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et’s face it.  A significant reason the unemployment rate remains uncomfortably high at this stage 
of the economic recovery is because human labor is more expensive to hire than technological 
capital or equipment.  The capital/labor ratio—total capital invested as a percentage of hours 

worked—explains why companies would prefer to purchase machinery than hire people.  Simply put, it’s 
all about enhanced productivity.   
 
The country has just emerged from its worst post-war recession, but the trend to substitute capital for 
labor has been ongoing for 20 years.  Before 1990, recessions in the U.S. followed a similar pattern.  The 
downturn would end, as it did after the recessions in 1948, 1953, 1957, 1960 and1974, and companies 
would ramp up hiring within a matter of three or four months, according to the National Bureau of 
Economic Research.  After the recession of 1990-1991, it was not until the beginning of 1993 when job 
creation took off.  Similarly, when the early 2000/2001 recession ended, it took 27 months before 
companies hired in large enough numbers to cut seriously into unemployment.  The lag will be longer this 
time due to uncertainties surrounding tax policy, financial regulation, and the still soporific state of the 
economy.  It is difficult to picture Corporate America on a hiring binge now that projected GDP forecasts 
have been lowered from the 2.5% - 3.09% range to the low 1% area.  
 
 
  
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The median period spent unemployed is currently 21.6 months, according to the Bureau of Labor 
Statistics.  This is nearly twice the peak shortly after the deep recession in 1982.  More distressful, 
perhaps, is that slightly more than 45% of the approximately 15 million people unemployed have been out 
of work for more than half a year as depicted in the graph on page two. 
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Globalization has no doubt played an increasingly significant role in the lack of job creation over the past 
20 years.  Moving manufacturing jobs to Mexico, China and Indonesia may improve productivity due to 
low labor costs and cheaper commodity prices, but the result is a domestic misallocation of human 
resources.  Companies who outsource jobs overseas or opt for a new piece of equipment in lieu of hiring 
an individual are only acting rationally.  Their actions dictated by the most efficient use of capital for the 
benefit of their shareholders and customers.  Unfortunately, the social and economic costs for the country 
as a whole suffer.   
 
Economist Arthur Laffer has documented that since the 1970s, a close correlation exists between 
increased unemployment benefits and an increase in the unemployment rate.  Mr. Laffer stated in an op-
ed article written for the “The Wall Street Journal” which appeared July 8, 2010, that any government 
program that would reduce unemployment must begin by making working more attractive for both the 
employer and the employee.  He argues that the $3.6 trillion the federal government has spent since late 
2007 to stimulate the economy, could have been spent on tax reductions and incentives instead.  He 
would declare a federal tax holiday for 18 months (yes, you read that correctly) no personal income tax, 
no corporate profits tax, no capital gains tax, no estate tax, no payroll tax (FICA), no Medicare or 
Medicaid tax, no federal excise tax, no tariffs, no federal taxes at all for 18 months.  I believe his proposal 
is too aggressive and politically untenable but it does cause one to think of the possibilities.  Righting our 
economic ship requires prudent fiscal management.  Extending unemployment benefits from 26 to 99 
weeks is not one of them.  This represents a transfer payment and an added tax.  It is also a disincentive 
for both those employed and those whom are not. 
 
In periods of high unemployment and economic anxiety I would argue that raising marginal tax rates 
would only further inhibit the ability of American companies to restore their international competitiveness.  
The United States and Japan impose the highest corporate tax burdens of any global nation, and both 
share the pain of sub-standard economic growth.  The proposed bipartisan Wyden-Gregg tax reform bill 
would cut the top corporate tax rate to 24% from 35% in exchange for eliminating tax loopholes. In 
addition, it would simplify the tax code by reducing the number of personal income tax brackets to three 
from six.  Some studies of the bill even project that it would create jobs. 
 
The high unemployment rate and concern over the level of the federal deficit continue to be major 
stumbling blocks to sustained economic growth.  One method to reduce our federal deficit is to encourage 
manufacturers, service companies, and retailers to begin hiring, from the two–person barbershops and 
locksmiths to the giant Fortune Five Hundred.  In terms of the unemployment rate, programs that provide 
opportunities for job training in select vocations and trades including biological and medical research 
seem to me to be preferable to extending unemployment benefits.  The unemployment outlook will 
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continue to struggle until we are able to utilize the talent of the higher skilled and educated individuals 
currently either out of work or working for minimum wages.   
 
Now the rest of the story. 
 

********************************************* 
 
Let’s change gears and move back a bit.  Do we have an overabundance of labor?  Does the supply of 
the available labor force exceed demand?  Is it conceivable the nagging lack of job creation is not so 
much an economic issue as it is social?  How much natural improvement in the unemployment rate can 
we expect with the retirement of the baby boomer generation?  Will workers push their retirement age to 
70 and beyond?  Is unemployment in the 8+% range a new fact of life? 
 
The country has experienced a seismic shift from a predominantly production-based economy to one 
which is knowledge-based.  This is not a new phenomenon.  At the turn of the century in 1900, we began 
to evolve from a society which was mostly agrarian into one which became oriented toward 
manufacturing.  Are the tectonic plates of demographics yet changing again?  Technological 
advancements over the past 20 years have opened up vastly new opportunities in the fields of information 
technology, science, medical research, engineering and academics, among others.  As the economy 
continues to shift, skill sets must keep pace.  That long unemployed auto worker must be retrained.  The 
demand for well-educated individuals is insatiable, and maybe the real question is “are we prepared to 
meet the challenges going forward?” 
 
 

Written by: 
Thomas B. Stevens 
Fixed Income 

 
 
Denver Investments: The views expressed herein are those of Thomas Stevens and do not pertain to all investment strategies offered by Denver 
Investments.  The views expressed are general in nature and actual events may cause adjustments in portfolio management strategies from those 
currently expected to be employed.  Please contact your portfolio manager if you have any questions regarding your account 


