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Lecture - 21
Investing in Human relations: Employees as stakeholders and Investors of Human
Capital

Hello, we are on to our 5th week and this week we are going to talk about employees. As
you can see Employees as Stakeholders, Employees as Investors of Human Capital; our

tagline for this week is Investing in Human relations.

(Refer Slide Time: 00:49)
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Concepts Covered:

O Employees as an important primary
stakeholder group
U Employees as the ‘human capital’ investors

CONCEPTS COVERED O Employer-employee relationship

@@

So, we are going to talk about various aspects of employer employee relationship, but
today specifically we will talk about establishing employees of the corporation as on
important stakeholder group and then as you will see that I am also going to talk about
the human capital theory. Namely there are theories that have talked about the employees
as being some kind of an investor. So, this is where we are going to start and throughout
this week we will talk about various duties and rights of this particular group namely the

employees.



(Refer Slide Time: 01:39)
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Employees of a Corporation ’

+ Corporate governance shows the investors /shareholders as a/p )
stakeholder group. ’_ll
——— A

Al

* In this week, we shall discuss that employees are also one of the prim;
stakeholdgfs of a Corporation.

They are a group of people who can directly affect the Corporation, or be
el Dty pELe AL Bt

ffected by_the corporate activities.
= )
. nothpoyandn T
* Employment in corporate sector helps so many families to achieve a
cerfa;,l'lv:| quality in life. And employee productivity enables the
Corporation and its growth (positive) ————————

can threaten the livelihood of The employees. E.g. With the rise o ﬂ] n
US$ 167 Billion Indian IT industry (2019), a round of loss of joB¥ is
inevitable. Similarly, underperformance of empldyees er
corporate objectives (negative)

* Achange in the business, comp?ti?ive edge of the Corporation soms

So, here we start Employees of the Corporation. Now last week we have discussed about
the corporate governance and in relation to that we have talked about a very important
stakeholder group namely the shareholders. So, if that is a very important shareholder
stakeholder group and we have called it a primary stakeholder group because of the
salience, because of the importance, because of the directness of their involvement. This
week as I just said we will speak about employees as being also stakeholders of the

primary kind. So, let us try to understand that.

Let us recall what stakeholder means given Freemans definition and that was individuals
or groups who can either affect the corporate objectives, organizational objectives or can
be affected by the organizations objectives. Now if you try to see that in this aspect, then
employees suddenly fits into the definition because they are a group of people who can
directly affect the corporation or be affected by the corporate activities right. So, that is
why we are going to include them in the stakeholder map. They can affect and be

affected both positively and negatively, let us try to understand by taking examples.

See the positive to be affected by the corporation in a positive manner, you might say the
employment itself is that change factor we get is completely changes the life the quality
of life for the employees. In fact, so, many families achieve a certain quality in life
because of that corporate employment. So, there is a benefit that they are receiving there

is an effect on their lives.



Similarly, employee productivity can certainly boost (Refer Time: 03:50) the
corporations growth. So, that is a positive affect similarly the negative effect. You know
sometimes business has to take the undesirable unpleasant decision to downsize because
of you know a change in the way to do business or because they the steep competition

that it faces.

For example, all of you or many of you know that the what we are calling the fourth
kind; industrial revolution the fourth kind of change that we are expecting is the rise of
Al, Artificial Intelligence. And when that course comes going to come I am sure you
understand that the IT industry will not remain the same because it is going to be Al
based. So, there is inevitable downsizing that is going to happen a round of loss of jobs
that is inevitable. So, that is the effect the employees are going to face, similarly if you

see that the employees are not performing well that affects the corporation also.

(Refer Slide Time: 05:09)

Employees of a Corporation

* Typically, employees are referred to as : Human resource.
Just as a company requires financial resource, its other
crucially necessary resource is: Human resource.

* However, ethicists point out: Being viewed as a resource
seems to allow a certain treatment: To be used as merely as
a means to some other end. This is use of employees as
‘objects’, but Kant's Categorical Imperative reminds us of
human dignity: Persons are not be used merely as a means.

* Employees are not only nrinﬁm st%ehoésgrs, but the
?hm | Pyimary stakeholder; whereas vestors or the

ofders are the external primary stakeholders.

So, given that now we have seen that typically employees are referred to in the literature
as well as in discussions often they are referred to as human resource. So, the comparison
here is that just as you need financial resource that is your capital, similarly a corporation
needs it is human resource. These are the people and they are compared to a kind of
resource. Now that nomenclature is very widely prevalent in fact, there are lots of
courses and programs that run saying this is a human resource management course and

SO on.



Now, ethicists have a problem with that kind of terminology. Why? Because they point
out that you know being viewed as a resource has a downside, has a negative side
because the resource has an only an utility value, it is good as long as it is of use. So, to
be treated as a resource allows a certain kind of treatment namely exploitation, namely
treating humans. As if they are only merely a means to some further end and that is what
Kant would say treating persons as ‘objects’. Objects that are disposable after use, after
the utility you can dispose of them without any regard towards their welfare or without

respecting them.

So, Kant’s categorical imperative may I remind you will object to this kind of treatment
and they it will remind us about this human dignity, that people deserve different kind of
treatment. So, instead of calling the employees as human resource, it has been it is also in
currency that we can treat them as stakeholders. Not only stakeholders, but let me make
the point that they are obviously, very important and primary stakeholders we have said
that, but they are also the internal primary stakeholders. If you think of shareholders they
are also primary stakeholders, but they are external; external as an external to the
corporation. The employees are internal as in internal to the corporations. So, that is an

important spot for us to remember.

(Refer Slide Time: 07:55)
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* Recruited : By the Corporation. For a specific job related to the
creation of products or services, or in support, for the Corporation:

Job description.

*Employment contrach A contract or agreement is accepted by
hoth Sitesastheterms and conditions for the job. Employees may
be: (a) Part-time, (b fuli-timeamd{cf Contractual

* In exchange of the employee’s skillset, knowledge, experience and
contribution to the corporate objective, the Corporation pays the
compensation to the employee, along with the other usual

emoluments, and the benefits; e.g. overtime, health insurance,
retirementrenefits.

+ But just arranging these does not entirely cover a Corporation’s
responsibility towards its employees. There is more to say about
the employer-employee relationship.

Employees of a Corporation l

Now, how do we get this if you know the process of you know there is employee

appointment then you know that there is a definite process that the organizations go



through namely the process of proper recruitment, selection and recruitment. So, you hire
through a regular process advertisement, you know interview holding interview because
there is a very clear job specification, there is a certain kind of job for which you are
looking for the skilled people. So, the job description and then the matching skills this is

where the recruitment happens through certain phases.

Now, once selected the employee is goes through signing the employment contract; the
contract is between the employer and the employee and for both sides it has to be
mutually agreed upon terms and conditions for the job. You know that not all employees
are of the same kind, there can be some can be part time, some can be full time, some
can be contractual, but we have this medley of employees. And the terms and conditions
might be different, but that there is a process of recruiting, them there is a process of

engage with them in the organization.

In exchange of employees experience and skill set and an ability to contribute to the
corporates objectives the corporation decides the compensation package for the
employee. So, there is of course, the salary involved, but along with it there are other
benefits also. Perks benefits and so on for example, you know health insurance or
retirement benefits and so on. But we are going to talk about that how this is not the only
conditions if to corporation meets those, how that does not cover the entire set of
response relate is that exists between these two groups namely employer and employee.

So, let us move forward with that.



(Refer Slide Time: 10:19)

Enron and its employees

In 2000, Enron was the 7' largest company in the US with reported I qw& ! &
sales of USS 1 Billion, The media frequently portrayed Enron VIR
{

managers as the most extra-ordinary corporate managers. ﬂl _L'-
However, despite its suCCess story, Enron turned out to be the

largest bankruptcy and accounting fraud case in the US. True,

Enron’s shareholders lost billions of dollars overnight.

* But: The massive fraud also left a massive trail of damages for its
employees. Several thousands of Enron’s employees lost their jobs
almost overnight. —™™™m™— mn———

+ About 20000 employees lost their entire retirement savingsi\

because Enron had encouraged them to purchasé the company
stocks for their 401(k) retirement plans.

» Enron owed USS 400 Million to its senior employees, a fraction of
which has been recovered.

Let me once more cite the example of Enron. We have talked about this case when we
were discussing corporate governance and you may recall that before it collapsed. Enron
was a very big name it was in fact doing fabulous business being the 7th largest company
in the united states with a whopping a pound of 1 billion cells figure. And the managers
the top managers of the company were idolized by the media, by the corporate sector as
being most the most extraordinary corporate managers, there was an aura charm about

them and finally however, the company collapsed.

The company collapsed and we till date, we discuss about how it affected the
shareholders because it is true that the shareholders were very hard hit, they lost billions
of dollars overnight. But we need to also remember that it was not only the shareholders
who were hurt by the company’s collapse there was a big bloody trail left also for the

employees big damages.

First is the immediate was that several thousands of Enron employees immediately lost
their jobs practically overnight. Above that some 20000 employees lost their entire
retirement savings; why because, the company was doing extremely well and the
company advised them to purchase the company’s stocks for their retirement plans. So,
their entire retirement savings went into the company buying the company stocks which
seemed like a very good idea at that moment. So, the point is that if the shareholders lost

because of Enron so, did it is employees.
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Enron and its employees 44

Most of the Enron employees, like the ordinary investors, had no idea
about the company’s impending collapse.

On the other hand: The massive lapses and fraud at Enron were
committed by the topmost level employees of Enron.

Following the example of the top level, some lower level employees
also were engaged in malpractices: They knowingly manipulated the
energy prices in California, and openly joked about doing this with
their peers. This went on for quite sometime.

Many employees must have been complicit, who actively or passively
participated at the frauds being committed at different levels. But,
overall ordinary employees did not have any idea about the

impending collapse of the company.

And the fact is that just like most of it is shareholders in fact, all it is ordinary
shareholders did not have any idea that the company was going in the red. Similarly, the
employees most of the Enron employees did not know about the company’s impending
collapse. It is true that the massive fraud, the accounting fraud that was committed in
Enron, the perpetrators were also employees they were the top level executives of Enron
they were not ordinary ones, but as the top executives were involved in that accounting
fraud. It is also true that there were certain malpractice going on within the organization

by some employees also.

So, for example, some later analysis has revealed that some lower level employees
manipulated energy prices and they boasted about it, they joked about it in openly among
themselves. So, many employees may have been complicit with the collapse and they
probably had a hunch, but in general the ordinary employees had no inkling about the
huge catastrophe that the loss is going to happen. This left them completely unprepared

and also absolutely facing an uncertain future.
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Enron and its employees

Why did the Board of Directors, top executives not protect the
employees (and the investors)? ——

Partly because of the organizational culture of Enron: Top
executives believed themselvés o be the best, and they had to |
protect their reputation and compensation. So, when company’s =
ventures started to perform poorly, they were more concerned
about themselves, They had 0 hide the facts to cover up their

] failures. They were not thinking about anyone efse.

The Board did not pay attention to the employees, because, like

many other Boards, they did not consider it as their duty. They
believed that their job is to only represent the shareholders, when
they failed even there. They also failed the employees, some o

whom were also the shareholders.

So, this is not a very desirable kind of relationship with an organization. You are working
for it, thinking it is going doing extremely well you are trusting it, you are trusting your
pensions saving you know life ends savings, but then you are feeling that you have been

completely cheated out of this.

So, now the question is you might ask is why the board of the directors or the top
executives of Enron, did not even think about protecting the interest of the ordinary
employees of course, the shareholders also, but why not could not they inform the

employees at least in some subtle way.

Now that analysis would give us an interesting answer this is from the analysis of the
Enron case from various perspectives. People say that partly the reason lies with the
organizational culture of Enron. The topic executives may I remind you where viewed by
the world and the media as this super managers, you know they are extremely talented
and the most extraordinary kind of corporate managers. So, they had a reputation, they

had an image to the world.

So, when the company started to perform poorly they were very concerned to cover up
the tracks, they very concerned about their image. So, they had to hide the facts that
would show them as failures to the world and they had no time to think about anybody

else. So, they were absorbed obsessed with them themselves.



Now, why the board did not pay any attention to the employees future? The clear answer
is because like any other board probably the board of Enron also did not think it is their
duty to consider the employee interest. Because the boards typically think about how to
return the value to the shareholders and in their calculation, in their consideration the

employees do not even feature.

(Refer Slide Time: 16:29)
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Satyam Computers and Employees
+ Satyam Computers fraud case (2009): About 20000 employeesj

lost their livelihood.

* IL & FS collapse (2019): Many firm's employee pension funds,
e.g. SBI, Infosys, may lose Rs 20000 Crores, as they invested with
1l & F5 (Economic Times, Jan 21, 2019) _—

* Ripple effects: At Arthur Anderson, Enron’s audit firm, 28000
] people lost their job; many organizations in Houston, whic
depended on Enron’s support, had to downsize; e.g. Houston's
Red Cross Chapter Sy

So, with that we are trying to make a point here that, when company something happens
to the company, it not only affects the shareholders, but also the employees. We can take
the example, our Indian example of Satyam computers this also we have discussed we
again speak about the investors of the Satyam computers, but we rarely talk about the
20,000 employees who also lost their jobs because of the debacle, because of the major

fraud that was committed.

If you consider the most recent case of IL and FS collapse, you know then we can see
that it has affected not only the shareholders and the you know the lending other
companies who which were dependent on it, but many firms actually invested with them
and those were employee pension funds. So, sorry, those were an employee pension
funds and so, that kind of puts the employee future at stake what which companies are

this was SBI Infosys which actually invested with IL and FS.

There are also ripple effects with Enron when Enron collapse we need to remember that

at Arthur Andersen which worked as Enron’s audit firm some 28,000 people lost their



jobs. Similarly the organizations that in Houston, Texas which were supported by Enron
also had to really downsize and feel the pressure on them. So, these are the total effects

and they are all important to remember.

(Refer Slide Time: 18:25)

+ Point is: Corporate decision-making focuses almost exclusively on '
shareholder value, and on private gain. }

+ It is argued: If a Corporation, and its Board, feel obligated to proteca ad

the interest of the investors / shareholders, why should not they feél
the same obligation towards the employees? If investors own th
Corporation and its assets, the employees ‘constitute’ the
Corporation. a——

+ Stakeholder theory proposes: Board decisions have far-reaching
implications on stakeholders beyond the shareholder value, and that
the Corporation should be managed in the interest of all the
stakeholders. Employees are an important stakeholder group.

* In fact, employees may have a greater stake in the company than the
shareholders by their years of service and their inability to withdraw
from the situation (Adams & Matheson 2000) .

The point as I have said that though we typically look at the shareholders the board the
company and so on. But if they are important then what we are trying to raise the
question here along with the research literature is that, why should not we feel, why
should not we say that the company also owes it to the employees the same obligation,

because if the investors own the corporation then employees constitute the corporation.

Now, going back to stakeholder theory therefore, we can easily make up an argument
that employees are this important stakeholder group and if we have to say following
stakeholder theories claim that the corporation has to be managed for the good of all the
stakeholders then how can we leave out the employees out of that. There will be some
who will say that employees have a much greater stake in the company, because they are

connected with the company in a very difference sort of a way, let us take a look at that.
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Corporations and Employees
Similar point made by:

* Human Capital Theory (Asefa and Huang 19934): Employees are also a kind
of investors. They are the human capital owners and investors; when
shareholders are the only financial capital owners and investors. If
financial investors” interest is to be protected, then the interest of
human capital investor is also to be protected.

* Human capital: Physical capability, intelligence, creativity and
initiative. This is what employees bring to work, and invest in the
Corporation. The Corporation owes them a value for their
investment too, a return on the investment.

* So, Human Capital Theory: Employees deserve as much importance
as shareholders. Corporations should see employees also as a typ
of investors, and not merely as a ‘resource’.

A point has been made as you saw that the employees are more important than the
shareholders, but here is human capital theory, which says that you know we can also
look at employees not only as stake holder but also as some kind of investors. They are
not a financial capital investors, but they are the human capital investors. What is it that
they are investing in the company, and this theory point said this important things the
physical capability, the intelligence, the creativity or innovations. And the initiative this
is what the employees bring to the corporation and they invest their time, their life and
their energy in the corporation if that is the case then they are what this theory says is

human capital investors.

So, if financial investors deserve importance and consideration, then even the employees
as human capital investors deserve, definitely deserves some importance and they should

not be looked up only as kind of a resource.
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Corporations anﬁ Empioyees

* Why give employees priority over the other stakeholders, e.g.
consumers, creditors?

Ans: Several important distinctions justify the distinction.

E.g. (a) Employees are tied to their employer and dependent on theiq
job and employer for their social and financial well-being, whereas

customers, and other stakeholders, usually have aTumber of options
available to them. —

(b) Employees are more vulnerable than other stakeholders, e.g;”]
shareholders; because shareholders may invest in more than one
corporation, employees are unable to diversify their investment as
effectively.

* So, in Ethical Corporations, interests of the employees must bg
protected along with that of the sharéfofders. ——

Here you might say, but then why are we singling out employees because there are other
stakeholders also you know who are equally connected and equally important for the
corporation. And this theory points out that there are important distinctions to justify that
claim; namely, the employees are tied up with the employer and their uniquely dependent
on their job and on the welfare for their well being. Be it social well being, be it financial
well being whereas, the other kind of stakeholders they have number of options available

to them, they are not in that sense dependent on the corporation.

Also employees are more vulnerable for anything that happens to the company,
employees are more vulnerable because you know again shareholders and other
stakeholders, customers also can look for other products look for other companies, but
employees cannot immediately delink themselves in that way. So, in an ethical
corporation therefore, the interest of employees need to be protected along with the

protection of the interest of the shareholders.
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Responsibilities and Obligations: From hoth
sides

+ But, we shall also add: That just as the Ethical Corporation has
some specific ethical and legal duties, and responsibilities
towards its employees, the employees too have specific ethical
and legal duties, and responsibilities towards their employer, i.e.
the Corporation.

+ Ethical relationships are mostly reciprocal: In corporate
governance, if the controlling shareholders have responsibilities
towards better governance, then so do the minority

] shareholders. Similarly, if management has duties towards
better governance, so do the owners / shareholders .

+ Same here: Desirable ethical behaviour between employer-
employee requires commitment and responsiveness from both

Do that we shall so, far what we have to tried to follow the literature to establish that
employees are very important stakeholder groups, and if shareholders are important
crucial in stakeholder groups so, are the employees this much we have not established. It
seems like we are arguing then employees need to be protected and the organization has
special duties towards them; yes we are saying that, but with that I am going to add
further one more point that it has to be a reciprocal relationship. There are duties and
there are obligations from both sides and we cannot overlook that fact. So, the desirable
ethical behavior that we will be speaking about in the next few lectures would demand a

certain kind of reciprocity it is not a one way relationship at all.
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Corporations and Employees
Goodstein and Wicks (2007): True that Corporations have responsibility
towards all its stakeholders.

However, it is not one-way responsibility. Stakeholders also have
ethical responsibilities towards the Corporation and towards creating
and preserving its ethical climate.

So, employees and all other stakeholders have ethical responsibilities
towards the business.

Different ways to look at this relationship:

1. Reciprocal: Company's responsibilities to employees, and
employees’ responsibilities to the company.

Each side enjoys benefits from this relationship, each side also has to
suffer the costs. So, both Corporation and employees need to act
responsibly towards each other.

So, this has been also mentioned by other researchers for example, Goodstein and wicks
and they have said that it can be looked at from the lens through the lens of reciprocity
which is what, often is the ground for most moral relationship, most ethical relationships
are based on reciprocity. So, both employees and employer they have duties and rights

towards each other.

(Refer Slide Time: 23:39)
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Corporations and mployees

2. Application of fairness principle (lustice): When people
voluntarily accepts benefits in a mutually beneficial cooperative

scheme which Tequires sacrifice_or_contribution from the
participants, ethical nbli[gtiunsb are created in
proportion to the benefits acceptet———

Employees, like other stakeholders, accept various benefits from
their relationship with the company. E.g., wages / salary, status,
self-esteem. It is only fair that employees show responsibility to
the company.

Both sides, Corporation and employees need to act responsibly
towards each other.

Apart from that we can also use the justice the lens of justice theory to argue a similar

point. Justice principle says that when people knowingly and voluntarily starts accepting



benefits in a mutually beneficial cooperative relationship. Where which requires both
costs and positive benefits from both the sides then out of fairness certain duties certain

obligations are created in proportion to the benefits accepted.

So, if we use that, then suddenly employees accept benefits knowingly from the
relationship and it is only fair that they should show responsibility to the company. So,
(Refer Time: 24:29) with this is going to be our track, this is going to be our way of

understanding the whole relationship.

(Refer Slide Time: 24:35)
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With that I am going to end this lecture today.




(Refer Slide Time: 24:43)

LR B B R Rt

Conclusion:

Module 5 Lecture 21 starts the discussion on Ethical
Corporation and another of its important stakeholder
groups; namely, the employees. It identifies thenature
of the relationship between a Corporation and its
employees, and the scope for mutuality in that

c - [H 7’ ; relationship. Using the Stakeholder theory and Human
onciusion Capital Theory, it tries to show the basis for reciprocity

in that relationship.

There are references given for you to take a look at this, but overall we have just started

our journey on this important component namely the employees.

Thank you.



