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Do investments in human capital pay off?





Investments in and returns from investments in human capital generally involve the following levels: individual, enterprise and societal levels. It is thus between these three stakeholders that the burden of costs must be distributed and, likewise, to which the returns accrue.





The present paper will initially discuss the limitations of considering human capital investments and returns in economic terms only. This will be followed by a discussion on cost-benefit analyses of investments in human capital using initial vocational training as an example. The paper will finally provide some closing remarks on investments in and returns to human capital related to the CEDEFOP review ”Exploring the returns to continuing vocational training in enterprises.”





Economic and non-economic indicators for measuring returns


While investments and returns are generally associated with the economic dimension, this dimension alone is rarely sufficient as to fully grasp the input and output side of human capital, as illustrated in table 1 below.





Table 1: levels and dimensions of human capital


Level    /     Dimension�
Politics�
Economy�
Sociology�
psychology�
�
Individual�
Increase skills level�
Increase earnings�
Increase equality �
Increase self-esteem�
�
Enterprise�
Comply with surrounding society�
Increase competitiveness�
Improve the enterprise image�
Improve work environment�
�
Government�
Complement labour market and employment policies�
Share the costs related to education and training�
Implement the lifelong learning concept�
The notion of a dynamic government/


society�
�
Source: Westphalen (1999), p. 3.


Note: Different levels as well as different dimensions may have identical objectives. The examples given must, therefore, be treated as indicative rather than exhaustive examples.





Consequently, human capital cannot be captured in economic terms alone. Still, that human capital, and especially the acquisition, maintenance and upgrading of it can only be measured indirectly is not satisfactory from economists’ point of view, as exemplified in table 2 below.





Table 2: Correlation methods at different levels.


Level�
Methods�
�
Society �
Investment in education relative to national wealth�
�
Enterprise�
Investment in training relative to enterprise performance�
�
Individual�
Years of schooling relative to life income�
�



It is thus clear that the focus has generally been on the input side of human capital whereas the output side has been treated in rather statistical and indirect terms. Even if this does provide general indications as to the positive effects of human capital investments, it provides little help for assessing the returns to specific investments, be it by individuals, enterprises or at society. Hence, even if investments in human capital are generally sound investments it cannot be measured against alternative investment possibilities.





Investments in initial vocational training and the returns


The balance between investments from the three levels has shifted over time. For instance, the costs for apprenticeship training was originally shared between the trainee/the family and the employer but are now primarily shared between the public purse and the enterprises, as illustrated below in table 3.





Table 3: Investments in IVT


Initial vocational  training�
�
�
             Dual-based apprenticeship models�
              School-based apprenticeship models�
�
�
Individual�
Enterprise�
Public�
Individual�
Enterprise�
Public�
�
Salary�
Accept lower payment in return for training�
Pay a salary in return for work or expected future returns�
May provide individuals with a grant while in schools�
May receive a public study grant�
�
May provide individuals with a study grant�
�
Training costs in enterprise�
�
Covered by the enterprise�
�
�
May provide short-term training places�
�
�
Training costs in schools�
�
The salary may be covered by an employers’ fund�
Covered by the public�
�
�
Covered by the public�
�



However, cost optimisation is becoming increasingly relevant also in the sphere of training. It is, however, complicated to find the net costs for enterprises having apprentices. In some countries the apprentices’ salary is considered the return for work and, thus, actual productivity (Denmark, Norway), which means that further studies into the cost side is not considered. In other countries (Austria and Germany), based on a gross cost method and a partial costing method respectively, more precise data on the costs of apprentices to enterprises has tried to be established.


�


Two model calculations have been made in Austria. One study was commissioned by the Viennese Workers’ Chamber (Arbeiterkammer Wien), an organisation of employees, and the other by the Chamber of Commerce (Wirtschaftskammer), an employers’ organisation. Although the two studies used essentially the same methods, they produced very different findings, in particular in respect of aggregated net costs.


Apprentice remuneration averages ECU 9 093 (ATS 126 500) a year and represents the apprentice’s earnings for productive work, which takes up an average of 45% of the apprentice’s training time. Apprentices receive approximately 20-25% of the starting salary of a corresponding qualified worker. Each training enterprise must employ at least one person, depending on the occupation and number of apprentices, with the relevant skills to provide in-company training. The average instruction time a trainer devotes to each apprentice ranges from 3.5 to 7.7 hours a week. Thus the productive contribution of the trainer to the enterprise is reduced by an average of 14%.


Gross spending per apprentice taken over all occupations amounted to ECU 13 090 (ATS 182 100) according to the employees’ study or ECU 12 500 (ATS 174 000) according to the employers’ study. This figure varies from occupation to occupation. The most significant areas of spending are labour costs and apprentice remuneration, which make up 75% and the cost of staff training apprentices in their working time (22%). Company income from apprentices’ productive work should be deducted from costs to the training enterprise of apprenticeships. They vary greatly according to the method of calculation employed and depend on whether the enterprise is running at full capacity. The ‘employees’ study’ values apprentice output at between ECU 8 230 (ATS 114 500) and ECU 10 200 (ATS 141 900) a year. The ‘employers’ study’ estimates an average benefit of approximately ECU 9 490 (ATS 132 000).


Thus in Austria in 1995 the average net expenditure of enterprises per apprentice for all occupations was between about ECU 2 890 (ATS 40 200) and ECU 4 860 (ATS 67 600) according to the ‘employees’ study’ or ECU 3 020 (ATS 42 000) according to the ‘employers’ study.


As can be seen from the Austrian case, the results of such analyses depend on the models used and, likely, also the political outset from which the analysis is undertaken. However, as a German study indicated (Cramer and Müller 1994), limiting cost-benefit analyses to the specific training costs and returns while omitting opportunity returns like saved recruitment costs do not provide the full answer. If taken this into consideration Cramer and Müller found that apprentices resulted in a net gain for the enterprises.





In the Netherlands studies have examined the cost-benefits of both enterprise-based and school-based vocational education and training (OSA 1994). Distinguishing between individual and social (overall economic cost and benefits for individuals, enterprises and the state) returns, they found that based on the specific educational path that individual returns range from –4 to +8 % and the social returns range from   –4 to +6 %.





Investments in human capital are thus likely to have positive returns at all levels, as indicated in table 4 below. However, a positive returns is not automatically given since investments in human capital, just like all other kinds of investments, may be wrong investments, over-investments or non-utilised investments.





Table 4: Potential returns from investments in IVT


Individuals�
Enterprises�
Society�
�
More job opportunities


Higher salary


Lower probability of unemployment


�
Higher productivity


Higher flexibility


Retainment of work force


Attract labour


�
Diminish social exclusion


Increase economic welfare


Diminish social costs


Increase tax revenue�
�



However, as already stated it is generally difficult to quantify the - positive or negative – returns to any given investments. Even if this is still the optimum information, one must instead talk about a continuum of measures, which can provide relevant information that can guide investment policies, both at a specific and at a general level, as specified in table 5 below.





Table 5: Measures for ensuring sound investments from an enterprise point of view.


Measure�
Description�
�
Cost-benefit analyses�
Analyses of direct investments in and returns from such investments in VET. This will inform decision-makers as to whether investments in VET is economical viable or not.�
�
Cost-effectiveness analyses�
Cost-effectiveness analyses cannot guide decision-makers prior to investments. But it will, once an investment decision has been reached, inform about how to ensure the highest possible quality to the lowest possible price.�
�
Quality assurance (by training providers)


�
Quality assurance of training provision may substitute cost-benefit and cost-effectiveness analyses. In particular if there is not a real market for training provision.�
�
Benchmarking�
Benchmarking between comparable enterprises on level and type of investments in VET may provide information as to how VET investments contribute to competitiveness.�
�
Human capital reporting�
Reporting on human capital can provide information about returns from VET investments. Both figure and non-figure information.�
�



Final remarks on costs and returns from investments in human capital


Training related to the purchase of new equipment will have an immediate return, e.g. that the machines will quickly be in operation, thus making cost-benefit analysis superfluous. Other forms of training like quality courses aimed at reducing the waste rate in production can also be easily measured (even if it may be difficult to isolate the effects of the training and establish a clear relation between training and results). Yet other forms escape both the self-evident and the easily measurable correlation, such as skills upgrading courses, courses on general skills, etc. This is becoming increasingly evident as more and more work is not related to manufacturing but to provision of services.





The general problem with investments in intangibles like human capital is that output is difficult to measure quantitatively. First and foremost because the output cannot be isolated as a correlation with a given input only, since other factors like motivation, work organisation, etc. are equally influential.





Given both the theoretical and practical problems in actually measuring the direct impact, improving efficiency and effectiveness of any given investment in human capital is the second-best possibility. This may not help you in deciding whether to invest or not. However, it does give information that if/when you decide to invest that what you get in return is provided in the most efficient and effective manner thus ensuring cost optimisation of the input side.





As Kirkpatrick has put it: ”be satisfied with evidence if proof is not possible!”
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