ECONOMIC CASE FOR QUALITY

People Equity:
The Hidden Driver
Of Quality

by JT Kostman and William A. Schiemann

wo companies decide to increase their
I focus on quality. They are in the same
industry, have access to the same resources
and employ exactly the same quality principles
and techniques. Yet while the efforts of one prove a
complete waste of time, money and effort, the
other goes on to set new standards in quality—and
ultimately comes to dominate its market. Why?
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e A survey of ASQ members and QP readers shows

organizations that manage people and processes

better dramatically outperform the competition.

¢ Organizations with employees aligned to business

This was the question we started with when
strategy, the ability to deliver customer value and Quality Progress and Metrus Group, a research
and consulting firm specializing in strategic mea-
surement and performance excellence, invited
ing quality principles and techniques. ASQ members and customers and QP readers to

participate in a survey assessing the impact and

strong engagement are most successful in apply-
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effectiveness of quality principles, practices and
techniques. The purpose of our research was to dis-
cover:

@D |ndustry Representation

. Ten most represented industries Number of respondents
* Whether some quality processes and tech- g i’
niques are inherently more effective than oth- Manufacturing and industrial products 540
ers. Transportation and automotive 115
R . .
What role, if any, lea.dershlp and culture play Professional services/consulting 13
in the quest for quality.
* Most important, what factors most significant- Aerospace 94
ly contribute to the success of quality initia- Healthcare 83
tives and to superior financial performance. .
. . Pharmaceuticals 82
The survey questionnaire was sent to more than
50,000 ASQ members and customers and QP read- Government 66
ers. The 2,041 who responded represented more Telecommunications 54
than 30 industries, from aerospace to utilities. : -
. . . .. L. Education and training 50
Participating organizations ranged in size from
very small to very large, with an average organi- Computer 46

zation having about 16,000 employees. The indus-
try representation and job titles of respondents are
shown in Tables 1 and 2.

Position in Organization

Respondents’ position Number of respondents
" in organization

Calculating the ;
C O St Of Tu r n Ove r- Senior executive/manager 385
Middle manager 566
The cost of employee turnover can be staggering. Frontline managersupervisor 22
According to the U.S. Department of Labor, the Individual contributor 462
Other 281

average employee earns $36,210 annually.” At a
replacement cost of 41% of annual salary, this

amounts to $14,846 for replacing just one frontline
We asked a series of questions covering the fol-
lowing areas:
* Which quality principles and techniques
respondents were using.

manufacturing employee.
For the manufacturing firms responding to our
survey, which averaged 11,526 employees each,

reducing turnover from 17.8% to 6.8% would net an
annual savings of $18.8 million annually—and that
is if turnover was restricted exclusively to frontline
employees. If a proportional number of middle
managers also had to be replaced, those costs
would soar to an astounding $40 million annually.
REFERENCE

1. “Occupational Employment Statistics,” Bureau of Labor
Statistics, www.bls.gov/oes/current/oessrci.htm.
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¢ How effective they considered each of those

principles and techniques.

¢ To what extent their leadership and workforce

were committed to quality.

¢ How they managed the people in their organi-

zations.

In addition to asking respondents what they were
doing, we also asked them how well they were
doing: whether their organizations ranked in the
top, middle or bottom one-third of their industries
in the application of quality principles and how they



ranked on financial performance. They @ZETE) Quality Principles and Techniques Used
were also asked about their management
of costs and employee turnover.'

Most common Percentage Most effective Percentage
- - using using
Effectiveness of Quality
Techniques Continuous improvement 93% Continuous improvement 93%

Respondents told us the most commonly Project management 91% Customer satisfaction/loyalty ~ 91%
}Jsed quality.principlles and techniques Customer satisfaction/loyalty ~ 91% Project management 91%
include continuous improvement, cus- : . : .
tomer satisfaction/loyalty measurements Root cause analysis 89% Root cause analysis 89%
and project management. The quality prin- Performance metrics 88% Performance metrics 88%
ciples and techniques judged most effective Voice of the customer 84% Voice of the customer 84%
included ISO 9000, ISO 14000 and voice of . . . .
the customer. Nearly all of the most com- s sl s S s sl S
monly used techniques were also consid- Cause and effect analysis 82% Process mapping 82%
ered highly effective, as shown ir? Table 3'2. Process mapping 82% IS0 9000 (or related sector 71%

We also asked participants which organi- specific standards)

ional perf h -
zat1.0na per Or.mance areas t €y were mea Cost of quality/poor quality 81% ISO 14000 35%
suring and which they considered most
valuable in guiding their business decision
making. Not surprisingly, financial per-
formance was reported both the most
commonly used and most valuable orga- Organizational Performance Areas Measured
nizational performance area measured.

Nearly al.l our respondents.(94°/ °? said Organizational Percentage of Consider valuable in guiding
their organization measures financial per- performance areas respondents measuring business decision making
f 9 h 1

O?mance, and 98% of those.w 0 emp (_)y Financial performance 94% 98%
this measurement consider it valuable in
guiding the organization’s business deci- Customer satisfaction/loyalty 85% 97%
sion maklng Interestingly, some of the Quahty products or services 85% 94%
1
less com.ngon y measu?ed areas, such as Operational eficiency o o
adaptability, proved highly valuable as
well (see Table 4). Quality of customer service 75% 90%
Supplier performance 72% 869
What Separates the Best - -
From the Rest? Environment/community impact 54% 88%

The survey findings make it clear the Innovation 50% 83%

success of quality initiatives is unrelated Adaptability 31% 89%

to specific techniques or measures.

According to respondents, the organiza-

tions that receive the highest marks for successful
implementation of quality initiatives are those that
have the support of top leadership, possess a quali-
ty culture and do a good job of managing their
people effectively.

Organizations spanned the continuum in each of
these three areas. While some had the full support of
senior leadership, others seemed to be fighting a con-
stant uphill battle. Similarly, only 30% of respondents

said their organization had created a quality culture
in which all or nearly all employees had quality
responsibilities.

When we compared organizations with top lead-
ership support and quality culture with others, we
found dramatic differences in the likelihood of their
success in implementing quality initiatives.

The message is simple: If an organization is seri-
ous about quality, its efforts cannot be confined to a
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few people with formal quality responsibilities. For
quality initiatives to succeed, they have to become
a part of the organizational DNA.

As dramatic as the differences were in the success
of organizations that had senior leadership support
and in which quality had been inculcated into the
corporate culture, the biggest differences we saw by
far were in the effectiveness with which organiza-
tions managed employees—their people equity.

The Power of People Equity

Over the past few years there has been considerable
research showing the relationship between employee
engagement and organizational performance.
Engaged employees—those more highly connected
and committed to their organization—dramatically
outperform their peers on numerous measures,
including their attention to quality and service.

The findings from this survey confirm employee
engagement does indeed contribute to the success-
ful implementation of quality initiatives but is only
one part of a bigger picture. Those organizations
that also focused on developing the capabilities of
individual employees and creating a higher degree
of alignment with organizational strategies and pri-
orities dramatically outperformed the competition.
These three factors in combination—alignment,
capabilities and engagement (ACE)—gave organi-
zations a distinct advantage.

While just slightly more than half the respon-
dents reported their organization does an effective
job managing its people equity, those that did so

William Schiemann and JT Kostman will
include discussion of the findings in this arti-
cle during a general session, “People Equity
Model for Managing Three Key Factors—

Alignment, Capabilities and Engagement,”
on May 17 at ASQ’s World Conference on

Quality and Improvement in Seattle.

@ Success Indicators

Likelihood of success in the application of quality
principles and techniques

1SO 9000 (or related
sector specific standards)
Continuous improvement
Performance metrics
Voice of the customer 84%
Customer satisfaction/ 83%
loyalty measurements

Project management 81%

=T
i
=T

0% 20% 40% 60% 80%

Root cause analysis

Plan-do-check-act 78%

Cause and effect analysis 78%

Process mapping 78%

[0 Organizations scoring high in people equity
[l Organizations scoring low in people equity

dramatically outperformed others in both the appli-
cation of quality principles and ability to achieve
superior financial performance.

Organizations scoring in the upper 25% on peo-
ple equity (as measured by ACE) were considerably
more effective in implementing any and all quality
principles and techniques, as shown in Figure 1.

These organizations with high people equity
were considerably more likely to be industry lead-
ers in both the application of quality initiatives and
financial performance. They showed a 72% proba-
bility of being industry leaders in quality and a 68%
probability of leading their industries in financial
performance. Figures 2 and 3 show this correlation.

Organizations that met all three of the most criti-
cal criteria—top leadership support, development of
a quality culture and a high level of people equity—
dramatically outperformed others with respect to:

* Successful application of quality initiatives.

(continued on p.41)



(continued from p. 40)

GLEE) Quality Performance

71%

43%
18%
4%

Industry leaders Industry laggards

[ High people equity
[ Low people equity

e Likelihood of employees incorporating quality
principles and tools into decision making.

¢ Managing resources and business processes in
a cost effective manner.

¢ Eliminating activities inconsistent with the
organization’s strategic direction.

¢ Increasing the likelihood of customer referrals.

e Identifying, analyzing and closing perfor-
mance gaps.

¢ Developing better reputations in their com-
munities.

Controlling Turnover

In addition to the considerable influence more
effective management of people equity had on
each of these areas, it also proved to significantly
impact the rate of employee turnover.

The costs of employee turnover are potentially stag-
gering. The Corporate Leadership Council approxi-
mates the cost of replacing a frontline manufacturing
employee to be 41% of annual salary and the cost of
replacing a middle manager to be approximately
240% of annual salary.’ Figures similar to these have
been reported by the U.S. Department of Labor and a
host of research studies.’ These often unexamined
costs have proven the difference between financial
viability and ruin for more than one organization.

A recent front-page story in the of the Wall Street
Journal discussed Domino’s Pizza’s focus on turnover
reduction as being a key to its long-term strategy.®
Consistent with the numbers in the preceding para-
graph, Domino’s CEO David Brandon approximates
the cost of replacing an hourly store worker to be
approximately $2,500 and the cost of replacing a
store manager to be about $20,000.

m Financial Performance

65%

37%
22%

=

Industry laggard

Industry leaders

[ High people equity
[ Low people equity

Brandon credits Domino’s reduction of employee
turnover from 158% to 107% over the past six years
as having been a major factor in the organization’s
success. With so much at stake, it is obvious why
even small reductions in the amount of undesirable
turnover can have a tremendous financial impact.

Rates of employee turnover ranged widely among
our survey respondents’ organizations: from near
zero to 200%. The average rate of turnover across all
organizations was 11.8%. Manufacturers—the
largest group represented by survey participants—
reported similar turnover rates, ranging from 1% to
200%, with an average rate of turnover of 12.7%.

When we examined the factors that contributed
to turnover, we found organizations that did a bet-
ter job of managing people equity or ACE of their
workforce were considerably more effective at man-
aging employee turnover. Organizations scoring in
the upper 25% on people equity had an average
turnover rate of only 7.7%, compared with the bot-
tom 25% people equity organizations, which had an
average turnover rate of 16.7%.

People Plus Process—
A Winning Combination

We measured four areas using a return on people
equity calculation® to come up with a quality index
for organizations represented in the survey:

® The extent to which employees incorporated

quality principles and tools into their daily
decision making.

¢ The effectiveness with which organizations’

employees were trained and provided
quality related skills.

¢ The effectiveness with which the organization
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recognized and rewarded people for applying
quality principles.

e The extent to which top leadership embraced

quality principles.

Organizations that scored high on both people
equity and the quality index outperformed others
on all significant measures: employee retention,
quality results and financial performance (see Table
5). They had turnover rates of only 7.6% and had a
73% likelihood of being among the top one-third in
their industry in the application of quality princi-
ples and a 60% probability of being in the top one-
third in their industry in financial performance.

By comparison, organizations that were low in
both the quality index and people equity averaged a
17.6% turnover rate and showed only a 12% probabil-
ity of being in the top one-third in the application of
quality principles and 32% probability of being in the
top one-third with respect to financial performance.

Keys to Success

Organizations that become industry leaders in
both quality and financial performance not only
use best in class tools and processes but have also
learned to move beyond them to address the peo-
ple side of the equation.

Gaining top leadership support, developing qual-
ity minded cultures and more effectively managing
the hidden driver of quality—people equity—are
the critical differences between success and failure
when it comes to implementing quality initiatives.

JT KOSTMAN is a senior consultant and research director
with the Metrus Group, an organizational research and
management consulting firm in Somerville, NJ. He special-
izes in developing, implementing and measuring human
resource strategies to enhance productivity and quality.
Kostman earned a doctorate in industrial and organiza-
tional psychology from City University of New York.

WILLIAM A. SCHIEMANN is the CEO and founder of the
Metrus Group, an organizational research and manage-
ment consulting firm that specializes in strategic transfor-
mation and performance excellence. He earned a doctorate
in social psychology from the University of Illinois, Cham-
pagne-Urbana, and is co-author of Bullseye! Hitting Your
Strategic Targets Through High Impact Measure-
ments (Free Press, 1999).
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@I |mportant Measurements

Quality index

Notes:

High Low
Turnover: 7.6% Turnover: 6.8%
Quality: 73%

Financial: 60%

Quality: 31%

Financial: 39%
Turnover: 9.8% Turnover: 17.6%
Quality: 57% Quality: 12%

Financial: 43% Financial: 32%

Turnover: rate of employee turnover.
Quality: likelihood of being in the top one-third in quality performance.
Financial: likelihood of being in the top one-third in financial performance.
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1. Previous research by Metrus Group has shown these
self-ratings to be accurate representations of actual organiza-
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2. More detailed survey findings, including a complete
rank-order list of quality principles and techniques by fre-
quency of use and effectiveness, is available by contacting
the Metrus Group at info@metrus.com.

3. Corporate Leadership Council, www.
corporateleadershipcouncil.com.

4. “Cost of Turnover Worksheet,” Department of Labor,
www.dol.gov/cfcti/turnover.htm.

5. Erin White, “To Keep Employees, Domino’s Decides It’s
Not All About Pay,” Wall Street Journal, Feb. 17, 2005.

6. You can calculate the return on people equity (ROPE)
in your own organization by going to the Metrus Group,
www.metrus.com/roi. The ROPE calculator is being made
available to Quality Progress readers at no cost through July
2005.

Please

If you would like to comment on this article,
please post your remarks on the Quality Prog-
ress Discussion Board at www.asqg.org, or
e-mail them to editor@asq.org.



