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THMPORTANCE OF ACCOUNTING FOR
HUMAN RESOURCES

It is obvious that psople acquire useful skills and know-
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ledge even is not as obvious that these skills and knowledge

al and that this capital is largely a product of

ot

are a form of capi
deliberate investment, Human capital has grown in Western societies

at a much faster rate than nonhuman capital and may well be the most

distinctive feature of the economic system. It has bean noted that

L
i

increases in national outpul have been large compared with the in-
crease of land, man-hours, and physical reproducible capital. Invest-
ment in human capital wmay well be the major explanation for this
difference,

Human caopabilities have been recognized for a long time as an
important resource of a nation and of a business enterprise. anage-

b

been aware of the importance of its people to the growth

ment has long
and profitable operation of the enterorise. Most corporations make
reference to the value of employees by comment in their annual
reports, often referring to theilr empnloyees as valuable assels. In
view of the accepted recognition of the value of human resources, it
is difficult to understand why today's accounting methods and infor-
mation systems still virtually ignore the human resource dimensions.
There is a dichotomy in accounting between human and nonhuman

capital of an enterprise. HNonhuman capital is recognized as an asset

1

of the firm, This nonhuman capital is then recorded on the books

C



of the firm and is revorted on, in the firm's financial statements.

Human capital has been virtually ignored by the Accountant except as
an alement of purchased goodwill. Why has there been such a neglect
in accounting for human resources?

There are several reasons why outlays made as investments in
human resources have been traditionally treated by accountants as

xxoenses rather than capitalized as assets., It is partly because
pzople do not clearly fit the definition of assets as being "things
of value owvmed." OQur culiure has constraints on willingness to im=-
ply owmership or to place 2 monetary value on people, You do not buy
and sell people as is possible with inanimate objects. It has been
difficult to distinguish between the future benefits and the portion
consumed currently of the outlays for recruiting, hiring, training and
developing human resources. Human resources are subject to only limited
control by management and therefore, connote a lacking in tangitle
substance. Accounting, in the past, has shown 2 hesitancy to treat
intangibles as assets,

Another constraint may be the lack of visible, physical change
in human assets from additional investments of training and development.
Even though the physical changes in the personnel from further training
may not be apparent, an investment has been made with the anticipation
of a payoff, just as in the case with a machine. Unless there is evi-
dence that the additional training was a mistake, these costs should
be capitalized and their expiration matched against the benefits re-
ceived from the additional investment.

Whatever the constraints may be, there are frequent examples

of the implicit treatment of human resources as business assets. You



requently find large corporations purchasing small, technically
oriented companies, They make these purchases not because of the
value of their nonhuman assets, but to obtain their skilled scientists,
engineers, and management versonnel. You see business organizations

spending massive sums of money to train and retrain their key personnel.
You see financial analysts pointing out that the valuation of a com-
pany's securities is often based wore on the quality of its management

than on any other factor.

ngly technical complexity of modern business and the
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length of time required for business personnel to gain the needed skill,

xperience, and judgement, aopzars to be a continuance of the trend

Iy
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toward making brainpower the most critical scarce resource. NMost
business organizations recognize the significance of the limited
availability of personnel with key skills and plan carefully for the
acguisition, use and maintenance of these personnel. But these manage-
ment decisions are most often made intuitively rather than being based
on information generated by the firm's accounting and information
system.

Existing accounting and information systems treat human resources
as an item of expanse. This can be verified by the fact that the only
reference to people on the typical profit-and-loss statement or balance
sheet is under the heading of "Wages and Salaries'", Both the entity
and vproprietary theories of accounting insist that items must be owned

to qualify as assets., Labor, as an economic factor of production, is

not considered an asset.

1Renis Likert, The Human Organigation, (idew York: He-Graw-Hill
300k Company, 1967), p. 1438.
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This requiremesnt of physical ownership results in the expensing
of outlays that should be treated as assets. The expensing of such
expenditures causes a key part of a firm's investment base to be

red and therefore yislds an incorrect rate of return on invest-

ment. This causes less than optimal allocation of resources in an

iD

economy which operates under the general assunption that funds within
an economy seek the highest rates of retum.

Managers opsrating under the present accsoted methods of ac-
counting for human resources, do not have adequate tools for evaluating
changzes in the human assets of thelr organization. They cannot
measure the effectiveness of their investments, so they cannot make

Fal

optimal allocation of their human resources. They must make important

decisions with regard to their humen resources without adequate infor-
mation and analytical tools witn which to evaluate their decisions.
They must make important arbitrary decislons on recruiting and hiring
new employees, training, evaluating, promoting, transferring, discharg-
ing and replacing employees without adequate information. These
management decisions can have a profound and long lasting affect on
employee morale, attitude and therefore, productiveness.

It is accepted practice in the management of nonhuman resources
to estimate the acquisition costs and to weigh the relative values of
alternative investments that could be made to achieve the objectives
of a firm. This level of analysis has not been extended to the area
of management decisions on alternative choices in human resource
management .

fleturn on investment measures could be improved by including

measures of change of human resource condition in the calculations.,



Performance measures that are based on the assets employed should
include the value of the human asssis employed, if the measure is
to be an accurate assessment of performance,

tanagement currently has no method for determininz the return

that the human assets are contributing to earnings, They have no

£ the firm is allocating its human resources in

j-te

means to measure
the most orofitable way. In fact, management does not even have the
L

means of measuring its investment in hwman resources, or of determining

heir value is increasing, decreasing, or remaining unchanged, This
=29 (S 2 3 &
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or human resource accounting
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should make apparent, the need
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CHAPTER II

THPLEMENTATION OF HUMAHN

RESQURGE ACCOUNTING

What then, is Human Resource Accounting? "Human resource
identifying, msasuring, and communi-

acilitate effective
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management within an organization. In a particular organization, it

le]

involves measurements of the acquisition cost, replacement cost, and

v

: 5 . 3 : : 2
economic value of human vesources, and thelr changes through time."

The conceonts of human resource accounting are an extension of

~

the accounting principles of matching revenuss and costs and of organ-~
izing data in financial terms as relevant financial information., The
basic difference would be the requirement that human resources be
viewed as assets or investments of the firm. The methods used in
measuring costs would be similar to the methods used in measuring
costs of other assets., The measurement of the condition of human
assets and their value would require the use of the measurement tools
of the behavioral sciences.,

Human resources fall into two broad categories--the internal
group and the external group. The external sroun would include the
customers, suppliers and distributors, and the stockholders of the

firm. The internal resources would be the employees of the firm.

2

“R.Le. Brummet, W.C. Pyle and E.G. Flamholtz, "Accounting for
Human Resources," in Canadian Chartered Accountant, ed. by Gertrude
Mulcahy, F.C.A. (June, 1968), pp. 424-427.




The firm makes investments in each of these groups with the hope

concentrated on establishine a foundation for a human resource ac-
counting system for the internal human resource group, bubt in time
may be expanded to the external group.

The first phase of research in hwian resource accounting has
been on the develooment of a human resource accounting system. This
reneralizations or theory on identifying
and tracing of human resource costs. There must be guidelines to
follow in accounting for these costs as assets or expenses and a
set of accounts for classifying these costs. There must be state-~
ments for reporting changes in these assets and methods developed
for analysis and interoretation of these same statenents.

There must be developnent of gzeneralizations about the way
that information orovided by such a human resource accounting sys-
tem, can be used effectively by management. There must also be
some generalizations made about the impact of such a system on the
behavior of the people being accounted for by the system.,

The accounting system of an organization must provide infor-
mation in a meaningful form, if managers are to be able to utilize
the information effectively. This requires expressions of the infor-
mation on human resources in dollar terms, the same terms that non-
human resources are expressed in.

There have been several methods or vrocedures suggested for
determining explicit values for human resources within a firm.

2

One method suzgested by Hekimian and Jones” was to capitalize

2
“James S. Hekimian and Curtis i. Jones, "Put People on Your

Balance Sheet,! Harvard Business Review, (January-February, 1967),
a7
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a man's salary to find his wvalue., The lack of a direct relation-
ship between salary and an employee's value to the firm limits the
usefulness of this approach. There are problems in choosing the

discount rate, the time period the present value

L

epresents and the

salary to be used.
Another sugrested method is to determine the acguisition

costs o
imputing the costs involved in recruiting, hiring, training and de-
veloping the employee. This approach is comparable to the standard

; '

|}
accounting treatment of other asseis. The problem with this ap-

oroach is that a man's value can change. If the person is consid-
ered an asset, should his cost be allocated to future periods through
a method of devpreciation accounting?

Renis Likert proposes a method of measuring start-up cosis by
using orizinal costs of hiring and training oersonnel but also taking
into consideration, the synersistic component of costs and time

needed for menbers of a firm to establish effective cooperative

-

working relationships.” It would be difficult to measure this invest-
ment in time needed to develop these relationshios.

Another method suggested by Hikimian and Jones is to value
human assets at their replacement costs. This would be the estimated
costs to a firm to replace people with others that have equal talent

5

and experience, This method would provide a more realistic value in

S : X7
R. Lee Brummet et. al., "Huwman Resource llanagement--A Challencze

for Accountants,” The Accounting Review, (April, 1968), o. 219,

5Reni5 Likert, Cps eite, P 147
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sriods as the asset value would Justed upwar

v
with price trends.” This ic inconsistent with the current methods
of valuing other assets and would hinder comparability with valu-

~

ation of nonhuman assets.
A comoetitive bidding method using the economic concept of

ovportunity cost was 2lso suggested by lekimian and Jones whereby

seat would be determined by the opportunity cost
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of the asset which is its maximum value in an alternative use. The

value would bLe established by the competitive bidding of two or

=]

more investment center wanagers bidding for the same scarce employ-

2
ees., A human asset would hawve value only when it is a scarce re

source such as when its employment in one center would deny its use

el

in the other center. The hi
include the bid price in its investment base. LEven if it is based
on the well accepted law of supply and demand, 1t has a grealt weak-
ness in that employees of the Type that can be easily hired from
outside the firm, would not be considered scarce, so they would not
have an asset value., This could also lead to shifting of employees
within the firm to the point that work would be disrupted and employee
security and morale could be destroyed.

Another approach suggested by Likert is to calculate the eco-
nomic value of human assets. The basis of this concept is that
differences in present and future earnings of two similar firms in

the same business are due to differences in their human orbanlzatlon.7

Hekimian and Jones, Op. cit., pp. 107-110.

7Renis Likert, Op. cit., p. 148,
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A general approach to estimating the contribution human resources

~ A s

make to the total economic value of the firm is to forecast future

Par]

earnings and then discount them to find their oresent wvalue. 4

onis oresent value could then be allocated to the human

will method is a2nother economic valuation method.

his involves translating a company's earnings in excess of the in-

2 L 2 L1

lustry average into goodwill and then allocating this goodwill to

human assets to total assets

) 4.8 £
|

hunen resourcss in terms of Tthe ratio o

The vroblem is how to initially value the human assets
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in the firm to derive the asset ratio. The goodwill method is more

if the earnings in excess of the indusiry average are capi-

talized and then allocated to the human resources, but the problem

is to determine what capitalization rate to use. Another weakness

of the goodwill method is that it assumes that human assets add value

to the firm only when firm earnings exceed the industry average.9
These are some of the methods suggested by early researchers

in accounting for human resources. Dach method has ils own advantages

and each its own shortcomings. They all attempt to establish a

verifiable economic value for human resources within an organization

and to account for the changes over time in the value of these resources.

Hach method has the goal of providing management with information in

a form that can be understood and used to obtain more effective

O

R« Lee Brummet et.al., Op. cit., p. 220,

9R. L. Brummet, et.als, Op. cit., p. 219.
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utilization of the firm's resources.
Human asset accounting is a feasible and useful concent. There

is some evidence to support the view that the accounting profession

3

is moving toward the acceptance of a basis for recording assets at
their true value. The shift may be very gradual but it appears that
eventually, a system of accounting for human resources may become a
part of accounting practice throughout industry. This can be sup-

1

ted by the increased interest in the research being done in the
area of human resource accounting,

These researchers present stirong arguments for giving asset
status to human resources and listing these assets at dollar values
2 firm. The use of a human resource

in the financial statements o

accounting system could orovide more accursie information on human

2

- .

resources and would aid management in decision making and aid in
obtaining a more optimal allocation of these resources. Such a systenm ‘

W i M . ; ANTOMRL 12
would aid in asset management includinz the concept of stewardship.

The manager has the responsibility to see that assets placed under

his control are used effectively and to maintain and, where possible,

to enhance the value of these assetls, |
When an account structure for capitalizing human resource out-

lays has been established, thought nust turn to developing a system

for recording the expiration of these asset values. Such a system

must provide for recording writeoffs where needed because of termin-

ation and other occurrances that reoresent losses of human resources,

Oﬁekimian and Jones, Op. cit., p. 111,



Periodic amortization should be computed and

useful life expectancy of the investment. The system of depreciations

accounting for human resources shovld follow the accepted accounting

orinciple of matching revenues and expenses,

-

-

cause and effect, the costs

should be associated as expenses of a specific accounting neriod on
the basis of an attempt to allocate costs in a systematic and ration-
al manner among the periods in which benefits are provided.

Once the system of accounting for human resources is set up,
and put into use, the information generated by the system must be
arranzed in an understandable manner. This could entail the creation
of new reporits and statements or incorporation of the data into the

e ol develogment in accounting. for human

b}

resources, it would anpear to be preferable to incorporate the infor-

Ia)

mation on human resources in the present financial statements only if
the statements are limited to internal use. The potential value of
hunan resource accounting as a means of generating data for external
users of the financial statements is significant, but the state of

the art has not progressed that far. Public reporting requires a high
degree of comparability and objectivity of reports among the separate
firms of a particular industry. As stated before, the state of the
art of human resource accounting has not advanced to that degree of
reliability at this time. This should not prevent firms from estab-
lishing a human resource accounting system as the potential value of

information generated by such a system has great value for internal

use.
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HUMAL RESOURCE ACCOUNTING SYSTIM

What is believed to be the first human resource accounting

system in use, was pul into operation on Janwary 1, 1968 by the

)

Re Go Barrcy Corporation, Their objective was to develop a usable
systen that would zive them better information on the condition of

the humen resources and which could be integrated with conventional

]
4

accounting information. This objective led them Lo the outlay cost

. m

aporoach measuring investments on human resources. They recognized

c-

nat the firm makes investments in organizational human resources
other than individuals such as investments in sroup orocesses, tean

' 1

development and human resources outside the company. This was fel

(-{-

to be too broad an arvea to begin with, so they chose to concentrate
approach on ninety-five managers within the firm.
to identify human resource acquisition costs in

-,

them from other costs of the firm. This required

formulation of rules and procedures to distinguish between the asset
and expense components of human resource cosis. They set up seven
functional capital accounts and established an account for each
manager on a replacement cost basis,.

The seven functional asset accounts were for recruiting out-

lay costs, acquisition costs, formal training and familiarization

o s e v ;
Re L, Wondruff, Jr., "Human Resource Accounting, "

Chartered Accountant, September, 1970, pp. 156-161.
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costs, invesim ouilding experience costs, and development costs.

What would be included un

der each classifiecation would vary from
firm to fimm as would the need for such a broad classification of

functions. A simplified model of the human resource accounting
system developad at the R.G. Barry Corgoration is included as
ra. 3 o9 &g .' a N i . -l

Fondbit T in Appendix I of this papsr.

The Barry Corporation began a systematic collection of data
on investments in manacerial human resources. Outlays that were
ts in human resources had to meelt the conventional
test for capitalizetion. To be canmivaliged, the expenditure made must

be expected to provide a return over 2 period

accounting period. These
expenditures for items such as recruiting and acquisition and secondly,

allocations of salary for periods when the company is unable To bene-
fit fully from an employee's efforts as during periods of training
and development.

The account balances on human resources are amortized annually.

he employee or on a

Gl

This 1s based on the expected working life of
fixed shorter period for accounts such as training and developaent
costs. If an employee departs from the comopany a total write-off
is made and partial write-offs are made where necessitated by
obsolescence of the investment.

The Barry Corporation developed a pro forma balance sheet and

income statement. These are included in the Appendix as Exnibit IT

12

Dy H27

Re. L. Brummet, W. C. Pyle and E., G. Flamholtz, Op. cit.,



and IIT and reflect the impact of humen
mation on the other financial informati
revorts are included without comment an
show one possible format for reports th
accounting information.

In 1970, the Tarry Corporation de
Capital Budget' by converting to dollar

and developnent nlans for each unit of

used by their managers to comparce actua
performance,

Although the Barry human resource
in the developnent stasze, il has been s
information for plamning and evaluating t
their human resources. The sysiem needs

accomplished in due time. They believe

practice will in time come ©o Irecognize

financial reporting.,

resource accounting infor-
on in the reports. These
d the only purpose bsing to
at include human resource
veloped a 'Human Resource
terms the g onnel action

the company. This will be

1 performance with olanned
ccounting system is still

nelr performance in managing

improvement and this will be

that conventional accounting

human resource accounting in
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STHPLIFIED MODEL OF HUMAN RESOURCE ACCOUNTIHG SYSTEL

| . |
{ Recruiting
! and =
s g
i Acguisition l
i :
1T " l : [ ) ’
/ fuman | i *
Resource f _; lanager -
Expenses ./  _ 2 e ! A
-~ ) | | B
Eaed Jane i |
Lo l { Formal a My
e Training =1 |
1 Costs OF | ‘ e | |
Hunan | | 3 ad
7 - :
= - Resources i |
- 7
e - | ‘ |
7~ ~ “ o= |
7~
1 \\ } | Ly ”r'“" | Total
Total Costs | t Human SRICHE W T R R T : i Expenses
\ , | == Familiari- |--- '4 Manager e Rivicvetin o G
of the : Assets | ; } i R e i . uiortization
] ZACLOT { 2] and
Firm s | an
. by e ! Foihs | ’ Write-offs
B ~ l B : | 7 b
0 I I | i | o
~ 4 Sl e L A
~ I i ; | L #
& L AL S oo
% Other 2 oAl I | e b | / Write-0ffs
Costs i : | | (Losses)
| I- i Experience | __ | :
: |
i I |
| I ot
| b a I 1
l I | { |
| A anager 4t
150 Serighe
| ‘ i i
| i I :
i
|
it Developnent |---
|
i
-




= S

%CTED BIBLIOGRAPHY

in People," Canadian
0D 38-45.

lesources," The J al
pp. 62-66.

«3 Pyle, W.Co; and Flamholtz, E.G.: "Accounting for
ian Resources', Re

orinted under "Accounting ?ebearch”,
Canadian Chartered

- -
srusmet 9 Roolss ;

Weley "Human Resource

suremnent nallence for Accountants', The Accounting
. e > ﬁ—;\qr e

aunan Organization",
DDe 25=23,

Hikimian, James 5. and Jones, Curtis, "Put People on Your Balance
Sheet", Harvard Business Review, January-February, 1967,
A

likert, Renis, The Human OQrzanization: Its lanasement and Value.
(Hew fork: le-Graw-Hill Book Co., Inc., 1967).

HbodrUTf, Jr,, "Human Resource fLccounting', Canadian Chartered

Accountaut, (September, 1970), pp 156-161.




	Accounting for Human Capital
	Recommended Citation

	tmp.1698334120.pdf.1g1mg

