most popular text book of 

conventional accounting in the States “The Harrison book”, phenomenal guy by the way. He and 

two others Debora and Mike have spent quite a long time investigating it because they instead of 

sending you know questions and so on. They’ve spent minimum 5 days in each one of these 

locations that claim that it is using TUC saying in one day they can still cheat us, 5 days there is no 

way that they can cheat us. They spent minimum 5 days in each place not the three of them but at 

least one of them. And they’ve done it in 22 different type of companies small, big the whole 

diversity they’ve chosen it  really to cover the whole specter. And then they wrote the report 

institute of measurement accounting was sitting the whole year debating whether or not to release it. 

Basically what they wrote there is yes we knew it all along though we didn’t realize how important 

role the constraints are playing but the concepts themselves are not new to accounting.  The thing 

that was really new at last there is the companies that really do it. The conclusion of that book is 

phenomenal recommendation of TUC, phenomenal. The interesting thing that was for me in this 

book you see when they’ve wrote it, it was in 92-93 that’s when they’ve done the survey and wrote 



it. At that time I haven’t released yet to the market “The thinking processes” that enable us to get 

much more rigorous analysis you know these trees and clouds and how do you build them. It was 

nothing published at that time. The first time I was publishing anything about it was and it’s not 

luck which is 94. When they came went to these companies they expected to find some buffer rope 

and these accounting things but they found these trees and clouds and they looked into it and they 

said it’s fascinating, it’s beautiful makes perfect sense. So they have to explain it in their book 

because there was nothing published before that. And they probably wrote the best summary of 

thinking processes in order to explain what they are in the appendix to their report. What they’ve 

done is they took the king Solomon case. Suppose that you king Solomon and the two women 

coming fighting on the baby but you don’t have this phenomenal intuition of king Solomon. How 

would you use thinking process in order to get out of this mess? And they take it step by step and by 

that showing beautifully what are the thinking processes. I haven’t yet seen such a phenomenal 

recommendation of the self constraint and this book. In other words I never had a problem with 

accounts that’s amazing thing. You see in 93 when I start to realize that the measurements are 

blocking anything sensible I came out with the presentation entitled “Cost accounting public enemy 

number one of productivity”. I’m an Israeli, so I’m using low style you know. Immediately after 

that I was asked to be the key-word speaker of the big new conference of the cost accounting in the 

States. They said: “Now we wait. Do you have an answer, a rigorous answer?” The joke is that we 

are not attacking the cost accounting it’s definitely not a controller. That’s not the people that we 

have to teach they know, their problem is how to convince the other managers to do what makes 

sense. And by the way especially when you talk with the controller do you think that the controller 

cares about cost accounting? Controller cares about the bottle line of the company. So many 

implementations of fear of constraint accompanies are headed by devide your finds. Did I answer 

your question? Anyway I didn’t answer because what you asked me “Do we have a good book 

about it?” My answer is no, but there is good news I’ve just last week finished to read manuscript of 

a book written by Debora Smith. She is one of three professors who done that survey and get you 

know continueted by TUC. And she wrote now a new book “The measurement nightmare” based 

mainly on her own work in last 5 years in the companies are putting the this new accounting system 

inside. I think that this is the best book that exists on it. Sorry, it is the excellent book it’s also the 

best book because it’s the only book. I do hope that in about 4-5 months it will be out in the market. 

“The measurement nightmare” by Debora Smith. Debora you owe me something now. It’s excellent 

book. George from Ecuador? (Jorge calling from Marcimex, Ecuador) 

 George: Can you hear me? 

Goldratt: Yes, we hear. Go ahead. 

George: Yes, the question is the following. Today we are considering the operating expenses how 

useful is to depreciate it between fixed and variable costs? 

Goldratt: Look, everybody knows that fixed cost is not fixed. As a matter of time and as a matter of 

a fact if you look on a company now and 5 years ago you find out that the variable cost is about the 

same and the fixed cost have doubled. Which means variable is constant and fixed is changing. We 

have some problems with the terminology. You understand but now coming back to your question. 

If you noticed I don’t try to differentiate between variable and fixed for me it’s all fixed except for 

totally variable cost. What is for me totally variable cost, if the decision to do one more unit change 

the cost this cost that is changing by the decision to do one more unit is totally variable. That’s the 

only thing that I regard as row material and everything else I’m putting to operating expense. Is 

operating expense fixed? Of cause not but it’s not something that you can change from one day to 

the other. Definitely direct label is not variable cost. In most countries it’s much easier to fire the 

president that to fire a worker. So if the president is the fixed cost the worker is the super fixed cost. 

Do you agree with me?  

George: Yeah. 

Goldratt: Thank you. And remember the following again when we are talking about direct label 

when we are talking about all employees you really want to improve your company? Do you 

understand that improving the company is not one step and that’s it? It’s a process of ongoing 

improvement the minute that you understand that and the minute that you are convinced by that will 

you please realize it’s impossible to embarg on ongoing improvement? While you are trying to train 



people all the time impossibility. Then it makes it really fixed. As much as fixed is fixed. Have I 

made myself clear? 

George: Yes, very clear.  

Goldratt: Thank you. 

George: Thank you. 

Goldratt: By the way what is the weather in Ecuador now? 

George: The weather in Ecuador is rainy. 

Goldratt: Rainy? Oh, let’s stay here. (Laugh) Thank you. 

George: Yes, thank you.  

Goldratt: You are welcome. Enrique from Mexico?  

Enrique: Yeah? 

Goldratt: Enrique, do I pronounce your name correctly? 

Enrique: Sorry? 

Goldratt: Do I pronounce your name correctly? 

Enrique: Enrique Lopes.  

Goldratt: Enrique Lopes, fine. Go ahead.  

Enrique: This is Enrique Lopes speaking from Mexico. I … you to tell us more about how the 

inventory most people avoid it in order to avoid the distortion from the financial and avoid 

confusion in the people that are working in organization? Let me give you some example? 

Goldratt: Go ahead. 

Enrique: It seems to me but it has to be different value in the row material that you just got form 

your supplier and the material that it is in working process now and it is almost be converted in a 

product finished.  

Goldratt: Why? Why do you think that it should be different? Let’s analyze it together. The 

impression is that if I took row material and now I’m working on it I made it more valuable. But let 

face it. Suppose that you want to sell row material that you bought a plate of steel or you want to 

sell something which is working process almost finished. In other words the same plate of steel that 

you’ve made four holes into it and you’ve banded it, which one you think you can sell more easily 

and for higher price? The row material that you haven’t yet ruined or the row material that is almost 

finished goods? So don’t you realize that the question of what is the value in the mid in the middle 

before you sold it is really artificial question? What I’m concerned about is not to find some 

objective value. There is no objective value, what I’m concerned about is what is a value that we 

should attach to inventory so that we will not get distortions in behavior distortions that are so big 

that can ruin the company. And what I’ve found out is that the simplest answer is the best which is 

value the inventory whether or not it’s in row material or working process or already finished 

goods. Value it by the value of the row materials it’s not because it’s correct. Because real value you 

know only when you sold it, not a minute before. It’s not because it’s correct but because it 

illuminates distortions. It illuminates inducing people to inflate the inventory just to look for the 

period and it illuminates people relacting to reducing the inventory because they will be punished. 

That’s the whole idea of it. Remember what I’m looking for in terms of measurements is how do we 

induce the pubs to do what’s good for the company as a whole, period. Have I made myself clear? 

Enrique? 

Enrique: Yes, thank you.  

Goldratt: You are welcome, which means you are not convinced but he will think about it. (Laugh) 

More questions. From Spain. Juan? 

Juan: Yes. 

Goldratt: Where are you from Spain?  

Juan: Mondragon. 

Coldratt: And how is the weather there? 

Juan: Not so bad, cloudy. 

Goldratt: Cloudy. Ok, I think I better go back home. (Laugh) Go ahead. 

Juan: Ok, yes, this is our question from one person in the group and they are thinking of using 

ABCC system in their company. And the question is will that help them to make better decisions? 

The company that told you which is from three different products, one is standard another 15 % 



personal and 50% personalized. The engineering has a lot of to do with the price or of the cost of 

the product.  

Goldratt: Yes. Let me answer it in the following way. One of the two people that made activity best 

costing really popular is a person that I admire his brain, his name is professor Capland from 

Harvard. And for three years we’ve spent two days each year in front of audience debating activity 

best costing verces theory of constraints. As a matter of a fact the first year it wasn’t just with 

Capland but it was also with professor Johnson. Capland and Johnson together wrote the alevent  

lost “The rise and fall of measurement accounting”. Johnson refused to defend activity best costing 

in the first year. As a matter of a fact to 92 Johnson came out in writing in his articles and he said 

and here I’m quoting him hopefully word by word. He said: “Going on activity best costing is like 

rearranging the chairs on the deck of Titanic”. Which means a lot of work – no impact. Professor 

Capland if you ask him today you will not find that he’s advocating to much best cost activity 

definitely not for the short term. As a matter of a fact he is a core-person of wroters a book now 

called “Costs and effect”. Which they say that you see excellent for the short term and you need 

activity best costing for the long term as well. I don’t agree I think that you see excellent for short 

term and long term but may be I totally subjective I don’t think so. For looking of what companies 

have done and analyzing its depths I can tell you activity best costing is a way to work much harder 

to get different decisions as wrong as conventional cost accounting. But you work much-much 

harder. I believe that the best analysis of it, rigorous analysis perfectly logical analysis was 

submitted by one of the most respected professors in accounting. And once again I will quote the 

same person Eric Nori and he was doing it and wrote it much before that you anything know about 

theory of constraints. Well, in his articles he analyses what are the basic assumptions of activity best 

costing and showing that in reality none of these basic assumptions exists. None of them. He was 

the one who showed rigorously that actually it doesn’t matter at all how you allocate it, how you cut 

the cake you always get wrong, wrong decisions. I’ve seen already few companies that so much 

effort went in activity best costing to the extent that the companies went under. It’s enormous effort 

and it doesn’t help the decisions. Sorry, as much as I will speak highly on just in time and TQM and 

“The seven habits” and empowerment and lyn you will not hear from me good thing of activity best 

costing. Not because I’m epnoutures but because all my analyses have shown me to what extent it’s 

just a lot of work for nothing.  

Juan: Ok. 

Goldratt: Sorry. 

Juan: How can I measure them if I have three different products? How can I measure if the benefit 

that you get from the engineering department… 

Goldratt: Do you have the constraint in the engineering department?   

Juan: May be not.  

Goldratt: So, you know now the answer. If you have the constraint there you still know the answer. 

Since reality is that the constraint is in engineering or is not in engineering and there is no third 

alternative. You have the answer in all cases. Wait a minute but here is I have seven more hours. Are 

you going to fire the engineer? Yes or no? You are going to fire the engineer?  

Juan: No. 

Goldratt: So? I know that it’s strange just think a little bit more about it and you’ll see how much 

sense it makes. And then do it and you see something much more important that will make sense. 

You will see the bottom line go up. That will convince you, I hope.  

Juan: Ok. Thank you very much, Elli, bye. 

Goldratt: Thank you, bye. Paul, Utah? 

Paul: Hello, doctor. 

Goldratt: Hi! 

Paul: Hi, I’m a controller for an arrow space division of a large corporation. Last three months my 

company is bended inventory significant way and in turn internal loses due to a  

Goldratt: Absolutely.  

Paul: What do you suggest as most effective telling point to top-management to convince them to 

shift away from the … accounting into throughput accounting particularly sense the one time ride 

up for flavor on over head turn the new inventories to adjust the new? 



Goldratt: Is corporate of your company happen to be in Seatle? 

Paul: No, he is not. (Laugh) 

Goldratt: What is your job in the company? 

Paul: I’m a controller. 

Goldratt: You are the controller.  

Paul: For the division. 

Goldratt: Have you talked to… Your report opted line to whom? 

 Paul: Opted line to group controller for all arrow space divisions. 

Goldratt: Have you talked to him? 

Paul: Yes. 

Goldratt: And what was his reaction? 

Paul: The concern is over proving data of this to accounting stuff combining with the ride they have 

to take  

Goldratt: Yes, I understand but  

Paul: form the value added that are inventory today  

Goldratt: Absolutely but once again was he opposing the idea? 

Paul: No, it’s a great idea, just how to implement it? 

Goldratt: Yes, exactly which means the problem is not with the finance, the problem is with the 

other people and …them. What do you do about the transition, correct? 

Paul: That’s right.  

Goldratt: Now, the biggest fear of top-management from the transition is the opinion of Wall Street 

analysts. Are you public illitraded company? 

Paul: Yes. 

Goldratt: Ok, so this is probably the biggest fear. Do you know or does your boss know personally 

or is any contact with an analyst of Wall Street that evaluates your company?  

Paul: No, it is in the… 

Goldratt: No-no, in general. 

Paul: Oh, yes. 

Goldratt: Oh, yes. Fine what about meeting with this analyst and show him the whole thing and 

asking him what about getting a much better evaluation of the situation of our company showing 

also what you have to do for that and what will be the artificial impact and getting from him the full 

agreement that he in his report will give it the correct light. Have you tried that?  

Paul: No, we have not thought of that yet. 

Goldratt: Fine. Do that then based on his reaction go now to the top-managers and say the analyst of 

Wall Street willing to back us up. Is it understood? You’ll be amazed how much everybody is 

opened for it. But everyone is afraid that the other will not understand. The others are not stupid. 

Try.  

Paul: Ok, thank you. 

Goldratt: By the way thank you for calling because here was alive example of a controller of a 

division of arrow space company and you see nobody is against it, but everybody is afraid that the 

others will not. Thank you. 

Paul: Thank you. 

Goldratt: Steve? Steve? Steve, are you on the line? 

Steve: Yes, I am.  

Goldratt: You are from? 

Steve: Ok, I work with a large electric  activity in the mid of United States. And we have recently 

made value added measure performance and we were find it as a quite difficult concept to avoid the 

and particularly of the difficulty understanding their role and couple singing up division between to 

the company competing for that pieces of pines on shareholder value added could measurement 

model.  

Goldratt: Shareholder value added. If you do it right is a right way to go. But then remember, 

shareholders are ones stakeholders there are another stakeholders which are employees. If you don’t 

know how to explain why both are not competing but actually one is the necessary condition for the 

other you will have problems in implementing it internally. Which should probably you are facing 



already. In order to avoid these problems you have to explain to the employees the cause and effect 

relationship using throughput investment in operating expense. They do understand it very well 

especially when you translate it through the cause and effect. We have done part of a work already 

in the previous session and in this one. The next two sessions will cover the whole picture then will 

go if you how do you do much more by sales, marketing, employee relationship and putting 

everything into the strategy. I’m afraid that the answer for your question is much more education on 

cause and effect guided by throughput investment operating expense and the 5 steps then you’ll find 

out that what you are talking about of shareholders value is exactly what we are talking about in 

terms of throughput investment in operating expense but in more understandable terms. 

Understandable by any employee in the company. The time is over now. So, thank you very much 

and I hope that will see you next session when we are going to talk about one of the most interesting 

topics: “How to make projects on time enlarge it and without cutting corners”. Yes, it is possible. 

Thank you.  

This … are broadcast for today. We hope you’ve enjoyed it but more … that you now know a new 

way to … in your environment and how to make that change. Good luck in your improvements. 

We’ll see you again next week for session 3.  

 


