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Overview

Social Utility – how should we involve employees in governance?

• HCM appears to span the political spectrum in a way that other “big”
ESG topics such as climate change do not.

Financial Utility – what labor information should be disclosed?

• Current reporting frameworks provide very little HCM information,
despite increasing labor costs and “human capital” focused firms.

• Particularly for these firms, additional labor-related information
likely fits within our understanding of “materiality.”

Of all ESG topics, interest in HCM seems to have grown most 
rapidly. 

Presenter
Presentation Notes
Interest is second only to climate change, but seems more palatable. HCM includes issues such as labor practices, employee health & safety, employee engagement, and diversity & inclusion that “affect the productivity of employees, management of labor relations, and management of the health and safety of employees and the ability to create a safety culture.”  Comp & retention issues, workforce pay, promotion opportunities, outsourcing, gender pay equity, ability to participate in stock purchase programs. Equal employment opportunity. 
Social Utility: Senator Josh Hawley (R-Mo.) announced a plan to require companies with revenues of $1 billion or more to pay their employees $15 per hour. Certainly many democrats agree with this.
Also concerns how we should get employees involved in governance. How are workers involved in firm governance? (1) German model. Proposals to elevate the role of workers in decision and oversight structures. (2) As shareholders through pension fund. (3) Add HCM as an area of board oversight. HCM as part of shareholder engagement. Expand comp committee to include HCM. Incorporate HCM in setting comp. Hire directors with HCM knowledge.
Financial Utility: Unlike fixed assets, firms do not own the employees in which they invest. Labor viewed as an expense that is consumed in the period when incurred, not viewed as an investment. 
What information should be provided?
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Growth in CEO and Average Worker Pay, 1965-2017

CEO pay rose by almost 2000% from 1965 to 2017, while pay for the average 
worker grew by only 33% during the same period.

Exhibit 2, HBS Research Note. TJX.
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Presenter
Presentation Notes
Personnel Expense & CAPX scaled by total sales
BlackRock. “Given most companies identify their employees as their greatest asset, we expect boards to oversee HCM strategies.”
“The wave of initial public offerings of purely human capital firms… is changing the very nature of the firm,” Zingales (2000). Employees are becoming an increasingly important asset that is not reflected on the balance sheet (Zingales 2000)
Student parallel. They are a cost center, but we invest in them and hope they donate.
Employee satisfaction, a human-capital related intangible, is associated with excess returns (Edmans 2011)

Analysts fail to incorporate the impact of human capital investments in their earnings forecasts, and are pessimistic for firms with high human capital investment
So do stock prices
Long-short portfolio trading strategy based on human capital investment produces annualized excess value-weighted (equal-weighted) returns of 6.5% (3.5%) in the year after the investment was made
Long-short portfolio trading strategy based on the combination of the prior investment and the opportunity to invest produces annualized value-weighted (equal-weighed) excess returns of 7.8% (4.8%)
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“Our most important asset”

From a cost perspective, labor has become increasingly important, while more 
traditional measure of investment (e.g., CAPEX) have remained constant

Fig. 1, Regier & Rouen, 2021.
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Presentation Notes
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Long-short portfolio trading strategy based on the combination of the prior investment and the opportunity to invest produces annualized value-weighted (equal-weighed) excess returns of 7.8% (4.8%)
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• Income Statement. On the income statement, labor costs are bundled 
into several different expenses rather than presented separately.

• Balance Sheet. Employees are not assets as per GAAP, so they are not 
reported on the asset side of the balance sheet. And labor costs are only 
reflected as liabilities when they have yet to be paid.

• Statement of Cash Flows. As with the income statement, labor costs 
are bundled into different accounts rather than presented separately.

None of the financial statements, nor the notes to the financial 
statements, are required to provide total labor costs. 

Accounting for Labor

Barely 15% of U.S. firms disclose something as basic as 
compensation or labor costs.
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Accounting rules are inconsistent across different investments.
Accounting for Investment 

Capital Expenditures Acquisition Research & 
Development

Labor

Income 
Statement 
Effect

• Deceases net income 
through depreciation 
and impairment

• No immediate effect 
on net income

• Decreases net income 
through depreciation 
and impairment

• Profit or loss reported 
at sale

• Immediate decrease 
to net income

• Immediate 
decrease to net 
income

Balance 
Sheet 
Effect

• CAPEX is 
capitalized, putting 
those assets on the 
balance sheet

• Value declines 
through depreciation

• Target firm's assets 
and liabilities 
included on balance 
sheet

• Purchase price above 
book value recorded 
mostly as goodwill

• Decreases total 
assets (e.g., 
decrease in cash 
without a 
corresponding 
increase in assets)

• Very little R&D is 
capitalized

• Decreases total 
assets (e.g., 
decrease in 
cash without a 
corresponding 
increase in 
assets)

Note 
Disclosure

• Yes • Yes • Yes • No

Presenter
Presentation Notes

Much of what’s missing from BV is ESG. But we can see this is captured in MV. So this is arguably financial info. And FASB doesn’t necessarily disagree with that. Consider goodwill. That’s ESG (brand). The only reason it’s often not there is because we can’t measure it. 
So the issue at least from FASB’s perspective is arguably lack of reliable measurement, not that info doesn’t have value. 
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Two of the top four industries of 2020—information technology and 
healthcare, which jointly account for more than 33% of the current 
value of the S&P500—did not exist in 1925.

Stocks in the S&P 500, Market Capitalization
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Presenter
Presentation Notes
In 1925, the largest industries in the S&P500 were transportation (28.75%), energy (19.48%), consumer discretionary (17.08%), and industrials (10.53%). By contrast, in 2020, the largest industries were information technology (25.1%), finance (14.89%), consumer discretionary (12.77%), and healthcare (11.21%). 

The increasing reliance on intangible assets distorts the balance sheet. Information gap. 
E.g., in 2018, firms had $8T in goodwill vs. $14T in physical assets (Economist 2018) 
IAC: Implied intangible asset value of the S&P500 grew from an average of 20% in the 1970s to an average of 84% by 2015. 
From a cost perspective, labor has become increasingly important, while more traditional measure of investment (e.g., CAPEX) have remained constant Personnel Expense & CAPX scaled by total sales
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The number of firms reporting net losses has increased 
significantly over the past 60 years. Market capitalization of these 
“loss firms” ranged from 5-17% over the period from 1998 to 2020. 

Percent of U.S. Public Issuers Reporting a Net Loss
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Presenter
Presentation Notes
In terms of dollar amount, the market capitalization of net loss firms peaked in 2020 at over $7 trillion.
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It is difficult to estimate margins for firms with operating losses.
Operating Margins

2021 2020 2019 2018 2017
Total revenue 195,929 166,761 152,703 141,576 129,025
Operating income 6,708 5,435 4,737 4,480 4,111
Operating margin 3.42% 3.26% 3.10% 3.16% 3.19%

Consider a traditional company such as Costco

Versus a net loss company such as Uber

2020 2019 2018 2017 2016
Total revenue 11,139 13,000 10,433 7,932 3,845

Operating income (loss) -4,863 -8,596 -3,033 -4,080 -3,023

Operating margin -43.66% -66.12% -29.07% -51.44% -78.62%

Presenter
Presentation Notes
Material costs? Labor costs? Fixed vs. variable costs? 

We need more managerial accounting information to better understand margins, particularly for loss firms. Labor is the biggest cost for most firms, so we should start here. 

Operating margin:  measures profit from core operations (i.e., how much of every dollar remains as profit before non-operating expenses).  
Operating leverage: measures the degree to which a firm or project can increase operating income by increasing revenue.
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PE disclosure, Example 

R&D
SG&A

Personnel expenditures/expenses

Consolidated statements of Infineon (German semiconductor 
bluechip):

Notes: Personnel expenses comprised the 
following in the 2015 and 2014 fiscal years:

Presenter
Presentation Notes
PE is larger than R&D and SG&A
PE is included in four different accounts

Disaggregate costs by their function. 
Employment expenses (“personnel expense”) consist of the cost component and a component reflecting an investment in human capital
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Current SEC Guidance

• Disclosure of “any human capital measures of objectives that the 
company focuses on in managing the business.” 

• Human capital is not defined.

• Firms determine what is material. 

• The only mandated quantitative disclosure is the number of 
employees (if material to the business as a whole).

SEC guidance, passed by a 3-2 vote by the Trump-administration 
SEC, reflects a principles-based disclosure approach.

However, the democratic commissioners dissented on this 
guidance, and are likely to pass updated guidance this year.

Presenter
Presentation Notes
All five commissioners supported HCM guidance. Dems voted against because not enough.
“Any human capital measures or objectives, if material, that the registrant focuses on in managing its business, such as those related to the development, attraction, safety, engagement, and retention of employees”
Interest extends beyond SEC. Policy makers are examining how to capture the information gap. Tax example. We can give you a tax cut for investing in a robot to replace a human, but not in employee training.
The rules do not include a definition of “human capital” or a list of required measures to disclose. 
The principles-based approach (1) reflects an expectation that disclosures will be tailored to a company’s own business or industry using management’s judgment and (2) allows for the disclosures to evolve in response to changes in a company’s environment.
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Ford, HCM Disclosure

“Caring for each other through valuing diversity, embracing inclusion, 
celebrating success, encouraging new thinking, supporting each other 
through change, and winning as a team is a key element of our plan to 
drive long-term business success. …

At Ford, we believe that creating a Culture of Belonging for all our 
employees is foundational to our success and morally the right thing to 
do. …

Nothing is more important than the health, safety, and well-being of our 
people, and we work hard to achieve world-class levels of safety year-
over-year, through the application of policies and best practices. We 
maintain a robust safety culture to reduce workplace injuries …”

The SEC’s guidance has been criticized for allowing “fluffy” and 
“empty” disclosures.

Presenter
Presentation Notes
The new rules, which are part of the SEC’s broader project to modernize Regulation S-K, became effective November 9, 2020. As a result, 2020 Form 10-Ks and other filings subject to Regulation S-K filed on or after this date need to include the new disclosures.
Given the void left by SEC rules, private companies have stepped in.
Companies very frequently report in accordance with multiple sets of private standards. Huge pain.
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Voluntary HCM disclosures have been criticized as inconsistent, 
incomparable and unreliable. 

Current Labor Disclosures

• These disclosures primarily focus on metrics (e.g., workforce by country, 
% women in supervisory roles).

• Different companies disclose different metrics.

• Even similar metrics may be calculated inconsistently across different 
companies.

• These metrics may or may not be audited (or may be subject to limited 
assurance if audited).

• It is unclear how these metrics affect valuation.

Presenter
Presentation Notes
We want a solution that integrates HCM with GAAP. However, we think our suggestions could be implemented concurrently with additional metrics under Reg S-K.
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Reviewing the disclosures for four European issuers yielded 70 
different metrics. All four reported only one metric in common.

Non-GAAP Labor Disclosures

• Reported by All Four Issuers: % women managers.

• Reported by Three Issuers: # employees in # countries, Average 
number of hours of training/employee, % women in company, # new hires 
in prior year, % women new hires.

• Reported by Two Issuers: % employees in R&D, Absenteeism rate, % 
permanent contracts, Average rate of employees leaving at their own 
initiative, Average tenure, % generation/age breakdown of workforce, % 
workers w/ disabilities in France, Lost time incident rate, % union/works 
council employees, Retention rate, Employee engagement index, # 
employees worldwide.

Presenter
Presentation Notes
In total, Dassault disclosed 24 metrics, SAP disclosed 16 metrics, Schneider disclosed 33 metrics, and Thales disclosed 22 metrics.
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