Training Return on Investment (ROI):  Pitfalls & Problems

by:
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     The recent series (Guy Wallis, CADDI, Inc., 1998) on Return on Investment (ROI) prompted some thoughts on how this approach can better package and “sell” training programs.  There are, however, some pitfalls and problems that may explain its lack of widespread use.  These can also alert potential users of the issues they may face when trying to calculate an ROI relative to training.

1.  Accounting systems:  One of my father’s favorite stories (and certainly one from which I learned a valuable lesson) was about a CEO who called in his Chief Engineer and asked him:  “Can you tell me what two plus two is?”  The Engineer promptly replied:  “It is exactly four.”  Then the CEO had the corporate Legal Counsel come in and the CEO asked him:  “Can you tell me what two plus two is?”  The lawyer replied:  “Well, it’s somewhere between three and five.”  Then the CEO called in the Corporate Accountant and asked him:  “Can you tell me what two plus two is?”  The Accountant went over to the window, drew down the shade and said:  “What do you want it to be?”

     Most financial accounting systems are not specifically designed to track ROI on training costs (or other human resources costs).  And extracting accounting information to use in such calculations can be very difficult and misleading.  Questions that need to be addressed include:

a. How are “fixed” costs allocated and distributed?

b. Which “variable” costs are included?

c. Over what time frame is the measurement to be made?  Quarterly?  Annually?  Longer?   (And watch out for maturation and Hawthorne effects.  There are managers who believe all performance changes are really Hawthorne effects and not the training endeavor).

d. When people are being trained, how is their lost productivity included in the calculation?

e. Discounted Cash Flow Rate of Return (DCFROR) is a commonly used investment analysis technique but the critical assumptions that are included can yield highly variable results: discount rates, time frame, cash flow estimates, etc.

f. Internal Rate of Return (IRR) also uses a discounting approach and if the IRR is above some threshold established by management, it is considered a good investment.  That threshold needs to be established and have some business basis for its use.  And also ask:: does it make sense to use such an investment criteria for training as you might for a new piece of capital equipment?

g. “Break-Even Point” is not particularly sophisticated analytical technique but the lesson is clear:  when is training not worth it?

2.  Management Focus:  Does the organization approach training decisions with a financial return as part of the criteria?  If training is treated as a “fixed” cost that is just a “part of doing business” (like the rent and electricity), it is, by definition, not an investment but a cost.  “Costs” and “investments” are treated differently and adequately analyzing investment is more complicated and involved; many organizations may thus be unwilling to undertake that task.  Don’t attempt such an analysis if the outcome does not outweigh the expense to achieve that outcome.  As an example, if Investment is greater than the Cost of Nonconformance, obviously a negative ROI will result.  If the result can’t justify what it would take to get there, then don’t do it.  And also remember that “costs” are to be minimized and “investments” are expected to yield economic gains over time.  This partly explains why some management will cut or eliminate training “costs” during economic slowdowns.  And if it is treated as an “investment”, the presumption is that the training will yield positive results indefinitely.  Some skills are “perishable” when not used and some may even see effectiveness decline over time (for whatever reasons).  Sometimes the long-range effects and performance can be highly variable but are oversimplified for the analysis.

Trainers could do themselves and their customers a great service by identifying up front what focus management will really take.  A better understanding of the expected outcome by all those involved from the beginning will lead to a more objective evaluation and reliable conclusion at the end.  Knowing what the “rules of the game” will be at the beginning seems only fair and reasonable.

3.  The ex-post facto calculation:  As with anything that is examined and evaluated “after the fact”, making a defensible and objective case can be difficult and subject to detailed scrutiny (and rightly so).  Management should demonstrate a proactive stance in their training decisions and have some reasonable expectation of the result before the action is undertaken.  Unfortunately, people are sometimes put into a position of having to justify an outcome and they really had no influence in identifying and controlling the variables that had the impact.  And even if one were able to cite the variables in the beginning, there can be situations where variables outside of the organization’s control had the impact.  One could make erroneous conclusions about what the effect really was.

4.  Reliable & Valid Measures:  A critical item is whether or not the measure(s) you are using is (are) reliable (reproducible) and valid (measures what it is supposed to measure).  This may not be too difficult when dealing with some physical output (manufactured units like computer chips or cars, for example).  But how do you calculate the ROI on training in “diversity awareness” or “teambuilding skills” and associated cognitive areas?  This is not to say valid measures cannot be developed and other indicators identified; but the measures do become more complicated and require more in-depth examination.  And sometimes the tendency is to give great credence to these measures without objectively tempering a conclusion by recognizing the measures’ limitations.  Just because a “hard number” is shown does not necessarily mean it is correctly describing what occurred.  Again, objectivity, validation, comparisons, cross checking, triangulation, and “checks and balances” can provide a more realistic picture of what is taking place.     

Summary

A. If you are going to use ROI as a training evaluation tool, develop a good understanding of how the organization does its accounting.

B. Given the complexity of evaluating a ROI on training, commitment of significant time and personnel resources is needed from the beginning.  If the answer to ROI questions is not worth the cost to get that answer, don’t attempt it.  To fall short in any of these resource commitments will undoubtedly lead to an incomplete analysis and, at best, a questionable conclusion.

C. Ask these questions:  Do the decision makers (management) really need to have training evaluated by this method?  What is the organization’s “philosophy” about training: Cost or Investment?

D. Using ROI as “the bottom line” may not be the final or best criteria for determining the value of training.  It can be a good indicator, but it may not be the indicator.        
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