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Lecture Note 1

Introduction to Economics for Human Resource Management

While HR is often seen as a "people-centric" field, the decisions made by HR professionals—
from hiring and compensation to training and retention—are fundamentally economic in nature.
Understanding these principles allows us to move from a reactive, administrative role to a
strategic one, making data-driven decisions that align with a firm's business goals.

The Labor Market: Supply and Demand

At its core, the relationship between a firm and its employees is a microeconomic transaction that
takes place within a labor market. Just like any other market, it is governed by the forces of
supply and demand.

e Demand for Labor (The Firm's Perspective): A firm’s demand for labor is a derived
demand, meaning it comes from the demand for the firm's final product. A company
hires more people not just because it needs more bodies, but because it expects those
people to produce goods or services that can be sold for a profit. The decision to hire is
based on a simple calculation: will the marginal revenue product (MRP) of an
additional worker be greater than or equal to their marginal cost (wage)? The MRP is
the extra revenue the firm gains from one more unit of labor.

e Supply of Labor (The Worker's Perspective): An individual's decision to work is
based on a trade-off between the utility of leisure and the income earned from work. The
supply of labor is upward-sloping, meaning that as wages increase, more people are
willing to enter the workforce or work more hours, as the opportunity cost of leisure (the
value of the wage you give up by not working) rises. However, this relationship can be
complex; at very high wages, some people may choose to work less and enjoy more
leisure.

e Market Equilibrium: The intersection of the supply and demand curves for labor
determines the equilibrium wage and equilibrium level of employment for a particular
skill or industry. At this point, the number of workers willing to work at that wage is
exactly equal to the number of workers firms are willing to hire. Any deviation leads to a
labor surplus (unemployment) if wages are above equilibrium, or a labor shortage if
wages are below equilibrium.

Wages, Compensation, and Productivity

Beyond the simple supply and demand model, economic theory offers powerful explanations for
how compensation affects productivity and why wage differences exist.

o Efficiency Wage Theory: This theory suggests that it can be economically rational for
firms to pay a wage above the market equilibrium. This strategy is used to boost
productivity and profitability. The benefits include:



o

Reduced Turnover: High wages make it less likely for employees to quit, saving
the firm recruitment and training costs.

Increased Effort: Employees may work harder to avoid being fired from a high-
paying job.

Attracting Talent: A higher wage attracts a larger and more qualified pool of
applicants.

Improved Morale: Feeling valued and fairly compensated can lead to higher
morale and better teamwork.

Compensating Wage Differentials: This concept explains why some jobs pay more than
others, even for similar skill levels. Workers are paid a wage premium to compensate for
negative job characteristics, such as:

o O O

o

High risk of injury or death (e.g., construction, mining).

Undesirable working conditions (e.g., night shifts, extreme temperatures).
Geographic remoteness.

This is an important concept when designing compensation packages.

Human Capital and Investment

From an economic standpoint, an employee's skills, knowledge, and abilities are their human
capital. This concept is central to strategic HRM.

Investment in Human Capital: Just like a firm invests in new machinery, it also invests
in its people. This investment can take many forms:

@)

@)

Education and Training: Providing internal training, tuition reimbursement, or
paying for professional certifications.

Health and Wellness: Offering robust benefits and wellness programs that
improve employee health and longevity.

On-the-job experience: Providing opportunities for employees to learn and grow
within their roles.

Return on Investment (ROI): The economic logic behind human capital investment is
that it leads to a positive return. More educated and skilled employees are more
productive, innovate more, and contribute to higher quality outputs, which ultimately
boosts the firm's profitability and competitive advantage. HR's role is to strategically
identify the most valuable investments and measure their return.

Asymmetric Information & Signaling

Hiring can be a game of incomplete information. This is known as asymmetric information,
where one party (the job applicant) has more information about their own abilities and work
ethic than the other party (the hiring firm).

Signaling: In response, job applicants use signals to convey their quality to potential
employers. These signals are typically credentials that are hard to obtain, such as:

o

@)
@)

A degree from a prestigious university.
Professional certifications (e.g., CPA, PMP).
A strong employment history with reputable companies.



o The value of the signal lies in its cost—it is costly for a low-quality worker to
acquire.
e Screening: Firms, in turn, use screening mechanisms to sort applicants and uncover their
true abilities. Common screening tools include:
o Interviews and skills tests.
o Background checks and reference calls.
o Probationary periods for new hires.

Understanding this dynamic is crucial for designing effective recruitment and selection processes
that identify the best talent while minimizing hiring risks.

A Strategic Partnership

Economics provides a vital framework for understanding the forces that shape labor markets and
influence employee behavior. By applying concepts like derived demand, efficiency wages,
human capital theory, and signaling, HR professionals can make more informed, strategic
decisions about talent acquisition, compensation, training, and retention. Rather than simply
reacting to personnel issues, a strong grasp of these economic principles allows you to be a
proactive partner in driving business success.



