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Current evidence suggests that the inflation rate worsens when 
unemployment falls below 6 percent and manufacturing capacity 
utilization exceeds about 84 percent. 

W e bel ieve that inflation has gotten worse 
because of fiscal and monetary policies 
that resulted f rom erroneously nigh esti-
mates of potential G N P and that these 
estimates were off because the nonin-
flationary unemployment rate, or full 
employment rate, used in the calculations 
has been too low. To the extent that policy 
makers cont inue to use the 5.1-percent 
rate, policy wil l cont inue to be overly 
expansionary . 

For the '50s, the noninf lat ionary un-
employment rate was set at 4 percent , 
wh ich was appropriate for the t ime. By 
1979, it was up to 5.1 percent . Now, many 
economists , ourselves inc luded, propose 
that it be raised to a point somewhere 
between 5.5 and 6 percent , since the 
labor force is changing and the inflation 
rate is increasing. 

Early in 1978, the actual unemployment 
rate had dropped to 6 percent ; f rom then 
through the second quarter of 1979, the 
rate dropped only 0.3 percent to 5.7 per-
cent , whi le the inflation rate increased 
f rom around 6 percent beyond 10 percent . 
By def ini t ion, tne N A I R U rate is the lowest 
rate possible without worsening inflat ion; 
so if inflation does get worse , that indicates 
that the actual unemployment rate has 
dropped below the N A I R U . Thus , the 
recent accelerat ion in the rate of inflation 
suggests the current noninf lat ionary 
unemployment rate is in the 6-percent 
range. 

To calculate potential GNP , it is necessary 
to f ind the optimal rate of uti l ization of 
labor and capital. These uti l ization rates 
are the highest possible without causing 
an increase in inflation. O n c e util ization 
rates reach a certain level , demand grows 
faster than supply because the additionally 
used resources are pushed to their limits. 
For labor, the uti l ization rate has tradi-
tionally been measured by the unemploy-
ment rate; as the unemployment rate goes 
down , the uti l ization rate goes up. 

For capital , the rate is cal led the capacity 
uti l ization rate, the actual rate of output 
div ided by the max imum sustainable 
output possible under normal condit ions. 
Capacity uti l ization rate data have been 
col lected for several years for manufac-
turing industries, but rates for other 
industries are diff icult to come up with. 
Because of dif ferences in their product ion 
methods, it is hard to f ind measurements 
of their capacity. So the manufactur ing 
capacity uti l ization rate is used as a sub-
stitute ror an overal l rate. The relationship 
of capacity uti l ization in manufactur ing 
to unemployment and inflation shows tnat 
the nonaccelerat ing inflation rate of un-
employment is increasing. 

This is proved indirectly by the work 
of economist Rose McElhatton,* who has 

•Rose McE lha t ton , 'Est imating a Stable- Inf lat ion Capac i ty-Ut i l i za t ion R a t e , " 
Economic Review, Federal Reserve Bank of San Francisco , fall 1978. 
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proposed 80 to 83.5 percent as the "eau i -
l ibr ium range" of capacity uti l ization that 
won't increase or decrease inflation. 
Inflation increases w h e n the uti l ization 
rises above 83.5 percent and decreases 
w h e n it falls below 80 percent . These 
f indings differ considerably f rom those 
of many economists w h o believe the 87-
to 88-percent uti l ization level of 1973, 
wh ich they consider the peak per iod, i s the 
best yardstick for measuring full use of 
the nation's product ive resources. 

This relat ionship between inflation and 
capacity utilization examined by McElhatton 
is closely associated with manufactur ing, 
wh i ch accounts for 30 percent of national 
output. Her calculations probably don't 
show the effects on inflation of agricultural 
or import industries, so a rise or fall in 
inflation can occur , even though the 
capacity uti l ization rate is wi th in the 80-
to 83.5-percent range. But she says if capac-
ity uti l ization rates cont inue above 83.5 
percent , we can expect additional inflation 
in the domestic nonfarm business sector of 
the economy. 

Over a long per iod, inflation in manu-
facturing should be closely t ied to general 
inflation. Price f luctuations for f inished 
manufactured goods are l ikely to be less 
f requent and smaller than those of other 
industries, so they are probably a better 
indicator of inflation trends than f luctu-
ations in other sectors. 

To see whether there has been a change 
in the noninf lat ionary unemployment rate, 
we obtain indirect ev idence by examin ing 
the relationship between the unemploy-
ment rate and the capacity uti l ization rate 
for two periods—1965-71 and 1972-78—and 

found that the unemployment rate did 
drop as uti l ization rates rose. Calculat ions 
are shown in the fo l lowing box. 

Separate regressions for unemployment as a 
function of capacity utilization rates were performed 
for the two periods. Both variables were entered in 
logarithmic form. 

For the first period: 

Q1/1965-Q4/1971 
Log UR = 12.970 - 2.593 Log CAPUR 

(6.7048)(-5.9607) 
R2 = 0.5774 
t-value in parentheses 

For the second period: 

Q1/1972-Q4/1978 
Log UR = 15.101 - 3.0073 Log CAPUR 

(10.204) (-8.9571) 
R* = 0.7552 
t-value in parentheses 

Using the results shown in the box, we 
found that for the first per iod, the nonin-
flationary unemployment rate was 4.5 
percent ; and that for the second per iod, 
the rate had risen to 6.0 percent , an 
increase of 1.5 percentage points. W e don't 
c laim that these results are absolutely 
accurate, but the rise is large enougn 
to al low for a sizable measurement error . 

Neither do we pretend to deal with all 
the problems of cnoosing the appropriate 
unemployment rate to use in calculating 
potential GNP , but we do bel ieve our 
analysis and ev idence provided by the 
economy itself show that previous es-
timates of potential G N P nave been too 
high because 5.1 percent was used as 
the noninf lat ionary unemployment rate, a 
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