Internal Service and
People Equity:

Driving Business Performance*

Survey says talent management and
internal service are more

important than ever

In 50 Words or Less

e People equity, a framework to
measure an d manage human
capital, plays an important part
in business performance.

e Arecent survey explored
whether that relationship was

strained-by the recent by Jerry H. Seibert and
economic downturn.
William A. Schiemann

companies that kept the focus
on their employees
outperformed those that
didn’t.

* Published as “Power to the People” in Quality Progress, April 2010.
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THE RECESS'ON HAS affected com-

panies on every level. Many have been changed in
fundamental ways, and some have not survived. The

economic environment is so profoundly differ-

ent from the beginning of this millennium, it o -

begs the question of whether organizations’ ‘
primary relationships have changed, :
including those with customers and Q
their employees. It even calls into ..
question the relevance of factors

such as commitment to quality and ’
internal service.

In past research conducted with
QP, Metrus Group, a research and con-
sulting firm specializing in strategic mea-
surement and performance excellence,
has documented a strong relationship
between internal customer service, peo-
ple equity (see sidebar, “What is people
equity?” p. 26) and business performance,
including financial outcomes, quality and
customer satisfaction.!?

But does this strong relationship
continue to hold during times of economic
dislocation, when corporate survival may be
on the line?
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This is the central question we addressed in a re-
cent survey. We also explored the impact of various
anti-recession strategies companies adopt involving
the people-equity factors of alignment, capabilities and
engagement (ACE). Finally, we examined the effect of
those strategies on internal customer service and iden-
tified techniques that have been effective at closing in-

ternal service gaps.

About the survey

ASQ members, customers and a sample provided by
Metrus Group were surveyed in October 2009. A total
of 2,147 people responded. Almost half (48%) of the
participants were managers or executives represent-
ing companies from a wide range of industries. A sum-
mary of the most frequently represented industries
and a breakdown by organizational size is provided in
Table 1.

We asked participating companies:

e How organizational performance changed during
the past two years.

e What tactics the company used in response to the
recession.

¢ The level of workforce alignment, capabilities

and engagement, as well as the focus on business

results and quality.
¢ Internal customer service levels for key functions.
e Techniques used to close internal service gaps.

We also asked how the companies were currently
performing in the areas of financial results, productiv-
ity, customer satisfaction and quality relative to their
industry.

WHAT IS PEOPLE EQUITY?

It is a framework to measure and manage human capital. People equity

consists of three core elements:

¢ Alignment is the extent to which employees are connected to the
business strategy. It includes employees’ alignment with the strat-
egy, customers and the brand, as well as clarity and connection of

individual, departmental and organization goals.

Capabilities refer to the extent to which the organization effec-
tively deploys talent, information and resources to meet customer
requirements and execute the strategy.

Engagement goes beyond employee satisfaction and includes com-
mitment, advocacy on behalf of the organization and discretionary
effort. —JLH., W.S.
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Executive
summary / 1aBLe1

Most frequently represented Number of

industries respondents

Manufacturing and industrial 583

products

Professional services 247

Pharmaceutical, biotech and 148

medical devices

Aerospace 105

High tech 92

Healthcare services 90

Government 60

Transportation and automotive 54

Defense 50

Others 718

Total 2,147

Number of employees Number of
respondents

100 or fewer 377

101-500 375

501-5,000 437

More than 5,000 385

Not reported 573

Total 2,147

Our first goal was to test whether the strong positive
relationships previously observed between people eq-
uity (as measured by ACE) and business performance,
people equity and internal customer service, and inter-
nal customer service and business performance held
in a downturn.

In our previous research, we found that companies
with more engaged employees outperformed those with
lower engagement levels.? This is in keeping with other
studies on the subject. But we also found that engage-
ment alone is not enough.* Even if employees feel highly
connected and committed to the organization, optimal
performance is not achieved unless there is also align-
ment with company strategy and values, as well as suf-
ficient capabilities to meet customer requirements.

The current survey results demonstrate that even
in challenging economic times, high levels of people
equity are associated with better performance, as illus-
trated in Figure 1. Organizations in the top quartile of



people equity are much more likely to be industry lead-
ers (defined as being in the top third of the industry)
on key metrics, such as financial outcomes, customer
satisfaction, productivity and quality. While most com-
panies with high people-equity are industry leaders,
only about a third of companies with low people equity
achieve that status.

In a 2006 study, we reported that internal customer
service levels were also strongly influenced by ACE.?
At that time, we found an average difference of almost
40 percentage points between internal customer ser-
vice levels in high versus low people-equity compa-
nies. As dramatic as that difference was, it appears
that during this stressful economic period, the differ-
ences are even more extreme. In Figure 2, we compare
the internal customer service ratings of various depart-
ments for high and low people-equity businesses. The
average difference in 2009 is a significant 56 percent-
age points.

The third relationship we wanted to test was the
pattern of better business performance among com-
panies with outstanding levels of internal service.
Because people equity showed a strong correlation to
business performance and is an extremely strong pre-
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dictor of internal customer service levels (see Figure
2), it seems a given that internal customer service and
business performance are also linked.

Indeed, that was the case: Top quartile internal

customer service companies are about twice as likely
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as low internal customer
service companies to be in-
dustry leaders on the key
metrics of financial results,
productivity, customer satis-
faction and quality.

With strong support for
the robustness of the relation-
ship between people equity
and business performance,
we examined the effect of the
recession on people equity.
Or, to be more precise, we ex-
amined the effect of tactical
responses to the recession on

people equity.

Recession-fighting actions’ affect

on people equity / ricures

Laid off staff

Alignment Capabilities Engagement

N2

N2

v

Mandatory budget cuts

Hiring freeze

Reduced pay

Frozen pay (no increases)

Reduced benefits

Mandatory furlough

Identified process changes to
reduce costs

2| XX |[X[X]|&<|<

Reduced services to customers

&

Reduced services internally,

€| € 2 | X | X |X|[X]|&|<

€ €| > x|e|e|e|ele

between departments

Smaller vs. smarter X No impact

1\ Moderate impact

AWV Strong impact

Belt tightening is the reces-

sion tactic of choice for

most companies. Smaller is better, the current mantra
goes, which leads to reductions in staff, budgets and
services. An alternative to cutting back is to invest
more in improving and streamlining processes. We
wondered if choosing this approach—getting smarter,
not just smaller—made a difference in ACE levels
within companies. To put it another way, is there a
people equity benefit from using the tools of process
improvement and cost reduction as part of a recession
survival strategy?

Common wisdom says the steps companies typi-
cally take to manage an economic downturn have an
across-the-board negative impact on ACE levels. But
we found there is a difference between the various re-
cession tactics companies use and the impact of those
actions on people equity factors. Figure 3 summarizes
the results of regression models examining the impact
of 10 different tactics on each people equity factor, in-
cluding the following:

1. Reducing resources: Tactics such as layoffs,
budget cuts and hiring freezes uniformly had a nega-
tive impact on ACE levels. These actions, which in-
clude the most severe responses to the recession, can
leave employees feeling like they need to carry a heavi-
er load with no additional recognition. With fewer re-
sources, capabilities decline. The perceived inequity of
these tactics weakens engagement.

Cutting back also can lead to a value disconnect
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between employees and their company, thereby under-
mining alignment. Employees find it difficult to be in
sync with the strategic direction of the company when
those around them are losing their jobs.

2. Compensation cuts: In an interesting contrast,
the effects of compensation-oriented tactics were very
different. Pay cuts, pay freezes and benefit reductions
had anegative impact on employee engagement, which
should come as no surprise. But compensation cuts did
not have a significant impact on alignment or capabili-
ties. It is possible these actions, while not welcomed,
are more likely to be viewed as rational and accept-
able—sharing the pain through lower profits for the
company and lower rewards for staff. Thus, alignment
may be maintained, and with resources preserved in
the organization, capabilities remain largely intact.

We examined one other tactic for reducing labor
costs: mandatory furloughs, which are typically used
to cut pay by reducing total work hours. Like the other
techniques, use of furloughs had no impact on align-
ment and capabilities. But they also had no impact on
engagement. Perhaps that is because, unlike the other
actions, a furlough may be viewed as somewhat more
equitable—you don'’t get paid, but you're also not re-
quired to work during the furlough.

3. Service suffers: The greatest negative impact
did not come from eliminating resources or reducing

compensation. Surprisingly, the most powerful negative



effects occurred when companies chose to reduce ser-
vice levels to customers and when they made changes
that reduced services internally between departments.

Reducing services to customers had a strong nega-
tive impact on alignment and engagement. It would
seem employees see a disconnect between oft-repeated
strategies and mission statements that emphasize cus-
tomer service, and actions that may damage customer
relationships, if not harm the customers themselves.

It’'s no shock that aspects of engagement, such as
advocacy and discretionary effort, might also decline
in that situation. A lesser effect was observed for capa-
bilities, which may mean employees realize the capa-
bilities for good service remain in place; they are just
being underused.

When companies reduced services between de-
partments, there was a strong impact on all three
people-equity factors. Logically, changes that imperil
a department’s ability to service other internal groups
would lead to lower perceptions of capabilities. After
all, points of failure within the organization can rea-
sonably be expected to ultimately lead to failures with
customers. Employees may feel less certain they are
on the same strategic page as senior leadership, thus
lessening alignment.

The strong impact on engagement is a little more
puzzling. Perhaps it is a reaction to being placed in a
situation where you're prevented from doing the best
work possible, resulting in a certain degree of cognitive
dissonance. Or perhaps it flows from frustration with
a lack of support from other parts of the organization.

Each of the previously mentioned tactics for man-
aging through an economic downturn can be consid-
ered reductive, if not destructive, in their fundamental
nature. Leaders may choose to think of them as prun-
ing now for future growth, but that does not change
the fact that pruning has serious repercussions for em-
ployees and the customers they serve.

One tactic had a positive impact on people equity:
identifying process changes to reduce costs. Companies
that used this tactic reported a strong positive impact on
alignment and engagement, and a moderate positive im-
pact on capabilities. This tactic likely maintains consis-
tency with prerecession goals. Therefore, looking within
the organization to collaboratively make improvements
and reduce costs actually increases alignment.

For employees, it represents the company choosing

surgery over amputation. Not surprisingly, this path
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can actually lead to higher levels of engagement. Em-
ployees are highly attuned to organizational behavior
that values people and recognizes their ability to help
a company prevail in challenging times. There is a les-
son here for every organization facing a difficult future.

The recession-service connection

In a study of internal customer service conducted in
2007, we reported that average service levels improved
compared to a similar study in 1993.° In a recession,
however, we expected lower levels of internal custom-
er service. Surely, the effects of cutting back on people
equity outlined in Figure 3 hold equally true for inter-
nal customer service.

In fact, the 10 recession-fighting tactics had similar
effects on internal service. Service reductions between
departments had the greatest negative impact, as you
may expect. Cost-oriented process improvement had a
moderate positive effect, while other tactics had mod-
est negative effects. Yet, on average, internal customer
service levels have continued to improve, even through
the recession. The typical department had a seven per-
centage point increase in favorable ratings compared
to the 2007 results.

But this unexpected finding is somewhat mislead-
ing. Companies that are doing well despite the re-
cession—their performance on key metrics has im-
proved during the last two years—account for all of
the increase in internal customer service ratings. In
companies where financial performance, productivity,
customer satisfaction or quality have deteriorated over
the last two years, internal customer service scores are
down by approximately 15 percentage points. There is
a gap of as much as 25% between the firms that are
struggling and those that are successfully navigating

the recession.

Closing the gaps

The finding that, for many companies, internal cus-
tomer service (as well as business performance) is
trending downward means there will be an increas-
ing number of internal service gaps. The needs and
requirements of internal customers are diverging from
the capabilities of internal service providers, but there
are a range of techniques that can be used for address-
ing such gaps. The final part of this study asked respon-
dents which techniques they have used and how effec-
tive each has been.
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Table 2 reveals that among 12 well-known tech-
niques, most are used for closing internal service gaps
by about one-third of companies. Two techniques
stand out as more widely applied: plan-do-check-act
and process management were used by at least half of
the companies. They were also more likely to be effec-
tive compared to other techniques.

Customer value mapping, while one of the less fre-
quently used techniques, was also among the most ef-
fective. Some—such as balanced scorecard, work out
and theory of constraints—were rated as effective by
less than half of those who applied them.

This data may help guide companies that are begin-
ning to experience problems related to internal service
gaps. An awareness of which techniques have been
effective in other companies could accelerate service
improvement efforts and help companies avoid wast-
ing effort on approaches that are less likely to succeed.

The criticality of people

Our survey results demonstrate the importance of
workforce alignment, capabilities and engagement on
organizational performance and business results, inde-
pendent of the vagaries of economic fluctuation. The
relationship between people-equity factors and busi-
ness outcomes remains strong, as does the connection
to internal service levels.

These relationships take on more importance when
you consider the impact of various tactics used in re-
sponse to an economic downturn. Staff, budget and
salary reductions all have detrimental effects, although
not always in the same way. The riskiest strategies in-
volve reducing service levels to customers or making
changes that reduce internal service levels. Those tac-
tics had the greatest negative impact on ACE levels.

Companies that take this route risk double jeop-
ardy: Lower ACE scores lead to lower internal and ex-
ternal customer service, both of which are drivers of
business results. Companies will be better served by
focusing on process improvement and closing internal
service gaps. The only recession tactic that had a posi-
tive impact on ACE was a strategy of process improve-
ment, with a focus on reducing costs.

Internal service includes many processes amenable to
this approach, and our data highlight several techniques
that have been reported as effective at a wide range of
companies. To maintain the highest levels of perfor-

mance, leaders must manage more than the bottom line;
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Techniques for
closing internal
service gaps / sLE2

Technique Percentage Percentage

using rating effective
or very effective

Plan-do-check-act | 50% 67%

Process 57% 66%

management

Customer value 32% 62%

mapping

Lean/lean office 36% 60%

Lean Six Sigma 34% 58%

Benchmarking 40% 58%

Six Sigma 33% 57%

Process value 27% 56%

analysis

Business process | 30% 54%

reengineering

Balanced 28% 49%

scorecard

Work out 29% 48%

Theory of 22% 44%

constraints

there must be a focus on the organization’s people equi-
ty and a commitment to internal customer service.

© 2010 Metrus Group Inc.
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