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PREFACE

The authors examined hundreds of studies, surveys and interviews to identify the
most effective practices and processes to show the human resources accounting
(HRA) contribution. The lengthy development process allows authors to apply
new techniques and models within operations and analyse them for effectiveness
before including them in the book. Two major studies were initiated specifically

for this book and their results are reported in several chapters.

After the development, this significant work should be a valuable contribution to
the field. Authors have been fortunate to tackle HR Accounting measurement and
evaluation from several perspectives. First and most importantly, after becoming
as a human resource executive, one should not struggle directly with the issue of
accountability and to focus on the human resources function. Second, after
becoming as a top executive in a major financial institution, the view on human
resources is completely a different perspective, as a user of the services. Using
available research, authors attempted to show human resources accounting
practitioners as the best practices. Finally, as a consultant, authors have been
fortunate to work with a variety of organizations to help them improve the

contribution of the human resources function.

From these perspectives, several impressions begin to emerge about the HR
profession, all underscoring the need for increased accountability of the HR
function. Collectively, these perspectives provided a unique vantage point from

which to write this book.

The final product should be a valuable contribution to help human resources
managers tackle the important issue arising out of human resource accounting.
The target audience for this book is practicing human resource professionals. The

book equips HR professionals with the tools necessary to show the contribution



of programs. Presented in a systematic format, from a practical viewpoint with
many examples and illustrations, real-time case studies, it is based on actual
experiences, accepted practices, and a strong research base. Each technique and

idea has been tested and proven in actual practice.
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UNIT-1

The Non accounting of human resources and the change occurring therein, of an
organization may provide a poor picture of the profits and profitability of the

organization.
1.1 Introduction:

To ensure growth and development of any organisation, the efficiency of people
must be augmented in the right perspective. Without human resources, the other
resources cannot be operationally effective. The original health of the
organization is indicated by the human behaviour variables, like group loyalty,
skill, motivation and capacity for effective interaction, communication and

decision making.

Men, materials, machines, money and methods are the resources required for an
organization. These resources are broadly classified into two categories, viz.,
animate and inanimate (human and physical) resources. Men, otherwise known
as the human resources, are considered to be animate resources. Others, namely,
materials, machines, money and methods are considered to be inanimate or

physical resources.

The success or otherwise of an organization depends on how best the scarce
physical resources are utilized by the human resource. What is important here is
that the physical resources are being activated by the human resources as the

physical resources cannot act on their own.

Therefore, the efficient and effective utilization of inanimate resources depends
largely on the quality, caliber, skills, perception and character of the people, that

IS, the human resources working in it.
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The term Human resource at macro level indicates the sum of all the components
such as skills, creative abilities, innovative thinking, intuition, imagination,

knowledge and experience possessed by all the people.

An organization possessed with abundant physical resources may sometimes
miserably fail unless it has right people, human resources, to manage its affairs.
Thus, the importance of human resources cannot be ignored. Unfortunately, till
now generally accepted system of accounting this important asset, viz., the human

resources have not been evolved.

For a long period, the importance of human resource was not taken care of
seriously by the top management of organizations. Therefore, at this juncture, it
becomes imperative to pay due attention on the proper development of such an
Important resource of an organization. Let us now concentrate our discussion on

the conceptual framework of the Human Resource Accounting.
1.2 Meaning and Definition of Human Resource Accounting:

The concept of human resource accounting can be better understood if one goes
through some of the important definitions given by the competent authors in the

accounting field.

1.2.1 The American Accounting Society Committee on Human Resource

Accounting defines it as follows:

“Human Resource Accounting is the process of identifying and measuring data
about human resources and communicating this information to interested

parties.”

In simple terms, it is an extension of the accounting principles of matching costs
and revenues and of organizing data to communicate relevant information in

financial terms.
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1.2.2 Mr. Woodruff Jr. Vice President of R. G. Batty Corporation defines it

as follows:

“Human Resource Accounting is an attempt to identify and report investments
made in human resources of an organization that are presently not accounted for
In conventional accounting practice. Basically, it is an information system that
tells the management what changes over time are occurring to the human

resources of the business.”
1.2.3 M. N. Baker defines Human Resource Accounting as follows:

“Human resource accounting is the term applied by the accountancy profession

to quantify the cost and value of employees to their employing organization”
1.2.4 Another Management Consultant Stephen Knauf has defined HRA as:

“The measurement of quantification of human organization inputs such as

recruitment, training, experience and commitment”

Thus, human resources accounting may be defined as, “a process of accounting
which identifies, quantifies and measures human resources for the use of
management to cope up with the changes in its quantum and quality so that
equilibrium could be achieved in between the required resources and the provided
human resources” In short, human resource accounting is the art of valuing,
recording and presenting systematically the worth of human resources in the

books of account of an organization.

This definition brings out the following important characteristic features of

human resource accounting:

a. Valuation of human resources
b. Recording the valuation in the books of account
c. Disclosure of the information in the financial statements of the business.
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1.3 Importance of Human Resource Accounting:

Human Resource Accounting provides useful information to the management,

financial analysts and employees as stated below:

a. Human Resource Accounting helps the management in the Employment,
locating and utilization of human resources.

b. It helps in deciding the transfers, promotion, training and retrenchment of
human resources.

c. It provides a basis for planning of physical assets vis-a-vis human resources.

d. Itassists in evaluating the expenditure incurred for imparting further education
and training in employees in terms of the benefits derived by the firm.

e. It helps to identify the causes of high labour turnover at various levels and
taking preventive measures to contain it.

f. It helps in locating the real cause for low return on investment, like improper
or under-utilization of physical assets or human resource or both.

g. It helps in understanding and assessing the inner strength of an organization
and helps the management to steer the company well through most adverse
and unfavourable circumstances.

h. It provides valuable information for persons interested in making long term
investment in the firm.

I. It helps employees in improving their performance and bargaining power. It
makes each of them to understand his contribution towards the betterment of

the firm vis-a-vis the expenditure incurred by the firm on him.
1.4 Development of the Concept of Human Resource Accounting:

“Human Resource Accounting” is the offshoot of various research studies
conducted in the areas of accounting and finance. Human resource is an asset

whose value gets appreciated over the period of time provided placed, applied
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and developed in the right direction. Till the recent past, organizations took few
efforts to assign monetary value to human resource in its accounting practice.
Behavioural scientists-initiated efforts to develop appropriate methodology for
finding out the value of human resource to the organization. They were against
the conventional accounting practice for its failure to value the human resource

of an organization along with physical resources.

The traditional concept suggested that expenditure on human resource is treated
as a charge against revenue as it does not create any physical asset. At present
there is a change in this concept and the expenses incurred on any asset (as human
resources) should be treated as capital expenditure as it yields benefits which can

be derived for a long period of time and could be measured in monetary terms.

The following are the reasons why Human Resources Accounting has been

receiving so much attention in the recent years.

Firstly, there is genuine need for reliable and complete management of human

resources.

Secondly, a traditional framework of Accounting is in the process to include a

much broader set of measurement than was possible in the past.

The people are the most important assets of an organization but the value of this
asset yet to appear in financial statements. It does not get included in management
information systems too. Conventional accounting of human resources took note
of all expenses of Human capital formation which does not seem to be correct or
meeting the actual needs. Human Resource Accounting is the measurement of the

cost and value of people to the organization.

It involves measuring costs incurred by the organizations to recruit, select, hire,

train and develop employees and judge their economic value to the organization.
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1.5 Historical Score Card of Human Resource Accounting:

The concept of considering the human beings as an asset is an old one. The
Importance which Emperor Akbar gave to the nine jewels (courtiers) is a strong
evidence for the same. The history of our freedom movement will not be complete
without mentioning the names of distinguished freedom fighters such as Shri
Motilal Nehru, Mahatma Gandhi, Sardar Vallabh Bhai Patel and several others
but no effort was made to assign any monetary value to such individuals in the

Balance Sheet of the Nation.

Sir William Petty was the pioneer in this direction. The first attempt to value the
human beings in monetary terms was made by him in 1691. Petty considered that
labour was “the father of wealth’ and it must be included in any estimate of
national wealth without fail. Further efforts were made by William Far in 1853,
Earnest Engle in 1883.

The real work started only when behavioural scientists vehemently criticized the
conventional accounting practice of not valuing the human resources along with
other resources. As a result, accountants and economists realized the fact that an
appropriate methodology has to be developed for finding the cost and value of
the people to the organization. For a long period of time, a number of experts
have worked on it and produced certain models for evaluating human resources.
The important among them are Shultz, Flamholtz, Lav and Schwartz, and

Kennath Sinclare.

Human Resource Accounting was first started with simple measures of trying to
convert output data into contributions. When an HR programme had effected a
change in the output especially for organizations operating on profit basis, its
value was determined by calculating the profit contribution. Rensis Likert in the

1960s was the first to research in HR and emphasized the importance of strong
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pressures on the HR’s qualitative variables and on its benefits in the long run.
According to Likert’s model, human variables can be divided into three

categories:

a. Causal variables;
b. Intervening variables: and

c. End-result variables.

The interaction between the causal and intervening variables affect the end-result

variables by way of job satisfaction, costs, productivity and earnings.

Historically the first major systematic effort at evaluation was made by RG Barry
Corporation of Columbus in 1967. Their annual report detailed the inauguration
of HRA procedures developed by the company to enable them to report accurate

estimates of the worth of the organization’s human assets.

Accumulated costs under the categories namely recruiting and acquisition; formal
training and familiarization; informal training and familiarization; experience;

and development were accounted.

Costs for the expected working lives of individuals (or sometimes shorter periods)
were amortized, and unamortized costs (for example, when an individual left the

company) were written off.

That is, today, known as the Historical Cost Approach to employee valuation.
Improvement over the years has helped evolve other bases of valuation, which

have been providing supplemental information.

Today they fall under three major categories namely replacement cost, present
value of future earnings and present value to the organization, i.e., profit

contribution.
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The formation of a separate Ministry for human resources development by
Government of India with an initial outlay of Rs.1500crores infused a new vigour
into all human development programmes of the nation. Creating such portfolio

by every company creates the necessity of accounting for the same.

Human resources are one of the most valuable assets and needless to say that the
human being’s co-ordinate the best of machines, men and money. Computers, of
course, may challenge the human resources but computer is not a brain and it
simply carries out human commands. Therefore, Accounting for such human

resources is very essential for the organization.
1.6 Enumerating the Assets:

Until recently, Human Resource Management (HRM) activities have commonly
been evaluated in behavioural and statistical terms. In this competitive climate
the need to evaluate HRM activities in economic terms is becoming increasingly
apparent. Developing such measures requires an inter- disciplinary approach
wherein information from accounting, finance, economics and behavioural
science has to be incorporated and delivered in the language understood by the

business world.

The next step is to transform generated data into the only language the business
world understands-Money. The need to convert Human Resource Management
(HRM) activities in economic terms has become vital in this competitive
scenario. And truly enough HR has also evolved wherein its functions of hiring,
paying salaries, administration, benefits, developing and retaining employees,
etc., have been translated into quantitative terms in order to monitor results and

facilitate changes.

And today the data that is collected as such is being converted to monetary values

and thus the emergence of Human Resource Accounting (HRA).




UNIT-1

According to the theory of accounting for HR propounded by Flamholtz EG

a. people are valuable resource of an enterprise and;

b. information on the investment and value of human resource is useful for
internal and /or external decision-making. According to the suggestions given
by Brummer RL, a firm has to capitalize on its expenditure on HRM’s
functions namely recruitment, selection, orientation, training and development
of people and treat them as assets for the purpose of HRA. The amounts so
capitalized can be shown in the balance sheet as human assets as distinguished

from physical assets.

When we refer to assets, we remember only two assets, viz, fixed assets and
current assets. Fixed assets are valued at historical cost basis and current asset at
current price. But the growing awareness of the importance of intangibles is also

reflected in accounting for assets.

There is a widening gap between the perceived value and the accounting value of
the business. It necessitated the accounting for intangibles and the accountants

have handled several such areas of accounting the intangibles too.

The traditional “bricks and mortar” accounting is of little use in modern business
where more than three fourths of value addition are derived from knowledge, an
intangible asset. For example, the accounting implications of R and D have been
examined and analysis on that has been referred in the financial statements by
some of the foreign companies. Earlier accounting theorists like Paten and Scott
recognized human resource as an asset and commented that “in a business, well
organized and loyal personnel are more important asset than a stock of
merchandise”. Likert first used the term “human asset accounting”, which has
been replaced by human resource accounting which demonstrates the weakness

of traditional accounting for not bringing human resource within its fold.
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The process of assigning numeric value to human resources can either be cost
based or value based. The cost-based approach includes historical cost,
replacement cost and opportunity cost. This approach can be further sub-divided
into two categories. That is non-monetary and monetary. The non-monetary
approach focuses on the organizational and behavioural variables which
determine human resource value. The monetary approach focuses on the revenue

generation capacity of human resource and attaches a value figure accounting.

The exponents of human resource valuation models in most cases have not dealt
with the mode of recording and disclosure of the accounting information relating
to human resources in the financial statements of the organization. It is left to the
discretion of the accounting bodies that have yet to develop a generally accepted
basis for valuation, recording and disclosure of human resource accounting
information in the financial statements of an organization. In most cases, the
human resource accounting information is given in the form of supplementary
information attached to the financial statements. Prof. N. Dasgupta has suggested
In his total cost approach the following mode for disclosure of human resources

in the balance sheet of an organization.

According to him, the human resources valued as per his model should be shown

both on the ‘assets’ as well as ‘liabilities’ sides of the balance sheet.

On the assets side, it should be shown after the fixed assets as Human Assets

classified into two parts —

a. Value of individuals,

b. Value of firm’s investment.

On the ‘Liabilities’ side, it should be shown after the capital as Human Assets
Capital by that amount at which it has been shown on the asset side against ‘value

of individuals.” He has given the following example to clarify his point.

10
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Example:

A firm has started its business with a capital of = 10,00,000. It has purchased fixed
assets worth ~ 5,00,000 in cash. It has kept ~ 2,60,000 as working capital and
incurred ~ 2,40,000 on recruiting, training and developing the engineers and few
workers. The value of engineers and workers is assessed at 8,00,000. The above

items will be shown in the balance sheet as follows:
Balance Sheet

(Including Human Resources)

Liabilities ’ Assets )
Capital 10,00,000]| Fixed Assets 5,00,000
Human Assets Capital | 8,00,000| Human Assets:

(1) Individuals’ Value 8,00,000
(i1) Value of Firm’s Investments | 2,40,000
Current Assets 2,60,000
18,00,000 18,00,000

1.7 Valuation of Human Assets:

Valuation of human assets are the most important aspect of human resource
accounting. A recent trend in today’s corporate world is to measure the value of
intangible assets of the companies such as goodwill {valuation of goodwill is
quite old}, brands, patents, and now human assets. Consultants in HRM
emphasize the need for valuation of human assets. For example, Brian Friedman
Human capital consultant with Arthur Anderson, views that “if you treat human
resources as your most valuable assets. “Before we go through the mechanism of

valuation go human assets, let us see the types of various human assets.

11
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1.7.1 Types of Human Assets:

Human assets are in intangible form and are within the inside of human resources.
Therefore, there may be different ways in which these can he classified. For
example, Sumantra Ghoshal has classified these into three categories intellectual
capital, social capital and emotional capital. Besides, there is recent emphasis on
spiritual capital. Let us briefly discuss these to identify how these contribute to

individual effectiveness.
a. Intellectual Capital:

The first element of the human capital is intellectual capital which can be defined
at individual level as well as at organizational level. At the individual level, it
refers to his knowledge, skills and expertise. It may be in the form of specialized
knowledge, tacit knowledge and skills, cognitive complexity and learning
capacity. At the organizational level, intellectual capital consists of both the stock
of knowledge, skills and expertise that members of the organization collectively
possess, and the knowledge and expertise that may be embedded in or owned by
the organization including patents. Information technology based knowledge
systems, or specialized processes of work. Ghoshal observes that “in the recent
past, much management attention has been paid to this issue of intellectual
capital, and rightly so. Knowledge certainly in service industries like consulting,

investment banking. IT services, consumer electronics, and electrical machinery.
b. Social Capital:

Social capital is derived from the network of relationships, both internally and
externally. From organization’s point of view, social capital relates to structure,
quality, and flexibility of the human networks which can be created through
cohorts, joint departments and functions, long-term employment and internal

culture.

12



Cost Based Approaches

a) Historical Cost
b) Replacement Cost
¢) Opportunity Cost
d) Standard Cost

Monetary Value Based Approaches

a) The Lev and Schwartz Model
b) The Eric Flamholtz Model
¢) Morse Model

Non- Monetary Value -Based Approaches

a) Likert Model
b) The Flamholtz Model
¢) Organ Model

I. Cost Based Approaches:

a) Historical Cost Approach

the true value of human assets.

UNIT-1

Brumnet, Flamholtz and Pyle have developed this method. It is on the basis of
actual cost incurred on human resources. Such a cost may be of two types-
acquisition cost and learning cost. Acquisition cost is the expense incurred on
recruitment, selection; entire cost is taken into consideration including those who
are not selected. Learning cost involves expenses incurred on training and

development. This method is very simple in its application, but it does not reflect

For example, an experienced employee may not require much training and

therefore, his value may appear to be low though his real value is much more than

13
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what is suggested by historical cost method. Under this approach actual cost
incurred towards recruitment, hiring, training and developing human resources of
the organization are capitalized and amortized over the future expected useful life
of the human resources. Certain part of costs will be written off in proportion to
the income of the future years which those human resources will provide service.
When these human assets are prematurely liquidated, the amount not written off

Is charged to income of the year in which such liquidation takes place.

When the useful life of the human resource is considered to be longer than
originally expected, revisions are to be affected in the amortization schedule. The
historical cost of human resource is almost similar to the book value of the other

physical assets.

The additional costs incurred in training and developing is capitalized and is
amortized over the remaining working life of the employee. The unexpired value

IS investment in human assets.
Advantages:

e Simple to understand and easily worked out.
e Cost is related to revenue
e |t enables to provide a basis for evaluating the company’s returns on its

investment in human resources.
Disadvantages:

e |t takes into account only acquisition costs and does not take into account his
potentiality.

e Itis not clear when or up to how many years the amount should be amortized

e Amount to be amortized is not fixed.

e Capital cost decreases with amortization.
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b) Replacement Cost:

Rensis Likert & Eric G. Flamholtz propounded it. This is a measure of cost to

replace a firm’s existing human resources.

Human Resources are to be valued on the assumption that a new similar
organization has to be created from scratch and the cost to the firm is calculated
If the existing resources were required to be replaced with other persons of

equivalent talents and experience.

It takes into account all costs involved in recruiting, hiring, training and

developing the replacement to the present level of efficiency.

As against historical cost methods which take into account the actual cost
incurred on employees, replacement cost takes into account the notional cost that
may be required to acquire a new employee to replace the present one.

Replacement cost is generally much higher than the historical cost.

For example, Friedman has estimated that the replacement cost of an executive
in middle management level is about 1.5 to 2 times the current salary paid in that
position. Replacement cost is much better indicator of value of human assets
though it may present certain operational problems. For example, true
replacement of a person may not be found easily with whose cost the valuation is

done.

This approach is more realistic as it incorporates the current value of the
organization’s human assets in its financial statements prepared at the end of the
year. Costs incurred by an organization in replacing a terminated employee are

defined as replacement cost like the following —

e Communication of job ability

e Pre-employment administrative functions
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e Interviews

e Testing

o Staff Meetings
e Travel Cost

e Employment Medical Examination
Limitations

e There may be no similar replacement for certain existing assets.
e The replacement value is affected by subjective considerations and therefore
the value is likely to differ from one another.

e It is against conventional accounting practice.
¢) Opportunity Cost Method:

Heckiman and Jones first advocated this approach. This is also known as “Market

Value Method”.

This method of measuring the value of human resources is based on the

economist’s concept of ‘opportunity cost’.

Opportunity cost is the value of an asset when there is an alternative opportunity
of using it. In this method there is no opportunity cost for those employees who
are not scarce. As such only scarce people should form part of the value of human

resources.

The employee is considered as scarce only when the employment in one division

of an individual or group denies this kind of talent to another division.

Thus, the opportunity cost of an employee in one department is calculated on the
basis of offer made by another department for the employees working in this

department in the same organization.
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Limitations:

e The total valuation of human resource on the competitive bid price may be
misleading and inaccurate. A person may be a valuable person for the
department in which he is working and may have a lower price in the bid by
other departments.

e Only scare employees are included in this method and as a result un-scare
employees may lose their morale, as they are not counted.

e [t would be difficult to identify the alternative use of an employee in the

organization.
d) Standard Cost Method:

David Watson has suggested this approach. Instead of using historical or
replacement cost, many companies use standard cost for the valuation of human

assets just as it is used for physical and financial assets.

For using standard cost, employees of an organization are categorized into
different groups based on their hierarchical positions. Standard cost is fixed for
each category of employees and their value is calculated. This method is simple
but does not take into account differences in employees put in the same group. In

many cases, these differences may be quite vital.

According to this approach, standard costs of recruiting, hiring, training and
developing per grade of employees are determined year after year. The standard
cost so arrived at for all human beings employed in the organization are the value

of human resources for accounting purposes.

The approach is easy to explain and can work as a suitable basis for control
purposes through the technique of variance analysis. However, determination of

the standard cost for each grade of employee is a ticklish issue.
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Ii. Monetary Value Based Approaches:

According to this approach, the value of human resources of an organization is
determined according to their present value to the organization. For determination
of the present value, a number of valuation models have been developed. Some
of the important models are as follows — In this method the future earnings of
various groups of employees are estimated up to the age of their retirement and
are discounted at a predetermined rate to obtain the present value of future
earnings used in the case of financial assets. It is the present value of future

earnings.

To determine this value, the organization establishes what an employees’ future
contribution is worth to it today. That contribution can be measured by its cost or
by the wages the organization will pay the employee. The organization does not
benefit by monitoring the efficiency of its investment in employee development
because the investment has little or no impact on the present valuation of future

earnings.
a) The Lev and Schwartz Model (Present VValue of Future Earnings Method):

This model has been developed by Lav and Schwartz (1971). According to this

model, the value of human resources is ascertained as follows —

o Allemployees are classified in specific groups according to their age and skill.

e Average annual earnings are determined for various ranges of age.

e The total earnings which each group will get up to retirement age are
calculated.

e The total earnings calculated as above are discounted at the rate of cost of
capital. The value thus arrived at will be the value of human resources/assets.

e The following formula has been suggested for calculating the value of an

employee according to this model —
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Where,
V = the value of an individual r years old.

= the individual’s annual earnings up to the retirement
t = retirement age
r = present age of the employee

R = discount rate
Disadvantages:

e This model implies that the future work condition of the employee will not
change over the span of his working life but will remain the same as at present.

e The approach does not take into account the possibility that the employee will
withdraw from the organization prior to his death or retirement. It is therefore
not realistic.

e [t ignores the variable of thee career movement of the employee within the
organisation. An engineer will be an engineer throughout his career in the
organization.

e [t does not take into account the role changes of employees. A Personnel

Manager may become Chief Legal Officer.

However, this method does not give correct value of human assets as it does not

measure their contributions to achieving organizational effectiveness.

Scarpello & Theeke (1989):

“At the theoretical level, HRA is an interesting concept. If human resource value
could be measured, the knowledge of that value could be used for internal

management and external investor decision-making.
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However, until HRA advocates demonstrate a valid and generalizable means for
measuring human resource value in monetary terms, we are compelled to
recommend that researchers abandon future consideration of possible benefits
from HRA.

b) Flamholtz Model (Reward Valuation Method):

This model has been suggested by Flamholtz (1971). This is an improvement on
‘present value of future earnings model’ since it takes into consideration the
possibility or probability or an employee’s movement from one role to another in

his career and also of his leaving the firm earlier, that his death or retirement.

According to this model, the ultimate measure of an individual’s value to an
organization is his expected realizable value. Expected realizable value is based
on the assumption that there is no direct relationship between cost incurred on an
individual and his value to the organization at a particular point of time. An
individual’s value to the organization can be defined as the present worth of set
of future services that the expected to provide during the period he remains in the
organization. Flamholtz has given the variables affecting an individual’s expected
value {IERV}: individual conditional values and his likelihood of remaining in
the organization. The former is function of the individual’s abilities and activation
level, while the later is a function of such variables as job satisfaction,

commitment, motivation and other factors.
The model suggests a five-step approach for this purpose —

e Determination of the period for which a person is expected to serve the
organization.

e ldentification of ‘service states’ (i.e., roles or posts) that the employee might
occupy during his service career.

¢ Including the possibility of his quitting the organization.
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e Estimation of the value derived by the organization when a person occupies a
particular position. Such value can be determined either by multiplying the
price of the services with the quantity of the services to be rendered or the
income expected to be derived from the services to be rendered.

e The total value of the services derived by the organization by different
employees or group of employees is determined. The value thus arrived is

discounted at a predetermined rate to get the present value of human resources.
Limitations:

The model suffers from nearly all the drawbacks from which the present value of

future earnings models suffers.

Moreover, it is difficult to obtain reliable data for determining the value derived
by an organization during the period a person occupies a particular position. The
model also ignores the fact that individuals operating in a group may have a
higher value for the organization as compared to individuals working

independently.
¢) Morse Model (Net Benefit Model):

This approach has been suggested by Morse (1973). According to this approach,
the value of human resources is equivalent to the present value of net benefits
derived by the organization from the service of its employees. The method

involves the following steps —

e The gross value of services to be rendered in future by the employees in their
individual as well as their collective capacity is determined.
e The value of future payments (both direct and indirect) to the employees is

determined.
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e The excess of the value of future human resources (as per 1 above) over the
value of future payments (as per 2 above) is ascertained. This, as a matter of
fact, represents the net benefit to the organization on account of human
resources.

e The present value of the net benefit is determined by applying a predetermined
discount rate (generally the cost of capital). This amount represents the value

of human resources to the organization.
iii. Non- Monetary Value -Based Approaches:
a) Pekin Organ (Certainty Equivalent Net Benefit Model)

This approach has been suggested by Pekin Organ (1976). This, as a matter of
fact, is an ext4nsion of “net benefit approach” as suggested by Morse. According
to this approach, the certainty with which the net benefits in future will accrue
should also be taken into account, while determining the value of human

resources. The approach requires determination of the following —

e Net benefit from each employee as explained under ‘net benefit approach’.

o Certainty factor at which the benefits will be available

e The net benefits from all employees multiplied by their certainty factor will
give certainty equivalent net benefits. This will be the value of human

resources of the organization.
S. K. Chakraborthy Model (Aggregate Payment Approach):

Indian author Prof. S.K. Chakraborty in 1976 advocated this model. He has
valued the human resources in aggregate and not on an individual basis. He
suggested that managerial and non-managerial man power can be evaluated
separately. The value of human resource on a collective or group basis can be is

multiplied by the average tenure of employment of the employees in that group
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and is the investment in human resource. The average annual salary payments for
the next few years could be found out from the salary grade structure and

promotion schemes of the enterprise.

The recruitment, including selection, development and training costs of each
employee could be recorded separately and considered as deferred revenue
expenditure to be written off over the expected average tenure of the employee in
the organisation. The deferred portion should be shown in the financial statement

of the organisation.

In case of permanent exit on account of death, retrenchment etc. then the balance
on the deferred revenue account of that year of that person should be written off

against the income in the year of exit itself.

For the purpose of finding the present value of estimated payments the expected
average after tax return on capital employed over the average tenure period should

be taken as the discount rate.

As for disclosure of accounting information on human resources as an asset, he
has suggested to include human assets under investments in the ‘financial
statement’ of the organisation. He is not for taking it as ‘fixed assets’ as it will
cause problems of depreciation, capital gains or losses upon exit etc.; neither it
could be taken as ‘current asset’ as it will not be in conformity with the general

meaning of the term.
1.8 llliquid and Non-Marketable Assets:

The state of a security or other asset that cannot easily be sold or exchanged for
cash without a substantial loss in value. Illiquid assets also cannot be sold quickly
because of a lack of ready and willing investors or speculators to purchase the
asset. The lack of ready buyers also leads to larger discrepancies between the
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asking price (from the seller) and the bidding price (from a buyer) than would be
found in an orderly market with daily trading activity. Some examples of
inherently illiquid assets include houses, cars, antiques, private company interests
and some types of debt instruments. On the other end of the spectrum, most listed
securities traded at major exchanges, such as stocks, funds, bonds and
commodities are very liquid, and can be sold instantaneously during regular

market hours at fair market price.

Illiquid securities carry higher risks than liquid ones; this becomes especially true
during times of market turmoil when the ratio of buyers to sellers may be thrown

out of balance.

During these times, holders of illiquid securities may find themselves unable to

unload them at all, or unable to do so without losing a lot of money.
1.9 Potential Pitfalls in Investing in Illiquid and Non-Marketable Assets:

As investors scour the financial landscape in the search for lucrative investment
options, it is easy to be tempted by the lure of the potentially high returns often
touted by issuers of non-marketable securities. These are financial instruments
which may generally be exchanged for cash only by dealing directly with the

issuer.

Some issuers might require investors to lock in their capital for months or even
years, while others limit the amount of shares which can be sold within a
particular period of time. The result is that an investor may be required to hold
the security despite the availability of other, possibly more attractive investment
opportunities which may arise in the future It is important to distinguish between
illiquid securities and those that are non-marketable. Illiquid securities may be
freely bought from or sold to other investors however, transactions may not occur

often and the amount of shares traded is usually small.
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Non-marketable securities, on the other hand, are limiting by design as they
generally cannot be sold to outside investors either for a certain period of time

after the initial investment or during the entire life of the investment.

When you invest in non-marketable securities, you are essentially placing a bet
that your particular investment will outperform other available alternatives in the
current year and in future years. This means that if a security is said to provide,
let’s say, a steady 6% annual return on average, then you would essentially miss
out on any returns provided by the market which exceed that 6%. If the market
returns 10% in a given year, then the 4% difference is effectively the cost you pay

for holding an inflexible investment.

On the other hand, that 6% average annual return may seem much more attractive
when the market loses 30%. In this case, it may appear that the non-marketable
investment would be paying off. However, the reality of the situation may be
more complicated than it appears. This is due to the fact that a security which
promises a steady return is only as reliable as its intended source of income. In
other words, the security may only provide returns to investors if it generates

sufficient revenue through its underlying investments.

This means that despite the steady distributions which may be touted by an issuer
of non-marketable securities, it is rarely the case that an investment is completely

Immune to events occurring in the financial markets.

As a result, significant market downturns may affect the ability of an issuer to
make distributions to investors and/or protect their principal, even in situations in
which the issuer promises stable, fixed returns. The investor may not become

aware of this, however, until it comes time to cash out of the investment.

To illustrate this point, let’s consider non-marketable REITs (Real Estate

Investment Trusts) as an example.
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A REIT is an investment vehicle which gives investors an opportunity to
participate in the revenue earned from the hotels, office buildings, residential
properties, and interests in mortgage securities and/or other assets held by the
Trust. Essentially, investors act as a conduit and provide the REIT with the capital
needed to purchase the underlying assets with the intent of collecting future pay
outs. As the process of purchasing and selling real estate can be quite complex,
time-consuming, and costly, REITs often require investors to lock in their
investment for a certain period of time before they can exchange their shares for
cash. While this brings stability to the overall portfolio held by the REIT,
investors may be paying the price for this stability by way of their long-term

financial commitment.

This is because property prices, as most other variables in the financial markets,
are subject to change. In the rapid pace and high liquidity of the stock market,
such changes may be reflected almost immediately by decreases in the market
values of securities relating to real estate. To illustrate this concept, consider an
investor who purchased shares of a publicly-traded real estate company at $10

per share. In the event of a market downturn, each share may be worth only $8.

This drop in price was the result of a consensus amongst a multitude of buyers
and sellers who agreed that the fair value of the security at a particular time was
$8 per share. Although the investment has dropped in value, the investor has the
benefit of transparency regarding the price of the shares at a particular time, and
also the ability to cash out if the losses exceed a certain predetermined threshold

(also known as a stop-loss).

However, non-marketable REIT securities are not as transparent in this respect
because the marketplace is comprised solely of the issuer and the investor.
Therefore, the price may not Dbe reflective of significant macro and

microeconomic forces which would ordinarily influence the prices of marketable
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securities. Since the volume of transactions occurring within a given time period
Is usually quite small, changes in prices take longer to be priced into the value of

a non-marketable REIT.

So, for example, let’s say that one million investors bought a single share of a
non-marketable REIT at $10 in 2006. The REIT could use these proceeds, up to

$10 million, to purchase real property, mortgages, etc.

This security can provide distributions to investors which are fueled by rents,
leases, mortgage payments, and other capital inflows to the REIT. Suppose that
after the financial crisis, the value of the property originally purchased by the

REIT at $10 million drops to only $6 million.

As investors attempt to redeem the shares that they paid $10 for in 2006, the REIT
will only be able to pay out $6 per share. Even though investors received
distributions from the investment, the value of the principal was significantly
reduced over the years. Unfortunately, this may not be apparent to investors until

it comes time to cash out their principal.

In this case, the $10 share price may not necessarily reflect the true value at a
particular time because there are no recent trades between market participants to

serve as a basis for that price.

This is because issuers of non-marketable securities typically prohibit sales of
interests to third-parties, which means that the security essentially does not exist
outside of the agreement between the investor and the issuer. As a result, investors
holding non-marketable securities should carefully consider the share prices
which are quoted to them and shown on account statements. If a particular
security was quoted at $10 prior to the collapse of the recent financial bubble, it
may be unrealistic to maintain the $10 valuation given that the prices of the

underlying investments have fallen significantly.
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It may be argued that since investors are receiving regular distributions from non-
marketable investments, they need not consider current market prices. This logic
is flawed, however, because the investors are relying heavily on the financial

health and the investment success of the issuer to protect their principal.

If the market prices of any underlying investments fall significantly, it may in
extreme cases lead to the insolvency and/ or bankruptcy of the issuer because it
may not be able to buy back the shares from investors at the quoted prices. In
such cases, investors in non-marketable securities may be left with pennies on the

dollar as they are typically not insured against losses.

Aside from the risks associated with investing in non-marketable securities,
investors should also consider the fees that are charged when entering in such
investments. These fees may include commissions paid to financial professionals
who profit based on volume of securities they sell. These commissions may in
some cases result in conflicts of interest and cause non-marketable securities to

be recommended to investors over other, potentially less risky investments.

With the wide variety of investment options currently available in the financial
markets, investors may be better served by emphasizing liquidity and
transparency when making their investment decisions. There are many
alternatives available which may provide comparable returns with a lower level

of risk than is available with non-marketable securities.

If considering the purchase of a non-marketable security, an investor should
consider whether the returns provided by the investment adequately compensate
the investor for taking on the additional risk of holding the security while other,

more lucrative alternatives may be available.

The investor should also be mindful of the financial stability of the issuer, which

can be a significant factor in influencing the outcome of the investment.
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1.10 Human Capital:

LPG - Liberalization, Privatization and Globalization all over the world, has
created the need for quality products and quality service. It in turn necessitated
organizations to compete with one another to improve the quality and device cost
reduction measures to exist in the industry. That could be done only with the
development of human capital which is evidenced by the rapid economic growth
of Japan and other East Asian countries. The investment in human capital cannot
be easily measured as it differs from one person to another. Basically, when we
talk of human capital it refers to the human knowledge, their inner capabilities
and creativity. The development of technology cannot be fully utilized without
knowledge and skill. The capabilities of the human capital in relation to the needs
of the organization should be improved by creating a climate in which the human
knowledge, skill, capabilities and creativity can be developed. How do we
develop our human capital and put it to optimum use is the challenge faced by the
present day corporate sector Technological improvements, business strategies,
quality concerns etc., will have no meaning without people (human capital). So,

it is people who make all the difference.

People and their development only can meet the needs of globalization and
liberalization. The human capital available in the organization should be rightly
assessed and developed through motivation, training and perceptional needs of
the organization. Only then, the organizational goals can be achieved and can
continue to be a market contributor in the field of competition. The computer
technology offers greater precision but demands different skills. The owners
(personnel) of these new skills are both technically educated and trained on the
job. It is the human capital which should be rightly invented for the qualitative
improvement of human beings who are considered the most valuable asset of an
organization. Thus, the Human capital refers to the basic skill, capabilities, the

perception, know-how and expertise.
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Every individual has certain skills and understanding. The education one has
undergone should help him to develop knowledge in general. Till one gets basic
employment he is not keen on planning his future and there is uncertainty. This

Is normal in most of the cases except a few.

As one is placed in an organization in some position, he starts to look for
elevation. The organization too would tap his basic skill and capabilities and
divert them to achieve the goals of the organization and in the process it attempts

to develop his basic skill through proper training, motivation and direction.

The human capital is rightly put through for effective functioning, right decision
making and career development. In all these it creates value to the organization
and makes it more stable in the competitive environment. At last, the cliché
‘people are our most important resource’ has actually come to mean something.
Today more than ever the management realizes that the most effective asset in an
organization is its people. In fact it is obsolete to say people are the most
Important asset, rather they are the only dynamic asset. Nothing happens without
people-money, equipment, technology.... Nothing means anything without a
human to act. Hence, the management has slowly realized the importance which
in turn has edged Human Resource (HR) from the background into mainstream

organizational strategies.

Having moved to the centre stage is not the end. It has to sustain its stand and
move even further and for that to happen HR must learn the language of
organizations and management, i.e. it has to talk in quantitative and objective
terms. Time and again, every manager has always stated ‘Y ou can’t manage what
you can’t measure’. Organizations are managed with quantitative data. Today,
HR has also got into the game. It has learned the terminology of the organization’s
financial statement and has begun to contribute in this area. Universally, HR is

emerging as a front line strategic player.
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Every organization has its eye on the bottom line-profit and all the units work to

demonstrate their contribution to service, quality and performance.

It is to be remembered that every unit affects business results and every function
Is a value-adding operation. Hence, it is imperative to be able to measure this

contribution objectively.

An organization uses HRA Asset models when it focuses on assessing its
investment in the human capital. In contrast organizations that intend to measure
the economic effects of employee’s behaviour tend to utilize the HRA Expense
models. This has led HR to finally attempt to account for an organization’s

intellectual capital.
1.10.1 Intellectual Capital:

Tangible assets can be easily valued. How does one evaluate intangible assets
such as creativity, service standards etc., Intellectual capital such as knowledge,
skill, information, experience etc, which helps create wealth that can’t be easily
assigned a price? To date, there is no clear agreement in the accounting profession

about how to account for them.

Yet the role of intangible assets such as brand names, intellectual capital, patents
etc., in their contribution to increase the amount of wealth in firms can’t be
ignored. The shift to a knowledge-based economy has created entirely different
categories of assets, popularly known as “soft assets that are not recognized in

financial statements”.
1.10.2 Valuing Intellectual Capital:

Human Capital, Structural Capital and Customer Capital comprise of a
company’s Intellectual Capital. Even though all the three are intangible, they can

be measured and targeted for investment.
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Human capital represents knowledge, skills and capability to provide solutions to
problems that customers think are important. Enabling human capital requires
other structures such as software manuals, customer files etc. Customer capital is
the value of an organization’s relationship with whom it does business including

suppliers.

HR professionals have always been trying to develop measures to value human

capital. Some of the measures utilized are:
1.10.3 Measures of Innovation:

Genuine innovation always commands a premium. All companies are always
striving to be different from the other and to stand out from the rest. In this
endeavour, new products, ideas, and strategies are the order of the day and now
companies are [earning to assess this aspect of creativity in the language it well

understands, that is the language of finance.
a. Measuring Employees’ Attitude:

Above all it is only employees’ attitude about the job and the company, which
gets reflected in their behaviour towards the customers. That behaviour in turn
translates into customers ‘retention, recommendations and loyalty, which in turn
get reflected in financial performance. Hence, behaviours and attitudes that affect
performance are being measured. Some of the attitudes measured are satisfaction,
locus of control, organizational involvement and commitment, and motivation:
and the behaviours often measured are performance, adjustment, absence or

ilIness and voluntary turnover.
b. Measures of Tenure, Turnover, Absenteeism, Experience and learning:

These indices that comprise of a company’s inventory of knowledge workers

need to be quantified. Quantifying tenure, turnover, absenteeism and experience
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Is quite simple when compared to learning. Turnover normally represents a
substantial cost to business. In measuring turnover, an organization has to
consider three major, separate cost categories: Separation costs, replacement
costs and training costs. In addition, the difference currency-value performance

between those leaving and their replacements should also be considered.

Similarly, the rate of absenteeism is first calculated and then the cost of
absenteeism can be estimated using set formulae and procedures. This cost would
include employee-hours lost, supervisory hours lost, all other costs incidental to

absenteeism, compensation, benefits, etc.
c. Structural Capital Measures:

Sharing, transporting and enabling human capital require other structures or
organizational capabilities. Structural capital consists of everything that remains
when the employees go home namely, databases, customer files, software

manuals, trademarks and organizational structures.

In order to find out if a company’s systems are helping or hindering its employees
to perform to their optimal level measures such as production-to market time,
suggestions versus implementation, databases at estimated costs, etc., are

accounted.
d. Customer Satisfaction Measures:

There are many objective ways to measure customer satisfaction. Some of the
common measures are customer retention rare, brand equity and customer

satisfaction.

Then customer satisfaction is linked to performance management for individual
employees it can generate helpful data for the 360-degree feedback of employees.

Earlier for HR programs it was sufficient just to collect data and calculate the
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cause and effect of those programs. Today, the ultimate aim is to evaluate not the
return on investment and business impact but also to be able to convert these data

into monetary values and compare them with the HR’s fully loaded costs.
1.11 Responsibility Accounting Definition:

Responsibility accounting is a system under which managers are given decision-
making authority and responsibility for each activity occurring within a specific
area of the company. Under this system managers are made responsible for the
activities of segments. These segments may be called departments or divisions.
Eric Kohier defines responsibility accounting as “a method of accounting in
which costs are identified with persons assumed to be capable of controlling

them, rather than with products or functions.

It differs from activity accounting; in that it does not in itself require an
organizational grouping by activities and sub-activities or provide a systematic
criterion of system design.” Charles T. Horngreen defines ‘“Responsibility
accounting is a system of accounting that recognizes various responsibility
centres throughout the organization and reflects the plans and actions of each of
these centres by assigning particular revenues and costs to the one having the
pertinent responsibility. It is also called profitability accounting and activity

accounting”.
The following inferences can be made from the above definitions:

a. Responsibility accounting stresses on communication of information in
general and accounting information in particular to various decisional centres.

b. Responsibility accounting lays greater emphasis on persons (human factor
management)

c. Responsibility accounting is tailored to the organizational structure so that the

process of communication of information follows principles of organization.
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d. Itis an accounting system which collects and report both planned and actual
accounting data in terms of sub-units which are recognized as responsibility

centres.
Steps Involved in Responsibility Accounting:
Responsibility accounting is used as a control device.

Following steps are necessary to effect control through the responsibility

accounting:

a. The organization is divided into various responsibility centres. Each
responsibility centre is put under the charge of a responsibility manager.

b. The targets or budgets of each responsibility centre are set in consultation with
the manager of responsibility centre so that he may be able to give full
information about his department. The manager of responsibility centre should
know as what is expected of him — each centre should have a clear set of goals.
The responsibility and authority of each centre should be well defined.

c. Managers are charged with the items and responsibility over which they can
exercise a significant degree of direct control.

d. Goals defined for each area of responsibility should be attainable with efficient
and effective performance.

e. The actual performance is communicated to the managers concerned. If it falls
short of the standards, the variances are conveyed to the top management. The
names of persons responsible for the variances are also conveyed so that
responsibility may be fixed.

f. The performance reports for each centre should be prepared highlighting the
variances and items requiring management’s attention. The corrective
measures are suggested or taken and communicated to the concerned

managers of the centres.
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1.11.1 Responsibility Centres:

Responsibility accounting focuses attention on responsibility centres. A
responsibility centre is a sub-unit of an organization under the supervision of a
manager who has the responsibility for the activities of that responsibility centre.
Each sub-unit has certain activities to perform and its manager is assigned the
responsibility and / or authority to carry out those activities. Responsibility centre
Is the segment of business with reference to which information will be
communicated to pin point responsibilities. In the words of Anthony and Races,
“A responsibility centre is like an engine in that it has inputs, which are physical
quantities of material, hours of various types of labour, and a variety of services;
it works with these resources usually; working capital and fixed assets are also
required. As a result of this work, it produces output, which are classified either

as goods, it they are tangible or as services, if they are intangible.

These goods or services go either to other responsibility centres within the
company or to customers in the outside would.” Responsibility centres, for

planning and control purposes, is classified into the following cases:

a. Expense Centre: An expense centre is a responsibility centre in which inputs,
but not outputs, are measured in monetary terms. Expense or cost centre is a
segment of an organization in which the managers are held responsible for the
costs incurred in that segment. Responsibility accounting is based on financial

information relating to input (costs) and outputs (Revenues).

In an expense centre of responsibility, the accounting system records only the
cost incurred in/by the centre or unit but revenues earned (output) are
excluded. In case of certain responsibility centres, it is neither possible nor

necessary to measure the output in terms of monetary units.

Most of the service departments come in this category.
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b. Revenue Centre: A revenue centre is a segment of the organization which is
primarily responsible for generating sales revenue. A revenue centre manager
does not possess control over cost, investment in assets, but usually has control
over some of the expenses of the marketing department. The performance of
a revenue centre is evaluated by comparing the actual revenue with budgeted
revenue. The marketing manager of a product line, or an individual sales
representative are example of revenue centres.

c. Profit Centre: A responsibility centre is called a profit centre when the
manager is held responsible for both costs (inputs) and revenues (outputs) and
thus for profit. A profit centre is a big segment of activity for which both

revenues and costs are accumulated.

A centre whose performance is measured in terms of both — the expense it
incurs and revenue it earns, is termed as a profit centre. The output of a
responsibility centre may either be meant for internal consumption or for
outside customers. In the latter case the revenue is realized when the sales are
made. That is, when the output is meant for outsiders, then the revenue will be
measured from the price charged from customers. If the output is meant for
other responsibility centre, then management takes a decision whether to treat
the centre as profit centre or not. In fact, any responsibility centre can be turned

into a profit centre by determining a selling price for its outputs.

For instance, in case of a process industry, the output of one process may be
transferred to another process at a profit by taking into account the market price.
Such transfers will give some profit to that responsibility centre. Although such
transfers do not increase the Company’s assets, they help in management control

process.

d. Investment Centre: Itis defined as a responsibility centre in which inputs are

measured in terms of cost/ expenses and outputs are measured in terms of
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revenues and in which assets employed are also measured. A responsibility
centre is called an investment centre, when its manager is responsible for costs

and revenues as well as for the investment in assets used by his centre.

He is responsible for maintaining a satisfactory return on investment i.e.

revenues, expenses and the amounts invested in the centre’s assets.
The manager of an investment centre is required to earn a satisfactory return.

Thus, return on investment (ROI) is used as the performance evaluation

criterion in an investment centre.
Advantages of Responsibility Accounting:
The following are some of the advantages of responsibility accounting:

a. It introduces sound system of control — a system of closer control.

b. Each and every individual in the organization is assigned some responsibility
and they are accountable for their work.

c. Everybody knows what is expected of him. Nobody can shift responsibility to
anybody else if something goes wrong.

d. It is effective tool of cost control and cost reduction applied with budgetary
control and standard costing.

e. It facilitates the management to set realistic plans and budgets.

f. Itis not only a control device but also facilitates decentralization of decision-
making.

g. It measures the performance of individuals in an objective manner.

h. It fosters a sense of cost-consciousness among managers and their
subordinates.

I. It helps the management to make an effective delegation of authority and

required responsibility as well.
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J. Under the system of responsibility accounting, detailed information is
collected about costs and revenues, on a continuous basis and the data is
helpful in planning for future costs and revenues.

k. Timely corrective action can be taken and better control over costs can be

achieved.
Cost Centres vs. Responsibility Centres:

A cost centre is “a location, person or item of equipment (or group of these) for

which costs may be ascertained and used for purposes of cost control”.

Thus, cost centre is used as a means of assembling items of cost, so that they can
be assigned to goods and services. In the case of cost centre, emphasis is not on
the persons who may be managing a level or product or process. Responsibility
centres, on the other hand, are established on the basis of responsibility delegated
to responsible personnel of the organization with a view to identify costs which

can be controlled by each one of them.

However, cost centres sometimes may be used as responsibility centres too. In
that case cost reports are prepared both cost centre-wise and responsibility-centre-

wise.
Transfer Prices:

The measurement of profit in a profit centre type of responsibility accounting is
also complicated by the problem of transfer prices. A transfer price is a price used
to measure the value of goods/services furnished by a profit centre to other

responsibility centre within a company.

That is, when internal exchange of goods and services take place between the
different divisions of a firm, they have to be expressed in monetary terms. The

monetary amount for these inter-divisional exchanges/transfers is called the
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transfer price. While determining transfer prices a number of criteria should be

carefully considered:

a. Transfer prices should help in the accurate measurement of divisional
performance (profitability) measurement.

b. Transfer prices should motivate the divisional managers into maximizing the
profitability of their divisions and making decisions that are in the best interest
of the organization as a whole.

c. Transfer prices should ensure that divisional autonomy and authority is
preserved.

d. Transfer prices should allow goal congruence to take place, which in effect
means that the objectives of divisional managers are compatible with the

objectives of overall company.

Transfer price policies refer to the selection of policies/methods that would
govern the calculations of such prices under various circumstances. The concern

of transfer price policies is with developing a transfer pricing system that

. Allows a measure of performance to reflect the use of resources by
a division, and
. Allows the optimal allocation of the firms’ resources. In other words,

suitable transfer prices should be related to

a)  Management performance assessment, and

b)  Decision-optimization.

Chiefly there are two methods of transfer pricing — cost based and market based.
Based or, these, there are many types of transfer pricing — cost price, marginal
cost price, standard cost price, cost plus fixed margin, market price, negotiated
price, opportunity cost price etc. Each type of transfer pricing have advantages

and disadvantages too.
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Cost Control Through Responsibility Accounting:

The essence of responsibility accounting, as discussed above, is the collection of
costs according to responsibility centres in order that variances from standard
costs and budgets can be identified with persons, and based on the causes of

variances, corrective actions may be initiated.

Reports are prepared to inform a responsibility centre manager how well he has

performed in terms of costs. The purpose is not to indicate failure or to find fault.

To be effective, control must be conceived as a means of locating those activities
and people in the organization in need of help so that assistance can be rendered

and the scarce resources of the firm more effectively utilized.
Controllable and Non-Controllable Costs:

For each responsibility centre costs should be classified as controllable and non-
controllable. Responsibility accounting is based on the notion that a responsibility
centre manager should be held accountable for controllable costs. Since we have
already discussed the concepts of controllable and non-controllable costs earlier.

We focus on important points here.

A cost is said to be controllable when it may be regulated by a person at a given
level of responsibility during a specified time period. Non-controllable costs are
those costs over which a person, at a given level of authority and during a
specified time period, has no control. Level of responsibility and time are the two
factors which demarcate between controllable and non-controllable costs.Costs
which are not controllable at one level of responsibility would always be

controllable at another level.

For example, factory rent may be non-controllable by the plant superintendent

but would be controllable by the plant manager or by some higher authority.
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Time also has an effect on controllability. A cost non-controllable in the short run
would be controllable in the long run. For example, if management has committed
to a contract for a period, then it is not controllable for that period. However, it

can be controlled by management at the time when contract comes up for renewal.
Responsibility Reporting:

Responsibility reporting is the crucial phase of responsibility accounting.
Responsibility reporting requires grouping and defining responsibility within an
organization structure, determining and assigning costs to appropriate levels and
activities and placing a strong emphasis on cost controllability. Reports prepared

under responsibility accounting may be known as performance reports.
These reports are prepared with the purpose of:

a. Informing each manager of his achievement in controlling costs of his centre;
b. Pointing out each manager’s accountability for costs incurred; and
c. Presenting cost information in such a way that motivates each manager to take

remedial action for improved future performance.

In preparing performance reports, management should focus attention on three
aspects: (a) frequency of reporting; (b) details to be presented in reports; (c)

format of reports.

The amount of details and frequency of reports depend on the management level
For which reports are being made. First line supervisors, for instance, would need
reports more frequently with considerable details, expressed in physical as well

as financial terms.

Management at higher level, on the other hand, would need condensed reports,
containing only that information that needs their attention and action. Reporting

to higher levels of management would not be too frequent.
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What is important is that reporting should be timely; that is, information should
be made available to management when it needs. As regards the format, reports

should be comprehensive.

They should clearly indicate activities controllable by the manager. Both actual
and budgeted performance with variances should be given. It is also desirable that
explanations, whenever possible, for the occurrence of variances and the remedial
action taken or to be taken may also be given. The criterion to decide about
contents of reports should be the usefulness of information for indicating
accountability and controlling cost. Reports should not be presented in highly
technical and complicated manner. They should be easily understood even by

non-accounting managers.
1.12 Management Control Structure and Process:

Management control can be defined as a systematic effort by business
management to compare performance to predetermined standards, plans, or
objectives in order to determine whether performance is in line with these
standards and presumably in order to take any remedial action required to see that
human and other corporate resources are being used in the most effective and

efficient way possible in achieving corporate objectives.
1.12.1 Management Control System:

A management control system (MCS) is a system which gathers and uses
information to evaluate the performance of different organizational resources like
human, physical, financial and also the organization as a whole considering the
organizational strategies. Finally, MCS influences the behaviour of
organizational resources to implement organizational strategies. MCS might be
formal or informal. The term ‘management control’ was given of its current

connotations by Robert N. Anthony (Otley, 1994).
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Robert N. Anthony (2007) defined Management Control as the process by which
managers influence other members of the organization to implement the
organization’s strategies. Management control systems are tools to aid
management for steering an organization toward its strategic objectives and
competitive advantage. Management controls are only one of the tools which

managers use in implementing desired strategies.

However, strategies get implemented through management controls,
organizational structure, human resources management and culture. Anthony &
Young (1999) showed management control system as a black box. The term black

box is used to describe an operation whose exact nature cannot be observed.

MCS involves the behaviour of managers and these behaviours cannot be
expressed by equations. Anthony & Young (1999) showed that management
accounting has three major subdivisions: full cost accounting, differential

accounting and management control or responsibility accounting

According to Horngren et al. (2005), management control system is an integrated
technique for collecting and using information to motivate employee behaviour
and to evaluate performance. According to Simons (1995), Management Control
Systems are the formal, information-based routines and procedures managers use

to maintain or alter patterns in organizational activities.

Chenhall (2003) mentioned that the terms management accounting (MA),
management accounting systems (MAS), management control systems (MCS),
and organizational controls (OC) are sometimes used interchangeably. In this

case, MA refers to a collection of practices such as budgeting or product costing.

But MAS refers to the systematic use of MA to achieve some goal and MCS is a
broader term that encompasses MAS and also includes other controls such as

personal or clan controls. Finally, OC is sometimes used to refer to controls built
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into activities and processes such as statistical quality control, just-in-time
management. According to Maciariello et al. (1994), management control is
concerned with coordination, resource allocation, motivation, and performance

measurement.

The practice of management control and the design of management control

systems draw upon a number of academic disciplines.

Management control involves extensive measurement and it is therefore related
to and requires contributions from accounting especially management

accounting.

Second, it involves resource allocation decisions and is therefore related to and

requires contribution from economics especially managerial economics.

Third, it involves communication, and motivation which means it is related to and
must draw contributions from social psychology especially organizational

behaviour.
Management control systems use many techniques such as

Balanced scorecard
Total quality management (TQM)

Kaizen (Continuous Improvement)
Activity-based costing

Target costing
Benchmarking and Bench trending

JIT
Budgeting

Capital budgeting
Program management techniques, etc.
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1.12.2 Management Control Process:

Managers set standards
and document
standardized processes

v

Managers provide
input: training and
equipment

v

Performance is measured and
measurements are analyzed

4

NO

Does
Performance

Conform to
Standards?

Is there a
special
cause of
variations?

Managers correct
performance

Managers correct
Do input
Nothing

The control process involves carefully collecting information about a system,
process, person, or group of people in order to make necessary decisions about

each. Managers set up control systems that consist of four key steps:
Steps in Control Process in Management are:

Control as a management function involves the following steps:

A. Establishing Standards:

Standards are criteria against which results are measured. They are norms to

achieve the goals. Standards are usually measured in terms of output.

They can also be measured in non-monetary terms like loyalty, customer

attraction, goodwill etc. Some of the standards are as.
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Time Standards: The goal will be set on the basis of time lapse in performing
a task.

Cost Standards: These indicate the financial expenditures involved per unit,
e.g. material cost per unit, cost per person, etc.

Income Standards: These relate to financial rewards received due to a

particular activity like sales volume per month, year etc.

. Market Share: This relates to the share of the company’s product in the market.

Productivity: Productivity can be measured on the basis of units produced per
man hour etc.
Profitability: These goals will be set with the consideration of cost per unit,

market share, etc.

Measuring Performance:

Measurement involves comparison between what is accomplished and what was

intended to be accomplished. The measurement of actual performance must be in

the units similar to those of predetermined criterion.

The unit or the yardstick thus chosen be clear, well-defined and easily identified,

and should be uniform and homogenous throughout the measurement process.

The performance can be measured by the following steps:

a.

Strategic Control Points: It is not possible to check everything that is being

done. So, it is necessary to pick strategic control points for measurement.
Some of these points are:

I.  Income: It is a significant control point and must be as much per unit of
time as was expected. If the income is significantly off form the
expectation, then the reasons should be investigated, and a corrective

action taken.
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b.

Ii.  Expenses: Total and operational cost per unit must be computed and
must be adhered to. Key expense data must be reviewed periodically.

li.  Inventory: Some minimum inventory of both the finished product as
well as raw materials must be kept in stock as a buffer. Any change in
inventory level would determine whether the production is to be
increased or decreased.

iv. Quality of the Product: Standards of established quality must be
maintained especially in food processing, drug manufacturing,
automobiles, etc. The process should be continuously observed for any
deviations.

V. Absenteeism: Excessive absenteeism of personnel is a serious reflection
on the environment and working conditions. Absenteeism in excess of

chance expectations must be seriously investigated.

Mechanised Measuring Devices: This involves a wide variant of technical
instruments used for measurement of machine operations, product “quality for
size and ingredients and production processes. These instruments may be
mechanical, electronic or chemical in nature

Ratio Analysis: Ratio analysis is one of the most important management tools.

It describes the relationship of one business variable to another.

The following are some of the important ratios:

Net Sales to Working Capital: The working capital must be utilised
adequately. If the inventory turnover is rapid, then the same working
capital can be used again and again.

Hence for perishable goods, this ratio is high. Any change in ratio will
signal a deviation from the norm.

Net Sales to Inventory: The greater the turnover of inventory, generally,

the higher the profit on investment.

48



Vi.

Vil.

viii.

UNIT-1

Current Ratio: This is the ratio of current asset (cash, receivables etc.) to
current liabilities, and is used to determine a firm’s ability to pay the short-
term debts.

Net Profits to Net Sale: This ratio measures the short-run profitability of a
business.

Net Profits to Tangible Net Worth: Net worth is the difference between
tangible assets (not good will, etc.) and total liabilities. This ratio of net
worth is used to measure profitability over a long period.

Net Profits to Net Working Capital: The net-working capital is the
operating capital at hand. This would determine the ability of the business
to finance day-to-day operations.

Collection Period on Credit Sales: The collection period should be as short
as possible. Any deviation from established collection period should be
promptly investigated.

Inventory to Net Working Capital: This ratio is to determine the extent of
working capital tied up in inventory. Generally, this ratio should be less
than 80 per cent, ix) Total debt to tangible net worth: This ratio would
determine the financial soundness of the business. This ratio should remain

as low as possible.

d. Comparative Statistical Analysis: The operations of one company can be

usefully compared with similar operations of another company or with
industry averages. It is a very useful performance measuring device.

Personal Observation: Personal observation both formal and informal can be
used in certain situation as a measuring device for performances, specially, the
performance of the personnel. The informal observation is generally a day-to-
day routine type.

A manager may walk through a store to have a general idea about how people

are working.
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C. Comparing the Actual Performance with Expected Performance:

This is the active principle of the process. The previous two, setting the goals and
the measurement format are the preparatory parts of the process. It is the
responsibility of the management to compare the actual performance against the
standards established. This comparison is less complicate if the measurement
units for the standards set and the performance measured are the same and
quantified. The comparison becomes more difficult when these require subjective

evaluations.
Ralph C. Davis identifies four phases in the comparison.

1. Receiving the raw data.
2. Accumulation, classification and recording of this information.
3. Periodic evaluation of completed action to date.

4. Reporting the status of accomplishment to higher line authority.

At the third phase, deviations if any are noted between standards and

performance.
If clear cut deviations are there, then management must study the:

I.  Causes for deviation
ii. Effect of deviation
lii. Size of deviation

Iv. Positive or negative deviation.
D. Correcting Deviations:

The final element in the process is the taking corrective action. Measuring and
comparing performance, detecting shortcomings, failures or deviations, from

plans will be of no avail if it does point to the needed corrective action.
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Thus, controlling to be effective, should involve not only the detection of lapses
but also probe into the failure spots, fixation of responsibility for the failures at
the right quarters, recommendation of the best possible steps to correct them.
These corrective actions must be applied when the work is in progress. The

primary objective should be avoidance of such failures in future.

The required corrective action can be determined from the qualified data as per
the standards laid out and the performance evaluation already done. This step
should be taken promptly, otherwise losses may be cumulative and remedial

action will be all the more difficult to take.

Corrective action must be well balanced, avoiding over controlling and at the

same time letting not things to drift.

1.13 Design of HR Accounting Process & Procedures for each of the HR Sub-
System:

There is much debate as to whether the human resources of an organization can
be considered as an asset and treated accordingly in the accounting system. There
are two schools of thought. One says that human resource is an asset and the other

does not agree with this. Now let us see what is an asset?

Asset is anything which is owned by the entity to derive service in future and
should have legally enforceable claim. As such there is no guarantee of deriving
benefits from the existing human resources in future and has no sales value like

other assets.

Therefore, legally, human resource is not an asset claims one school of thought.
Besides, company law also does not consider it as an asset. The “human resource
is an asset”. This school of thought puts forth two contentions in favour of its

opinion as follows:
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a. There is a legal ownership on the “human resource” which could in practice
prevent him from joining the other organizations unless properly relieved by
complying with some formalities like giving advance notice of resignation,
etc.

b. Uncertainty of deriving benefits is a common problem to all assets, not only
with the human resources. Deriving future benefit may be a big question mark
in other assets too due to many factors. ‘Obsolescence’ may be the one.

c. Generally, an asset needs maintenance and development support from the
organization so as to derive benefits over a long period of time. Similarly,
human resources as an asset also is in need of training and development in
order to maintain the service potential for the employer.

d. R. L. Woodruf Junior observed that treating people as assets and accounting
them is logical and satisfactory to the expectation of the future economic
benefits.

e. The above analysis supports the view that the human resource is an asset as
they are valuable resources to an organization and investments in such asset

will help organization to improve.
CASE STUDY
Background:

A small, privately held organization in Ohio was interested in positioning itself
for growth. They needed to attract and retain some very specialized talent to

continue their business success.

Without this talent, the organization would not be able to maintain its past

achievements and certainly could not expand its operations into new markets.

It was time to focus on the workforce needs and issues while creating a top

employer in the region.
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Challenge:

With minimal support to the Human Resources function, this client was
challenged with where to start work on their people issues. Findley Davies
recommended an audit which would review all current HR policies and practices

to determine:

Which “best practices” should be implemented to better position the
organization to achieve its goals;

Which practices, or lack of practices, might place the organization at risk
for compliance or regulatory violations; and

Process improvements that will support HR in providing the highest quality

service to employees.
Solution:

The HR audit began with a data and documentation request that required the
Company to gather many of their policy manuals, benefit descriptions, and other

employee communications.

Our audit team then met with the HR and Finance staff to gain a better
understanding of the current practices as well as identify other issues in the
organization. The Audit Report identified and prioritized recommendations in six

key areas:

General HR structure

Policies and procedures

Employee life cycle (attraction, recruitment, hiring, orientation,
termination)

Performance evaluation and training

Compensation and benefits administration Employee communication
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Results:

The HR audit was delivered to the Company’s management team as a detailed
report and then presented to the executives in a summary format. It included a
number of recommendations to improve their ability to attract and retain talent.
For example, one recommendation was to develop a compensation and benefits
philosophy. To support this initiative, we provided the organization with key
questions for the management team to discuss. The questionnaire allowed
stakeholders to examine their current pay and benefits practices and set a strategy
to align those practices with the future business direction. The client is going to
incorporate some of the highest priorities into their business initiatives over the
next couple years. One of their most immediate tasks will be to revise the
employee handbook to include most of the recommended best practices. The
client’s feelings were expressed in a simple email after our team’s presentation
to management. It said “Thank you for a great presentation last week. You hit a

home run.”
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Most people live — Whether physically, intellectually or morally — in a very
restricted circle of their potential being. We all have reservoirs of life to draw

upon, which we do not dream.
W. James.
Meaning and Definition:

Human resource planning (HRP) is a forward-looking function. It occupies a
pivot place in successful human resource management programme. To ensure that
people are available to extend their willing hands towards the development

endeavours of an organization, organizations engage in human resource planning.
In Simple Terms, Human Resource Planning Means:

The process by which and organization ensures that it has the right number and
kind of people, at the right places, at the right time, capable of effectively and
efficiently completing those tasks that will help the organization to achieve its

overall objectives.

Obijectives are translated into the need of the work force to attain through human
resource planning. Without such plan the requirement estimation is not

systematic, rather a mere guesswork.
According to Dale S. Beach.

“Human resource planning is a process of determining and assuring that the

organization will have an adequate number of qualified persons, available at
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proper times, performing jobs which meet the needs of the enterprise and which

provide satisfaction for the individuals involved.”

Manpower planning is a continuous process. It cannot be rigid or static. It is
amenable to modifications, review and adjustments, in accordance with the needs

of the organization or the changing circumstances.

In the words of Coleman, “Manpower planning is the process of determining
manpower requirements and the means for meeting those requirements in order

to carry out the integrated plan of the organization.”
2.1 Objectives of Human Resource Planning:

The basic purpose of having a human resource plan is to have an accurate estimate
of the number of employees required, with matching skill to meet organizational

objectives.

It provides information about the manner in which existing personnel are
employed, the kind of skills required for different categories of jobs and human
resource requirements over a period of time in relation to organizational

objectives.

It would also give an indication of the lead time that is available to select and

train the required number of additional manpower.
More specifically, HR planning is required to meet the following objectives:

e HR planning is essential to determine the future manpower needs in an
organization. In the absence of such a plan, it would be difficult to have the
services of right kind of people at the right time.

e HR planning is required to cope with changes in market conditions,

technology, products and government regulations in an effective way.
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These changes may often require the services of people with the requisite
technical knowledge and training. In the absence of an HR plan, we may not
be in a position to enlist their services in time.

e By keeping an inventory of existing personnel in an enterprise by skill, level,
training, educational qualifications, work experience, it will be possible to
utilize the existing resources more usefully in relation to the job requirements.
This also helps in decreasing wage and salary costs in the long run.

e HR planning provides useful information on the basis of which management
decides on the promotion of eligible personnel in the organization. In the
absence of an HR plan, it may be difficult to ensure regular promotions to

competent people on a justifiable basis.
2.1.1 Human Resource Planning Process:
Human Resource Planning consists of the following areas:

a. Analysing organizational plans.

b. Demand Forecasting — Forecasting the overall human resource requirements
in accordance with the organizational plans.

c. Supply Forecasting — Obtaining the data and information about the present
inventory of human resources and forecast the future changes in present
human resource inventory.

d. Estimating the net human resource requirements.

e. In case of future surplus, plan for redeployment, retrenchment and lay off.

f. In case of future deficit, forecast the future supply of human resources from
all sources with reference to plans of other companies.

g. Plan for recruitment, development and internal mobility in future supply is
more than of equal to net human resource requirements.

h. Plan to modify or adjust the organizational plan if future supply will be

inadequate with reference to future net requirements.
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The eight steps of human resource planning are depicted in the figure in the order
mentioned above. But the same order need not be followed in the actual planning

process, as the steps are independent.

Organizational (1)
Obijectives, Plans and

Programmes

Demand Forecast (2)
Resource Requirements
Skill wise, Value wise

Knowledge wise etc.

Present
Programmes

Supply Forecast (3)
Present Inventory of
Human Resources
Additions-Losses-Skill

Control & Review
Mechanism

wise Knowledge wise
etc.

Net Human Resource (4)
Requirements for Future
Skill-Knowledge
Value wise

i

i

Surplus of Future (5)
Available Human
Resources within The
Organization 6

Shortage of Future (7)
Available Human
Resource Within the
Organization

Forecast the Future (9)
Supply of Human
Resources In all the

Sources If Supply is
Inadequate

l

l

Redevelopment Retrenchment/

Redundancy Internal

Mobility

Recruitment Training Development

Human Resources Planning Model
2.1.2 Benefits of HRP:

Effective manpower planning provides adequate lead time for the procurement
and training of employees. It is all the more crucial because the lead time for
procuring personnel is a time-consuming process and in certain cases, one may

not always get the requisite type of personnel needed for the job.
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Non-availability of suitable manpower may result in postponement of delays in

executing new projects and expansion programmes, which ultimately lead to

lower efficiency and productivity. To overcome this an organization must plan

out its manpower requirements well in advance, so that it can compete effectively

with its competitors in the market. Manpower planning is an important tool of

human Resources Management as it helps in the following ways.

. Manpower planning results in reduced labour costs as it helps management to
anticipate shortages and/or surpluses of manpower and correct these
imbalances before they become unmanageable and expensive.

. Itis a better basis for planning employee development that is designed to make
optimum use of workers’ skills within organization.

. It enables indemnification of the gaps of the existing manpower so that
corrective training could be imparted. Thus, the training programme becomes
more effective.

. It leads to improvement in the overall business planning process.

. It helps in to formulating managerial succession plan as a part of the
replacement planning process which is necessitated when job-change plans
for managers are formulated. Besides this exercise would provide enough
lead-time for identifying and developing managers to move up the corporate
ladder.

It leads to a greater awareness of the importance of sound manpower
management throughout the organization.

. It serves as a tool to evaluate the effect of alternative manpower actions and

policies.

2.1.3 Responsibility For HRP:

Executives at higher level are responsible for HR planning as it is an important

factor to steer the organization move in the path of success.
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Prof. Geisler has outlined the responsibilities of the HR Department in respect of

HR planning as under:

a. Assist and counsel operating managers to plan and set objectives.

b. Collect and summaries manpower data keeping long-run objectives and broad
organizational interests in mind.

c. Monitor and measure performance against the plan and keep top management
informed about it.

d. Provide proper research base for effective man-power and organizational

planning.
2.1.4 Effective HR Planning:

Krishna Swamy in his study “Manpower Planning Practices in Indian
Manufacturing organizations™ has examined 45 companies of different categories
and found that scant attention is plaid towards human resource planning. Most of
the Indian organizations. Do not have adequate information on human resources.
There are unpredictable external influences like changes in labour market
conditions, technology, market conditions, economic cycles, changes in social
and economic values, political changes etc., In such a scenario, forecasting of
manpower is a touch task. However, to make HR planning effective the following

guidelines can be followed:

a. HR Plan must fit in with the overall objectives of the organization keeping in
view the various aspects of the human side of the enterprise.

b. The plan should enjoy consistent support from top management.

c. The Organization can develop on up-to-date employee shills inventory. Mark
analysis is an approach to forecast the internal supply of man power, tracking
past records & personnel movements; may be adopted for preparing

manpower inventory.
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d. Human resource information system may be developed, and data regards
individual demographics, career progression, appraisals, skills, interests,
training, target positions performance rating, geographic performance,
promo ability ratings may be computerized.

e. Inlarge organization, a separate HR Planning division may be created to look
after the plans for requirement, promotion and retention of human resources.
Systematically executed HRP can be a good means for achieving greater

effectiveness.
2.2 Human Capital Investment:
2.2.1 Human Capital Structure:

People are the greatest asset the only real difference between one organization
and the other is the performance of the people. The survival, development and
performance of an organization depends heavily upon the quality of manpower,
Right from Alfred marshal a century ago, down to the management Guru Peter
Drucker, focusing attention knowledge workers and knowledge industries come

out clear message that “Knowledge” is the key to development.

We are in the knowledge era where the new wealth of matrons is tied directly up
with the creation, transformation and capitalization of knowledge. Knowledge
based industries especially in the science and technology-based units are
expanding faster than many other industries and contribute towards the
transformation of a country’s economic infrastructure. As there is greater demand
for knowledge-based products the role of knowledge in achieving competitive

advantage has become a very important matter in all sections of management.

Knowledge, a primary competitive factor in business, which is non-traditional
and intangible, and its accumulation, transformation and valuation lie at the heart

of intellectual capital management.
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A recent study estimates that 50 to 90 percent of the value created by a firm comes
from the management of intellectual capital and not from management of

traditional physical assets (Hope and Hope 1998).

10 50 to 10
20 10% 20 Proportion of Total
30 30 value created
Management 40 40
of traditional 50 50 to 50
Physical assets 60 90% 60
70 70
80 80 Intellectual
90 90 management
100 100

Value Created by Firm

Human capital refers to the know-how, capabilities, skills, and expertise of the
human members of the organization. It is that knowledge that each individual has,

and which can be put to productive use.
2.2.2 Human Capital and its Elements:

The world is shrinking in all major respects, people, goods, capital and
information are moving around the, to be as never before. Companies are trying
to become global players just to survive. Companies like Colgate even proclaim
“We want to build a common corporate culture. We want them all to be collators”,
while trying to bridge the cultural gap between domestic employees and those in
global operations for serving business interests. With the concepts of the
liberalization, privatization and globalization being applied all over the countries
in the world, the need has arisen to go in for quality products and quality service.
Each organization has to compete with one another to improve the quality and

device cost reduction measures to exist in the industry.
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That could be done only with the development of human capital. If Japan and
other East Asian countries like Korea and Taiwan have recorded rapid economic
growth, it is because of their investment in human capital, which cannot be easily
measured, and which differs from one to another. Basically, when we talk of
human capital it refers to the human knowledge, their inner capabilities and
creativity qualities. These are to be tapped from the employees. With all the
development of technology it cannot be fully utilized to its full potential without
knowledge and skill. The capabilities of the human capital in relation to the needs
of the organization should be improved with the creation of a climate in which

the flower of human knowledge, skill, capabilities and creativity can bloom.

How do we develop our human capital and put it to optimum use is the challenge
that the present-day corporate sector faces? Technological improvements,
business strategies, quality concerns etc., will all have to be implemented through
people (human capital only). So, it is people who make all the difference. People
and their development are quite central to meeting the needs of globalization and
liberalization. The human capital available in the organization should be rightly
assessed and should be further developed through motivation training and

perception to the needs of the organization.

Only then, the organizational goals can be achieved and more so, it can continue
to be market contribution in the field of competition. With the arrival of micro-
electronic technology, work processes have changed. The computer technology
offers greater precision but demands different skills. The owners (personnel) of
these new skills are both technically educated and trained on the job. It is the
human capital, which should be rightly invented for the qualitative improvement

of human beings who are considered the most valuable asset of an organization.

Human capital refers to the basic skill, capabilities, the perception know-how and

expertise. Every individual has certain skills and understanding.
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The education one has undergone should help him to develop knowledge in
general. Till one gets basic employment he is no keen on planning his future and

there is uncertainty.

This is normal most of the cases except one, who makes his planning as to what

he should be even when he takes his education.

As one is placed in an organization in some position, he starts to look for
elevation. The organization too would tap his basic skill and capabilities and
divert them to achieve the goals of the organization and in the process, it attempts

to develop his basic skill through proper training, motivation and direction.

The human capital is rightly put through for the personnel in the organization
for effective functioning, right decision making and career development. In all
these it creates value to the organization and makes it more stable in the

competitive environment
The Basic Elements of Human Capital are Projected as Under:

a. Know-How: This is one of the major elements as it relates to the process of
the means to get the end results. It answers the question what is and how to do
it and the functions involved in general.

b. Education: This is a basic factor which makes one to understand the various
aspects of the job or work allotted. This is also a motivating fact for career
advancement.

c. Vocational Qualification: This element refers to the practical knowledge a
person gets through vocational education and training certain sphere of
activity.

d. Work-Related Knowledge: It is one’s knowledge in the particular field of
work which he has gained through such work being allotted to him. His earlier

work experience in that particular job or work will be of additional value.
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e. Occupational Assessment: A good analysis of the job will motivate one to
study the nature of work or occupation. This will enable one to plan is future
career depending upon the value of assessment.

f. Psychometric Approach: This approach tries to measure the ability, i.e.,
intelligence in terms of quantity or how much intelligence a person has. In
other words, this approach tries to determine and measure qualitatively the

factors that make up intelligence.

Today Psychometric testing is used to discover usually able youngsters, who may
benefit from enriched or alerted learning. Each person, score is compared with
standardized norms, standards obtained from the scores of a large, representative
sample of children of the same age who took the test while it was in the process
of preparation. Besides providing standardized norms, test developers must
devise techniques to try to ensure that the tests are valid (that they measure the
abilities may claim to measure) and reliable that the results are reasonably
consistent from are time to another. These are rigorous criteria, but tests can be

meaningful and useful only if they are both valid and reliable.

g. Work Related Competencies: This relates to the knowledge one processes
with regard to the work he is allotted or involved in. This includes the nature
of the job, his or her practical knowledge and experience in that line of activity,
the training one has undergone in that line or work, is aptitude towards the
work etc.

h. Entrepreneurial Innovativeness, Proactive and Reactive Abilities: It is the
entrepreneurial skill and force with which one involves himself in his work.
The aptitude in the particular sphere of activity should motivate him for
innovative approach.

That should make one to act so when there is some adverse result.
Innovativeness is based on the constant bent of mind on research in the work
field.
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Changeability: The competitiveness among the enterprises drive them
making various changes in the organization. As the organizations look or
changes, the employees would be driven for challenging tasks with many
changes being made in the organisational structure. It may even salt in
positional change. One should be capable of adjusting himself to the changing

organizational setup and changing situations.

These are all the elements of human capital. To tap these qualities highly and

develop them would be the task of Human resource development.

2.2.3 Measures to Evaluate Human Capital:

In an enterprise the following indicators are being applied as measures evaluate

the human capital: Reputation of company employees with head hunters.

o o

o o

@

Years of experience in profession.

Rookie ratio (percentage of employees with less than 2 year’s experience)
Employee satisfaction.

Employee participation.

Proportion of employees making new innovative plans and suggestions.

Value added per employee.

. Value added per salary rupee.

The accounting and reporting of intellectual capital will face the following

problems.

The need for Dbetter tools to manage investment in people, skills and
technological capabilities.

The need to be able to measure, over the long run, the returns of investment in
people’s skills, information bases and the organizational technological

capabilities.
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2.3 Human Capital Investment — HR Functions:

The Human Capital acts as a building block for the organizational (structural)
capital of the firm. So, when the enterprise looks for making the Human Capital
more effective and beneficial, it has to focus on the effectiveness of investing in
training, research and development outcome and returns to technological
infrastructure spending. The investment in human capital should be properly
planned to keep in mind the future expansion and development programmes as
the organizational goal. Already it is seen that the organization required personnel
who have to be rightly used for achieving its long project objectives. So, these
personnel need proper motivation and encouragement through job analysis,
training and research development. Lines of activities are to be thought about for
making the employee to be more innovative. They must conduct themselves so

to be a suggestive body to the organization.

Acquisition

Development

Research

Effective
human capital
investments

Maintenance

To have effective human capital investment, any organization should plan

broadly on five major areas as follows:
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2.3.1 Acquisition:
Acquisition involves.

a. Human Resource Planning
b. Recruiting: Internal and External

c. Employees Socialization

In HR planning, the management has to ensure that it has the right number and
kind of people at the right places, at the right times, capable of effectively (doing
the right thing) and efficiently (doing things rightly) completing the work needed

for the enterprise to achieve its overall objectives.

This necessitates job analysis. If the HR planning finds the need or specific or
additional employees based on job analysis, to hire these additional employees,
the enterprise must discover potential applicants. Out of these potential
applicants, screening is to be done to identify job applicants who will be

successful if selected.

This acquisition function is over when the selected applicants have been
appointed in the organization, who have to adapt themselves to the organizational
culture and their work environment. The organizational culture conveys the new
employees how things are done and what really matters for the workforce and for

the organization.

When they adopt the organizational culture, they learn the rope, i.e., what is most
significant for them and for the enterprise and how one gets adapted to the new

environment. This is what is referred to as “employee socialization’.

The term socialization refers to all passages undergone by employees. When an
employee enters fresh or takes up a new job, or gets a promotion or accepts a

lateral transfer, he has to make an adjustment with the new environment.
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This is due to different work activities, new boss, a different group of co-workers
and different set of standards for better performance. The most profound
adjustment will occur when one makes the move into an organization — the move
from being an outsider to being an insider. The first process in the employee
socialization will be “orientation” on the job. This is only a small part of the
overall socialization of a new employee in the organization Basically
“orientation” covers the activities involved in introducing a new employee to the

organization and to his work units.

The orientation programme should familiarizes the new employee with the
organization’s objectives, history, procedures, and rules. Further it communicates
relevant personnel policies such as focus of work, pay procedures, active
requirement and fringe benefits, reviews the specific duties and responsibilities

of the new employee’s job etc.
2.3.2 Development:

This includes,

a. Employee Training:

As jobs have become more complex, the significance of employee training has
increased. The modern complex societies have created increased pressure for the
organizations to readapt the produce and services produced as a competitive
product. This has necessitated raise the skill level and adaptability of the
employees. Training is a learning experience, which seeks a permanent change in
an individual to improve his ability to perform on the job. It can involve the
changing of skills, knowledge attitudes or social behaviour. The training
techniques can help to improve employees’ job performance, gain confidence in
their attitude towards their job and their interactions with co-workers and

supervisors.
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b. Management Development:

This is more future oriented and more concerned with education than assisting a
person to become a better performer with training. The management development
activities should attempt to install sound reasoning process — To enhance one’s

ability to understand and interpret knowledge.

Development focuses more on the employee’s personal growth. A successful
manager is one who has analytical, human, conceptual and specialized sill. The
management normally adopts four popular on-the-job techniques. They are

coaching understanding assignments, job rotation and committee assignment.

I Coaching: When one manager takes an active role in guiding another person
to similar position that is referred to as “coaching an effective coach gives
guidance through directions, advice, criticism and suggestions in an attempt
to aid the growth of an employee.

il Understudy Assignments: As a development technique, the understudy
assignment is to replace vacationing managers. The potential managers are
given opportunity to relieve an experienced manager of his job and act as his
substitute during that period. As a staff assistant to a manager, the understudy
gets the opportunity to learn the manager’s job.

Il Job Rotation: It refers to placing the employee in different new positions. It
could be either vertical or horizontal. Vertical rotation is promoting the worker
to new positions. The horizontal job rotation is more significant at the
development level.

It could be termed as lateral transfer. It is a very good method for broadening

the manager’s new positions. It reduces boredom and stimulates one to

develop new ideas. The horizontal job transfer can be

e On a planned basis, i.e., by means of a development program where one
spends two to three months in the same activity and then moves to the next
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e On a situation basis, e.g., by changing the person from one activity to
another when the previous one is no longer challenging or to meet the needs
of work scheduling.

It permits a greater understanding of other activities within the organization;
it becomes increasingly necessary to understand the intricacies and inter
relationships of activities and these abilities can be more quickly acquired by
moving about within the organization.
Committee Assignment: Assignment in a committee can give a better
opportunity to the employee to share in the managerial decision making to
learn by watching others and to analyse and investigate specific organizational
problems. Committees often take up task force activities designed to go into a
particular problem, ascertain alternative solution and make recommendations
for implementing a solution. This sort of assignment can both be interesting
and rewarding to the employee’s growth. It increases the employee’s exposure
to other members of the organization as well. Off-the-job development
techniques are also equally important while one’s efficiency in higher level of
organization in to be achieved.

Among the different techniques which are adopted in the enterprise more

commonly used ones are: Sensitivity Training, Transactional Analysis,

Lecture Course and Simulation Exercises (for e.g. case study, decision game,

and role plays).

c. Career Development:

A “career” 1s a sequence of positions occupied be a person during the course of a

life time. Effective organizational career development ensures the needed talent

being available and improves the organizational ability to attract and retain high

talent personnel. It also reduces employee frustrations.

Individual career development is a three step self-assessed process:
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a. ldentifying and organizing skill, interest, work-related need and values.
b. Converting these inventories into general career fields and specific job goals.

c. Testing these possibilities against the realities of the organization.
2.3.3 Motivation:

“Motivation” is the willingness to do something and is conditional by this action’s
ability to satisfy some need for the individual. A need is one which is looking for
certain outcomes appearing very attractive. An unsatisfied need creates tension
which stimulates drives within the individual. These drives generate a search
behaviour to find particular goals that, if attained, satisfy the need and lead to the
reduction of tension. A need is the deficit state. It is an internal state that makes
certain outcomes appears attractive. An unsatisfied need creates tension that
stimulates drives within the individual. These drives generate a search behaviour
to find particular goals that, if attained, will satisfy that need and lead to the
reduction of tension. It can therefore, be said that motivated people are in the state
of tension. To relieve this tension, they exert effort. The greater the tension, the
higher is the effort level. If this effort successfully leads to the satisfaction of the
need, tension is reduced. The Organization has to develop right type of
motivational techniques to help the workers achieve their need satisfaction and

reduction of tension.

If a person is to perform effectively, extrinsic factors such as job design, working
conditions, job security and supervision must be seen as satisfactory. But more
intrinsic factors such as achievement, recognition and responsibility from their
work are also the motivating factors. People expect their work to be objectively
evaluated. So, the performance appraisal and its results will affect employees’
motivation. If they think that their efforts will be unfairly judged, motivation will
decrease. The rewards or punishments that follow the performance appraisal will

influence motivation.
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2.3.4 Maintenance:

The objective of this is to retain people who are performing at high levels. This
requires that the organization provides safe and healthy working conditions and
satisfactory labour relations. This involves compensation administration.
Employees exchange work for rewards and the main reward is certainly money,
but how much? This is to be rightly decided. The goals of compensation
administration are to design the lowest cost pay structure that will attract,
motivate and retain competent employees who will perceive the reward as fair.
As the organization wants to pay fair wages the employees want fair

compensation for the job being done.

So, the organization is concerned with determining a fair compensation plan. It
also recognizes that while paying the employees, compensation systems are
predominantly designed around the jobs. The responsibilities and the demands of

the job determine the pay range.

The actual performance of incumbents determines the pay range and where they
are to be placed. The essence of compensation administration is job evaluation

and establishment of a good pay structure.
Job Evaluation:

Job evaluation seeks to use the information in job analysis to orderly determine
the value of each job in relation to all jobs within the organization. It means to
rank all the jobs in the organization and place them in the order or position that

will reflect the worth of each job. It is mainly ranking of the jobs and not people.

The ranking through the job evaluation is a means to make a good pay structure.
It can also provide an objective standard from which modifications can be made

for any compromise.
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The four basic approaches to job evaluation are:

a. The ranking method.
b. The classification method.
C. The factor comparison method.

d. The point method.

In addition to a basic wage structure, organizations offer incentive compensation.
These incentives can be designed around the individual, the group or the
organization. Executive compensation is also considered which is higher than that
of rank-and-file personnel and also includes other financial and non-financial
benefits not otherwise available to operative employees. The organizations have
to offer other benefits as ‘sweetening the pot Employees are accustomed to such
benefits but the cost of benefit for the enterprise sometimes cause more problems.
These costs include social security insurance, worker compensation, pay for rest
period, sick leave pension programmes, life insurance, health insurance, expenses

as social and recreational events, housing, educational and medical facilities, etc.
Safety and Health:

Organizations have to make provisions for the safety and health of the workers.
Based on the Organizational safety and health rules, preventive measures and to
be provided. Basically, employees are to be given safety education, skill training,

engineering, protection and regular enforcement.

Work surroundings should be well maintained. Health programmes are to be
adopted. Provision for stress management is to be made. Causes for stress to be
identified and steps to reduce the stress must be implemented. The burnout i.e.,
emotional and physical exhaustion caused due to various factors should be
brought under control by job enrichment, smooth environment and other

progressive activities.
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2.3.5 Research:

Since effective management of human resources depends on refining HRM
practices to changing conditions, there is need for conducting research to keep
abreast of the latest findings in HRM and provide a suitable framework by which
the solutions to the problems of HRM can be found. Research helps to introduce
changes with new and relevant HRM practices. Research leads to systematic
goal-oriented investigation of facts that seek to establish certain results and

findings.
The HRM research could be in any of these are as:

e \Wage surveys.

e Job analysis
2.4 HRA for Managers & HR Professionals:

HR Professionals must perform a wide variety of functional roles. A functional
role is a specific set of tasks and expected output for a particular job. We will
briefly discuss the roles played by two HR Professionals: the HR Executive/

Manager and the HR Practitioners
The HR Executive / Manager:

The HR executive/manager has primary responsibility for all HR activities. This
person must integrate the HRD programs with the goals and strategies of the
organization, and normally assumes a leadership role in the executive
development program, if one exists. The outputs of this role include long-range
plans and strategies, policies, and budget allocation schedules. One of the
important tasks of the HR executive is to promote the value of HRD as means of
ensuring that organizational members have the competencies to meet current and

future job demands.
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If senior managers do not understand the value of HRD, it will be difficult for the
HRD executive to get their commitment to HRD efforts and to justify the

expenditure of funds during tough times.

Historically during financial difficulties, HRD programs and HRM has been a
major target of cost-cutting efforts. Unless the HR executive establishes a clear
relationship between HRD expenditures and organizational effectiveness

(including profits), HRD programs will not receive the support they need.

The role of the HR executive has become more important and visible as
organization make the necessary transition to a global economy. The immediate
challenge to HR executives is to redefine a new role for HRD during this period

of unprecedented change.

According to Jack Bowsher, former director of education for IBM, when HRD
executives “delve deeply into reengineering, quality improvement, and strategic
planning, they grasp the link between workforce learning and performance on the

one hand, and company performance and profitability on the other.”

The HRD executive is in an excellent position to establish credibility of HRD
programs and processes as tools for managing in today’s challenging business
environment. As organization has adjusted to environmental challenges, the roles
played by HR professionals have changed. Based on the ASTD (American
Society for Training and Development) study results, Pat Mclagan states that
contemporary professionals perform nine distinct roles, which are described

below:

a. The HR strategic adviser consults strategic decision makers on HRD issues
that directly affect the articulation of organization strategies and performance
goals. Output includes HR strategic plans and strategic planning education and

training programs.
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. The HR systems designer and developer assist HR management in the
design and development of HR systems that affect organization performance.
Outputs include HR program designs, intervention strategies, and
implementation of HR Programs.

. The organization change agent advises management in the design and
implementation of change strategies used in transforming organizations. The
outputs include more efficient work teams, quality management, intervention
strategies, implementation, and change reports.

. The organization design consultant advises management on work systems
design and the efficient use of human resources. Outputs include intervention
strategies, alternative work designs, and implementation.

. The learning program specialist (or instructional designer) identifies
needs of the learner, develops and designs appropriate learning programs, and
prepares materials and other learning aids. Outputs include program
objectives, lesson plans, and intervention strategies.

. The instructor / facilitator presents materials and leads and facilitates
structured learning experiences. Outputs include the selection of appropriate
instructional methods and techniques and the actual HRD program itself.

. The individual development and career counsellor assist individual
employees in assessing their competencies and goals in order to develop a
realistic career plan. Outputs include individual assessment sessions,
workshop facilitation, and career guidance.

. The performance consultant (or coach) advises line management on
appropriate interventions designed to improve individual and group
performance. Outputs include intervention strategies, coaching design, and
implementation.

The researcher assesses HR practices and programs using appropriate

statistical procedures to determine their overall effectiveness and
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communicates the results to the organization. Outputs include research

designs, research findings, and recommendations and reports.
2.5 Challenges to Organizations and HR Professionals:

Many challenges face organizations as a new century unfolds before us Michael
Hitt and his colleagues have identified increasing globalization and the
technological revolution, in particular, the internet has a two primary factor that
make for a new competitive landscape they suggest a number of actions that
organizations can take to address the uncertainty and turbulence in the external
environments. These actions include developing employee’s skills, effectively
using new technology, developing new organizational structures and building
cultures that fosters learning and innovation. These obviously have a great deal
to do with human resource development. We will add to and build upon that list
to present five challenges currently facing the field of HRD. These challenges

include:

Changing workforce demography

o o

Competing in a global economy

134

Eliminating the skills gap

o

. Meeting the need for lifelong individual learning

e. Facilitating organizational learning.
Each of these challenges has potential impact on HRD.

Though HRA has had its inception in the 1960s, it is an evolving concept, which
is still at nascent stage. Nonetheless, its relevance to organizations is immensely
gaining ground. Armed with various measures and figures, managers and firms
can focus on decisions regarding investments in areas of intellectual capital that
will have the greatest payoff for the firm. Internally and externally, HRA would

provide information to investors and other staff, of the value of human resources,
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the returns on investments in training and development and also the link between
HR interventions and financial results. As a way to assess human capital, HRA

represents a new way of thinking strategically.

Boudreau has noted that measures of HRA and benefits can serve a variety of
purposes. It acts as a catalyst for change. It tends to enhance the credibility of the
HR functioning for it was not long back that this function was looked down
disdainfully as only a department to organize picnics for its staff. HRA also helps
persuade others to support investment in HR and also to improve the quality of
HR decisions. Change is taking place at the tremendous rate. To make it effective
and in order to make the team, HR professionals need to develop the business
skills of strategic planning and process technology. And the first step towards the

sustainable growth is accounting HR in financial terms.
2.6 Modern Market Investment Theory:

a. Security: A security can be a stock, a bond, a share of a mutual fund, real
estate, a mortgage payment, or any kind of financial asset that is freely traded
within the market. In this case we’re only interested in the fact that a security
has value, and that this value may change over time in a way that can be
studied, but not predicted. If that’s too abstract, think of a security being
equivalent to a share of stock in a company.

b. Standard Deviation & Risk: These terms are used interchangeably to
describe the same phenomenon, which is the overall variability in the price of
a particular security. If the Risk is high, the price of the security can change
dramatically in fairly short order. If the Risk is low, chances are the price is
predictable.

A real-world example of something with high variability is daily rainfall or
the number of clouds in the sky- it’s usually a tossup. Something with low

variability might be the time of the moonrise- you can set your clock by it.
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c. Rate of Return or Expected Return: The expected increase in value of a
security over a particular time horizon, usually portrayed as a percentage. If
you buy a piece of land for $100 now, and in a year expect to sell it for $110,
then the expected return over that year is 10%.

d. Covariance: Given two securities, covariance is the relationship between the
relative risks of both, and is usually measured as either negative, positive, or
nonexistent (usually in a range from -1 to 1). If these two securities have a
positive covariance, then if the value of one goes up there is a good chance
that the second one will go up as well. If two securities have a negative
covariance, then an increase in value of the first will likely mean the value of
the second will drop. A covariance of zero indicates that two securities are
unrelated.

e. Risk-Free Asset: A security which guarantees a specific rate of return (e.g.
no Risk). In the US this is usually represented by 3-month Federal Bonds,
because the treasury guarantees the stated rate of return (and if the treasury

can’t meet it, we have bigger problems).
Capital Allocation Line (CAL):
A line that describes all portfolios that might be constructed using two securities.
Portfolio: A collection of securities intended to mitigate risk or maximize return.
Concept 1
Covariance and its Effect on a Portfolio

Let us begin with a simple example, a market with only two securities. Your
choices in portfolio investment are fairly simple- you can have one, the other, or
a mixture of the two. Now let us assume two extreme cases: That of positive

covariance and negative covariance.
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In the case of positive covariance, you have one security that is riskier than the
other with a higher rate of return, and one that’s not as risky with a lower rate of
return. If you are risk-tolerant, you’ll invest all your money in the former, and if

you’re not you’ll invest it in the latter or in some subset of both.

Looking at the red line in Figure, you see that the risk/return trade off is entirely
linear, because they both rise and fall at the same time. All portfolios that might

be constructed using these two securities fall on the red line.

In the case of completely negative covariance, however, one security increases in
value when the other one falls. Properly balanced, we can create a portfolio that
offsets any losses from one with gains from the other, resulting in a risk free
portfolio shown along the green line of Figure. The proportion of each is actually
fairly easy to calculate, because the relationship (assuming perfectly negative
covariance) is also linear. Unfortunately, perfectly positive or negative
covariance doesn’t exist in the real world, because all securities have positive
covariance to the overall market, and thus to a degree to each other. Thus we have
to assume the covariance between any two securities fall between 1 and -1, and
therefore somewhere on the lines described by the blue curves in Figure,

depending on the particular covariance of the security.

Security 1

Risk Free Portfolio

%

A 2-Security Market
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In the rest of this article, | will assume that the covariance between two securities

Is neither 1 nor -1, and that the capital allocation line is therefore a curve.
Concept 2

The Tangency Portfolio: Next, let us add the risk-free security into this mix,
which lets us invest in itself and/ or any combination of itself and the other

securities.

Given that the risk free security does not have any variance itself, it cannot have
a negative or positive covariance with the other two, or any portfolio created by

them.

As a result the Capital Allocation Line between the Risk Free Security and any

portfolio found on this line will be entirely linear.

Given these three options, the investor’s decision is to be as efficient as possible
with his portfolio, and as such will try to find an optimal point of asset allocation
where each incremental increase in risk is no longer matched by an equal or

greater increase in expected return.

This point is always where the Capital Allocation Line from the Risk-Free

security is tangent to the Capital Allocation Line of the two-security portfolio.

Why? Because it is possible to take long and short positions on the tangency
portfolio and the risk-free security, effectively moving your own portfolio’s

risk/return profile along the red CAL.

This grants you a greater return for equal risk, however the explanation on why

exactly that works is out of scope for this particular article.
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Security 1

Tangency Portfolio

Risk Free Security @ '

Security 2

V

The Tangency Portfolio
Concept 3
The Efficient Frontier

The last step is to stop thinking about a two-security market and start including
all securities. Think conceptually: If any two securities can be combined into a
portfolio along a Capital Allocation Line, and that portfolio can again be assumed
to be a composite security that may be similarly combined with yet another
security, then it stands to reason that you can do this over and over again until
you fill the area of all possible portfolio’s that might be created with the securities
in one market.Also, given that the risk/return profile of a security is always
reduced when combined with a less risky security, it stands to reason that there is
an upper bound to the risk/return offered by all portfolio’s in the market. Figure
illustrates this- Blue lines are CAL’s between individual securities, green dots are
possible portfolio’s. As you can see, a single portfolio may not be interesting in
and of itself, however you can construct a much better portfolio with it and some

other securities.
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Security

P
/’ Security

Security

A4

Constructing the Efficient Frontier

This upper bound is called the Efficient Frontier, the risk/return horizon beyond
which no regular security purchase may rise. As you can imagine, the constant
movement of the market makes this line incredibly difficult to pin down. Even
so, it provides us with a useful concept: The Efficient Frontier is the Capital

Allocation Line for the entire Market.
Concept 4
The Market Portfolio

Now that we understand the nature of the efficient frontier, and also understand
that the optimal investment along an efficient frontier is the tangency portfolio,
we now know that there exists a Tangency Portfolio for the entire market.

This special case is called the Market Portfolio, because it represents the optimal

return of the entire market. At this point we have to take a few theoretic jumps:
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Given that market theory states that an efficient market is a zero sum game, and
that everyone knows that there exists an efficient portfolio at the point of tangency
with the CAL from the risk-free security, we assume that the Market Portfolio
represents the average return of the entire market. Personally, I’m not certain I

buy this, but I’'m not qualified to argue the point.

Given the above assertion that the Market Portfolio represents the average return
of the market, we can now find a security that provides average returns.
Convention has it that the S&P 500 is a good approximation, because the market
capitalization of the companies it includes accounts for somewhere around 80%

of the entire market and is therefore as close to average as you can get.

Even so there is a strong counterargument in that there are many traded securities
that are not tracked in fiscal markets (Real Estate, for example), and that this

completely invalidates the S&P 500.

Market Portfolio

Risk Free Security

V

The Efficient Frontier and the Market Portfolio
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Concept 5
Your Personal Risk Profile

All right: So now we have the Market Portfolio, the Risk-Free Security, and the

Capital Allocation Line between both. So where do you put your money?
Well, this largely depends on how risk-tolerant you are.

For the average investor, the S&P is considered a “safe bet”, because it’s tracked
a consistent 13% over the past few decades. Yet as we now know it remains a
risky security, and you might encounter years like 2002 or 2007 where it’s lost
significant value. As such, the efficient investment strategy for the casual investor
Is to balance their assets between the two in accordance to their own investment
horizon. A good rule of thumb is to invest your age in percent in the Risk-Free

security
2.7 Expenditure VS Productivity:
2.7.1 Expenditure:

Expenditure refers to a planned and purposeful outflow of funds for growth and
development in business over a period of time. Business spends to earn; to grow
and be excellent in the line of operation. Any organization in the competitive
world of “Survival of the fittest”, incurs expenditures towards personnel. Better
wages, better working conditions, better facilities better tools and equipment,
better training and development etc., are the areas where expenditures are made

with the intention of business gain.

It has to channels these outflows of funds under appropriate heads in appropriate

situations-towards wage and salary administration, fringe benefits, enhancing the
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quality of work life, management development, change, organizational
development. These are some of the areas of outflow of funds with the
expectation of better and more profitable return, otherwise called attainment of

higher productivity.
2.7.2 Productivity:

Historically, the term is believed to be used for the first time by economist Quinsy
in 1776. Towards the end of the 19th century it was understood as “the faculty to

produce”.

In the modern sense, it indicates the relationship between the results and the

means employed.

It seeks to measure the economic soundness of the means. It is the amount of
work that is being produced in the organization in terms of how much. Peter
Drucker has referred productivity as, “That balance between all factors of
production that will give greatest output for the smallest effort”. To reduce the

description of productivity to precise terms, it is the relationship

between output and input. Symbolically, P=0/l where P= Productivity, O =
Output and | = Input. Productivity can be considered to be higher if the same
product can be obtained by limited means and lower if larger quantity of means
is required for the same product level. Productivity increases as an organization

finds new ways to use fewer resources to produce its output.

Though the overall productivity is being defined as a ratio of output over input,
the measurement of productivity is a difficult proposition as account of non-
homogeneous nature of relationship between input and output, difficulty in
quantifying factors like entrepreneurship acuity and lack of identical behaviour

of input and output in differing circumstances.
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2.7.3 Estimating Costs in Training:

Costs associated with the development and delivery of training programmes are
labour, materials and overheads. Media and materials costs may vary

substantially from one program to another.

Some programs require most extensive data collection and analysis than others,
while still others accrue large publishing costs. Cost questions always arise while

considering training program development.

The sponsor needs to be able to meet budget resources to ensure successful

completion of the program.

Therefore, the training developer needs to provide a reasonably accurate estimate
of the costs associated with each phase of the development process and for the

total costs to the point where the program has been tested and is ready for learners
2.7.4 Human Capital and Productivity:

Productivity measured in terms of output per man (or per man-hour) is broadly

determined by two principal factors:

I.  Technological development, and Employees’ job performance. Of these
employees’ job performance depends primarily on
a. The ability of the individual employees (may be called the ability to work),
b. The motivation of employees (may be called the willingness of the worker to
work) and

c. Physical conditions of work.

The following chart * spelling out these factors will help us in understanding the

whole set of forces that have a bearing on productivity.
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Productivity
Technological Employees Job
Development | ToTTmoooooosees » |  Performance
"""""" » Ability-----------pMotivation- - --------p Physical conditions of work
a) Plant — size, capacity etc. ) Skill (Aptitude a) Formal Organization (Structure, a) Lighting
b) Raw matcriy'ils ' Person E ¢ Policies, Efficiency, b) Temperature
¢) Job lay ou‘t b) Keil;)ivli dye communication, etc.) ¢) Ventilation
d) Machine and equipment (Educatio%l b) Informal Organization (Size, d) Re§t pauses
Design Experience’. e’ S ¢) Safety, etc.
¢) Power utilization Training. c) 1ljeadrerihlp (Skill, knowledge,
f) Scientific Management Innovation Etc. ype. ete.) o
Techniques d) Neqd Satisfaction (Physmloglst,
(Standardization, work Social and Psychological).
study. Etc.) ’ ¢) Union.

*Adapted from Report A. Sutermeister: People and Productivity.

Technological Development:

Technical factors including the degree of mechanization, technical know-
how, raw materials, layout and the methods and techniques of work
determine the level of technological development in any industry. Research
shows that in industrial plants technological development is by far the most
important factor influencing productivity.

Improvements in methods of work and equipment are reported to have
shown increases in productivity ranging from 20 to 200 per cent. In
marketing firms, on the other hand, the degree of technology with a more
important part to play.

Employee’ Job Performance:

It has been emphasized earlier also that the human factor is a critical factor

in the success of an enterprise or an industry.
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The human side of an enterprise is its dynamic part; good machines,
improved methods of work, new processes, in short, all improvement in
technology, calls for willingness and action on the part of men in industry

to serve as agents of higher productivity.

Employees include men at levels of organization right from the rank-and-file
workers up to the top-level executives. Sometimes an improvement in technology
Is more than offset by changes for the worse on the human side of productivity

which should go up actually goes down.

a. Motivation: The willingness of the employee to work for an organization is
related to his productivity in an important way. The urge to work is a complex
phenomenon governed by several factors the motivation of an employee will
depend upon the organization structure (formal as well as informal),
leadership, need satisfaction and the influence of trade unions.

Delegation and decentralization of authority, participative management,
organizational efficiency, proper personnel policies relating to selection,
placement, promotion, wage-salary levels, incentives, merit-rating, job
evaluation, training and provision for two-way communication are some of
the features of the formal organization which influence motivation. Likewise,
the existence of groups with higher productivity as their goal is likely to

contribute to the organizational objectives.
Research shows that job performance results from “ability time’s motivation™.

A person may be very capable but if he is not motivated, he cannot perform well
on his job. Likewise, a person may be highly motivated, but if he lacks the basic

ability required for the job, he cannot do well.

This is a point that is generally overlooked in stressing the importance of

motivation in particular.
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b. Physical Conditions of work (Work Environment): The importance of a
proper work environment and physical conditions on the job has been
emphasized at length by industrial psychologists and human engineers. It is
Important that the work environment ensures the greatest ease at work through
better ventilation, better lighting, improved safety devices, reduction in noise,
etc. equally important is the need for making the workday reasonable in
length, and for introducing suitable rest pauses to enable the men to recoup
their energy lost in continuous work.

c. The Hawthorne experiments showed that physical conditions of work were
not directly and necessarily related to output. What really matters is the
attitude of the employees toward these conditions. At the same time, certain
studies made in England show that when the temperature gets beyond
reasonable limits, this did tend to affect output even when the workers had
high ability and high motivation. In any case, the management cannot run
away from its obligation for providing the most congenial possible working
conditions to the employees. Improvement in productivity brings the
following advantages to the firm and the community at large:

I. Reduction in the cost of raw materials (through increase in the
productivity of raw materials)
Ii.  Reduction in labour cost per unit of output.
Iii.  Reduction in overheads and power costs per unit of output.
Iv. Reduction in the price of goods.
V. Increase in wages and salaries (Through schemes for sharing the gains
of productivity).
vi. Increase in the reserve fund that can be utilized for expansion and
modernization.
vii.  Better standards of living for people through increase in their incomes
and improvement in the quality of goods that can be made available at

cheaper prices.
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viii.  Increase in the competitive strength of the country in export market
through reduction in cost of production and improvement in quality of

output.
CASE STUDY

Case Study of HR Audit on Family Run Business
Background

A family run business successful in its field for many years had relied on good
will from its staff. There are many employees working in their family business.

They are manufacturing food products.
Challenges

a. As they employed more people the usual problems arose. What could they do
about poor timekeepers?

b. What should they be paying when people are off ill?
Solution

They conducted HR audit to identify how they could improve their employment

documents and how to define working rules

a. To solve the problem of poor time keepers HR department announced that
the employees who are not coming in time, company will charge penalty on
them.

b. After analysis of HR audit the result is declared that all employees became
aware of what was expected of them. Everyone was treated consistently with
regard to eligibility for holidays, sick pay etc. If employees remain irregular

beyond the certain policy of the company, their salary will be cut off per day.
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3.1 Human Resource Accounting:

Human element is the most valuable input in an organization. A team of
competent, devoted and motivated persons can convert a sick concern into a
successful one. On the other hand, incompetent and disinclined personnel may
squander away the existing physical and financial resources, leading the concern
to collapse. The accounting profession until approximately 1965 largely ignored
the obvious importance of people in organizations and as productive resources.
Now, there appears to be wide spread awakening and growing interest for human

resource accounting.
The Concept of Human Resource Accounting:

The productivity of a company’s investment is known from the rate of return it
gives. So far, these rates of productiveness considered in respect of Physical
assets only. To find out the productivity of investment on human beings in any
organization human resource accounting emerged as a supporting tool. The
Human Resource Accounting is a scatting tool that generates and reports
quantitative control information about the contribution of human resource for
promontory industrial productivity. There are two major reasons why Human

Resources Accounting has been receiving so much attention in the recent years.

First, there is genuine need for reliable and complete management of human
resources. Secondly, a traditional framework of Accounting is in the process to
include a much broader set of measurement than was possible in the past. The
people are the most important assets of an organization and yet the value of this

asset does not appear in financial statements.
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This information does not get included in management information systems.
Conventional accounting of human resources outlay consists of taking note of all
expenses of Human capital formation which does not seem either to be correct or

meeting the actual needs.

In simple terms, Human Resource Accounting means accounting for people as
the organizational resource. The American Accounting Association (AAA)
Committee on HRA defined human resource accounting as following: HRA is the
process of identifying and measuring data about human resources and

communicating this information to interested parties.
Stephen Knauf defined HRA as:

The measurement and quantification of human organizational inputs, such as

recruiting training, experience, and commitment.

Eric Flameouts explained human resource accounting as accounting for people
as organizational resources. It is the measurement of the cost and value of people

for the organization.

To quote Deirdre, “Human Resource Accounting in the measurement of cost and
value, is a term used to describe a variety of proposals that seek to report and
emphasis the importance of Human resources knowledgeable, trained and loyal

»

employees in a company’s earning proceeds and total assets.

In the words of R.L. Woodruff Jr. vice President, R.G. Barry corporation the
company which undertake pioneering work (1960s) in developing human

resources accounting

“HR Accounting is an attempt to identify and report investment mode in
resources of the organization that are not presently accounted for under

conventional accounting practice.”
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Basically, it is an information system that informs the management about the
changes that are occurring to the human resources of the business. One may not
find unanimity on what human resource accounting is from the aforesaid

definitions. But the importance of information is evident.

Human resource accounting system requires and produces a pool of information
for effective decision-making concerning the human assets. It is an information
system that tells management what changes over time are occurring to the human

resources of the business.
Following are the Limitations of Human Resource Accounting:

a. Absence of clear cut procedures or guidelines.
b. Period of existence is uncertain and valuing uncertainly seems to be
unrealistic.

It may dehumanise & manipulate employees.

o o

Empirical evidence is yet to be found that HRA is a management tool.

@

These is no consensus in accounting profession.

f. Problem of management to treat them as assets as they are not capable of being
owned, retained and utilised like physical assets.

g. Fear of question from trade unions.

h. Problem in amortisation

I. Tax laws do not recognize human beings assets.

J. No universally accepted method of HR valuation.
3.2 Measurement of Human Value Addition into Money Value:

HRA aims at converting human data into money value. Human data as such had
not been accounted for since it is not like a physical asset which has a direct
money value whether it is being represented by historical cost or replacement cost

or conversion process of human data into money value:
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Human data has to be identified as the value of the production capacity etc., of
the people at work should result in the growth of the organization and in turn the

profit and the value of the firm.

There are of course different approaches to human resources which work out the
human capital into money value. It does not merely into account the present
human asset as such but it takes into account the growth of the human asset with
reference to the future needs of the organization with the various policy elements

and action plan introduced and implemented by the organization.

As it has been rightly referred to earlier, it aims to measure the cost and value of
people in the (human resources) organization. One of the management scientists,
Likert cautioned that “the non-accounting of human resources and the change
occurring therein, of an organization may provide a poor picture of the profits and

profitability of the organization.”

Johnson & Kapila that “accounting systems treat many cash outlays as expenses
of the period in which they are made even through these outlays will benefit future
periods. Discretionary cash outlays for employee training and morale can produce
substantial cash inflow for the future. Manages under pressure to meet short term
profit goals can on occasions, achieve these goals by reducing their expenditure

on such discretionary investments.”

This led to the development of a new field of enquiry in accounting namely

‘Human Resource Accounting’.
3.3 Objectives of HRA:

Considering the Definition of HRA as the process of identifying and measuring
data about human resources and communicating this information to interested

parties, the following three objectives are implied:
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a) Identification of Human resource value
b) Measurement of cost and value of the people to organization.

¢) Investigation of the cognitive and behavioural impact of such information.

In is basically adopted to treat human resources as assets to generate human data
about human resources, to assign value to human resources and to present human

assets in the balance sheet.

The Following Model Contemplates the Aims and Objective of HRA:

Better HR
planning
Better decision Erasing longer
A . .
about people. ﬂ time horizon
for planning
and budgeting
HRA
Objectives
Greater Increased
Accountability managerial
for HR awareness of
! - the HR value.
Effective
manpower
utilization

The system aims at furnishing cost value information for making proper and
effective management decisions about acquiring, allocating, developing and
maintain human resources in order to achieve cost effective organizational
objectives further, it is to help the organization in decision making in the

following areas:

Direct Recruitment Vs. Promotion.

o o

Transform Vs. Retention

Retrenchment Vs. Retention.

o

d. Usefulness of cost reduction programme in view of their possible impact on

human resources.
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e. Impact of budgetary control on human resources and organizational
behaviours.
f. Decision on relocating plants, closing down existing units, developing

overseas subsidiaries etc.

According to S.A. Muscove “A well developed HRA system can theoretically aid
managers in becoming more effective and efficient in managing the resources

b

that are available to them”.
3.4 Approaches to Human Resource Accounting:

There are several approaches for the valuation of human resources.
There are two basis issues.

a. How human resources assets should be valued, i.e., should historical cost or
replacement value of present value methods be used?

b. The implications of capitalized human resources, once they are recorded, i.e.,
how should human resources be amortized? What are the tax implication of
human resource amortization? What are the implication of human resource

accounting on internal and external auditing?

Once it is accepted that human resources are an asset, the question of measuring

the cost “of this asset arises.

The monetary approaches to measurement of human assets are broadly based

either upon cost or economic value.

The cost approaches involve computation of the cost of human resources to the
organization. The cost are capitalized and amortized over the useful life of the
asset. On scanning through literature, the approaches to HRA can be broadly

classified as follows:
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Based

Monetary
Value based

HR
Valuation
Models
Non- Likerts Socio
Monetary Psychological Model

Pekin Ogan’s Model

Chakraborty’s Model of
HR Valuation

Composite

Descriptive Information
Compilation (Monthly
Statistics, HR Investment

Statistical

analysis)

Some of the approaches are described below.

3.4.1 Monetary Approaches:
A. Cost Based Approaches:

(a) Historical Cost Approaches:

Flamholtz’s Stochastic

Historical cost
Replacement Cost
Opportunity cost

Standard Cost

Current Purchasing Power

Hermanson’s Adjusted Discount
Future earnings

Hermanson’s Unpurchased

Good will

Jaggi & Lau’ model of HR Valuation

Robbinson’s Human
Asset Multiplier Method

D. Watson’s Return on Effort
Employed

Fried man & Lev’s measure for

firm’s investment in HR
Morse’s Model of HR Valuation

Myers and Flower’s Five

dimensional Model of HRV.

Pekin Ogan’s Model of HR valuation
for professional service Org.

Brummet Flamholtz & Pyle’s
Economic value method of group

valuation.
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In this method, the basic contributing factors for developing the human resource

of the organization has been equated to the actual cost incurred. This approach

was originally developed by William (Pyle & R. G Barry Corporation.

A leisure foot ware manufacturer in Columbia (U.S.A) and was assisted by

Brummet & Eric G. Flamholtz. In this approach, the actual costs of recruiting,

selecting hiring, training, placing and developing the employees of an
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organization are capitalized and amortized over the expected useful life of the
asset concerned. If the asset is liquidated prematurely, losses are recorded, and if
an asset has a longer life than estimates, revisions are made in the amortization
schedule. This approach relies primarily on accounting techniques which have
been in common use for many years. It is easy to develop and operate these
systems. Management also has little difficulty in interpreting the meaning and the
information supplied by cost based systems since the underlying concepts are

consistent with those of the conventional accounting data.

It simply involves an extension of the concept of proper matching of costs with
revenue. Historical cost of human resources is treated very much like the cost of

fixed assets. The same principles of capitalization and amortization are applied.
The main advantage of this method is that

a. ltis quite simple to understand and can be easily worked out.
b. It satisfies the traditional accounting concept of relating cost revenue.
c. It provides a basis for evaluating the company’s returns on investment in

human resources.
This approach has the following limitations:

a. It takes into account only a part of the employee’s acquisition cost and ignores
the aggregate value of their potential services.

b. It is not easy or it may not be possible to estimate the number of year over
which the capitalized expenditure is to be amortised.

c. Because of the above problem, it will be difficult to determine a precise rate
of amortization. A question may arise as to whether it should constant,
increasing or decreasing. One fact to be considered is that gaining experience
economic value of human resources increase. But under this method the

capital cost decreases, with amortization.
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The question arises as to how the difference could be reconciled.
(b) Replacement Cost Approach:

The approach was propounded first by Rensis Likert and was further developed
by Eric G. Flamholtz. This is mainly based on the concept of Replacement cost.
This is a measure the cost to replace a firm’s human resource. Rensis Likert had
suggested determination of the value of total human organization on the basis of
the assumption that a new similar organization has to be created from scratch. He
says ‘Suppose that tomorrow, your firm had all of its present facilities but no
personnel except the Chairman and he had to rebuild the human organization back

to its present effectiveness.

How much would it cost? All costs would be included which are involved in the
recruiting, hiring, training the developing the replacement to the present level of
proficiency and familiarity with the organization. This should serve a basis of

valuation of human resources of the organization from time to time.

This approach incorporates the current value of the company’s human resources.
It takes into account the fluctuations of the job market and the general rise in price
level. Replacement costs have the advantage of being present oriented.” This
method is regard as” as good surrogate for the economic value of the asset in the
sense that market considerations are essential in reaching a final figure. Such a
final figure is also generally intended to be conceptually equivalent to a notion of

a person’s economic value.

A disadvantage of replacement cost is that it may not always be possible to obtain
such a measure for a particular employee. It is difficult to fit identical replacement
of the existing human resources in actual practice. Replacement cost does not
necessarily reflect the knowledge, competence and loyalties concerning an

organization that an individual can build over time.
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Further, the “managers asked to estimate the cost of completely replacing their
human organization may have difficulty doing so, and different managers may

arrive at quite different estimates.
(c) Opportunity Cost Model:

To meet the deficiencies of the Replacement cost, Hekimain and jones have
suggested the use of Opportunity Cost Concept. For capital equipment and assets
Joel Dean has defines Opportunity Cost as “The most profitable alternative use
... that 1s foregone by putting it to present use.” Under this method the value of
an employee in his alternative use is determines that value is taken as the basis
for estimating. If employees can be hired early externally there is no opportunity
cost for them. Hekimian and Jones have suggested a competitive bidding process

for the scarce employee in an organization.

Under this method, “the investment centre managers will bid for the scare
employee they to recruit. These ‘scare’ employees come from within the firm and
include only those who are the subjects of recruitment request made by an
investment centre manager. In other words, employees not considered ‘scare’ are

not included in the human asset base of the organization.

In this approach, the divisional of investment centre manager may bid for the
services of the various personnel here quires. This bid price is then included in
the investment base. The maximum bid price may go to the extent of the
capitalized value of the extra profits likely to be generated by the ability and

competence of the executive.

For example, assume that a company has a capital base of ~ 20, 00,000 and it
earned profits of the amount of = 2,00,000. The return on investment (ROI) of the
particular industry of which the company belongs is 12%. If the services of a

particular executive are required, it is expected that the profits will increase by °
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60,000 over and above the target profit If we capitalize ~ 60,000 at 12% rate of
return, it works to = 5, 00,000. The company may bid up to ~ 5, 00, 000 for the
executive. However, the maximum bid can go up to the capitalized value of " 1,
00,000, the actual excess profit expected to be generated by the executive, i.e. °
8, 33,333.

Hekimian and Jones believe that this approach provides for more optimal
allocation of personnel and sets the quantitative base for planning, evaluating and
developing the human assets of the firm.However, this approach has narrowed
down the concept of opportunity cost by restricting in to the next best use of the

employees within the same organization.

The main drawbacks of this method is: The method does not show the true cost
of human resources in an organization because it excludes from its purview the

employees who are not being bid by other departments of investment centres.

The method provides only a partial solutions as the employees of the type that
can easily be hired from outside are not assets under this approach. To determine
the bid price for an employee, a Manager must make a judgmental estimate of
that employee’s value. Hence a low degree of objectivity can be expected form

the opportunity cost.
(d) Standard Cost Method:

To avoid complication of calculation under the replacement cost, standard cost or
recruiting, hiring, training and developing per grade of employees are developed

and established and made up-to-date every year.

The standard cost so arrived at for all human beings are treated as value of human
resources for accounting purposes. In case of new entrants the total standard costs
would be increased by standard cost relating to that entrant.
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(e) Current Purchasing Power Method:

Under this method, instead of taking the replacement cost to capitalize, the
capitalized historic cost of investment in human resources is converted is
converted into current purchasing power of money with the help of index

numbers.

If there is an increase in the index number, it will result in a corresponding

increase in the value of human resources.

The standard cost method and the current purchasing power method also suffers

from all drawbacks of the replacement cost except they are simpler calculation.
B. Value-Based Models:

Under this approach, value of human resources of an organization can be found
out by discounting the future salaries and other capital costs by a certain rate of
discount or by discounting the future earning of the organization at a certain date
by suitable rate and allocating a part on the present value of earnings to human

resources. The valuation models developed under this approach are as under.
(a2) Hermanson’s Adjusted Discounted Future Earnings Model:

Hermanson (1964) proposed this method in this pioneering work at Michigan
State University (USA). Hermanson suggested the discounting of wage payments

to people as a measure of a person’s value to an organization.

However, he suggests the adjustment of his discounted future wage stream by an
efficiency factor. To calculate Efficiency Ratio, he makes use of weighted
average of firm’s net income during the past five years. The weights are assigned
in a reverse order — highest to the current year, i.e., 5 and 1 to the preceding 4th

year. The formula given ahead is used for calculating Efficiency Ratio.
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Efficiency Ratio = 5 --mee- +4 —----- +3 ---m--- +2 ---me- -

RFo| =[ The rate of accounting income on owned assets of the firm for the current year,

REo| =| The average rate of accounting income on owned assets for all firms in the
economy for the current year,

RFo| =[ Rate of accounting income on owned assets for the firm for the fourth preceding
year,

RE4| =| The average rate of accounting income on owned assets for all firms in the

economy for the fourth preceding year.

Hermanson has suggested the following the Journal Entry to reflect the human

asset value.

Human Resources Dr

To Future wages payable

To excess worth crated by

Relatively efficient human resources.

This method has been criticized on the following grounds:

a. The Efficiency Ration is subjective,

b. The weighting scheme used in computing the ratio has no theoretical or

empirical justification but it is purely arbitrary,

c. Valuation period of 5 years is also without justification.

(b) Lev and Schwartz Present Value of Future Earnings Model:

This Model is also as the Compensation Model. Given the uncertainty and the
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difficulty associated with determination of the value of human capital, Baruch
Lev ad Aba Schwartz suggested the use of an individual employee’s future
compensation as a surrogate of his value. According to them, “the value of human
compensational as a surrogate of his value. According to them, “the value of
human capital embodied in a person of age X is the present value of his remaining

earning from employment.”25 This value for a discrete income stream is:

,
1)
Vo= 2'
* S (1er)*

\s

Where Vy = the human capital value of a person x years old
l(1) — the person’s annual earnings up to retirement
R= a discount rate specific t the person and
T= retirement age.

Because Vy is an ex-post value, given that I is obtained only after retirement,
and Vi ignores the possibility of death occurring prior to retirement age, the
authors have refined the valuation model after incorporating Py (1) the probability

f a person dying at age t in the following manner:

T [ .
. 1
swpYrweny o

iIny iny

Where li = future annual earnings

Px(t) = the probability of a person dying at age t and

> (vly) = the expected value of a person’s human capital

The firm’s labour force will be divided into homogeneous group of employees,
such as unskilled, semi-skilled, and skilled employed.
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Engineers of different kinds, Lev, B. and Schwartz, A., On the Use of the
Economic Concept of Human Capital in Financial Statements, Accounting
Review, January 1971. PP. —103-112, salesman, managerial staff, etc. Average
earning profits, based on census data, will be constructed for each group and the
present value of human capital calculated. The sum of present values over the
various employee groups will provide the total human capital value associated
with the firm’26. For example, assume that the total number of unskilled
employees in the age group 15-34 in a manufacturing concern in 500, and that the

future average earnings per year per employee is expected to be as follows:

Age (Years) Average Annual Earnings Per Employee
25-34 4,000
35-44 5,000
45-54 6,000
55-64 5,000

Further, assume that the discount rate is 10%. The value of human capital of the

unskilled employees under study will be calculated in the following manner:

Assume, for the sake of simplicity that all 500 employees are 25 years old. Each

person will earn per year on an average | the following way:

e 4,000 a year for the next 10 years

e 5,000 a year for the years 11-20 years
e 6,000 a year for the years 21-30 years
e 5,000 a year for the years 31-40 years

The present value of this series of 40 numbers multiplied by 500 (number of
unskilled employees) is equal to ~ 2,18,3,500 being the value of human capital of

this group.
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The working is shown below:

Calculation of present value —

P. V. Factor
4,000 | X 6.145* (1-10 Years) = 124,580
5,000 | X 2.369 + (11-20 Years) = 11,845
6,000 [ X 0.913 + (21-30 Years) = 5,478
5000 X | 0532 (+) | (31-40 Years) = 43,663

Total P.V for an employee (See P.V. of annuity of ~ 1 table)

*From the table at 10 years and 10% rate = 6.145 + 8.514 — 6.145 = 2.369 + 9.427
—8.514=0.913

(+) 9.779 — 9.427 = 0.352
43,663 x 500 — " 2,18,31,500
The Model Suffers from the Following Limitations:

a. Earnings do not represent true limitations.

b. A person’s value to an organization is not determined entirely by the person’s
inherent qualities, skill and traits but also by the organizational role in which
the individual is placed. His expertise may be in one field and many not be
required in another. Further, the individual’s skill and knowledge are not
valuable to an organization in an abstract form. They become valuable only
when they are applied to achieve the end results of the organization.

c. The model also does take into account the possibility and probability of an

individual leaving the organization for reasons other than death or retirement.
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d. The assumption | this model that people will not make role changes during
their career with the organization is not realistic. Their role changes when they
are transferred n promotion.

e. Earnings (salary) is an expense. How can the capitalized value of expenses to
be incurred In future be an asset? It should be the value of the benefit expected
to accrue that should be capitalized and not the amount to be spent for the use
of the asset.

I. It fails to evaluate correctly the team work involved. Team works
definitely more than the sum of the values of the individuals. The
valuation is not reflecting the contribution of the team as a whole.

Ii.  This approach ignores security, bargaining capacity, skill, experience

of the persons which will affect the payment of higher scale of pay.
(c) Rewards Valuation Model:

According to this model, the ultimate measure of an individual’s value to an

organization is the expected realizable value.

The model has been suggested by Flamholtz. Here, it tries to identify the major

variables that determine an individual’s value to an organization.

The expected realizable value of an individual is the present worth of the future
services expected to be provided during the period he is expected to continue to

serve in the organization.

This is based on the assumption that human beings, like all other assets, are
capable of providing future services that have economic value, It is presumed that
a person’s value to an organization depends upon the positions to be occupied by
him in his organization As people move from one organizational role to another,
or occupy different organizational roles, they render service (i.e., reward) to the

organization.
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The roles they will occupy in future will have to be determined probabilistically
for each individual.

. [ RPR)
R)= -
TR ; (+r)
where Y (R) = Expected realizable value,

R, = the value R, 10 be derived by the organization in each possible
service state, i,

Where,
E(Rv) = A person’s expected realizable value.
Ri = Value ‘R’ to be derived by the organization for each position i.
P(Ri) = Probability that an individual would occupy position i.
T = Time of retirement.
M = state of exit
R = Discount rate.

The model suggests a five step approach for assessing the value of the

organization:

I. First of all, forecast as to how long (period) a person will remain and
continue in the organization, i.e., his expected service life in the
organization.

ii.  ldentifying the service states i.e., roles that he might occupy till he is likely
to leave the organization.

iii.  Thirdly, estimate the value derived by the organization when a person

occupies a particular position for a specified period.
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Iv. Fourth, estimate the probability of occupying each possible mutually
exclusive state at specified future times.
v. Finally, discount (at a specified pre — determined rate to get the present

value of human resources.

The approach is considered to be an improvement over Lev & Schwartz model in

two aspects:

a. It takes into account factors relating to the possibility and probability of
employees career (different role) movement.

b. Of their quitting the organization for reasons than retirement or death.
Limitations:

I.  Onexamining the operational capacity, the approach falls short of practical
value in as much as that probabilities will be have to be determined for
each individual occupying various services states and these probabilities
have to be determined for all employees for ‘n’ period on individual basis.

i. It will also be very expensive and time consuming to predict career
movements or exit probabilities on an individual basis.

iii.  The data developed on the basis may involve large variance which reduce

usefulness of the model.
(d) Jaggi and Lau Model for Human Resource Valuation:

The valuation of human resources on a group basis was suggested by the authors
of this model’s remedy to the problem of predicting the expected tenure of
promotion chance of employees on an individual basis.” By’ ‘group’ is meant a
homogeneous group of “Employees who may not necessarily be working in the

same department.
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It might be difficult to predict and individual’s expected service tenure in the
organization or at a particular level or position, but on a group basis, it is easier
to ascertain the percentage of people in a particular group like either to leave the
firm during each of the forthcoming periods, or the promoted to higher levels.
Since this concept assumes that the pattern of movement is likely to remain
constant overtime, the probabilities determined for one period are extended to

future periods.

Besides the abovementioned monetary measures many non-monetary measures

have also been used from time to time.

The frequently used non-monetary measure of human value is derived from the
Likert-Bowers model of the variables that determine the effectiveness of a firm’s
organization. 32 Other measures of attitudes, inventory of skills and capabilities

of individuals have also been used.
(e) Net Benefit Model:

This approach was suggested by Morse (1973). Under this model, the value of
human resources is equivalent to the present value of the net benefits derived by

the organization from the services of its employees.
The following steps are involved in this approach:

a. To ascertain the gross value of the services to be rendered in future by the
employees in their individual and collective capacity.

b. The value direct and indirect future payment to the employees is to be
determined.

c. The difference or the excess of the value of future human resources (as per)
(a) above over the value of future payments as per (b) is ascertained. This will

represent the net benefit to the enterprises because of human resources.
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d. On applying a predetermined discount rate (e.g., the cost of capital to the net
benefit the present value is determined. This amount represents the value of

human resources to the enterprise.
3.4.2 Non-Monetary Value-Based Approaches:
A. Certainty Equivalent net Benefit Model:

Pekin Organ suggested this approach which is a further extension of net benefit
model as developed by Morse. In this approach, the value of human resource is

determined in future for the enterprise.
Under this method, the following steps are involved:

a. Ascertainment of Net benefit from each employee (as determined previous
approach).

b. Certainty factors at which the benefit will be available in future.

c. The certainty equivalent benefit will be calculated by multiplying the certainty
factor with the net benefits from all the employees. This equated as the value

of human resources to the enterprise.
B. Aggregate Payment Approach:

This is the model envisaged by the Indian author Prof. S. K. Chakraborty in 1976,
on the human resources. He has valued the human resources in aggregate and not
on an individual basis. However he suggested that managerial and non-
managerial manpower can be evaluated separately. The value of human resource
on a collective or group basis can be found and by multiplying the average tenure
of employment of the employees in that group and shown as investment in the
position statement. The average annual salary grade structure and promotion

schemes of the enterprise.
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He has further stated that recruitment, including selection development and
training costs of each employee could be records separately and these could be
attributed as deferred revenue expenditure to be written off over the expected

average tenure of the employee in the organization.

The deferred portion should be shown in the position statement of the
organization. If there is permanent exit on account of that year attributable to that

person should be written off against the income in the year of exit itself.

The discount rate for the purpose of finding the present value of estimated
payments in the future should be taken as the expected average after tax return on

capital employed over the average tenure period.

He opines that the adoption of such a long term rate to avoid fluctuation in human

asset valuation from year to year is simply due to changing rates of returns.

As for disclosure of accounting information on human resources as an asset, he
has suggested that it would be most appropriate to include human assets under
investments in the “position statement” of the organization prepared at the year
end. He does not favour this to be taken under the head “fixed assets™ as it will
cause problems of depreciation, capital gains or losses upon exit etc., neither it
could be taken as “current asset” as it will not be in conformity with the general

meaning of the term.
Emerging Issues:
Human resources accounting clearly encompasses such elements as:

a. The composition of employees in different grades for five years.
b. Productivity of human resources for five years.

c. Programmes for employee development.
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d. Personnel payments to the employees and expenses on social welfare per
employee.

e. Human assets valuation.

f. Human assets vis-a-vis total assets.

g. Value of human assets in an organization.

In India, human resources accounting unit now has not been introduced as a
system. So far as the statutory requirement is concerned, the Companies Act.,
1956 does not require furnishing of any significant information about human
resources in the financial statements of companies. The Institute of Chartered
Accountants of India, too, have not issued an value of human resources of an
organization, However, the existing accounting standards, in the absence of any
negative directive, may be seen to support the adoption of human resources

accounting by an organization for the purpose of meeting its own requirement.

As a result. HRA has become a sparingly implemented practice in the corporate
sector in India. The result of non-disclosure of human resources cost and value
information in financial statements of business enterprises has been that financial
statements for no reveal any quantitative information on human resources and the

state of affairs is improperly reported to different authorities.

The dichotomy in accounting between human and non-human capital is rather
fundamental, while the latter is recognized as an asset and recorded as such in the
financial statement, the former is totally ignored. With the accelerated growth in
science and technology, the value of human capital is gradually increasing and
hence it is essential for a company to reflect the investment in human resources.
In the absence of HRA, the management may not realize the negative effects of
certain programmes aimed at improving profits in the short run. Such
programmes may result in decreased value of human assets due to fall in

productivity levels, high labour turnover and low morale.
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Human Resource Accounting in India:

An increasing trend towards the measurement and reporting of human assets,
particularly in the public sector, is noticeable during the past 20 years. The

companies, who are presently reporting human-asset valuations, include:

Bharat Heavy Electricals Ltd. (BHEL).
Cement Corporation of India Ltd. (CCl).

o o

Projects and Equipment Corporation of India Ltd. (PEC).

Engineers India Ltd. (EIL).

The Minerals and Metals Trading Corporation of India Ltd. (MMTC).
f. Electronics India Ltd.

o o

©

g. Infosys Technologies Ltd.
Prospects:

Human asset accounting still remains a voluntary disclosure on the part of
business entities and as yet no expose draft has been issued for such a specialized
report. Unless this minimum initiative is taken by the accounting bodies such as
Indian Accounting Standards Board and also the International Accounting
Standards Committee outlining the format. Provisions and guidelines. A real push
to this additional information can scarcely be expected. One has to reckon that,
accounting for people as organizational resources, through it has a high relevance

evaluation, has a low objectivity evaluation.
3.5 Investment Approach to Human Resources:

Since human resources are considered as asset, any expenditure in the acquisition
and accumulation of human resources will be treated as an investment. Historical
cost of human resources represents sacrifice that will have to be incurred today
to acquire and develop people.
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3.5.1 Historical Cost of Human Resources:
The elements comprising historical human costs at three levels of classification:

a. Natural cost classification which refers to the primary objects of expenditures
such as salaries, advertising, and agency fees etc.

b. Costs of specific personnel management functions such as recruitment,
selection and training.

c. Costs of the basic human resource management functions involved in

historical cost of human resources - acquisition and development cost.
3.5.2 Categories of Historical Cost:

Historical cost of human resources is the investment in human resources which
has expense and asset components. Various cost items representing human
resource investment subsystem can be categorized under four groups of input

variables as under:

a. Acquisition Cost
b. Development cost
c. Welfare Cost
d. Other Costs

3.5.3 Rate of Return on Human Resources:

Human beings constitute an important asset for organizational success. Without
human resources, the physical and financial resources can’t be operationally
effective. The investment in such human resource variables and the calculation
of the rate of return on human resources is vital. When large amount of investment
iIs made on human resource building, by not capitalizing such expenditure, the

profits of the organization are understated during such build up periods and profit.
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Rate of return can be used as a very good performance measure, the index of

which can be calculated as follows.

Conventional profit + Changes in human resources

Conventional assets + Human assets
3.6 Parameters for Calculating Return on Investment in Hunan Resources:
The rate of return can be calculated on the basis of the following premises:

a. Measurement of return on organization building.

b. Measurement of return on organizational utilization.
3.6.1 Measurement of Return on Organization Building:

In order to calculate return on investment, the changes in human resources must
be calculated and recorded. To find out the changes in human resources, the total

investment in human resources must be calculated.

e Measurement of Human resources

¢ [Investment Individual and group of individuals Measurement of
e Human resources Investment Recruitment,

e Training, Experience building Measurement of

e Return on Organization building.

When such investment is made it is both for the purpose of organization building

and organization utilization.

In regard to human resources investment for building the organization, the
recruiting and training costs of an individual and group of individuals must be
calculated. Also the orientation cost of building the personnel must be taken into

account while making such calculations.
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3.6.2 Measurement of Return on Organization Utilization:

For this purpose, the measurement of benefits obtained through utilization of
human resources must be done. Along with it, nonetheless, the fulfilment of

objectives by the utilization of human resources must also be taken into account
for the measurement of utilization

Measurement of benefits, objectives fulfilment

Identified objectives using expanded and conventional

Measurement of return on organizational utilization

The clubbed result of measurement of organization building and of human

resources will provide return on Investment

Measurement of return on organization building

+

Measurement of return on organizational utilization

Return on Investment
3.6 HR Cost Analysis:

HR cost analysis is the study of behaviour of cost in relation to one or more HR
criteria. Controlling manpower costs has now become important for
organisations, particularly when we are required to look within for cost savings
to sustain organizational growth and profitability. To enforce control on HR costs,
it is essential to develop a check list at the outset. This requires grouping of

activities under different cost heads and then Identifying the individual cost
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elements under each head. By developing an HR costs spreadsheet, we can
understand the magnitude of HR costs in an organisation. Element-wise cost trend
over the years facilitates regular monitoring and operational control. At the
macro-level, net value added per employee is an indicator of cost efficiency. We
have given an example of such computation for a public sector undertaking over
a six-year period, from the published data of Comptroller and Auditor General
(CAG), 1999.

A. Case Study:
Case Study Improper Record Keeping of Human Resource Accounting:

a. Challenge: Company faces problem of improper record keeping. One
technician in production department Mr. Satish who was regular in attending
his duty was paid his salary for 10 days less in December 2001, whereas,
another technician in the same department, Mr. Rajesh who used to be absent
almost 15 days in a month was paid every month full salary. Mr. Satish
reported regarding salary deduction to his production manager and in turn
production manager enquired from welfare officer.

It was reported by welfare officer that Mr. Satish was absent for 10 days in a
month and Mr. Rajesh attended all days of month. But as per departmental
attendance record, Mr. Satish attended duty on all days of the month and Mr.
Rajesh was absent for 15 days. These two things were entirely different and
this attracted the attention of top management.

An enquiry was conducted and this was disclosed by Mr. Rajesh that
employees used to sign the muster the next day because the register was not
checked regularly. General Manager of the plant discussed the issue with
managing director to deal with the situation.

b. Solution: After evaluation of problem HR department decide to purchase new

attendance machine by which company can solve the problem of not to keep
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daily attendance book. With the help of this machine, company can also avoid

mistake of wrong posting of attendance in register.
B. Case Study:
Case study on B.M.S Department in S.N.D.T college on HR Accounting:

a. Background: Smt. N. C. Gandhi and B. N V. Gandhi mahila Arts and
Commerce College. This college situated in Bhavnagar which is affiliated to
S. N. D. T. bombay University. There are many departments in this college
and one of that is B.M.S. department. There are approximately 100 students
in this department. Mrs. Shilpa Bhatt is the head of the department and Mr.
Milan Umaraliya is coordinator in this department.

b. Challenge: During the December month in B.M:S. department the head of
department Mrs. Shilpa Bhatt held industrial visit for all students in pipavav
shipyard. At that time, she gave responsibility to collect fees to one of the girl
of S.Y B.M.S. Due to some carelessness of that girl, she was not maintaining
proper records of fees.

c. Solution: After summarized this case Mrs. Shilpa Bhatt give advice to keep
proper record of fees and also suggest to take signature of all students and also
record date and time at the time of receiving fees. From that time, she also

started to maintain records in her personal computer or file.
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4.1 Developing an HR Costs Checklist:

Bramham (1998) developed an indicative checklist for HR costs. However, this
checklist varies from organization to organization due to obvious differences in
their practices. Here we have mentioned about those cost elements which are

common in practice.
a. Remuneration:

Remuneration costs include basic pay, dearness allowance, city compensatory
allowance, house rent allowance, conveyance allowance, etc. However, these are
paid remuneration costs. Organizations are also required to cater for deferred
benefits to employees, which we have referred as NWLC earlier. Certain statutory
payments to employees are also accounted under this head, like, contribution to
provident fund, pension fund, medical benefits, payment for holiday, sickness,

bonus, etc.

To retain and attract talent, organizations may also give various fringe benefits to
their employees. Even the latest practice to provide stock options to employees

involves certain opportunity cost to the organization.

The best practice is to delineate such cost elements and arrange the same in the
form of a spread sheet. Element-wise cost trends then can be studied over the
years and also can be benchmarked with other comparable organizations to

understand the nature of variance and to enforce control, wherever necessary.

Some organizations prefer to increase the paid wage cost by reducing the NWLC

burden. Such strategy is very effective in cases, where employees are mostly in
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their exploratory age group (less than 35). This in one way helps the organization
to reduce their cost burden and at the same time to retain young and talented
employees. Cost savings certain statutory payments is also possible by
participating in Group Gratuity Scheme, Group Medical Insurance Scheme,
Group Pension Scheme, etc., of public finance institutions, like, Life Insurance

Corporation, etc.
b. Recruitment:

Recruitment cost is also another major cost head for HR. Right from developing
job specifications to describing job requirements, it includes costs of recruitment,
promotion (through advertising), head hunting, evaluation, interviewing,

induction and orientation.

A well-defined job specification minimizes the search for the right fit and
consequent costs. If recruitment plans are to meet short-tern-requirements, it may

be better to outsource than go in for direct recruitment:

There are many specialized manpower agencies, which make people with
required skill sets available on contractual terms. Similarly, internal hiring also

needs to be explored vis-d-vis external hiring.

Internal hiring involves restructuring and relocation costs, a clear policy on
‘promotion from within’ (wherever recruitment is made for the higher posts), etc.
A detailed study on cost of hiring is necessary to explore an alternative

recruitment process.
c. Training Costs:

Cordon’s (2000) 9-step analysis of ROl on Human Capital has already be
discussed in earlier chapter on ‘Skills and multi-skilling’. In fact this 9-step model

considers all aspects of training cost and its benefits. To be more specific, training
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costs include, cost for induction period, cost of remuneration for the trainee and
trainer, cost of travel for the trainee and the trainer, if any, cost of training
materials, imputed cost of machines and equipment, used during the training, cost
for development of training modules, cost of training evaluation, cost of material
wastage during training, if any, cost of production loss for the trainee and the
trainer (if he is within the organization, for in-house training), etc. To accurately
ascertain cost of training, it is necessary to develop a checklist or a worksheet,

delineating all direct and indirect costs of training.

There are various methods of training delivery, which we have discussed in

chapter on ‘Training and Development’

There are various methods of training delivery, which we have discussed in
chapter on ‘Training and Development’. Relative benefits and costs of each such

method also need to be weighed to understand the most cost-efficient system.

Any training on skill renewal needs to be weighed in terms of expanded skill
cycle of the trainees. If the trainees are in the higher age bracket or due to retire
within a short span, then offering them voluntary retirement (VR) may be more

cost-effective than putting them on training for skill renewal and skill change.
4.2 Wastage of Human Resources:

The term wastage is the loss of employees other than by redundancy. Redundancy
points out the position of the employee as no longer needed for any available job

and therefore liable to dismissal.
In an organisation, the wastage is caused by-

1. Labour turnover
2. ldle Time
3. Absenteeism
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4.2.1 Labour Turnover:
The change in workforce is known as labour turnover.

It is the rate of change in the composition of the labour force in the organization.
Whenever an employee leaves the organization, the management, has to sustain
loss and wastage arising from the replacement of the leaving incumbent, by

inexperienced new labour force.

This replacement cost also includes cost of recruitment, selection and training of
new employees. Loss of output due to the gap in obtaining new workers, loss due
to inefficiency of new workers, cost of accidents due to lack of experience of new
workers and cost of scrap and defective work of new workers are the replacement

cost involved in labour turnover.

In order to keep the workforce satisfied and to prevent or discourage them from

leaving the organization the management incurs the following costs:

a) Cost of welfare activities
b) Cost of medical services
¢) Pension Schemes

d) Extra bonus

In spite of the preventive measures, if there is higher labour turnover then it will
deplete the stock of human resources and also lead to its wastage. For example,
In a company an executive officer is appointed and sent abroad to get special

training on the work method. The cost of giving him the training is ~ 6 lakhs.

Unfortunately, he leaves the job (no contractual liability or bond) and the
company has to replace another incumbent with the same training and
additionally it has to spend another 6 lakhs for making the new incumbent fit for

the job. Human resources at a cost of * 6 lakh is wasted due to the turnover.
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In order to avoid wastage, by turnover the management should take the following

steps:

VI.

Vil.

Suitable and Satisfactory Wage Policy: When the management is
suitably rewarding the labour by devising a satisfactory wage policy, the
turnover may be low.

2) Proper Work Conditions: The management should see that the
workers are provided proper working conditions to ensure their health and
safety.

Sympathetic Attitude of Personnel Department: To prevent turnover,
the personnel department should have positive and sympathetic attitude
towards the workers and motivate them in the right perspective.

Financial and Non-Financial Incentive Plans: To recognize both
efficient and normal work, the management must frame both financial and
non-financial incentive plans.

Promotion Opportunities: Majority of the workers will be on the look-
out for an opportunity to quit the organization when there is no scope or
little scope for promotion in spite of satisfactory remuneration. When the
opportunities for promotion are more, the turnover may be low.

Labour participation in management:

This is one of the recognized ways of recognizing labour, since it gives the
worker a sense of involvement in management and his participation in
managerial affairs will give him the sense of responsibility and he will not
think of leaving the organisation.

Effective Grievance Procedures:

The workers must be given explicit and vivid procedures to represent their
grievances so that the grievances could be redressed immediately and
reduce the depression of workers. Consequently, his idea to quit on this

reason may be dropped by him.
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viii.  Welfare Measures: Strengthening the welfare measures in general will
improve the morale and motivation of the workers and will reduce

turnover.
4.2.2 Idle Tine:

When the work is measured on the basis of the time spent by the labourer, the
concept of idle time has to be given significance, since it is a factor that affects
the cost of production to a greater extent. Idle time represents time lost by ‘time

workers’.

When workers are paid on time basis, there may arise a difference between the
time for which they are paid and that which they actually spend on production.
The difference between the time they spend on the work and the time for which

they are paid represents idle time.
Example:

1) Time lost between the mill’ or factory gate to the production department.
2) Tea breaks

3) Machine maintenance.
Production Causes of Idle Time:

The human resources are wasted to a greater level at the production point, due to
many reasons. When there is a breakdown of machine, then there is idle time of
workers for which they are paid. Power failure is also another reason for idle time
in which the wastage is caused by frequent power failure. This problem could be
managed by installing electric power generators. Sometimes the workers have to
be idle for want of instructions from the foreman or factory engineer. They may
also wait for tools or for the arrival of raw materials. Idle time can be reduced by

the strict supervision and proper maintenance of plant and machinery.
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Administrative Causes: Idle time may also be caused by administrative
decisions. When there is a surplus capacity of plant and machinery which the
management decides not to utilize there may be idle time due to administrative

reason.

This will happen during depression period in which some machines are used
below capacity and the regular workers are paid full amount of wages. This type
of idle time arises out of abnormal situations and is generally not controllable by

the management.

Economic Causes: Idle time may also be caused when there is a fall in demand
for the product, seasonal nature of certain industries etc., in which production
can’t be engaged, and the surplus labour (permanent) ought to be utilised for
doing some other jobs. If the management is not utilizing the manpower in

alternative employment, then there will be idle time.
Types of Idle Time:

a. Normal Idle Time: Here the wastage of human resources cannot be avoided
and has to be borne by the employer. For example, when the engineering
department takes time for setting the machine when it goes out of order, the
labourers have to wait for which time they have to be paid. As a first method
of treating idle time, it may be charged to factory overhead. Wage rate may be
inflated so as to make allowance for normal loss of labour time.

b. Abnormal Idle Time: Here the idle time arises due to reasons which are
beyond the control of management. Time lost due to breakdown of
machineries, time lost in waiting for raw materials and tools and accidents are
some of the examples of abnormal idle time and it is adjusted through costing
profit and loss account. The following table is the specimen of an idle time

card useful in accounting for idle time.
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c. Control of Idle Time:
I. Controllable causes for idle time should be properly analysed and

responsibility should be fixed on appropriate individuals.

Ii.  Production ought to be planned in proper manner so that imbalances in
production are avoided or reduced.

Ii.  Repairs and maintenance of plant and machinery should be regularly
undertaken to avoid their breakdown.

iv.  There should not be any interruption in the supply of raw materials.

v. Right tools along with work instruction at the right time will avoid idle
time.

vi.  There must be rigid control and strict supervisory measures to make the

work to move without idle time.
4.2.3 Absenteeism:

Absenteeism is another way in which human resources are wasted. It is a major

concern in most organisations.

Employees may be absent from work for several reasons illness, death in the

family, or personal reasons which are unavoidable and understandable.

Number of employers have sick policies that allow employees to take paid

absences, a certain number of days per year.

The formula suggested by U.S Department of Labour for computing absenteeism

rate is as follows:

Number of person days lost through job absence during period

Average number of employees x Number of work days Reasonable
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Absenteeism:

When a labourer or personnel absents him with proper reasons, (illness, death of
relatives, urgent personal work, etc.) then the employer could bear with such

absenteeism.
Unreasonable Absenteeism:

When a labourer or personnel absents himself from work without genuine

reasons, then it is called unreasonable absenteeism’

For example, medical leave may be applied for, by a worker for completing his

personal works.

Perhaps it may be called as medical leave on non-medical ground’. Similarly

employees may avail casual leave to stretch the week-end on Friday and Monday.
Steps to Achieve Effective Absence Control

1. There must be commitment on the part of management to reduce the cost of
absenteeism.

2. Another controlling measure of absenteeism is to trust the employees and
provide sickness benefits on the strength of this trust. Yet they should not
accept claims of sickness benefit when the level of sickness absence is
unacceptable.

3. Computerized information system is necessary for the successful functioning
of the ‘trust’ system.

4. Absenteeism must be accepted on the basis of a documented attendance
policy.

5. Inorder to increase the responsibility of the managers and team leaders to deal
with the problem of absenteeism, regular and proper training must be given.

6. Counselling facilities must be given to employees on attendance problems.

130



UNIT-4

4.4 Organizational Climate Approach:
Organizations are Social Systems:

Organizations combine science and people, technology and humanity. It is not
possible for every organization to have the same type of technology and people
and so the organizations differ in their characteristics and internal environment.
The internal environment of an organization may be called the organizational
climate. Organizational climate, a guide for dealing with people serves as a major
influence on motivation and productivity of individuals and total work force.
Organizational climate may be noted as the ‘personality’ of an organization as

conceived by its employees.

The organizational climate usually has a major influence on motivation,
productivity and job satisfaction. The organizational climate is the major
motivating factor responsible for satisfaction and dissatisfaction of employees in
an organization and affects the quantum of employees’ turnover and satisfaction.

It refers to the entire social system of a working group.
Significance of Organizational Climate:
Influence on Human Performance:

When the organizational climate is viable, the incumbent gets motivated and his
performance is up to the expectation of the management. Consequently, he gets
job satisfaction that reduces turnover. Organizational climate provides a type of
work environment in which an individual feels satisfied or dissatisfied. Since
satisfaction of individual determines his efficiency, organizational climate can be

said to be directly related to his performance in the organisation.

Organizational climate affects performance, satisfaction and attitudes of people

in the organisation. A sound climate is a long run proposition.
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Managers need to take an assets approach to climate, meaning that they take the

long run view of climate as an organizational asset.

Performance was more predictable for subjects who worked in a consistent
climate than those who had to work in an inconsistent environmental climate.
Inconsistent climate was having negative impact on productivity. The
organizational climate may be one of trust and confidence or one of fear and
reprisal. Various organizational climates have different impacts on individual

motivation, satisfaction and attitudes.

The climate of an organization derives originally from the philosophy and goals
of those who join together to create it. The philosophy and goals of people are
implemented by leadership working through formal and informal organisation.
Formal and informal organization provide the structure to bind the institution

together into a working team.

All organizations influence their members by means of a control system that
reflects a combination by communication and group processes. The systems of
control in an organization interacts with employee’s attitudes and with situational

factors to produce a specific motivation for each employee at a certain time.

The effect of an effective organizational behaviour system is to produce
motivation. Such motivation builds two way relationships. It means that
management and employees are jointly benefited without manipulation of one

party by the other. Each type of employee is in need of a particular climate.

In order to build up a sound climate, executives must understand their people in
the organisation. The significant factor is that what motivates job performance in
general and in building an overall climate conducive to motivation. The
individual differences suggest that there can’t be any all-purpose organizational

climate.
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The following are the three models of organizational behaviour based on which
the organizational climate ought to be fixed. Keith Davis identifies the following

three models of organizational behaviour.
4.5 Improvement Aid Deterioration of Organizational Climate:
4.5.1 Autocratic Model:

The first model of organizational behaviour creates a climate in which the
feelings of the workers are suppressed and they have to just be obedient and
tolerate with the autocratic behaviour of the employer. The personal relationship
between the employer and the employee is not up to the mark. The labour
turnover will be considerable when there is high dissatisfaction of the employees

with their boss since they have no other alternative except to leave the job.

In case of bottleneck in production or marketing, the employees simply keep mum

and they never come out with suggestions for solving the problem.

When the worker leaves his Job, he will burst out with his boss with thick words
coming from his soul and he will never have an idea to re-enter the service. As
far as autocratic model is concerned the workers sustain a tight organizational
climate and they continue in the firm only for satiating their physical needs and
they have no peaceful organizational climate. In total under autocratic model,
there is little chance for the improvement of the climate and there are more

chances for the deterioration of the existing climate.
4.5.2 Custodial Model:

In custodial model of organizational behaviour, as the employee already satisfies
his physiological needs, he looks up to his boss for some second line benefits. In
this climate ample chances are there to increase the climate by offering second

line benefits like pension benefit.
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Since these benefits are guaranteeing welfare measures both for himself and his
family, it creates viable and improved climate under which the worker comes

forward with voluntary endeavour to work for the organization with involvement.

But once the benefits awarded to the workers is withdrawn by the employer as
their custodian, he has to eat the crow because the workers will lose their
confidence and morale and look at the employer will suspicion and now the
climate will deteriorate and ultimately workers will be pushed to the tight corner
of seeking the trade union mode to get back the benefits they have enjoyed earlier.
But the labour turnover will not be more because they enjoy good climate with
their work and their main aim is to look for welfare measures for their family.
They will work and raise routine voices for the benefits they have lost earlier. In
this custodial behaviour system, the climate will be improved a lot and little
chances are there for deterioration. Since the workers will adopt “stay and fight”
strategy for regaining their facilities enjoyed earlier, the labour turnover will be

less.
4.5.3 Supportive Model:

In supportive model, since democratic attitudes are more in the behaviour of the
employer, there will be a lot of improvement in the organizational climate instead
of creating a climate through authority as in the case of autocratic model or
through economic resources in case of custodial model. The employer creates a
super organizational climate by his supportive role as a leader. Under this
behaviour system, the workers have the inclination to improve their performance
since they have enough Job satisfaction and further scope of improving
themselves in the organisation. There will be mutual trust between the employer
and the employee. The employee will start thinking of the welfare of the
organisation. He will come out from the tight shell of distrust and grudge with his

employer and ready even to participate in the management.
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Chances for deterioration of the good organizational climate are less. Since the
employees’ needs are met in a higher order, they voluntarily opt themselves for
higher performance and contingencies sustained by the management will be

shouldered by the employees also.

As a result, the employer and employees will have a fine convergence and the
improved organizational climate will be at its maximum and deterioration would

be a rare factor.
Human Resources Accounting and Organizational Climate:

In the case of autocratic model, due to unviable organizational climate, there will
be increase in the cost of recruitment for filling the vacancies caused by the labour
turnover. Since the workers will be up to the expectation of employer only out of

their fear of losing employment they will follow “work to rule” attitude.

The autocratic model will tempt the workers to increase the cost of production.
This could be possible even by efficient workers as illustrated below. In a textile
mill, for a worker at the spinning point, 2 percent of the input is allowed as
wastage. For example for 100 kg of raw cotton, he should give an output of 98 kg

of yarn.

An efficient worker who is capable of giving 100 percent output without wastage
may voluntarily go in for utilizing the gap of wasting 2 percent of the output since
it may be one of the outlets for expressing his discontent over the autocratic
behaviour of the employer and the bad organizational climate he sustains with
him. As far as the custodial system of organizational behaviour is concerned, the

employer has to spend additionally on maintaining the human resources.

Since the employer is spending more on welfare measures, the cost will be more

but it may be compensated by the increased productivity and reduced wastages.
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4.6 Determination of Changes in Human Resources Variables:

The human resources planning is the systematic and continuing process of
analysing an organization’s human resource needs under changing conditions and
developing personnel policies appropriate to the longer-term effectiveness of the

organisation. It is an inner part of corporate planning and budgeting procedures.

One of the main objectives of human resource planning is to anticipate the
changes in human resources variables i.e., potential surplus or deficit of people.

The human resources variables can be classified into two categories:
a) Casual Variables:

These variables incorporate occasional changes, but any change done so will lead
to a major change in the organizational culture and future trend (e.g.,
organizational structure, management policies, plans, business strategies,

leadership, skills, behaviour etc.
b) Intervening Variables:

These variables reflect the internal health of the enterprise. They include loyalties,
attitudes, motivations, morale, interpersonal interaction, communication,

decision making etc.,

These are controllable variables which could be kept under the control of the
employer by taking consistent effort to maintain the morale, motivation, loyalties

and attitude of the employees by various measures.

Right decision with proper communication will keep these intervening variables
at the equilibrium point. Changes in these variables are very common and it leads
to changes in the number of people and hours of work available, the capacity of
employees to do the work and their productivity.
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The changes in human resource variable arise mainly due to the following

reasons:

a) Potential changes to existing resources through internal promotions.
b) Potential losses to existing resources through employee wastage.
c) Effect of changing conditions of work and absenteeism.

d) Age distribution of employees which may lead to a sudden rise in retirement.
Causes of Employee Turnover:

Employee wastage is a main factor that causes changes in the human resources

variable.
The various reasons causing labour wastage or turnover are listed below:

Pay: Problems in regard to pay arises because of uncompetitive, inequitable or

unfair pay systems.
The following actions may revive the bottleneck caused by pay:

1. Reviewing pay levels on the basis of market surveys.

2. Introducing job evaluation or improving an existing scheme to provide for
equitable grading decisions.

3. Ensuring that employees understand the link between performance and
reward.

4. Reviewing performance related pay schemes to ensure that they operate fairly.

5. Adopting payment by results systems to ensure that employees are not
penalized when they are engaged only on short runs.

6. Tailoring benefits to individual requirements and preferences.

7. Involving employees in developing and operating job evaluation and

performance related pay systems.
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Jobs: Dissatisfaction results when jobs are unrewarding in themselves. Jobs
should be designed to maximize skill variety, task significance, autonomy and

feedback and they should provide opportunities for learning and growth.

Performance: Employees can be de-motivated if they are unclear about their
responsibilities or performance standards or uninformed about how well they are

doing or feel that their performance assessments are unfair.
The following solutions are recommended:

1. To express performance requirements in terms of hard but attainable goals.

2. To get employees and managers to agree on those goals and the steps required
to achieve them.

3. To encourage managers to praise employees for good performance but also
get them to provide regular information and easily interpreted feedback.

4. To train managers in performance review techniques such as counselling.

5. To brief the employees on how the management system works and obtain

feedback from them on how it has been applied.

Training: More resignations and turnover will be there if people are not properly
trained or feel that demands are being made upon them which they can’t

reasonably be expected to fulfil without proper training.

Training programmes and training schemes should be developed so that
employees get competence and confidence to achieve expected performance
standards. The training programme should be designed to acquire new skills and

competence.

Career Development: Dissatisfaction with career prospects is a major cause of
turnover. The idea of providing ‘cradle to grave’ careers is no longer relevant in

the more changeable job markets of today.
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Individuals as incumbents possess ‘portfolio’ of skills and may consciously
change direction several times during their careers. For maintaining a stable
workforce employers should plan to provide career opportunities by providing

more promotion opportunities and equitable promotion procedures.

Commitment: The following are the ways to increase the commitment of the

employees towards the achievement of the goals of the organization:

1. To explain the organization’s mission, values and strategies and encouraging
employees to discuss and comment on them.

2. To seek and take into account the views of people at work.

3. To introduce job changes only after consultation and discussion.

4. To provide opportunities for employees to contribute their ideas on improving

work systems.
Lack of Group Cohesion:

The employees of an organization can feel isolated and unhappy if they are not

part of a cohesive team or if they are bed-eviled by disruptive power politics.

To solve this problem, autonomous work groups must be established and
rewarding people for working effectively as members of teams and developing

team work skills.
Dissatisfaction and Conflict with Managers and Supervisors:

The management in general or the individual manager may unfairly treat the
employees which may cause turnover and this problem should be remedied by

selecting managers and team leaders with well-developed leadership qualities.

Another way is to introduce better procedures for handling grievances and

disciplinary problems.
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Recruitment, Selection and Promotion:

Rapid turnover can result simply from poor selection or promotion decisions. It
Is essential to ensure that selection and promotion procedures match the capacities

of individuals to the demands of the work they have to do.
4.7 Cost Reduction:

Cost reduction is defined as the achievement of real and permanent reduction in
the unit cost of goods manufactured or services rendered without impairing their
suitability for use intended. Cost reduction must be real and increase productivity.
It must be permanent and should not impair the suitability of products or services

for the intended use
Scope and Areas of Cost Reduction:

The scope of cost reduction is wide and it could be applied to wherever cost is
incurred. In many organizations the cost of human resources is very high. The top
management should find ways by which the cost of human resources is
reasonably reduced. Any abnormal reduction of cost in this regard may lead to

unfavourable climate.

In autocratic type of climate the human resources cost will be reduced since the
employer is not so particular about keeping the morale of the employees high and
to motivate them for higher productivity. Since better performance is ensured
through fear, threat, punishment and occasional rewards, there is no need for
spending on welfare cost. In custodial model, over and above their normal salary
and wages the workers look out for welfare measures for which the management

has to spend additional amount. So cost reduction is not fully possible here.

In supportive model of organizational behaviour, the management extends

leadership and support to the employees for job performance.
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Here the employees’ needs are met in High Order. So it may lead to increased
cost. But their future performance may be high which may lead to increased

productivity and ultimately lead to cost reductions.
4.8 Future Performance:

The human resources cost will increase when custodial and supportive model of
organizational systems are in vogue. The consequent result will be increased
work performance and productivity. When productivity increases it will reduce

ultimate cost of production.

The concepts of increased cost and cost reduction are changing frequently in
regard to the cost incurred on human resources. The future performance of the
human resources depends upon the organizational climate. In autocratic model,
of course, the employer can reduce cost by suppressing the human resources. But

such cost reduction is a temporary one.

The workers, who are dissatisfied with work, wait for the apt time to quit the job
which may lead to labour turnover and subsequent increase in cost due to new
recruitment and less productivity. Even workers, who continue, may not perform
up to expectations. In concluding remarks, the human resources, could be stated
as a variable factor which causes both increase in cost and cost reduction which
are the factors dominantly affecting the future performance of the human resource

structure of the organization.
CASE STUDY:
Case study on Human Resources Audit

Background: Sushan private limited was established by Sushan group in 1992.
It is producing mainly healthcare products and earning very good profit every

year. It has five departments of production, finance, marketing, personnel and
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stores. These departments are working in good co- ordination. Total manpower
of SPPL is nearly 800 employees working at different levels. Industrial relations

in this company were very good during last eight years.

Challenges: In 2001, one executive (Personnel and Administration) resigned
from his job from personnel department. He was responsible for salary
administration and employees attendance. For one year management did not fill
up the vacancy and the functions of the vacant job were looked after by welfare
officer who was overloaded with the work and was not in a position to give proper
attention to this job of salary administration and employee attendance. Due to
this, the employees could not be paid salary in time and sometimes wrong

payments were also made

Solution: Company decide to make HR audit and then making some process HR
department declare that company will hire a new officer for personnel
department. By employing the new officer company will give satisfaction to

employee subject to providing them salary.
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5.1 Cost of Human Resources:

As human resource is considered as an asset, any expenditure incurred in the
acquisition and accumulation of human resource will be treated as an investment.
Cost of human resources represents sacrifice that will have to be incurred today
to acquire and develop people in future. The cost of human resource otherwise
called Historical cost of human resources is the investment in human resources
which has both Revenue (expense) and Capital (asset) components. This cost may

be classified as follows:

1. Acquisition Cost

2. Training (Development) Cost
3. Welfare Cost and

4. Other Costs

Acquisition Cost Comprised the Following Costs

I.  Recruitment Cost
ii. Selection Cost
iii. Placement Cost

iv.  Campus Interview Cost
Training (Development) Cost Includes the Following

I.  Formal Training Cost
ii.  On the Job Training Cost
ii.  Special Training

iv. Development Programmes
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Welfare Cost Includes the Following

I.  Medical Expenditure

Ii. Canteen Expenditure
ii.  Specific and General Allowances
iv.  Children Welfare Expenses

v. Other Welfare Expenditure
Other Costs Include the Following:

I.  Safety Expenditure
ii. Ex-gratia
Iii.  Multi-trade incentives

Iv. Rewarding Suggestions

The following paragraphs give a detailed enumeration of the various costs

involved in the human resources accounting.
5.1.1 Acquisition Cost:

It refers to the costs incurred in acquiring the right man for the right job at the
right time and in right quantity. It includes the expenses incurred on recruitment,
selection; entire cost is taken into consideration including those who are not

selected.

a) Recruitment cost: It is the cost incurred to identify sources of human resources
both from within and outside the organization.
For example, cost of recruiting materials, administrative expenses, advertising
costs, agency fees, recruiter’s salary and travel and outstation costs.

b) Selection cost: It depends on several factors such as the type of personnel
being recruited and the method of recruitment. The cost of selection depends

on the position for which a person is being selected.

144



UNIT-5

The higher the position, the greater is the selection cost. It includes cost of
application blanks, administrative cost of processing applications, conducting
tests, interview, medical examination and the Salaries, materials and
consulting fees of the selectors.

Placement cost: In deciding upon the placement, the individual’s ability,
attitude, interest, temperament and aspirations are taken into consideration
with reference to the job requirements. The cost of placement can be collected

for the purpose of human resource accounting.

5.1.2 Training and Development Cost:

It refers to the sacrifice that must be made to train a person either to provide the

expected level of performance or to enrich the individual’s skill.

Training improves the productivity potential of both the individual and the

organization.

The training cost includes the following:

a)

b)

Formal training cost: It refers to the cost incurred in conventional training for
the orientation of an individual so that he can operate the work. The
remuneration to the training staff and the fixed cost of the training schools are
essentially Human Resource Investment items.

On the job training cost: Once the employee is placed on the job, he must be
trained to do the job efficiently and effectively and in this regard the employee
learns while he is on his job.

In the process, the costs of mishandling the job, the payments to the employee
more than what he actually contributes are on the job training cost. Thus it is
an Investment in Human Resource.

Special training cost: To achieve the performance standards sometimes

specific training programmes may be devised.
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d)

Such training gets a distinct human resource to the organization. The costs of
such training are called special training costs fall under the human resource
investment of the organization.

Development programmes cost: Employees may be allowed to participate in
a variety of development programmes to enrich their faculties. These
programmes may range from ordinary lectures to international conferences
and seminars. The participants have an opportunity to interact with other
executives on national and international level.

Such association involves cost such as delegate fees, the travel cost, loss of
output during the development programme etc. which are to be accounted for

as a human resource investment.

5.1.3 Welfare Cost:

Management is after all creation and maintenance of an environment. Therefore,

it is a vital function of an employer to provide an atmosphere to the employees to

perform their work in healthy, congenial climate conducive to good health and

high morale.

The expenses incurred for this purpose will facilitate the employee to increase the

quality of his civic life. These welfare costs can be classified as follows:

Welfare and amenities within the organization:

Creches, rest shelters and canteens, latrines and urinals, washing and bathing
facilities, drinking water and occupational safety etc. are the welfare facilities
provided by the employer within the organization.

Welfare outside the organization:

Social insurance measures, maternity benefit, medical facilities, education
facilities, housing, recreational facilities, holiday homes and leave travel

facilities are some of the welfare measures provided outside the establishment.
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5.1.4 Other Costs:

There are some other costs which include expenditure on employee safety, ex-

gratia, multi-trade incentives and others.

In India, Factories Act 1948 has made statutory provisions with regard to

employees’ health, safety and welfare as follows:

I) Health of Workers:

e Cleanliness, Disposal of waste and effluents
e Ventilation and temperature

e Dust and fumes

e Atrtificial humidification

e Overcrowding

e Lighting

e Drinking water

e Latrines and urinals, spittoons etc.
I1) Safety of the Workers

e Fencing of machinery

e Work on machinery in motion

e Employment of young persons

e (Casing of new machines

e Hoists and lifts

e Lifting machines

e Pressure plant

e Protection of eyes, precautions against dangerous fumes

e Tests of stability, etc.
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I11) Welfare of the Workers:

e Washing facilities

e Facilities for storing and drying clothing
o Facilities for sitting

e First aid appliances

e Canteens

e Creches

o \Welfare Officers

5.2 Rate of Return on Human Resources:

The calculation of the rate of return on human resources is vital. When large
amount of investment is made on human resource building by not capitalizing
such expenditure, the profits of the organization are understated. Rate of return

can be used as a performance measure.
The rate of return can be calculated on the basis of the following premises:

1. Measurement of return on organization building.

2. Measurement of return on organizational utilization.

In order to calculate return on investment, the changes in human resources must
be calculated and recorded. To find out the changes in human resources, the total

investment in human resources must be calculated.
5.2.1 Measurement of Return on Organization Building:

When an investment is made in human resources, it is both for the purpose of
organization building and organization utilization. In regard to human resources
investment for building the organization, the recruiting and training costs of an

individual and group of individuals must be calculated.
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Also, the orientation cost of building the personnel must be taken into account

while making such calculations.
5.2.2 Measurement of Return on Organization Utilization:

Measurement of benefits obtained through utilization of human resources must
be done. Besides, the fulfilment of objectives by the utilization of human

resources must also be taken into account for the measurement of utilization.

The clubbed result of measurement of organization building and organizational

utilization of human resources will provide return on Investment.
Importance of Human Resource Accounting:

Human Resource Accounting Provides useful information to the management,

financial analysts and employees, as shown below:

1. Human Resource Accounting helps the management in the decision-making
process relating to the following matters.

a) Employment, locating and utilization of human resources.

b) Transfers, promotion, training and retrenchment of human resources.

¢) Planning of physical assets vis-a-vis human resources.

d) Evaluating the expenditure incurred for imparting further education and
training to employees in terms of the benefits derived by the firm.

e) Identifying the causes of high labour turnover at various levels and taking
preventive measures to contain it.

f) Locating the real cause of low return on investment, that is whether it is
due to improper or under-utilization of physical assets or human resource
or both.

2. A financial analyst is interested in understanding and assessing the inner
strength of firm. Such inner strength does not merely depend on the physical
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assets owned and possessed by the firm. IT also depends upon the type of
human resources available to the firm. The vigilant, dynamic and responsible
management can steer the company well through most adverse and
unfavourable circumstances.

3. Incase the human resources, specially the managerial resources at the disposal
of the firm are impartially and systematically valued and disclosed in the
financial statements, it will be valuable information for persons interested in
making long-term investment in the firm.

4. The Human Resource Accounting helps individual employees in improving
their performance and bargaining power. It makes each of them conscious of
the contribution that he is making towards the betterment of the firm vis-a-vis

the expenditure incurred by the firm on him.
Objections Against Human Resource Accounting:

The following are some of the common objection against Human Resource

Accounting.

1. Human being cannot be owned like other physical assets. They, therefore,
cannot command any value.

2. Tax laws do not recognize human beings as assets. Hence, human resource
accounting remains merely as a theoretical concept.

3. There is no generally accepted model for valuation of human resources. The
mode of presentation has also yet to be codified.

4. The valuation of human resources depends on a large number of abstract
factors not measurable imprecise monetary terms. Hence, the valuation lacks

objectivity and preciseness.

The above objections are basically because of human resource accounting being

a new concept. The opinions are still to be crystallized. It is yet not less satisfying
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that the accountants these days have realized that disclosure of human resources
in the financial statements “is a must” if they have to show a true and fair view
of the state of affairs of the business. In course of time, proper techniques are
bound to be developed for valuation of human resources and generally acceptable
formats will be evolved by the accountants for disclosure of this vital information

in the financial statements of the firm.

In India, the financial statements of companies have to be prepared as per the
provisions of the Companies Act, 1956. The Act does not provide for disclosure
of any significant information about human resources employed in a company
except that the companies have to give by way of a note to the Profit and Loss
Account, particulars of employees getting remuneration of ©~ 6,00,000 per annum
or more.” However, there is nothing in the Act which prevents a company from
giving details about its human resources byway of a supplementary information

attached with its financial statements.

In-view of the growing importance of human resource accounting, many
corporate enterprises in India are voluntarily giving information about their
human resources. They number about 15 in all and include many important public
sector enterprises viz. Bharat Heavy Electricals Ltd. (BHEL), Steel Authority of
India Ltd. (SAIL), Minerals and Metal Trading corporation of India (MMTC),
National Thermal Power Corporation (NTPC), Oil and Natural Gas Commission
(ONGC) and engineers India Ltd. (EIL).

Among all the enterprises BHEL is the pioneer in the field of human resource
accounting since mid-1970. Most of the Indian companies and corporations have
followed basically Lev and Schwartz Model for valuation of human resources.
The model involves valuation of human resources on the basis of the present
value of the estimated future earnings of the employees discounted at the cost of

capital rate. BHEL has incorporated certain improvements in this model.
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The company has classified its employees into six categories based on skill, type

of work, experience and qualifications. In each category 10 to 15 salary grades

have been identified to facilitate the valuation of human resources. The model

adopted by BHEL is given below:

HRV

Where,

HRV

E

SiX years.

Px12xNxE x|

Human Resources Value of the group of employees in the
=  particular

salary grade.

Annual compensation per, DA, CCA, HRA, PF contribution

= by employers etc.
Total number of employees in the grade.

Efficiency Factor. The factor varies with the amount of experience.

= decreases at about 5% for each accounting period of five or

Incremental Factor. It is 5% for five years period.

The period of 5 years has been taken as the basic in the assumption
that people with five experience are normally promoted to the next
higher grade.

It has been taken at 12% per annum which is the weighted

average cost of capital to the company.
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Benefits of Human Resource Accounting:

The concept of human resource accounting covers the people who constitute a
valuable resource of an enterprise and information on the investment and value
of such resources is useful for internal and external decision-making. Such
accounting is of permanent importance to the nation and also to individual

organizations.
The following are the main benefits of Human Resource Accounting:

a. Helpful in proper interpretation of Return on Capital Employed. The
human resource accounting will disclose the value of human resources. This
will help in proper interpretation of return on capital employed.

Such information will give long-term perspective of the business performance
which could be more reliable than the return on capital employed based on net
profit only.

b. Improves managerial decision-making. The maintenance of detailed
records relating to internal human resources (i.e. employees), will improve
managerial decision-making specially in situations like direct recruitment
versus promotion, transfer versus retention, retrenchment or relieving versus
retention, utility of cost reduction programmed in view of its possible impact
on human relations and impact of budgetary control on human relations and
organizational behaviour and decision on relocating plants, closing down
existing units, developing overseas subsidiaries etc.

Thus, the use of HRA will definitely improve the quality of management.

c. Serves social purpose. It will serve social purpose by identification of human
resource as a valuable asset which will help in prevention of misuse and under
use due to thoughtless or rather reckless transfers, demotions, lay offs and day
to day maltreatment by supervisors and other superiors in the administrative

hierarchy; efficient allocation of resources in the economy; effecting economy
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and efficiency in the use of human resources and proper understanding of the
evil effects of avoidable labour unrest/disputes on the quality of the internal
human resources.

d. Increases productivity. It will have the way for increasing productivity of the
human resources because, the fact that a monetary value is attached to human
resources, and that human talent, devotion and skill are considered as valuable
assets and allotted a place in the financial statements of the organization,
would boost the morale, loyalty and initiative of the employees, creating in
their mind a sense of belonging towards the organization and would act as a
great incentive, giving rise to increased productivity.

e. Invaluable contribution to humanity. HRA will be an invaluable
contribution for accounting to humanity and it will lead to improve human
efficiency while preserving human dignity and honour. For this, a basic
change in individual behaviour, attitude and thinking is required.

HRA will help in realizing the value of human resources and, thus, will
influence the individual behaviour, attitude and thinking in the desired
direction.

f. Essential where the human element is the prime factor. HRA is absolutely
essential in such organizations where human element is the prime factor, e.g.,
a professional accounting firm, a drama company, a solicitor and attorney
firm, an educational institution etc.

g. Helps in investment decisions.

The value of a firm’s human resources is helpful to potential investors and
other users in making long-term investment decisions.

h. Completes MIS. Human resource data would create a more complete
management information system as it can provide information of vital
importance for both short-term and long-term decision-making as well as
performance measurement. It will provide adequate basis for decision on

allocation of resources e.g. budgeting, capital expenditure decisions and better

154



UNIT-5

measurement of resources of an organization. Performance measurement
helps in assessing the strengths and shortcomings of an organization and helps
in making better promotion policies.

I. For successful operation of an organization. The success of an organization
very much depends on the build up of quality work force at all levels. The
success stories of BHEL, ITC, Hindustan Lever, Larsen & Toubro and several
other enterprises are largely due to the emphasis on human resource
development. IF this vital asset is not shown in the balance sheet, to that extent

the public and investors are handicapped.
5.3 Problems and Limitation of HRA:

No doubt HRA can provide valuable information both for management and
outsiders, yet its development and application in different industries and

organizations has not been very encouraging.

This accounting concept is not popular like social accounting because it may not
result in providing immediate and tangible benefits and on account of the fact of
lack of consensus among accountants and other concerned about the basis of
measurement of the value of human resources. The reluctance on the part of the

organization to introduce the HRA system can be attributed to the following:

a. There are no specific and clear-cut guidelines for finding cost and ‘value’ of
human resources of an organization. The existing valuation systems suffer
from many drawbacks.

b. The life of human resources is uncertain and therefore, valuing them under
uncertainty seems unrealistic.

c. There is a possibility that HRA may lead to dehumanizing and manipulations
in employees. For example, a person having a low value may feel discouraged

and thus, in itself, may affect his competency in work.
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d. The much needed empirical evidence is yet to be found to support the
hypothesis that HRA, as a managerial tool, facilitates better and effective
management of human resources.

e. Human resources, unlike physical assets, are not capable of being owned,
retained and utilized at the pleasure of the organization. Hence, treating them
as ‘asset’ in the strict sense of the term, could not be appropriate.

f. There is a constant fear of opposition from the trade union. Placing the value
on employees would prompt them to seek rewards and compensation based
on such valuation.

g. In what form and manner, should their value be included in the financial
statements? Is another question on which there is no consensus in the
accounting profession?

h. If a valuation has to be placed on human resources, how should it be
amortized? Should the rate of amortization be decreasing, constant or
increasing? Should it be the same or different for different categories of
personnel?

I. Tax laws do not recognize human beings as assets. So human resource

accounting has been reduced to a merely theoretical concept.
Capitalisation of Salary:

This method is based on the value of the firm’s employee force by aggregating

and averaging the earning profiles of homogeneous groups of employees.

The age factor is important as it affects the increase and decrease and the

productivity of human earnings.

Hence, the value of human capital, embodied in a person of age, r, is the present

value of its remaining future earnings from employment calculated as below:
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T

I ()
Vi=)
' tZ‘(l onNt-r
Where,
Vr  =human capital value of a person r years old,

I(t) = personnel earnings up to retirement represented by earnings profile;

r = a discount rate specific to each person. It is the cost of capital in capital
budgeting;
T = retirement age.

The method adopts a cost based approach to the valuation of human capital.

The firm’s human capital value obtained by the application of the aforesaid
equation in this manner allows the development of a new set of ratios like the
ratio of human to non-human capital value, showing the degree of labour

intensiveness in an organization.

But the non-human assets values are not based upon the earning profile of the
assets while the human assets values are based on the earning profile of
employees, so both cannot be matched together as they have no common base.
We can also know the changes in the structure of labour forces through this
approach. The method also reports ‘general’ and ‘specific value’ of human capital

reflecting firm recruitment and wage policy.
The Economic Value Method:

The economic value of an individual to an organization is the present worth of
future services he is expected to provide during his productive life, i.e. till
retirement. In considering the state of future services, the different roles likely to
be assigned during the service period (productive life) and the total values of

different roles are to be considered.
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The theory takes into consideration only individual economic value and not the
added value/profit by teambuilding, and group formation as such does not reflect

the value of human resource based on interpersonal relationship.
Return on Effort Employed:

It measures the return on the quantity and quality of total effort expanded and the
contribution made by individuals in the various functions of an organization

varying from purchase and manufacturing to selling.

It takes into account the factors which distinguish quantity and quality of effort

expanded. These factors may be as below:

(i)  Level or grade of work done.

(i)  Effectiveness of individual on his job position.

(ili)  Experience profile.

(iv) Measurement of total effort employed in various function of the

organization on the basis of rating factors.
Illustration:
(1) Level on Grade of Work Done:

Different grades of jobs are distinguished for developing wage structures:

Job Grade Factor
10  (director) 10

7 (sales manager) 7

4 (salesman) 4

1 (typist) 1
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(2) Effectiveness of individual job performance

Personal Assessment Factor
Very good 1.5
Satisfactory 1.0

(3) Experience which increases, up to a point, the efficiency of job performance

Years of Experience Factor
0-1 1.0
1-2 1.1
2-3 1.2
3-4 1.3
4-5 1.4
Over 5 1.5

The above factors are multiplied together in measuring the effort employed by
each individual. Say, a good sales manager with 5 years experience would be: 7
(job grade) x 1.5 (personal assessment) x 1.5 (job experience) = 15.75 for effort
employed by a good sales manager. When all the calculations for every other
individual are aggregated, we obtain a figure which represents the total effort
employed. We may now find out the return on total effort expanded on any

functional area of business.

Hermanson’s Adjusted Discounted Future Wages Model:
Steps:

To arrive at the value of the human assets:

(i)  Estimate annual wages and salaries payment for five years into the future.
(i)  Calculate the present value of the estimated wage and salary payments by

applying a discount factor equal to normal rate of return in the economy.
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(ili) Calculate an average efficiency ratio based on the previous five years’

(iv)

performance. This ratio is found by dividing the actual earnings of the firm
by normal earnings for each year on an average in the results. In making
the calculation, the later years receive more weightage than the earlier
years.

Multiply the present value of the future wage salary payments by the
average efficiency ratio. The resulting figure represents the estimated

present value of the human resources.

Emerging Issues:

Human resources accounting clearly encompasses such element as:

a)
b)
c)
d)

e)
f)
0)

The composition of employees in different grades for five years.
Productivity of human resources for five years.

Programmers for employee development.

Personnel payments to the employees and expenses on social welfare per
employee.

Human assets valuation.

Human assets vis-a-vis total assets.

Values of human assets in an organization.

In India, human resources accounting until now has not been introduced as a

system. So far as the statutory requirement is concerned, the Compare Act, 1956

does not require furnishing of any significant information about human resources

in the financial statements of companies. The Institute of Chartered Accountants

of India, too, have not issued an accounting of standard for measurement and

reporting of cost and value of human resources of an organization. However, the

existing accounting standards, in the absence of any negative directive, may be

seen to support the adoption of human resources accounting by an organization
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for the purpose of meeting its own requirements. As a result, HRA has become a

sparingly implemented practice in the corporate sector in India.

The result of non-disclosure of human resources cost and value information in
financial statements of business enterprises has been that financial statements do
not reveal any quantitative information on human resources and the state of

affairs is improperly reported to different authorities.

The dichotomy in accounting between human and non-human capital is rather
fundamental, while the later is recognized as an asset and recorded as such in the
financial statement, the former is totally ignored. With the accelerated growth in
science and technology, the value of human capital is gradually increasing and

hence it is essential for a company to reflect the investment in human resources.

In the absence of HRA, the management may not realize the negative effects of
certain programmers aimed at improving profits in the short run. Such
programmers may result in decreased value of human assets due to fall in

productivity levels, high labour turnover and low morale.

The success of an organization largely depends on the quality of workforce at
various levels. The success stories of BHEL, Hindustan Lever and several other

enterprises are largely due to their emphasis on human resources development.

To the extent, the vital asset is not shown in the balance sheet the investors are
handicapped. HRA helps the investors and the public by supplying the necessary
and valuable information. We may now examine some implications of human
capital reporting and finally some emerging issues in this connection. Disclosure
of human capital values by the organization will provide valuable information to
the financial statement users. The information is relevant as it concerns
organizational changes in its labour force. The decision makers may draw some

inferences from reported values of human capital.
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1) The determination of human capital value suggests a new set of financial
ratios. The ratio of human to non-human capital indicates the degree of labour
Intensiveness.

I1) Reported human capital provide information about the changes in the structure
of labour force.

1ii) The difference between the general and specific values of human capital is

another source of valuable information for management and the analyst.

The problem of reporting human capital values in financial statements has two

dimensions:

1) The measurement of the value of the firm’s workforce and
1) Measurement and authorization of the organization’s investment in human

resources.

Some objectives are raised against in the corporation of human capital values in

accounting reports. They are:

a) The human cannot be purchased or owned by the firm and it would not be
recognized as asset.

b) The labour cannot be treated as asset since it has no service potential extending
after a given period.

¢) Accountants objected to report it on the ground that it cannot be objectively

measured.

The first objection is true with respect to individual employee who can resign at

will. But it is not true when firm’s labour force is considered as a whole.

Secondly, the programmers like orientation causes for new employees, training
programmers, facilities for improving employees’ morale and motivation creates

service potential beyond the period.
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Thirdly, the objective in human capital measurements which are based on census

data is not lower than that of much valuation in conventional accounting.

Through HRA enlarges the scope of accounting, some limitations remain inherent
in the models adopted for valuation of human assets. First, the models scope is
restricted to the nature and determinants of an individual’s value to an
organization. The models treat an individual’s value as an independent
phenomenon. But the validity depends upon several variables including the nature

of the organization and the degree of interdependence of organizational roles.

IT therefore, ignores the dynamic aspect of organizational phenomena. Moreover,
there is no uniformity in the application of the models. As result, subjective ness
crept in the valuation which poses a real problem. Finally, the use of differential
discount rate by different organizations restricts the comparability of data so
generated to reflect the human resources. These limitations suggest for further
research on this complex problem. Human asset accounting still remains a
voluntary disclosure on the part of business entities and as yet no exposure draft

has been issued for such a specialized report.

Unless this minimum initiative is taken by the accounting bodies such as Indian
Accounting Standards Board and also the International Accounting Standards
Committee outlining the format, provisions and guidelines, real push to this
additional information can scarcely be expected. One has to reckon that,
accounting for people as organizational resources, though it has a high relevance

evaluation, has a low objectivity evaluation.
5.4 Behavioural Aspects:

One of the purposes of a MCS is to encourage the manager to be effective and
efficient in attending the goals of the organization. Some motivational

consideration in the preparation of operating budget are described next.
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Participation in the Budgetary Process:

A Budget process is either “top down” or “bottom up”. With top down budgeting
senior management sets the budget for the lower levels. With bottom up
budgeting, lower level managers participate in setting the budget amounts. The
top down approach rarely works. It leads to act of commitment on the part of
budgetees; this endangers the plan success. Bottom up budgeting is most likely
to generate commitment to meeting the budgeted objectives; however, carefully
controlled, it may result in amounts that are too easy or that match the company’s

overall objectives.

Research as shown that budget participation has positive effects on managerial

motivation for two reasons:

1. There is likely to be greater acceptance of budget goals. This leads to higher
personal commitment to achieve the goals.

2. Participative budgeting results in effective information exchanges.
Degree of Budget Target Difficulty:

There are several reasons senior management approves achievable budget for
business units. If the budgeted target is too difficult, managers are motivated to
take short term actions that may not be in the long term interest of the company.

Attainable profit targets are way of minimizing these dysfunctional actions.

Achievable budget targets reduce the motivation for the managers to engage in
data manipulation to meet the budget. If business unit profit budget represent
achievable target senior management can in turn divulge a profit target to security
analysts, shareholders and other external constituencies with a reasonable
expectation of being correct. A profit budget that is very difficult to attain usually
implies an overly optimistic sales target.
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When business unit managers are able to meet and exceed their target there is a
winning atmosphere and a positive attitude within the company. One limitation
of achievable target is the possibility that business unit managers will not put
forth satisfactory effort once the budget is met. This can be overcome by paying

bonus payments for actual performance that exceeds the budget.
Senior Management Involvement:

Senior management involvement is necessary to any budget system to be
effective in motivating budgetees. Management must participate in the review
and approval of the budget. Without their active participation in the approval
process there will be a great temptation for the budget to play games with the
system. Management must also follow upon budget results. If there is no top
management feedback with respect to budget result, the budget system will not

be effective in motivating the budget.
The Budget Department:

The budget department has a particularly difficult behavioural problem. It must
analyses the budgets in detail and it must be certain the budgets are prepared
properly and the information is accurate. To accomplish this task, the budget
department sometimes must act in ways that line managers perceive as
threatening or hostile. In other cases the explanation of budget variances provided
by the budgetee may hide or minimize a potentially serious situation, and when
the budget department discloses the fact, the line manager is placed in an
uncomfortable position. The budget department must walk a fine line between
helping the line managers and ensuring the integrity of the system. To perform
their function effectively, the members of the budget department must have a
reputation for impartiality and fairness. If not it becomes difficult for them to

perform the task necessary to maintain an effective budgetary control system.

165



Human Resource Accounting

5.5 Social Control:

Saocial control refers generally to societal and political mechanisms or processes
that regulate individual and group behaviour in an attempt to gain conformity and

compliance to the rules of a given society, state, or social group.

Sociologists identify two basic forms of social control: Informal means of control
- Internalisation of norms and values by a process known as socialization, which
i1s defined as “the process by which an individual, born with behavioural
potentialities of enormously wide range, is led to develop actual behaviour which
Is confined to the narrower range of what is acceptable for him by the group

standards.”

Formal means of social control - External sanctions enforced by government to
prevent the establishment of chaos or anomie in society. Some theorists, such as

Emile Durkheim, refer to this form of control as regulation.

While the concept of social control has been around since the formation of
organized sociology, the meaning has been altered over time. Originally, the

concept simply referred to society’s ability to regulate itself.

However, in the 1930s, the term took on its more modern meaning of an
individual’s conversion to conformity. Social control theory began to be studied

as a separate field in the early 20th century.

As Dbriefly defined above, the means to enforce social control can be either
informal or formal. Sociologist Edward A. Ross argues that belief systems exert
a greater control on human behaviour than laws imposed by government, no

matter what form the beliefs take.

The social values present in individuals are products of informal social control,

exercised implicitly by a society through particular customs, norms, and mores.
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Individuals internalize the values of their society, whether conscious or not of the
indoctrination. Traditional society relies mostly on informal social control
embedded in its customary culture to socialize its members. Informal sanctions
may include shame, ridicule, sarcasm, criticism, and disapproval, which can
cause an individual to stray towards the social norms of the society. In extreme

cases sanctions may include social discrimination and exclusion.

Informal social control usually has more effect on individuals because the social
values become internalized, thus becoming an aspect of the individual’s
personality. Informal sanctions check ‘deviant’ behaviour. An example of a
negative sanction comes from a scene in the Pink Floyd film ‘The Wall,” whereby
the young protagonist is ridiculed and verbally abused by a high school teacher
for writing poetry in a mathematics class. Another example from the movie
‘About a Boy’, when a young boy hesitates to jump from a high springboard and

is ridiculed for his fear.

Though he eventually jumps, his behaviour is controlled by shame. Informal
controls reward or punish acceptable or unacceptable behaviour (i.e., deviance)
and are varied from individual to individual, group to group, and society to
society. For example, at a Women’s Institute meeting, a disapproving look might
convey the message that it is inappropriate to flirt with the minister. In a criminal
gang, on the other hand, a stronger sanction applies in the case of someone

threatening to inform to the police of illegal activity.

Theorists such as Noam Chomsky have argued that systemic bias exists in the
modern media. The marketing, advertising, and public relations industries have
thus been said to utilize mass communications to aid the interests of certain
political and business elites. Powerful ideological, economic and religious
lobbyists have often used school systems and centralised electronic

communications to influence public opinion.
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Basic information about human resource:

e Number of employees

e Categories

e Grades

e Total value of human resources

e Value per employee
HR Acquisition:

e Number of employees acquired during the year

e Cost of acquisition

e Levels for which they were acquired

¢ HR development

¢ All information pertaining to HRD activities of the organization
e HR maintenance

e Cost related to HR maintenance

e HR Separation

e Cost related to HR separation, attrition rate

e Details of benefits provided to the employees

However, the extent of disclosure of such information depends on the respective

organizational practices.
5.6 HR Audit:
Let us first try to trace out the origin of the term ‘audit’.

The word ‘audit is derived from the Latin word ‘audire’, which means to hear. In
the olden days, whenever the proprietors of a business concern suspected fraud,

they appointed a person to check the accounts and to hear the explanations given
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by the persons responsible for keeping the accounts. The audit during those days
was interested in ascertaining whether the persons responsible for maintaining
accounts had properly accounted for all receipts and payments to his principal

and to locate frauds and errors.

Then, it was merely a cash audit. The object of modern audit is not confined to
cash verification but to report on financial position of the undertaking as disclosed

by its Balance Sheet and the Profit and Loss Account.

Now, auditing has been used as a part of control function. It can be defined as the
examination and evaluation of policies, procedures and practices in all phases of

a business to achieve the most effective administration of the organization’’.
Let us define personnel audit.
Meaning and Objectives:

Human resources or HRD audit is a systematic survey and analysis of different
HRD functions with a summarized statement of findings and recommendations
for correction of deficiencies. It examines and evaluates policies, procedures and
practices to determine the effectiveness of HRD function in an organization. HRD

audit ensures that sound and cost-effective policies are implemented

Human resource audit refers to the checking of the performance of the enterprise
in its management of human resources. Human resource audit reveals how the
management is doing in getting things done through the efforts of its people. It
undertakes a systematic research of the effectiveness of the human resource

programme. It evaluates personnel activities of an organization.

It acts as an overall quality control, check on human resource function. During
the conduct of audit if any deficiency is discovered, steps are taken to remove it.

It reviews the effectiveness of management relating to the —
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1. Measurement of the effectiveness of human resource programmes and
activities, and
2. The determination of what should or should not be done in the future as a

result of such measurement.

Human resource audit is one, which checks the performance of its enterprise as
to the management of its human resources. Its aim is to determine how effectively
the human resource programme has been implemented. It measures the
performance of human resource functions, compares with the standard and
discovers the variance and takes corrective action to remove them also. In short,

it acts as a control mechanism as far as human resource function is concerned.

Seybord G. in his work “Studies in Personnel Policies” says “Human resource
auditing refers to an examination and evaluation of policies, procedures and
practices to determine the effectiveness of human resource management. It helps
the personnel department to determine what should be done and what should not
be done in future”. “Extending the general meaning of auditing to the field of
human resource management, human resource auditing may be defined as the
analysis and evaluation of personnel policies, procedures and practices to
determine the effectiveness of personnel/ human resource management in an

organization.

In other words, human resource audit is a periodic review to measure the
effectiveness of personnel management and to determine the steps required for
more effective utilization of human resources. According to Gray, “the primary
objective of personnel audit is to know how the various units are functioning and
how they have been able to meet the policies and guidelines which were agreed
upon; and to assist the rest of the organization by identifying the gaps between
objectives and results, for the end product of an evaluation should be to formulate

plans for corrections of adjustments.”
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Objectives of HR Audit:
The important objectives of human resource audit are as follows:

1. To review the whole organizational system of human resource practices, i.e.,
acquiring, developing, allocating and utilizing human resources in the
organization.

2. To analyse the factors involved in HRD and develop a statement of findings
with recommendations for correcting deviations, if any, on the following
Issues:

a. The extent of deviation from HRD policies
b. To what extent objectives are spelt out
c. To what extent performance standards have been established

3. To seek explanations and information and answers to all such above questions
as: What happened? Why did it happen?

4. To evaluate the effectiveness of various personnel policies and practices.

5. To evaluate the extent of implementation of policies by line managers and the
operational problems faced by them in implementing HRD policies.

6. Evaluating the personnel staff and employees.

7. Knowing how the various units are functioning and how they have been able
to meet the policies and guidelines, which were agreed upon.

8. To study the current manpower inventory and identify shortfall or excess, if
any.

9. To modify the existing human resource practices to meet the challenges of
personnel/ human resource management.

10.To assist the rest of the organization by identifying the gap between objectives
and results.

11.To formulate plans for correcting deviations if any.
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Scope of HR Audit:

Every time the scope is to be decided. The scope of human resource audit is very
wide. It represents the encompassing approach. It assumes that the management
of human resources involves much more than the practice of recruiting, hiring,

retaining and firing employees.

In other words, human resource audit is interested in all the programmes relating

to employees regardless of where they originate.

In this way, the areas personnel audit includes are recruitment, selection, job
analysis, training, management development, promotions and transfers, labour
relations, morale development, employee benefits, wage and salary

administration, collective bargaining, industrial relations and communication.

Further, the areas like leadership, grievances, and performance appraisal and
employee mobility are also included within the scope of human resource audit.
For integration of personnel management with HRD functions, HRD audit now
encompasses all the areas like review and integration of corporate mission, goals,
policies and objectives, manpower planning, career planning and development,
and transfer policies, performance appraisal systems, training and development

functions, recruitment and selection, etc.
Role of HR Auditor:

From the above stated objectives, the job of the HRD Auditor can be enumerated

as follows:

1. To get the current facts.
2. To study the effectiveness of the present system by answering the following
Issues:

a. Why was the practice introduced?
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b. What would be the result, if the practice is discontinued?
c. What needs were intended to be fulfilled and have those been fulfilled or

not?

Q

What could be the best possible alternative for fulfilling such needs?
What changes can improve effectiveness of the existing practice?
Are such intended changes economically and operationally viable?

Are such changes sustainable from the union’s point of view?

o Q ~Hh @

What should be the time-frame for introducing the change?
Importance of HR Audit:

To keep pace with the changing environment, the importance of periodic HRD
audit has increased in recent years. The recent economic restructuring programme
of the Government of India, as discussed earlier, prompted the need for
restructuring of the organization, which, inter alia, calls for restructuring of
production, manpower, strategies, management practices and philosophies, etc.

All such possible reasons for periodic HRD audit can be enumerated as follows:

To keep pace with the changing environment, the importance of periodic HRD
audit has increased in recent years. The recent economic restructuring programme
of the Government of India, as discussed earlier, prompted the need for
restructuring of the organization, which, inter alia, calls for restructuring of
production, manpower, strategies, management practices and philosophies, etc.

All such possible reasons for periodic HRD audit can be enumerated as follows:

a. Technological changes, inter alia, are calling for renewal of knowledge and
skills of existing manpower. Training function, therefore, has assumed
importance. Periodic HRD audit can help to identify the changing training
needs and development of new training modules for effective utilization of

manpower.
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b. To keep pace with the environmental changes, management philosophy and
practices at the organizational level also need to be changed, like participative
management (through quality circles and value engineering team), employee
empowerment, total employee, involvement, etc. Need for all these can be

understood only when we periodically undertake HRD audit.

Similarly, changing role of trade unions (which are now more Pro-active),
Government (which is now more liberal), emergence of new working class (who
are more enlightened), emergence of international quality system requirements
(which call for scientific documentation of different corporate functions and
infuse attitudinal changes), changing expectations of customers (which call for
more customer orientation), new statutory requirements (pollution control), etc.,
are now influencing HRD functions at the corporate level, the effectiveness of

which can only be understood by conducting periodic HR audit.

Records Used for HR Audit: Records provide ready reference and serve as
future guides and reports describe an incident, event or situation. Depending upon

the organization, the following records/ reports are usually checked for HR audit:-

a) Time study records and time standards,
b) Cost records,

¢) Records on scores obtained in tests and other examinations,
d) Medical and accident reports,

e) Attitudinal survey-reports,

f) Grievance reports,

g) Turnover reports,

h) Data on work stoppages,

1) Performance reports,

J) Pay roll data,

k) Labour costs data, etc.
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Procedure for Conducting HR Audit:

HR audit can be conducted by the regular staff of the personnel audit section of
the personnel department (i.e. Internal Audit) or some outsider may be deputed
to conduct HR audit (i.e. External Audit).

Both systems of personnel audit should be followed in the organization because
external audit presents a true and fair view of the personnel policies and
programmes as the auditor has no personal interest in the conduct of the business.
Both quantitative and qualitative yardsticks should be used for purposes of

evaluation.

They may be time standards, cost records, test scores, training scores, interview
records, work stoppages, medical reports, accident reports, grievance reports,

turnover reports, payroll date etc.

The audit report should invariably be submitted within a reasonable time after the
audit work is over. HR audit can be carried out either by attitudinal survey or by
interpreting data. Interpretation of data can be done either by simple comparison
over a period or by ratio analysis or by graphical or pictorial displays. T.V. Rao
and Udai Pareek (1996), to measure the effectiveness of people management,
developed a set of questions mostly to suggest linking of HRD to the corporate
objectives, goals and strategies, effectiveness of free flow of HRD information
down the ranks, application of knowledge of behavioural science and industrial
psychology for HRD, etc. For other HRD sub-systems too, they have developed
similar sets of questionnaire, adding responses which can help an organization to
audit their HRD activities.

According to VSP Rao, the following questions can be asked to evaluate

personnel policies, procedures and practices:
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I.  What are they? (i. e, policies/procedures/practices).
Ii.  How are they established?
ii. How are they communicated to various managers and employers
concerned?
Iv. How are they understood by individual employers, supervisors and
managers at different levels?
V. Are they consistent with the management’s organizational philosophy and
human resource management philosophy?
vi. Are they consistent with the existing trends towards human resource
management and research?
vii.  What are the controls that exist for ensuring their effective and uniform
application?
viii. What measures exist to modify them to meet the organizational

requirements?

Using same common checklists for all organizations may not be very effective to
audit human resources for its uniqueness in functional practices and philosophies.
The human resource audit should probe much deeper, evaluating personnel
programmes, policies, philosophy and theory. For this, it is necessary to decide
the appropriate levels of audit such as results, programmes, policies, philosophy,
etc., before actually initiating the personnel audit. Experience suggests that
evaluation by results sometimes becomes just superficial. For example, high
absentee rates may result from a variety of causes. In order to make deeper probe,

the process of personnel audit includes the following.
Steps:

1) Identifying indices, indicators, statistical ratios and gross numbers in some

Ccases.
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1) Examining the variations in a time frame in comparison with a similar
previous corresponding period.

1) Comparing the variations of different departments during different time
periods.

Iv) Examining the variations of different periods and then comparing them with
the similar units working in the region.

v) Drawing trends, ascertaining frequency distribution and correlations between
them.

vi) Preparing a report and send it to the top management for information and

action.
Essential Steps in HR Auditing Process:

Though the process varies from organization to organization, generally it involves

the following steps:

1. Orientation: The key staff members of the organization are to be made aware
of the particular issues considered as significant. They should be oriented with
the plans and programmes of audit. The audit procedures must be clearly
explained to them. This is required to make them understand the need of HR
Audit.

2. Scanning: The information available in the personnel records, manuals,
appraisal forms, etc. are to be scrutinized thoroughly.

3. Survey: It involves collection of information to pinpoint issues, strengths and
weaknesses, managerial philosophies and needs of the organization. This may
be collected from the executives.

4. Interviews: What questions to be asked is to be decided. This is based on the
issues and the information collected from surveys. The audit efforts will be

fruitful if clarity is obtained as to the key factors selected for audit. Clarity can
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be obtained only if the accurate information is collected. The accurate

information can be obtained through conducting interviews.
The questions may be developed by the audit team on the following topics:-

¢ Information: Coverage, Source and Adequacy are the areas to be covered
under this topic.

e [orecasting: Methodology, Reliability, Testability, Budgeting, Time
framework and technology are the factors to be considered.

e Training and Development: Need assessment, Selection criteria, Quality,
Climate, Levels covered, and frequency are the factors to be carefully
analysed.

e Performance appraisal: Validity of appraisal process, Benefits and
drawbacks of the problems, Uniformity in process, Linkage with pay and
feedback are the ones to be taken care of.

¢ Management Succession Planning: Identifying key positions, availability
of successors, matching future needs, responsibility for developing and
non-performers.

e Compensation — Adequacy of rewards, nature of job descriptions,
flexibility in job evaluation systems, control over costs, rationale of reward
system and opportunities for improvement are the important factor in this
topic.

5. Synthesis: The information gathered from the above step is synthesized to

find out the present situation, priorities, and issues identified.
Who has to conduct Audit?

Human resource audits are not routine. The manner of conducting the audit may
be self-directed surveys or by the task force within the organization or may be by

the outside consultants.
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When to conduct HR Audit?

It may be one-time affair or ongoing process within the organization. The focus
may be the extent to which managers and supervisors complied with the

established personnel policies and practices.
HR Research:

Information on HR can be made available in two forms; the first one includes
facts, terms and concepts or ideas, while the second one is the form of predictions

and explanations. The second form is the product of research.

HR research is the detailed analytic study about people is the organization by
conducting attitudinal survey or direct interview with a structured, close ended
guestionnaire. By simple analysis of data also research can be carried out, but

they may not give much insight on employees’ attitude or intrinsic feelings.

There are different phases of HR research like, fact finding, hypothesis formation,
valuation and interpretation and application of the results, etc. In India, many
organizations carry out systematic HR research. However, systematic HR
research can help organizations to combine people and procedures, study patterns
of supervisory behavioural, supervisory skills, identify needs for changing

policies and procedures, etc.
5.7 Human Resource Accounting Software:

No matter the size of your firm the HR department has a very essential role to
play in managing the welfare of employees, guaranteeing that their needs are met,
their hours are logged precisely and their spend is organized and delivered
promptly. Keeping the organization’s workers joyful is crucial to their efficiency

and productivity in the perform place.
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The larger the workforce the higher need for an accurate recording technique to
help the HR department keep totally up to date data for every of their employees.

Investing in a very HR software package deal will be the perfect resolution.

It needs to have accessibility to for each worker, this might be something from
basic private particulars, to coaching records, disciplinary data and vacation
requests. By making use of HR software program all of these vital facts are often

saved centrally prepared for quick retrieval.

A fantastic HR computer software bundle must be person pleasant, flexible and
flexible, it must offer the person a comprehensive assortment of alternatives
making it possible for them to cover all elements of HR management in just a few
clicks of a mouse, Any computer software ought to also be very affordable

consequently encouraging the organization to invest in its implementation.

Furthermore, human resources software needs to become versatile and designed
to help HR management cut down the administrative side of HR and concentrate
much more on increasing communication in between HR along with the workers,

HR policy and legislation, and so on.

Together with covering off the day to HR administrative tasks the HR software
re-ally should give the consumer the choice assistance in tackling the additional
challenging jobs of recruitment, education and employee efficiency reviews.
Internal communications among departments and management hierarchies need
to also be provided, making it possible for all levels of management accessibility

to HR information and facts which can increase efficiency.

The software package have to also be user-customizable, therefore based on the
nature of the business, the number of employees and the function on the HR
division, the software program really should be ready to satisfy all of their wants,

enabling them to add or get away crucial screens as the need to have arises.
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Inherent flexibility is vital if the technique is to adapt as the organization grows

and desires change.

You’ll experience the benefits whenever you select a suitable piece of HR
software program for the organization. Not just will your administrative workload
nose dives, but the versatility of the computer software will permit you to invest
a lot more time functioning closely along with your workers, aiding them to know
the way in which in which HR computer software works and how it works for
them. This close degree of communication is quite tough to accomplish should
you be struggling versus a tide of administration. The introduction of a great HR

computer software deal can alleviate this pressure and assist to strengthen the
success of the department.
Leading 5 Reasons to make use of HR software inside your Organization:

1. Enhanced decision-making effectiveness: Possessing related data instantly out
there makes decision-making effortless. Poor decision-making can occur from
getting inadequate information or perhaps a lack of properly interrelated data.
Beneficial high quality HR software makes it possible for many related
locations to be updated simultaneously and can make certain that you simply
recall inputting beneficial and significant data on all elements of human
resources.

2. Enhanced Productivity: Manual document keeping is especially time
consuming considering all associated records must be updated by hand.
Making use of computer software to report information and facts can totally
free up staff for greater order capabilities. Furthermore, worker inquiries can
get up numerous a human re-sources department’s (or manager’s) time and
HR software can offer a self-service alternative for workers to receive relevant

information themselves along with saving employees time in obtaining it for
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workers. It also can preserve time and increase effectiveness for just about
every step from the recruitment and selection approach as well as for
employee evaluation and teaching. This can result in considerable productivity
gains.

3. Measurable ROI: Investment in HR software can lead to substantial expense
financial savings despite the large initial investment necessary. If you decide
on computer software that specifically meets your business’ desires, you are
going to be able to lessen your labour costs as lots of features will probably be
completed by the software alone and others will get a whole lot less time as
being a outcome with the computer software.

4. HR Modules Support Home business Management Performance: Painless
integration of your human resources perform into other elements of enterprise
management is an additional advantage of HR computer software. Most
computer software has modules that could be included or not based on your
desires and which may also be linked to exterior computer software for
example accounting as well as other reporting computer software to streamline
all elements of small business management

5. HR Modules Support Home business Management Performance: Painless
integration of your human resources perform into other elements of enterprise
management is an additional advantage of HR computer software. Most
computer software has modules that could be included or not based on your
desires and which may also be linked to exterior computer software for
example accounting as well as other reporting computer software to streamline
all elements of small business management.

6. Enhanced Safety: HR software program also can strengthen your business’
protection by reducing the amount of paperwork and related protection
dangers. Safety has turn out to be a problem or at least a consideration for a
number of establishments and decreasing the amount of methods through

which security will be breached is absolutely a single way to limit the danger.
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5.8 HRA oriented Reporting Processes:

Organizations have the challenge of dealing with employees’ honesty and
trustworthiness. Auditing is used to circumvent any question of integrity. An
electronic data processing audit is an evaluation of the accuracy and proper
function of an organization’s data processing. Organizations mainly audit the
accounting department. Other areas like project management, quality
management and energy conservation are also audited. Auditing ensures

compliance and checks on fraud of the company’s resources.

Get Electronic Data: To commence the auditing process, auditors must first
retrieve the data stored in the computer. Documents such as sales receipts and
supplies invoices are used to verify the data entered into the computer. This

ensures that correct information was input into the computer.

Data Conversion: Organizations use different types of software to store their
data. This data should be converted from the stored software to the auditing
software. This is done using special software programs known as package and
utility programs. This ensures that there is no inconsistency when auditing data

stored in different software.

Compliance Test: Auditors need to verify that procedures followed when
entering data into the data processing system are being applied as prescribed.
These procedures act as the underlying evidence of whether the accounting data
Is correctly fed into the processing system. Obtaining this evidence involves
reviewing the accounting journals, ledgers and worksheets. Compliance tests,
which are tests used to verify the correct functioning of internal controls, are then
carried out to indicate whether such internal controls are working properly. This
provides the auditor with the overall picture of the truthfulness of data entered in

the processing system.
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Substantive Test: Auditors obtain evidence to verify the completeness, validity
and accuracy of a client’s records. This evidence is an important factor in

determining the auditor’s opinion on the records.

Substantive tests in a merchandising firm would include examining inventory at
the end of the period to verify that the levels of such inventory are as indicated in
the records. An auditor can also request that suppliers confirm in writing the

details of the debts owed by a firm at the end of the trading period.

Reporting: The main aim of an audit is to report to the client. A report should be
written and signed after completing the audit examination; it also should include

the auditor’s opinion and the basis for it.

The date of the report should also be included, along with recommendations for
improvements of the entity’s reporting system. Finally, reports should be

objective, clear, concise and timely.
New Trends in Accounting Software:

In the past, accounting software focused on basic accounting needs such as
general ledger, accounts receivable, accounts payable, payroll and, occasionally,
inventory. Today’s accounting software interoperates with human resource
management, customer relationship management (CRM) and supply chain
management applications. The focus is on simplification and customization. With
the use of role-based screens and workflow, the software is much easier to use,
and customization enables a company to quickly adapt the software to meet their

changing needs.

Sage CRM is an easy-to-use, quick-to-deploy customer relationship management
solution that includes sales, marketing and customer service automation.

Simplified workflow is also supported through tighter integration with Sage
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Accpac HRMS (human resource management system) and Sage FAS Fixed
Assets. Microsoft Business Solutions Dynamics GP is a broad-based, integrated
solution for financial management, business analytics, e-commerce, supply chain
management, manufacturing, project accounting, field service, customer

relationship management, retail management and human resource management.
5.9 Experiences and Extrapolations for Future:

Scenarios on Human Resource Accounting-Human Resource Accounting —
Indian Scenario. The practice of identifying and measuring data about human

resources has been developed in many Indian companies.

In the paper presented by Dinesh K. Gupta titled The Lev and Schwartz model
based human resource accounting system and the use of appropriate discount
rate”, he has referred that many of the organizations which have HRA systems do
disclose the output details in the annual report in the supplementary form.
According to him almost all the organizations having HRA except very few,
calculate the human resource value based on Lev and Schwartz model which
states that the values of human capital embodied in a person of age T’ is the

present value of his remaining future earnings from employment.

The process followed to assign value to the human resources is similar to the

mechanism used in evaluating the physical capital budgeting proposal.

The focus is to calculate the present value of the salaries to be paid to an employee
throughout his or her association with the organization till his retirement. This
discounted figure represents the revenue generation potential of the human
resources. As observed in many cases, most of the organizations have followed a
particular discount rate to calculate the human resource value since it happened
to be the same rate as used in the evaluation of physical capital budgeting

proposals.
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According to a survey undertaken by Dinesh. K. Gupta, NTPC (National Thermal
Power Corporation) discounts projected salary stream at 12% which the NTPC
uses as the minimum rate of return in its capital budgeting proposals. SPIC uses
the rate of 17% to value its human resources which happens to be its weighted

average cost of capital.

The existing practice concerning use of discount rate to calculate the human

resource value has been debated on two points i.e.

a) The use of one blanket discount rate which cannot do justice as all the human
resources do not have the same capacity to contribute to the organization it is
illogical.

b) The use of same discount rate (as in physical capital budgeting) in the human
capital project evaluation is not correct because of the differences in the times

of cash outflows.

Therefore, two issues which emerge with regard to HRA valuation in India are to

be clarified. They are:-.

1. Whether the organizations publishing HRA information use the appropriate
model for valuation of Human Resources in India, and

2. Whether the private sector undertakings have HRA system being followed.

The answer to the first query is that many joint sector and a few private sector
organizations publish HRA information in their annual reports and mostly they

use Lev & Schwartz model for valuing the human resources.

On an analysis of ONGC, SAIL and CCI, Gupta found that there exists no relation
between the operational results generated by employees of an organization and

the value of employees given by the Lev and Schwartz model.
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According to him, the model might hold good in a highly competitive society
where an employee is fairly compensated in relation to his contribution to the
organization, but in a society like India where welfare considerations dominate

work culture, the model should be used cautiously.

Further, analysing the second issue, it is believed that private sector undertakings
do use HRA and show greater concern about the growth of net assets than the
growth of sales. The private sector organizations are highly physical asset growth
conscious which presupposes that their attitude towards the growth in human

assets is highly positive.

In India there is a growing trend towards the measurement and reporting of human
assets in corporate annual reports by various public sector and private sector
companies. In India Companies Act 1956 does not provide any scope for
furnishing any significant information about the human resource nor there is any
rigid instruction under Companies Act 1956 to require companies to attach
information about the value of human resources and the result of their

performance during the accounting year in notes and schedules.

At the same time, there is nothing to prevent the companies to attach information
about the human resource value and their performance during the accounting year

in notes and schedules.

Section 211 (5) of Companies Act 1956 provides that every balance sheet of a
company should give the true and fair view of the financial position of the
company and every profit and loss account should give true and fair view of the

profit or loss of the company.

This statutory requirement indirectly supports the adoption of human resource
accounting by Indian Companies because due to present practice of expensing all

human resources training and development expenditures in current year’s profit
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and loss account and non-disclosure of the value of human assets in balance sheet
financial statements of companies do not reveal true and fair financial position of
the company as on the balance sheet date nor do they disclose true and fair profit

or loss of the company for the year in profit and loss account.

As regards disclosure of statistical information regarding employees of the
companies in company annual reports, section 217 2 (a) of the Companies Act,
1956 requires the companies to give the particulars of some employees drawing
" 6000 per month or above (limit raised to ~ 12000 per month or above applicable

to accounting years ending or after (18.9.90) in the company annual reports.

These particulars include name of the employee, designation and nature of duties,
gross and net remuneration received, qualifications, age of the employee,
experience, date of commencement of employment and particulars of last
employment held by the employees. Recognizing the need to harmonize the
diverse accounting policies and practices presently in use in India the council of
the ICAI constituted the Accounting Standards Board (ASB) in April 1977.

The main function of ASB is to formulate accounting standards (AS). The ICAI
has so far issued accounting standards relating to accounting policies, inventory
valuation, changes in financial position, construction costs, research and
development costs, etc. but no accounting standards has so far been issued by the

ICAI for human resources cost and value accounting.
HRD from World Perspective:

In the meeting of labour ministers of non-aligned and other developing countries
during 19-23 January 1995 in New Delhi to debate on human resources, the stock
of the current world economic scenario vis-a-vis its impact on human resources

in developing countries is taken. The meet emphasized:
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The need for effective workers’ participation for enhancing productivity.

The need for adopting employment policy in congruence with the national
economic and social development policy.

The need for education and training of workers and building economically
valuable stock of technicians, scientists, technologists and management
specialists by increasing access to education, making it equitable and
affordable.

Need for vocational guidance and counselling.

Need for promotion of self-employment.

Need for striking a balance between labour protection through state
intervention and market flexibility.

Need for eliminating gender discrimination and enhanced participation of
women in all economic activities.

Need for elimination of child labour.

Need for safeguarding the interest of international migrant workers.

10.Need for establishing internal labour standards.

Regarding human resources and skill development, the meet reached to a

consensus and adopted the following resolutions:

To establish policies and practices to secure investment requisite, proportion
of the Gross National Income as government expenditure in education and
training.

To study sub-sectoral priorities (between primary, secondary and territory
levels of education), and analyse investment ratios between the sub-sectors
and maximize the rate of return on investment.

To enhance access to and retention in education and training and thereby avert

wastage of educational investments.
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HRA in Other Countries:

Australia: Human resource accounting is largely an American invention and
most of the early literature on HRA came from USA. In Australia there are many
laws aimed at protecting the position of employees, consumers etc. an increasing
number of Australian companies have the quantity and quality of social

performance and human resources development.

Studies by Trotman and Pang have shown that 79% of the top 100 Australian
companies voluntarily provide information about their social responsibility in the
areas of community development, energy, environment, human resource

development and product improvement.

New Zealand: In New Zealand there is voluntary disclosure of social
responsibility accounting and human asset value information in published
financial statements and annual reports by companies which shows their concern

for use of such information for decision making purposes.

There is enough support for human resource accounting under section 153 of
Companies Act 1953 and under various accounting standards issued by New
Zealand Society of Accountants which require true and fair disclosure of
accounting information and disclosure of all material facts by the accounts which

may influence considerably the decision making by users of financial statements.

Indonesia: In Indonesia, change in employment relationship for technology and
consequently restructuring of the organization is controlled by the government

for obviously surplus of labour in the labour market.

The employment matters being highly regulated in Indonesia, scope of

organization wide HRD activities is limited.
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Malaysia: Malaysian economy is now facing extreme recession. Termination and
lay-offs are very frequent in industries, which obviously restrict the HRD

activities.

Philippines: Philippines industries are facing the challenge of new technology,
which resulted in large scale displacement of workers, skills-mismatch and

redundancy.

This situation is being settled by widespread training and development

programmes in the industries.

Singapore: Singapore has established a Skills Development Fund to counter the

effect of technology and train the workers.

Thailand: The extent of HRD activities in Thailand are limited. Retraining
efforts to help the workers to make them adaptable to changes are also not that

adequate.
HRA Oriented Reporting Processes:
Human Resource Accounting Disclosures by Public Sector Enterprises

The growing trend towards the measurement and reporting of human assets in
corporate annual reports is particularly noticeable among public sector
enterprises. The Indian public sector companies which are presently reporting

human asset valuation are the following:

Bharat Heavy Electricals Limited (BHEL)
Steel Authority of India Limited (SAIL)
Cement Corporation of India Limited (CCl)
Oil and Natural Gas Commission (ONGC)
Electronics India Limited

o & w b

191



Human Resource Accounting

(o]

. Engineers India Limited

\l

. Hindustan Shipyard
8. National Thermal Power Corporation Limited (NTPC)

1. Bharat Heavy Electricals Limited:

BHEL recognizes that in any organisation the value of its employees cannot be
over emphasized. It has been valuing and reporting human assets in its annual

reports since 1978-79.

The human assets valuation is done by following the Lev and Schwartz model
and application of a discount factor of 12% per annum on the future earnings to

arrive at the present value of human resources.

Prior to 1981-82, BHEL was using Lev and Schwartz model without any changes
but since 1981-82, BHEL one change from the model has been made which
assumes the maintenance of staff strength at the existing level and replacement

as and when retirement takes place.

BHEL disclosure value of its human assets in its annual report in the following

manner:
Bhel Human Asset Accounts

Value of Human Assets

(‘In million)
1987-88 | 1986-87
Executives 4744 3960
Superiors 3841 3121
Acrtisans 5850 5169
Supporting Technical staff 74 698
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1987-88 1986-87

Clerical and office supporting staff 1106 1036
Unskilled and semi-skilled staff 1982 1899
Total 18265 15883
Ratios

Turnover /Human Resources 1.27 1.26
Turnover/Fixed assets at current cost 1.31 1.30
Turnover/Total Resources 0.58 0.56
Value added/ Human resources 0.49 0.50
Value added/Fixed assets 0.50 0.51
Value added/Total resources 0.22 0.22
Human Resource/Total Resources 0.46 0.44

Source: Annual Report 1987-88
Steel Authority of Indian Limited (SAIL):

In evaluating human assets SAIL adopts the “Economic Valuation Method” and
the basic model as conceived by Lev and Schwartz incorporating refinements as
suggested by Eric Flamholtz and Jaggi and Lau and also makes certain

modifications as considered necessary to suit special circumstances of SAIL.

The valuation of human capital is done by ascertaining the present value of future
anticipated earnings and discounting the same to their present worth by applying
a discount factor of 14%. SAIL discloses “Human resources value” in its annual

report.

Under the dual aspect of accounting, value for human assets is shown both on

liabilities and assets side of the balance sheet.

On the assets side it is shown after the fixed assets as human assets while on the

liabilities side it appears after the capital as employees’ contribution.

SAIL discloses human resources in its Social Balance Sheet as in the table.
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SAIL Human Resource Value:

(" In Crore)
Age Groups
Below 25 | 25-35 35-45 45-50 | Above 50 | Total

Managers - 9.12 90.56 57.99 30.63| 188.30
Executives 96.34 | 395.44 | 466.90 | 165.99 59.27 | 1183.94
Supervisors 30.34 | 333.46 | 1050.53 | 737.44 175.20 | 2326.97
Clerical Staff 20.44 | 261.64 | 29291 57.75 9.59| 642.33
Skilled Workers 131.35| 889.20 | 1382.10 | 525.68 103.30 | 3031.63
Semi-Skilled/

Unskilled 202.67 | 987.32| 79293 | 196.52 35.88 | 2215.63
Workers

Total 481.14 | 2876.18 | 4075.93 | 1741.37 413.87 | 9588.49
Previous Year 515.21 | 3008.56 | 4065.40 | 1656.44 | 335.52 9581.13

Social Balance Sheet of SAIL as on 31st March, 1986

Liabilities

As on 31st March, 1986

As on 31st March, 1985

Organization Equity 268.85 242.52
Social Equity (Employees’ 9,588.49 9,581.13
contribution)

Total 9,857.34 9,823.65
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Assets

As on 31st March, 1986

As on 31st March, 1985

Social Capital Investments:

Land 7.42 7.21
Residential and Other | 198.94 175.00
buildings

Roads and Bridges 16.82 16.06
Electrification 11.66 10.99
Water supply and sewages | 26.87 26.11
Furniture and Fittings 1.23 1.18
Other Equipment 591 5.97
Human Resources 9,588.49 9,581.13
Total 9,857.34 9,823.65

Source: Annual Reports of SAIL

Cement Corporation of India Limited (CCI):

In the absence of a clear cut well defined and universally accepted model for

evaluation of the economic worth of human assets to a company, CCI has made

an attempt to assess the same by working out the present value of the anticipated

future earnings of the employees taking into account the present pay scales and

the promotion policies being followed.

The computation has been made based on the guidelines and principles

enunciated in the economic models by Lev and Schwartz (1971), Eric Flamholtz

(1974) and jaggi and Lau (1974) with appropriate modifications found necessary.
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The table shows the progress made by CCI in human resources valuation. CCI
also discloses human asset values in social Balance sheet in its annual report in

the same manner as that of SAIL.

Valuation of Human Assets in CCI: (" In million)

1983-84 |1984-85 |1985-86 |1986-87 |1987-88

Managers 157 115 85 70 51
Supervisors 106 88 64 43 54
Skilled Workers 207 175 114 78 61
Semi-skilled Workers 130 101 68 49 42

Clerical and other supporting

staff 96 86 59 49 44
Unskilled Workers 108 100 76 69 55
Total 804 665 466 358 287

Source: Annual Reports of CCI

Other public sector undertakings namely ONGC, MMTC, MECON, NTPC, PEC,
CANFINA also treat human assets as the greatest natural assets of the
organization and report human asset values calculated as per Lev and Schwartz
basic HRA model in their annual reports as ‘Unaudited Supplemented Financial
Information’ besides disclosing human asset valuation in ‘Social Balance Sheet
of the organization. Human Resource disclosure practices in Scooters India
Limited and Fertiliser Corporation of India Limited includes recognition of
importance of human resources in directors report, disclosure of number
employed, human resources training and development programmes initiated by
the company, state of affairs regarding workers participation in management,
expenditures on maintenance of townships and other staff benefits by the

company.
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Private Sector Enterprises & Human Resource Accounting:

A recent survey undertaken among some leading private and public sector
organizations regarding human resources development indicates that in public
sector 83 per cent organizations has a top management competent enough to take
decisive role in identifying training requirements contrasted against 44% in the
private sector. Only a few companies in the private sector have attempted human

resources accounting and valuation.

The Associated Cement Companies Limited (ACC) regards its human resources
as its prime assets. It is the only company in the private sector to which the
Institute of Chartered Accountants of India awarded a ‘Plaque’ for the best
presentation of annual accounts and report and commended the ACC’s Annual

Report and Accounts for the year 1983-84.

The ACC evaluates its human assets by computing a net present value of the
anticipated future earnings of the employees based on the guidelines enunciated
in the economic models of HRA developed by Lev and Schwarts (1971), Eric
Flamholtz (1974) and Jaggi and Lau (1974) with appropriate modifications as
considered necessary. ACC also discloses in its annual report Total “Inventory of
Human Resources” and “Age wise and Category —wise Inventory of Human

resources’.

Valuation of Human Assets in ACC:

Employees Value
Number % (" in Lacs) %
Executives 56 21 207 0.61
Managers 287 1.05 958 2.84
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Other public sector undertakings namely ONGC, MMTC, MECON, NTPC, PEC,
CANFINA also treat human assets as the greatest natural assets of the
organization and report human asset values calculated as per Lev and Schwartz
basic HRA model in their annual reports as ‘Unaudited Supplemented Financial
Information’ besides disclosing human asset valuation in ‘Social Balance Sheet

of the organization.

Human Resource disclosure practices in Scooters India Limited and Fertiliser
Corporation of India Limited includes recognition of importance of human
resources in directors report, disclosure of number employed, human resources
training and development programmes initiated by the company, state of affairs
regarding workers participation in management, expenditures on maintenance of

townships and other staff benefits by the company.
Private Sector Enterprises & Human Resource Accounting:

A recent survey undertaken among some leading private and public sector
organizations regarding human resources development indicates that in public
sector 83 per cent organizations has a top management competent enough to take
decisive role in identifying training requirements contrasted against 44% in the

private sector.

Only a few companies in the private sector have attempted human resources

accounting and valuation.

The Associated Cement Companies Limited (ACC) regards its human resources
as its prime assets. It is the only company in the private sector to which the
Institute of Chartered Accountants of India awarded a ‘Plaque’ for the best
presentation of annual accounts and report and commended the ACC’s Annual

Report and Accounts for the year 1983-84.
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The ACC evaluates its human assets by computing a net present value of the
anticipated future earnings of the employees based on the guidelines enunciated
in the economic models of HRA developed by Lev and Schwarts (1971), Eric
Flamholtz (1974) and Jaggi and Lau (1974) with appropriate modifications as

considered necessary.

ACC also discloses in its annual report Total “Inventory of Human Resources”

and “Age wise and Category —wise Inventory of Human resources”.

Valuation of Human Assets in ACC:

Employees Value
Number % (" in Lacs) %

Executives 56 21 207 0.61

Managers 287 1.05 958 2.84
Officers 1949 7.15| 4651 13.77
Skilled Workers 9977 | 36.60| 3728 11.04
Clerical and other supporting staff 4527 | 16.61| 6703 19.84
Unskilled Workers 6695 | 24.56| 6741 19.95
Total 27258 |100.00| 33782 |100.00

Source: Annual Reports of ACC (1985-86)

The Tata Iron and Steel Company Limited, Reliance Industries Limited, LML
Limited, J.K. Synthetics Limited and other companies in the private sector
recognize importance of human resources and their contribution in the Directors’
Report which ends with the words of appreciation to the valuable services

rendered by the employees of the company.

Information relating to human resources is also disclosed under the heading
“Payments to and Provision for Employees” in Conventional Profit and Loss

Account and in other sections of annual report like Personnel and Industrial
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Relations, Workers Participation in Management, Employee Training and
Development etc. However, majority of the private sector companies have not
made any attempt to arrive at monetary value of human resources and disclose
the same in their annual reports. Nor prepare any ‘Social Balance Sheet’.
However, they publish particulars of employees as an annexure to the directors
report in their annual reports in fulfilment of the statutory requirement of section
217 (24) of the Companies Act 1956.

International Accounting Standards:

The International Accounting Standards Committee (IASC) has issued
International Accounting Standards (IAS) to harmonize diverse accounting
practices prevalent in different member countries. To promote better disclosures,
the IASC has till now issued 30 accounting standards, three exposure drafts and
a framework for the preparation and presentation of financial statements on
Important accounting areas as disclosure of accounting policies, valuation of
inventories, changes in financial position, depreciation accounting, accounting

for research and development, accounting for leases, revenue recognition etc.

As far as the inclusion or exclusion of human resource information in the Balance
Sheet and Profit and Loss Account of companies, so far, no definitive accounting
standard has been brought. The ‘Framework for Preparation and Presentation of
Financial Statements’ issued by IASC clearly states that financial statements are
aids to economic decision making and puts a case for human resource accounting

and its inclusion in financial statements.
Other International Accounting Standards like-

IAS-1; Disclosure of Accounting Policies,
IAS-4; Depreciation Accounting,
|AS-5: Information to be disclosed in Financial Statements,
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IAS-7; Statement of Changes in Financial Position,

IAS-9; Accounting for Research and Development Activities,
IAS-16; Accounting for Construction Costs,

IAS-16; Accounting for Property Plant and equipment,
IAS-17; Accounting for Leases, IAS-18;

Revenue recognition,

IAS-23; Capitalization of Borrowing Costs,

IAS-29; Financial Reporting in Hyper inflationary Economics and

IAS-30; Disclosures in the Financial Statements of Banks also support the
adoption of Human Resource Accounting by business entities to provide a true

and fair disclosure of financial position of the business and its profitability.

The accountants, by charging expenses of recruitment, training, familiarization
and development of human resources to the current period’s profit and loss
account, understate profits or overstate losses. By not accounting the expenses
related to human resources, even when they are substantial, the accountants

conceal assets and net worth to that extent.

The importance of people an as productive resource has been ignored by the
accounting profession. A team of competent devoted and motivated persons can
convert a sick concern into successful one but on the contrary incompetent and
unmotivated personnel may squander away the existing resources leading to

bankruptcy.

Hence, the more valid treatment of human resources development expenditure
yielding future benefits is to capitalize such expenditure. The total absence of any
information regarding the value of human capital is a serious handicap to decision
making both to the managers employing quantitative means to arrive at
guantitative goals and to investors likewise seeking to make rational decisions

concerning the shares which they hold or propose to buy.
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The most important argument for disclosing changes in human asset value on the
balance sheet is that it is the managerial, scientific and commercial personnel
which determine the company’s future success. That is why investors and the
public also have a vested interest in human resources/human asset accounting.
Such a system has many applications in improving planning and decision making

In an organization. HRA Software:
Activities:

1. Assume that you are required to conduct a Human Resource Audit in your
organization. To collect adequate information, prepare a suitable
questionnaire covering all aspects of information.

2. Prepare a Checklist of key questions to be asked in regard to assessment of
major manpower concerns.

3. Prepare a draft report regarding the installation of Human Resource
Accounting in your organization.

4. Suggest various measures to improve the Human Resource Audit system

followed in your organization.
Case Study:

HR Audit - The Lotus Priority Tree SM Client with a need to outsource their

entire HR function.

Issue: Our client, sales and marketing company with over $50mm in annual
revenues and over eighty employees and growing, determined that the Human
Resources function was not being handled completely or with the necessary levels
of expertise to insure legal compliance, liability limitation, and overall support
for the employee population. The job at the time was being handled by a member
of their organization whose primary role and expertise was not HR, had become

too cumbersome.
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Solution: Using our proprietary Lotus Priority Tree SM methodology, we
conducted a full scale HR audit, reviewing the present infrastructure including
employee files, their contents, documents in use, processes in use, other HR
vendors and their corresponding performance, and the present makeup of the
employee population. Meetings with management followed, seeking their input
on the needs, the culture, the issues, and the priorities, all with the goal of serving

the success of the business.

There after, a foundation for the HR function was re-established, with compliance
and liability limitation as the key focus areas, and simple and easy-to-follow
processes were deployed for the HR function. The new HR representative was
introduced to the employee population. All new methodologies were clearly

communicated. Lastly, Lotus HR managed the HR function going forward.

Results: Our client saw a significant improvement in the HR support provided to
their management and staff. There was a marked reduction in non-compliant
behaviour, and an exponential reduction in liability. The presence of structure and
process, without bureaucracy served as a vehicle for both enhanced recruiting and
improved retention. The individual who previously was straddled with managing
the HR function was left free to handle their core function, without the burden of
HR.

CASE STUDY:
Case Study on HR Audit on Bank Employees:
Background of Bank:

The Grahmin Vikas Bank in Baroda, there are many employees in that bank. This
bank follows many rules and regulations like providing training to employee,
weekly performance appraisal to employee, give orientation training to them etc.
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Challenge:
Because of change in technology there are many difficulty arises about-

1. How to understand bank’s transaction by new computer technology?

2. How to work with computers and how to operate computer?
Solution:

1. Company will provide job to that people who can work on computer easily

and basic knowledge of computer.

With the help of HR audit bank sector decide to give training to all the employees.
Company will give orientation training, basic knowledge of computer like MS
office, Tally software, data entry system and any other software relating to

banking transaction.
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