BOARD OVERSIGHT

Boards as overseers
of human capital

Directors don’t get enough of the right data, nor are enough experts sitting on the board.
Improvement is needed: this was true before the recession, and even truer now.
BY EDWARD E. LAWLER 111

NE OF THE MOST important assets,

if not the most important asset, of

corporations is their human capital.

CEOs and board chairs recognize

this and frequently make such state-
ments as “People are our company’s most impor-
tant asset.” Confirming this, researchers have shown
that intangibles account for an increasing percent-
age of the market value of corporations; and, of
course, human capital, along with the knowledge
and intellectual property they create, is one of the
most important intangible assets that corporations
have. This was true before the current recession and
it is still true.

This recession has forced and will continue to
force many companies to make a number of criti-
cal decisions about their human capital. Decisions
concerning layoffs, the funding of re-
tirement plans, reductions in training,
retention of key employees, and so on
all have both a short- and long-term
impact on the performance of corpo-
rations. They can boost or destroy a

company’s reputation as an employer and can lead
to the wrong talent leaving an organization (e.g.,
financial advisers in brokerage firms).

Given the many critical decisions that need to be
made, it is important that a board carefully moni-
tors the condition of the organization’s human cap-
ital and how it is being managed. Indeed, it might
be argued that even in today’s economy, boards
should spend as much time focusing on human
capital as they spend on the financial and physical
assets of their corporations.

An information deficit

In order to determine how much and what kind of
attention boards give to their organizations’ human
capital, the October 2008 Heidrick & Struggles/
Center for Effective Organizations’ annual survey
of board members focused on human capital. It
surveyed board members of large U.S. corporations
and received responses from 116 firms.

The results of the survey suggest that boards
have been and continue to be largely missing in
action when it comes to monitoring human capi-
tal. They do focus on succession plan-
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ning at the top, and many of them do
see this as an important activity of the
board. But, when it comes to monitoring
most of the talent in the organization, its
condition, and how it is managed, the
situation is very different. In order to
be effective in managing human capital,
board members need information about
management practices and the results of
these practices as well as knowledge and
expertise in human capital management.
Survey results suggest that boards lack
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both information and expertise. . .
Board members are confident that exHiBiT1 Information given to the board
they receive sufficient information to
carry out their board responsibilities Get and Get but Don'tget  Don'tget
— 90% say they do. But, their reports should shouldnt  butshould and shouldn’t
concerning how much’ data they receive Succession planning data for . . . .. 31 0........ 244 ... .. 26
about their company’s assets vary tre- i
mendously. At the bottom is information most management positions
about the company’s human capital, its Succession planning data for . . . . . 468 .. ... .. 13....... 325.. . ... 195
culture, and how it is managed. With re- key technical positions
spect to these issues, board members re- ;
port that overall they receive only small Metrics on turnover ............ 80....... 38....... 83 38
amounts of information. Metrics on recruiting success. . . . . 494 ... 52....... 4. 9.1
When asked whether the board re-
ceives specific kinds of information Attitude survey data . ......... .. 519....... 13....... 429......... 39
about human capital, the results are
mixed. As can be seen in Exhibit 1,
boards do get succession planning data for most .
management positions; those that don’t get it say exHiBiT2 Human capltal
that they should. The situation is quite different, experts on bo a rds
however, with respect to succession planning for
technical positions, metrics on turnover, metrics .
. . Percent of boards with
on recruiting success, and attitude survey data. In
these cases only about half of the boards get infor- HRVPs ........................ 10.3
mation, although those that don’t typically say that HR Consultants 6.4
they should get it.
There is no obvious explanation for why so HR University Faculty ... .......... 115
many boards report that they don’t get information Any of the Above. .. -~ ... 218

about human capital management but feel that they
should. It certainly is the type of information boards
need to receive in order for them to judge how ef-
fectively their organization is responding to the eco-
nomic downturn. Perhaps management is hesitant
to report these data because they fear board micro-
management, and boards are simply not demand-
ing enough when dealing with management on this
issue. Another possibility is that management simply
doesn’t have the data. Obviously, without the kind of
data that boards say they should get but don’t, it is
difficult for them to play an informed role in moni-
toring the human capital management programs
and practices of their firms.

No HR expertise on the board

Critical to effective decision making with respect to
an organization’s human capital is board expertise
in human capital management. A good indicator of
the expertise board members have is whether they
have worked in an HR-related job. Our survey re-
sults reveal that most boards have no members with
a background in HR management. When asked if
their boards have either HR VPs, HR consultants,
or university faculty members with expertise in HR,
board members typically replied that they had no
such experts (see Exhibit 2). Only about one board
in five has a member who has expertise in human

capital management.

When asked who they rely on for expert knowl-
edge pertaining to human capital management,
the most frequent response by board members
was “other board members.” This is a bit surpris-
ing, given the fact that few boards actually have HR
experts on them. They also reported that they rely
on corporate HR staff members as a credible and
potentially valuable source of information. Another
source they utilize is consultants, but this is a less
frequent source than other board members and
corporate HR staff members.

One way to increase the focus of a board on
human capital is to have a board committee that
is responsible for monitoring the organization’s
workforce. Of the organizations studied, only 13%
report that they have a human capital committee;
75% report that they have never even considered
having one. Clearly this is not a popular option.

Board members are aware that they are not par-
ticularly effective at monitoring how the workforce
is managed. When asked to rate on performance
effectiveness areas of board activity ranging from
long-term strategy development to assuring accu-
rate financial reporting, they rated monitoring the
firm’s management workforce area lowest in effec-
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tiveness. Slightly less than half said they are effec-
tive at this, whereas when it comes to monitoring
financial performance almost 90% said they are
effective at it.

What needs to be done

Opverall, the data clearly indicate that human capi-
tal receives little attention at the board level and
that board members feel their performance in this
area could be much better. Some of this may reflect
the fact that the increasing importance of human
capital has caught boards by surprise since their
membership and structure has not been targeted
toward dealing with human capital issues. Further,
for some organizations, human capital may not be
a very important asset. For these companies, lack
of attention to human capital is not a problem, and
they most likely do not need to change.

But what about companies where human capital
truly is one of their most important assets? What do
they need to do to be sure they make good decisions
during the current recession and during the recovery
that will follow it? T have four suggestions:

1. Scorecard. Organizations need to establish a
balanced human capital management scorecard.
Exactly what the metrics are that need to be in the
scorecard will vary from organization to organiza-
tion. At the very least, however it should report on
the condition of the human capital of the organi-
zation and how it is managed. This means that it
should include data on turnover and recruiting
success as well as attitude and culture data. Partic-
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ularly critical is succession data for management
positions and key technical positions. Not all of
these measures need to be discussed at every board
meeting, but many of the items on the balanced
scorecard should be considered at each board meet-
ing. It is particularly important that scorecard data
be reviewed in times of change so that the impact
of new policies and practices can be determined.

2. Board Knowledge. As part of the required
development experience for board members, they
should be educated in human capital management.
There is an enormous amount of research evidence
about what constitutes good human capital man-
agement and what practices are effective and inef-
fective. Most board members are not familiar with
this content, and they need to be exposed to it so
that they can interpret the HR scorecard data they
receive and evaluate the HR practices and policies
of their company.

3. Board Membership. All boards should have
at least one member who has in-depth expertise in
human capital management. There is no shortage
of individuals who have this expertise. There are a
number of outstanding HR VPs who can bring this
expertise to boards and, of course, there are numer-
ous consultants and academics who are available
and have this expertise.

4. Create a Committee. The complexity and im-
portance of the human capital issues that compa-
nies face today warrant boards creating a human

A board member with an HR background concurs

By Jacqueline P. Kane

Consistent with his other work, Prof. Lawler
has produced a thoughtful piece that should
be given significant consideration by boards
(and their nominating committees, in par-
ticular) in reviewing the competencies pos-
sessed by the members. While the Heidrick
& Struggles/USC data pertained to corpo-
rations and, therefore, Dr. Lawler’s article
was limited to companies, in my experience
human capital issues are important for the
governance bodies of all types of enterprises
to address.

A seismic shift has taken place in the
public’s perception of the accountability of
boards for the actions of their enterprises.
This requires significantly more scrutiny than

under the historical model where the board'’s
focus was basically on strategic issues and
review of results.

Due to the impossibility of competently
reviewing all key functions of a company, the
board instead must learn to judge the capa-
bilities of the leaders in those areas. Having
a background in human capital
management may be advanta-
geous as a result. Additionally,
external scrutiny, if not outrage,
can occur when the public per-
ceives a particular benefit or
compensation award as exorbi-
tant. Having a director who has
sufficient knowledge to ask the
right questions before a plan is
putinto place can save significant

embarrassment later and allows the board to
support the final actions of management.

Ultimately, it is the confidence and belief
shareholders have in the company’s abil-
ity to deliver that drives value. Increasingly,
directors will need to be able to measure the
tangible and intangible — many of which
are human capital — drivers
of that value.

Jacqueline P. Kane is senior
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capital committee. This was true before
the recession, but now that the reces-
sion is requiring that companies make
tough decisions that affect employees, it
is even more important that they have
a committee. This committee should
not micromanage the HR side of the
organization, but it should monitor the
condition of the organization’s human
capital and influence the human capital
management practices of the company.
As with any corporate board committee,
it needs to determine what issues go to
the board and what data are needed to
monitor the activities of the company. It
should call attention to potential liabili-
ties and weak points in the company’s
management processes and reactions to
business issues.

In the absence of a human capital
committee it is hard to get the kind of
attention from senior management that
human capital warrants, but perhaps
most importantly it is hard to get the
board’s attention. There simply is not
enough time in most board meetings to
have the kind of in-depth discussion and
analysis that is needed to do an adequate
job of monitoring an organization’s
human capital in today’s challenging
economic environment, thus it is par-
ticularly important to have a human
capital committee at this time.

Potential competitive advantage

In order for boards to be effective in
dealing with human capital issues, major
changes are needed in most boards. They
need to greatly increase the information
they have, the knowledge they have, and
the focus they have on human capital.
This is not an easy change, since many
board members don’t have a history of
focusing on human capital management

Boards need to know the ROI

By Frank DiBernardino

As Ed Lawler argues, the time has come
for boards to form human capital commit-
tees (with a charge far broader than that of
compensation committees). Investment in
human capital — people and programs —is
usually an organization’s largest investment
in driving business performance, yet the
return on thatinvestment has been left virtu-
ally unstudied. Given the stakes involved and
what we have seen in how the economic
crisis is affecting human capital, the status
quo of not attending to that investment in a
comprehensive manner is unacceptable.
The survey conducted by Heidrick &
Struggles/Center for Effective Organizations
cited by Lawler highlights missed opportuni-
ties to leverage people invest-

behaviors and employee engagement. And
the HR Services dimension defines the ser-
vices provided by HR and how they are deliv-
ered, internally or externally.

A new generation of metrics now offers
boards the ability to isolate and measure
the ROI of the human capital investment. By
tracking key performance indicators such as
human capital ROI, productivity, and liquid-
ity across business units and over time, a
human capital committee can pinpoint the
major drivers of business performance and
modify its human capital strategy to maxi-
mize returns on the investment.

So, yes ... the evidence isin, and the time
has arrived for boards to form human capi-
tal committees to monitor and assess the
full scope of the people strategy, measure
its financial performance, and

ments to drive revenue, profits,
and shareholder value. These
missed opportunities are due, in
part, to the board not having a
comprehensive strategy for the
human capital investment or the
metrics to measure the effec-
tiveness of the investment.
What is a human capital
strategy, and can its financial
performance be measured? A comprehen-
sive human capital strategy is aligned to
advance the business strategy and consists
of four dimensions: Talent, Rewards, Culture,
and HR Services. Talent relates to organiza-
tional structure, staffing plan, professional
development, succession planning, and per-
formance management. Rewards include all
compensation and benefits programs. Culture
involves the oversight of corporate values,

provide guidance accordingly.
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and may not be particularly receptive to looking
more closely at this area. It is also a tough time to
get the attention of boards because the economy
has put so many companies in a financial crisis.
Nevertheless, it is critical that during the reces-
sion, boards improve their oversight and perfor-
mance when it comes to human capital issues. It
is not only a matter of avoiding legal liabilities and
damage to an organization’s ability to hire and re-
tain human capital; it is also a matter of creating a
potential competitive advantage by being a better
organizer and manager of human capital than other

companies during the recession. In addition, the
recession has created an opportunity for firms to
gain a long-term competitive advantage by improv-
ing their human capital. They can come out of the
recession leaner, with a higher level of talent and a
better employer brand if they make the right moves
in dealing with it. But, this is unlikely to happen
if the board is not supportive and knowledgeable
with respect to human capital management.  H

The author can be contacted at elawler@marshall.usc.
edu.
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