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A Case For 
Market 
Interest 

Rates
By Jam es  M. O’Brien*

For thousands of years, people have been 
lending goods and money to their friends 
and neighbors, and on occasion they’ve 
asked for something extra in return. That 
something extra is interest—the price of a 
loan.

Borrowers appear to have a stake in keep
ing the amount of interest they pay as near 
to zero as possible. Thus, over the cen
turies, they have sought to negotiate low in
terest rates or, failing that, to have their 
governments hold down the price of bor
rowing. And they have been supported in 
this effort both by capitalists who want to 
encourage investment and by socialists 
who deplore lending at a profit on humani
tarian grounds. As a result, governments 
now intervene by giving tax breaks to en
courage investment, by imposing interest-

*Dr. O’Brien, formerly Research Adviser at the Fed
eral Reserve Bank of Philadelphia, now is an Econo
mist at the Board of Governors of the Federal Reserve 
System. This article was written while the author was 
associated with the Philadelphia Fed.

rate ceilings for consumer and mortgage 
loans, and in other ways.

But a case can be made for the view that 
market forces should be allowed to play the 
main role in setting interest rates. Govern
ment intervention to promote investment 
may not produce the benefits commonly 
supposed. And programs to hold down the 
price of borrowing may backfire, hurting 
the people that they’re designed to help. In 
short, it may not be true that the only good 
interest rate is a low interest rate. To see 
why, however, it’s necessary to understand 
how interest rates are set in the first place.
WHAT DETERMINES INTEREST RATES?

Interest rates are prices. Unlike other 
prices, they usually are expressed as per
centages of the value of the item loaned 
rather than as amounts of money. But, like 
other prices, they are determined by supply 
and demand. In a monetary economy (where 
money is the medium of exchange), interest 
rates depend on the supply of and the
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demand for loanable funds, which in turn 
depend on productivity and thrift. Produc
tivity and thrift, however, do not determine 
interest rates all by themselves. Risk— 
especially the risk of default—affects inter
est rates, as does the fear that inflation will 
reduce the purchasing power of money 
that’s loaned.

Productivity and Thrift. How productiv
ity and thrift account for interest rates is 
easiest to see in a nonmonetary example.

Suppose that somewhere there’s an island 
where people stay alive by picking and 
consuming coconuts. Every day the 
workers go into the forest, search for 10 
coconuts apiece, and carry them home. At 
some point, one of the brighter islanders 
notices that more coconuts could be col
lected if the workers could climb the palm 
trees. But the island doesn’t have a hard
ware store, and so, if ladders are to be had at 
all, they’ll have to be built.

A ladder would increase the yield by, say, 
100 coconuts —from 10 to 110 per 
man/day—and that is an important produc
tivity increase. But building ladders isn’t 
costless. Somebody has to take a day out of 
foraging to make a ladder, and each ladder 
lasts only one day. Thus the cost of making 
a ladder is 10 coconuts—one forager’s daily 
quota. Without the ladder, 20 coconuts 
could be gathered in two days; with the 
ladder, a forager can gather 110. Thus the 
net gain over two days would be 90 coco
nuts.

That’s a lot of coconuts. But will anyone 
forego Monday’s 10 coconuts in order to get 
110 on Tuesday? Is the rate of return high 
enough to get an islander to postpone con
sumption in favor of an investment in pro
ductivity? That depends on how thrifty he 
is. Most people are willing to postpone a 
little consumption for the sake of some 
future reward—an interest payment. Inter
est is a payment for abstaining from present 
consumption. And while a low interest rate 
may coax the first increment of postponed 
consumption out of people, postponing 
further increments will require larger and

larger rewards.
In this coconut paradise, people begin 

postponing consumption because they rec
ognize that benefits (more coconuts) will 
flow from increased productivity. But how 
much they postpone depends on how much 
return they expect to get. As the return they 
require for more saving goes up, and as the 
productivity of more investment goes down 
(because fewer foragers are available to 
man the ladders, for example), the point will 
be reached at which postponing consump
tion no longer pays off in a return high 
enough to compensate for any further post
ponement. At this point the actual return 
barely covers the interest people require as 
payment for postponing consumption.

Thus the interest rate settles where the 
return people require matches the return 
they actually can get from saving and 
investing. And when it does settle here, it 
allocates resources over time in a way that 
fits people’s inclinations toward present 
and future consumption.

Risks and Rates. The coconut example is 
oversimplified because it assumes away 
risk. There’s always a chance that postpon
ing consumption will go unrewarded. It’s a 
fact of life that some loans are not repaid, 
and those who lend regularly have to hedge 
against occasional nonrepayment. They can 
do this by averaging. Lenders figure out 
what the interest rate would be if there were 
no risk of default, estimate how much they 
are likely to lose on bad loans, and then 
adjust interest rates upward to give them
selves an average return equal to what they 
would get in the absence of risk. If a lender 
expects to collect interest charges on only 
half of his loans, he’ll have to double the 
interest rate to come out even; if he wants a 
5-percent average return, he’ll have to 
charge 10 percent. And since the lender is 
likely to have an aversion to risk, he’ll tack 
on something extra as payment for risk
bearing, thereby pushing up the interest 
rate still further.

Uncertainty about repayment also helps 
to explain why in real life we find not just
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one interest rate but many. The safest bor
rower gets the lowest rate. Uncle Sam usu
ally pays less interest when he borrows 
because lenders don’t expect him to default; 
and corporations may pay less than individ
uals because lenders believe that corpora
tions are more likely to repay. Lenders 
assess a higher risk of default and thus a 
bigger risk premium when the borrower has 
relatively small income and wealth and has 
little to put up as collateral. Interest rates 
change with lenders’ perceptions of risk.1

Thus uncertainty about repayment is a 
third important determinant of interest 
rates, along with dispositions toward thrift 
and anticipations of productivity gains 
from investment. In most modern econo
mies there’s a fourth such determinant— 
expectations about changes in the purchas
ing power of money.

Fear of Inflation. A dollar that bought a 
whole coconut today may be worth only 
half a coconut tomorrow if prices go up. 
Lenders know this and try to compensate 
by raising their interest rates to approxi-

’Different interest rates for different kinds of loans 
have causes not mentioned in our simple illustration. 
One such cause is that the lender may make a loan with 
an eye to selling it before it matures; a lender who does 
this has to face uncertainty about the loan’s resale 
value. The resale values of loans that have a resale 
market—and some don’t—are not constant. Some 
values are more volatile than others, and the interest 
rate required on securities whose values are more 
volatile may be higher than the rate on others to 
compensate the holder for bearing the risk of price 
fluctuations. On this basis, economists sometimes 
suggest that long-term interest rates will tend to 
exceed short-term rates, ceteris paribus, because asset 
holders are less likely to hold long-term instruments 
until maturity.

A second cause of there being different interest rates 
has to do with expectations about future rate levels. 
If lenders expect a rise in interest rates, they will try 
to shift their portfolios from long-term lending to 
short-term lending. This shift will enable them to 
reinvest at a higher yield as well as to avoid selling 
securities when their value has dropped off. But as 
investors overhaul their portfolios, the interest rate on 
long-term instruments tends to rise with respect to the 
rate on short-term instruments until it gives a return 
that matches the return that a sequence of short-term 
securities would give over the same holding period.

mate the expected inflation. The percentage 
added to the interest rate because of ex
pected inflation is the inflation premium.

Borrowers who want money for capital 
investment are willing to pay the inflation 
premium because they know that the selling 
price of the things they produce will keep 
pace with inflation. Thus expected inflation 
need not change the amount of investment. 
It changes the yardstick that measures the 
price of everything, but it doesn’t affect the 
price of one thing with respect to another— 
its relative price.

Enter Government. Left alone, these four 
market fundamentals—the outlook on infla
tion along with perceptions of risk, produc
tivity, and thrift—would set interest rates 
where they reflect individual propensities 
to consume and to invest. But interest rates 
may be affected by governmental attempts 
to alter the market-determined rate struc
ture.

While such attempts may be well inten- 
tioned, they seldom work out as planned. 
The reason is that those who do the plan
ning often do not appreciate how market 
forces operate to set interest rates; nor do 
they appreciate what interest rates do, once 
they’re in place, to allocate resources over 
time in productive economies. Governmen
tal intervention, when it occurs, does not 
operate in a vacuum. Instead, it acts along 
with the market forces. It’s this complex of 
forces, not one force alone, that produces 
results when government intervenes. And 
these results rarely are quite what the 
planners expect, whether the aim is to 
encourage investment or to insure equity.

ENCOURAGING INVESTMENT?
Businesses need money in order to grow, 

and they get it by borrowing—for example, 
by selling bonds. Publicly owned corpora
tions use other people’s money to finance 
production, and they pay interest for this 
use. It’s easier on a corporation’s budget to 
borrow at lower rates, and so many busi
ness people favor subsidies and other mech
anisms that would reduce their borrowing
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costs below market levels.
What’s good for business often may be 

good for the country. But depressing inter
est rates artificially may be less beneficial 
than letting them be set by market forces. 
Subsidizing interest rates, for example, 
may help some people, but only at the 
expense of others.

Interest Subsidies. Take the case of an 
economy where interest rates are set by 
market forces at 10 percent. Suppose now 
that government officials want to boost 
capital investment. They might do so by 
subsidizing lenders who make industrial 
loans at below market rates. Lenders would 
be encouraged to make more loans by the 
prospect of a higher return (counting the 
subsidy]. Borrowers typically would find 
that they were able to get cheaper loan rates 
and thus would want to undertake invest

ments whose return wouldn’t have been 
enough to cover the market interest rate. 
Wouldn’t this be beneficial all around?

No, it wouldn’t. While the lenders in this 
example require more than the market 
interest rate to repay them for more lending, 
the borrowers’ new investments are paying 
less than that rate. And the difference must 
be made up somehow. When the lenders 
actually are getting a higher return, some
one else must be subsidizing them, through 
higher taxes. If the lenders themselves are 
taxed to pay part of the subsidy, then their 
net return is not what they think it is but 
something less. Either way, someone must 
be worse off: either taxpayers at large are 
having their after-tax income reduced, or 
lenders actually are getting less than they 
require to postpone consumption (see Box].

Because interest subsidies produce high-

MARKET IMPERFECTIONS AND GOVERNMENT 
INTERVENTIONS

Critics of unregulated markets often speak of market inperfections as justification for 
government intervention. It is true, of course, that markets never will work without friction. 
The reason is that there are costs to setting up and conducting trade. Borrowers, for example, 
may find it too time-consuming to understand precisely all the terms of a loan contract or 
inquire judiciously about the lending charges of each and every lender. Lenders may desire to 
establish customer relationships even if this means giving certain borrowers a preferential loan 
rate rather than continuously beating the bushes for new customers. But whether these or other 
features of real-world markets justify government intervention depends on whether govern
ment has the power to correct them—and to correct them at a cost less than that posed by these 
frictions themselves.

Because of its size and authority, government does have some advantages over private 
citizens. It can prevent or limit monopoly or collusive behavior. It may be better able to bear 
risk. But even where Uncle Sam does have advantages, there are limits and costs that may 
outrun gains. Loan guarantee programs, for example, easily may be overused and result in a lot 
of nonproductive investments.

Furthermore, other types of imperfections are not easily amenable to regulation. There may 
be little government can do to correct for the effects of borrower ignorance on the exact loan rate 
implied in consumer loan or mortgage loan contracts. Truth-in-lending laws which involve 
little cost on the part of government or private lenders and borrowers may be worth a try. But 
detailed regulation of the loan markets easily could result in much greater costs than the 
distortions created by incomplete information. And interest rate ceilings are no more likely to 
establish an appropriate interest rate than is haggling under incomplete information. Similarly, 
curbing bankers’ attempts to establish long-term customer relationships may increase the cost 
of maintaining loan markets by more than the cost that customer relationships themselves 
impose.

In all, the argument for regulated markets is not confirmed by the mere presence of market 
frictions, since these frictions may be less costly than government intervention.

6

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



FEDERAL RESERVE BANK OF PHILADELPHIA

ly visible taxes, some people favor what 
may seem to be cheaper programs. Two 
such programs are popular—loan guaran
tees and easy money. But it’s not clear that 
either one gets around the difficulties that 
direct subsidies present.

Loan Guarantees Not Costless. One way 
to bring down the price of a loan for the 
borrower is to reduce the risk of nonrepay
ment to the lender. If the lender has less fear 
of default, he won’t charge as high a risk 
premium, and the effective rate on his loan 
will drop. The Federal government cur
rently reduces risk to the lender by guaran
teeing loans of many kinds—undertaking to 
repay them if the borrower defaults.

Guarantee programs of this kind need 
generate only administrative costs at the 
outset—if they are not funded to meet sta
tistical default rates. And it’s to be said in 
their favor that they may make financing 
easier to obtain and reduce the price of loans 
to borrowers. But are they cheaper overall?

Whether governments, because of their 
size, are better able than private lenders to 
absorb the risk of failure, is hard to say.2 But 
to the extent that governments must pick up 
the tab for bad debts without compensation 
(and many guarantee programs work this 
way), loan guarantees are just hidden sub
sidies that raise everybody’s taxes and help 
some people at the expense of others. Thus 
guarantees may be viewed as alternative 
forms of subsidies, whose elusive costs, just 
like the costs of straightforward subsidies, 
should be balanced against the benefits that 
are expected to come from helping select 
groups of borrowers.

Easy Money. While subsidy programs are 
targeted at borrowers, and frequently at 
borrowers with certain distinctive charac

t e r  two views on this question see K. }. Arrow and 
R. C. Lind, “Uncertainty and the Evaluation of Public 
Investment Decisions," American Economic Review 60 
(1970), pp. 364-378; and J. Hirshleifer, “Investment 
Decisions Under Uncertainty: Applications of the 
State-Preference Approach,” Quarterly Journal of Eco
nomics 80 (1966), pp. 252-277.

teristics, easy money policies are directed at 
the economy as a whole. The theory is that 
increasing the supply of money keeps inter
est rates low and that low interest rates 
encourage investment. It would follow that 
the monetary authorities should stand 
ready to speed up the growth of the money 
supply whenever interest rates show a 
tendency to rise.

History shows, though, that while easy 
money may produce short-run benefits as 
advertised, sustained increases in mone
tary growth eventually bring on increases 
in all prices.3 Lenders adjust their inflation 
premiums to reflect higher expected infla
tion. Thus ever faster monetary growth 
ultimately produces higher, not lower, 
interest rates. It’s doubtful that investment 
receives much encouragement from pro
longed expansive monetary policies.4

In short, governmental attempts to step 
up investment by driving interest rates 
down may be counterproductive. But higher 
investment is not the only argument for low 
interest rates; there is also the equity argu
ment.

INSURING EQUITY?
Some are critical of market interest rates 

out of social concern. These critics urge that 
lower rates would promote equity in the

At has been argued recently that raising the rate of 
money growth may not drive down interest rates even 
in the short run, because lenders adjust their inflation 
premiums in response to expansive monetary policies. 
See Donald J. Mullineaux, “Money Growth, jobs, and 
Expectations: Does a Little Learning Ruin Every
thing?” (Business Review, Federal Reserve Bank of 
Philadelphia, November/December 1976, pp. 3-10) for 
the impact of policy on inflation expectations.

An fact, expansive monetary policies may discour
age investment. Inflation can have distorting effects on 
interest rates, and thus on borrowing costs, because of 
income taxes. Most of an interest rate’s inflation pre
mium is designed to cover the amount that price 
increases take away from the purchasing power of the 
principal of the loan. The income tax, because it taxes 
nominal interest as a form of income, taxes the infla
tion premium and thus the real value of the principal. 
Lenders will try to pass some of this real tax cost along 
to borrowers, raising the real cost of capital to inves
tors.
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distribution of goods. Once again, though, 
there may be insufficient appreciation of 
the fundamental forces that determine 
interest rates.

Capitalist Exploitation. According to 
Marxian socialists, interest can and should 
be done away with in the society they envis
age as the best—a classless society com
posed entirely of workers. Their claim is 
that interest represents the exploitation of 
labor by capitalists. They argue that since 
labor makes the capital goods—the means 
of production—any increase in revenue that 
these capital goods engender ought to go 
entirely to labor in wages and not to capital
ists as interest.

But this approach misses the point that 
abstinence also is required to make capital 
goods, even in the classless society, so that 
some form of incentive still is likely to be 
paid—in job promotions, political prefer
ment, special privileges, or the like. The 
incentive mechanism—whether interest or 
something else—is not payment to a class 
but payment for a productive input.

Usury. Many people may have humani
tarian motives for wanting to reduce inter
est rates below market levels. From very 
ancient times, protecting the unwary from 
unscrupulous lenders has been regarded as 
a matter for political leadership. And the 
ultimate weapon for keeping rates down 
has been the usury law, which limits the 
interest that lenders can charge. Even now 
most states in this country have usury laws 
on the books for consumer and other loans. 
These laws often are evaded—by pawn- 
brokerage, black marketing, paying interest 
indirectly, and other devices. But even 
insofar as they are observed, they come into 
conflict with the fundamental determinants 
of interest rates and produce a mixed bag of 
results.

If usury curbs were right in step with the 
movement of market rates, they would be 
redundant. As soon as they get out of step 
with market rates, they affect the availabil
ity of funds to borrowers. The lender who 
sees market conditions setting the interest

rate at 12 percent for some loans and finds 
ceilings that limit the rate to 9 percent for 
other loans with similar characteristics 
hardly will want to make these other loans; 
and he won’t unless he’s forced to.

In practice, usury ceilings hit hardest at 
the high-risk borrower, since his interest 
rate includes a relatively high risk pre
mium. Granted, ceilings may deter the occa
sional unscrupulous lender; but they do so 
at the cost of making the high-risk borrower 
ineligible for a loan. And it’s the low-income 
or otherwise unfortunate individual—the 
very one the laws are supposed to be pro
tecting— who is most likely to find that 
these laws keep him from borrowing. This 
effect of interest ceilings has been espe
cially clear in the mortgage market.

If the aim of usury laws is to protect the 
borrower, there may be a better way to 
achieve that aim. Some economists and 
policymakers favor income subsidies that 
would help borrowers pay going rates and 
might even make it less important for them 
to borrow at all. At any rate, usury laws 
probably don’t provide the best way of 
addressing equity issues.

Thus, although proposals to lower inter
est rates below market-set levels may be 
appealing, they aren’t likely to work out 
very well. And there is a clear reason why— 
namely, that when government programs 
operate alongside market forces, they don’t 
produce the results they would if they were 
operating in a vacuum.

RESTING THE CASE

To claim that unregulated credit markets 
work perfectly would be to overstate the 
case for market interest rates. Not all finan
cial markets are perfectly competitive. 
Small local markets, for example, may be 
subject to arrangements that border on 
monopoly. And policymakers may wish to 
consider improving these markets—if pos
sible, by promoting competition. In the 
main, however, credit markets are competi-
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live. In the absence of regulation, this com
petition would be so intense that fundamen
tal market forces would play the main role 
in setting interest rates and in providing for 
efficient flows of saving and investment.

Even where the market doesn’t work per
fectly, however, the effectiveness of gov
ernment intervention may be limited by the 
costs it imposes. Government action has

its own imperfections. Marrying these im
perfections to those of the market may pro
duce some benefits, but it is likely also to 
exact some costs. The fundamental determi
nants of interest rates are so ingrained that 
attempts by government to control or influ
ence interest rates often produce perverse 
results. The case for market interest rates 
rests on the strength of these determinants.

ECONOMICS
of INFLATION

Though inflation has fallen off sharply 
it could become severe again. Can 
policymakers curtail it? If so, how 
much will their actions cost society? 
Are there ways of living with 
inflation that cushion its impact?
Six articles reprinted from the 
Philadelphia Fed's Business Review 
address these questions in 
detail and seek to prom 
an understanding of the 
problem among both 
policymakers 
and the general 
m ihlir

Copies are available free of charge. Please address all requests to the Department 
of Public Services, Federal Reserve Bank of Philadelphia, Philadelphia, Pennsylva
nia 19106.
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K  - THE FUTURE OF
AMERICAN

THOMAS BRADLEY

ANTHONY DOWNS

MARTIN MEYERSON 

ANITA SUMMERS 

DONALD RAIFF

LENNOX MOAK

CARLA HILLS

Last October, as part of the Philadelphia Fed’s Bicentennial celebration, these seven 
authorities on urban economics and finance gathered here to discuss the future of American 
cities. The proceedings of that conference now are available.

To get your free copy of The Future of American Cities, write to the Department of Public 
Services, Federal Reserve Bank of Philadelphia, Philadelphia, Pennsylvania 19106.
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The Unemployment Rate: 
Time to Give It a Rest?

By Stew art  S ch w a b  
and John J. Seater*

The most overworked figure in our 
society may be the unemployment rate. 
Newscasters, politicians, and economists 
use it in discussing everything from the 
overall health of the economy to the merits 
of alternative welfare programs. Despite its 
widespread use, however, the unemploy
ment rate frequently is criticized for not 
indicating the true state of the economy’s 
health or of society’s welfare.

If the unemployment rate falls to 4 per
cent, for example, some economists will 
argue that it’s too low and that, even though 
the rate is greater than zero, the economy is 
overemployed. Others will argue that

*Stewart Schwab did part of the basic research for 
this paper during his tenure as a Research Assistant at 
the Federal Reserve Bank of Philadelphia. He currently 
is completing graduate studies in economics at the 
University of Michigan.

John J. Seater, who joined the Philadelphia Fed’s 
Department of Research in 1974, holds a Ph.D. from 
Brown University. He specializes in labor market 
theory, macroeconomics, and monetary policy.

unemployment has not fallen far enough 
and that, although the overall rate is fairly 
low, the rates for blacks and teenagers are 
much higher. Each group has a point; but 
one and the same statistic is being used for 
two quite different purposes.

The first group uses the unemployment 
rate as an economic measure. These people 
are interested primarily in the overall state 
of the economy. Are we in a recession or a 
boom? Where are we headed? How fast? 
People with the second viewpoint use the 
unemployment rate as a welfare measure. 
They are interested primarily in how the 
benefits of the economy are distributed. 
Who is suffering? How bad off are they? The 
different concerns of these two groups can 
and often do lead to different policy pre
scriptions based upon the same reported 
overall unemployment rate, even though 
both groups may complain that the unem
ployment rate is an imperfect measure of 
what they’re concerned with.

If the unemployment rate is so over
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worked and imperfect, perhaps it should be 
figured a different way, or replaced, or at 
least supplemented by other statistics. Just 
what changes should be made depends on 
whether the objective is to construct an 
economic measure or a welfare measure.

THE UNEMPLOYMENT RATE AS AN 
ECONOMIC MEASURE

The unemployment rate is calculated by 
dividing the number of unemployed people 
(roughly, those without jobs but looking for 
employment) by the total number of people 
in the labor force (the sum of employed and 
unemployed people).1 A high unemploy
ment rate is considered a sign of economic 
dislocation; when the rate climbs, a reces
sion may be in the offing. A low unemploy
ment rate is taken as a sign of good eco
nomic health; after recessionary periods, 
falling rates signal recovery. That’s the 
idea, at any rate. But in fact it's not so easy 
to link the state of the economy to the 
unemployment rate after all, because of 
measurement difficulties, business cycle 
fluctuations, and uncertainties about what 
rate of unemployment is normal.

Measurement Difficulties. Several pecu
liarities of labor-force behavior that the 
unemployment rate fails to capture make 
the rate less useful than it might be as a 
measure of economic health.

One of these is part-time employment. 
The official unemployment rate counts all 
part-time workers as fully employed. Many 
of these part-timers would prefer to work 
full-time, but they cannot do so because of 
slack work, material shortages, repairs to 
plant and equipment, or inability to find 
full-time work. Such workers really are 
partially employed and partially unem
ployed. There are other part-timers who 
want only part-time work and really are

'The totals are calculated from samples. For a des
cription of the calculation see John J. Seater, “Coping 
With Unemployment,” Business Review. Federal 
Reserve Bank of Philadelphia, January/February 1977, 
pp. 3-4.

partially in the labor force and partially out. 
The government reporting system doesn’t 
consider how much part-time employees 
would like to work; instead, both kinds of 
part-timers are counted as wholly 
employed when the unemployment rati; and 
labor-force participation rate are calcu
lated. Thus the unemployment rate tends to 
be understated.

It might be better to divide part-time 
workers between employment and unem
ployment, or between employment and non
participation, according to the fraction of 
the standard workweek that they’re on the 
job. For example, suppose the standard 
workweek is 40 hours and consider a 
worker who would like to have a full work
week but who, because of a slowdown, can 
work only 10 hours. This worker could be 
counted as one-quarter employed and three- 
quarters unemployed. Four such workers 
would be equivalent to one fully employed 
and three fully unemployed workers. Sim
ilarly, a part-timer working only 10 hours 
by choice would be counted as one-quarter 
employed and three-quarters nonpartici
pant. Counting full-time equivalents would 
give a clearer picture of unemployment.

Underemployment is something like part- 
time employment, but it’s much harder to 
track. People use the expression ‘underem
ployment’ to refer to the condition of those 
who are employed below their training or 
capabilities. A chemistry Ph.D. employed 
as a dishwasher is an example of the kind of 
thing people have in mind and worry about 
when they refer to the loss to society from 
underemployment. But the mere fact of 
being employed in a job that uses only some 
of one’s acquired skills needn’t make an 
individual underemployed or justify a mod
ification of the unemployment rate. Virtu
ally everyone has some skills that aren’t 
used.

If we were to count the chemist- 
dishwasher’s unused chemistry skills as 
unemployed, then we really should not 
count his dishwashing skills as employed;
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otherwise, we should be treating him as two 
people—an employed dishwasher and an 
unemployed chemist. Moreover, the fact 
that the chemist-dishwasher couldn’t get a 
job as a chemist but did get one as a dish
washer suggests that society simply does 
not value the services of another chemist as 
highly as the services of another dish
washer. Thus, from a social point of view, it 
would be inappropriate to place more value 
on his chemistry skills than on his dish
washing skills—which is implicitly what 
we would be doing by counting him as 
underemployed or partly unemployed.

Still another peculiarity of labor-force 
behavior that the unemployment rate fails 
to capture is the condition of would-be 
workers who, after spending time looking 
for a job and finding nothing, get discour
aged about their prospects and drop out of 
the labor force altogether. In a recession, the 
number of such discouraged workers rises 
considerably and keeps the unemployment 
rate down somewhat—which tends to make 
economic conditions look better than they 
are. Thus, for purposes of measuring the 
health of the economy, it would be useful to 
count them as unemployed.

But there’s a difficulty here. Discouraged 
workers are identified as those who would 
like to work but have gotten tired of 
unsuccessful search. This is a very vague 
standard, because some people want to 
work more than others and so try harder to 
find work, while some get tired more easily 
than others and so give up searching for 
work relatively early in thegame. Also, how 
much available jobs will pay and the kind of 
work offered affect how soon some people 
become discouraged. Because the standard 
for discouraged workers is so vague, it 
probably is best not to try to modify the 
unemployment rate to account for them, 
even though policymakers may want to 
keep tabs on them in some other way.

Movements in the number of discouraged 
workers, part-time employees, and under
employed individuals may well reflect a

shift in the pace of economic activity; but 
because of measurement problems, the 
unemployment rate will not reflect this 
change accurately. And there is another 
way in which the unemployment rate may 
give false signals about the economy’s 
health. Sometimes the unemployment rate 
will change with no accompanying shift in 
the state of the economy. One example of 
this is the long-run shift in the composition 
of the U.S. labor force. Since the Second 
World War, the United States has seen an 
increase in the percentage of women and 
youths participating in the labor force. For 
various reasons, women and youths have 
above-average unemployment rates.2 As 
they become a larger part of the labor force, 
they drive up the overall unemployment 
rate. But the resulting increase in the jobless 
rate doesn’t signal a deterioration of eco
nomic health; it reflects a change in the 
composition of the labor force.3

Thus, the unemployment rate is an inac
curate meter of the pace of economic activ
ity on two counts. Sometimes the economy 
moves, and the jobless rate doesn’t. On 
other occasions, the unemployment rate 
shifts, but the economy’s condition is 
unchanged. There are still more distortions 
of the linkage, however, such as complica
tions introduced by business cycle fluctua
tions.

Business Cycle Fluctuations. The rise and 
fall in business activity (the business 
cycle) can distort the unemployment rate’s 
representation of the state of the economy. 
For example, when the economy begins to 
slow down, many firms hang on to their 
workers instead of laying them off right 
away. The managers give their workers less

2In recent years, female participants have been seek
ing more full-time, long-term employment than they 
used to. As their labor-force behavior has become less 
distinguishable from that of men, the effects of changes 
in the sexual composition of the labor force have 
diminished.

'Seater, “Coping With Unemployment,1' pp. 6-8.
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work to do and more idle time until they can 
figure out whether the slowdown is a short, 
random pause or the beginning of a more 
serious downturn. Only after they have 
become convinced that a recession of some 
duration has started do firms lay off large 
numbers of workers. A firm’s employees 
represent a considerable investment in 
recruiting and training, so it’s hardly a 
trivial matter for a firm to cut back or 
increase its labor force.

Thus the economy can begin to decline 
with little change in the unemployment rate 
because firms hoard their workers. It might 
be helpful therefore to correct the unem
ployment rate for these hoarded workers. 
Some attempts at this have been made, but 
in practice such correction is difficult 
because of data limitations.

Another phenomenon that clouds the 
interpretation of the unemployment rate is 
that the size of the labor force changes over 
the business cycle. For example, when the 
economy begins to climb out of a recession, 
jobs open up, unemployed people find 
employment more quickly, and the unem
ployment rate tends to fall. But the 
improved economic picture also encourages 
many nonparticipants to enter the labor 
force and look for jobs. While these new 
entrants and reentrants are looking for 
work, they’re classified as unemployed, so 
their attempt to find work tends to increase 
the unemployment rate. Thus when the 
economy starts moving out of a recession, 
there are two forces working in opposite 
directions on the unemployment rate, and it 
may rise even though the economy is 
improving. Indeed, Geoffrey Moore, direc
tor of business cycle research at the 
National Bureau of Economic Research, 
argues that, because the labor force 
increased as the job picture improved dur
ing the 1975 recovery, the unemployment 
rate rose despite an improvement in labor 
market conditions.4 Thus business cycle

4Ncw York Times, October 2, 1975.

fluctuations make it even harder to read off 
the state of the economy from changes in the 
unemployment rate.

An Elusive Benchmark. A final difficulty 
with using the unemployment rate as an 
economic measure comes from our not 
knowing what rate is normal. The fact that 
people are unemployed does not mean that 
the economy is in poor shape. Because infor
mation about available jobs (or, from the 
employer’s point of view, about people 
available to fill jobs) isn’t easy to get, it 
takes time for people looking for jobs (and 
employers looking for workers) to sort 
themselves out, and so some unemployment 
always will be with us. But at what point 
does the level of unemployment give a clear 
sign of overall economic health or weak
ness?

Many economists look for this bench
mark where the number of unemployed 
equals the number of vacant jobs, because 
then there are enough jobs to go around even 
though the labor market hasn’t matched 
workers to jobs. When the number of unem
ployed equals the number of vacancies, 
unemployment can be said to be at its natu
ral rate. A lower unemployment rate means 
more vacancies than people to fill them, so 
that employers bid against each other to 
obtain the scarce workers, which can ignite 
inflation. A higher unemployment rate 
means too many workers for the available 
jobs, which leads to recession and deflation. 
When unemployment is at the natural rate, 
the economy is at full employment.

It follows that if we want to use the 
unemployment rate to measure the state of 
the economy, we should look at how the 
current rate differs from the natural rate. If 
this difference is positive, then unemploy
ment is too high and the economy is in 
recession; if the difference is negative, the 
unemployment rate is too low and the econ
omy is headed for inflation.

The main problem with this approach is 
that it is difficult to know what the natural 
rate of unemployment is. Many economists
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believe that it’s about 5 percent, but esti
mates vary considerably. Thus although the 
concept of the natural rate may be useful as 
a broad policy guide, it is not yet of much 
value in making detailed policy changes.

In short, this uncertainty about the level 
of the natural rate is another reason—along 
with measurement difficulties and the 
effects of business cycle fluctuations—for 
regarding the unemployment rate as an 
imperfect measure of economic health. For
tunately, there are several other labor 
market statistics that could either supple
ment or sbustitute for the unemployment 
rate.

IMPROVED MEASURES OF ECONOMIC 
HEALTH

Considering the kinds of unemployed 
people makes it easier to see the effect of 
labor force changes on the unemployment 
rate. The Bureau of Labor Statistics splits 
the unemployed into four groups: job losers, 
job leavers, new entrants into the job 
market, and reentrants who are looking for 
work after a period of absence from the 
labor force. New entrants and reentrants 
are the ones to watch here; these are the 
people formerly outside the labor force who 
now have decided to look for work, perhaps 
because prospects for employment look 
better than before. And indeed, reentrants 
tend to make up a larger share of the unem
ployed as the economy recovers. For exam
ple, in June 1975, during the depths of the 
latest recession, reentrants accounted for 
31.1 percent of all unemployed; by 
December, with the recovery proceeding 
well, that figure had risen to 38.1 percent.

Because the overall unemployment rate is 
calculated from the size of the labor force at 
survey time, the overall rate cannot be 
corrected to reflect changes in labor force 
size over a period of time. In order to take 
these size changes into account, it’s neces
sary to substitute other measures of eco
nomic activity for the overall unemploy
ment rate.

One such measure might be therateof job 
losers. This rate is based on the number of 
people who have lost their jobs and are 
looking for work; it is the number of job 
losers divided by the sum of job losers and 
employed people. Even though these laid- 
off workers make up only a third to a half of 
all people looking for jobs, they are the ones 
most commonly thought of as unemployed. 
The main advantage of using the job losers 
rate to analyze business cycles is that it 
screens out most of the misleading fluctua
tions caused by changes in the size of the 
labor force.

A second measure that eliminates much 
of the influence of labor force size changes is 
the unemployment rate for married men. 
Married men from school years to retire
ment have a very strong attachment to the 
labor force, and this attachment hasn’t var
ied greatly for several decades. Thus this 
group’s participation rate changes little, so 
the group’s unemployment rate is more 
likely than the overall unemployment rate 
to reflect cyclical changes in the economy.

A third, and perhaps the best, labor force 
figure to use in gauging the health of the 
economy is the employment ratio. This is 
not the ratio of employment to the labor 
force (the employment rate), which would 
be just the complement of the unemploy
ment rate and would suffer the same prob
lems as the unemployment rate. Instead, the 
employment ratio is the ratio of the number 
of employed people to the total working-age 
population. The advantage of this measure 
is that it is not influenced directly by peo
ple’s entering or leaving the labor force. 
Rather, the employment ratio focuses on the 
number of jobs held by workers and ignores 
labor force participation. Thus, if busi
nesses hire more workers, the employment 
ratio goes up. (At the same time, the unem
ployment rate could be holding steady or 
even rising.) Of course, the employment 
ratio would have to be corrected for many of 
the same errors and oversights as the unem
ployment rate—labor hoarding, part-time
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workers, end so on. But it appears that if 
this were done, the employment ratio would 
do quite well as a measure of economic 
health.

Thus, in statistics such as the rate of job 
losers, the unemployment rate for married 
men, and the employment ratio, economists 
and policymakers have measures of eco
nomic health that could be used along with 
the unemployment rate or even could 
replace it entirely. Using these other statis
tics would make it easier to get a line on 
economic health, at least, and that’s one side 
of the unemployment issue. What about the 
other side?

THE UNEMPLOYMENT RATE 
AS A WELFARE MEASURE

The unemployment rate is used not only 
as a measure of the overall health of the 
economy but also as an indicator of the state 
of society’s welfare. Obviously, the health 
of the economy has a bearing on welfare. 
When economic activity slackens, most peo
ple suffer, including those still employed. 
Some people lose their jobs; others are 
denied salary increases or enjoy fewer 
opportunities for advancement. Because the 
unemployment rate is used as an indicator 
of economic health, it also is used as a 
welfare indicator.

But economic health is only one compo
nent of society’s welfare. Another compo
nent is fair distribution of burdens during 
periods of economic slowdown. There are 
several ways of trying to get at this issue. 
Some consideration of unemployment by 
groups might be useful. Similarly, informa
tion on the duration of unemployment or 
changes in the proportion of families falling 
below some poverty level might tell us 
something about the distribution of 
burdens associated with higher unemploy
ment.

The age, race, and sex breakdowns pro
vided by the Bureau of Labor Statistics can 
be quite informative. In December 1975, for 
example, the overall unemployment rate 
was 8.2 percent; but the rate for blacks was

more than 50-percent higher than that, and 
teenagers had an unemployment rate more 
than double the overall rate. The rate for 
black teenagers was four times the overall 
rate. Many people are concerned about 
these disparate unemployment rates and 
feel something should be done about them. 
Although the overall unemployment rate is 
not likely to be of much use in discussing 
these issues, group figures would be.

Yet group breakdowns focus on only cer
tain subsets of society. And they fail to tell 
us whether the same individuals (either 
within groups or across groups) bear all or 
most of the burden of joblessness or 
whether there is some sharing of the cost of 
unemployment via high job turnover. In this 
regard, however, it could prove useful to 
look at information on the duration of 
unemployment.

Even if the overall rate is moderate and 
even if the distribution of unemployment 
among groups is more or less even, the 
impact of unemployment on unemployed 
individuals depends in part on how long 
those individuals are unemployed. If most 
unemployment is less than a month or two, 
people may not suffer greatly from being 
unemployed. But if many of the unemployed 
are jobless for a long time (if unemployment 
turnover is low), then much social distress 
may result from unemployment even 
though the aggregate rate is not especially 
high. The welfare problems associated with 
long-term unemployment are obvious. The 
lack of income becomes more acute as sav
ings dwindle, and feelings of rejection and 
helplessness become more severe.

It’s important not to assume, however, 
that long duration of unemployment always 
produces severe undesirable consequences. 
Much unemployment is voluntary in 
nature. Some people quit their jobs to look 
for better ones; others enter the labor force 
to see if there’s anything to their liking. In a 
recent article in the Wall Street Journal,5 a 
housewife looking for a job was quoted as

•Wall Street Journal, February 7, 1977.
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saying: “I’d be working right now if I wasn’t 
so fussy about the kind of work I’d take. I’m 
not looking for a job because I need the 
money, so why shouldn’t I be choosy?” The 
article goes on to record that, of the 7.6 
million unemployed Americans in Decem
ber of 1976, 3.4 million, or 45 percent, were 
women, and of these the majority were mar
ried to men earning $10,000 a year or more. 
Now $10,000 is not an especially high in
come, but it is well above the official pov
erty line and also above the lower-level 
budget computed by the Bureau of Labor 
Statistics.

Thus is seems fair to say that some of the 
long-term unemployed are not in dire eco
nomic straits and therefore do not have as 
strong a claim for public assistance as oth
ers have. Yet these comparatively well-off 
unemployed people drive up the average 
duration of unemployment as well as the 
unemployment rate itself, and they tend to 
distort the picture painted by the duration 
figures. Unfortunately, it’s impossible to 
correct the duration figures for such people, 
simply because it’s impossible to decide 
who needs a job to escape suffering and who 
doesn’t. And so, although these figures may 
be useful in measuring the impact of unem
ployment on the unemployed, they are far 
from being a completely reliable guide to 
changes in society’s welfare.

In short, group breakdowns and duration 
figures are useful only when, and insofar as, 
they match up with income level, which is a 
reasonable proxy for human welfare in the 
economic sphere. Thus it seems clear that 
since the unemployment rate and these 
other measures depend for their usefulness 
on their rough connection with income 
level, the most direct approach to measur
ing welfare would be to go straight to an 
income-level measure. Such a measure is 
available in the low-earnings rate.
THE LOW-EARNINGS RATE:
A BETTER WELFARE MEASURE

The low-earnings rate, besides including 
unemployed people, includes those who

earn less than a certain annual income—the 
working poor. The argument for including 
the working poor is that, although 
employed, such people still suffer many of 
the welfare burdens of the unemployed.

A difficulty with constructing a low- 
earnings index is determining the cutoff for 
low earnings. Some people suggest the pov
erty level, which is based on a definition 
developed by the Social Security Adminis
tration in 1964 and revised by a Federal 
Interagency Committee in 1969. Others 
argue for the Bureau of Labor Statistics 
lower-level budget, which is considerably 
above the poverty line but still hardly a 
luxury budget. Which level to use is a mat
ter of social choice, depending on how much 
income society judges to be minimal.6

A second difficulty is deciding whom to 
include in the index. One possibility is to 
consider anyone making less than the min
imum acceptable income as having low 
earnings. This approach focuses on individ
uals. Another possibility is to consider only 
those families  making a substandard 
income as having low earnings. The sepa
rate incomes of a husband and wife might be 
below the minimal level for individuals, but 
taken together these incomes might exceed 
the minimal level for families.7 The family

HFor an attempt to construct a low-earnings index, 
see Sar A. Levitan and Robbert Taggart, “The Hard
ship Index,” Across the Board 13, 11 (November 1976), 
pp. 55-60. Their index—the Employment and Earn
ings Inadequacy Index (EEI)—is the ratio of subem
ployed individuals with below-average incomes to the 
total labor force. (The subemployed include the unem
ployed, discouraged workers, involuntary part-timers, 
and heads of households whose wages are below the 
poverty level; the labor force includes discouraged 
workers.)

Using the EEI, Levitan and Taggart calculate that the 
percentage of the population suffering hardship rose 
from 10.5 in 1974 to 13.5 in 1975. Although this looks 
like a sharp increase, the EEI rose much less rapidly 
than the unemployment rate over the same period. 
Because of the way it's computed, the EEI would have 
had to rise to over 25 percent to match a several- 
percent rise in the jobless rate.

7Families generally enjoy economies of scale in living 
costs; for example, it costs a man and a woman less to 
live together as husband and wife than to live single.
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measure probably is the superior one, but, 
of course, adjustments must be made for 
family size. A family of four requires more 
income than a family of three. Corrections 
to account for family size can be made 
without much difficulty. Thus despite 
minor obstacles, the low-earnings rate has 
an important role to play in calculations of 
human welfare.
AN OVERVIEW

The economy can be looked at as a big pie. 
Most economic policy issues are concerned 
with increasing the size of the pie. But there 
are also many distributional issues con
cerned with how the pie will be sliced and 
who will get what slice. The overall unem
ployment rate is used in analyzing both sets 
of issues, but, as we have seen, it isn’t 
entirely appropriate for either. Certainly, 
economic health and social welfare are 
related to one another; but they are not 
identical. Consequently, it can be mislead
ing and confusing to use one figure—and a 
crude one, at that—to summarize both con
ditions. Thus at least two supplementary 
measures are required—one designed for 
measuring the state of the economy, the 
other designed for dealing with how socie
ty’s welfare is changing. The employment 
ratio and a low-earnings ratio adjusted for 
family size may be the respective measures 
to use.

There is a wealth of other information 
available that adds detail and richness to 
the evaluation of policy options. Some of 
this information can be used to correct the 
present employment and unemployment

statistics, and some of it can be used in a 
supplementary way. Each statistic gives its 
own unique insight into the state of eco
nomic affairs, and for some purposes it 
would be desirable to report all statistics to 
the public routinely. But the average voter 
doesn’t have time to sift through a raft of 
economic details to inform himself on the 
state of the economy or the plight of the 
poor. He wants a summary—one or a few 
measures that will be easy to understand 
and will summarize economic and welfare 
conditions quickly, even if imperfectly. The 
best course may be for economists to 
improve the employment ratio and the low- 
earnings ratio, weeding out as many as 
possible of the omissions and biases noted 
above, and then report these figures 
together as measures of the state of the 
economy and the state of general well
being.8

In any case, policymakers and economists 
need to give the unemployment rate some 
relief. The rate often is criticized for not tell
ing the whole story, but the rate cannot 
possibly tell all by itself. Other figures must 
be used to supplement it. And perhaps if 
more attention were given to these other 
figures, the many policy issues connected 
with unemployment would be better under
stood.

“This is not to suggest that any information should 
be suppressed or withheld. Rather, the point is that 
routine reporting of a single statistic should be 
replaced by routine reporting of a few selected statis
tics, in order to give a more accurate picture of both 
economic and social welfare than that given by the 
unemployment rate.
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