
Those of us who operate in the manufacturing and distribu-
tion world are familiar with the “Seven Deadly Wastes” 
identified by Toyota’s chief engineer, Taiichi Ohno, as part  

of the Toyota Production System. 
 These wastes are:
1. Transportation  

    2. Inventory
3. Motion
4. Waiting
5. Over-process
6. Over-production
7. Defects
Manufacturers may employ 

lean tools, such as Kaizen 
Continuous Improvement, 5S, 

Value Stream Mapping or Six Sigma to eliminate unnecessary 
waste and reduce necessary waste required for their operations. 

However, implementing these tools requires resources and 
dedication over an extended period of time. While beginning use 
of one of these tools may ultimately be the best answer for your 
company, simple solutions may be implemented immediately to 
jumpstart your waste reduction. 

1. Preventive maintenance schedule
 The waste of motion refers to the unnecessary movement of 

people or equipment and the related damage caused by that action 
to the person or equipment. 

Any motion, necessary or not, causes wear or tear on equipment. 
A simple, but often overlooked, tool is a preventive maintenance 
schedule. 

Wear and tear is normal in a manufacturing process. However, 
not performing regular maintenance, just as you would on your 
car, will result in wasted dollars and time down the road. 

It is easier to proactively budget and control costs, including 
labor hours, versus reacting to a situation that is out of your con-
trol. Reacting can result in unnecessary overtime, as well as 
potentially increased shipping costs to expedite delivery. 

Fixing a defect is often more expensive than preventing the 
defect in the first place. There are numerous preventive mainte-
nance programs available. A simple checklist may be all you need. 

2. Parts and supply management
Inventory waste refers not only to the cost of excess inventory, 

but also to the related costs to finance, store and handle the 
inventory. 

While your company’s parts and supplies inventory is often 
small dollars compared to the cost of your raw materials, the cost 
of carrying an overabundance of supplies can get out of control 
and could result in waste, especially if product or packaging 
requirements change. 

Employing measures used for 
controlling raw materials, such as 
determining your optimal on-hand 
requirements, defining lead times 
and establishing recommended  
re-order points, can reduce waste in 
parts and supplies. 

Often, this can be achieved by 
simply adding parts and supplies to 
your inventory system.

These dollars may be relatively 
small in comparison, but having too 
many parts and supplies can clutter 
the warehouse, which leads to both 
transportation and motion waste.
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Keeping employees happy while boosting productivity is on 
the minds of manufacturers these days. 

Many positions remain unfilled because of a lack of skilled 
labor, according to the National Association of Manufacturers. 
The overall industry economic outlook is mixed, requiring 
companies to do more with less. 

In a changing environment, manufacturers focus on their 
No. 1 controllable cost – labor, according to consultant John 
Frehse, labor strategist for Core Practice, LLC. 

How much overtime are you paying and what is it actually 
costing you as opposed to adding more employees? How accu-
rate is your forecasting and planning? How much lead time do 
you have to schedule the right-sized work force to meet demand?

Many factors affect labor costs, often tied to a labor-demand 
mismatch, including overtime, idle time and absenteeism. 

This misalignment also affects productivity and capital 
utilization. An innovative approach to shift scheduling can 
improve productivity and reduce labor costs while boosting 
morale, Frehse said. His approach was developed from Core 
Practice, LLC’s benchmark survey of 100,000 shift workers.

The eight-hour, five-day, 40-hour workweek schedule is 
standard in many companies and has been for decades. 
Companies running around the clock often use three  
eight-hour shifts, with pay differentials. If a company staffs for 
high demand periods, there will be a lot of over-capacity.

Minimum staffing means high overtime, and everyone 
knows overtime is expensive and should be avoided.

But is it really? An employee’s fully loaded cost must first 
be calculated. In 
addition to hourly 
salary, benefits 
and payroll taxes 
(fringe) need to be 
included. 

That’s not all. 
The dollar value of 
paid time off is a 
cost to the company. 

For example, say a full-time employee receives $20 per hour. If 
the fringe ratio is 40 percent and there are 38 paid days off 
(holidays, vacation and sick time) equaling 15 percent, the 
actual hourly cost is $31.

Overtime for that employee will cost 1.5 times $20, plus 
about 10 percent in payroll and unemployment taxes, or $33. 
Benefits and paid time off are not included because they are 
fixed costs and do not rise in proportion to hours, as taxes do. 
So, each hour of overtime costs the company an additional $2 
($33 - $31). Each hour of idle time costs $31, 15 times as much. 

Of course health, safety and productivity issues need to be 
considered when increasing overtime. But looking at labor 
from a purely cost standpoint, it might be more economical to 
hire fewer people and pay overtime than staff up and have 

people standing around. 
Better matching of production demand and labor can lead 

to significant savings. Idle time might also plague ordinary 
operations if there is a mismatch or bottleneck in work flow. 

Demand-driven scheduling is on the rise as companies seek 
to mitigate these work flow and staffing issues. Only 10 per-
cent of employees in Core Practice’s benchmark study want 
part-time or seasonal work, according to Frehse. 

That means the standard full-time schedule must adapt to 
meet fluctuating company needs. And what do workers want? 

The study revealed that while 81 percent of employees are 
content with pay and benefits, they want flexible time off – 
and more of it – to help them balance work and family life.

They don’t mind overtime – 71 percent want more or are 
content with the current level. But they did mind that  
overtime often isn’t predictable. 

Frehse is a proponent of the 12-hour shift and helps many 
manufacturing clients evaluate and implement it. In this  
rotation, two weeks have three shifts each and the third week 
has four, separated by a day off. The most striking change is in 
the amount of time off. 

Not including vacations, sick time or holidays, the standard 
eight-hour day, 40-hour week, means 260 work days and 104 
days off. The 12-hour full-time shift worker will work 173 days 
and get 191 off. The worker will get six days off in a row 17 
times a year. Total commuting time and costs are reduced 
with the fewer days driving to work, too.

The change to 12-hour shifts might not work in all companies, 
depending on how labor-intensive the tasks are or other work 
flow constraints. Analysis of labor utilization is a first step, with 
identification of daily idle time and demand ebbs and flows. 

Using technology to manage labor costs and deployment 
helps, Frehse said, adding that manufacturing companies have 
invested heavily in many aspects of lean production while 
neglecting human resources applications. 

Communicating with employees is also key. In the bench-
mark study, fewer than half of employees felt that management 
communicated with and cared about them. 

Implementing change requires engagement and buy-in by 
workers to ensure success. Identifying their satisfaction  
drivers and understanding morale through a survey or focus 
groups might be a great first step. – Elizabeth Penney, MBA ◗

How to cut labor costs 
... and improve morale

Better matching of production 
demand and labor can lead 

to significant savings. Idle time 
might also plague ordinary  
operations if there is a mismatch 
or bottleneck in work flow. 
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How do your employees feel about your company? Do they 
understand their individual contribution to the bottom 

line? Are they proud of the job they do?
If not, you might want to consider ways to educate your 

employees on the bigger picture to help them see exactly where 
they fit in. The benefits to both employee engagement and 
your bottom line could be tremendous.

Let’s say you have an employee named Joe who gets up 
every morning and goes to work. He stocks the shelves or 
loads the trucks or fills his place on the assembly line.

How does Joe feel about his job? Does he consider himself 
an integral part of your company? Do you know? Do you want 
to know?

Manufacturing jobs have the lowest level of employee 
engagement of any field. Only one fourth of manufacturing 
employees are described as “engaged,” meaning they “work 
with passion and feel a profound connection to their  
company,” according to studies by the Gallup organization.

Another one quarter of manufacturing employees are 
“actively disengaged,” don’t care about their employers and 
may even be antagonistic toward them. So, chances are three 
to one that Joe doesn’t really feel connected to your company.

Conversations in his head might sound something like this: 
“What I do here isn’t really important.” “Why should I work so 
hard?” “So what if I take a longer break than I’m  
supposed to? What difference does it make?”

And, “All this rah-rah company stuff – just give me my 
paycheck and let me get out of here on time.”

Apathy like this costs the company money. From unwar-
ranted sick leave to longer breaks to inefficient work habits, 
profits seep out through apathetic, unengaged employees.

Do your employees understand how your company makes 
money? Do they know how their particular tasks fit into the 
big picture? Do they make decisions with the good of the  
company in mind?

It is essential that management help employees to under-
stand exactly where they fit in, and how their jobs impact the 
company. Those two points alone can go a long way toward 
combating apathy. 

If it is described to Joe how important his individual stage 

in the process is to the final result – and that without his 
expertise and contribution the bottom line will suffer – Joe 
very well may develop an entirely different outlook on his job.

It is critical that short-term employee performance goals be 
consistent with longer-term company profitability goals. 
Otherwise, employees will find themselves in a dilemma over 
which goal to satisfy. Take, for example, a furniture manufac-
turing plant. Employees on the packing line are graded on 
their ability to keep the line moving and package a certain 
number of pieces of furniture each shift.

When the assembly line is moving too fast for the varnish 
to dry appropriately, there is no 
incentive for employees to slow 
down to give the furniture time to 
dry. The more they package, the 
better their rating for the day, so 
they keep moving, packing sticky 
furniture that is sure to be 
returned later because the packing 
has stuck to the wood.

Over the long term, this costs 
the company a lot of money. Yet, in 
the short term, the employees have 
done exactly what they were told to 
do – keep the line moving and get that furniture packaged. 

If these line employees understood how their jobs impacted 
the bigger picture, and they were compensated or given  
bonuses based on the ultimate success of the job, they would 
make better decisions. The company would save significant 
money, and the employees would feel their jobs are important. 

Many business owners hesitate to broach the topic of how 
the company makes or loses money for fear that employees 
will react by wanting more from the company or, at the other 
end, be concerned about the stability of their jobs. 

Giving employees this type of communication can be a 
cultural shift for some companies. If it is shared, it is impor-
tant to initiate a performance-based compensation or bonus 
system that rewards good decisions. Such a system reinforces 
the benefits to both company and employee, increasing the 
chances that good decisions will continue to be made. ◗

Do your employees realize what they contribute?

IRS: Retail display payments deductible
The payments that a manufacturer paid to retailers for 

constructing display areas for the manufacturer’s products 
are deductible when paid as advertising or marketing costs, 
according to a recent ruling by the IRS. 

The amount the manufacturer paid to a network of retailers 
to maintain retail space that conforms to the manufacturer’s 
design requirements does not have to be capitalized  
(recorded as a fixed asset and depreciated) and, instead,  
can be deducted immediately as an expense, Chief Counsel 
Advice (CCA) 201405014 concluded.

 The agreement provides that the retailers must repay the 
manufacturer if, within 15 years, the retailer no longer  
conforms to the requirements of the display area, no longer 

sells and maintains a full line of the manufacturer’s products 
or no longer provides servicing. 

The CCA concluded that the construction costs didn’t 
produce a significant future benefit to the manufacturer 
because it did not own the retail space and the payments did 
not create or enhance a separate and distinct intangible asset.

The retailers were required to sell and maintain a full line 
of products and to provide servicing on site. But they weren’t 
required to purchase any specific amount of products during 
the term of the agreement, and the price of the product was 
not fixed. The manufacturer did not have the right to provide 
any specific quantity of products to the retailers.

The IRS stated that the case could not be used or cited as 
a precedent, but the CCA provides insight regarding the IRS’ 
thoughts about these types of arrangements. ◗
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3. Location identification
When is the last time you walked the warehouse floor? 

Were locations clearly marked for inventory, supplies, tools 
and other items key to the manufacturing process? 

As time passes, a once well-marked and organized  
warehouse becomes faded, outdated or nonexistent. 

For long-time employees, this may not pose a problem, 
but for temporary workers or new hires, not having clearly 
marked floors and racks could increase search time for the 
correct raw materials. 

This could result in incorrect finished goods being 
shipped to customers (leading to additional hidden costs 
for rework or lost customers) or increasing the time spent 
searching for just the right tool needed for the repair. 

Repainting lines on the floor and replacing location tags 
are fairly simple but important tasks. While you are at it, 
consider the location of the various raw materials and  
finished goods. Is it time to shift these items around in the 
warehouse to improve the material flow?
4. Sorting of waste

 Rather than participating in a full-blown “dumpster 
dive” or “dumpster audit,” as commonly referred to by lean 

experts, start by simply placing bins in strategic locations 
around your facility, clearly marked for the type of waste 
being thrown away. 

By sorting the waste, you will ensure that all items that 
can easily be recycled are indeed getting to the right place. 
Assign someone the responsibility of monitoring the bins, 
focusing on the fullest bins.

Then challenge them to find a solution for eliminating, 
reducing or reusing this waste.

Possibly the simplest solu-
tion is to ask the people on the 
warehouse floor. These folks are  
handling waste and dealing with 
the effects of waste every day. 

Start by asking them how 
and where waste is generated. Not only will you identify 
waste and possible solutions to your problem, you will 
empower your people to think more like owners. 

Provide incentives for this kind of problem-solving, and 
you might just be surprised by the results. – Joanna 
Brumsey, CPA, Wall, Einhorn & Chernitzer, P.C., a member 
of CPAmerica International

Reducing waste continued from front

Consider the location of the 
various raw materials and 

finished goods. Is it time to 
shift these items to improve 
the material flow?

The technical information in this newsletter is necessarily brief. No final conclusion on these topics should be drawn without  
further review and consultation. Please be advised that, based on current IRS rules and standards, the information contained herein is 
not intended to be used, nor can it be used, for the avoidance of any tax penalty assessed by the IRS.      © 2014 CPAmerica International
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About Wall, Einhorn & Chernitzer, P.C.

Wall, Einhorn & Chernitzer, P.C. (WEC) offers a local touch with regional scope and national resources. Serving clients since 1989, 
we are today the largest public accounting firm headquartered in Norfolk, Virginia and the second largest in the Hampton Roads 
region.  Our team is comprised of professionals who are committed to a common vision as a high performance firm and a  
common goal to provide our clients with exceptional service.

WEC is an independently owned and operated member firm of CPAmerica International, one of the largest associations of CPA 
firms in the United States. Through our affiliation, we have instant access to the expertise and resources of more than 2,500  
professionals across America. WEC clients benefit from the resources, experience and professional knowledge base of a national 
firm while still receiving the personalized service and attention that only a locally-owned, independent accounting firm can offer.

In addition to our Assurance and Tax services, WEC provides a range of Business Advisory services and solutions strategically 
customized to fit our clients’ unique and individual needs.  These services include Estate Planning, Entrepreneurial Services, 
Restructuring and Turnaround, Wealth Management, Business Valuation, Litigation and Dispute Consulting, Virtual Office 
Services, and Exit Planning.  

The expertise of our CPAs and Advisors spans a range of business sectors. Our specialized industry niches include: Real Estate, 
Retail, Franchise, Construction, Government Contracting, Manufacturing & Wholesale Distribution, Technology and  
Not-for-Profit.

We are honored that WEC has been named as one of the “Best Places to Work in Virginia” in 2012 and 2013 by Virginia Business 
magazine, one of the “Top 25 Best Places to Work in Hampton Roads” by Inside Business, named to their “Hall of Fame” in 2010, 
and listed among the “Best Firms to Work For” by Accounting Today.  

For more information, please visit us online at www.wec-cpa.com. 

http://www.wec-cpa.com/media/news-releases/2011/1129-wec-named-best-places-to-work.aspx

