HR Accounting
Introduction

How many times have we heard that ‘our people are our most valuable asset, indeed whole books have been devoted as to how to capitalise on your employees value, how to maximise their potential, in short  how to get the best out of them.

There are also several issues about how to measure performance and how to  measure the benefits of change in processes and people over a period of time, now if we take this desire for measurement to extreme, how come there are no tangible values of Human Assets accounted for on the balance sheets of companies ?

It would be very interesting to put a value on such assets, it could be measured over time, depreciation or appreciation could be measured and comparisons with other competitors would be a better benchmark than salary rate.

Football clubs have for years invested in players and there are market rates for each players worth,  yet a review of accounting policies show that such expenditure is treated as ‘Revenue’ rather than Capital, although in this case it may be more to do with a limited ,short term life span of a players prowess rather than a longer term investment.

There is a distinct lack of commonly agreed quantitative methods in assessing the worth of an individual to a firm . 

Traditional approaches.

The usual methods of assessing an  individual’s worth is based on a transactional approach embodied in a contract of employment. The Employer requires the employee to do a series of tasks for which there is a quantifiable benefit to both parties, i.e labour /effort in exchange for money. In published accounts this is disclosed at various levels from basic wages to directors stock options or pension. Market forces usual apply if we take freedom of movement of labour as an assumption.

Going back to Roman times, accounting records showed the ownership of slaves as an asset, however modern economic theory finds its roots in capitalism which exploits labour rather than owns it.

If we take the view that capital should appear on the balance sheet as a result of a definite transaction, i.e the acquisition cost of a slave, then there is no difference between human and non human capital accounting.

However, this traditional approach is fraught with difficulty, humans are more akin to a  leased asset, with ownership in the domain of the human being himself, the employer is ,’leasing ‘ the skills time and effort of the employee. 

Human Resource Accounting (HRA)

Decision makers like having measurable outcomes and satisfaction that resources are allocated in the most efficient way. 

HRA would therefore be a useful tool for the decision maker to view the result of his decisions in a quantifiable way, for example, cost reduction programmes may well measure the results of the savings, but HRA would also measure the resultant cost on the human assets and any diminution in value would also be factored in to the overall cost/benefit analysis. Short term cost savings may be more than offset by longer term losses in human worth

Quantification of the effect of decision making on Human resources might typically involve the following 

How can an  organisation ensure that the correct person is in the right place

What are the trade offs between human and non human costs in changing processes or developing new products

What are the real costs of replacing/changing personnel

What investment is required in  training and education to enhance the value of the Human resource and maximise potential

What is the impact of  any proposed change on the value of it’s Human Assets

Clearly, quantifiable measures would assist in these areas as a before and after value would ensure optimal decision making. In a perfect world such information would improve planning and control.

Quantification

Several techniques are available

Replacement costs

This has the advantage of adjusting human values by obtaining costs involved in hiring labour for different positions, for example would it be more feasible to employ less qualified personnel and train them rather than go out into the market place and hire  the experience?

Replacement costs cover hiring, training and development, they do not account for the base intelligence of the employee, nor its tacit knowledge gained from experience within the firm.

Some assets may still have a value that is greater than the cost of disposal (redundancy) and there actually may not be a like for like replacement available, so replacement costs may not be the most appropriate measure

Competitive bidding

Football clubs are used to this method, such assets are valued for their unique capabilities , however, ‘golden hellos’ and ‘golden parachutes’ tend to be expensed rather than capitalised.

The accounting here tends to indicate an unwillingness to account for costs of acquisition and enhancement values over a period of time as this approach requires constant monitoring of ‘ market rates’ and the subsequent adjustment of values over a period of time which may be unrelated to the business itself, or indeed the wider economy or prevailing sector zeitgeist.
NPV
Using Discounted Cash Flow techniques is perhaps a more refined process, recognising that over time the salary paid to an individual equates to the capital value, if we add in costs of training, development, down time, likely sickness, absenteeism then this approach is a little bit more scientific. It sii equally fraught with difficulty when considering the estimated useful life of the employee and indeed, what choice of ‘risk’ adjusted interest rate that would be used. However, non human assets are not reported in this way, so a comparison of human and non human returns would not prove meaningful, also the entry level wage rate may reflect current market conditions rather than the true worth of the individual concerned,

Economic value

Whilst the NPV method looks at costs, the alternative way of discounting future ‘worth’ or value of services is a more representative way of measuring value to the business. However, we are now drifting into more subjective assessments of ‘worth’ and ‘service levels’ and may ignore the effect the individual has on groups or the organisation as a whole, witness the worth of a CEO when he makes a bad decision which can compromise the existence of the firm.

Other measures

There can be tabular or formulaic measures using such variables as ‘return on effort’ employed , or value based on grading  structures, or indeed departmental measures based on activity and the number of people employed. Such measures, whilst seeking objectivity are in fact based on subjective measures of ‘effort’ and how the costs are divided up by activity, add in the fact that behaviour can change over time and that people ‘go off the boil’ means that such subjective measures , by their very nature makes quantification unreliable.

Pitfalls

Human capital is not in the ownership of the firm, it is a ‘lease’ contract for the provision of services, such services are written off in the period in which the employee is employed. Firms do invest in training and development which again is treated as an expense. This is the Prudent way of treating human capital. Human Beings are messy individuals and loyalty nowadays is a rare commodity, so there is no guarantee that there is a job or employee for life, or indeed for any particular time period.

Most of the attempts at objective measurement involve subjective assessments, so the comparison over time is difficult, as is the fact that individuals work in groups and quite often the sum of its parts may vary from the value of the whole.

Conclusion

In a perfect , steady state, risk free environment, HRA would be useful to guide decision making. However we live in an imperfect world and a changing environment. The conditions for measurement may change the next day or indeed the next hour, so evaluating the worth of an individual and putting it on your periodic balance sheet may prove too costly an exercise to provide any meaningful benefit.

Firms that have attempted this have used a combination of methods above and have clearly linked this to the sustainability agenda and the need to have employee engagement at all levels and recognise this process
Swedish and Indian firms recognise that there can be some metrics regarding employee worth the evaluation of Intellectual Capital. Attempts at HR reporting come from the HR side of the business rather than the Finance side, therefore attempts at incorporating non human returns and benchmarking these with ‘human’ returns may just not be possible. What has happened is a publication of a series of metrics on the human side of the enterprise and decision making  tends to view HRA  in a subjective way , using whatever accounting measures they have on the periodic costs of employment, but not necessarily quantifying the human cost of the decision making process, preferring to rely on some non financial metrics, such as staff turnover, absenteeism, number of accidents to measure the worth  of it’s workforce. In the end trying to put a value of Human beings, or indeed ‘happiness’ is just too subjective not to say  transient.  However, research has shown that considering the whole process of human involvement in making business work and having high performance  HR departments means that an organisational performance improves not declines, so whilst it may not be possible to measure the true intellectual capabilities of it’s workforce, to ignore this key asset in decision making and disregard any measurable metrics is a dangerous method of working.
Firms that report their commitment to active engagement with it’s employees and recognise human capability and not just human capital tend to do better. 
