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Chapter 15: Training (2+ page summary)

Overview 

This chapter addresses why firms train their employees, and the costs and benefits of doing so.  The Stanford Sloan Program is cited throughout as an example.  If you were a company, would you pay $240,000 (tuition, relocation, salary, etc.) to send a promising engineer to the Program?  Most likely, he’d be worth a lot more to you afterwards—but also to other companies.  You would probably have to pay him a higher salary after his degree, in addition.    

Why Firms Train Workers

The answer is found in the Human Capital Theory, which states simply: “Firms train workers (and pay for it) if doing so enhances the firm’s profits.”   In quantitative terms, this is expressed:






B – S > C 
In net present value terms:

B represents the gross lifetime benefits to the employer for training its worker

S represents the increase in salary that the worker will be given after training is done 

C represents the cost of the training

If the above equality holds, the firm will pay for the training, since doing so will increase its profits.

Gross Benefits From Training (B)

The following factors influence the benefits received from training.  The first three are more tangible and objective, while the last five are more intangible and behaviorally based.

Expected Duration of Employment – Since training is upfront, the longer a worker works for the firm afterwards the more valuable it is.  Factors that affect this include:

· Family Status – a young employee with no family, etc., will find it easier to pick up and leave the firm

· Local job market/location – families in close-knit, rural communities are hesitant to leave in search of other jobs (which is why Japanese auto plants are in Marysville, Ohio)

· Existing HR practices – wages that rise with seniority, pensions that vest, and, most importantly good HR policies that screen and prepare workers for long-term employment

The Worker’s Preexisting Skills – training is more valuable if the worker’s preexisting skills are lacking or can be improved a great deal

Complements to Other Skills – are the skills obtained from training a good fit with the worker’s overall skill set/package?  For example, a company is probably be better off sending a veteran chemical engineer to the Sloan Program than recruiting a freshly-minted MBA with a related background, since, in the first case, the employee already is indoctrinated in the company’s practices, philosophies, and network.  Also, he/she is more likely to selectively learn material related to the anticipated role.

Commitment and Gift Exchange (Reciprocity) – training signals a willingness by the firm to invest, and possibly, take a risk in the worker by providing him/her with skills (which may be transferable).  As a result, the worker may reciprocate with improved performance and loyalty.

Screening Through Training – a company with a well-publicized training program causes self-selection among its applicants in favor of those who desire training and professional growth/development.  This type of applicant isn’t necessarily desired by all firms.

Direct and Indirect Spillovers – Workers who have received training may spread their skills to others through common assignments, teams, informal seminars, etc.  Also, workers will eagerly learn skills that are believed to be critical to a position they are seeking.

Sending Signals to Others – “Hey, they’re sending Bob to Stanford—they must think he’s management material!” or “Let’s buy from XYZ company—they are run by smart Sloan grads!”

Reinforcing Culture – training can reinforce a firm’s culture in many ways.  It can show symbolically that is a “learning organization” and values continuous improvement.  Or it can more directly influence culture/strategy (i.e. formal high-tech training programs within Bell Labs).

The Ability to Appropriate Returns to Training (B - S)

These factors influence a firm’s ability to “hold on” to the value gained from training its workers, whether from the workers themselves or competitors.

Firm Specific and General Purpose Human Capital – assuming the equality from before holds, shown again here as: S – B > C, two types of human capital can result from training (assuming competitive labor markets):

· General Purpose: This comes from training that builds broad skills equally valuable to all employers.  Shown as S = B, a firm has to increase a worker’s wages just to keep the worker from taking his/her skills to another company.  So it shouldn’t pay for the training.

· Firm-Specific: This comes from training that builds skills valuable only at the firm the worker is employed currently.  Shown as S = 0, a firm usually pays for this type of training since the worker’s wages are unaffected (he/she can’t take the additional skills elsewhere.)

Skills That Can’t Be Used in Alternative Locations – even if a blue-collar Tennessee worker is trained in General Purpose skills, he/she may be too rooted in the local community to take them elsewhere and demand higher wages  (more rationale for auto plants in Marysville, Ohio).

The Hidden Skills and “Lemon” Problem – one problem with training workers is that it signals to other companies and headhunters what skills your workers have and who your real “stars” are.

Inertia and Loyalty – inertia, such as having to relocate, losing friendships, and especially built-up company loyalty can keep workers from leaving for higher wages.  

Whether Firms Always Pay for Firm-Specific Training – the assumption that a firm does not need to pay for firm-specific training only holds if the employer holds all the bargaining power vis-à-vis the worker.  Workers often demand salary increases for improving their skill sets regardless if they are transferable.

Implicit Collusion to Prevent Raiding – firms in a labor market can have implicit or explicit agreements with each other to maintain a standard level of training and to prevent raiding.  Often third parties (unions, governments, associations) impose some sort uniformity of training.

The Costs of Training (C)

Many firms use informal training (which is cheap and easy) to teach skills.  These factors affect the costs of training:

On-the-Job Training and Apprenticeships – some jobs can only be learned this way, and can result in a loss of overall productivity during training.  Some firms will underpay apprentices for their work, since the training is considered part of their compensation.  

Prestige Apprenticeships – since apprenticeships/training at some organizations (say McKinsey) is considered outstanding, those workers could theoretically be paid less for being there.  But this often isn’t the case because status, reputation, and compensation are linked in the short-run.  Firms that lack training processes often raid prestige firms for trained workers, but usually don’t aren’t able to steal the cream of the crop.

Enlisting Public Support – firms can assist local training initiatives, sharing the cost and improving the labor pool.  Also, they can lobby governments to either subsidize training or require a minimal level of training in workers (hurting competitors with poorly trained workforces).

Making and Evaluating Training Decisions

There may be underinvestment in human capital in general, since, unlike physical or financial capital, the precise magnitude and duration of payback is difficult to measure.   Possible ways to circumvent this include thorough, quantified analysis of proposed training programs, explicitly paying for specific skills on balance sheets (forces more methodical evaluation), and systematic experimentation. 

Designing Training Programs

There are many issues that need to be considered when designing a program, among them:

· On-site vs. off-site

· Internally provided vs. external vendor

· Organization-specific vs. participants from many organizations

· Choosing between vocational training, general professional training, or personal and intellectual development

· Individual or group training

Note that the cost-benefit trade-off for any issue can be distorted because benefits are often intangible (especially symbolic or social benefits) or long-term in nature.  A systematic experimentation with the design of training programs, criteria for selecting whom to train, and post-training assignments can help identify and maximize the value-added features of training activities.  Lastly, training should be complementary to other HR policies and overall job design.

