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Abstract

Global financial crises and potential sovereign defaults provide an opportunity for financial
regulators and analysts to revise assumptions in their risk models. These conditions are
also an opportunity for regulators and analysts to distinguish the ‘hyper-real’ economy,
represented by derivatives, from the real economy, which requires assessment through
an analysis of human as well as financial capital. Regulators are required to demonstrate
that they are skilled in conducting the most thorough analysis of all elements of the
finance system in order to help the investing public to manage risk as much as possible.
The contribution of this article is to overview the limitations inherent in regulators’
traditional focus on financial analysis, as well as in financial analysts’ failure to consider
the relevance of people management data when evaluating the potential performance
of knowledge-intensive, service-based organisations. The article argues for a stronger
focus on analysis of non-financial capital, including human capital, to provide a more
effective ‘early warning’ of potential financial distress.
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The power of accurate observation ... is commonly called cynicism by those who have not
got it.

George Bernard Shaw (1894)
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Introduction

Global financial crises and potential sovereign defaults challenge financial regulators to
reassess fundamental risk assumptions. Financial analysts too need to reflect on the basis
of systemic errors in their investment advice. One dimension of this challenge is to dif-
ferentiate the illusion of the ‘hyper-real’ economy, as represented by derivatives and
other symbols, from the real economy. This involves extending the basis of risk analysis
beyond financial criteria, to include human capital risk as one indicator of the capacity of
firms to manage change. It also involves self-reflection by the regulatory system and
financial analysis, to evaluate the human capital basis of system risk — to what extent do
financial analysts and the regulatory system itself have the analytical tools and skills to
detect emerging signs of instability?

To restate Webb (2009), it is a flawed argument to suggest that a good regulatory
regime assumes smooth sailing. Regulation needs to assume ongoing uncertainty and
unpredictability. This requires regulators, as well as analysts, to be skilled in monitoring
the complex and interdependent generative mechanisms (Ackroyd, 2004), which can
both create and destroy value, and which can provide an effective early warning system
of potential financial distress.

Hyper-reality can be defined as occurring when representations of principal assets
such as earnings, quantitative investment models, analysts’ estimates and debt pro-
posals begin to reflect each other and the outcome does not necessarily represent
what is actually occurring in the underlying assets. There is a danger that the
symbol of an asset becomes dissociated from its underlying base and is treated as a
real phenomenon. The term ‘hyper-reality’ originated in art criticism, when objects
in art looked almost real but clearly were not real at all (Cantor, 1994). The financial
crisis revealed that derivatives were symbols of assets, not actual assets. The
profound social lesson for regulators is that debt, even when incurred through
derivatives and derivatives trading, is more than a symbol of debt — it has to be
repaid.

Prior to the recent financial crisis, regulatory frameworks did not overtly distinguish
between real and ‘hyper-real’ assets. Timothy Geithner, former Governor of the New
York Reserve and Secretary of the US Treasury, stated that “We did not have those tools
coming into the crisis and I think that was a tragic mistake for the United States and for
the rest of the world’ (Geithner, 2009).

Traditional regulatory tools have been predicated on a narrow interpretation of finan-
cial risk. Under Basle I regulatory rules,

... Banks only needed a modest sliver of capital to support triple-A securities. High ratings
thus meant less required capital, higher leverage, higher profit and higher bonuses.
Moreover, important financial institutions are not permitted to hold assets with less than an
AAA rating from one of the major rating companies. There was thus a strong demand for
high ratings. Ratings agencies are paid by the investment banks whose products they rate.
Their profits therefore depend on whether they keep these banks happy ... The recent
global financial boom and crisis might not have occurred if perverse incentives had not
induced credit rating agencies to give absurdly high ratings to illiquid, non-transparent,
structured financial products such as MBSs, CDOs and collateralized loan obligations.
(Crotty, 2009: 566)
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A singular point of focus on credit ratings and narrowly defined financial risk assess-
ment has not been sufficient to protect firms and economies from the threat of systemic
risk. As the Governor of the Bank of England noted, in commenting on the causes of the
current financial crisis,

There is no new paradigm here at all. This is something we have seen on many occasions
over several hundred years. But the fact that we have seen it in the past, and not been able
to improve things is a worry. This is one of a long series of financial crises. It is the
biggest one, perhaps ever, but it’s come out of almost the same problems we have seen in
the past. People who think the world has changed, I’'m afraid, have not read history. (King,
2009)

Failure to recognise ‘the same problems we have seen in the past’ suggests a limited
view of risk. This has created perverse incentives which have destroyed value in compa-
nies, industry sectors and markets. Unless regulatory systems recognise the destructive
role of perverse incentives, regulators are prone to falling into the trap of ‘rewarding A
while hoping for B’ (Kerr, 1975).

This article argues that regulators may be able to use more systemic forms of human
capital risk analysis to mitigate the destruction of value through managerial responses to
perverse incentives and widespread failure to foresee and act on early warning signs of
financial distress. This requires the systematic adoption, by financial analysts and regula-
tors, of broader definitions of risk and ways to manage it. Such a definition would cover
financial, reputational and political risks, based on the capabilities of organisational
managers, including their approach to managing people and change. Thus a systematic
approach to human capital analysis needs to be among the criteria used to regulate and
rate corporate performance. In this context, human capital refers to management systems
which are internally consistent with a firm’s strategy and with the broader context in
which the firm is operating.

The argument is developed, first by demonstrating the consequences of relying on
incomplete criteria of financial viability. The article then argues the need to incorporate
a systems approach involving assessment of the role of firms, analysts and regulators in
contributing to stability. Elements of a broader approach to risk management, including
human capital analysis, are identified, with an outline of how they might be applied. The
conclusion suggests that further research is needed into ways of implementing this wider
approach to risk analysis.

The need: Some consequences of current corporate risk
assessment practices

Debates over trajectory of the global financial crisis illustrate a complex interdependent
network of causation. The consequences of this crisis require analysts, investors and
regulators to take a nonlinear approach to assessing and reducing risk. Mortgage debt
securitisation (the bundling, on-selling and leveraging of debt) was accelerated in 1997,
with the United States, the United Kingdom and Australia leading the world in these
practices. The resulting cheapening of finance dramatically increased its scale, drawing
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in offshore lenders and generating complex networks of foreign debt (Jones, 2006;
Nadauld and Sherlund, 2013; Nadauld and Weisbach, 2012; Pol, 2012). The US govern-
ment bailouts following the subprime collapse exacerbated international sovereign debt,
generated when European banks, in anticipation of crisis, rushed into trading govern-
ment bonds, and then as the crisis grew, acted to off-load at fire-sale prices (Alderman
and Craig, 2011).

Since mid-2010, the European sovereign debt crisis has led to policies of fiscal con-
solidation, drawing investors into financially distressed conditions as governments ended
or reversed fiscal stimulus packages which addressed the initial crisis of 2008-2009. In
2011, the US debt-to-gross domestic product (GDP) ratio was 103.5% and the UK ratio
was 85% (Ledo, 2013). In September 2012, France’s debt to GDP was 91% with unem-
ployment at 10.8% and a Standard and Poors rating of AA+; Germany, with a debt ratio
of 82% and unemployment of 5.4% had a AAA rating. Greece, with debt to GDP of
126% and unemployment of 25%, had a B—rating. Italy’s debt was 126% of GDP, unem-
ployment 10.8% and credit rating BBB+; and the figures for Portugal were debt 117.5%
of GDP, unemployment 15.7% and credit rating BB; and Spain reported a debt of 76% of
GDP but unemployment of 25.8% and a BBB— credit rating (New York Times, 2012).

Thus conjuring with hyper-reality has had very real flow-on consequences. Orthodoxy
continues to defend corporate self-regulation (Bargeron et al., 2010) and tight fiscal con-
trol (Reinhart and Rogoff, 2008, 2010). Conversely, others have argued that light-touch
self-regulatory regimes in the corporate sector have resulted in little more than an appear-
ance of change (Wardrop, 2012), and that in situations below full employment, fiscal
stringency rules have inappropriately curtailed the capacity of government spending
actually to reduce the debt-to-GDP ratio (Ledo, 2013), and to restore growth (Chowdhury
and Islam, 2012).

While some have argued that ‘[t]he refinancing ratchet effect is a new type of sys-
temic risk in the financial system and does not rely on any dysfunctional behaviours’
(Khandani et al., 2013: 29), others have argued the importance of human agency, and the
need to manage it. Cabral (2012: 452), for example, attributes the crisis to ‘misguided
changes in the regulatory framework, specifically, the Basel I capital accord and reduc-
tions in reserve requirements’, policy response in the aftermath of the crisis. Engelen
et al. (2012), in an article provocatively titled ‘Misrule of Experts?’, argue that the finan-
cial crisis was an ‘elite political debacle’, with both political and ‘technocratic’ leaders
‘hubristically’ detached from a process of financial innovation that removed both private
finance and its public regulators from democratic scrutiny. Graafland and van der Ven
(2011) argue that a contributing factor to the credit crisis was the intense pressure placed
by a neo-liberal free market system on bank professionals, to identify the advancement
of shareholder interests with risky innovation strategies.

In a meta-analysis of literature on the UK financial crisis and resulting recession,
Herzig and Moon (2012) identify a range of accounts of the divergence between corpo-
rate social responsibility (CSR) and types of corporate social irresponsibility (CSI), each
account suggesting a particular proposal for remedy. One narrative locates the problem
in the structural marginalisation of CSR practice from the core business activities of
financial institutions. Another sees the crisis as an opportunity for firms and responsible
investors to reinstate business ethics on the agenda (Graafland and van der Ven, 2011
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exemplify this view). A third argues for a reprofessionalisation of financial practices,
interpreting subprime lending as having been driven by a misplaced desire to extend
housing equity to the poor, and interpreting excessive executive bonuses as arising from
incentive systems that encourage greed (see also Tett, 2009). Finally, there is a range of
narratives debating the institutionalisation of social irresponsibility: credit agencies are
seen as approving worthless debt and governments as providing ineffective regulation.
Social investors are seen as having been side-tracked from scrutinising corporate govern-
ance practices. Reformist themes of accountability to stakeholders, including the need to
regain employee loyalty through fair treatment, have been countered by arguments that
globalisation has undermined the regulatory power of governments: Herzog and Moon
conclude by arguing for a reframing and reconceptualising of the corporation — society
interface.

It is clear from the financial crisis that all market participants, investors, regulators
and analysts, were subject to a period of discontinuous change. Fast et al. (2009) found
evidence of an ‘illusion of control’ and a disconnect between the way financial markets
rated the financial health of companies and their own internal ability to cope with appro-
priate management strategies. CEOs of Fortune 500 companies routinely overestimated
their capacity to turn mergers and acquisitions into huge profits, leading to financial
losses for themselves, their companies and their stockholders.

This article takes a reformist position and argues that the reprofessionalisation of
financial regulators, analysts and managers needs to involve the development of capabil-
ity in analysing and regulating human capital risk, so that when the inevitable market
ebbs and flows occur, an effective ‘early warning system’ based on identifying human
capital deficits in organisations, for example in finance sector governance, may help
detect sources of extreme destabilisation.

Limits of financial risk analysis: The need for a systems
approach

For well over a decade, there has been acceptance that quantitative financial analysis on
its own is not adequate in providing the investing public with the fullest possible indica-
tors of the financial state of a publicly listed company (Graaf, 2013; Nielsen et al., 2006;
Watson Wyatt Worldwide Research, 2002). Arguably, regulators and market participants,
by default, have measured what can be measured, rather than what should be measured
(Sveiby, 1997; Ulrich, 1999). Around 84% of the top 100 Australian listed companies
used an indicator beyond statutory profit to measure their performance (Bray, 2010). One
inference which can be drawn is that directors believe that statutory profit alone does not
provide adequate insight for investors to understand the potential future operating perfor-
mance of a company.

Under current regulatory regimes, investment research is approaching commoditisa-
tion, with investment managers and buy and sell-side analysts accessing similar data,
using similar tools, provided by corporates at similar times (Royal and O’Donnell, 2008),
and with increasing chance of error as economic conditions deteriorate (Goedhart et al.,
2010). Investment proposals are accepted on the basis of generally acceptable ratios,
such as debt to equity and loan to valuation. But, the global financial crisis has shown
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that quantitative analysis, by itself, can underestimate the complexities involved in
industry sectors and within nations, yet obvious but causally unimportant similarities
may be seized on as significant. We may thus be seeing trends towards isomorphism,
whereby the approach and findings of different analysts converge with each other,
whether through imitation or based on similar socialisation, assumptions, organisational
locations and constraints (Di Maggio and Powell, 1983).

Ironically, the illusion of control can lead to a decline in analytical capacity, exacer-
bated when insufficient information is available to decision makers. The tendency for
market participants and regulators to focus on financial risk alone has negative conse-
quences. Goedhart et al. (2010) have suggested that equity analysts tend habitually to be
overly optimistic in terms of analysing company forecasts, in spite of regulation to avoid
conflicts of interest and to make the investment advice process more transparent. They
found that analysts typically lag behind events in revising their earnings forecasts in light
of changing economic conditions. They also found that, consistent with studies one dec-
ade earlier, the size of the error in the forecasts declines in times of economic growth, but
increases in times of economic decline. While more research into this specific finding is
necessary, it is worth noting that the illusion of power of market players may be exacer-
bated in a context of ‘hyper-reality’. Pricing models used by investment market profes-
sionals, and regulated by regulators, have traditionally not incorporated the complex
interaction of human capital and financial factors (Derman, 2011; Triana, 2009) and their
associated risks.

This can be illustrated by hindsight dissections of causes of the 2007-2008 financial
crisis. Financial models failed to reflect the complex human reality of financial market
players, and indeed, some would claim that their very purpose was to provide short cuts
to risk assessment, that bypassed the need to consider historical behavioural evidence.
This seems to have occurred in the pricing of derivatives such as the now-infamous col-
lateralised debt obligations (CDOs) and CDO-squareds. These were asset-backed securi-
ties bundled and re-bundled into tranches with varying degrees of risk and return. Nearly
one-third of the tranches downgraded in the 2007-2008 crisis carried AAA credit ratings,
64% of downgrades had housing loans or mortgages as collateral, and a high proportion
of downgraded asset-backed CDOs were linked to housing finance, much of it risky
(Benmelech and Dlugosz, 2009). These authors show that downgrades were more com-
mon when there had been a single rater and provide anecdotal evidence of overreliance
on statistical models that failed to account adequately for the correlation of defaults, at a
macroeconomic level — an error that was multiplied by the similarity of CDOs. The ques-
tion asked after the crash was “What human factors were involved?’ (Shin, 2009; Sorkin,
2009).

A common explanation was the widespread use after 2000 of a particular applica-
tion for risk assessment: quantitative modelling based on copulas, that is, formulas for
creating joint probability distributions out of several marginal distributions. In particu-
lar, a Gaussian copula developed by Li (2000) came to be widely used to model the
joint probability distribution of losses on pools of loans or bonds (Mackenzie and
Spears, 2012). Distributions were translated into single number risk assessments,
assigning a ‘default correlation’ to any pool of assets. The likelihood of simultaneous
default was used to price tranches according to risk. Taleb (2007) commented that this
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approach was highly vulnerable to the ‘black swan effect’ — the artificial suppression
of volatility in fragile complex systems, which are then open to unpredicted large-scale
crises. He was one of many to observe that Li’s Gaussian copula model was based on
an oversimplification of the complexities of real-world default statistics, assuming that
a single correlation number could explain default patterns (cited in Salmon, 2009). As
Salmon (2009) argues, the model-building ‘quants’ were detached from any under-
standing of the underlying assets they were pricing, and the analysts and bankers used
computer programs based on the quant models to provide correlation numbers that
were not questioned, despite discrepancies with evidence.

This example highlights the danger for regulators when they, and their regulated enti-
ties, rely on simplified formulas where complex systems thinking is required in order to
factor in human agency. Given the lessons of the global financial crisis, regulators are
required to interpret really complex and interdependent variables, including human capi-
tal and its consequences for change management and power, in order to more systemati-
cally assess risk.

Systems theorists may categorise this kind of interdependence as ‘order on the edge
of chaos’ (Arthur, 1994, 2009; Harvey, 2001). Faced with complexities of the scale and
scope seen in the recent financial crisis, regulators need to be certain that they are access-
ing all available data, including both financial and non-financial forms of risk. What
should be measured is system level risk, which requires qualitative as well as quantita-
tive analytical models. Ackoff (1999) defines a systems perspective as one that moves
beyond mechanistic thinking, towards solving sets of interacting problems, relinquishing
the search for simple solutions. Such thinking characterises adaptive, learning organisa-
tions. Senge (1990) described systems thinking as the ability to recognise the forces of
acceleration and equilibrium, how they work together and how it may be possible to
leverage them while understanding interdependencies among parts of the system. At the
supra-organisational level of the role of financial analysts and the operation of regula-
tors, this calls for a macro-systems perspective that is both long term and wide ranging.

Financial information alone is not sufficient to provide an early warning system to
protect economies from cascading failures that in the end result at the macro-level in
sovereign debt default. Understanding the potential future financial performance of firms
requires a more robust understanding of human behaviour than economists have previ-
ously admitted (Akerlof and Shiller, 2009). Quantitative methods need to be supple-
mented by fundamental and rigorous qualitative research incorporating human capital
themes. These methods are more likely to factor in the reality of the ebb and flow expe-
rienced by firms in changing economic conditions (Bassi and McMurrer, 2007).

At the most basic level, this implies that, as a component of due diligence, regulatory
systems should consider means of incorporating human capital analysis into reporting
and assessment processes. This, when used in complementary ways alongside more tra-
ditional financial analysis, allows for some degree of anticipation and more transparent
decision making (Bassi and McMurrer, 2007; Royal and O’Donnell, 2008). Investors
and regulators can use the insights available when human capital is examined in the con-
text of a broad systems view of performance (Gabor, 2010; Johnson and Broms, 2000).
In essence, human capital analysis may assist regulators and analysts in distinguishing
reality from ‘hyper-reality’.
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A broader approach to assessing risk: Responsible
investment and human capital analysis

One approach to broader and deeper risk assessment has been a United Nations initiative
to encourage institutional investors to sign up to a set of Principles for Responsible
Investment (United Nations Principles for Responsible Investing (UNPRI), 2010), based
on the adoption of voluntary guidelines for assessing firms’ environmental, social and
corporate governance (ESG) policies and practices. Skills in analysing these variables
are fundamental to the effective implementation of such guidelines (CK Capital, 2012;
UNPRI, 2010). Responsible investment advocates have perhaps made most progress in
developing criteria for evaluating environmental and corporate governance reporting
practices. While there has been a trend to ESG themes, the ‘S’ or social element of com-
pany analysis, and of regulation, has not been as well developed as the other two ele-
ments (O’Donnell and Royal, 2012).

Regulators in particular have focused on assessing approaches to good governance,
more than on broader human capital themes (Australian Stock Exchange (ASX), 2010).
However, researchers such as Bassi and McMurrer (2007) and Bassi et al. (2001) have
found that human capital can be a lead indicator of future financial performance, and as
such, needs to be incorporated into the regulatory process of investment risk assessment.
Risk management is defined by Standards Australia (2013) as follows:

To be most effective, risk management should become part of the organisation’s culture. It
should be integrated into the organisation’s philosophy, practices and business plans rather than
be viewed or practiced as a separate program. When this is achieved, risk management becomes
the business of everyone in the organisation.

This is a systems approach to assessing, not only the social impact of investment,
but also the human resource practices within regulated entities such as listed compa-
nies as well as investment banks and other finance industry organisations. Elements
which need to be made explicit include managers’ accountability for their treatment of
employees, shareholders and the public. When qualitative human capital data are used
side by side with financial analysis, markets have access to more valid and more pow-
erful information on current and potential future financial performance (Bassi and
McMurrer, 2007).

Unlike hyper-real derivatives, human capital investment allows a firm to manage
change and provides an underlying generative mechanism of value creation in firms,
industries and economies. Human capital analytical tools have so far focused on apply-
ing principles from accounting and finance to human resources, whether to assess a
firm’s capacity to deliver on its stated strategy or to create an index linking ‘good’ man-
agement practices to business results. In part, this involves assessing whether human
capital systems are internally consistent and consistent with business strategy. Such
analysis is more than the collection and reporting of statistics, for example, about the
composition of the workforce and measures of the productivity and output of people
(Mayo, 2001). But more is needed.

In knowledge-intensive environments, appropriately managed human capital systems
are the force behind the innovation underpinning intellectual capital which eventually
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generates financial capital. This understanding of generative value creation means that
regulators need to ensure that their risk assessment approaches incorporate all forms of
capital creation and destruction. Within this context, analysts’ and regulators’ risk mod-
els need to systematically incorporate key human capital variables: leadership, govern-
ance, management quality and remuneration and systems for managing change. Human
capital analysis is one way to more precisely analyse and mitigate aspects of non-
financial risk. However, most market participants, including regulators and analysts, are
not routinely trained to systematically analyse whether configurations of human capital
systems generate or destroy value in firms. What is involved in undertaking this more
complete form of human capital analysis?

Organisational-level human capital analysis

Investors can assess generative mechanisms of value creation (Ackroyd, 2004), in part,
through the analysis of qualitative aspects of human capital within listed firms (Daneshgar
et al., 2005). Two strands in the human capital literature have emerged since the 1980s.
One has focused on the value created by people, whether as individuals (‘skill’, ‘talent”)
or in organisations, communities industries, even nations (‘intellectual capital’, ‘organi-
sational capital’ and ‘social capital’). The other has focused on approaches to strategic
human resource management (SHRM) — ‘getting the best out of people’ (Baron and
Armstrong, 2007), on the assumption that value creation through people management
involves more than efficient streamlining of the labour process. Boxall and Purcell
(2003) identify a further divergence in the SHRM literature, between a ‘managerialist’
US approach and a more pluralist European tradition. The European tradition involves a
multi-layered analysis, identifying points of congruence and tension among systems for
employment, work organisation, performance development and stakeholder voice, at
industry, corporate and business levels. The Anglophone literature, by contrast, has
focused at firm level, with the role of SHRM being seen as that of measuring and mobi-
lising human capital in pursuit of competitiveness.

In the 1990s, one particularly influential conceptualisation of the latter approach to
human capital measurement and management was Barney’s (1991) resource-based view
(RBV) of the firm. This focused on identifying the human and other assets thought to
generate competitive advantage through value creation based on rarity and inimitability.
This can be contrasted with a potentially fruitful recent alternative: ‘human capital
bridge’ approach of Boudreau and Ramstad (2007), which couples strategic decisions as
to which interventions will yield large impacts for small increments in quality or quan-
tity, with assessments of the effectiveness of these interventions in changing behaviour.
This approach belongs in the school of thought that rejects the mechanical application of
human capital metrics, and instead embeds measurement in an analytical framework that
starts with organisational logic and considers processes.

Thus while the importance of human capital is rarely questioned, the search continues
for the most appropriate ways to identify it. Molloy et al. (2011), in a meta-analysis of
637 refereed journal articles written about intangible assets, have identified two key
weaknesses. The first lies in ‘theoretical disconnects’ between conceptualisations of
intangibles and the measures used. For example, the term ‘human capital’ is variously
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used to refer to ‘education, entrepreneurial alertness, industry experience, tenure and
personality’ (Molloy et al., 2011: 1504), and mechanisms for value appropriation are
mostly ignored. Second, measurement too often ignores context, such as the logic of
value creation; approaches to value appropriation; life-cycle stage; approaches to intan-
gible resource use and boundary conditions or ‘expectations’. Particularly at the firm
level, there is no one-size-fits-all approach to measuring human capital.

A rigorous human capital measurement system requires specific attributes. Bassi and
McMurrer (2007) argue that a measurement system should be credible, descriptive, pre-
dictive, detailed, actionable and cost effective. Mayo (2001) notes that human capital
measures should be ‘roughly right’ rather than ‘precisely wrong’, simple to understand,
clearly defined and able to be interpreted consistently. Furthermore, the process of meas-
urement should have integrity, be reliable, have no inherent biases, not be based on one
person’s judgement, make sense in the context of other measures, focus on what is
important and comprise key outputs or be linked to them, have the right level of detail for
action to be taken, be used for tracking change and incorporate data that are useful, pro-
vide the right level of detail, allow clear ownership by an individual or team, have the
right frequency and provide useful trends and comparisons.

Pike and Roos (2004) offer five conditions for accurate measurement: completeness
(the attributes must completely describe the company); distinctness (which eliminates
double counting); independence (this concerns the relationship between entities so that
aggregation to overarching measures can be undertaken safely); agreeability (mapping
from an empirical to numeric system); and commensurability (measurements must be
observed using a ration scale and be normalised onto a common scale). While providing
a challenge for regulators, a rigorous human capital risk analysis process is possible.

In a time of turbulence, an important human capital criterion to assess is the capacity
of a firm to manage change effectively. Classic change management techniques that are
measurable include clear targets, clear structures, high involvement and strong and visi-
ble leadership with a style appropriate to the leadership context (Isern et al., 2009).
Consistent with these findings, Aiken and Keller’s (2009) study of 3199 senior execu-
tives indicated that while only one corporate transformation in three succeeds, success
can be improved by the following human capital features: a compelling narrative,
employee understanding and role modelling by CEO and key executives making the new
way of operating believable.

Gaps and challenges for regulators

Human capital analysis provides a challenge to regulators in reviewing risk management
within regulated entities. Professional development in this context is a process which
attempts to close the gap between social performance and public expectations. It requires
the representation of experience in a set of emergent themes (Creswell, 1994) as human
capital failure can be seen as a component of operational risk and can impact financial
risk.

Currently, regulators such as the Australian Prudential Regulation Authority (APRA)
require limited human capital data analysis as part of the licencing requirement for mar-
ket participants (Fraser and Simkins, 2010). Challenges, however, exist in providing
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human capital data to market participants, outside of reporting on senior executive remu-
neration and corporate governance issues. APRA considers the consequences of human
capital risk, through specific strategies on Boards and senior management being ‘fit and
proper’ to take on the roles. However, regulators do not typically articulate how organi-
sations ensure that human capital risk is minimised through effective human capital
systems.

In response to these kinds of knowledge gaps, Royal and O’Donnell (2008) have
derived a suite of tools for human capital analysis, drawing on field research in the
finance industry. These tools are based on an analysis of management systems, allowing
for comparisons across industry sectors and across firms, and unlike the quantitative
models, they incorporate aspects of change management. See Table 1 for a summary of
the themes analysed, presented as a human capital risk checklist for regulators.

This checklist consolidates current themes in the analysis of human capital risk man-
agement, including governance, leadership capability, supervision, disclosure and human
capital decision making processes and the regulators’ own capacity to adapt to changing
market conditions and to enhance prudential global regulatory frameworks. The analysis
can be carried out at different levels: first, at the level of the regulatory process for global
equity markets, and second, at the level of the entities which are being regulated. As with
individual companies, regulatory bodies can also pass through a progression of change
management. However, in this article, we have focused on the role of regulators in over-
coming the human capital knowledge gap in their own internal processes. This kind of
qualitative, system-based human capital analysis can complement traditional financial
analysis in order to create a clearer picture of risk within firms, regulated entities and
nations.

Conclusion: The appropriateness of human capital analysis
in the regulatory system

It is the value created by human capital, rather than the costs of managing it, that pro-
vides the most compelling rationale for systematic human capital analysis by regulators
and by financial markets. Regulation of financial risk alone cannot solve all the problems
inherent in the creation and destruction of value within regulated entities and within
sovereign nations. A robust financial regulatory regime requires a systems perspective,
incorporating a deeper analysis of human as well as financial capital. A systems perspec-
tive involves regulators moving beyond analysis of financial data towards complex sys-
tems thinking in order to develop more robust risk assessment and risk mitigation.

As ESG investing increases, additional analytical skills are required in financial mar-
kets to assess the value of non-financial capital. Additional non-quantitative research
techniques are required to assess the potential value of human capital systems in knowl-
edge-intensive firms, such as investment banks and other financial institutions, where
intangible value is a large proportion of firm value.

In a global financial crisis environment, which challenges confidence in investment
professionals, it is highly appropriate for regulators and market participants to be, and to
be seen to be, exercising due diligence through thorough analysis of all available data
which may predict future risk. Just as securities analysts and fund managers require the
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Table I. Human capital risk management checklist for regulators.

Entity being  Leadership style Change Management systems

regulated: management

LC or FMP? practices

LC or FMP? I. Entrepreneurial ~ Systematic trial and  Is there evidence of ongoing
style leadership error — learning by ~ and systematic innovation of

doing products, services and processes
of all management systems?
Are the human capital systems
(e.g. recruitment, training and
development, career planning,
remuneration and knowledge
management) internally consistent
and consistent with strategy?

LC or FMP? . Transactional/ Steady growth Do all human capital management
operational systems show an appropriate
leadership level of stability for the context in

which the organization operates?
Specifically, is there evidence of
appropriate investment in human
capital through expenditure on
training and development at all
levels?

LC or FMP? . Systems-based Divisionalisation Is there evidence to suggest
leadership — — accelerated that human capital systems can
systems operate  complex growth, be carefully reproduced? Can
irrespective of organically or systems be rapidly executed? Is
leader mergers and there clarity within and between

acquisitions core and non-core human capital
systems?

LC or FMP? . Change agent Realignment of Do the human capital systems
basis for overall business to allow for openness to ongoing
leadership new conditions change, flexibility and appropriate

levels of transformational change?

LC or FMP? . Visionary Sustained success Are the human capital systems

leadership for
new strategies

or decline

embedded in policy and
procedure to sustain change?!
Or is there evidence of
fragmentation, stagnation and
failure?

LC: listed corporation; FMP: financial market participant.

appropriate competencies, skills, knowledge and abilities in order to form earnings esti-
mates and investment recommendations (Graham et al., 1962), so different competen-
cies, skills and knowledge and abilities are required to meet the demands of the analysis
of non-financial sources of value, including human capital. These include skills in quali-
tative research techniques. This deeper level, non-financial data will be required to
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clinically assess the role of human capital risk as one early warning sign of potential
financial distress and allow market participants to better prepare for all kinds of eco-
nomic conditions.
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