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Executive Overview

ARC surveyed over 200 logistics professionals on how they were using in-
centive programs in the warehouse. Incentive programs for the warehouse,
implemented in a variety of ways, have resulted in striking gains in pro-
ductivity! Over 63 percent of respondents achieved productivity gains of
between 10 and 30 percent over a two year period. Another 13 percent
achieved productivity gains of over 30 percent in that time period. These
programs have also resulted in other benefits such as increased employee
satisfaction which leads to improved retention. The great majority of logis-

tics managers are satisfied with their programs.

The best programs, the programs that made the greatest gains in productiv-
ity, achieved their results by:

¢ Basing incentives on targets for individual employees;

e Basing their targets on granular labor standards;

e Linking the payment of productivity incentives to a requirement

that employees maintain a predefined level of quality and safety.

Labor Management Systems (LMS) allow The results of this study were not surprising. In a
incentives to be paid on the basis of previous study of Labor Management Systems

granular labor standards. These are (LMS) based on granular labor standards ARC

real-time systems that support the found that on average, these solutions had a pay-
achievement of “optimum performance.”

back period of less than one year.

ARC would recommend that companies that choose to build incentives on
top of granular labor standards implement the program in two phases. In
the first phase, employ no incentives. Bring the great majority of employ-
ees up to the targeted standards. In the second phase, employ incentives to

reward employees willing to exceed expected work levels.

ARC is a proponent of Real-time Performance Management (RPM). RPM
principles involve setting targets based on an understanding of the opti-
mum potential of a set of assets, the provision of ongoing dynamic
feedback, feedback and training for employees operating below acceptable
levels of performance, and rewards applied closer in time to the perform-
ance that an organization wishes to encourage. An incentive program built
using a real-time Labor Management System employing granular labor

standards offers a potent form of Real-time Performance Management.
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Methodology

ARC emailed over 3000 supply chain or warehousing professionals with a
wide variety of logistics managerial titles ranging from warehouse manager
up to CEO (for warehouse companies). We asked them to take a survey on
“Incentive Pay in the Warehouse.” Respondents were promised that they
would receive a copy of the White Paper that resulted from this research.

201 people responded by taking the Internet-based survey.

Percentage of Respondents Using Incentive Pay in the Warehouse

OYes B No

Respondents who reported that they were using incentive pay in the ware-
house were asked nine additional questions designed to allow an analysis
of what sort of gains in productivity were possible as wells as what prac-
tices were associated with the greatest gains in productivity. = These
questions can be viewed in Appendix A. For those that answered that they
were not using incentives in the warehouse, we asked two questions de-
signed to help us understand whey they were not pursuing incentive

programs.

Respondents were overwhelmingly from North America, so the results may
not be as applicable to other regions of the world. Additionally, a dispro-
portionately high percentage of those that answered were from the
Consumer Goods and Food & Beverage industries. These two industries
use Labor Management systems with granular labor standards to measure

performance and set incentives more frequently than other industries.
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Results

41 percent of respondents were using incentive pay in the warehouse to
increase the productivity of their associates. The great majority of respon-
dents using incentive pay were satisfied with the results and had received

noteworthy gains in productivity.

The Effectiveness of Incentive Pay

Respondents were asked what sort of increase in productivity they received
in the two years after the incentive program was implemented. 77 percent
of those using incentives improved their productivity by more than 10 per-

cent. Over 13 percent had productivity gains of over 30 percent.

Improvements in Warehouse Productivity Based on Incentive Programs

6.1% 13.4%

O Greater than 30%
® 10-30%

O Less than 10%

O Don't know

63.4%
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In addition to productivity improvements, other benefits were also realized.

Employee
satisfaction
increased

Some poor
employees went
else where

Turnover
decreased

Fewer labor
grievances

0.0% 10.0% 20.0% 30.0% 40.0% 50.0% 60.0% 70.0%

Other Benefits Realized from Incentive Pay Programs in the Warehouse
Multiple Answers Permitted

71 percent of respondents reported that there were no negative conse-

quences to these programs.

Among the minority of respondents that did report problems, two main
negative consequences were reported. 7 percent reported higher turnover.
(However, higher turnover, if it involves losing less productive workers, is
not necessarily a bad thing). Further, 5 percent reported more labor griev-

ances or other problems with a unionized work force.

Not surprisingly, respondents were happy with their programs. 87 percent
of respondents were highly or moderately satisfied with their programs. 37

percent were highly satisfied.
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Respondents Satisfaction with Warehouse Incentive Programs

7.3%  Ol%

0,
36.6% O Highly satisfied

B Moderately satisfied
O Highly dissatisfied
O Moderately dissatisfied

Why Companies Don’t Pursue Incentive Programs

The positive results achieved by companies using incentive pay in the
warehouse raises the question, “If incentive pay programs are so good, why

aren’t more companies using them?”

We asked, “Why has your organization decided not to use incentive pay for
associates in the warehouse?” Respondents had a variety of fears and con-
cerns. Their top two concerns were that they could not collect accurate data
on an individual associate’s performance and that the program would not
be fair. In the comments field, those that felt it would not be fair were pri-
marily concerned that it was not fair to have incentives in some areas of the
warehouse but not others, or in some warehouses but not others, or in the

warehouses but not in other facilities like factories.
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Why Companies Decide Not to Use Incentives in the Warehouse

Performance data not accurate 55.5%
Program would not be fair
Clerical burden too high
Other priorities

Payroll system can't handle

Exploring incentive pay

Company is unionized

Quality would decrease 6.7%

Use, or plan to use, 3PLs 5.0%

4.2%

0% 10% 20% 30% 40% 50% 60%

Fear of higher turnover

The most frequent reason companies chose not to pursue incentive pay in
the warehouse was that they lacked accurate performance data. Any com-
pany with a modern Warehouse Management System (WMS) has a solution
that captures data needed by the Labor Management System. Apparently,
many companies either lacked a WMS or do not understand how to use the
data contained within their WMS.

Interestingly the perceptions of the logistics professionals who responded
to the survey were considerably more positive than their perception of why

the corporation as a whole was resisting such a program.

ARC asked, “If you were to implement an incentive program in the future,
which of the following outcomes would you expect?” Respondents ex-
pected far more positive outcomes than negative ones. Over 45 percent
expected retention would improve, 8 percent thought it would decrease. 41
percent the quality of the work would increase. 28 percent thought it

would decrease.
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“If you were to implement an incentive program, which of the following
outcomes would you expect?”

Morale would

; 50.4%
increase

Productivity would

; 48.7%
increase

Retention would

- 45.4%
increase

Productivity would
increase slightly

Quality of work
would increase

No. of accidents
would not change

Quality of work
would decrease

No. of accidents
would increase

Retention would
decrease

0.0% 10.0% 20.0% 30.0% 40.0% 50.0% 60.0%

Most warehousing professionals saw incentive programs as a potent tool.
Unfortunately, at some companies policies such as insisting on paying in-
centives based on hitting corporate targets - but not site, team, or individual

performance targets - prevent such programs.

How are Warehouse Incentives Implemented?

Companies can implement incentive programs in a variety of ways. The
way the targets are set can reflect different methodologies. Incentive pro-
grams can be based on team or individual targets. The rewards can be
money or time off. Who is covered by the program can depend upon the

task. Finally, the number of people eligible to receive incentives can differ.

How should a company go about setting targets for their associates? There
are three main methods. One method is to set stretch targets. Stretch tar-
gets can be based on an understanding of the performance of the
warehouse as a whole, a team, or an individual over some period of time.
Than a target in excess of that base period’s performance is set. Often

stretch targets are set during a company’s budgeting performance. For ex-
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ample, an executive in charge of logistics at his company may be tasked
with reducing logistics costs by 5 percent. This executive, in turn, would
take that corporate goal and create more granular targets for the groups
and individuals under his control. Often the executive’s goals for his ware-
housing managers are based upon historical results rather than the true

potential of the warehouse workforce.

Secondly, targets can be set by looking at warehouse performance data and
doing a calculation of what average performance is. This calculation would
typically utilize WMS data that is downloaded into an analytics package.

How Respondents Set Their Targets

14.6%

O Granular labor standards

42.7%
B Analytic data on average
performance

O Stretch goal targets

Finally, targets can be based upon granular labor standards. Granular tar-
gets can be set in two ways, through time and motion studies or discrete
motion analysis. The time study method involves having an industrial en-
gineer follow workers around as they perform their tasks with a clock
watch. Within each observation, the engineer must make a subjective deci-
sion about the skill and effort levels displayed by the associate. For
example, this associate was fully skilled but working at only an 80 percent
effort level. Then simple math is used to set the target. This is repeated
across some number of associates to come up with a “fair” target for associ-
ates. A fair target reflects the idea that a person with the right skills,
working at a normal pace, should hit 100 percent of their target without

having to rush.

Discrete motion analysis is based on larger scientific studies that have been
conducted. The derived times were obtained by observing a large number

of workers across a wide variety of industries performing their activities.
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The workers were observed with a motion picture camera and this was
used to calculate how long it took to make small body motions. These
small motions than aggregate up into larger activities and are the basis of
the targets that are set. In this sample, targets based on granular labor

standards were most common.

Companies employing incentive systems must also decide if the rewards
will be based on individual or team performance and the form the incen-
tives will take. These are not mutually exclusive. In our sample, team

targets were more common than individual targets:

e 69.5 percent employed individual targets;
e 75.6 percent employed team targets.

Further, monetary targets were far more common than providing extra time

off:

e 78.0 percent employed monetary rewards;

e 122 percent employed extra time off.

Frequency of Incentives by Type of Warehouse Task

Picking

Put-away

Shipping

Receiving

Value Added
Services

0.0% 20.0% 40.0% 60.0% 80.0% 100.0%

Copyright © ARC Advisory Group ¢ ARCweb.com e 11



ARC White Paper ¢ April 2006

Another issue explored is what processes in the warehouse incentive pay
were used to support. Incentives were very commonly applied to picking,
put-way, shipping and receiving tasks, but were less common for Value
Added Service (VAS) tasks.

A related question was “What percentage of your warehouse's associates
does the incentive pay program cover?” Most programs covered greater

than 75 percent of associates.

61%  OT%

O Greater than 75%
B 50-75%
0 25-50%

26.8%
O Less than 25%

61.0%

Percentage of Associates Covered by the Incentive Program

What Practices are Associated with Success?

The most successful respondents were able to increase their productivity by
over 30 percent over a two year period. Just 13 percent of the respondents
were in this elite group. The data was analyzed to see what practices were
associated with the high degree of success this elite group achieved. As the
following tables demonstrate, success was associated with the use of indi-

vidual targets.
" HHISRBIE R H * 18, & '+ & B4 B (&2, '3, " *4B*67$4%

Most Successful Group Overall Sample

Frequency of Use of 100 percent 69.5 percent
Individual Targets

Success was also associated with the use of granular labor targets.
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Quality

Safety

Attendance

L' HISRBOG RY# >4, & '+ & $& B 0B 62" 46D*: ) 6H*67$198

Frequency of Use of: In the Most Successful Group
Granular Labor Standards 72.7 percent
Analytic Data on Average Performance 18.2 percent
Stretch Goal Targets 9.1 percent

Finally, success is associated with a broader use of productivity targets
across tasks such as picking, put-away, and receiving. In many incentive
programs, incentives are not developed for all tasks. Tasks that can be per-
formed in a standard manner, time after time, are well suited for granular
labor standards, for example. Value Added Service and shipping tasks are
less likely to have a standard, repeatable process because of the inherent
process variability of these tasks and thus companies who base incentives

on granular targets are less likely to use incentives for those tasks.

Tasks: Most Successful Group Overall Sample
Picking 100 percent 91.5 percent
Put-away 90.9 percent 80.5 percent
Receiving 90.9 percent 73.2 percent

It is important to note, however, gains in pro-
ductivity if they come at the expense of worse
quality, safety, or attendance, are not accept-
able. For this reason, a significant number of
respondents incorporated factors in addition to

productivity into the incentive program.

Of those who had implemented incentives, but
did not have safety as a factor to be considered,
32.6 percent reported that safety became more
of a concern. Of those who had implemented

incentives, but did not have quality as a factor

0.0%

20.0%

40.0%

Factors in Addition to Productivity
Factored into Incentive Program

60.0%  80.0%  100.0%  to be considered, 15.2 percent reported that

quality decreased.
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RedPrairie

Manhattan

SSA Global (Infor)

Discussion & Recommendations

Incentive programs for the warehouse, implemented in a variety of ways,
have resulted in striking gains in productivity. These programs have also
resulted in other benefits such as increased employee satisfaction. The

great majority of logistics managers are satisfied with their programs.

The best programs, the programs that made the greatest gains in productiv-

ity, are associated with:
e Incentives based on targets for individual employees;
e Targets based on granular labor standards;

The payment of incentives for increased productivity should be balanced
with the need to maintain quality and safety. Productivity incentives
should only be paid if a sufficient level of quality and safety are main-

tained.

ARC’s previous research into Labor Management Systems based on granu-
lar labor standards showed that on average these solutions had a payback
period of less than one year. ARC has investigated a wide range of Supply
Chain solutions and the average payback is close to two years for many of
these solutions. ARC considers pay-
back in less than one year to be the
“gold standard.”

ARC is a strong proponent of Real-time
Performance Management principles.
Real-time Performance Management
principles involve targets set based on
an understanding of the optimum po-
tential of a set of assets, an appropriate
balancing of goals, the provision of dy-
namic feedback to associates on their

productivity and the quality of their

0.0%

10.0%

20.0%  30.0%  40.0%  50.0%  work, and the provision of ongoing

feedback and training to associates not

Leading Suppliers of Labor Management Systems .
Based on ARC Market Research performing at an acceptable perform-

(Other = 18.2 Percent) ance level. Rewards should be applied

closer in time to the behaviors that an
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Percentage of
Standard

105-109%
110-114%
115-119%

120% and above

Incentive Plans

organization wishes to encourage. Rewards provided infrequently will

prove less effective.

A company invests in assets - like people - to execute on their business
plan. The assets and process are designed to have the capacity to do a cer-
tain amount of work. If this capacity is not used, it is wasted and lost
forever. Detecting such waste requires a dedication to comparing perform-
ance against the work that should have been performed. Warehouses that
have installed Labor Management Systems based on granular labor stan-
dards have a true understanding of the optimum potential their labor force
can work at.  An incentive program built using a real-time Labor Man-
agement System employing granular labor standards offers a potent form

of Real-time Performance Management.

Performance targets based on granular labor standards considers the spe-
cific characteristics of a given piece of work, recognizing the exact travel
distance required, the movements required for the task (e.g., that an order
pick from the chest-high “golden zone” will be incrementally faster than a
similar pick from the lowest row of racking), the number of pieces, the size
and weight of the items, and the speeds of fork lifts, pallet jacks or other

equipment used.

The Labor Management software dynamically calculates spe-

Raise cific goal times for each task based on this granular analysis

of the labor involved. Actual performance is reported
$1.00 against these goals times by individual operator, specific ac-
$1.50 tivity work area, or customer. Feedback can be real-time to
$2.00 an operator via a radio frequency terminal or can be made
$2.50 available at various intervals throughout the day. Dynamic

performance management systems will out perform static

Improve Morale systems. Being able to see performance against target on an

(Sample Incentive Plan)

ongoing basis, and then seeing high performance reflected in
increased pay during the next pay period, provides superior
power to motivate a workforce than more static forms of performance man-

agement.

Goal times are determined by the calculation engine based on how fast an
operator using the best method to achieve a task, and moving at normal speeds,
should take to complete it. Because the calculation is based on best meth-

ods, workers achieving subpar results should not be assumed to be lazy.
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Instead a manager should observe their work and train them in best meth-

ods.

ARC would recommend that companies that choose to build incentives on
top of granular labor standards implement the program in two phases. In
the first phase, use no incentives! Instead bring the great majority of em-
ployees up to the targeted standards. In the second phase, employ
incentives to reward employees willing to exceed expected work levels!
This methodology compensates employees for becoming more productive

without paying anyone for less than optimum performance.
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Appendix

1. Is your organization using incentive pay to increase the productivity of
the associates in your warehouse or warehouses?

a. Yes

b. No

If the answer to 1 is Yes, questions 2-8 apply.

2. Are your productivity incentives based on? Please mark all that apply!
a. Associates achieving individual productivity targets.
b. Teams achieving team productivity targets.
c. Monetary rewards.
d. Extra time off.

3. What sort of increase in productivity did your organization achieve in
the two years after the incentive program was implemented?

a. Productivity actually decreased.

b. There was no significant increase in productivity.

c. Productivity increased by less than 10%.

d. Productivity increased by 10-30%.

e. Productivity increased by 30-50%.

f. Productivity increased by over 50%.

g. Do not know, have not tracked the results.

4. What portions of the warehouse have you implemented incentive pay
programs for? Please check all that apply!

a. Receiving

b. Put-away

c. Picking

d. Shipping

e. Value Added Services

5. What percentage of your warehouse’s associates does the incentive pay
program cover?

a. Less than 25%

b. 25 to 50%

c. 50 to 75%

d. Greater than 75%
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6. Which of the following factors in addition to productivity are incorpo-
rated in the incentive program? Please check all that apply!

a. Quality

b. Safety

c. Attendance

d. None of the above

7. Were there any other positive aspects to the incentive pay program?
Please check all that apply!

a. No.

b. Yes, employee satisfaction increased.

c. Yes, marginal employees decided to look for work else where.

d. Yes, employee turnover decreased.

e. Yes, there were fewer labor grievances or better relations with
the union.

8. Were there any negative consequences to implementing an incentive
program? Please mark all that apply!

a. No.

b. Yes, the quality of the work decreased.

c. Yes, employee turnover increased.

d. Yes, there were more labor grievances or worse relations with
the union.

e. Yes, safety became more of a concern.

9. Are your labor incentives based upon:
a. Granular labor standards set through time and motion studies or
discrete motion analysis?
b. Targets based upon stretch goals to increase productivity?
c. Targets set though an understanding of what average perform-
ance is based upon warehouse performance data?
d. Other? Please explain

10. How satisfied are you with your incentive pay program?
a. Highly dissatisfied
b. Moderately dissatisfied
c. Moderately satisfied
d. Highly satisfied
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Analyst: Steve Banker

Acronym Reference: For a complete list of industry acronyms, refer to our
web page at www.arcweb.com/Community/terms/terms.htm

LMS Labor Management System

RPM Real-time Performance Management
SCM Supply Chain Management

WMS Warehouse Management System

Founded in 1986, ARC Advisory Group has grown to become the Thought
Leader in Manufacturing and Supply Chain solutions. For even your most
complex business issues, our analysts have the expert industry knowledge and
firsthand experience to help you find the best answer. We focus on simple,
yet critical goals: improving your return on assets, operational performance,
total cost of ownership, project time-to-benefit, and shareholder value.

ARC Strategies is published monthly by ARC. All information in this report is
proprietary to and copyrighted by ARC. No part of it may be reproduced with-
out prior permission from ARC.

You can take advantage of ARC's extensive ongoing research plus experience
of our staff members through our Advisory Services. ARC'’s Advisory Services
are specifically designed for executives responsible for developing strategies
and directions for their organizations. For membership information, please
call, fax, or write to:

ARC Advisory Group, Three Allied Drive, Dedham, MA 02026 USA
Tel: 781-471-1000, Fax: 781-471-1100, Email: info@arcweb.com
Visit our web pages at www.arcweb.com
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