L ecture N otes for L azear ,PersonnelEconom csfor M anagers
CHAPTERS 1and 2

C hapter 1 — Introduction

W hatthis course s about how should m anagershie, sstw ages
and ncentves?

L ke m ostofeconom ics, personnel econom csat s heartdeals
w ih tradeofis.

Y ou’re alll fam liarw ih production possibilitees fronters:

GUNS

unatiinabke

BUTTER

A fam m ustm ake sim 1lartradeofis betv een profits (1) and w orker
satsfacton @V S):-

PROFITS
y

W orkerSatsfecton (V S)



Come July,many ofyou w illbe on the x-axis; n afew yearsm any
ofyou w illbe thinking m ore aboutthe y-axs.

M anagers should m axim ize profits, butthey have 1 als consder
w orker satsfaction. W hy? ifw orkers have beteralemative,m ay
quid

Hworkerscoud obtan W S, ataliemative em pbym ent, ten te
em pbyercan operake only © te rghtofhispont

PROFITS

@ unatiineb

W Sak
W orkerSatsfecton (V S)

ifall fam sefficent, hen m anagem entissim ply atug ofwar
betv een nerestsof fam and w orker-.

In realiity ,m any fam sare probably noton e ppfatall.R ather
tey are at hefficentpontsbebw the ppf(Qudh aspontA).
T

unatiainable

WS



From pontA ,could ncreas= 1 kkaving W S constant.O r,coud
m ake w orkersm uch happerby m oving rght. Thixd,,could m ake
both fam and w orkers betier offby m oving 1 northeast

ONEOFPRMEGOALSOFPERSONNEL ECONOM ICSISTO
FIND POLICY CHANGESRELATED TO WORKERS THAT
LEAD TO MOREPRODUCTNEFRM . N PRINCIPLE,
THESE CHANGES CAN MAKEBOTH THEFRM 'SOW NERS
AND WORKERSBETTER OFF.

SPEC FIC EXAM PLES:
1M X OF W ORKERS TO H RE CH -2)

2)SETTING PAY AND HRING PROCEDURES TO GET BEST
PEOPLE CH .3)

3)SETTING PROPER INCENTINES FOR W ORKERS CHS.5,
7-12)



C hapter 2 — Setting H ring Standards

Note: You are responsib ke or e appendix © Chapter 2.

W ho © hxe?H gh ill, bw <ill?

A : ltdepends on tradeofis bety een m arginal costs and benefits of
each type ofw orker.

Exam pk n &ext

Typeof Average Realhourly | Realhourly
w orker annualsakes| wage 1978 | wage 1990

Hgh 1475 705 632
schoolgrad | m #llion

Colkge 18333 949 1025
grad m illion

RATIOS 124 135 150

In eiheryear,w hich type ofw orker shoud be hired?
A -H e hgh schoolgrads. Reason:collkege grads24% more
productive butoost35-50% m ore.

GENERAL RULE:HRE W ORKERSW ITH LOW EST RATIO
OFCOSTTO OUTPUT:

EX.IN 1990RATIO OFCOSTOUTPUT BETW EEN
SKILLEDANSKILLED IS

30 high schoolgrads give m ore bang forbuck. H me them .

LESSONS:



ITDOESNOTALWAYSPAY TOHRETHEMOST SKILLED
WORKERS. HIGH QUALITY W ORKFORCE” IS
SOMETMESA CROCK.

ATSAMETME,LOW W AGE LABOR CAN SOMETM ESBE
QUITE EXPENSIVE.

DON’T LOOK ATW AGESBUT AT RATIOSOFW AGES
TO OUTPUT.

EXAM PLES

—M AQU ILADORAS: Facbriessouth ofthe border.Theyt
em pby bw -wageM exicansw ho produce kessthan Am ercan
w orkers, butw ho are bw ercostbutputw orkers.
Counterexam pe:See Tabk 2 3:Am ercan w orkers gpopear © be
bw ercostper$ of G D P than A sien w orkers even though pad
m ore.

—D ays Inn page 17 :m anagers realized thatcoud hie retaed
w orkers © m ake reservations foronly bitm ore than young
w orkers, and the greater prod’y of retared w orkers m ore than
com pensaed..

Q :W hatiffam B bsing money? D cesthsm atier?

A -:No,sam e ruke.Com pare ratios of costb oufput

Q :How 1 measure w orkers’ productivity before hre them ?

A -Education and years ofexperience the o m ostim portant
m easures of productivity . Typically can expln about20% of
varetion N w ages:

W ages

Y ears of Experence



Q:HOW MANY WORKERSTO HRE?

AKEEPHRING UNTIL ADDITONAL PROFIT JUST
EQUALSWAGEPAD.THAT IS,LHREMOREUNTILVALUE
M ARG NALPRODUCT=MARGINALCOSTorVMP=MC.
(v alle m argnal product= prce ofgood*M P of Eoor).

$PER
W ORKER $15

20 #W ORKERS

NOTE:$12PROFIT FOR FRST W ORKER .Keep hing more
untall geto 20t w orker.



The Production Function:D escribing how w orkersofdiflerent
typesand capitalafiect the m argnalproductofeach

Cas= 1:No capital; production ndependentacrossw orkers
R eaults dentical © above.

G raphical illustration using Bobudget Ine and Boquant
Isobudgetor Bocost: W gpege = $20 and W igh sonoor = $10 hen an
“sobudget lne” show ing com bnations ofthe W o types ofw orkers
thatcostthe sam e an ountisgiven by

W comege™Q comege + W' high school ™ Q high ssooCO ST

Exam ple: fortotal costof$20 perhourthe com bnations are given
by

20™Q comege + 107Q high schooi=20

Hw e graphed Q high sthoot 30aINSEQ wnege €JUatin Wou b be:

Suppose that12 high schoolgraduates can produce 120 unitsof
outputperw eek ,and thatoolliege educated w orkers produce 50%

m ore units ofoutputperweek. ISOQUANT showsall

com binations ofw orkers thatproduce the sam e output. W e could
produce 120 units ofoutputusing 12 H S grads, or8 colllege grads,
orany com bination ofw orkers given by the folbw ing Inear
equation:




12

15

thgh school

Coste$120
perhour

1—\

Q oolkge

Case 2:No capial; productivity dependson the kilk ofother
workers

Resuls: In general besto have m i ofboth bw and high kil
w orkers as e presence ofone m akes the other type ofw orker
m ore productive.

Q high school —

O ptin al Bbor nputsgiven
outputE10

Ouput10 unis

1 Q oolkge




A B, n generalgood © have higherquality w orkersas they w ill
tach m ore © otherw orkers.

C ase 3: Production ndependentacrossw orkersbutw orkers’
productivity dependson am ountofcapial

ASSUM E :M ore skilled w orkers ncrease productivity ofcapial
m ore han kss<Killked workersdo.

RESULT :W hen fam ncreases am ountorquality ofcapital, it
shoubd hre m ore reltively m ore killked w orkers.

GShown © be tue n realwort )

Exam plkefrom text Fam hxeseiber bw -skillorhgh-skill

w orkers © produce shirts. Each worker requresa sew ng

m achine,w hich costs of$5 perday © rent. Low kil Bborm akes
$5 perhour, foran 8 hourday ,w hile high-skill Hborm akes$8 an
hour. The saw ng m achine com pany says hatitw ill entusa

m achine thatw illdoub ke outputperw orker, butthe better

m achinescost$11 aday © rent. 1have tv o questions. Fist,
shoud I renthe new machines? Second,w hattkind of Hoor
shoud Ihee?



Soluton M ethod #1 : Cakubte the CostO uputrato foreach of

te 4 possbilites.
Tabk25
Output Labor Capial Totl CostOutput
Cost Cost Cost
O HM achines
Low <Kilked 4 $40 $5 $45 $1125
H pgh-skillkd 6 $64 $5 $69 $1150
N ew
M achines
Low -sKilled 8 $40 $11 $51 $6.38
H gh-skillked 12 $64 $11 $75 $625

Soluton M ethod #2: Caku e equations for representative
Boguants and Bobudget Ines and graph 1 fTyure outw hich

“‘comeroLition”” e fam should end up at.

CASE 1:Fmm usssod machnes

Isoquant

Isobudget




G rephically, n te sivaton w 1h bw capial, bw Kkillw orkersare
m ore productive,and n e graph you can get e bw estbudget
by using only bw -skillw orkers:

Low estcostbutputsoLition

Q bw il

lsoquant, bw
cepial

\ /

Cost= $69

CosE$45

Q hiogh il

Exercee: Caku bte a representative Boquantand sobudget
Ine for CASE 2,where the fam usesnew m achines,and then
create a graph sm i1har o thatabove o reveal the obition that
m nim kzesthe costbutputrato.
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Q bw il

Q hioh il

N ext, read the appendix and try n partcu br scenaros1 and
2,w ith C onstantE bstcity of Substatution and C obb-D ougls
Production functions. Y ou shou b have seen constraned
optim Eaton n your cakuliscourses. IFnot, p kease s=e pages
5-10 Professor M achina’sm ath prim er,avaibb k on the clhss
web site.



Q :How t fgure outproductivity and costofd ifferently
ilked w orkers?

A - The best s 1 experim ent, ttyng outd ifferentcom bos.But
expensive and tim e consum ng.D on*tdo unkss lkely b matera
bt Anotherroute: us hsbrcaldata. A ppendix givesan

exam pk of running a regresson N Excel  estim ate relaton

betv een nputs and outputs. Fnal route: Nnellipentguessesm ay be
betier han nothing atall.

H ng R Bky W orkers:A G ood orBad Idea?

IF can fae w orkers afer lkam therproductivity ,and

IF em pbym ents likely © bstbeyond tetimewhen fam s
dsooverw orkers” productivity

ten n general fam sshoud prefer © hire reky workers © “‘safer
bets” w ho on average are likely 1 be equally productive.

WHY?

A fierfimd outa reky w orker’s productvity , if bw , then fae,and
cutyour bs=s. Fhigh productivity , then keep w orkeron saff,
and m ake profits.

Exam plk:Can heeworkerA orB ,paying each $100 000 peryear,
over40 years. W orkerA w illbring n $105 000 n revenues per
yearw ih probabiliity 1. W orkerB w illbring n $250 000 w ih
probability 0.1 and w il bse the com pany $100 000w ih
probability 09. W hich 1 hie if lkam productivity aferone year
and

a) by end ofone yearw orkers have job guaranteed

b) can fae w orkeratany tim e.

W hatare e reasonsw hy itm ay notbe easy 1© fae unproductive
w orkers?

—Fearof bw sumts overw rongfuldien ssaldifficully n

docum enting bw productivity.
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—Collkective barganing agreem entsorunion rukes.

a)JOB GUARANTEED
C aku e expecied profits over 40 years:

14



b)W ORKERSCAN BE FIRED

A gan,caku e expected profitover40 years.ForA ,expected 11
agan =$200000.

Forw orkerB , fae afierone year ifa dud,,otherw e keep on saiff
for40 years:

expecked 1=

HIRETHERISKY WORKER EVEN THOUGH N FRRST YEAR
FRM EXPECTS TO EARN LESSFROM HRING THE RISKY
W ORKER.

EXERC ISE :Redo b) this tim e undera scenario w here you are
choosing betw een W 0 63 yearod w orkers, both ofwhom are
Ikely © retae afer2 years. W hich i the betierbetnow ?
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