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An organization is made up of competencies which we can loosely call ‘capital’. Its key component are ‘customer capital’, ‘structural capital’ and ‘human capital’. The key strength of an organization comes out of its human capital. It is the expertise of its employees which ensures that customers are acquired and retained and the processes work efficiently to satisfy the customer’s needs. We can say that human capital is the basis for the creation of customer and structural capital. The present accounting system does not capture the values of these forms of capital. Indeed, even a management information system hardly captures the accretion or depletion of these critical components in the functioning of an organization.

One of the more difficult aspects of developing knowledge management as a strategic tool is the inability to derive a valuation model that can be consistently applied across organizations. This paper would review literature that examine traditional accounting conventions, as well as activity based costing concepts and extend them as a valuation model for human capital as a component of knowledge management. 

The paper will focus on the following areas:

· The Essence of Human Capital

This section will deal with the emerging trends in Human Capital as a foundation asset. It would focus on the value of the company residing in the intellect of the employee instead of in the tangible assets.

· Human Capital Valuation

This section will deal with the basis of valuation of human capital and the models connected therewith including activity – based valuation, IRR based valuation. It will also discuss the concept of human capital ROI.

· Human Capital Accounting

This section will review the development of Human Capital Accounting by considering the cost models and the Lev & Schwartz Model. This section will go down to the micro level of basic accounting of human resources and its application.

· Human Capital Valuation – The global and Indian perspective

This section will deal with the evaluation of Human Capital in the European perspective, the US perspective and the Indian perspective.
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Human Capital Valuation - pricing the priceless

Prof. Santanu Ray, Director IBS Kolkata

Introduction

We, the people of the Web-Linked-World seem to have come full circle, to taking a look at ourselves. Management concepts are veering round to a re-evaluation of that invaluable human factor and its critical contribution to the creation of wealth. In fact, they have gone one step further to stress that people are the wealth. Pundits of today assert that while the other forms of capital, including material, equipment, tools and technology, only represent inert potentialities, it is the human capital that converts this potential and energises the creation of wealth.

Let us take a peep into this fascinating attempt at pricing the priceless, or what was hitherto considered priceless simply because not many serious attempts were made at its valuation. No organisation can own its human capital the way it owns its other assets. And, inevitably, there is a constant ‘flight of capital’. Here we have all the trappings of perpetual dynamics when compared to static assets whose tenure can be safely projected.

Capital redefined

An organisation is made up of competencies which we can loosely call ‘capital’. Its key components are ‘customer capital’, ‘structural capital’ and ‘human capital’.

Broadly a company’s strength arises out of its customer base which purchases its products. This customer capital triggers a number of key decisions such as new product and service packages, new designs in anticipation of customer preferences and new locations from which a number of customers could be profitably served. We have heard of a company being acquired purely because of the strength of its customer base.

Besides customers, the strength of an organisation arises out of the efficiency of its operations. This is characterised by the manner in which its processes are designed and operated. We can call this the structural capital. But the key strength of an organization comes out of its human capital. It is the expertise of its employees, which ensures that customers are acquired and retained, and the processes work efficiently to satisfy the customer’s needs. We can say that human capital is the basis for the creation of customer and structural capital. 

The present accounting system does not capture the values of these forms of capital. Indeed, even a management information system hardly captures the accretion or depletion of these critical components in the functioning of an organisation.

Business leaders, never ones to overlook a power source, are enthusiastic, if not always precise, users of metaphors. Indeed, business language is full of them. Employees aren’t just important contributors – they’ve become their companies’ “most valuable assets”. Capable executives aren’t just hard to come by – companies are waging a “war for talent”. People don’t just bring their background and experience to their work, the contribute their “human capital”.

A Definition of Human Capital

As a term, human capital suffers the same fate as many compelling and widely adopted metaphors – broad acceptance but imprecise usage. So, I’ll make a modest contribution by proposing a definition. Human capital comprises all the intangible assets that people bring to their jobs. It’s the currency of work, the specie that workers trade for financial and other rewards. The term first appeared in a 1961 American Economic Review article, “Investment in Human Capital”, by Nobel-Prize winning economist Theodore W. Schultz. Economists, academics, and consultants have since loaded many notions into the human capital portmanteau. I propose that the best way of looking at human capital is to break it into four elements:

· Knowledge: command of a body of facts

· Skill: facility, developed through practice, with the means of carrying out a task

· Talent: inborn facility for performing a task

· Behavior: observable ways of acting that contribute to accomplishing a task.

Like all good metaphors, the idea of human capital gains potency as we explore tangential metaphors – spin-offs.

HUMAN CAPITAL VALUATION

The Knowledge economy of today has forced a paradigm shift in its valuation processes. Ask any CEO as to what they think provides a cutting edge for their business. Nine times out of ten you will hear them say it is their Human Resource Which are the companies that have done very well in the stock market recently? Infosys, Wipro, Reliance, Satyam, Tata steel etc. What are these companies greatest asset? It is their Human Resource. Infact a 1999 business week article revealed that the valuation of Microsoft was superior to the sum total of the valuations of GM, Ford, Boeing, Lockheed-Martin, Deere, Caterpillar, Union Pacific, Kellogg etc. And where are Microsoft’s assets situated? It resides in the heads of its employees. Hence the traditional methods of valuing the company’s assets has given way to valuation of its intangible but the most prized resource – The Company’s Human assets .

Human Capital is increasingly being thought of as “The foundational asset of the organisation”. Infact the financial analysts give around one third of their estimates based on non financial data. This trend is increasingly seen in software companies and business service firms, where synthesis of the financial capital of the firm stems from the ability of the firm to transition the human capital to structural capital that would be shipped out and consequently transition into financial capital. 

Hence Human capital valuation assumes paramount importance in today’s Business world. Two very well known methods of valuation are discussed below.1.Human 

capital ROI and other ratios.2.Activity based valuation.


Human capital ROI and other ratios

In the closing years of the last millennium, senior managers have come to accept that people, not cash, buildings or equipment, are the critical differentiators of a business enterprise’’ For senior managers to manage the dynamic changes of turbulent economic environments and filter the massive sources of information into knowledge (or, better yet, wisdom), an integrated perspective of human capital management plays a considerable role. Hence the measurement and analysis of performance of this asset is very important. Ratio analysis has hitherto been a very powerful tool used for this conventionally and it is seen that it can also be used to analyse the performance of Human capital.

The conceptual model

Any organisation desirous of managing its human capital effectively has to accomplish three tasks.

1. To continue to invest in human capital, thereby internally developing its human resource

2. Defending the organization from human capital depletion be it voluntary or involuntary.

3. Develop a compensation package which is as per industry standards

This is shown by the model below:










Several ratios have been developed to measure the performance of the various parameters discussed in the model. These ratios are briefly discussed below.

Human capital investment

Human capital investment is hypothesized to have a positive influence on human capital management. Organizations invest in human capital primarily through training and development expenditures. Three measures effectively give an insight into this aspect of the organisation.

1. Development rate       2. Training investment          3.Training cost factor

The development rate

The development rate describes how well an organization provides access to training programs for its workforce. As the workforce talent pool becomes more shallow, organizations are forced to design and provide training programs that increase the level of overall intellectual capital from within. A few ratios could be relevant for cost analysis.

Development rate=Employees trained/number of employees

The training investment

The training investment metric identifies the average amount spent on training for each employee. Whether they were trained or not. This measure is typically used to compare against industry competitors.

Training Investment=Training cost/Total number of employees.

This can be further broken down to divisions and departments.

The training cost factor

The training cost factor measures the average amount spent on training for each employee that was trained

Training cost factor=Training cost/Number of employees trained

Human capital depletion

Human capital depletion is hypothesized to have a negative influence on human capital management. Organizations suffer from human capital depletion primarily through turnover, as intellectual capital walks out of the door.

This factor can be analysed by using three measures:

1. Voluntary turnover, 2.Involuntary turnover 3.Total separation rate.

Voluntary turnover: 

The voluntary turnover rate describes the percentage of individuals that leave an organization by choice. This measure has a significant negative impact on human capital management, since it demonstrates an employee vote for leaving an organization due to potentially better circumstances elsewhere. In case of companies which have introduced voluntary retirement schemes, this includes people who opt for VRS.


Voluntary turnover=Voluntary seperations /Total number of employees

Involuntary Turnover:

The involuntary turnover rate describes the percentage of individuals who were terminated without choice.


Involuntary Turnover=Involuntary seperations/ Number of employees

This measure describes individuals that were dismissed, laid off, disabled or dead. The reasons for this rate may include poor hiring practices but typically reflect  economic conditions.

Total seperation rate:

The total separation rate describes the percentage of individuals who were terminated without choice as well as the individuals who left of their own accord. This measure is a combination of the two previous metrics and represents the whole rate of human capital depletion regardless of reason.

Total seperation rate: Total seperations/ Number of employees

Human capital compensation

Human capital Compensation helps the company to know whether it is paying its employees as per its earning capacity and as per industry standards. Four measures are used:

1.Compensation revenue factor 2. Compensation expense factor 3.Compensation factor  4. Executive compensation factor.

Compensation revenue factor

The compensation revenue factor metric describes how much was paid to employees as a percentage of sales.

   Compensation revenue factor =compensation cost/revenue

This measure shows if the organization is obtaining more or less return on every rupee it invests in its people.

Compensation expense factor

The compensation expense factor metric describes how much was paid to employees as a percentage of overall operating expenses. 

Compensation expense factor=Compensation cost/Expenses

This measure shows what proportion of the total expenses that the organisation spends on its people.

Executive compensation factor

The executive compensation factor metric describes how much was paid on 
average to executives. 

    Executive compensation factor=Executive compensation/no of executives

 Human capital effectiveness
Human capital effectiveness is predicted by four measures i.e 

Revenue factor, expense factor, income factor, and human capital ROI.

 The revenue factor 

 It is the basic measure of human capital effectiveness and is the aggregate result of all the drivers of human capital management that influence employee behaviour. Revenue factor is calculated by taking the total revenue and dividing it by the total headcount of the organization.















Revenue factor =Total revenue/Total number of employees

Higher this ratio, the better it is for the organisation.

The expense factor



The expense factor metric is calculated by taking the total operating expenses and dividing it by the total employee strength of the organization.















Expense factor=Total operating expenses/Total number of employees

Lesser this ratio, the better it is for the organisation.

The income factor:

 Income factor is calculated by taking the total operating income and dividing it by the total headcount of the organization.

                   Income factor=profit/Total number of employees

Higher this ratio the better it is for the organisation.

The human capital ROI



Human capital ROI calculates the return on investment on a company’s employees. This is equivalent to calculating the value added of investing in the organization’s human assets. The numerator in this metric is profit-adjusted for the cost of people

HC ROI = (revenue – (expenses – compensation))/compensation

  This ratio gives the return for every rupee spent on employees.

All this factors singly and in unison measure human capital effectiveness.

Activity – based Valuation:

Even before recent advances in technology pushed the economy from the Industrial Age firmly into an information based economy, business management strategists have understood that the wealth of an organization is not comprehended solely in its working capital and physical assets. But as information driven process pervade all business sectors, the development of human capital has rapidly increased as a proportionate component of production in relation to traditional manufacturing and service costs.

Unfortunately, managers are lacking an essential tool; a framework for capturing, measuring and analyzing the costs of developing human capital, and a methodology for allocating those costs to the work performed. Traditional accounting models emphasize wealth creation by focusing on working capital and the physical tangible assets typically used in the manufacturing environment. Some intangible assets have been incorporated into the balance sheet, but this list does not include human capital – or other knowledge assets – except as part of the catch-all goodwill which is prominently displayed in schedule VI to the Companies Act in India.




Current Accounting Conventions

Flamholtz (1985) has identified three basic criteria for the derivation of an asset, which he applies to human resource valuation as well as physical assets:

(1) It must provide future benefits in the form of added cash inflows or the avoidance of cash outflows; 

(2) Given that there is uncertainty as to the timing and potential realization of future cash flows, there must be a generally accepted surrogate that has recognized monetary value; and

(3) It must be owned or controlled by the organization.

Several disparate sources have proposed utilizing the concepts derived from activity based costing (ABC) models (Wilkins, 1997) for asset recognition. ABC attempts to focus on the activities performed in creating goods or services, rather than on allocation of resource cost to products using a volume base. Activity based costing has recently become popular as a means of refining the allocation of indirect costs across products and services. Indirect costs, such as depreciation, indirect labour, management, support services, are combined as resource pools, each one relating through a value added activity to a specified goal. ABC aims to ascertain costs of products and services by acknowledging that production complexity and diversity are factors underlined by activities that are interdependent to the volume of output. This approach is not in line with the traditional view that products or services can be valued on volume based allocations based on machine hours or direct labour hours, which ignore the variety of the output. The underlying premises is that by aligning the products with the costs of the activities that create them, there is a more sophisticated and meaningful basis of analysis with which to make decisions.



Activity Based Valuation: A Proposed Model

According to Prof. Jay Liebowitz and Prof. Kathleen. M. Wright, it is possible to derive the following set of theoretical assumptions for incorporation in a model for the recognition and expensing of Human Capital:

· Human capital meets the criteria for definition as an organization’s intangible asset. Although it is impossible to derive the value of human capital in absolute terms, it is possible to use a nominal valuation mechanism that will be informative to both internal and external users.

· That in order to provide a common basis for measurement within, as well as across organizations, and to integrate the valuation of intellectual capital with other financial measures, the monetary unit is the most appropriate unit of measure. 

· That because of uncertainties relating to the eventual realization of these assets, it is difficult to value them in terms of future cash inflows; however, the valuation of these assets based on the historical costs in accordance with accounting convention.

· That increases to the categories of human capital are identifiable by means of the activities those are associated with producing future, intangible benefits. These activities have costs associated with them, which can be used for valuation purposes.

· That the accounting conventions of depreciation and amortization (which are already used for accepted intangible assets) can be extended on a conceptual basis to a model for expensing intellectual capital assets. 

Prof. Liebowitz and Wright states that using training and development costs as a representative example, the first step is to identify activity drivers with a long-range human capital objective. The basic premise of the model is to discriminate between normal training costs as revenue expenditure and deferred revenue expenditure amortized over a period. Under current accounting rules, training costs are charged off as expensed during the same financial period in which they are incurred. The activity based inflow model would differentiate between those costs associated with activities generating a short-term benefit (e.g., specific training to be used immediately) as opposed to long-term objectives (generalized training in which the benefits extend across the employee service life). These latter costs would not be expensed, but rather incorporated (capitalized) as inflow to the balance sheet human asset accounts, with the expectation that they will ultimately extend and enhance the service life of the employees. Thus while skill up gradation costs can be charged off to revenue costs incurred in workshops which enhance motivational levels, employee satisfaction and conceptual skills can be amortized and written off over a number of years during which benefit is perceived.

With the assumption that the simplest expensing mechanism will be as informative as a more complex methodology, an amortization scheme has been proposed, based on average years of service:

Period Expenses =   Σ Activity – Based Valuation Costs
      
                          Average Service Life

Activities that decrease the average service life (e.g., downsizing, early retirement, other efforts that ultimately increase turnover rates) will decrease the average service life, which, in turn increases the expenditure of human capital in any given period. Conversely, activities that tend to extend average employee service life (development activities, employee benefits, etc.) will also increase the average service life, resulting in a smaller human capital amortization allocation in each subsequent time period.

Although each organization has considerable latitude as to what costs should be included, the external validity concerns are met by relating these back to actual incurred expenditures (including accrued obligations). The advantages of the approach lies in its simplicity. Another advantage is embedded in the avoidance of the propensity to be over-optimistic in projecting the potentially realizable benefits of intangible assets, by grounding the valuation in historical costs. It is not valuation in its absolute terms that is informative, but the changes in valuation over time that provide the predictive power.           

            Evaluating the impact of Human Resource Development (HRD) projects 

A conference in London addressed the issue of ‘Measuring Knowledge Value’ on July 24 & 25, 2002.The deliberations of the conference assumed significance in the context of the valuation parameters of human capital. A series of presentations contributed to the ongoing debate on how the benefits of knowledge Management including Human Resource Development can be evaluated and measured. In the current business environment which is dominated by knowledge economy, where human capital is the essence, there is a growing need to spell out the concrete impact of HRD projects on business performance.

The conference focused on two perspectives- the macro view and the micro view.

The macro view

The intangible assets of an organisation are quantified by using tools such as the Balanced Scorecard, scoreboards, indexes etc. The concept of intangible assets attempts to capture the value of human capital along with others such as competencies, customer relationships, employee collaboration or diversity in an organisation.

The micro view

 This deals with the impact of single knowledge projects and their assessment and quantification. Example of such knowledge projects mentioned by the speakers included the rollout of knowledge bases and idea generation systems as well as ‘soft’ interventions such as communities of practice. It could also relate to projects on innovation and creativity.

The micro-macro divide

The conference attempted to ascertain how these two approaches relate to each other? The main benefit of macro approaches is that they allow an organisation to consider performance indicators that are not purely financial. This is based on the assumption that the ultimate performance of a company is down to its intangible assets. By contrast, most financial indicators essentially refer to past performance and therefore reflect outcomes rather than the value-generating drivers in an organisation. This is the guiding principle behind the micro perspective

The measurement Paradox

It emerged that the effectiveness of quantitative measures can be actually very limited in ‘measuring’ knowledge processes like HRD. The measure is too indirect. The impact of soft measures such as communities of practice regarding organization culture and employee satisfaction surveys will be even more difficult to assess on the basis of their impact in terms of time-saving, quantified amount of learning or financial value added. This may not be true in case of processes like productivity studies where financial benefits can be derived more easily. This leads to the development of incentive bonus schemes both at the individual and group level and effective cost-benefit analysis. In these days when business process outsourcing have become the order of the day managements are taking a much closer look at the micro view. It must however be admitted that the apparent precision of quantitative measures is offset by the fact that they often do not really measure what they are supposed to measure. In many cases, therefore, anecdotal evidence, case studies and experiential learning seem to be more useful.

It can be argued that for some specific projects, such as HRD projects and idea management systems, ROI case can relatively easily proven as their output can be directly related to financial gains. But it has to be borne in mind that ROI can only capture part of a project’s impact. This is because projects always have unintended consequences or effects that can not be easily captured as (financial) ‘return’. These effects can be negative or positive, potentially undermining the validity of an elegant ROI calculation.

In general, it can be said that ROI models will have more validity when projects address efficiency or productivity concerns. By contrast, it will be difficult to prove ROI of HRD projects focusing on more intangible assets, such as cross-project learning or competency development. In such cases, a good theory might be a better way of convincing senior management to commit resources to HRD than an array of indicators and ROI percentages.

Use measures as a supporting heuristic

Measures to value Human Capital are by no means ‘objective’ .All they do is provide a useful heuristic that can inform concrete projects and actions. Given the intangible nature of Human Capital, and the mostly intrinsic rewards drawn from ‘knowing’ something or teaching somebody, incentives are often not very effective in stimulating human capital effectiveness. This means ‘culture’ is key for the performance of an organisation. At the same time, culture is notoriously difficult to measure.

In this context, the role of HRM is to create cultural pockets where employees can interact and learn in a context unaffected by mainstream Organizational culture that might be hierarchical and non-communicative. The benefits of this process is not easily quantifiable. But a qualitative measure backed by suitable indexing could lead to its indirect quantification almost on the lines of the shadow-pricing concept in the UNIDO model of the social cost benefit analysis.

I would like to go a step further and suggest that incase of important HRD projects involving substantial expenditure with estimated benefits forecast to accrue a number of years even internal rate of return can be considered as a tool for analysis.

Human Resource Accounting

No exposure on Human Capital valuation can be completed without reference to Human Resource Accounting (HRA).

The American Accounting Association of USA defines human resource accounting as “the human resources identification and measuring process and also its communication to the interested parties.” There are two reasons for including human resources in accounting [Ripoll and Labatut, 1994].  First, people are a valuable resource to a firm so long as they perform services that add value to the firm’s business.  Second, the value of a person as a resource depends on how he is employed.  Management style will to a large extent influence the human resource value.

Training and Selection Cost Analysis:

When a firm invests in human resources by acquisition and training, it anticipates a future generation of profits and services that will be produced by these assets.  

Training & Development is an activity that develops the employer’s capacity to improve efficiency and job quality which leads to greater profitability. In our country, the relationship between organization development interventions and long-term profitability in gradually getting established in progressive organization like Infosys, Tata Steel, ITC, Wipro, Grasim etc. 

As long as future benefits are expected to come from training costs.  They can be treated as assets. Manpower employed in an enterprise is actually participating in a value-creation process. When the effort of the employees creates income in excess of the relevant cost, it becomes value added.   This value is a consequence of the interaction between material and human resources in production and services.  Because it is difficult to ascertain and measure value, accounting has used substituted measures such as acquisition cost, substitution cost, and even opportunity cost models. 

From the management accounting point of view, an accurate estimation of the learning factor is essential to obtain a good prediction of the product cost.  The learning factor or experience curve provides information for decision-making and resolution of problems regarding the rising costs of manpower. 

Appraisal of some of the approaches/models towards HRA

The cost, value and behavioural based HRA approaches (including other surrogate measures) are diverse in nature, contributing differently towards accounting of the organizational HR Dr. M. K. Kolay in his book “Human Resource Accounting’’ has reviewed the models on HRA.  The contributions and/or the limitations of some of the approaches/models are presented in the following table.

	HRA models and their proponents
	Model in brief
	Model appraised

	A. Cost based approaches

1. Historical cost based approach.  Brummet, Flamholtz & Pyle.

2. Replacement cost based approach Flamholtz 

B. Model based on opportunity costs 

Comparative Bidding Model Hekimian & Jones

C. Economic Models

1. Goodwill method Hermanson 

2. Adjusted discounted future wages method Hermanson

3. Model proposed by Flamholtz

4. Human asset multiplier method(HAM) Giles and Robinson 

5. Model proposed by Jaggi & Lau.

6. Model proposed by Myers and Flowers.

D. Behavioural Model

Model proposed by Likert. 

Other surrogate measures

Powell & Wilkens 

Gambling 

Mahoney, Milkovich & Weiner 

LaPointe 

.


	Cost of 

a) Acquisition, training and development of personnel.

b) Organizational Development capitalized at the time of incurrence

subsequently amortizes over the years to reflect the value of 

a) Personnel

b) The organization. 

Assessment of 

a) Replacement cost of personnel

b) Rebuilding cost of human organization to reflect asset value of HR

It envisages competitive bidding amongst the investment centre managers to win the individual employees for use based on the highest bid price to be included as the value of the human asset along with investment in physical assets while assessing the return on investment achieved by the investment centres, with an objective to recover such cost alongwith the recovery of the physical asset cost from investment.

Extra profits earned by an organization as compared to the industry average rate i.e. goodwill, credited to organizational HR for its valuation either partly or fully as 

1) HR value = goodwill ×

    Investment in HR

         Total investments

2) HR value = goodwill/estimated contribution rate of HR.

Present value of future wages payable for the next five years discounted at the adjusted rate of return considered as the value of the organizational HR.  The adjusted rate of return refers to average rate of return on owned assets of all firms in the economy multiplied by the efficiency ratio of the organization defined as: organization specific rate of return on owned assets during the past five years on an weighted average basis in relation to the average rate of return on owned assets for all firms in the economy during the past five years on an weighted average basis, with comparatively lower weightings as we move to the previous years. 

· HR value considered as per the roles they play that is dependent on the service state they occupy (i.e. rank and performance rating)

· Likely movement of employees on different service states (including exit due to retirement and likely death/resignation before retirement) over the years on an individual basis estimated probabilistically. 

· Present value of likely services from an individual relevant to different service states, the individuals occupied, considered as his/her value. 

· Four possible surrogate measures of contribution relevant to each service state proposed:

i) Acquisition cost

ii)   Replacement cost

iii)  Wages

iv)  Performance measure

· Supernormal rate of earning reflects the value of the organizational HR as a whole.

· Wages multiplied by the HAM relevant to individuals or group of individuals based on relative job gradings, tenure, employee dimensions etc. reflect the value of the individual or of the group subject to the values on aggregation being equal to the value of organizational HR as a whole as assessed.  

· HR value considered to be service state dependent i.e., rank and performance rating.

· Likely movement of employees (on a group basis) on to different service states including exit due to retirement and likely death/resignation before retirement, estimated over the years, assuming the past trend of employee movement to continue in future.

· Present value of likely services from employees relevant to different service states, they would occupy, considered as HR value. 

Based on the premise that employee attitude is the most important factor that governs the productive behavior of employees on the job, it has been considered that the employee attitude index multiplied by the wages payable should reflect the likely benefits as against wages payable as the cost and the gap between the benefits and the cost should reflect an individual’s value. 

The model aims to establish through psychosocial test results how a set of causal variables reflecting the management system adopted by an organization determine the appreciating or depreciating condition of the human organization, as reflected by a set of intervening variables, which in turn are likely to result in the achievement of end result variables over time.

Investments in HR as the basis of HR value have been proposed, to 

be amortized over the years in tune with the condition of human organization.

Different surrogate measures reflect in general:

· Evaluation of subordinate’s attributes and performance through ranking, rating, scaling or scoring.

· Suitable Information system on 

HR including certain control 

ratios on a periodic basis as 

decision support systems to 

management or for incorporation 

in annual reports. 


	· Assessment of historical cost relevant from accounting point only.

· Tracing of costs to individuals may facilitate control but may not be pragmatic or desirable. 

· Capitalization of cost contrary to its expense nature in traditional accounting practices, is not acceptable as it is not linked with assessment of its relevant future benefit potentials.  

· Amortization of cost no appropriate due to 

a) Performance evaluation individuals or condition measure of organization are lightly subjective in nature.

· Capitalized cost fails to take care of employees leaving the organization.

· Assessment of replacement cost may be relevant for planning purposes only for those who are likely to leave the organization or for the key individuals who with then presence impact the functioning of the organization otherwise, such hypothetical cost of replacement /rebuilding may be unwarranted.

· Human resources are unique and not traded in the market, as such, replacement cost may not exist unlike in the case of physical assets.

· Replacement alternatives may be many and assessment of cost of such alternatives may be highly subjective in nature.

· Replacement is based on need and timing of acquisition.  The overall state of Economy does alter the cost of individuals.  All this affect the true replacement cost.

· The technological obsolescence may render erstwhile valuable person absolutely useless.

· The concept of competitive bidding may facilitate optimal allocation of HR in principle; but with increased specialization, more and more individuals in the general category may be out of the bidding process and consequently have no value in the organization.

· To quote a bid price, the first step would be to assess the likely contribution from each individual by the different managers.  Assessing contribution of individuals from the present job itself is difficult in a man-machine interactive situation, as such assessment of the contribution from all possible future assignments is meaningless. 

· After the first bidding, no rules are suggested by the model for subsequent bidding.  Accordingly the relevant contribution will vary. 

· For want of a method to estimate the contribution of an individual, the bid price according to the whims and fancies of the managers may not be considered as HR value surrogate and may not be of any use to improve ROI of the investment centres, as envisaged. 

· Earnings are influenced by various external factors and so goodwill way no belongs to HR alone.

· When the industry as a whole is declining the valuation of goodwill based on HR as suggested by the model does not explain the valuation.

· Goodwill may be attributed to HR but that may be the returns during the current year.  The model does not suggest how to estimate the contribution rate of HR to 

      determine the HR value.

· In case the organizational rate or earning is less than that of the market average, the model is silent of the issue of HR valuation. 

· The credit for the differential adjusted rate of return goes rightly to HR as they only manage all other physical and financial resources of an organization to achieve such results. 

· Of course, rate of return of an organization may not be comparable with that of all other firms in the economy; or even with the firms in the same sector, the adjusted rate of return may not be fully due to HR alone.

· Besides, the model is subjective for 

i.  The present value of future wages restricted to next five years only. What happens after 5 years?

ii) Efficiency ratio calculation based on last five years rate of return 

iii) Assignments of weightage to the past rate of return for weighted average calculation.

· The estimation of likely future movement of employees on to various service states may be subjective and unpredictable.  In addition, the performance ratio as one of the service state parameter itself is based on subjective judgement.

·  The present value of service relevant to each service state to be available from individuals as the HR value may be sound in principle, however,

i. Acquisition cost in the absence of availability of service may be relevant as a part of the cost input.

ii. Replacement cost without considering performance may be hypothetical even to reflect part of the actual cost likely to be incurred.

iii. Wages can be taken as an input cost but it has no linkage with the performance of an individual.

iv. Performance measuring also not explained.  In the absence of uniformity it will produce wrong results. 

· Supernormal rate of earning in the short term may be influenced by the uncontrollable external environment. But, in the long run, it may be credited to HR.

· Aggregation of values of individuals or groups is not simple additive as synergistic effects has a role to play.

· Employee wages may not be a true reflects their value.  More importantly, the values of the HAM, the relative weightings to wages may be too subjective to reflect their comparative values.

· In case, the organizational performance is suboptimal the model is silent on the issue of HR valuation. 

· Past pattern of employee movement on to different service states may not continue in the future.  However, it is the movement on a group basis, as proposed, which is more reliable than on an individual basis.  However, subjectivity associated with performance ration still continues.

· Present values of likely benefits (net of cost) associated with different service states as HR value may be sound in principle.  But the model does not recommend any method to evaluate the period of services that may be available from the employees. 

· Attitude index as proposed may suffer from following limitations: 

i. Individuals attitude measure may not be reliable when the employees know the effect of displaying a positive attitude.

ii. Synergistic impact of the groups attitude is not considered.

iii. Weightings based on the grade, level and year of service may not be appropriate.

· Attitude though important, may not be the only influencing factor.  In the final analysis it is the interplay of various other factors that propels performance. 

· The model needs to be firmly established. In absence of an acceptable measure of benefits against the cost of wages, the gain concept as hypothesized may not reflect HR value. 

· The effect of management strategies on organizational health and performance would be greatly beneficial to managers.  But to establish it would be time consuming and difficult. 

· In absence of a valid relationship between the variables, the condition of the human organization may not be accepted as a reflector of HR performance and hence its amortization.

· Evaluation becomes highly subjective

· Performance measure based on a single factors whereas value measures multi-factors

· Relationship between individuals’ attributes and performance may not exist or are difficult to establish.




Conclusion

Human capital valuation has assumed significant focus in India. Infosys Technologies Ltd, Which earned over Rs.3600 crores, last fiscal (2002-2003) and employees 19000 people globally is the trendsetter in this regards.

Infosys using the Lev & Schwartz model has computed the value of its human resources. The emphasis, apparently is on placing high value or intellectual assets. Says Infosys mentor N.R. Narayana Murthy: “In a knowledge-intensive company like Infosys, our main assets are our people. Our assets walk out in the evening and it is the company’s responsibility to make sure they come back fresh, enthusiastic and energetic the next morning.”

A similar refocusing is on at Reliance Industries Ltd. (RIL), India’s premier corporate house. If RIL’s management powered the group’s way to the top, much credit goes to its polices. It places a premium on hiring the best, getting the best out of them and paying the best, perks. Human capital heads the four driving forces of the conglomerate, the others being Structural Capital, Customer Capital and Investor Capital which together form RIL’s Intellectual Capital.

The secret of cashing in on Human Capital is to know how appropriate it is to an organization business. Infosys and RIL could well be ideal case studies. As a case study by consultancy major Arthur Andersen Human Capital Services notes, “Ultimately businesses can only sustain a competitive advantage through continual investment in their capital.” 

No paper on Human Capital valuation in India can be complete without reference to the public sector giant Bharat Heavy Electricals LTD (BHEL) which has been, to my mind, the Pioneer in introducing Human Resources Accounting and including it as a disclosure Item in it’s Balance sheets for years together.

Corporate majors are seeking to unleash the participative-creative power of each employee even as they are encouraged to take independent decisions. Swedish heavyweight ABB, which has 3,000 units World\wide, has fine-tuned its workforce to 50 per unit. Each person becomes a businessperson, with a sense of ownership. In this environment Human Capital valuation would achieve greater strategic & operational importance. This indeed is just the beginning.
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