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The issue of human capital reporting has risen up the management agenda in recent years. The debate
on intangible value has concluded that people and their collective skills, knowledge and experience are
a significant source of wealth and competitiveness in a majority of organisations. Yet the people side of
the business is still often ignored in major decisions and doesn't feature prominently as a factor for potential

investors when determining the likely future performance of a business.

We believe this is not because it doesn't matter or that directors and shareholders are blind to these realities,
but because businesses find the people contribution hard to identify and measure. We are not alone.

We are witnessing a shift in the business community towards developing their understanding of the value

of people. We believe this must happen — and quickly. In the fast-paced knowledge economy, businesses

that have the greatest understanding of their people and are able to tap into their collective assets, motivating
them to apply their abilities in the interests of the business, will be those that get ahead in the competitive

stakes and deliver high levels of service and performance.

The Chartered Institute of Personnel and Development (CIPD) has been committed for some years to raising
awareness and developing knowledge on human capital. We've already published research and a practical
Guide on the external reporting of human capital information. With this Guide, we aim to help personnel and
development practitioners develop systems to capture, analyse and communicate information relating

to their human capital in order to articulate its worth and contribution to the business. Our research
demonstrates that improved business measures that demonstrate the value added by both people and people
management practices will improve management decisions. In turn, managers equipped with better
information, enabling them to understand what motivates their people to perform or exhibit positive behaviour,

will be able to manage better and deploy their people assets more effectively.

We are also convinced that good-quality internal reporting on human capital is the cornerstone of good-quality
external reporting. The ability to communicate the value and contribution of people to key stakeholders in the
business has already been recognised as critical to understanding the true worth of organisations.
Recommendations from the Department of Trade and Industry's Accounting for People report and proposals

for operating and financial reviews stress the importance of meaningful external reporting on people.

It's apparent that many organisations are already moving towards a measurement-oriented human capital
approach to managing their people. In doing so, they are strengthening the link between HR and business
strategy because by recognising people as the owners of assets they become an integral part of strategies
designed to maximise the return on assets. But it's also true that many organisations are still struggling

to find ways of effectively evaluating the contribution of their people.



This Guide recognises that HR practitioners may find themselves at any point along the road to human capital
management. And our research shows that there's no single measurement formula or set of measures of
human capital effectiveness that can be used. Reporting has to be tailored to the goals, needs and character

of each organisation. But, in all cases, without robust data informing decisions-makers of the real impact people
make to the business, organisations can't improve and move on to effectively manage and motivate their

human capital for business success.

This Guide is not therefore designed to be the universal 'magic’ solution to human capital management and
measurement. It's designed to offer practical support to HR managers actively seeking to develop a better
understanding and hence more effective mobilisation of their human capital, and to set them on a route to

better internal measurement and reporting and thereby improved management of their most important assets.

Angela Baron
Adviser, Organisation and Resourcing
Chartered Institute of Personnel and Development
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It's common for chief executives to claim that their employees are their greatest assets. The truth is they're right
— and the investor community and Government are now, at last, recognising that how organisations develop
and manage their workforce has become a priority in assessing corporate value. But CIPD research has shown

that without a clear basis of measurement, this phrase is little more than empty rhetoric.

In recent years, increasing attention has been paid to what creates value or delivers excellence in a more service-
and knowledge-based economy. Maximising productivity or efficiency from financial or fixed capital assets is
becoming harder. Increasingly, the focus is on what is termed 'intangible assets' — this covers brands, customer

goodwill, intellectual property and human capital.

The impending requirement for UK quoted companies from 2005 to report on their human capital in annual
reports is galvanising attention and provides the HR function with an extraordinary opportunity to become
the catalyst for action. There is clear impetus for more reliable information to be made available on workforce
management — to help investors assess both short- and medium-term prospects. The Company Law Review
and the introduction of operating and financial reviews (OFRs) present a major opportunity to make this sort
of information an integral part of annual reports and accounts. The Accounting for People (AfP) task force

established by the Department of Trade and Industry (DTI) confirmed this approach.

The message is that people can add huge potential value to your organisation, but tapping this source of value
requires both measurement and management. The value added can only be shown externally if human capital
is effectively measured and managed internally. HR professionals should, and must, play a leading role, but they
need to be proactive rather than waiting on the legislation and positioning this purely as a response to an

external requirement.

Research studies have shown that business context is critical. No single metric or basket of measures can capture
the contribution of an organisation's human capital. What's required is agreement on a broad framework for
reporting human capital and tailoring the measures and uses to suit the goals and character of individual
organisations and their employees. The aim of this Guide is to help practitioners consider and develop the right
internal measures and methods for reporting on the human capital and human capital management in their

own organisation.

This is not a theoretical or conceptual guide but a practical 'how to', based on effective practice from a range

of UK and international organisations in the private, public and not-for-profit sectors.



Professor Harry Scarbrough and Juanita Elias's CIPD study, Evaluating Human Capital (2002), investigated

the human capital management and reporting practices of 12 organisations. It drew four conclusions:

1 Human capital should be viewed as a bridging concept linking business strategy and HR practices.

2 ltis a precarious asset — the potential mobility of individual employees could and can undermine an

organisation's ability to deliver.

3 Itis a paradoxical asset — the qualities that individuals bring, notably flexibility, mobility and personal
commitment, the very same factors that create competitive value, are some of the most difficult to

measure.

4 Human capital measurement is context-dependent.

Scarbrough and Elias concluded from their investigations that the specific set of measures or metrics
organisations reported were less important than the process of measuring and the uses for the information
gathered. The research also demonstrated a focus on internal rather than external reporting, as the latter is
impossible without solid and robust internal information regarding the effectiveness of the workforce and

the people management practices within a given organisation.

This Guide therefore concentrates on the ‘'what', ‘why' and 'how' of measuring human capital internally rather
than on providing specific HR measures or cross-company benchmarks. For more details and guidance on
external reporting in annual reports, see the CIPD's Change Agenda, Human Capital: external reporting
framework (2003).

Previous research commissioned by the CIPD, reported in Understanding the People and Performance Link
(Purcell et al 2003) and the Impact of People Management Practices on Business Performance (West et al 1997),
examined the link between increases in people management and organisational performance.

These studies showed a clear association between business performance and the quality of people
management. Internal measures and data are critical to developing these relationships, acting as the means to:
set standards and objectives; identify and address problems; monitor progress; and link all aspects of HR policies

and practices to the business strategy.
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Three keys to success
The research and case experience presented in Mercer Human Resource Consulting’s book, Play to Your Strengths,

indicate that there are three core principles behind effective human capital management:

* insist on systems thinking
e get the 'right' facts

e focus on value.

Why holistic systems thinking? Because business models and human capital strategies must match. Decisions
about each are intertwined, so if elements of people management, for example, learning and development,
are developed in a piecemeal way and without reference to the other components such as resourcing, reward,

work organisation and the overall business context, they will almost certainly fail.

The second principle is to get the right information and facts. Going beyond external benchmarking and internal
perceptions, organisations can tap into the running record of people management to get firm-specific insights.
These facts will provide a firm basis for action and help to explode any prevailing myths: like the organisation
that thought it paid for performance when the evidence clearly showed it really paid for length of service; or
another that claimed it grew its own talent, yet the data showed it actually bought in a large proportion of its

senior managers.

Third, focus on value. For too long, line managers and executives have viewed people management as a variable
cost to be minimised, reduced or reined in. Human capital should be viewed as a value-generating asset.
Through measurement and analysis, organisations can identify the human capital drivers of productivity, service
and performance. Human capital drivers can both create and destroy value. Disciplined measurement of the
actual drivers of performance in an organisation can help prioritise interventions and improve the return on

human capital investments.

What's in this Guide?
The purpose of this Guide is to help organisations move forward with their internal human capital measurement
and reporting, by providing practical information and setting out a clear process to follow. This process has five

key stages, and each subsequent section of the Guide will cover each of these stages in turn.

Step 1 - Setting human capital management in context
This section defines what human capital is and its links to the business strategy, and provides an overview

of the frameworks and models necessary for human capital management and measurement.



Step 2 - Getting started: gathering and collating the data
We provide guidance on the nature and sources of relevant information for human capital reporting, what
measures and categories might be reported on, and how this information can be collated to build a human

capital measurement platform.

Step 3 - Measuring human capital: tools and methodologies
This section presents the spectrum of measurement techniques for human capital, introduces statistical
methodologies which can be deployed to leverage the measurement platform, shows how to communicate

results internally and select key metrics to guide human capital decisions.

Step 4 - Reporting the data: from internal to external reporting
We address the links to the related issues of external reporting requirements, what kind of information investors

are expecting, and propose a framework for external reporting.

Step 5 — Developing a route map to human capital reporting
This final step covers developing your own route map, identifying who in your organisation should be involved,

determining stakeholders’ expectations, and embarking on the human capital measurement journey.

The Guide describes each of these steps in detail, and contains summary action checklists at the end of each
section. A series of case studies illustrates what human capital measurement and reporting looks like in
practice. The cases address specific business challenges, indicate the nature of the data collected, the
measurement methodologies and process implemented, and the business impact or value created through

human capital measurement.

2 Getting started:
1 Setting human gathering and
capital management collating the data
in context

3 Measuring

human capital:
tools and
methodologies

4 Reporting the data:
from internal to
external reporting
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Defining human capital

There are many definitions of human capital, some of which unfortunately refer just to the efficiency of the HR
function. As a result, associated metrics have often been used as a means of justifying human resource costs, for
example the size of the HR team as a ratio of the overall workforce, or specific HR activities such as the average
number of training days per employee. Such measures give no indication of the effectiveness with which the

human capital of the organisation is being developed and deployed.

In fact, the term ‘human capital’ isn't new. Economists have used it widely, even as far back as Adam Smith
in the eighteenth century. Most academics and writers agree that it's best expressed as the sum of knowledge,
skills, experience and other relevant workforce attributes that reside in an organisation's workforce and drive

productivity, performance and the achievement of strategic goals.

The DTlI's AfP task force defined human capital management as a 'strategic approach to people management
that focuses on the issues that are critical to an organisation's success'. Human capital strategy is defined by
Mercer Human Resource Consulting as 'a form of asset management: a plan for securing, managing and
motivating the workforce capable of achieving business goals'. The important distinction being made here is
that human capital extends well beyond the HR function to encompass the total people strategy of the
organisation and the management practices needed to optimise performance and drive value creation.

Human capital is therefore owned by all of the business leaders and resides in everyone within the organisation.

Strategies for managing human capital need to be viewed as a holistic system of practices — with many
interdependencies — that reflects the unique business goals and character of the organisation. Human capital
is a dynamic, shifting asset because the organisation, its managers and individuals make choices daily that help

to create, or potentially destroy, value.

Of course, human capital is different from other assets such as money, plant, materials or property.
Companies can never own human capital any more than they can wholly control employee motivation
or productivity. Still, substantial value can accrue to organisations bringing more of the discipline of asset

management to decisions about the workforce.

A recent research study, Human Capital Management: The CFO's perspective (CFO Research Services 2003),
estimated that the value of human capital represented over 36 per cent of total revenue in a typical organisation.
It's not surprising, then, that there's a growing demand to apply more rigour in defining and measuring its

contribution and the return on investment in it. Accounting methodologies have enabled companies to reflect



tangible assets in corporate balance sheets, but they have been less successful in capturing the value of specific

intangible assets such as brand, corporate image, research and development, customer loyalty and intellectual

property. With the growing realisation of the importance of intangibles, financial analysts and investors are calling

for more transparency and fuelling interest in methods to measure their value. Calculating the true value remains
a puzzle for many employers, and at present, annual reports rarely provide quantitative data on human capital

and what is provided is often so general as to be of little value.

With fuller disclosure on its way, chief executives will need to explain their human capital investment and

will be looking to their HR function to provide the lead in collation and measurement. The CIPD’s research,
reported in Evaluating Human Capital (Scarbrough and Elias 2002) found that there is widespread acceptance
across all industrial sectors that the know-how, imagination and creativity of employees is becoming at least as

critical to business success as other, 'hard' assets.

Linking to the business strategy

The CIPD's research has demonstrated that HR plans, policies and practices can be in danger of becoming
misaligned to changing business strategies and the requirements of the organisation. Historically, the various
aspects — from compensation to talent management, learning and development to organisation design, have
sometimes been built up in isolation and from 'best' professional practice rather than being developed as an
integrated support for business needs. The HR function can be so involved in the day-to-day transactions of
hiring, rewarding or dealing with leavers that it lacks sufficient time to proactively shape the workforce strategy

for adding value.

Human capital strategy seeks to address this by placing the investment and development of the workforce
as a key component of business strategy. This implies that people management should be clearly set out in

a framework that allows for a strategic 'fit' and for flexibility in matching changing business requirements.

It's well worth producing a human capital business plan with a summary of the organisation's human capital
strategy. This must be directly related to the delivery of the organisation's overall business strategy through the
effective deployment and development of the organisation's human capital. It should highlight the
organisation's overall approach to the acquisition, development, management and performance of human
capital. The strategy statement allows the organisation to outline its vision for the contribution of human
capital in relation to future opportunities and challenges, and the role of its HR and management policies

in securing that contribution.

1
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Human capital measurement frameworks and models

One of the principal recommendations from the AfP task force is that human capital management reporting
should demonstrate the link between people management and business performance. There are many models
and approaches to developing an HR strategy and linking it to the needs of the organisation, and the task force

didn't set specific guidance as to which methodology to use or which framework to adopt.

Below we present a number of the most commonly used models and frameworks for human capital
measurement. There are organisations that use each one to help structure their thinking on HR strategy, though
in many cases the models are adapted and tailored to suit the organisation's particular needs. The key is to
develop and/or adapt an approach that best suits the thinking and management style of the organisation in
order to create a framework to link how people are managed with the delivery of business strategy. The models

we profile are:

e the human resource benchmarking model
e the balanced scorecard

e the Human Capital Monitor®

e the Human Capital Index®

e the engagement model

e the organisational performance model.

The human resource benchmarking model

Benchmarking key data on HR policies, practices and costs within and between organisations has expanded
considerably in quantity and quality in the last decade. One of the most popular methods is the approach
developed by EP-first & Saratoga presented in Human Resources Benchmarking (Phelps 2002). It defines
benchmarking as an organised method for collecting data that can be used to improve organisational
performance, rather than simply gathering a mass of statistics that add little or no value. This method begins

with a simple question:

'What are the issues we need to address to survive and succeed?'
People benchmarking is about providing a direct relationship between how people behave and the

organisation's goals by focusing on the measures for selected people practices that drive and reflect those goals.



EP-first & Saratoga maintain a comprehensive database of people performance indicators, but stress that it's
critical to transform this benchmarking data into useful, value-adding information. They propose the following

methodology to transform benchmarking data into impact:

1 Decide where improvement is essential.

Use data to provide important indications as to where your performance may not be competitive.

2 Establish the parameters you're seeking.
Decide what type of improvement you're targeting, what level of improvement is realistic, what resources it

will require and what the time span is.

3 Establish your benchmarking team.

People must be drawn from disciplines relevant to the selected project.

4 Specify the data.
Benchmarking relies on data and organisations must be clear about the data they intend to collect and the

definition of the terms they use.

5 Undertake collection of data.

Establish the process, eg through a questionnaire or discussion.

6 Locate suitable benchmarking partners.
Select organisations that appear to be performing better than your organisation in the improvement

activity selected.

7 Analyse the results.
Only a limited amount of data will be relevant. Focus on that. Produce action recommendations that clearly

demonstrate the value of changes — preferably in hard, measurable terms.

8 Implement.

Data alone will not improve anything. Only action can do that.

Balanced scorecard

This is one of the best-known methodologies. It aligns the evaluation of the people dimension to a company's
strategic aims through a balanced scorecard. The Balanced Scorecard (Kaplan and Norton 1996) was developed
to counter the tendency of companies to focus on short-term financial reporting. The scorecard originally had

four elements — financial, customer, the internal business process, and learning and growth. The research

13
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presented in Measuring Human Capital Value (Deloitte & Touche and Personnel Today 2002) reveal that as many

as 32 per cent of large UK companies are using the balanced scorecard methodology.

The model presents each element within a system representing multiple objectives as a basis for setting targets.
For example, under the financial element, the scorecard asks, 'To succeed financially, how should we appear to
our shareholders?'; and under the customer element, it asks, 'To achieve the vision, how should we appear to
our customers?' Some organisations have replaced the learning and growth element with a broader 'people’
quadrant. In doing so, organisations using the scorecard as a basis for target-setting and strategy alignment

have applied a wider perspective to judging their performance.

Figure 1: The balanced scorecard framework

Financial
To succeed
financially,
how should
we appear
to our
shareholders?

Customer Internal business process
Toachiove o Vilon Tosatfy o
vision, how shareholders
should we and and customers,
appear to our strategy what business
customers? processes must
we excel at?

Learning and growth

To achieve our Objectives| Measures| Targets |Initiatives

vision, how
will we sustain
our ability to
change and
improve?

Source: Kaplan and Norton (1996)

One of the main benefits of the scorecard approach is that it provides a simple communication tool for internal
and external stakeholders that can be cascaded down from corporate to department and individual levels. One of
the difficulties has been that some organisations have over-engineered the number of metrics so individuals feel
swamped by measures and targets and doomed to fail. Given its focus on target-setting, it is by definition context-

driven and a useful internal reporting tool, but it has had little relevance for external or industry reporting.



Much has also been written about the HR scorecard. In particular, the book by Becker, Huselid and Ulrich (2001)

makes the case for HR measurement to be linked to an organisation's strategic aims and values.

Their argument focuses on the need to create clear alignment between HR's own functional organisation, the
supporting HR systems and employee behaviours. This suggests a strong link between HR activity and

the development of a firm's human capital. While the authors stressed the need for strategic HR measurement,
use of the HR scorecard has been focused on the HR function rather than on the wider concept of human
capital. However, the idea of an HR scorecard has reinforced the need for business measurement of HR activities,

and it is also a relatively popular tool which many HR functions use to assess their own effectiveness.

The Human Capital Monitor®

Andrew Mayo, a member of the CIPD's steering group, has sought to identify the human value of the enterprise
or 'human asset worth' (Mayo 2001). He emphasises that people should be viewed as an asset rather than a
cost. The main challenges are:

e how an organisation should recognise the intrinsic diversity in the worth of its people and value it

e how to create a framework of people-related metrics as part of an organisation's overall performance

e how to quantify both the financial and non-financial value to stakeholders.

He stresses the need to obtain relevant and reliable data on these assets within the organisation before

attempting to publish it externally. The Human Capital Monitor provides a formula for calculating the human

asset worth of individual employees.

Figure 2: The Human Capital Monitor

People as assets People motivation People contribution
and commitment to added value

‘Human asset worth’ Measures The value added to
= employment costs x individual - how successful are we at each stakeholder
asset multiplier (AM) / 1,000 achieving commitment?
‘IAM’ = as a function of: e financial
o capability The work environment ¢ non-financial
I that drives success -
* contribution + - B
* potential o fuiuEe
.

values alignment
How good are we at:

 leadership
Maximising human capital o practical support
® acquisition - how successful e the VYOTKQTOUP
o retention are we? * learning and development
 growth - what drives  rewards and recognition
e exiting success?

Source: Andrew Mayo (2001)
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The human asset worth is defined as being equal to ‘employment cost x individual asset multiplier
(IAM)/1,000". This is a weighted average assessment of capability, potential to grow, personal performance
(contribution) and alignment to the organisation's values set in the context of the workforce environment

(ie how leadership, culture, motivation and learning are driving success).

As with many of the models described in this section, this is a tailored approach where an absolute figure

is not important. The process of measurement leads you to consider whether human capital is sufficient,
increasing or decreasing and highlights issues to address. Mayo is cautious in stressing the need to be careful
by not using too many measures and the need, instead, to focus on a few relevant enterprise-wide measures

that are critical in creating shareholder value or achieving current and future organisational goals.

The Human Capital Index®

Watson Wyatt Worldwide have constructed a survey of companies linking their key management practices to
their market value. Initially based on US research and then extended to Europe, the survey linked shareholder
value creation with evidence of critical HR practices. The findings, presented in Human Capital Index®: human
capital as a lead indicator of shareholder value (Watson Wyatt Worldwide 2002), concluded that four major

categories of HR practice could be linked to a 30 per cent increase in shareholder value, as detailed in Table 1:

Table 1: The Human Capital Index

pe

Practice Impact on market value
Total rewards and accountability 16.5%
Collegial, flexible workplace 9.0%
Recruiting and retention excellence 7.9%
Communication integrity 7.1%

K Source: Watson Wyatt Worldwide (2002) /

The four critical practices are:

e clear rewards and accountability that differentiate between high and poor performers
e a collegial and flexible workplace environment encouraging teamwork and co-operation

* 3 commitment to hiring and retaining the best people and development of recruitment practices

to support the firm's strategic aims



e alevel of integrity in communication strategy where goals are clearly stated and business processes have

a high level of transparency.

The methodology focuses more on a 'best practice' concept of value-adding HR policies than the 'best fit'
approach applied in the models presented thereafter. The survey, based on broad correlations and aggregated
data, doesn't provide the firm-specific context to assess a given organisation's human capital. Nor is it clear
whether high-performing organisations adopt these best practices or that these best practices lead to high

performance (ie demonstrating causality and direction).

The engagement model

The application of the engagement model that has been most widely publicised relates to research at Sears
Roebuck (Rucci et al 1998) which looked at the employee—customer—profit chain. In essence, the theory states
that if you keep your employees satisfied, they will help ensure that your customers remain satisfied, and your
customers in turn will ensure and improve your corporate profits. Sears' demonstration of these relationships

have been replicated in the UK in a number of organisations, including Nationwide (see case study on page 48).

Figure 3: The employee—customer—profit chain

A compelling place to work A compelling place to shop A compelling
place to invest
Attitude -

about

Return on

$ assets

Customer Operating
impressions margins

the job

-

Attitude Revenue growth
about
the company

Customer

retention

Drives Drives 0.5% increase in
5-unit increase in employee attitude ﬂ 1.3-unit increase in customer impression q revenue growth

Source: Rucci et al (1998)
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The result of this, as discussed by Paul Kearns in Measuring and Managing Employee Performance (2002),

is that the pursuit of employee satisfaction has become interlinked with the concept of HR strategy and business
alignment. Measuring and improving employee satisfaction for some companies, particularly in the retailing and
service sectors, has therefore become an important basis of organisational improvement. Employee attitude or
climate surveys have become a key measure of human capital, with a strong emphasis being placed on them in

companies such as Marks & Spencer and Asda.

Other organisations, such as Standard Chartered, Tesco (see case studies on pages 44 and 70) and B&Q
(see Matthewman 2003), have shown demonstrable links between employee morale and business metrics,
particularly at the business unit performance level (including shrinkage, absenteeism, employee theft and
customer profitability). More recently, Royal Bank of Scotland (see case study on page 57) has completed

innovative analyses of employee attitudes and business results.

The organisational performance model

In the early 1990s, Mercer HR Consulting assembled a research group of labour/organisational economists
and work psychologists to develop methods to measure the business impact of human capital practices in
organisations. As a start, the group conducted a review and assessment of documented empirical research

on the workforce drivers of organisational productivity. The review encompassed hundreds of studies in
economics, psychology, communications and general management, covering more than 1,000 organisations.
The work led to a model that explicitly linked human capital management to organisational performance and,

ultimately, shareholder value.
Figure 4: The organisational performance model

Business environment

@ a0ty assey
'S

Business Shareholder Decision-
design value making

Managerial

ets
25> structure

ures

Source: Mercer Human Resource Consulting (2004)



According to the model, which has been applied and tested in numerous organisations since 1994, a firm's

human capital strategy consists of six interconnected factors:

* people — who is in the organisation; their skills and competencies on hiring; what skills and competences
they develop through training and experience; their level of qualification; and the extent to which they

apply firm-specific or generalised human capital

e work processes — how work gets done; the degree of teamwork and interdependence among

organisational units; and the role of technology

e managerial structure — the degree of employee discretion, management direction and control; spans

of control, performance management and work procedures

e information and knowledge — how information is shared and exchanged among employees and with

suppliers and customers through formal or informal means

e decision-making — how important decisions are made and who makes them; the degree of

decentralisation, participation and timeliness of decisions

e rewards — how monetary and non-monetary incentives are used; how much pay is at risk; individual

versus group rewards; current versus longer-term ‘career rewards'.

Each of these factors plays out differently within the context of each organisation, creating a unique corporate
'DNA'. In practice, for many organisations these elements have been developed piecemeal, so there is no explicit
human capital strategy. Lacking explicit co-ordination, the potential for serious misalignment is strong. As such,
it is likely that human capital is not being optimised — creating real opportunities for substantial improvement in
returns. Identifying those opportunities requires disciplined measurement of the organisation's human capital
assets and the management practices that affect their performance. Mercer's statistical tools, including Internal
Labour Market Analysis® (ILM) and Business Impact Modelling®, allow detailed review and identification of the

unique drivers for a given organisation (Nalbantian et al 2004).

The ILM draws on the running record of employee and labour market data to analyse the actual experience of
employees, rather than stated HR programmes and policies. Specifically, the ILM maps the flow of individuals
into, through and out of an organisation over time and estimates the drivers of these movements. It addresses
such questions as who gets hired; who advances; how is talent developed and how are rewards distributed.

It draws a quantitative picture of what workforce capabilities, behaviours and attitudes are most valued within
the company and are being retained. So it can help identify gaps between what is required in the workforce to

support business goals and what is actually being delivered.
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Business Impact Modelling focuses explicitly on the business rather than workforce outcomes. It involves a family
of statistical tools to link workforce characteristics and management practices directly to performance measures.
In its richest form, it can be applied to quantify the performance model above and estimate specific weights on
the human capital drivers of performance. In doing so, it seeks to highlight those that will have the greatest

impact and therefore the best returns on investment.

Section summary

In this section, we've presented a number of theoretical frameworks that organisations use to help them define
and measure their human capital. These frameworks help to classify and communicate what can be

a complex set of issues, concepts and measures. The choice of framework very much depends on circumstances

and preferences.

Many organisations have also developed and implemented their own models for human capital measurement.
The final section of this Guide presents case studies and includes some company-specific models, as well as

applications of some of the frameworks presented in this section.

Once you've set human capital management in context within your organisation and selected and developed

an appropriate framework for measurement, you can get started with Step 2.
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Step 2 — Getting started: gathering and collating the
data

Gathering and collating human capital data requires an understanding of type, analysis and use. This section
provides guidance on the different categories that might be reported on, the sources of the data and relevant
timelines. Once the relevant data have been identified, you can build a measurement platform and start to
interpret the information. And when this has been achieved, you'll be ready to demonstrate the connection

between human capital management practices and business objectives and performance.

1 Gather the right facts

Many decisions about human capital management rely on common sense, perceptions, assumptions or so-called
'best' practice. Those decisions can involve thousands of pounds invested in implementing a new training
programme, or the move towards using more part-time employees to reduce staff expenses. But evidence is
mounting to show that these types of facts will not consistently help you, nor will they — or should they —
convince senior management that this is the right thing to do. High-quality and high-impact decisions need to

be based on reliable and relevant facts, the ‘right facts' (Nalbantian et al 2004).

Gathering the right facts entails looking beyond what people 'say’, and considering what they actually 'do".
Attitude surveys or executive interviews are a rich vein of information, providing data around employee
engagement, motivation and development needs, but this must be matched by observation of what happens

in practice. Often, there's a discrepancy between perceptions/intentions and reality. Employees' stated preferences
in attitude surveys about, say, benefits or their intention to leave or stay with the company don't always reflect
how those employees will behave when faced with real situations. It's essential to look at the actual behaviours

of employees over time to inform your human capital decisions.

Facts about your workforce can be drawn from multiple sources of data and their value will vary depending on

how they're used. There are two basic types of employee data:

e perceptual — attitudinal or qualitative information, typically collected via interviews or surveys

e archival — based on historical records; this includes employee history, financial or operational data,

customer records.

Time is another critical element. Data can be captured as snapshots at a particular point in time or can be
assembled as a running record over time — so-called longitudinal data. Only by looking at data over time are
you able to answer questions about, for example, the pace of career progression or pay increases, or measure

the impact of a new programme on employee added value. The approach that should be taken depends on the
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particular purpose for which the data will be used. But, as a platform to support management decision-making

and human capital reporting, there is greater power in using longitudinal data.

Several criteria can be considered to determine what data an organisation should collect. It's important to
recognise whether the data collated is adding information and value or whether they are simply creating
overload or 'noise’. The following sections will guide you through the process of assessing and collecting

the right data.

Many organisations will form a project team to carry out this process. As well as HR professionals, the input of
line managers and those with IT and finance expertise will help to ensure a robust measurement platform is

developed.

2 Assess the data sources and information systems

Many organisations have serious concerns about the quality of their existing employee data and are unsure

of its suitability for undertaking human capital measurement and reporting. But existing HR information systems
are often an under-utilised resource and can contain a wealth of readily available data, capturing facts about the
employees over time. Advances in modern technology and workforce analytics now enable companies to use

their existing HR information and databases more effectively.

In the process of gathering and reviewing information, you'll need to work closely with your human resource
information system (HRIS) experts. You need to start by asking basic questions:

e What are the software packages or vendors currently used?

e Over what period of time have existing systems been in place?

e Do they differ by geography, by business unit, by division?

e What amount and type of historical employee data is available?

e Have there been any major organisational changes, such as acquisitions, that might affect the consistency,

comparability and continuity of data captured?

e |s the measurement initiative enterprise-wide or does it have a specific focus, eg key employee segments,

line of business, function, geography?

Answering those questions early on will help you to determine your critical elements. You need to assess the
feasibility of the measurement study you're contemplating. Unless data is still on paper files, you should feel
confident you can move ahead. The amount of historical data is also critical. Experience suggests that a

minimum of three years and at most five years of employee data is optimal.



It's important in this phase to define the scope of the study. You might want to conduct human capital
measurement throughout the whole organisation and for all employees — although for most global or even
national companies, you're likely to discover that systems are not identical across locations or units. In that case you
might want to start with a specific country or unit. A pilot will enable you to test the analysis, demonstrate the

results — and value — and will provide a template that you'll be able to extend to other parts of the company.

You could decide to focus your analysis on specific people or business issues that will affect the nature of the
data you need. It might be the promotion of equal employment opportunities, identifying the cause of

employee turnover or improving the productivity of your sales force.

Once you've clarified the feasibility, scope and focus of your analysis, you can identify and collect the

relevant data.

3 Identify and collect the relevant data

The list below presents the examples of sources and the types of data that might be collected to support human
capital reporting. There are two caveats. First, depending on the scope and the issue you're trying to address,
you'll need to select which data is relevant for your organisation. Second, very few organisations — if any — will
have all of those data sources and categories available. So you'll need to focus on collecting relevant and reliable

data today and identify those areas you will need to capture or harmonise in the future.
Three broad categories of data can be used for human capital measurement:

e HR practices and workforce data
e performance data

e external data.

We describe the data sources, recommend timelines and provide examples for each category below.

HR practices and workforce data

HR and workforce data is the 'must have' for human capital reporting. Compiling and analysing this data will
enable the organisation to understand the characteristics of its workforce, measure the effectiveness of its
people policies and assess the value of its human capital assets. It will provide a fact-based platform for making

many essential human capital management decisions.

e Data sources: HRIS (eg PeopleSoft, SAP, custom system), payroll systems, ancillary systems

(eg training and development, performance management), employee surveys.
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e Data elements:
HRIS and payroll data on the workforce:
- demographics, eg age, race, gender
- status, eg full-time vs part-time, fixed vs temporary
- job history, eg length of service, job title, job level
- availability, eg sickness days, absence, holidays
- compensation, eg base salary, bonus, benefits
- mobility, eg transfers, international assignments
- organisation and management, eg business unit/function/structure.
Complementary workforce data:
- performance management, eg performance ratings, promotions, high-potentials
- training and development, eg training courses, training assessments
- skills and competencies, eg skills, languages, assessment centre ratings
- education, eg academic level, graduate/postgraduate qualifications
- pre-employment, eg recruitment source, years of prior experience
- succession planning, eg number of replacements identified.
Perceptual data:
- employee survey, eg satisfaction, engagement, attitudes, intention to quit
- exit interviews

- executive interviews.

Performance data

The second type of data relates to business performance, ie a mixture of financial, operational and customer
information. By connecting workforce information to performance outcomes, you'll be able to assess the impact
of your human capital management practices on the business and provide a basis for making human capital

investment decisions.



e Data elements: While the actual performance data and measures tracked will be specific for each industry,
company and even for each of its business lines, there are three categories of performance outcomes to

consider:
- financial data, eg revenues, net income, economic profit, profit margins

- operational data, eg calls abandoned (call centres), customer waiting times (retail), new accounts

opened (financial services), patient care (healthcare)

- customer data, eg customer satisfaction, customer retention, customer service ratings.

External data

External data can also provide valuable insights to help determine how successful your policies and practices

are likely to be in the face of competitive market conditions.

Labour market data, such as local unemployment rates and/or industry salaries, will influence both the
availability of skills and the ability to buy necessary talent.
Industry or market data, such as market share or industry volatility, will allow you to control for external

influences that might mask the impact of human capital management practices.

External data can be gathered through public sources or private providers, which encompass national statistics,

labour force surveys, industry reports or compensation data.

We would distinguish between the use of external data as inputs to the analysis and benchmarking the
outcomes of the analysis across organisations. There's more detail on benchmarking in Step 3 — Measuring

human capital: tools and methodologies.

Once you've identified the relevant categories of data, you're ready to move on to the collection phase.

Based on your preliminary audit, you should now be able to specify the list of the data elements you require.

4 Build the human capital measurement database
The building process involves the data acquisition, data 'cleaning' and the transformation of data. This is a
rigorous process which will call on the skills and close collaboration between your information systems experts

and HR professionals.
The 'cleaning' of data will ensure that the format of the data you've received is:

e consistent, eg are the date formats similar across files?
e reliable, eg do business-unit headcounts add up to the total company headcount?

e complete, eg are there any 'holes’ in the education data?
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The data you receive will also come in a variety of formats and will use a variety of applications. They might be
in numeric files, in text files, or stored in databases. You'll need to convert them to a similar format to enable
the integration to a single data platform. There is a variety of software you can use for this, including

programming and statistical applications such as SPSS® or SAS®.
How the data collection, acquisition and build come together is illustrated in Figure 5.

Figure 5: Building a human capital measurement database
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Source: Mercer Human Resource Consulting (2004)

Once the data has been integrated and checked for reliability, you can get started with the analysis. Larger

organisations are increasingly setting up a project ‘workforce analytics' unit or 'HR metrics' team. Step 3

describes workforce analysis and measurement techniques in detail.
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Step 3 — Measuring human capital: tools and methodologies

Once you've identified and integrated the various sorts and sources of human capital data, the next thing is
to bring the relevant pieces of disparate data together for analysis and forecasting. This section goes beyond
presenting statistical methodologies to help you interpret and communicate the results internally and, most

importantly, select the few, key metrics to guide your people management decisions.

Where are you in the spectrum of measurements?

There's a broad spectrum of assessment and measurement techniques and sources of information available to
organisations today, ranging from anecdotes to more complex efforts at determining causality and forecasting
outcomes, as illustrated in Figure 6. The technigue you currently — or will decide to — use will influence the value
and business impact of human capital reporting in your organisation and its reliability for making essential people

and business decisions.

Very few organisations are able to immediately introduce the type of sophisticated data and analysis required to
simulate and forecast the business returns on human capital investments on the right of Figure 6. But many
organisations are now progressing in that direction, from fairly ad hoc and disjointed data to producing a more

integrated platform for effective human capital reporting and decision-making.

Figure 6: The human capital measurement spectrum
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The weakest sources of information are corridor anecdotes: 'She's really good!" or ‘That initiative worked well in
XYZ division.' These can generate an initial interest in human capital data, but there is generally little or no objective

assessment. They are highly subjective and potentially biased and unlikely to form a reliable basis for action.

The next level, reactive checks, includes one-off studies, typically immediate reactions to potential or real issues.
An equal pay audit might fall into this category. While informative and useful to address the issue at stake, such
measurement rapidly falls out of date and loses its context, given its 'snapshot' type of analysis. So, if an
organisation finds that average female pay is 20 per cent below average male pay, this tells the organisation

little about the causes of the gap and how it can be addressed.

The third level, ongoing reports, such as on performance and absence monitoring, provide internal
benchmarks and some basis for human capital measurement. Yet, typically, reports are dependent on
consistency, agreed common criteria, effective implementation and application. They often don't capture
underlying relationships within the data and can be administered with little control or quality assurance,

so this can also create inaccurate or potentially biased information.

The fourth level — benchmarking — can be applied both externally and internally. External benchmarking

is typically used to compare HR and management practices across companies, either within industries or against
recognised ‘high performance companies’. The motivation of external benchmarking is to establish ‘best
practice’ standards that companies will aim to match or replicate within their own organisational environment.

External facts can alert you to innovative practices which benefit your organisation.

They certainly provide a sense of direction and a guide to how well your organisation stacks up against the

competition.

But copying the practices of one organisation might not deliver the same results for your own company.

For one, your business context might be very different and almost certainly there is no guarantee that your
management and employees will respond and behave in the same way as another organisation. For example
what does it mean if an organisation has a staff turnover rate of 10 per cent. Is this good or bad? Depending on
the context, a company might want a higher turnover rate to bring new blood and new ideas while for another

company this might highlight a problem in retaining labour.

In many cases relying on industry or external benchmarks can be misleading. Benchmarking studies rely on
normative datasets, based on self-reporting and aggregated conclusions. There is a danger that self-reported
data may be erroneous and that aggregation may blur differences — and hence the value of the information for

your own organisation.



When focusing internally, benchmarking can be particularly useful to analyse activity costs where a given
function or operation is conducted across many locations or geographies. Internal benchmarking

can provide insights into how effectively the workforce is managed and deployed. By using activity cost analysis,
the cost of labour can be directly linked to operational outcomes such as business performance or customer

value. However, it's often difficult to maintain the currency of the data and for local management to accept

common definitions and findings. Care is needed to ensure both sample size and sample matching are effective.

The fifth level — correlation — sets out to show statistical links between two or more given variables,

for example, employee morale and customer service and satisfaction.

The difficulty with correlations is that they reflect association rather than causation but are often mistaken

for the latter. For example, it has been noted in the US that there are higher crime levels in areas with more
churches. One might conclude, therefore, that religion creates more crime but the reality is that more churches
were erected in deprived urban areas in the last century. Simple correlation doesn't distinguish between these

two explanations.

The most powerful reporting methodologies look to determine causality in order to identify the key human
capital drivers of performance and predict and forecast the impact of people strategy interventions.
This then allows modelling of potential changes and their likely results. While this is relatively new for HR, many

other management disciplines already do this.

Establishing causality and testing hypotheses
At the heart of this process is the need to test hypotheses to establish causal relationships. As Nalbantian et al
(2004) note in Play to Your Strengths, establishing causality is always a challenge — for example, how do you know

that your reward system will drive better business performance? At a minimum, three conditions must be met:

1 A simple correlation must first be found, ie two or more variables are linked. This might be,

for example, that higher business unit results are linked to staff bonus payouts.

2 Any change must precede the outcome. In our example, this means that the increase (or decrease)
in bonus payments must precede the increase (or decrease) in business results. This is why historical data
is more valuable than snapshot surveys. Time matters, since many of the most important drivers of
employee behaviour and their relation to performance can't be understood unless they are measured over

time. The good news is that your employees are creating this running record of critical events every day.

3 This concerns statistical controls. Multiple factors may be influencing the variable of interest, so it's
important to account for their effects when assessing the effect of any one factor. A rise in business

performance might be linked to more favourable economic conditions rather than solely reflecting the
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impact of a new bonus scheme. This is where external data comes into play. Good statistical models

can draw on both experience and research in relevant disciplines to determine the appropriate control

variables and to specify how the variables relate to one another.

Once such models are specified, they can be used to test hypotheses about these relationships and determine

the magnitude of impact. The direction of causation is important, but not enough to make good decisions.

Your analysis might reveal that spending more money on bonus programmes improves business results. But,

unless you know how large the return on investment is, you won't be able to decide between the competing

human capital investments that you can make.

The following example illustrates the three fundamental steps in establishing causality and in demonstrating,

for example, that staff bonuses drive corporate performance.

Figure 7: Hypothesis testing: do bonus payments drive business results?
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Analysing the data, both qualitative and quantitative, will allow you to review scenarios and test hypotheses.

This means going beyond producing data to providing ‘what if?" calculations for particular people management

practices and their potential return on investments. But collating and crunching a mass of workforce data will be

of little use if insufficient time and focus is spent on their interpretation.

Interpreting and communicating the results internally

We've emphasised the importance of relying on facts to make essential human capital decisions. At the same

time, we'd stress that no decision should be made on the analysis of results alone. 'Reality checks' need to



confirm that the human capital data and measurement reflect what is really happening inside your organisation.
If results are at odds with what you were expecting, it will be critical to understand why. The juxtaposition from
myths and realities will be in many cases revealing. Uncovering the root causes of this gap will help you take the

right decisions.

Consultation and involvement, ie of line managers and employees, in scoping, gathering and using data is

critical to ensure it reflects the reality of day-to-day operations and value-creation in your organisation.

Once you're comfortable with the reliability of the results, spend some time with your project team to discuss
the findings, the outcomes from the hypothesis-testing and your first read of the implications for the business.
You generally need to gather the inputs from business leaders at some stage during the project and we strongly
encourage you to involve them early on in the process, highlighting key issues to address and building

understanding and ownership of the outcomes.

Presenting the results of your human capital analysis is also an important aspect of gaining the support of your
business managers. As we see in the Royal Bank of Scotland case study on page 57, instead of just pages of

detailed statistical analysis, they needed answers to a few basic questions:

e What does the data tell me?

e What do | need to improve?

e What are the issues to watch?

e Are there any major challenges I will have that will prejudice the performance of my business unit?

e What investments in my human capital will generate the best returns?

In response to these concerns, Royal Bank of Scotland and other leading organisations have found that
presenting their results as a graphic diagram, scorecard or measurement dashboard targeting the key areas
to improve, is very effective. The case study section provides illustrations of a number of possible internal

reporting formats.

Once you have a record of data and areas for improvement have been identified, quantify your key targets
wherever possible. For example, these might be to reach a specific level of employee engagement, to decrease
the ratio of full-time to part-time employees or to hire a specific number of technical specialists to meet business
needs over a given period of time. Quantitative results, measurable targets and 'high-impact' recommendations
are most likely to convince your line managers, finance director or chief executive, win their buy-in and

encourage them to take action or unlock the necessary budgets. We recommend that you track and report your
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progress against objectives on a regular basis, monthly or quarterly, to ensure that you keep your internal

stakeholders engaged and to show that you deliver on your promises.

Selecting, monitoring and reporting the key metrics

Research proves, and case studies illustrate, that there is no 'best-practice' set of measures that are relevant for all
organisations' internal reporting. There are several reasons for this. An organisation's context is unique and so are
its human capital strategies, business needs and therefore its people management priorities and practices.
Depending on its strategy or the issues an organisation seeks to address, the corresponding metrics and targets

for success will differ.

There may well be differences in application in different parts of the organisation. If companies merge to
maximise economies of scales, and/or diversify the business or geographical portfolio, this will have an impact

on human capital management and measurement. Such companies need to strike the balance between common
people management practices and specific local practices that will reflect the unique nature of each business and
its people dynamics. Likewise, some measures may be more significant or critical to given groups of employees

than others. Metrics and targets will need to reflect those differences.

As we've emphasised so far, your internal reporting should present the few most appropriate metrics to drive
human capital management. In deciding which of these measures to use and report, you should assess them in

the context of your own organisation and its objectives. Ask yourself:

e Are the measures relevant? Do they respond to business needs and seek to maximise the people

contribution to the business?

e Are they useful to managers? Reporting the frequency of employee transfers might be irrelevant for

the day-to-day management of a call centre, for example.

e Which measures are common across the organisation? Which are specific to each business, geography

or employee segment?

e Are they associated with measurable targets that can be tracked and reported on a regular basis?

How often should they be reported and to whom?

e What's the expected trend (direction) and required change (magnitude) over what period of time (strategic

vs tactical)?

e Are the high-impact human capital priorities accompanied by tangible recommendations and clear

guidance on the 'how to'?

e Can | provide a return of investment figure for a specific human capital programme/initiative?



Answering these questions will help you select the most appropriate measures for internal reporting. However, the
metrics you report to external shareholders might differ. Your HR and business leaders need targets and tactical
steps to enhance the contribution from people to the business. Your shareholders want to see evidence of how

well you're managing your workforce to support your business strategic objectives and what value is delivered to
the business.

In Step 4 — Reporting the data: from internal to external reporting, we highlight the rise of external reporting

requirements, what type of information investors expect, and recommend a framework for external human

capital reporting.
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Human capital reporting

The rise of external reporting requirements

The AfP task force, headed by Denise Kingsmill, was set up by the DTl in January 2003 to look at human capital
management and external reporting. More specifically, the task force's mission was to review the performance
measures currently used to assess investment in human capital, consider best practice in human capital reporting

and champion the business case for producing such reports.

The task force released its report in October 2003, and represented a significant step on the road towards the
legal requirement for employers to report on human capital management in their OFRs. The express purpose of
the reviews is the provision of information to shareholders that will allow an informed assessment of the
company's operations, financial position, future business strategies and prospects. The AfP task force's view —
and recommendation — was that human capital management has a direct impact on performance and should

therefore be included within this main reporting vehicle.

Many private sector organisations already prepare OFRs to accompany their annual reports, while in the public
sector, government departments and agencies have been doing so for the past two years. The independent OFR
Working Group, led by Rosemary Radcliffe, was set up to develop guidance on information directors should

disclose in their OFRs. Its consultation paper was issued in June 2004.

The response from the DTl to the AfP recommendations, the Company Law Review and the OFR Working
Group was announced in May 2004. The Government published its Consultation Paper on Regulations

for Company Reporting, aimed to 'strengthen corporate Britain and boost confidence in the UK business'.
Under draft Regulations, it will be mandatory for all quoted companies to produce an OFR for their shareholders

from January 2005 onwards.

What should OFRs include?

The Government proposes that OFRs should provide shareholders with details of the company's objectives,
strategy, past performance and future prospects, including:

e jts policy towards employees, customers and suppliers

e its impact on the environment

e its social impact

e jts impact on the wider community.



The OFRs will have to consider information about employment policies and practices which, the Regulations
recommended, should be evaluated using the AfP task force's report on measuring human capital
management. But it will be left to directors to decide what specifics should be included, using the more detailed

recommendations of the AfP task force as a guide.

The Government plans to review how effectively OFRs are working — including human capital management

reporting — in five years' time.

The AfP recommendations
As most organisations are at an early stage with human capital management and reporting, the AfP team
has opted for an evolutionary approach. Indeed, the task force explicitly rejected any specific measurement

approach. Rather, it recommended a broad framework that companies should use in drawing up their reports:

e Present a strategic focus, spelling out the alignment and 'fit' of the people strategy with the business
objectives, showing the link between human capital management practices and business performance,

and specifying the key themes and priorities in the HR strategy for generating value through people.
e Provide information on workforce practices in five areas:

- the size and composition of the workforce — this might cover the size of the workforce and the
strategic trends; its profile in terms of age, gender and ethnicity; the balance between part-time

and full-time employees; and the extent to which the organisation is dependent on external labour.

- the retention and motivation of employees — this might review levels of staff turnover; the level of

employee engagement; and buy-in to the strategic direction, aims and values.

- skills and competencies necessary for success, and training to achieve these — this might indicate
whether the organisation is nurturing and developing the skills it needs to support the strategy.
For example: How does its skill base match current and future business needs? Is the skill set changing?
How does training and development contribute? Does the organisation have a talent strategy? How

successful is the programme?

- remuneration and fair employment practices — for example: How successful is the remuneration policy
in contributing to business performance? Do incentives support the business strategy? How is non-
financial performance rewarded? How does the organisation satisfy itself that it doesn't discriminate

unfairly in pay or employment?

- leadership and succession planning — this might address the sustainability of performance through
leadership and succession planning; the necessary leadership skills and characteristics needed to

implement the business strategy; whether existing managers have these skills and characteristics; the
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initiatives in place to develop future leaders; the role of external recruitment; and the current state of

succession planning.

¢ Human capital management should be balanced and objective, following a process that is

susceptible to review by auditors - this implies:

- breadth, in applying to the whole workforce, not just one segment
- balance, in looking at various human capital factors at play

- covering historical and future trends

- being accurate, robust and verifiable.

e Reporting should provide information in a form that enables comparison over time:

- using commonly accepted definitions where available and appropriate.

e Directors of companies producing OFRs should include information on human capital

management or should explain why it is not material.

In terms of actual metrics to report on, the task force recommends that individual organisations determine which
measures are appropriate for them, as any prescribed indicators or metrics might fail to capture the links between
human capital management and performance that are critical in individual organisations. At the same time, the
task force is hoping that the emerging consistency of approach could improve comparability and reliability and

provide a common framework that companies might find helpful, for example, on an industry basis.

What kind of information are investors or external agencies expecting?

The CIPD has been working with a number of professional bodies to develop guidelines on the relevant issues.
Our understanding is that investors and financial analysts are looking for a range of information that integrates
human capital into their assessment of an organisation's performance and hence its valuation. More specifically,
they reported they would like to see information on:

e the profile of the workforce and its diversity

e senior executive remuneration

e the quality of leadership and management strength

e how well labour costs have been managed over time

e evidence of a coherent, robust people strategy which is mapped to the stated business strategy for the

next three years



e evidence that current people management practices (especially regarding acquisition, motivation and

retention) are affecting organisational and business performance
e current and forecasted returns on people investments for the next three to five years

e the valuation of current human capital assets and future investments, especially in major corporate

decisions such as mergers and acquisitions

e comparator listings in financial league tables — such as industry, FTSE or analyst ratings (eg Standard

& Poor ratings).

The CIPD external reporting framework
The recommendations from the AfP task force, combined with investors' expectations, provide a multitude

of choices as what to report and how to organise and structure your report on human capital management.

The CIPD has set out a framework to help organisations with their reports. The proposed external reporting
framework shown in Figure 8 draws on extensive research and evidence from companies investigating the
impact of people management practices on business performance to demonstrate that human capital is at least

as important as financial capital in generating success.

Figure 8: Proposed external reporting framework
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Source: CIPD (2003)
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The CIPD stresses the importance for external reporting to provide a holistic, future-oriented account of human
capital management that is supported with reliable facts and robust analysis. More specifically,

we recommend that organisations report on the following components:

1 Human capital strategy
Reporting should start with the firm's strategy statement, highlighting its approach to the acquisition,
development, management and performance of human capital. It should outline its vision for the

contribution of human capital in relation to future opportunities and challenges.

2 Sections on acquisition and retention, learning and development, and human capital management
These three sections should provide evidence on how organisations acquire, develop, manage and retain
human capital, which will be specific to each organisation. The evidence should be supported by

a balance of qualitative and quantitative data, accompanied by adequate explanations.

3 Information on human capital performance
The organisation should provide details of the effectiveness and performance of their human capital and
human capital management policies and practices, to indicate how well their strategic objectives are being

achieved. This information should be drawn from a mix of qualitative and quantitative data.

Each category should include both a narrative plus a menu of key and discretionary indicators, explaining the
organisation's approach to the area of activity, any difficulty they need to overcome specific to their operating
circumstances, and the strategy for the development of the policy. Although such a framework provides only

snapshots, a succession of reports would provide an indication of trends and changes over time.

The CIPD's Change Agenda (2003) provides further details of the recommended framework for external
reporting and includes examples of possible measures as well as practical guidance on how and what to report.

It also provides a list of indicators which organisations might decide to include in their reports.

Comparability and flexibility of external reporting

The question of the comparability and flexibility of human capital reporting has been one of the most debated
issues in task force discussions and consultation. Most recognise that the more comparable human capital
management information becomes, the greater the utility for shareholders in assessing trends over time and
across organisations. At the same time, measures that are relevant for one sector and organisation may be much

less useful in another. In fact, they may not even be comparable between sectors.

The CIPD has addressed this issue by developing a set of primary and secondary indicators. Primary indicators

could be indicative of the investment and return on human capital in all or most circumstances, while secondary



indicators might be used to explain key data or be indicative of particular operating and environment

circumstances.

Forthcoming requirements to report on human capital management in OFRs present a serious challenge
to the UK HR profession and its capability. Clearly those in HR need to take up this challenge. If they don't,

others such as those in finance or corporate strategy will. And external reporting will be impossible without

an effective internal reporting procedure. Step 5 sets out a route map of the journey towards human capital
reporting.
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Who should be involved?

One of your first tasks is to get a clear understanding of who 'owns' human capital and its reporting in your
organisation. In other corporate disciplines such as finance, marketing or production, it's clear who is
accountable for what. This is not the case with human capital. Human capital and the people strategy
encompass the whole organisation — the chief executive, the senior management team, line managers, staff

and all the various functions.

While the HR function may be the likely catalyst in human capital reporting and most certainly needs to

take up the challenge, the most successful examples of human capital management and reporting are

those involving cross-functional human capital teams combining HR, finance, line managers and corporate
communications. A recent Conference Board research report (Gates 2003) also points out that this wider
community not only has the required mix of skills, but also that engaging other managers in the collation and

analysis will help to ensure more likely acceptance of meaningful metrics by line managers.

The AfP task force makes it clear that ultimately the chief executive should be held to account as investors and
stakeholders seek the assurance that their organisation's human capital is being effectively deployed and

nurtured for the future. This is why board-level commitment and involvement is so important.

What is beginning to emerge is a new science of human capital management, with practitioners versed in analysis
and measurement to complement traditional HR skills. These individuals are combining skills and knowledge from
labour economics, work psychology, corporate strategy, financial and statistical modelling. A number of them

have been providing input and expertise to the CIPD group that has helped to develop this Guide.

Al of this is producing a 'harder’ side to people management. HR professionals should take advantage of these
changes to become more strategic and to develop into true business partners, aligning human capital interventions
to future business objectives. But, for these changes to take place, we face a major education and communication
task. HR needs to take the lead in explaining to stakeholders — both inside and outside the organisation — what

human capital is, how it affects business results and how its return on investment can be calculated.

Research published by the CIPD in Evaluating Human Capital (Scarbrough and Elias 2002) has shown that a
virtuous circle (Figure 9) is generated by organisations committed to effective measurement. The research shows
that the measures are in some ways less important than the activity of measuring and of continuously

developing and refining the understanding of human capital and its links to business performance. By linking



management to measures, measures to reporting, reporting to management, these companies are beginning
to build the credibility, information flows and knowledge necessary to embed a human capital perspective

in management and measurement practices both at HR and top management level.

Figure 9: The virtuous human capital circle

Reporting human capital

Developing credibility Generating information

T S R Measuring human capital

Building knowledge
Source: CIPD (2003)

Embarking on the human capital measurement and reporting journey
Organisations often refer to human capital measurement as a ‘journey'. Some companies have developed
sophisticated human capital models measuring the return on human capital investments, while others are

assessing the added value from HR by tracking measures of the HR function's effectiveness.
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This journey can be seen as a continuum from HR effectiveness towards full human capital management,

as shown in Table 2.

Table 2: The human capital measurement journey

HR function
effectiveness

People process
effectiveness

Human capital
valuation

Human capital
measurement

Human capital
management

Measure HR activity,
eg
cost metrics

volume metrics

service metrics

efficiency metrics

® Measure people
process effectiveness,

€g
- attraction and
retention

volume metrics

- service metrics

efficiency metrics

e People contribution
to company value, eg

- human asset worth

- people motivation
and commitment

- people contribution
to the added value

e People ' element of
the balanced
scorecard, eg

- translate ‘people’
strategic goals into
metrics, targets and
initiatives

e ROl/impact on
bottom line, eg ROI
on people
programmes

causal links between
human capital and
business
performance

e Strategically focused
areas of human
capital management
reporting, eg

size and composition
of workforce

retention and
motivation

skills and
competencies

- remuneration and
fair employment
practices

leadership and
succession planning

é Increasing sophistication of approach

The column on the left illustrates the metrics HR managers use as a means of justifying the effectiveness of the

function. In the main, these tend to be activity measures — the number of calls handled by the HR service centre;

the length of time to respond to requests; or the satisfaction from internal customers. HR effectiveness is

defined as the balance between the service expected and received versus the cost of delivery. This approach

helps build appropriate service-level standards. However, using HR effectiveness as a proxy for human capital

measurement is misleading, as it implies human capital is inwardly focused on the HR function.

A more useful positioning in the second column is to consider the wider people strategy and to what extent the

people processes in place are effective in meeting key HR and business objectives. If the talent management

strategy places an emphasis on building rather than buying talent, what is the ratio of external vs internal hires?

So the second window in the journey reflects organisations actively tracking the effectiveness of key people

processes and their alignment to business objectives.



The third column introduces the concept of valuing human capital, a function of people capability, potential,
contribution and alignment to organisational values. This step on the measurement journey enables organisations
to quantify the value added by their human capital assets and the true costs of issues such as excessive labour

turnover and absenteeism.

The fourth column sees human capital being measured and reviewed alongside other strategic measures
to ensure a focus and balance in consideration. For many organisations, the use of balanced scorecards has
provided a useful reporting and communication tool to address financial, customer, innovation and people
management in an integrated way. Scorecard reporting, in the main, is a historical reporting mechanism,

although it can be used to set future, usually short-term, goals.

Effective human capital measurement should enable organisations to: demonstrate causal links between people
practices and business performance; differentiate the return on investment of specific projects;

and ultimately, predict the value-added impact of the change programmes. At this point, human capital
measurement begins to pinpoint key drivers that are currently adding (or destroying) value, identifying those

necessary to deliver the future strategic goals of the organisation.

Equipped with robust measurement techniques, organisations can move towards full human capital reporting,
illustrated in the fifth column. The reporting should present the organisation's human capital management
strategy and practices in key areas, and be supported by quantitative and qualitative information. Measures

reported should reflect past performance and incorporate a future dynamic.

Obviously, we recognise that organisations are at various stages on this journey. The guidance we have

set out in the Guide, from human capital frameworks to data collection and analysis and to human capital
measurement techniques and reporting will hopefully help you to move on along this continuum. Yet are ready
to emback on the journey!

Strategic summary
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Case studies

The following case studies present some good examples in the area of human capital measurement and
reporting. More particularly, they show how organisations have used their people and performance

data to drive business performance.

Case study 1

| Human capital reporting
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Standard Chartered Bank: Engaging employees to drive business
performance

Business challenge

Standard Chartered is one of the world's most international banks, employing 31,000 people from 79
nationalities in over 500 locations spread in 56 countries across Asia, Africa and the Middle East as well as the
UK and the Americas. The bank serves both consumer and wholesale banking customers and aims to be the

'right partner' for its customers.

E. Mervyn Davies, the Group Chief Executive, recognises the importance of effective people management as
a key source of strategic strength and competitive advantage: 'In the banking industry, our customers are
ever more demanding. We will develop a competitive edge through our people — through their relationships
with our customers in working together to deliver superior service and by applying their wealth of talent and
skills to add value to customers in complex markets across borders. That's why Standard Chartered Bank has
long recognised the importance of effective human capital management. Our ability to attract the best talent,
position people to make a difference to our business each day and engage them to give their best
performance drives shareholder value and long-term growth' (cited in Accounting for People Task Force,

2003).

Standard Chartered has established a range of processes and benchmarks to measure and enhance the
contribution of its employees. Considerable work on human capital measurement allows a greater

understanding of the difference that talented and motivated employees make to the business.



Human capital measurement in practice

Standard Chartered's Human Capital Roadmap

The bank has developed a clear people agenda, set out in the Human Capital Roadmap (Figure 10).

The core of the roadmap has five areas of focus to drive business performance, which are supported by key

people processes and interventions. This ensures an integrated approach to human capital management.

These areas are then applied appropriately to ensure the alignment with specific business objectives. Standard

Chartered's Human Capital Roadmap provides a common and consistent framework for people management

policies and practices across the group.

Figure 10: Standard Chartered’s Human Capital Roadmap
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Source: Standard Chartered Bank (2004)
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Engaging employees to build business performance

Employee engagement is an integral part of Standard Chartered's approach to building a strong culture to drive
business performance. In 2000, the bank introduced the Q12 engagement survey (developed by the Gallup
Organisation) covering 12 factors that underpin a productive and stimulating place to work. In 2002, the bank
researched and introduced an additional ten questions to assess the work climate within the organisation and
three questions to ensure effective follow-through on action plans. In 2003, the survey covered 53 countries,

with 95 per cent of employees responding.

Business impact and value creation

Established research has demonstrated a powerful link between engagement (Q12 scores) and business
outcomes. From 2001 to 2003, Standard Chartered conducted an internal study across several markets to
understand the business impact of engagement within the bank's branches. The study was a collaborative effort

between the HR and the consumer banking functions.
Consumer bank branches with highly engaged employees experience:

e greater deposits growth

e greater profit margin growth
e greater revenue growth

e greater productivity

® less 'shrinkage'

e greater employee loyalty

e greater likelihood of achieving above-average customer satisfaction ratings.

Figure 11: Business impact of engagement
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The key is dialogue and effective follow-through

The bank is committed to maximising the contribution of increased employee engagement on business
performance. In order to achieve this, Standard Chartered goes beyond the survey results — improvement

is rarely achieved through pure measurement! The bank has established a process by which teams agree and
implement actions that help build a high-performing culture, supported by regular reviews. The bank emphasises
that improvement is achieved by dialogue within teams to identify the areas that need focus in order to drive
engagement and follow-through of action plans agreed at the team level. The teams that follow through on
their action plans have been found to significantly increase engagement as well as achieving an increase in

employee satisfaction and loyalty.

Continuing research

The internal research found that the line manager plays the most significant role in creating a workplace climate
that engenders increased levels of engagement. In light of this, Standard Chartered has embarked on further
research to identify the strengths and behaviours of the consumer banking branch managers who are successful
in driving engagement and high business performance. The aim is to share best practice and to conceptualise a

'talent profile' of successful branch managers for the purpose of future recruitment and selection.

Standard Chartered is firmly committed to measuring key human capital processes, as these constitute leading

indicators that will ensure delivery of sustainable business performance.
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Nationwide Building Society: The service—profit chain

Business challenge

Established over 150 years ago, Nationwide is one of the UK's largest financial services organisations, providing
a broad range of retail services and products to over 11 million members, including mortgages, savings, current
accounts, life assurance, personal loans and household insurance. Nationwide is the largest building society in

the world and employs 15,000 staff, mostly in its network of 700 branches spread across the UK.

In recent years, Nationwide has become well known for its commitment to mutuality, to best serve the long-
term interests of its current and future members. As building societies have converted to plc status, this
characteristic of ownership has come to distinguish them in the marketplace — enabling the organisation

to perform strongly despite an increasingly competitive environment.

Human capital measurement in practice

Underpinning this ambition to perform, Nationwide has, since 2002, been investigating the links between
employee commitment, customer commitment and business performance. Nationwide's Branch Network Director
and Head of Corporate Personnel have been ‘sponsoring' this initiative, working closely with a truly cross-functional
team, involving retail operations, personnel operations, personnel and development planning and systems and area

managers.
The team objectives were to:

e establish the key drivers of customer commitment

e measure the impact of improved employee commitment on customer commitment and business
performance

e identify activities that can be undertaken, at corporate and local levels, to use this knowledge

and bring about business improvements.



The Genome Il model

This research, an application of the service—profit chain, is summed up in Figure 12:

Figure 12: The Genome Il model

Pay
Age \
\ Customer

Employee : : Business
) satisfaction
Resource ; retention commitment performance

Values /
PRIDE

Source: Nationwide Building Society (2004)

All data used within the model is Nationwide-specific and are collected from four main sources:

¢ HR data - from PeopleSoft
e employee opinion data — from the 'Viewpoint' survey
e customer satisfaction and commitment data — from the 'Member Perception' questionnaire

e business performance data — from the 'Operational Sales' database.

This data was then integrated into a platform for analysis. The statistical software 'SPSS' was used to run initial
correlations. Due to the number of data items, factor analysis was conducted to bring out core themes.

Finally, multiple regressions analysis was used to identify the strengths of relationships.

The model is updated annually when new employee, customer and business performance data becomes

available and the relationships are revisited.

The drivers of employee commitment, customer satisfaction and business performance
The analysis revealed that employee commitment and length of service were the most critical factors driving
customer commitment and sales. Modelling conducted across 34 retail areas demonstrated that areas

generating the best performance were also those with the highest average length of service.
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The Genome Il model enabled the team to look further into the drivers of employee commitment and ways to

increase employee tenure. Five key drivers were found to have the most effect on employee retention, which in

turn affect positively customer satisfaction and business performance, as follows:

employees' perceptions of pay levels

average age of employees

levels of resource during peak times

understanding and promoting the values of Nationwide

management behaviours emphasised in Nationwide's organisational development programme, PRIDE.

Those findings enabled Nationwide to refocus its HR strategy around these five key drivers.

From modelling to implementation

Moving forward, pilot schemes have been set up in multiple retail areas to translate the ‘concept' into local

practical applications. Champions for each pilot retail area are challenged with integrating the five key drivers

into existing business plans — and any other operational practice where appropriate. Full support is given to

these champions, including ideas or ways to stimulate action around the key drivers.

Operational/business dashboards are produced on a quarterly basis for area managers, enabling them to easily

identify, and act on, areas for improvement.

Business impact and value creation

By taking actions to significantly improve employee commitment and length of service in retail areas where levels

are lowest, the team forecasted:

a 6 per cent increase in customer willingness to repurchase
a 7 per cent improvement in customer overall satisfaction
a 3 per cent rise in customer willingness to recommend Nationwide to others

up to 18 per cent increased sales of certain products.



Case study 3

RAC: Reporting a 'People P&L'

Business challenge

RAC plc provides a comprehensive range of motor solutions to individuals and businesses through five
interrelated business units, including roadside, other consumer services and vehicle leasing services. Employing
11,500 people, the vision of RAC plc is to make a ‘good' company into a ‘great' company through delivering

inspirational service.
RAC was acquired in 1999 by Lex Service plc and the company was renamed RAC plc in 2001.

The acquisition brought together two different entities operating a range of different HR and payroll databases.
To take advantage of economies of scale and efficiencies, an integrated approach to its HR practices was
needed. A team was brought together with the objective of producing quantifiable measures of HR performance

across the business.

Human capital measurement in practice
As a start, RAC sought to develop a common set of quantifiable HR measures it could track and report on

on a quarterly basis. The ten core HR measures identified were:

e colleague satisfaction

e absence
e turnover
e stability

* new colleague retention

* reasons for leaving

e gender — full-time/part-time split
e ethnic profile

e length of service

e age profile.
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Creating a common HR database
By the time the measures were consolidated, they were out of date and their accuracy was challenged.
Rationalisation was required to enhance efficiency and effectiveness of the systems that reported the measures,

in order to gain credence with line management.

A harmonisation programme began in 2000. By the end of 2002, one consolidated HR and payroll database
with all 11,500 RAC employees had been created, enabling RAC to benchmark across the company and
devise a set of uniform measures for reporting. Named the 'People P&L," these measures were considered

just as important as the financial profit and loss.

To test and refine the new measures, a six-month pilot study was carried out to address concerns about format
and accuracy. Common definitions and processes were introduced to facilitate comparisons. Under the pilot
study, RAC benchmarked and quantified the costs of turnover, new colleague retention and absence.

The CIPD HR trends and prospects survey was used as a nationwide comparator.

Reporting a '‘People P&L'
The People P&L was well received and quickly integrated into the various business units. Demonstrating a direct

link to the business strategy, it gave line managers a clear picture of the impact of people on the bottom line.

People P&Ls are now reported on a monthly basis, monitoring results and progress against targets within each

business unit.

At the board level, RAC's board sets annual performance targets for colleague satisfaction, growth in revenue
and growth in shareholder profit using a traffic-light system. These measures are particularly important to assess
progress and success in delivering inspirational service. The target for colleague satisfaction is to achieve over

75 per cent.



Setting priorities for HR
For HR, key priorities have been focused on areas needing improvement. Figure 13 illustrates achievements

in the 18 months after acquisition:

Figure 13: RAC after the merger: HR priorities
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Business impact and value creation
As a result of these activities, colleague turnover has fallen by 3 per cent and absence is down 1.5 days per
person per annum. These improvements translate into a quantifiable return on investment, which is reflected

in bottom-line benefit.

Further, those investments in technology and a common HR database have enabled the company to deliver

key consolidated people measures across the group with efficiency and to actively engage line management.

RAC has won a number of awards for the quality of its products and services. These include being ranked

the top roadside rescue and recovery company in the annual J D Power and Associates independent customer
satisfaction 2004 UK Roadside Assistance Study. As well as beating its rivals in overall customer satisfaction, RAC
came top in 22 of 23 specific service-related performance areas. It attributes this success to the commitment of

its people, underpinned by the company's investment in technology.
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MultiCo: Building a people strategy

Business challenge

MultiCo is a US-based global services company, with more than 15,000 employees operating in diversified
businesses and international markets. MultiCo was a highly successful company with well-developed brands.

Yet its business leaders weren't content to rest on their success. They knew the company had to accelerate
growth to preserve its market position in a highly competitive market and they knew that this challenge required

some fundamental changes in the way they operated their businesses.

The service company had big plans for growth, but lacked an explicit strategy for securing, managing and

motivating the people who would be needed to execute the business strategy. Leaders were asking:

e Is the workforce aligned with future business requirements?

e Which workforce practices should be maintained or changed?

* How do we maximise business results by adjusting people management?

e Which practices should be enterprise-wide vs specific to business unit?

The senior vice president of HR took on the challenge to address those critical business issues. With the support

of Mercer Human Resource Consulting, MultiCo built a people strategy from the ground up, working with a

team of HR leaders and business executives, comprising all the business units.

Human capital measurement in practice
MultiCo's approach to building its people strategy is based on a systemic comparison between the 'current
state' and the 'desired state' of human capital management, combining the views from business leaders with

the fact-based analysis of employees' experience over time.

Building the human capital database
The first step was to assess, collect and collate data from MultiCo's human resource information systems.

The team compiled employee data over a four-year period, covering all of its business units.



Assessing the current state

The current state was assessed using a combination of quantitative and qualitative analytics. Mercer's Internal
Labour Market Analysis®™ revealed, in hard quantitative terms, the kind of capabilities, behaviours and
attitudes that were most valued within MultiCo, and the impact of specific practices on the workforce. For
the qualitative analysis, Mercer's Human Capital Scan®™ was deployed to elicit the perceptions of key HR and
business leaders concerning the attributes of MultiCo's workforce and current management practices.
Combining these sources of information, the team could test hypotheses about the workforce and create a

consensus view of alignments and misalignments in the way MultiCo was managing its human capital.

Defining the desired state
The Human Capital Scan engaged top business and HR leaders to collaboratively think through the workforce
implications of their strategic choices, and define what was required in the workforce to fulfill the company's

strategic goals and growth targets.

Articulating MultiCo's people strategy
Assessing the gaps between the current and desired states enabled the team to articulate a coherent people

strategy, which focused on three objectives:

¢ talent acquisition and development: build over buy
Shift in hiring to lower levels and strengthen employee development plans to focus on requisite

experience and capabilities.

e performance management: performance and growth
Emphasise employee development and growth, in addition to current performance, as basis of

employee assessments.

e Rewards: value careers
Strengthen career components of rewards rather than pay and incentives to support development

goals and reinforce retention among high performers.

Comprehensive three-year plans were developed, laying out action steps to achieve those objectives.
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Monitoring the results
A human capital dashboard allows leaders to focus on and evaluate the success of the company's new people

strategy, by reporting key metrics to improve, setting targets for desired change, and tracking progress.

Figure 14: MultiCo's human capital dashboard (selected metrics)
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Source: Workforce Management that Works Mercer Human Resource Consulting (2004)

Business impact and value creation

Management understood that its workforce was key to engineering the strategic shifts it was aiming for.
By engaging senior business leaders in the creation of the strategy — from the beginning — they created

a common understanding of both the 'why' and the 'how" of specific policy choices. They transformed
management's view of people from 'an expense to be controlled' to a 'value-producing' asset to be
managed. And in the process, they transformed human capital management from an implicit HR function

to an explicit business function.

This case study is drawn from Nalbantian and O'Neill (2003).



Case study 5

Royal Bank of Scotland: Linking people to business results

Business challenge
With more than 120,000 employees, the Royal Bank of Scotland Group (RBS) encompasses nine divisions with
very different customers and employees. These range from the retail banking chains of the RBS and NatWest,

and the Direct Line and Tesco Personal Finance brands to corporate banking and financial markets.

With staff costs of over £4.3 billion in 2003, the RBS group considers measuring the effectiveness of its investments
in people and its impact on business performance to be a strategic imperative. Over the past 18 months, RBS HR
has been building, validating and introducing a human capital model that both demonstrably links people strategies

to performance and supports the improvement of those strategies in clear and manageable ways.

Human capital measurement in practice

Royal Bank of Scotland's human capital model

RBS created the Human Capital (HC) Model to assess the group's effectiveness at attracting, engaging and
retaining employees. It also identifies the links between RBS's employee offering and business results. This model
links the separate HR information in a consistent way, which is then analysed together with key business indicators.

The outputs enable the business to understand how to influence the bank's results through its people.

Figure 15: The Human Capital (HC) Model
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Source: The Royal Bank of Scotland Group (2004)
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This approach won RBS the 2003 Innovation in Measuring Human Capital award from Personnel Today.

In order to test and validate the model, the RBS HR team reviewed all the survey instruments actually used in
HR activities (joiner, leaver, 'pulse’, employee opinion), along with the HR data available in HR's database over
the 'life cycle' of an employee at RBS. The HC Model can be further analysed after the entire population is

segmented by several criteria — such as tenure, location, gender or flexible benefits preference.

Linking employee engagement to productivity

The credibility of the model depended on the ability to demonstrate how engagement helps employees add
value using the same business metrics that managers employ. The HR team put the HC Model into practice in
the processing and customer contact centres, where productivity measures are very important, as these affect
service to the end customer. The analysis found that productivity increased in tandem with engagement levels.
With this information, managers could see the connection between what they were doing to energise their

staff and how those efforts were translating into improved business performance.

Figure 16: Productivity vs engagement in trial area A
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Source: Royal Bank of Scotland Group (2004)

Increasing manager buy-in for the human capital model

The HC Model project team was composed of representatives from group and business-facing HR and expert
survey providers. The team also involved business managers. In some cases, the business managers, not HR,
ultimately presented information back to the business division directly, enhancing the credibility of the process

with those divisions.



Presenting the results of the HC Model analysis is an important aspect of gaining the support of managers.

Instead of a detailed statistical analysis, they need answers to a few basic questions:

e What do the data tell me?
e What do | need to do to improve?
e What are the issues | need to watch?

e Are there any major challenges that will prejudice the performance of my business unit?

In response to these concerns, the model results can be presented as a one-page graphic engagement impact
diagram (Figure 17) targeting the items that should be improved, and those that need to be protected to keep

the engagement score rising.
Figure 17: Engagement impact diagram

The overall engagement score reflects the average percentage of survey respondents who responded that they ‘agree’
or ‘strongly” agree with the six engagement questions.
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Source: The Royal Bank of Scotland Group (2004)

Business impact and value creation

Six months after managers' action plans were implemented in one trial area, the HR group reported a 7 per cent
increase in employee engagement. Managers have exhibited enthusiasm for this HC Model because it provides
them with a road map and compass for raising their employees' contribution to the value of RBS. It also gives
top management a strategic point of view about what could be done to improve employees' contributions to

business performance.
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National City: Measuring the ROI on training

Business challenge

National City, one of the ten largest retail banks in the US, with 33,000 employees, was threatened by strong
industry consolidation. A shift in its corporate and banking strategy was needed to secure the loyalty of its
customers. Two years ago, it launched a new brand promise to refocus on customer service: 'At National City,

we care about doing what's right for our customers.*

Achieving this demanded enhanced employee skills sets, increased employee commitment and reduced turnover.
Through the National City Institute, the company made a major investment in a training and induction
programme designed to change the service culture. The investment was substantial, with start-up costs reaching
$2.5 million.

The National City Chairman and CEO addressed the challenge in his letter to stockholders in the company's
annual report, citing the company's effort to change its value proposition to customers and the people practices
that were being changed. He cautioned that these investments might hurt short-term earnings but were

essential to longer-term success.

Human capital measurement in practice
Facing pressure to demonstrate the measurable benefits of the investments, the head of the institute worked
with Mercer to establish a disciplined approach for assessing the impact of the programme and to quantify its

return on investment.

Evaluating the impact of the training programme

Demonstrating the ROI for a 'soft' people programme — such as training — and its impact on key employee and
business metrics required a fact-based, rigorous measurement approach. The evaluation of the training
programme was rooted in Kirkpatrick's methodology (details about Kirkpatrick's methodology 'Evaluation in

Training' can be found in Kirkpatrick (1987)), comprising four levels:

Reaction Whether participants ‘like’ the training programme

Learning The extent of participants’ learning during training

On-the-job behaviours The extent to which participants change their behaviours

Results The extent to which training affects retention and financial performance




The fourth level has always been the most difficult to enact. Mercer's proprietary Business Impact Modelling™
using statistical modelling techniques to measure and predict the impact of HR initiatives on performance,

provided the solution.

Data from multiple surveys, knowledge tests, and the company HRIS and financial systems were tracked 12
months after the training introduction and integrated to provide a comprehensive evaluation of the programme

on all four levels. Using the Business Impact Modelling™, the analysis was able to:

e assess the business impact of the programme on the bottom line, while controlling for other factors (such

as location, pay and changes in labour market conditions) that may affect financial performance
e determine the degree to which the programme changed employee behaviours in areas such as turnover

and customer service.

Representatives from each of the businesses examined (retail, collections, item processing) were involved in the

data collection and analysis phase.

Measuring the return on investment
The causal analysis revealed some compelling findings. The programme substantially improved employee

commitment, customer service behaviours, turnover, absenteeism and financial performance.

New hires who participated in the training were 50 per cent less likely to quit in the first months of employment.

This reduction in voluntary turnover alone could save the organisation at least $1.35 million annually.

The programme was also found to reduce absenteeism by 25 per cent, representing an annual cost saving
of $306,000.

Figure 18: Impact of training on quit rates

Training of new hires resulted in a 50% reduction in voluntary
500 turnover - an annualised saving of at least $1.35 million

400
300

Voluntary turnover was reduced
200 by 50% in the first 3 months

% of employees
who quit

100

1 month 2 months 3 months 4 months 5 months 6 months Total
after training

[ Received training B New hires who did not attend training
Source: Mercer Human Resource Consulting LLC (2004)
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Figure 19: Impact of training on product sales

Training improved product sales by roughly $3.7 million annually
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Source: Mercer Human Resource Consulting LLC (2004)

Most importantly, the analysis indicated that the programme improved sales of savings accounts, checking
accounts and annuities and boosted the number of referrals. The greater the reach of the programme into

organisational units, the greater the bottom-line payoff.

This represented an increase of $3.7 million in annual revenue and $1 million in net income for National City.

Business impact and value creation
Overall, the training programme combined cost savings and productivity gains representing, conservatively,
an ROI of 6 per cent. This provided National City with tangible and measurable facts to report back to its

shareholders.

National City's programme has won several awards, including a 2002 CUBIC (Corporate University Best in Class)
Award for the programme's innovative measurement approach.) Additionally, Workforce Magazine awarded its
Workforce Optimas Award in the Financial Impact category for HR initiatives that demonstrate positive business

results.

For further information about this case study, see George et al (2004).



Case study 7

NHS: The link between human resource management and patient
mortality

Business challenge
The NHS Plan set out a vision of what the NHS must become by 2012, with faster, more accessible services
based on patients' needs. Delivering this depends crucially on the efforts of the biggest workforce in Europe —

over 1.2 million people who are employed by the NHS.

Ensuring that these employees can deliver high-quality services requires the NHS to become an exemplary
employer, creating a healthier workplace. HR in the NHS Plan states that, 'the delivery of high-quality, effective
healthcare requires all executives, including professionals in management positions, to appreciate human
resource management issues and the strategic role they play in enabling organisational excellence.

HR is everybody's business' (HR in the NHS Plan: More staff working differently, DoH, 2002).

Human capital measurement in practice
In 2002, the London Region NHS Executive funded a national study on the relationship between human
resource management and patient mortality in hospitals, and commissioned Aston Business School to lead the

research, with the aims of:

e determining whether there was a link between people management practices and hospital performance,

specifically the quality of healthcare
e establishing which aspects of people management best predict levels of healthcare in hospitals
e offering prescriptions for hospital managers about people management in their hospital

e providing evidence of the likely impact of such changes on the quality of healthcare in the NHS.

The research process

Aston defines human resource management (HRM) as ‘the practices of people management that aim to
enhance organisational performance by improving the performance of individuals within the organisation'.
The present study focused on ten main areas of HRM: trust strategy and HRM, recruitment and selection,
training, harmonisation, job security, reward and flexibility, job design and teamworking, staff involvement

and decision-making, and appraisal.
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The research followed four stages:

Stage 1 - consultation exercise to develop a deeper understanding of the NHS organisational context, and to

identify performance measures.

Stage 2 - survey completed by HR directors from 61 hospital trusts, including questions on the ten main areas
of HRM.

Stage 3 - case study work examining examples of excellent HR practices in the NHS. The aim was to develop
an understanding of the mechanisms by which employment and HRM practices contribute to enhancing hospital

performance.

Stage 4 — collection of hospital performance data on health outcomes, using specific measures of mortality and

an overall mortality index.

The link between HRM and hospital performance

Qualitative and quantitative data sources were integrated to analyse the link between each area of HRM and
patient mortality. Statistical modelling enabled the researchers to account for local and hospital-specific factors
that might have an effect on mortality, such as hospital size, local health needs and number of doctors per bed

in hospitals.

The analysis revealed a strong relationship between HRM and patient mortality and found that each of the key
HR practices was linked with mortality. The team tested which of these practices had the strongest links with
mortality, and sought to quantify the magnitude of HR effects in real terms. Three HRM practices emerged as
having the strongest association with lower patient mortality in NHS hospitals:

e the sophistication and extensiveness of appraisal

e the quality of and access to training

e the proportion of staff working in teams.

See Figures 20-23 on pages 65-66.



Figure 20: HRM and patient mortality

Figure 21: Appraisal and patient mortality

Figure 22: Training and patient mortality
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Figure 23: Teamworking and patient mortality
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Source: Aston Business School (2003)

Business impact and value creation
Further, the research evaluated the likely impact of suggested changes in HRM practices on mortality, showing

that, for hospitals of equal size and local population health needs:
e improving the sophistication and extensiveness of the appraisal system is associated with, on average,
1,090 fewer deaths per 100,000 admissions, or 12.3 per cent of the mean number of deaths.

e increasing teamworking — equivalent to approximately 25 per cent more staff working in teams — is

associated, on average, with 275 fewer deaths per 100,000, or 7.1 per cent of the mean number of deaths.

The resource implications for the NHS are significant. Considerable benefits for patients' healthcare could be
gained from investment in improving the sophistication and extensiveness of appraisal and training policies,

and from increasing the percentage of staff working in teams within NHS hospitals.

The research provides compelling evidence that managing staff is not an 'incidental function in the NHS'.

The HR function in the NHS has a critical role to play in the successful delivery of quality patient care.
This case study is drawn from the White Paper by West and Borrill (2003).

For further information about the research, please see West et al (2002).



Case study 8

TechnoCo: Managing diversity

Business challenge

TechnoCo is a global technology leader with over 50,000 employees and operations worldwide. Legal counsel
and HR executives were concerned that there might be areas where the company's commitment to diversity was
not being realised, opening them up to claims of pay and promotion inequity. TechnoCo teamed with Mercer to
proactively examine the true extent of pay and promotion differences, and to determine how the organisation

might address any disparities.

Human capital measurement in practice

To understand how an organisation's diversity strategy is playing out on the ground, it is critical to analyse
the data captured in its HRIS. Such analysis can reveal where unexplained reward and representation gaps
exist, as well as the dimensions of the reward structure that might be working to exacerbate or mitigate

disparities.

The process
TechnoCo’s legal counsel requested an analysis covering the main components of reward equity: base pay rates,
base pay growth, total compensation, and promotion. Using employee data covering multiple years and

advanced statistical methodologies, TechnoCo was able to:

e assess disparities in pay and promotion, by gender and ethnicity, at organisation, division and
employee levels

e identify potential adjustments that eliminated disparities for specific employees

e understand workforce dynamics causing disparities to emerge over time.

The process to assess pay rate equity followed three steps, as shown in Figure 24 overleaf.
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Figure 24: Overview of the pay equity process
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1 Data-gathering

Data were collected from the organisation's HRIS and payroll systems and supplementary sources on
employee characteristics, the nature of their jobs and businesses, external conditions and rewards.

The measures of pay included base pay, total pay (bonus, commission, overtime, etc), and information
on equity awards. Individuals were compared over four consecutive years to determine pay growth and

promotion outcomes.

2 Analysis of the drivers of rewards

Mercer's Internal Labour Market analysis™ enabled TechnoCo to go beyond a snapshot of its pay
distribution practices. It identified the drivers of total rewards and career progress over time and, hence, the
root causes of disparities. Statistical modelling was used to account for individual characteristics, job
attributes, organisational factors and external influences that could otherwise legitimately result in

differences in rewards.

Since TechnoCo’s multiple divisions and job types deployed different pay and reward determination

mechanisms, several models were conducted to address differences in practices across segments.



3 Assessment of rewards equity
The analysis provided an objective review of any differences in compensation and career advancement by race
and gender. The models identified parts of the organisation as well as specific employees for which reward gaps

could not be explained by legitimate factors. The models also provided potential pay adjustments.

e TechnoCo went beyond the analysis to address disparities. In consultation with its legal counsel, it set up a
systematic review process to examine, in each case, whether other factors not captured in its data systems

could reasonably explain the difference.

Managing and monitoring equal opportunity

These cases were documented in a Mercer software tool that:

e represents disparities for individual employees and selected groups across gender and race categories, and

tracks the cost of eliminating disparities

¢ enabled TechnoCo to focus on segments of the organisation facing gaps and, within each, systematically

to review individual cases and document circumstances that justify differences.

Business impact and value creation
Preventing the emergence of gaps
The analysis also revealed practices responsible for gaps emerging over time. Using this information, TechnoCo

could adopt a proactive approach to managing diversity, and take action to prevent future gaps. For example:

e While women and men were equally likely to progress and were hired into similar positions, they were
concentrated in different jobs. TechnoCo needed to assess whether women were self-selected or
channelled into different careers over time and to take action to increase the representation of women

in opportune jobs — through revisiting qualification requirements and enhancing training opportunities.

e New hires were coming in at pay rates that were sensitive to external labour market conditions.
As TechnoCo was striving to hire increasing numbers of women in soft labour markets, they were at risk
of amplifying gaps. The company would work to ensure that women coming into the organisation were

paid fairly in relation to incumbents.

Overall, the process enabled the HR and legal counsel teams to work together to better understand the extent
to which they might be exposed to claims of unequal treatment and to take proactive steps to ensure that their

reward practices fit with their corporate commitment to diversity.
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Tesco: What gets measured gets managed

Business challenge

To sustain advantage in today's intensely competitive retail sector, Tesco's business focus is highly customer-
driven as stated by its core purpose, 'to create value for our customers, to earn their lifetime loyalty'.

The competencies of its 250,000 employees are critical in fulfilling this challenge. A deep understanding of

the different ways in which its people strengths can be channelled to generate customer value and contribute

to business performance is paramount.

With this purpose in mind, Tesco has formed an Insight Unit within the marketing team to measure people
issues across business functions.

Human capital measurement in practice

To manage its business strategy, Tesco has adopted the balanced scorecard, which it has renamed the Steering
Wheel. The Steering Wheel is divided into four parts — Customer, Operations, People and Finance. The HR function

delivers on its scorecard goals by producing 'hard' data linking the people quadrant and the rest of the wheel.

Figure 25: Tesco's Steering Wheel
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'What gets measured gets managed'

To evaluate success effectively, quality people data is essential. Acknowledging the importance of data integrity
in measuring progress against strategic goals, Tesco developed its Insight Unit to measure people issues across
the scorecard. By developing a set of key performance indicators (KPIs) on people, Tesco has been able to
demonstrate which people measures are most critical to meeting business objectives and how people policies

can contribute.

Specifically, the Insight Unit analysed a combination of people data, research and employee opinion surveys,

producing fact-based insights into the drivers of people commitment:

e Research into KPIs confirmed that workforce loyalty and commitment are crucial. While employee
commitment is driven by functional and practical factors such as job stability, the emotional aspects

of commitment play an extremely important part.

e Employee opinion surveys coupled with comprehensive analysis of feedback data revealed that the
key drivers of emotional commitment include trust and respect, feeling supported, job interest,

career development and opportunities.

Making effective use of data is key and human capital evaluation at Tesco works on the basis that ‘what gets
measured gets managed'. Already feeding employee competency data into strategic planning, Tesco now turns

people data to advantage for monitoring performance against its strategic goals.

Relating strategy to day-to-day work

Every store also has its own individual Steering Wheel, which is linked to every person's objectives, relating
strategy to day-to-day work. Individual managers are supplied with results from employee opinion surveys to
incorporate into their action planning toolkits. These toolkits highlight development areas and further feedback

requirements.

Performance is measured and reported to the board every quarter and a summary report is sent to the top

2,000 managers in the company to cascade to staff.

Ultimately, KPIs contribute to the way Tesco monitors and reports overall company performance to its
shareholders. Proposals for addressing KPIs are outlined in Tesco's annual people plans, as illustrated in

Figure 26 overleaf.
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Figure 26: Sample key performance indicators (KPIs)
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Business impact and value creation

Application of the Insight Unit's findings, together with ongoing data generation and performance measurement,

Source: Tesco Corporate Responsibility Review (2004)

has had a significant impact on value creation by positioning the workforce to deliver on corporate goals.

Tesco also uses the Steering Wheel KPIs as a communication tool to report on corporate responsibility to the

external community. With integrity at the centre of its responsibilities, the company carried out in 2003 the first

internal audit of its corporate responsibility system, to ensure that it stands up to external scrutiny. Verification of

the data used for the KPIs was carried out using independent sources where possible. Through disciplined

human capital measurement, management and reporting, Tesco shows its commitment to delivering results and

the highest standards of corporate governance.
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