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Implementing effective cost management approaches has recently gained momentum due to intense competition 

and increasing customer demands. Moreover, effective cost management approaches have contributed to firms’ 

competitive advantage in relation to cost leadership strategy. Consequently, firms have implemented contemporary 

cost management systems, such as activity-based management, business process re-engineering, life-cycle costing, 

target costing, and theory of constraint (TOC), to enable them to become low-cost producers and compete 

effectively and sustain their performance. Furthermore, focusing on cost management to improve profitability has 

led to the integration of activity-based costing (ABC) and TOC. Therefore, the aim of this study is to review 

literature and discuss how integration of ABC and TOC can result in improved and sustained cost management. 

While these methods have different approaches in addressing cost management, treating them as complementary 

cost management approaches can result in improved cost management due to improved product costing, improved 

cost reporting, improved product-mix decisions, and improved cycle-time management. Improvement in cost 

management will then result in sustained cost management. Sustained cost management is further enhanced with 

the investment in information technology that supports cross-functional decision making to continue creating 

customer and shareholder value to remain competitive in the market. 
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Introduction 
In their quest for providing a vast array of goods and services, manufacturers, retailers, service providers, 

not-for-profit organizations, and government enterprises have come under intense competition due to the 
changing business environment. Such environment brought opportunities and threats, and this has enabled 
firms to evolve and adapt so that they continue to improve their ability to compete. Hence, firms have 
implemented business strategies, such as product differentiation and cost leadership. Competing on cost 
leadership strategy has enabled firms to produce their products or services at a low cost, which then enabled 
them to sell at a lower price compared with their competitors. So in order for firms to continue reaping the 
competitive edges acquired through cost leadership, they have implemented contemporary cost management 
techniques to effectively manage costs. 

Improved cost management has a positive effect on firms’ performance, as this can contribute to effective 
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and efficient value creation, which would then increase firms’ profitability. Furthermore, focusing on cost 
management to improve profitability has led to the implementation of contemporary cost management 
techniques, such as activity-based management, business process re-engineering, life-cycle costing, target 
costing, and theory of constraint (TOC) (Langfield-Smith, Thorne, & Hilton, 2009). While these techniques 
can be used as stand-alone approaches to managing costs, attempts have been made to integrate some of these 
techniques in an effort to search for a holistic and effective approach that will facilitate effective strategic cost 
management to improve firms’ profitability and competitiveness. One such attempt in improving and sustaining 
cost management is the integration of activity-based costing (ABC) and TOC.  

Different arrays of studies have been undertaken to consider the benefits of integrating ABC and TOC. 
These studies addressed strategic decision making by marketing managers (Baxendale & Raju, 2004; 
Baxendale & Gupta, 1998), better short- and long-term manufacturing decisions (Sheu, Chen, & Kovar, 2003), 
product-mix decisions (Sridharan, Krishnan, Vergauwen, & Arthanari, 2009; Kee, 1995; Cooper & Slagmulder, 
1990), designing manufacturing information system in assisting cross-functional decision making (Campbell, 
Brewer, & Mills, 1997), cycle-time management (Campbell, 1995; Huang, 1999), effective strategic cost 
management (Lockamy III, 2003), and improving internal reporting (Demmy & Talbott, 1998).  

TOC is a short-term measure to manage constraints and improve performance. However, critics of TOC 
argue that performance cannot be entirely measured in the short term. Hence, in order for a firm to improve and 
sustain its performance in the future, it has to identify critical success factors which are strategic in nature and 
its related performance measures. Such strategic perspective is lacking in TOC, although it has enabled firms to 
identify and eliminate constraints (Langfield-Smith et al., 2009). This lack of strategic perspective of managing 
costs in TOC, however, is addressed by integrating ABC with TOC. 

While TOC and ABC are approaches employed by organizations to manage costs and improve 
performance, their focus is quite different. However, they should not be viewed as competing cost management 
techniques but rather to be seen as complementary to each other (Cooper & Slagmulder, 1999). This suggests 
that integrating the two approaches will enable organizations to fully capitalize on their short- and long-term 
decision making resulting in improving and sustaining cost management and continue to create value for 
customers and shareholders. 

Therefore, the purpose of this paper is to provide a literature review on how the integration of ABC and 
TOC can continue to improve and sustain cost management. This paper will firstly discuss how ABC and TOC 
have managed cost, followed by consideration of studies on the integration of ABC and TOC and discussion of 
the specific reasons evident in the integration and how they have contributed to improving and sustaining cost 
management. Finally, a conclusion on how the integration can assist firms in improving and sustaining 
effective cost management and therefore gain competitive advantage will be presented. 

ABC 
ABC is a contemporary approach undertaken to improve the costing of products and services using both 

the volume- and non-volume-based cost drivers when compared with the conventional costing system that is 
solely dependent on using volume-based cost drivers. As the manufacturing environment becomes more 
mechanized and product diversity increases, most of the manufacturing overhead costs are no longer driven by 
volume-based cost drivers. Therefore, the conventional costing system could not appropriately allocate the 
manufacturing overhead costs of the products. Consequently, there is cost distortion in terms of over-costing of 
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high-volume simple products and under-costing of low-volume specialized products, which can contribute to 
making incorrect production decisions. 

In allocating manufacturing overheads, ABC’s categorization of the costs in the four hierarchies of costs, 
namely, unit, batch, product, and facility, provides a detailed analysis of costs, which results in improved 
costing, and therefore, minimizes the impact of over- or under-costing of products and services. Improved 
costing of products and services is pertinent due to intense competition. This has enabled firms to undertake 
business strategy, such as cost leadership to gain competitive advantage over their competitors in terms of 
competitive prices, high-volume sales, and increased profitability. 

ABC assists firms in improving and sustaining cost management effort through its two views: the costing 
view and the management view (or process dimension) (Langfield-Smith et al., 2009; Hansen & Mowen, 2007). 
The costing view involves the costing of goods and services. This is where the costs of resources are assigned 
to the various activities using activity drivers. The costs of these activities are then assigned to each cost object 
(product or service) according to their level of consumption of the activities using appropriate activity drivers 
(Langfield-Smith et al., 2009). In comparison to the conventional costing system, the ABC costing view better 
allocates cost to the object in a way that it promotes strategic decision making and enables the firm to 
successfully compete with its competitors.  

The management view (or process dimension) is based on the premise that activity has to be managed in 
order to manage cost. This view involves the detailed scrutiny of the activities that give rise to cost, thereby 
determining the root cause cost driver. Moreover, this view also provides various performance measures that 
can be used to assess firm’s ability in managing (or controlling) costs or other aspects of customer value 
(Langfield-Smith et al., 2009). The management view is made possible through using the information provided 
by the costing view. That is, the costing view allows the firm to manage its costs by obtaining information on 
customer and supplier costs. Information on customer costs can help management to assess customer 
profitability and find ways to create or improve value for the customers. With regards to supplier cost 
management, the analysis of supplier cost can help the management to determine the most cost effective 
supplier to deal with, which is determined by calculating the supplier performance index. Furthermore, firms 
can assess their performance by using various supplier performance measures that reflect “the ability to supply 
at the contracted price, material quality, supplier delivery performance, and the quality of relationships between 
employees, union, and management” (Langfield-Smith et al., 2009, p. 744). 

Specifically, the management view helps to reduce cost by the following four steps (Langfield-Smith et al., 
2009) as illustrated in Figure 1.  

These steps reflect a systematic and effective way of managing cost and therefore create value for 
customers due to the production of high-quality products and services and its timely delivery. Furthermore, the 
continuous process of these steps in managing cost suggests sustained cost management effort that the firm 
undertakes in the future in response to the intense global competition. Of course, the benefit of undertaking this 
process has to exceed its cost before cost management effort can be sustained in the future. 

Since the activities give rise to costs, their identification will help management to identify the 
opportunities to reduce cost. This is done through value analysis, where activities are analyzed and classified as 
either value-added or non-value-added. It is the non-value-added activities that have to be eliminated. However, 
because this process is an expensive undertaking, only the major non-value-added activities are eliminated from 
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the process (Langfield-Smith et al., 2009). The elimination of non-value-added activities requires the 
determination of their real root cause cost drivers, which is determined through building activities in the 
process to understand the flow of work in the firm. The understanding of this flow of work is done through 
considering the input to a process from the preceding activity and the output of the process to the next activity. 
Hence, the understanding of the flow links the activities into various processes in the firm. This assists the 
management in identifying the cost drivers and establishing appropriate performance measures to assess the 
effectiveness of managing cost (Langfield-Smith et al., 2009). In eliminating the causes and costs of these 
non-value-added activities, a program must be put in place to systematically and effectively remove them. This 
step also involves eliminating the root drivers of specific activities in a process or may involve the restructuring 
of the whole process, which is known as “business process re-engineering” (Langfield-Smith et al., 2009,     
p. 801). 
 

 
Figure 1. Steps of using activity-based management to reduce costs. 

 

The final step involves setting up various performance measures used for monitoring “the effectiveness of 
cost reduction efforts, as well as other key sources of customer value” (Langfield-Smith et al., 2009, p. 801). 
The performance measures that are set up can be used to measure the critical success factors of the firm that can 
be achieved in the long-run, such as cost, quality, and timely delivery. Results from these performance 
measures can be compared with projected targets and can be used by the management to improve performance 
by taking remedial actions (Langfield-Smith et al., 2009). 

In summary, ABC helps to manage cost through its two perspectives. From a cost perspective, by 
calculating a more detailed cost of an object, management can use this information for strategic decision 
making, such as competing in terms of cost leadership strategy. On the other hand, the management (or process) 
perspective enables the firm to save cost by identifying and removing the major non-value-added activities that 
give rise to cost in the process. For this process to be effective, it needs a collective effort of cross-functional 
managers in a firm. Hence, ABC is effective in managing cost, because it provides timely information on firms’ 
performance to managers and employees, enabling them to control the factors that give rise to customer value 
and improve firm performance in the long run (Langfield-Smith et al., 2009). 
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TOC 
Eliyahu M Goldratt pioneered the development of the TOC and stated that the performance of any 

organization is controlled by its constraints. Therefore, the rate at which the firm is to produce its output is 
controlled by the rate at which the constraint or the bottleneck department is producing its output. Hence, in 
order for the organization to improve its output, it must identify and remove these constraints. According to 
Langfield-Smith et al. (2009), “The theory of constraints is an approach to managing costs and improving 
quality and delivery performance, by focusing on identifying and removing bottlenecks” (p. 810). While TOC 
is a short-run approach of improving performance by exploiting the constraints, in the long run, organization 
can develop strategies to avoid these constraints. 

Goldratt asserted that through the use of throughput accounting, financial measures can be used to manage 
performance. He argued that the uses of conventional measures of profitability, return on investment (ROI), and 
cash flow are measures of consequence rather than cause; therefore, there is no indication of how profit is being 
impacted by the firms’ operation (Langfield-Smith et al., 2009). Therefore, the performance measures used in 
TOC are throughput, inventory, and operating expenses. Throughput is defined as the rate of generating money 
through sales. This money is the difference between sales revenue and unit variable costs. In calculating the 
unit variable costs, the direct labor cost is viewed as fixed in the short run; therefore, it is excluded. Hence, 
throughput is similar to contribution margin. Inventory measures the money used to convert materials into 
throughput. Operating expenses measures money used in converting inventories into throughput. Using these 
three measures, the management of an organization will aim to increase throughput, minimize inventory, and 
decrease operating expenses. By achieving this aim, an organization will improve the conventional measures of 
profitability, ROI, and cash flows (Hansen & Mowen, 2007). 

The TOC views inventory management as an important aspect of improving organizational performance. 
Similar to just-in-time, TOC assumes that if inventory levels are lowered, carrying costs will also be lowered, 
thereby resulting in lower operating expenses and increasing net income. Furthermore, lowering inventory level 
will give an organization a competitive advantage due to production of quality products at lower prices, and it 
will respond faster to customer needs (Hansen & Mowen, 2007). 

Steps in TOC 
TOC has five steps to improve performance as illustrated in Figure 2. 
This systematic approach in identifying and managing constraints can result in improved firm performance. 

As the steps indicate, management of the bottleneck will result in the management of cost as unnecessary costs 
related to inventory buildup can be avoided. 

Constraints or bottlenecks can be from external or internal sources. Internal bottlenecks relate to 
inadequate labor or machinery within the firm, while the external constraints are imposed by the market 
(Hansen & Mowen, 2007). Once the bottleneck is identified, management has to remove the bottleneck or the 
binding constraint whose resource is fully utilized. Exploiting the binding constraint could involve producing 
the maximum product mix with the given constraint. All the other departments in the production process must 
now produce their output according to the needs of the main bottleneck in order to avoid unnecessary buildup 
of inventories that might attract cost. Therefore, to improve performance, the organization must implement a 
strategy to remove the bottleneck. However, the effectiveness of removing the bottleneck depends on the type 
of constraint.  
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Figure 2. Steps of the TOC.  

 

Although external constraints are more difficult to deal with than internal constraints because they are 
dictated by the market, there are some internal constraints that are easy to remove and some that are difficult to 
eliminate. For instance, if the internal constraints relate to inadequate labor and machinery, constraint relating 
to inadequate labor can be easily addressed through “overtime, hiring, and training, but constraints involving 
plant and equipment are more difficult to rectify” (Langfield-Smith et al., 2009, p. 812), because, for instance, 
it may require larger financial resource requirements to purchase more efficient machineries with bigger 
capacity. Improving performance by eliminating the binding constraint can however result in creating a new 
bottleneck; therefore, the process has to be repeated (Hansen & Mowen, 2007). This suggests the continuity of 
the process in managing bottleneck, thereby allowing the firm to improve and sustain its short-term 
performance in the future.  

In summary, TOC manages cost by managing bottlenecks. Effective management of bottleneck can result 
in improved firms’ quality, delivery performance, and profitability. The bottleneck issue is related to the 
capacity issue of a specific department in a process. Therefore, the flow of production of the whole process is 
controlled by the speed of the bottleneck department. In circumstances where the throughput of the 
non-bottleneck department is increased, there is cluttering in the production process at the bottleneck 
department, which results in the buildup of inventories. While the bottleneck department is kept busy, the 
buildup of inventories can result in holding and handling costs. Hence, it should be the focus of managements’ 
strategic effort to remove the bottleneck (Langfield-Smith et al., 2009). 

Integrating ABC and TOC for Improved and Sustained Cost Management 
There are various contemporary approaches to managing costs, including activity-based management, 

business process re-engineering, life-cycle management, target costing, and throughput accounting 
(Langfield-Smith et al., 2009). Implementing these cost management techniques depends on the needs of the 
firm in relation to cost management and cost-benefit analysis. Therefore, if the cost management technique 
meets the cost management needs of the firm, and also the benefit exceeds the cost of implementation, the firm 
would implement the cost management technique. However, the firm must also consider how it could sustain 
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the cost management effort in the future to enable the firm to compete effectively in the market. In the pursuit 
of improving cost management, these methods can either be used independently or together so that they 
complement each other. One such complementary approach is the integration of ABC and TOC. Although 
these methods have a different approach in managing cost; ABC takes on a strategic view, while TOC takes on 
a tactical view, addressing these views as complementary can result in improving and sustaining cost 
management as firms respond to increased competition. 

Huang (1999) described ABC and TOC as two opposing views of product costing system. While ABC 
assigns cost to cost objects through the consumption of some appropriate drivers, TOC assumes that most of 
the costs are fixed. Despite the differences in their views, each method has its own way of improving cost 
management. Under TOC, since most of the costs are fixed, it is considered to be a useful tool for managing 
cost and therefore increase productivity and profitability in the short run. On the other hand, ABC is viewed as 
a useful tool for long-term decision making. Hence, it would be beneficial to the firm for using the two methods 
for cost management purposes. However, Huang (1999) suggested that TOC and ABC are best applied in their 
respective ranges of decision making (i.e., short- and long-run) and are not suitable for decision making in the 
middle range between short- and long-run, involving mixture of fixed and variable elements. This suggests that 
in managing cost, TOC and ABC can be used independently but also simultaneously, that is, they must be seen 
as complementing each other rather than competing with each other. 

Improved Cost Management 
A wide array of studies on the integration of ABC and TOC to improve cost management and profitability 

has been undertaken in a manufacturing and profit-making environment. Based on the complementary nature of 
integrating ABC and TOC, improved cost management can result due to improvement in calculating cost, cost 
reporting, product-mix decision, and cycle-time management. 

Costing improvement. Improved costing due to allocation of relevant cost items can contribute to the 
improved cost management, as it would contribute to deciding whether to continue producing a product or not, 
or find ways to minimize the cost of product so that there is continuity in its production. Baxendale and Gupta 
(1998) studied a customized screen-printing firm and discussed the issue of allocating unused capacity in 
costing the product. ABC was used to identify the unused capacity, which is “costed at the activity’s charging 
rate” (p. 42). Since unused capacity is a cost to a firm, ABC in its effort to calculate the “correct” cost of the 
product allocates this cost using practical capacity.  

In managing the cost of unused capacity, TOC and its five steps of improving performance are used to 
allocate and use the unused capacity in the bottleneck department. Therefore, reporting the cost of the product 
using the principles of ABC enables the management to see the “correct” cost of the product and enables its 
management to improve performance. Moreover, important aspects of TOC, throughput, operating expense, 
and profit, are also shown in the report, which further helps firms in their decision making. In particular, the 
information on unused capacities and the profitability information on the products were “valuable in developing 
marketing strategies” (Baxendale & Gupta, 1998, p. 44). Strategically, it has caused the marketing managers to 
give a serious consideration on the “relative profitability of the various products” and has also helped them to 
re-evaluate their “pricing policies and their marketing strategies” (Baxendale & Gupta, 1998, p. 44). Such 
consideration is vital for firms’ future survival, as it will enable the management to continue improving their 
strategies and sustain it in the future to remain competitive. 
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Furthermore, Baxendale and Raju (2004) asserted that while TOC is used for tactical decisions, integrating 
it with ABC is beneficial in assisting the marketing managers when making strategic decisions such as 
“development and promotion of new products” (p. 38). This is because when the constraints are external, the 
“TOC information is no longer sufficient to support marketing decision makers” (p. 38). However, integrating 
ABC and TOC results in the determination of “throughput per unit of product and activity-based costing 
information per unit of product” that is essential to assist marketing managers with their decision making    
(Baxendale & Raju, 2004, p. 38).  

The need to continuously improve on the firms’ marketing strategies is paramount in a competitive 
environment, and this will enable the firm to continuously improve and sustain its cost management practices 
so that it continues to find better ways of marketing its product. Combining the short- and long-term 
perspectives of decision making enables the firm’s management to assess the effectiveness of their cost 
management effort. Such assessments can act as a feedback to managers to continuously engage in the 
improvement of cost management so that they successfully compete in the market. 

According to Coate and Frey (1999), “Focusing on the TOC issues of constraint identification and 
interdependencies among resources lays the foundation for integrating both ABC and TOC into the framework 
of a traditional cost accounting system” (p. 22). When integrated into the framework of traditional cost 
accounting system, cost can be analyzed in detail, and this could result in improved cost management. For 
instance, in elevating the constraint or removing the bottleneck, the interdependencies among resources must be 
analyzed so that resources can be focused to the bottleneck department. This will utilize the idle capacity that 
might be prevalent in other departments. Failure to utilize these idle capacities will just add cost to the firm. 
This is the reason why ABC can be used to improve product costing. That is, allocating the cost of idle capacity 
will give management an improved product costing for decision making, than it would, if the cost of idle 
capacity is not allocated to the product.  

Allocating the cost of idle capacity can give a fuller picture of a product cost, and this can help managers 
in their decision making. However, to be competitive in the market, product cost has to be minimized, but at the 
same time does not jeopardize the quality of the product. Therefore, in managing the product cost, the cost of 
idle capacity has to be managed well. This can be done through continuous assessment of capacity issues so 
that idle capacity does not exist unnecessarily and attract cost. In other words, firms must plan their capacity 
requirements to minimize idle capacity cost. Continuously assessing firm’s idle capacity requirements can 
result in improving cost management so that firms can compete effectively on cost in the market. Focusing on 
product and customer cost through the use of ABC and TOC is one of the views of considering firms’ 
profitability (Schneiderman, 2000). This suggests that managing costs through ABC and TOC can enable the 
firm to produce its product in a cost effective way, and this would result in improving profit and therefore 
create value for customers and shareholders. 

Improved cost reporting. In order for the improved cost information to assist managers in their decision 
making, it has to be reported appropriately and succinctly so that managers can pinpoint the information that is 
relevant. Improved cost reporting can allow managers to put in place strategies that can assist them in 
continuously improving cost management, as it gives them feedback on their cost management effort.  

According to Demmy and Talbott (1998), the integration of ABC and TOC results in improvement of 
internal reporting. Their analysis went beyond the variable cost of material prevalent in TOC and estimated a 
more accurate variable cost and distinguished between direct and indirect fixed costs. ABC was then used to 
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allocate the significant indirect costs to the products using activity drivers. Consequently, the indirect cost 
allocated under their proposed framework is much smaller than the cost allocated under the standard ABC. 
Such reporting provides detailed information than the standard TOC which only assumes material cost as the 
only variable cost. Furthermore, reporting a detailed variable cost can enable managers to see the effect of their 
decisions on cost. This will direct them to areas where cost management is needed the most so that there is 
improvement in the management of cost. 

Detailed reporting of variable cost can also help managers to engage in facilitating detailed evaluation of 
product and customer profitability. Such detailed evaluation of profitability will enable managers to consider 
areas where cost can be managed so that product and customer profitability can be improved, which is 
beneficial to firms’ competitiveness and future survival.  

Improved product-mix decision. Integrating ABC and TOC can also contribute to improved cost 
management with regard to product-mix decisions. Sheu et al. (2003) used numerical examples to show how 
the integration of ABC and TOC can be useful for short- and long-term manufacturing decision making. 
While utilizing TOC information in the short run can result in maximizing throughput, ABC information is 
used to maximize “the mix of activities performed in the long run” (Sheu et al., 2003, p. 441). Furthermore, 
ABC information can be used to assess excess capacity and re-direct it to the bottleneck department or find 
ways to acquire additional capacity. Specific examples on pricing, make-or-buy, and product-mix decisions 
were used to demonstrate the usefulness of combining ABC and TOC in making manufacturing decisions. 
Undertaking such tactical decisions involves analysis of cost information so that only the relevant cost 
information is used. The result of their analysis showed that ABC and TOC “can provide management with 
better performance measurement of diverse production activities especially when committed costs are a 
significant factor” (Sheu et al., 2003, p. 433).  

Furthermore, Cooper and Slagmulder (1999) stated “that TOC and ABC are complementary, not 
competing, cost management techniques. They can coexist and be used together to identify the best short-term 
and long-term product mixes” (p. 21).  

In further discussing the product-mix decision, Sridharan et al. (2009) added that the extent of asset 
specificity used in producing product in a mix determines the choice between TOC and ABC. A 2*2 matrix was 
used to show that when there is high asset specificity, ABC is likely to be chosen than TOC, as ABC reveals a 
larger portion of costs for control purposes. “However, the choice is likely to be a TOC-ABC combination when 
the manufacture of asset specific products is also constrained by bottlenecks” (Sridharan et al., 2009, p. 105). 
This implies better utilization or management of specialized resources to produce a better mix of product, which 
can contribute to the improved cost management. 

Improved cycle-time management. Cycle-time management also contributes to the continuous 
improvement of cost management. According to Langfield-Smith et al. (2009), time management can be used 
as a competitive advantage, as it can affect a firm’s relationship with its suppliers and customers and also a 
firm’s revenue and cost. Since time delays in production can result in an increase in cost, it is vital for firms to 
manage the cycle time using the principles of ABC and TOC so that unnecessary cost is avoided and 
productivity increased.  

Campbell (1995) developed a model combining elements of ABC and TOC in a steel company and 
showed how cycle-time cost had been reduced and throughput increased. This is made possible through the use 
of ABC to analyze the cycle-time costs to control the drivers that give rise to this cost; for instance, the 



INTEGRATING ABC AND TOC FOR IMPROVED AND SUSTAINED COST MANAGEMENT 

 

1055

reduction of set-up time. This shows the complementary nature of ABC and TOC. That is, once ABC identifies 
the underlying reason for longer cycle time, TOC will help management to devise a strategy to remove the 
bottleneck related to longer set-up time. Such strategy may include stationing additional labor to set up the 
machine so that set-up time is reduced and cycle-time management is improved, resulting in the increased 
productivity and profitability. 

Furthermore, Huang (1999) asserted that combining ABC and TOC provides an insightful approach to 
managing cycle time. Once the cycle time is broken down into short and manageable intervals, TOC can 
increase productivity by reducing the cycle time without increasing capacity and thereby increasing timely 
delivery and throughput, and reducing fixed cost per unit in the short run. ABC’s contribution to reducing cycle 
time and therefore cycle-time cost is in relation to performing a cost-benefit analysis of the cycle-time activities 
and making quality decision on these activities. Moreover, as previously discussed, ABC’s improvement in cost 
management involves value analysis where activities are identified and classified into either value-added or 
non-value-added. The opportunity to manage cost or reduce cost is to eliminate the non-value-added activities. 
However, because this exercise is an expensive undertaking, only the major non-value-added activities are 
eliminated from the process (Langfield-Smith et al., 2009). 

Cycle time is an example of an internal constraint, and its removal is easily addressed through arranging 
the cycle into manageable intervals to improve the speed of processing and therefore increase throughput. 
Hence, this supports the point that some of the constraints are easily removed, while others are difficult to 
remove. Despite this, with the use of TOC, identifying and removing bottleneck can certainly have a positive 
effect on the performance of the firm as costs are reduced, quality increased, and customer’s response time 
increased (Langfield-Smith et al., 2009). Costs, quality, and customer’s response time, once managed properly, 
can be used as critical survival factors for firms in a competitive environment. In particular, strategic cost 
management techniques such as activity-based management, business process engineering, target costing, and 
life-cycle costing can be used by firms to reduce cost and at the same time position themselves strategically in 
the market. This suggests that factors giving rise to costs both internally and externally must be analyzed and 
managed for firms to position themselves strategically and remain competitive. 

According to Lockamy III (2003), while reducing cycle-time cost can help improve firm’s performance, 
there is a need for “a holistic and integrative approach to cost management… ” and “TOC provides the 
foundation for developing cost management systems that are global, integrative, and strategic in nature”     
(p. 594). So although TOC is a short-term approach to managing cost, it sets the platform where costs can be 
managed strategically, thereby enabling the firm to compete effectively in the market. In an effort to achieve 
strategic cost management, Lockamy III (2003) developed a constraint-based framework for strategic cost 
management, which helps to reduce cost and simultaneously increase profit and proposed that it is useful for 
firms’ “long-term viability and competitiveness” (p. 598). The framework encapsulates three functional areas, 
namely, customer, resource, and finance that assist firms in strategic decision making. He asserted that while 
ABC provides an improved cost management over the traditional method, firms need a systematic approach to 
cost management “to simultaneously assess its customers, resources, and finances within the context of its 
goals, objectives, and strategies” (p. 598).  

Furthermore, through assessing the current and future needs of the firm in its targeted market in relation to 
customer function, resource function, and finance function, such analysis provided by the constraint-based 
strategic cost management framework can result in providing “the necessary methodology for systematic and 
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dependable strategic cost management within a firm” (Lockamy III, 2003, p. 596). The interconnectedness of 
these three functional areas contributes to the sustainability and improvement of firms’ competitive positions. 
For instance, the customer function involves the analysis of the target markets that firms can capitalize on and 
strengthen its strategic position through developing products and services needed by customers. In meeting the 
customer needs, the firms then have to manage the effective use of their resources to a level that maximum 
output can be achieved in meeting the needs of the targeted market. This is the resource function. The 
effectiveness of the two functional areas is assessed by the finance function through the use of financial 
performance measures. Such information is essential to assist managers in their strategic decision making and 
also cross-functional decisions. 

In addition, such holistic approach that interconnects the three functional areas of customer, resource, and 
finance would encourage inter-functional effort to manage cost and improve firm performance. Having a 
broader perspective would assist the management team in working together in implementing strategies that 
would help the firm to manage cycle time and capitalize in the functional areas. Furthermore, it could also help 
the management team to implement performance measurement tools to assess how well the firm has done in 
managing cost in these functional areas. Such feedback is vital for improving firms’ future performance.  

Sustained Cost Management 
The successful implementation of ABC-TOC integration can assist firms in continuously sustaining their 

cost management effort, since ABC and TOC incorporate the two perspectives (short- and long-term) of 
performance in a firm’s operation cycle. Furthermore, the continuous process of TOC and ABC depicted in the 
diagrams previously discussed suggests that although a firm will continue to carry out its cost management 
effort, it would also be based on a cost-benefit analysis and the needs of the firm. That is, if the needs of the 
organization in terms of improved cost management are met by the ABC-TOC integration and the benefits of 
implementing ABC and TOC systems exceed the costs of implementation, firms are likely to sustain their cost 
management effort. 

From the discussion of improved cost management, it is apparent that TOC and ABC need updated 
information to enable firms to continue improving their performance. Failure to provide updated information 
that TOC and ABC need will result in detrimental effects on firms’ performance, as management will base their 
decisions on outdated information and will fail to capitalize on the benefits and opportunities for improvement 
in cost management prevalent in ABC-TOC integration. Particularly, in ABC system, the collection of updated 
information to continue analyzing the root cause cost drivers so that cost can be managed effectively is 
pertinent. Failure to update the information will result in poor cost management, as the information will be 
outdated very quickly and it would be of little or no use to effective cost management. Therefore, the continual 
flow of updated information is vital to sustain cost management effort in ABC-TOC integration.  

One way of dealing with the provision of updated information is to invest in information technology and 
customize it to the needs of the firm. Campbell et al. (1997) argued that the merits of ABC and TOC could 
assist in the design of an information system that encourages cross-functional decision making because of their 
applicability of usage in different areas within the firm. That is, their complementary nature encourages 
improved communication among different departments in a firm, which is essential to continuously improve 
and sustain cost management. Furthermore, since ABC is appropriate in “people-intensive departments” and 
TOC is appropriate for “machine-intensive departments”, Campbell et al. (1997) used a customer profitability 
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model to discuss the practicality of combining ABC and TOC in enabling continuous improvement. Using 
ABC in departments that perform supporting and customer service and TOC in the factory floor where 
machines are used has improved communication between functional areas in a firm and therefore improves 
their decision making in managing cost and improving customer profitability. Cross-functional communication 
can contribute to improved and sustained cost management, as all the relevant departments can work together 
in reducing the non-value-added activities in the working process, which can result in the reduction of 
production cost and enable firms to compete effectively on cost. Therefore, designing an information system 
that encourages collaborative performance is essential for continuous improvement and sustaining of cost 
management, provided the data collected are accurate and complete. 

Information system that encourages cross-functional decisions will also enable the managers of various 
departments to capitalize on the management of internal constraints or bottlenecks and cost drivers. This is 
possible, as communication between the various departments is improved and updated information from other 
departments in a manufacturing process, for instance, will be readily available to other departmental managers 
or corporate management so that appropriate strategies can be implemented to minimize cost, which will then 
improve and sustain performance. Therefore, the continuous availability of updated information will enable the 
firm to engage in efficient and timely planning of capacity issues and cost driver analysis to sustain its cost 
management effort in the future. 

Conclusions 
For firms that compete on cost leadership strategy, it is paramount that they manage their cost of 

production to enable them to perform as low-cost producers and improve their competitiveness and overall 
performance. Due to intense competition, firms have searched for effective cost management techniques to gain 
competitive advantages. One of the ways firms try to address the effective cost management is through the 
integration of ABC and TOC. Integrating ABC and TOC has addressed many facets of firms’ operation, such 
as costing improvement through the identification and allocation of unused capacities, improved cost reporting 
such that management can pinpoint areas for improvement to assist marketing decisions, improved product-mix 
decisions that enable management of resources, and improved cycle-time management which involves 
inter-functional communication to reduce cycle-time costs. These facets of firms’ operation are essential for 
improving cost management to enhance firms’ future performance. 

Although ABC and TOC have different approaches in managing cost; ABC taking on a long-term 
perspective and TOC taking on a short-term perspective, combining these methods as complementary cost 
management techniques can help in improving and sustaining cost management. The processes of managing 
cost in the two methods suggest continuity in cost management effort in the short and long run. With the 
continuous nature of the processes in ABC and TOC, the cost-benefit analysis of implementing ABC and TOC, 
and the needs of the firm, it will enable firms to improve and sustain their cost management effort in the future 
and capitalize on possible opportunities for improvement and survival. 

In helping managers to sustain cost management effort, there has to be a continuous flow of updated 
information. This implies that firms have to invest in information system that will collect updated information 
useful for improving cost management. Improving cost management in the short run through detailed cost 
analysis and allocation has improved throughput. However, since this increased throughput is experienced in 
the short term, firms must continue to improve this in the long run in order to survive competition. This is the 
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reason why it is vital to sustain cost management, as it will allow firms to look for opportunities for 
improvement in the future. Furthermore, this is why integrating ABC is useful because of its strategic nature in 
cost management. Through a detailed analysis of the factors that give rise to cost, firms will be able to manage 
their cost effectively. Since a firm’s aim is to create customer and shareholder value, it has given management 
even more reasons to sustain cost management and compete effectively on cost leadership strategy to enhance 
future survival. 
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