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The Transforming CEO

Michael is the young, visionary CEO of a software company that builds the systems used by the major banks. He came up through the ranks of software engineering and support and knows the operations inside out. Michael also knows that the success of his company depends on the commitment, the conscientiousness and the creativity of his staff. He is committed to empowering his people and helping them work together as a truly great team.

Why has he just sacked his three most senior executives in the human resource management function and reduced the HR Department by half?

Lasting transformations of a business can only be achieved when the fundamental HR architecture supports and continuously enhances the transformation. This is more than alignment – this is synergy.

Michael’s HR Department was like a millstone around the company’s neck – dragging it down into mediocrity. When Michael first gained the top job, he reorganised the company into a team structure with clear accountabilities. The teams were clearly responsible for producing new software outcomes or supporting important clients. He made inspirational speeches about what it meant to work as a team based on his vision forged by years of experience in being a team player. 

……..But the HR Department continued to reinforce the status quo by setting personal performance objectives, rewarding people for their ‘level’ rather than the team’s achievement and restricting the power of the less experienced team leaders. Sure, lip service was paid to being a ‘team culture’, but every fundamental part of the HR policies and practices reminded people that they were individuals, not teams, and that they had to be controlled or grave consequences to the company could result.

Was the HR Department crazy or just incompetent?

Two years ago, Michael brought in a very experienced and expensive team of consultants to manage the change to a truly team-based company. The consultants developed the team leaders, designed training programs for all staff and redesigned and re-engineered the HR policies and practices to support a team environment. They helped to recruit a new head of HR who was more go-getting and sympathetic to Michael’s vision.

Within 18 months, the policies and practices were still in place, but the HR Department were falling back on old methods. The ways they influenced the company, the advice they gave to managers and the services they provided for employees were inconsistent with the empowered, creative team approach required to execute Michael’s vision. The HR people fell back into regulation, control and reducing power to protect risks.

The talented software developers and support staff in the company felt confused 

and less motivated. They also questioned Michael’s leadership. His rhetoric was about change and empowerment and teams, but it felt like a corporate jungle. Voluntary turnover started to rise, especially for the most talented and marketable. Michael had no choice but to remove the ‘barrier’ from his company and get on with business. Michael knew that many management gurus have argued that successful companies do not need a Personnel Department. The team leaders could now get on with managing their teams without any interference or disempowerment.

Of course, within the six months following the axe falling on the HR Department, it is likely that Michael will be faced with rising costs and a stalled program of transforming the company. The younger, less experienced team leaders will start to make poor and expensive decisions related to people management. They will have neither a framework nor experience to fall back on and they will hire the wrong people often, pay them too much and reward effort, not outcomes. They may also neglect the development of their team members’ skills to meet future needs, forcing them to fire good, motivated people with the wrong skills and hire more expensive ones.

The more experienced managers, on the other hand, will behave quite differently. In the absence of effective guidance from the HR Department, they will fall back on the people management techniques they learnt in other, more traditional companies. These techniques may not be appropriate for this company and may stall Michael’s reform agenda, but at least they lower the risk of getting the management of people badly wrong and blowing out the costs.

Michael will see the mismatch between the two groups of team leaders grow every week. The tension will be palpable and Michael will feel that even though his vision and strategy are sound, it is not being executed correctly. The company is out of control, but not with the creative anarchy he had hoped for. He will probably start to think about hiring another HR executive. Maybe this time……

Transformational HR Outsourcing companies provide CEOs like Michael with an alternative approach - Outsource the HR function to an expert provider who can make sure that the fundamental HR architecture not only matches and supports their vision, but transforms the company consistently over years of growth to create a competitive advantage.

This Paper

This paper examines the rise of the Professional Employee Organisations (PEOs) and the application of outsourcing theory to the HR function over the last decade and concludes that Transformational HR Outsourcing will quickly become the dominant model for providing HR services on a commercial basis.

The Changing Face of HR Outsourcing

As computers became more readily available in the second half of the twentieth century, many companies found that the processing involved in calculating their employees’ pay each fortnight or month could be provided at a fraction of the cost by specialist Payroll Bureaus. The Payroll Bureaus could afford to invest in the technology to computerise the payslips and develop the special services to deliver cash to employees. This is the beginnings of the outsourcing of part of the HR function and paying people is a critical and essential part of the function. Companies such as ADP have built a global corporation around this need for payroll processing.

Over the last few decades, other aspects of the HR function have enjoyed considerable success as outsourced functions to specialist providers. In the United States, complex legislative requirements for employee benefit management have often led to the provision of this service by external specialist providers. However, it is in the day to day processes of HR that outsourcing has enjoyed its greatest success. Few HR Departments would attempt to provide all the training required by a company. Specialist trainers with specialist knowledge 

are brought in to provide high quality training and this is not just in technical areas. Similarly, the global rise of Recruitment Agencies indicates another area of the HR function where an external provider may be more effective in achieving the objectives of the resourcing function than the in-house HR department. Typically, recruitment agencies have access to a wider, more up to date and better managed candidate base than any company on its own. Companies such as Manpower and Adecco are global giants in this area.

HR Outsourcing is not new. It is only now beginning to be seen as ‘Outsourcing’ in parallel with the growth of Business Process Outsourcing as a model for business improvement. In the early development of this model, business processes can be more efficiently provided by specialised external providers who are engaged by a group of clients and can achieve economies of scale. As the business theorists turned their attention to the corporate support functions, inevitably, the HR function came under the microscope. High volume transactions in the HR function, of which there are few, were examined and specialist providers for these transactions grew to meet a new global market.

In February of 2002, Peter Drucker, one of the world’s leading management thinkers, turned his attention to HR Outsourcing. He pointed out that the Professional Employee Organisation was the fastest growing business service in the 1990s. The industry is expected to grow by 30% a year and by about 2005, PEOs are expected to be coemployers of about 10 million workers in the United States alone. In 2001, Manpower coemploys an estimated 2.1 million workers worldwide on behalf of other companies, making it one of the largest employers in history.

Drucker argues that the rise of PEOs to manage the relationship with employees is due to two factors:

· One is the growing burden of rules and regulations for employers. According to the United States Small Business Administration 

(SBA), the annual cost of government regulations, government required paperwork and tax compliance for U.S. businesses employing fewer than 500 employees was somewhere around US$5,000 per employee in 1995. Aggregating the management of these compliance issues across a larger workforce using specialist external providers can cut this cost by an estimated 40%, according to the SBA.

· The second is the nature of knowledge work and the fact that knowledge workers are extraordinarily specialised. There is little opportunity for a specialised knowledge worker (including HR specialists) to advance their careers within a small specialised team in a company. However, as a coemployee of a larger PEO, the opportunities to progress to greater responsibilities or a role as a specialist are more frequent.

Drucker warns however that although employee relations can and should be outsourced, this can only be effective if the managers make use of this spare time to work closely with their PEO counterparts on the professional development, motivation, satisfaction and productivity of the knowledge workers on whose performance their own results depend.

Exult

In 1998, an emerging giant of the outsourced employee relations industry, Exult, was founded. Focused on providing efficient HR transactions and managing the employee relations burden for the largest transnational corporations, Exult signed contracts worth billions of dollars in its first four years. Large back-office processing centres in the United States and Scotland provided the shared service centre efficiencies to reduce clients’ costs and a ‘pure-play’ focus on employee service’s allows the clients’ managers to spend more time on managing people rather than complying with regulations.

Another aspect of Exult’s success is the innovative financing arrangements. For major clients, Exult is able to absorb the current HR processing staff (whole call centres at a time) and offer shareholding in Exult as a listed entity, in return for a long term, high value contract that the affects the market value of Exult. Effectively, this means that the client companies have found a way to capitalise their HR processing staff and deliver greater value to the shareholders. A win for all involved because the specialised knowledge workers are now part of a company that provides greater and wider career opportunities

Business Transformational Outsourcing

A new and exciting model of outsourcing to achieve business effectiveness has begun to capture the attention of CEOs. A paper by Linder, Jacobson, Breitfelder and Arnold (2001) argues that outsourcing has now moved into a new phase: Business Transformational Outsourcing. This stage is defined as

A program to transform the way a business works, enabled by outsourcing, to achieve a rapid, sustainable, step-change improvement in enterprise-level performance.

The paper examines a few successful examples of CEOs achieving transformational change by outsourcing critical and core processes to an external partner. They tend to be driven by the CEO with a bold strategic agenda. Often the risks are shared with the outsourcing partner.
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Figure 1 above is reproduced from the paper and provides a convenient summary of the comparison between the original, cost-focused Conventional Outsourcing and the business process reengineering focused Collaborative Outsourcing, with the new Transformational Outsourcing model.

The arguments made in the Institute for Strategic Change paper cited above appear sound and highlight the enhanced nature of many outsourcing partnerships in the twenty first century. If the tradition continues, this new model will be applied to the HR function and give rise to new companies that meet this need. However, the question remains whether, in particular, the Business Transformational Model is entirely applicable to the HR function. Most of the remaining sections of this paper will consider this question and suggest some modifications or amendments to the Transformational Model to match the unique contribution of the HR function to the success of an enterprise. First, however, a contemporary example of HR Outsourcing will be considered briefly to contribute to our understanding of the outsourced HR function.

Case Study: The Australian Department of Communications, IT and the Arts
In August 2001, the Australian Department of Communications, Information Technology and the Arts signed a contract with The Empower Group to provide a comprehensive range of HR services to the Department. Effectively, the traditional HR function was outsourced to an external provider.

The Empower Group provided the Department with a complete HR team to deliver services to employees, line managers and the senior executive. They also implemented a new HR information system and payroll system that would meet the needs of the Department and create efficiencies in the way that services are delivered.

The contract with the Department was innovative and included a detailed Service Level Agreement and ‘Scorecard’ approach to measuring outcomes.

Importantly, one of the reasons given by Departmental executives for entering into a full-service HR outsourcing contract was that it provided greater potential for, and greater access to, strategic HR expertise to 

meet the strategic direction of the Department. The contract included the provision of strategic HR expertise to ensure alignment with the strategic direction of the Department. This took the form not only of developing a strong understanding of the business needs of the Department, but also ensuring that best practice in people management from other organisations is identified and applied in the Department.

The contract also required The Empower Group to take responsibility for HR projects that delivered tangible benefits to the Department, advice to line managers on people management issues, training and development of staff, case management of issues, simple advice to employees and the more transactional employee services such as payroll or training administration.

Fundamentally, the Department entered into a strategic partnership with The Empower Group to reform the HR function over time, establish an effective HR architecture, produce a more skilled and motivated workforce and assist in meeting its strategic objectives.

A relatively small team of HR professionals from The Empower Group was located on-site or near the Department’s headquarters. However, this small team had access to international HR expertise, leading-edge thought and experienced senior consultants through The Empower Group’s resources and as part of Manpower Incorporated.

The HR team involved is also now part of a world-wide network and they receive the benefits and investments of being the core business of a major multi-national. Previously, the team would have been in the ‘staff’ or supporting function for other Departments or companies with limited career prospects inside the company.

Lessons from the Case Study

The HR outsourcing case study involving the Department of Communications, IT and the Arts highlights many of the issues raised earlier in this paper:

· Transforming CEOs are seeking to use HR outsourcing to produce fundamental outcomes in terms of enhanced workforce capability and execution of the strategy. Saving small transaction costs in the HR function is a lower priority, if it is a priority at all.

· Integrating the whole of the HR architecture; from strategy and projects through to advice to line managers, case management and employee services is most likely to produce predictable, long-term sustainable outcomes. No one part of the HR function stands alone in attracting and retaining staff or in increasing the skills and motivation of the workforce. For example, the specific recent focus on ‘retention strategies’ has quickly been recognised as involving all aspects of the traditional HR function.

· HR professionals are highly attracted to being part of an organisation whose core business is the delivery of HR services because they receive better training, enhanced knowledge sharing opportunities with colleagues world-wide and certainly enhanced career prospects in their chosen discipline. They are also attracted to delivering their services and expertise in a commercial environment. In this commercial environment, the client pays fees for the services and the services are more highly defined and linked to business outcomes. There are few if any in-house HR professionals whose relationship with their clients is well-defined and focused on business objectives.

· There are few transactional processes involved in the HR function. Almost all the ‘processing’ can be designed into the HR system. This type of processing involves the flow of information and the approval of requests by managers and is easily handled by the database, email, workflow and intranet applications in most HR systems. However, the vast majority of the HR function is not transactional. Even in 

areas such as payroll, a team of people is required to interpret the terms and conditions, make judgments and resolve errors and adjustments. Case management is more common than simple transactions and advice. This is also true in the other areas of the HR function. Our research on the nature of the HR function and its business processes indicates that over 80% of the core services of HR require highly skilled professionals to make decisions and add value. It is a mistake to conceive of the HR function as a mature system of rules and business processes that can be mechanized in some form. 

Michael’s Solution

Under this emerging model of HR Outsourcing, our visionary CEO would have access to a solution to his inability to maintain the business reforms he believes are necessary to create a great organisation. He could have formed a strategic partnership with a company like The Empower Group and outsourced his HR function.

This approach would have provided Michael with HR professionals who are capable of managing the change process and implementing the fundamental HR architecture to support the changes. However, unlike a good HR consulting firm, the outsourced provider has not only the capability but the commitment to drive the reforms in two key directions; one down to the practical level of day to day line manager support, training, recruitment and employee advice; and second, year after year of reinforcement, fine-tuning, adjustment and continuous improvement to support the changing strategies and market demands.

The Collins book “Good to Great” reinforces, among other key concepts, the notion of the ‘Flywheel’ and the importance of sustained momentum in achieving greatness. It is not the shorter-term change program that drives success; it is the commitment and will to continually strive for transformation over many years and at 

the day to day level of action that leads to greatness.

Managing knowledge workers in organisations is now so complex, so inter-related, so strategic that CEOs like Michael need an expert, strategic partner to execute their vision. A partner that not only knows what must be done but can take responsibility for implementing change over many years, consolidate the changes in all aspects of day to day work and share responsibility for the outcomes.

The Future of Human Resource Management

The changing nature of information technology systems over the last decade or so is one of the main drivers for transformational HR outsourcing. It is no longer necessary to deliver HR services on a face to face basis or for all HR professionals to be located on-site. The common technique of creating ‘shared service centres’ in corporate functions to reduce costs is an example of the impact of this change in technology. An external provider connected to your intranet or network can provide services just as effectively as an in-house team on the same network.

More importantly, our fundamental view of ‘organisations’ has changed over the last few decades. Most contemporary management theorists no longer believe that the most effective organisations are monolithic in their structure, using only employees to deliver services to clients and striving to be large enough to achieve vertical and horizontal integration. Instead, they reinforce the concept of the ‘virtual organisation’ to different degrees. Contemporary organisations understand what they can do best and form relationships with other ‘best’ companies to deliver flexible, high quality services to their customers. This change is associated with the rise of terms such as ‘outsourcing’ and ‘strategic partnerships’. The success of many organisations that have adopted this model in competitive markets reinforces the management theorists’ views and is driving this fundamental change.

From these broad drivers of change and the other issues raised in this paper, a number 

of predictions about the nature of the HR function within organisations can be made:

· The frequency with which organisations seek to have their HR services delivered by an expert external provider will increase and that this will be a major growth area in the professional services industry. CEOs will drive this change and it will be associated most often with in-house HR teams that are impeding the CEOs vision, not aligned with the business strategy, providing a ‘personnel’ function only, technology-impaired or where the HR team cannot demonstrate their contribution to the ‘bottom line’.

· As more HR services are delivered on a commercial basis, the metrics and measures associated with effective people management in organisations will be advanced to the state where broadly agreed standards are developed by industries, the investors, the regulators and the HR profession. This is inevitable where the fees paid need to be linked to business outcomes, rather than a broad HR budget approach for an in-house team.

· In parallel with the development of better HR measures, a generally agreed model of how the HR function contributes to the success of organisations will be developed. This model will have more depth than the current approach to understanding the HR function and is likely to include more widely agreed business process maps, service level agreements, functional interrelationships, operational principles, audit procedures and better defined relationships with business outcomes, workforce capabilities and HR deliverables.

· HR Systems will begin to expand their use across the whole of the HR function and will include both integration of the HR architecture as 

well as the HR measures. Currently, it is rare for HR systems to provide effective outcomes in the areas outside of 

payroll, benefit management and position management. Yet there is great potential in the areas of resourcing, training and development and occupational risk management for HR systems to contribute to efficiency and the monitoring of outcomes and deliverables. It is expected that HR systems will be designed to align with the emerging model of the HR function, the metrics and the agreed business processes, rather than try to set standards in this area on a technology basis.

· Different market segments will develop in the area of delivering HR services and providers will be more strongly associated with one or two segments:

Back Office HR - the market segment most strongly associated with providing transactions, simple advice to employees and employee services. The major driver in this area will be costs and the solutions will be heavily technology based. The services currently provided by Exult or ePeopleserve exemplify this segment. Large scale shared service centres can be located in a time zone and provide efficient, lower cost services to employees by telephone, email or the internet.

Transformational HR - the market segment associated with comprehensive, full-service HR delivery as a strategic partner. The major drivers in this area will be expert HR knowledge, local support for executives and line managers and flexibility to respond to changing needs. The Empower Group exemplifys this segment. HR teams are located in major centres to support the client, backed by efficient back office transaction and response centres using technology to drive down costs.

Small Business HR – the market segment associated with delivering a simplified version of corporate HR to smaller businesses, mostly on-line and with limited support in order to gain greater efficiencies. The major drivers are cost, simplicity and relevance to small business issues. OneclickHR exemplifies this segment in providing simple, low cost, limited HR services over the internet.

Specialised HRO – the market segment associated with providing integrated, outsourced HR services in one of the functional areas of HR. For example, payroll and benefits management can be outsourced to a single specialist provider who interacts on-line with the managers and the in-house HR team or with other external providers. The same approach could apply in resourcing or training and development. Note this is not only providing services in this area to the organisation, it is about developing a strategic partnership with the organisation and taking responsibility for the outcomes associated with that particular part of the HR function. 




Concluding Comment

HR Outsourcing is probably better described as “delivering HR services on a commercial basis”. Although it has grown as a result of the Business Process Outsourcing approach promulgated by the large management consultancies, it is essentially different in nature. HR services have very low transaction volumes and, in most cases, require quite high levels of expertise and judgement from the people delivering the services. 

Despite this ambiguous beginning, HR Outsourcing is a growing business trend. Within this market, CEOs have a range of providers to address the people management issues within their organisation and in the majority of cases, the provider will be both lower cost and more effective.

Transformational HR Outsourcing will grow more rapidly than the other market segments. This is because this approach addresses the real concerns of CEOs in transforming their organisation and translating their strategic intent into a capable and committed workforce to support the business. Transformational HR Outsourcers will use their skills, efficiency, perseverance and flexibility to achieve the business outcomes. Essentially, CEOs will partner with HR service providers to gain access to leading-edge people management techniques and share the risks and responsibilities for achieving the outcomes. 

Transformational HR Outsourcing is a true partnership to produce the workforce you need over many years. All CEOs should at least consider having Transformational HR Outsourcing in their ‘toolkit’ to gain or maintain a competitive edge.
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Figure 1: Conventional Outsourcing Doesn’t Measure Up

















Objective	Hand off support function to specialist	Upgrade non-core processes to cut	Transform the way a business works to


	provider to cut costs and focus managers	expenses and provide flexibility to respond 	achieve dramatic sustainable enterprise-level


	on core issues.	To changing business needs.	performance improvement.





Partner Role	Run support function	Re-engineer and run non-core processes	Collaborate to transform business





Approach	Standardised services	Flexible, tailored services	Integrated services to radically change business


	Transaction-based, fee for service pricing	Output-based, gainshare pricing	Outcome-based, risk-share financial structure


	Narrow scale and scope of service	Services scaled to meet changing	Accelerated delivery


		business needs





Typical Benefits





Inputs	20-50% cost saving	50% cost saving	50% cost saving


	Access to best practices	Access to competitive skills	Access to critical skills


	Improved career opportunities	Improved career opportunities	Improved career opportunities


	Improved management focus	Improved management focus	Improved management focus


Outputs	Same, consistent service level	Higher, consistent service level	Higher, consistent service level


	Shared financial risk	Improved flexibility, speed	Improved flexibility, speed


		Shared operating risk	Shared strategic risk


Outcomes			50% market share increase


			Revenue doubled


			Basis of competition changed
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