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B usinesses are less optimistic about local economic conditions.  The Business Outlook Index decreased from 
129.4 in the third quarter to 120.4 in the fourth quarter of 2000.               (Full story on page 2) 

 
 

 
 

H ouseholds expressed less optimism about local economic conditions. The Consumer Sentiment Index declined 
from 125 in the third quarter to 111 in the fourth quarter of 2000. (Full story on page 3) 

 
 
 
 

N on-farm employment increased by 700 or at an annual rate of 1.4 percent.  The rate of unemployment increased from 10.1 
percent in the third quarter to 10.6 in the fourth quarter of 2000.  Over the past four quarters, Kern County created jobs at a 

rate of 1.0 percent compared with California at 2.8 percent and the United State at 1.6 percent.                                                  
                                                                                                   (Full story on page 5) 
 
 

H ousing Price:  Kern County offers the most affordable home prices among 24 California counties.  The aver-
age price of a single-family house in the year 2000 was $108,105, which was 74 percent less than that of Or-

ange County and 80 lower than that of San Francisco County.                                             (Full story on page 12) 
 
 

E arning Differentials: In contrast to the state and national labor markets, college educated full-time Hispanic 
male workers in Bakersfield earn more than their White counterparts.  On average, Hispanics earn 13 percent 

more, but African-Americans earn 22 percent less than White workers.                               (Full story on page 6) 
 
 

T ravel/tourism is a major industry in Kern County.  In 1998, travel/tourism spending amounted to nearly $789 
million. The industry offered 9,340 jobs with a total payroll of over $121 million.  Travel/tourism generated 

more than $56 million in local and state taxes.                                                                      (Full story on page 15) 
 
 

O il and natural gas industry is a major contributor to Kern County’s tax proceeds.  The assessed value of the oil 
and natural gas properties in 2000 was over $14 billion.  So, the industry generated more than $140 million in 

property taxes.                                                                                                                       (Full story on page 18) 
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Local factors perceived to improve business outlook: 
 
• Higher prices for crude oil 
• Lower interest rates 
• Popularity of e-commerce 
• Affordability of housing  
• Increased cultural and entertainment activities 
 

Question Better Same Worse 
How your family is doing financially com-
pared to one year ago? 
 
The most likely financial situation of your 
family one year from now? 
 

28% 
 

43% 
 

52% 
 

40% 

20% 
 

17% 

Business Outlook Survey: Businesses are much more optimistic about local economic conditions.  The 
Business Outlook Index improved by 19 points from 108 in the fourth quarter of 2001 to 127 in the first 
quarter of 2002. Factors contributing to improved business perception are:  
 
•    Lower interest rates 
•    New home construction 
•    Expanding population 
•    High price of crude oil and natural gas 
•    Greater international business                                                                              (Full story on page 2) 
 
Consumer Sentiment Survey: Households have turned optimistic about local economic conditions. The 
Consumer Sentiment Index improved by 18 points from 95 in the fourth quarter of 2001 to 113 in the first 
quarter of 2002.  Compared to one year ago, 37 percent of the respondents said their families are doing fi-
nancially better, 34 percent the same, and 29 percent worse. Anticipating one year from now, 37 percent of 
the respondents perceived their financial conditions to be better, 37 percent the same, and 27 percent worse.
                                                                                                                                               (Full story on page 3) 
 
Kern County’s unemployment rate remained in double digits.  It increased from 10.1 percent in the fourth 
quarter of 2001 to 11.4 percent in the first quarter of 2002. The labor force declined by 900 persons as the 
number of employed workers declined by 4,600 and, at the same time, the number of unemployed workers 
increased by 3,700.  Among the nonfarm industries, manufacturing, food and kindred products, state and 
local government and education added jobs, whereas mining, construction, transportation, public utilities, 
and retail trade reduced employment.                                                                               (Full story on page 5) 
 
Despite the deep and lengthy recession of the early 1990s, Kern County has stayed on the path to prosper-
ity.  The Quality of Life Index (QLI) increased gradually from 104 in 1996 to 118 in 2001, gaining 14 per-
centage points.  Hence, the quality of life improved 18 percentage points in 2001 relative to 1991.  After 
three years of stagnation, the Economic QLI improved slightly in 1994.  It then rose from 103 in 1995 to 
111 in 2001, gaining 8 percentage points.  The Economic QLI improved 11 percentage points in 2001 rela-
tive to 1991.  The Social QLI did not recover until 1996.  In the following three years, however, the Social 
QLI increased sharply.  It rose by 4 percentage points in 1996, 9 percentage points in 1997, and 5 percent-
age points in 1998.  The index value, which remained constant at 118 in 1998-2000, increased to 120 in 
2001.  The Social QLI improved 20 percentage points in 2001 relative to 1991.      (Full story on page 6 ) 
 
Women and ethnic-racial minorities play an important role in the local economy. According to the latest 
published data, there are 33,474 firms doing business in Kern County, of which 36 percent are minority-
owned.  The minority business owners consist of 22 percent women and 14 percent with varying ethno-
racial heritage. The ethno-racial distribution of business ownership is comprised of 14 percent African-
American, 26 percent Asian/American Indian, and 60 percent Hispanic.                   (Full story on page 13) 
 
 
 

Local Economy in Perspective: 
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T his article presents opinions of 
business managers regarding 

current and expected economic con-
ditions of Kern County in the first 
quarter of 2002.  Over the first three 
weeks of April 2002, we telephoned 
a random sample of 200 members of 
the Greater Bakersfield of Com-
merce, of whom 90 replied.  Re-
sponses were enumerated to con-
struct a Business Outlook Index 
(BOI). The BOI value of 100 indi-
cates neutrality about local business 
conditions, greater than 100 ex-

presses optimism, and less than 100 
pessimism.   
 
As illustrated in Figure 1, the BOI 
increased by a whopping 18 percent-
age points from 108.1 to 126.1.  This 
rather sharp increase indicates that 
business managers are much more 
optimistic about local business con-
ditions.  Compared with four quar-
ters ago, the BOI is 9 points higher, 
indicating considerable gain in busi-
ness optimism 
 

As shown in the following table, the 
majority of survey respondents re-
ported that the number of jobs in 
their companies stayed the same as 
the previous quarter.  They expected 
the number of jobs available in their 
companies to remain unchanged 
next quarter.   
 
The majority of the business manag-
ers perceived that financial condi-
tions (sales or profits) of their com-
panies improved this quarter.  Also, 

(Continued on page 4) 
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Figure 1: Business Outlook Index

2001.1 2001.2 2001.3 2001.4 2002.1

Question 
 Better Same Worse 

 (Percentage of Total Responses)  
Employment in your company this quarter was 27.1 52.9 20.0 
Employment in your company next quarter will be 30.2 55.8  14.0 
Financial condition (sales or profits) of your com-
pany this quarter was 

45.2 39.3  15.5 

Financial condition (sales or profits) of your com-
pany next quarter will be 

49.4 43.4    7.2 

Employment and general business conditions in 
your industry this quarter were 

37.2 47.7  15.1 

Employment and general business conditions in 
your industry next quarter will be 

45.3 46.4    8.3 

Employment and general business conditions in 
Kern County this quarter were 

31.3 55.0  13.7 

Employment and general business conditions in 
Kern County next quarter will be 

40.5 57.0     2.5 

Response 
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T he Bakersfield Consumer Sen-
timent Index increased in the 

first quarter, approaching its level 
prior to September 11. The index 
rose from 95 in the fourth quarter of 
2001 to 113. It is compiled from 
telephone surveys administered to a 
random sample of households listed 
in the Bakersfield section of the 
phone book. The index is disaggre-
gated into sub-indexes relating to 
recent trends and future expecta-
tions. Both sub-indexes increased, 
suggesting economic conditions 
have improved and continued im-
provement is expected. The Index of 
Recent Buying and Financial Trends 
increased from 90 in the fourth quar-
ter to 108 in first quarter 2002. The 
forward-looking Index of Future Ex-
pectations increased from 95 in the 
fourth quarter to 118 in the first 
quarter.  Index values over 100 are 

indicative of consumer optimism. 
Values below 100 are rare and sug-
gest pessimism. CSUB's Center for 
Economic Education and Research 
began compiling the Bakersfield 
Consumer Sentiment Index in 1999. 
The third and fourth quarters of 
2001 are the only periods during 
which the index fell below 100.  
 
The Index of Recent Buying and Fi-
nancial Trends is constructed from 
responses to questions relating to 
expenditures on discretionary items, 
financial status of the household 
compared to one year ago, and per-
ceived financial condition of ac-
quaintances in Kern County. Only 
eleven percent of the respondents 
purchased a big-ticket item in the 
fourth quarter, compared to 14 per-
cent in the fourth quarter. However, 
overall spending on discretionary 

items was greater than normal in 
one-of-three households, compared 
to one-in-four during the previous 
quarter. Discretionary spending was 
less than normal in one-half of the 
households during the final two 
quarters of 2001, but in only three-
in-ten households during the first 
quarter. Heads of households were 
asked how their families were doing 
financially compared to one year 
ago. More than one-in-three was bet-
ter off, an increase from one-in-four 
of the sample during the previous 
two quarters. A slightly smaller per-
cent of respondents indicated they 
were worse off (29 percent com-
pared to 33 percent in the previous 
quarter).   
 
To assess consumer expectations, 
households were asked how they 

(Continued on page 4) 
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B A K E R S F I E L D  C O N S U M E R  S E N T I M E N T  
S U RV E Y  
M A R K  E V A N S ,  I N T E R I M  D E A N ,  E X T E N D E D  U N I V E R S I T Y  D I V I S I O N  

 Most Recent  
Quarter 

Previous  
Quarter 

One Year  
Ago 

Bakersfield Consumer Sentiment Index 113 95 112 
    Sub index: Recent Buying &  
    Financial Trends 108 90 109 
    Sub index: Expectations 118 100 115 

TABLE 1 
INDEX VALUES  

 More than 
usual 

Same as 
usual 

Less than 
usual 

Your recent spending on discretionary items (dining out, weekend 
outings, entertainment) 31 % 40 % 29 % 

    

 Better off Same Worse off 
How your family is doing financially compared to one year ago. 37 % 34 % 29 % 
How your acquaintances in Kern County are doing financially com-
pared to one year ago. 29 % 55 % 16 % 

TABLE 2 
RECENT BUYING AND FINANCIAL TRENDS  
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Business Outlook  (Continued from page 2) 
 

they projected improvements next 
quarter.  
 
The majority of business managers 
perceived that current employment 
and financial conditions of their in-
dustries were the same this quarter, 
and anticipated that employment and 
financial conditions of their indus-
tries would remain constant next 
quarter. 
  
Fifty-five percent of the business 
managers felt that employment and 
general business conditions in Kern 
County were the same as the previ-
ous quarter, and fifty-seven percent 
indicated that employment and gen-

eral business conditions would re-
main constant next quarter. 
 
Survey participants were asked to 
comment on local, regional, na-
tional, or international factors that 
have affected employment and fi-
nancial conditions of their compa-
nies.  
 
Major factors perceived to hinder 
business outlook are:  
 
¾ State budget shortfall and gov-

ernment reallocation of funds 
¾ Recent increase in the minimum 

wage 
¾ Greater tax liabilities 
¾ Increased health-care costs 
¾ Higher fuel prices 

Major factors perceived to improve 
business outlook are:  
 
9 Lower interest rates 
9 New home construction 
9 Expanding population 
9 High price of crude oil and natu-

ral gas 
9 Greater international business 
 
Overall, business managers were a 
much more optimistic about local 
business outlook this quarter.  A 
combination of positive and negative 
factors has contributed to forming 
business perceptions.  

Consumer Sentiment (Continued from page 3) 
 

thought the financial situation of 
their families would change over the 
coming year. During the fourth quar-
ter of 2001, responses were evenly 
distributed: one-third thought their 
financial situation would improve or 
become more stable, while one-third 
thought it would worsen or become 
more risky. Responses were skewed 
toward optimism in first quarter: 37 
percent thought their situation would 
improve while 26 percent thought it 

would get worse. When asked how 
acquaintances in Kern County 
viewed the future, over one-half of 
the respondents reported they had 
observed optimism compared to 
about 40 percent in the previous 
quarter. The percent that indicated 
acquaintances seemed pessimistic 
their situation would worsen de-
creased from 30 percent in the previ-
ous quarter to 24 percent.  Finally, 
43 percent think now is a safe time 
to buy big-ticket items, while 33 per-
cent believe it is a risky time.  In the 

fourth quarter of 2001, these fre-
quencies were reversed: 32 percent 
thought is was a safe time to buy, 
while 42 percent thought it was a 
risky time.  
 
Summing up, expectations have 
clearly risen from the doldrums of 
the third and fourth quarters of 2001. 
Greater Bakersfield is poised for an 
economic recovery that hopefully 
will not be derailed by escalating 
international conflict.   

 Better or more 
stable 

About the 
same 

Worse or more 
risky 

The most likely financial situation of your family one year from now  37 % 37 % 26 % 
    
 Optimistic Neutral Fearful 

How your acquaintances in Kern County view the coming year. 55 % 21 % 24 % 
    
 Safe time to buy Neutral  

response 
Risky time to 

buy 
Is now a safe or risky time for most people to use savings or incur debt to buy 
expensive goods? 43 % 24 % 33 % 

TABLE 3 
FUTURE EXPECTATIONS  



A nalysis of seasonally adjust-
ed1 labor market data indi-

cates that the unemployment rate 
increased from 10.1 percent in 
the fourth quarter of 2001 to 11.4 
percent in the first quarter of 
2002.   
 
In the fourth quarter of 2001, the 
labor force declined by 900 per-
sons as the number of employed 
workers declined by 4,600 and, at 
the same time, the number of un-
employed workers increased by 
3,700.  The loss in total employ-
ment consisted of 10,800 fewer 
jobs in the farm sector, but 1,700 
additional jobs in the nonfarm 
sector and 4,500 more jobs in the 
“residual” sector that accounts for 

self-employed workers and those 
who work outside their place of 
residence.      
 
Among the nonfarm industries, 
manufacturing, food and kindred 
products, state and local govern-
ment and education added jobs, 
whereas mining, construction, 
transportation, public utilities, 
and retail trade reduced employ-
ment.   
 
In the first quarter of 2002, non-
farm employment increased at an 
annualized rate of 3.4 percent in 
Kern County and 0.6 percent in 
the United States.  However, non-
farm employment declined by 3.3 
percent in California. Over the 

previous four quarters, nonfarm 
employment growth averaged 2.6 
percent in Kern County, -0.6 per-
cent in California, and -0.4 per-
cent in the United States.   
 
 

E M P L OY M E N T A N D  U N E M P L OY M E N T I N   
KE R N  C O U N T Y  
A B B A S  P .  G R A M M Y ,  P R O F E S S O R  A N D  C H A I R  O F  E C O N O M I C S  

1 Quarterly data are adjusted for seasonality by the X-11 procedure of the ARIMA model using the SPSS statistical software 
package. 
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K ern County, covering more 
than 8,000 square miles, is 

California’s third largest county in 
land area.  The county is also known 
as the Golden Empire because of its 
rich history of gold, oil, and agricul-
tural production. Today, Kern 
County ranks among the top five 
most productive agricultural coun-
ties and is one of the leading oil-
producing counties of the nation.        
 
According to the 2000 Census data, 
nearly 662,000 persons resided in 
Kern County. Compared with the 
previous census, the county added 
118,000 (or 22 percent) to its resi-
dents. The county’s seasonally ad-
justed civilian labor force exceeds 
290,000 and employment rate fluctu-
ates around 90 percent.  The largest 
industries of the county are govern-
ment, services, agriculture, and 
trade, each contributing approxi-
mately 20 percent to total employ-
ment. The county’s total personal 
income has reached 8 billion in con-
stant dollar and its annual crop value 
has exceeded 2 billion dollars.  
 
In addition to productive agriculture 
and petroleum industries, Kern 
County’s economy is increasingly 

diversified with services and manu-
facturing industries.  The county has 
been chosen as the site for business 
locations because its proximity to 
major metropolitan areas, accessible 
transportation routes, low labor 
costs, affordable housing, renowned 
outdoor recreation, and improving 
quality of life.         
 
To measure the quality of life, I se-
lect ten social and economic indica-
tors.  They are  
 
Economic Indicators:  
Income: Personal income per person 
in constant dollars 
Employment: Growth rate of total 
employment adjusted for seasonal 
variations 
Cost of living: Median sale price of 
all single-family homes in constant 
dollars 
 
Social Indicators:  
Education: Pupil-teacher ratio 
College preparation: Total score in 
the Scholastic Aptitude Test 
Family environment: Percentage of 
mothers with “some” college educa-
tion 
Health care: Number of physician 
per 10,000 persons 

Public assistance: Family assistance 
per capita 
Crime rate: The FBI crime index 
Air quality: Number of days that the 
ozone level exceeds the federal 8-
hour standard 
 
I take 1991 as the base-year, for 
which the index value is 100.  For 
the years following 1991, I adjust 
the base-year value by the percent-
age change relative to 1991.  I then 
take an unweighted arithmetic mean 
of these social and economic indica-
tors to construct a composite Quality 
of Life Index (QLI).  Also, I con-
struct separate quality of life indices 
for the economic (E-QLI) and social 
indicators (S-QLI).  To correct for 
missing data points, I adjust the pre-
vious year index value by its aver-
age change over the entire dataset.   
 
Table 1 presents the indexed values 
of the quality of life indicators.  I 
calculated these index values very 
carefully because for some indica-
tors an ascending-order of the data 
measures improvement and for oth-
ers deterioration. 
 
 

(Continued on page 7) 
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Year Income  
Per Capita 

Employ-
ment 

Growth  

Cost of 
Living 

Education College 
Preparation 

Family 
Environ-

ment 

Health 
Care 

Public 
Assistance 

Crime 
Rate 

Air 
Quality 

1991  100 100  100  100  100 100 100 100 100 100 
1992 99 99 103 94 100 102 100 93 98 107 
1993 98 96 104 94 100 103 100 94 102 108 
1994 96 98 109 97 99 108 92 94 105 106 

1995 96 99 114 96 98 116 92 86 110 103 
1996 96 100 116 101 100 139 92 80 115 98 
1997 96 103 121 107 100 135 92 93 124 149 
1998 98 104 125 111 99 141 100 115 129 130 
1999 97 104 127 110 101 138 117 114 137 112 
2000 98 106 127 112 101 133 117 n.a. 138 123 
2001 98 108 122 n.a. 99 n.a. n.a. n.a. n.a. n.a. 

Table 1: Quality of Life Indicators 



Quality of Life (Continued from page 6) 
 

Table 2 depicts the composite values 
of the overall, economic, and social 
quality of life indices. 
 
Figure 1 illustrates the overall QLI 
trend.  The QLI showed no improve-
ment during 1991-95, when the in-
dex value remained constant. There-
after, the QLI increased gradually 
from 104 in 1996 to 118 in 2001, 

gaining 14 percentage points.  
Hence, the quality of life improved 
18 percentage points in 2001 relative 
to 1991. 
 
Figure 2 depicts the trends of the 
economic and social QLI. The E-
QLI shows the same trend as the 
overall QLI, but at a slower pace.  
After three years of stagnation, the 
economy improved slightly in 1994.  
Then, the E-QLI rose from 103 in 

1995 to 111 in 2001, gaining 8 per-
centage points.  In sum, the 
“economic” quality of life improved 
11 percentage points in 2001 relative 
to 1991. 
 
The S-QLI did not recover until 
1996.  In the following three years, 
however, the S-QLI increased 
sharply.  It rose by 4 percentage 
points in 1996, 9 percentage points 

(Continued on page 8) 
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 QLI E-QLI S-QLI 
1991 100 100 100 
1992 99 100 99 
1993 100 100 100 
1994 100 101 100 
1995 101 103 100 
1996 104 104 104 
1997 111 107 113 
1998 115 109 118 
1999 116 109 118 
2000 116 110 118 
2001 118 111 120 

Table 2: The Quality of Life Indices 

Figure 1: 
The Quality of Life Index
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Quality of Life (Continued from page 7) 
 

in 1997, and 5 percentage points in 
1998.  The index value, which re-
mained constant at 118 in 1998-
2000, increased to 120 in 2001.  The 
“social” quality of life improved 20 
percentage points in 2001 relative to 
1991. 
 
The QLI trends indicate that the 
quality of life has improved in Kern 
County.  Although there is room for 
improvement in all facets of life, the 
county has distinct areas of strength 

and weakness.  In Table 2, I access 
these areas and make some general 
policy recommendations. 
 
The key to social and economic 
prosperity is to sustain and enhance 
it over time.  Despite the deep and 
lengthy recession of the early 1990s, 
Kern County has stayed on the path 
to prosperity.  Nevertheless, it must 
continue to work hard to sustaining 
and enhancing improvements.  

Page 8 Volume 3 Issue 1 

Figure 2: 
Economic and Social Quality of Life Index
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Social-QLI

Economic-QLI

Indicator Evaluation Policy Recommendation 

Income per capita Low and stagnant Accelerate economic growth above population 
growth 

Employment growth Gaining momentum   Intensify local jobs creation efforts 

Cost of living Affordable Maintain affordable home prices 

Education Improving Continue to lower the class size 

College Preparation Inadequate and variable Invest in student academic preparation 

Family environment Improving Invest in female education and work skills 

Health care Improving Increase availability of medical services 

Public assistance High, but declining Help welfare recipients gain meaningful em-
ployment  

Crime rate High, but declining Invest in crime prevention and after school 
education 

Air quality Poor, but improving Invest in pollution abetment 

Table 2: Evaluation of Quality of Life Indicators 



I n the changing world of inter-
national trade, communities 

are forced to look at their busi-
ness attraction and retention mod-
els from a different point of view.   
The traditional benefits available 
to companies through their nor-
mal flow of information have to 
be augmented by new incentives 
that meet the realization that 
companies now plan globally.  As 
importing continues to be a large 
portion of the economy, the busi-
ness community will now review 
the global options they have in 
site selection, supply chain man-
agement and expansion decisions.  
Communities that do not under-
stand the incentives available to 
the international business concern 
will not be able to respond with 
enough information to influence 
the decisions the company will be 
making.   
 
The Foreign-Trade Zone (Zone or 
FTZ) program offers communi-
ties an incentive targeted at those 
companies involved in interna-
tional trade.  These incentives are 
seen in the management of duties 
and Customs fees for companies 
that import merchandise or com-
ponents used in a manufacturing 
process.  The benefits available to 
companies within the FTZ pro-
gram are targeted at making com-
panies located in the United 
States more competitive globally, 
while promoting continued em-
ployment growth in the United 
States.   

To answer the questions of what 
is a FTZ, I have included this 
brief explanation: 
An FTZ is a designated area, 
which for Customs purposes is, 
considered outside the United 
States.  Nearly any imported mer-
chandise can be brought into a 
Zone for almost any kind of ma-
nipulation, duty free.   
 
Through the utilization of a FTZ, 
imported material avoids any 
Customs duties under the follow-
ing scenarios: 
 
� Any previously imported ma-

terial that is subsequently ex-
ported. 

� Rejected, scrapped destroyed, 
waste, or merchandise re-
turned to vendor. 

� Sales to companies operating 
in other FTZs. 

 
A manufacturer can sometimes 
take special advantage of a FTZ 
to reduce its overall duty expo-
sure.  If the manufacturer is pro-
ducing a final product, the duty 
on that product if imported, 
would be subject to a lower duty 
rate than the current rates paid on 
imported components. Basically 
the imported component rate can 
be reduced to the final product’s 
rate.  The duty is then paid once 
the final product is released from 
the FTZ and a Customs entry is 
filed.  Through this program, the 
manufacturer can then better 
compete with foreign companies 

that may be seeking a greater 
market share in the United States.   
 
A distribution facility that is im-
porting large volumes of inven-
tory and holding that inventory 
for eventual distribution to the 
United States can use the FTZ to 
delay the payment of the duty 
owed on the inventory.  The in-
ventory may be held for days, 
weeks, months or years without 
paying duties until it is time for 
the goods to leave the FTZ bound 
for domestic customers.   
 
In addition, the passage of the 
Trade and Development Act of 
2000 opened the opportunity for 
companies to use consolidated 
entries in a FTZ.  All Zones were 
given the approval to use “weekly 
entry.”  This process allows a 
Zone to file one entry for duty 
payment to Customs a week.  
This greatly reduces the amount 
of paperwork and filling fees a 
large importer will face.  The sav-
ings for this process are signifi-
cant, since it is directly related to 
improved operations. 
 
Business attraction and retention 
are key areas where communities 
should focus their FTZ attentions.  
New business is attracted to a 
community based on the overall 
factors that impact their particular 
site selection criteria, and on 
what the community has to offer.   
 

(Continued on page 10) 
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Foreign-Trade Zones (Continued from page 9) 

 
Just as the Enterprise Zone, Re-
development Areas and other 
economic development incentives 
are paraded in front of a particu-
lar company, the FTZ should also 
be listed.  The use of all the po-
tential benefits a community has 
to offer, the better the opportunity 
for attracting that new company.  
 
The same is true for companies 
that are already in a community.  
Business retention is becoming 
the focus of many economic de-
velopment agencies.  It is always 
better to keep your business base 
than to rebuild it again.  Compa-
nies in the local community fit 
into one of two categories as they 
pertain to potential FTZ benefit.  
They either import or export cur-
rently or they will eventually.  
The changing business climate 
has put the global economy in 
motion and it is either in your 
community or it is rapidly ap-
proaching.  Companies that 

manufacture have been facing the 
global economy for over twenty 
years.  Components are no longer 
made in the US, raw materials are 
no longer harvested in the US, the 
product they manufacture faces 
international competition.  All of 
these issues are addressed with 
the FTZ. 
 
A company that has the opportu-
nity to benefit from the FTZ has 
the opportunity to add to the eco-
nomic development of a commu-
nity.  If the company has been 
around the area for a long period 
of time or if the company is new 
to the area, the added benefit to 
the company from the FTZ makes 
their presence in the community 
more stable.   
 
The FTZ program is intended to 
offer a community an additional 
incentive to assist in the attraction 
and retention of businesses in the 
area.  Kern County is part of the 
FTZ administered through the 
Port of Los Angeles.  The current 

site is in the International Trade 
and Transportation Center (ITTC) 
located outside the City of 
Shafter.  The development of this 
site is key to the development of 
the FTZ in Kern County.  Com-
panies locating anywhere in the 
County can work with the Port to 
be designated a sub-zone, but 
those that locate in the ITTC are 
locating in an area already desig-
nated.   
 
Kern County is part of an ap-
proved Zone program and has the 
ability now to promote Zone 
benefits as a potential incentive to 
existing businesses and to those 
new businesses looking at mov-
ing into the area.  The promotion 
of Zone benefits is all a matter of 
education.  If those who promote 
the area know about the benefit, 
then the message is made clear 
and the opportunity to attract or 
retain those companies interested 
in incentives is increased. 
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July 15-26, 2002 
9:00 a.m. – 12:00 noon Mon – Fri                                          
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Note: The author and Abbas 
Grammy recently completed a 
study on the cost of residential 
development in Bakersfield.  This 
is the last of four articles that 
present the study, in a shortened 
version, in the journal.  In the 
previous issues, we investigated 
the extent of urbanization in Ba-
kersfield, explained the selection 
of three sites for residential de-
velopment, and measured and 
compared the cost of residential 
development of these sites. In this 
issue of the journal, we will dis-
cuss the lessons learnt from this 
study.   
 
The complete study can be ac-
cessed at http://www.csub.edu/
~skhe/study.htm 
 
Effective September 2002, I will 
be an Associate Professor at 
Western Oregon University, and 
may be contacted at khes@wou.
edu  

 
 

I n the study that has been sum-
marized in this series of the 

articles, the cost of residential de-
velopment was understood 
through an analysis of the major 
cost components. But, a typical 
homebuyer behaves like a typical 
car buyer, who may not know, 
and may not care, about the costs 
of individual components. Fur-
ther, similar to a car buyer adding 
options to the vehicle, the home-
buyer considers the possible up-

grades to a new home being built 
and, therefore, may be aware of 
only those few line items in the 
cost calculations. A typical home-
buyer, therefore, shops for a 
house with the total cost as the 
bottom line number for compari-
son.  When the cost components 
are not identifiable, and when the 
total cost is presented as a single 
figure, it is also quite possible 
that the consumer may not make 
rational choices because of a lack 
of information.  This approach to 
owning a home is a contrast to 
the practice until a few decades 
ago: consumers purchased lots 
and then built houses by working 
with architects and contractors. In 
this approach, consumers were 
aware of the different cost com-
ponents of a new home.  
 
In economic terms, this arrange-
ment of all the cost components 
being rolled into one single bot-
tom line is referred to as 
“bundling” of costs. Utility de-
regulation addresses a similar 
‘bundling’ of costs in electric-
ity—bundled costs allow utilities 
to present the consumer with a 
usage fee structure that combines 
together the cost of production 
and the cost of distribution. At 
least theoretically, if these costs 
are “unbundled” or separated out, 
then suppliers who may be capa-
ble of producing electricity at a 
lower fee will then be able to sell 
that lower-cost electricity to the 
distributors of electricity. By the 

same token, unbundling of costs 
can be an extremely difficult task, 
as evidenced in the case of utility 
deregulation in California. 
 
In the logic presented here, 
homebuyers have very little con-
trol over the fundamental real es-
tate variable: location. Of course 
the homebuyer can always 
choose a location and build his or 
her home. But, the ‘mass pro-
duced’ homes could be signifi-
cantly less expensive than a home 
built ‘from scratch.’ Therefore, if 
the consumer has only a 
Hobson’s choice regarding the 
location for a new “mass pro-
duced” home, and if these loca-
tions involve additional cost to 
society, then policies should not 
addressed the consumer. Instead, 
policies should address the sup-
ply, which in this case is repre-
sented by developers. If the city 
stands to benefit from develop-
ments in locations that are closer 
to the ‘Central Service District’ 
then policies should be directed at 
developers and home-builders 
who are able to influence the 
city’s spatial future. 
 
In the study, cost calculations 
were limited only to a few vari-
ables identified in the literature as 
important determinates of the 
cost of development. Within this 
limitation, calculations showed 
that developments that are farther 
from the “Central Service Dis-

(Continued on page 12) 

Kern Economic Journal  Page 11 

U R B A N I Z A T I O N  I N  B A K E R S F I E L D   
S R I R A M  K H É ,  D I R E C T O R ,  E N V I R O N M E N T A L  R E S O U R C E  
M A N A G E M E N T  P R O G R A M ,  C S U B  



 Urbanization (Continued from page 11) 
 

trict” impose an additional cost, 
which may or may not be paid by 
buyers of homes in those devel-
opments.  In other words, dis-
tance from the Central Service 
District is a good proxy measure 
of additional costs. 
 
Distance is not only an easy 
proxy measure in order to get an 
idea of additional costs involved, 
and may also provide a sense of a 
facility’s level of service. If a de-
velopment is proposed far from 
the Central Service District, 
homebuyers may realize a drop 
off in the level of service in fa-
cilities that they need. The level 
of service of the roads, for in-
stance, is clearly lower in the 
west and southwest parts of the 
city. Further, if a city has com-
mitted to providing a minimum 
level of service to its residents, 
then logic also dictates that the 
city may have to augment exist-
ing capacities in order to accom-
modate the additional demands 
and, hence, restore the level of 
service to acceptable levels. Who 
should be held responsible for the 
additional costs involved with 
improving the level of service? In 
other words, homebuyers in de-
velopments far from the Central 
Service District have to eventu-
ally foot the bill for additional fa-
cilities necessitated by the dete-
rioration in the level of service. 
 
The study also showed that in its 
current format, developers are not 
charged higher fees if the level of 
service of a facility is expected to 
deteriorate. Similarly, there is no 
incentive structure that encour-

ages developers to take advantage 
of high levels of service in exist-
ing infrastructure. The net result 
is that there is very little cost 
variation among housing units in 
different sites within Bakersfield. 
 
There is another side to the level 
of service discussions: if a facil-
ity’s level of service is very high, 
it could also suggest that the fa-
cility is under used. For instance, 
in the case of roads in Bakers-
field, it is not unusual for roads in 
the northeast parts of town to 
have very little congestion—i.e., 
a very high level of service. This 
means that roads in those areas 
are not being used to their maxi-
mum capacities. However, as has 
been suggested in the study, local 
governments do not factor in the 
level of service into their calcula-
tions.  
 
The differential rate structure in 
the case of water also raises an 
issue of fairness—taxpaying city 
residents in one side of town—
City in the Hills or Casa Loma—
pay a rate that is 50 percent 
higher than rates paid in another 
side of town? Such differential 
rates, it they exist in other ser-
vices as well, amount to a gov-
ernment subsidy of services, 
which make a service artificially 
cheaper than its ‘real’ cost. The 
city’s explanation for such a 
lower rate for Buena Vista is that 
the city owns the water rights in 
the Buena Vista area and does not 
intend profit from those rights. 
But, what the city owns is techni-
cally what the taxpaying residents 
of the entire city own—not 
merely the residents in a particu-
lar service area. 

Additional questions raised dur-
ing the course of this study have 
not been answered because of the 
restricted scope. Two questions in 
particular deserve additional at-
tention: 
 
1.   How significantly will the 

spatial structures of Bakers-
field change if development 
at the edges were charged 
marginal costs as opposed to 
average costs? 
 

2.   How to develop a fee struc-
ture for cost items like the 
Transportation Impact Fee so 
that the costs truly reflect the 
impact on the level of service 
of the respective facilities? 

 
The researchers hope that this 
study will be followed up with 
more analysis of the economics 
of land use and planning in met-
ropolitan Bakersfield.  Along 
with other efforts such as Vision 
2020, such analysis and planning 
could play an integral role in 
shaping the future of the region.  
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M inority-owned businesses play 
a substantial role in the 

United States economy.  They have 
become a fast growing segment of 
our economy.  The Bureau of Cen-
sus provides periodic data that count 
and describe business ownership by 
women and members of racial and 
ethnic minority groups.  To be in-
cluded in the study firms must be at 
least one-half owned by women or 
ethno-racil minorities; have annual 
receipts of at least $500; and be clas-
sified in the private-sector industry. 
 
According to the census data, the 
number of Hispanic-owned business 
nationwide grew by 30 percent.  
This increase is four times greater 
than the rate for all firms.  Addition-
ally African-American owned busi-
nesses increased by 26 percent.  
California led the nation with the 
most minority-owned firms at 
738,000 or approximately 22 per-
cent.  Despite this increase in growth 

for minority-owned businesses, total 
sales remained disproportionately 
small at 11 percent nationwide and 8 
percent statewide.   
 
Kern County has also been experi-
encing increases in minority busi-
ness ownership.   According to the 
latest census data shown in Table 1, 
Kern County had 33,474 firms 
grossing almost $23 billion in sales 
in 1997.  According to the gender 
distribution of business ownership, 
women owned 22 percent of all 
firms and men owned 78 percent.  
Non-minorities owned 87 percent of 
all firms and minorities 13 percent.  
African-American owned 2 percent, 
Hispanics 7 percent, and Asians/
American Indians 4 percent of the 
minority business firms.   
 
Another topic of interest is the distri-
bution of total sales according to 
gender and ethnicity.  Women-
owned businesses generated 11 per-

cent of the total sales and men-
owned businesses 89 percent.  Mi-
nority-owned businesses earned only 
5 percent of the total sales and non-
minority businesses 95 percent.   
 
Figures 1 and 2 compare the distri-
bution of minority share of business 
ownership with that of total business 
sales.  Although minority-owned 
firms accounted for 13 percent of all 
businesses, they earned a mere 5 
percent of the total sales.  Of these 
minority-owned firms, African-
Americans brought in about 1 per-
cent of total sales, Hispanics 1 per-
cent, and Asians/American Indians 3 
percent.  The disparity between the 
minority share of total numbers and 
the share of total sales suggests that 
women and minorities, by and large, 
own and operate small business en-
terprises.  
 

(Continued on page 14) 
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Table 1: Business Ownership by Gender and Ethnicity 
 Number of Firms Sale Receipts  

($ Millions) 
Share of Total Num-

ber of Firms (%) 
Share of Total Sales 

(%) 
All Firms 33,474 22,940 100 100 
 
  Women-Owned Firms    7,376   2,196 22  11 
  Men-Owned Firms 26,098 20,744 78 89 

  Non-Minority-Owned 
  Firms 

28,907 21,925 87 95 

  Minority-Owned Firms  4,567  1,015 13   5 
     African-American    630      36 2    1 
     Hispanic 2,762    210 7    1 
     Asian/American Indian 1,175    769 4    3 

 



Minority (Continued from page 13) 
 

The obvious question is should we 
anticipate this growth to continue.  
Many researchers have found the 
growth of minority-owned busi-
nesses to mirror the growth of the 
minority population.  Over the next 
eighteen years, the minority popula-
tion is anticipated to grow very rap-
idly.  For example, projections from 
the 2000 census indicate that by the 
year 2020 the White population will 

increase by 12 percent, Hispanic by 
56 percent, African American by 23 
percent, and Asian/American Indian 
by 56 percent.  Even if a smaller 
proportion of these rapid growth 
rates occurs in the number of minor-
ity owned firms, these firms will 
comprise a substantial part of our 
overall firm composition.  Although 
population can partially explain 
some of the growth, many other fac-
tors are also important.  For instance 
the initial rate of business owner-

ship, government support, and hu-
man capital formation play impor-
tant roles in the growth of minority 
business ownership.  With these fac-
tors contributing to the growth of 
minority-owned firms, the composi-
tion of businesses ownership will 
continue to diversify.   
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Figure 1: Distribution of Business Firms by Ethnicity
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FA M I LY  B U S I N E S S  O W N E R S H I P   
E D I T E D  B Y  A B B A S  G R A M M Y  

S trictly Business is a program 
that airs Saturday mornings 

on KERN (1410 AM). Each week, 
Jeff Johnson, Director of Weill 
Small Business Development 
Center, interviews a member of 
the business community. 
 
Hill:  This is Bart Hill, I am sit-
ting in for Jeff Johnson.  I am 
talking with Ginger Moorehouse, 
Publisher of The Bakersfield 
Californian.  We are going to talk 
about the newspaper business, but 
also family business in general.   
 
Hill:  What is the role of a news-
paper today? 
 
Moorehouse:  The most impor-
tant role a paper can play is as a 
community connection.  It is a 
way for people to know what’s 
going on in their community and 
hook into it, have an opinion 
about it, and exchange opinions 
in order to make a difference. 
 
Hill:  You are not simply provid-
ing information, but you are try-
ing to pull people together.  You 
are trying to produce reactions 
about things.  

 
Moorehouse:  I really think that 
our mission is greater than just 
the news and information.  It is 
helping our community to grow 
and improve.  It is finding those 
little spots where there may be 
problems and alerting people so 
that they can fix them and make 
our corner of the world a little 
better. 

Hill:  I hear people complaining 
about the newspaper in general.  
They complain that you are al-
ways printing bad stories.  Why 
can’t there be good news?  

 
Moorehouse:  We print the news 
and it isn’t always pleasant.  It 
really isn’t our role to be promot-
ers of all positive things.  Also, 
printing stories that are bad sto-
ries or have negative effects on 
people would tell us that this is 
the way that people can make 
changes. 

 
Hill:  Doesn’t every newspaper 
print all of the legal stuff like 
bankruptcies, divorces, and terri-
ble personal things? 

 
Moorehouse:  Those divorces 
and bankruptcies are just a closer 
way to view community.  A lot of 
weekly newspapers do this very 
well.  They are so close to their 
community, and it is harder for a 
daily, but this is one of the roles 
we think that we have.  That’s 
why we have the community 
page with the photos and the 
town history. 

 
Hill:  I’d like to talk a little more 
about the newspaper.  Who was 
Alfred Harold? 

 
Moorehouse:  Alfred Harold was 
my great-grandfather.  He was 
the one who purchased the news-
paper in 1897.  He was at the 
time Superintendant of Schools 
here in Kern County.  Appar-
ently, he had always wanted to 

run a newspaper and I think he 
had made a little money on a sil-
ver mine outside of town.  So he 
had the money to buy the news-
paper, and he was the fourteenth 
owner of the newspaper.  It actu-
ally started in 1866.  

 
Hill:  Your newspaper has gone 
through several generations in 
your family.  How has that 
changing of the guard taken 
place? 

 
Moorehouse:  Well, it is kind of 
interesting.  It has gone down 
through the female line which is 
unusual.  Usually, businesses 
were passed down to the sons, but 
they didn’t have any in their fam-
ily.  My great-grandparents only 
had one child, my grandmother, 
and so it was passed down to her.  
Some people may remember 
Walter Payne who was publisher 
at the newspaper for quite a 
while.  His recommendation was 
that we incorporate, and that 
helped us pass the newspaper 
down.  In any case, it went from 
my grandmother to my mother.  I 
had three brothers- two of them 
were involved with the paper, but 
two of them have died and one of 
them is very ill.  And so, here it 
is, on the female side.  

 
Hill:  We want to talk about fam-
ily business. Most small busi-
nesses are family business in one 
form or another.  I have seen 
families getting into difficulty 
whenever their businesses are 

(Continued on page 16) 
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Family Business (Continued from page 15) 
 

passed to another generation.  
That’s when the problems start.  
Can you talk a little bit about 
that? 

 
Moorehouse:  We have never had 
factionalism that some may ex-
perience in a family business.  
The problem is that you have 
people who don’t work in the 
business who say they want more 
money from the business.  Then, 
they think the other people in the 
family that are running the busi-
ness are taking too much money.  
You get this factionalism, and so, 
we have tried to get a family 
business group together to talk 
about things you might do to suc-
ceed in passing your business to 
the next generation.  

 
Hill:  Right.  It’s about making 
money.  It can’t just be about car-
rying on a family tradition.  This 
business has to make money or 
it’s not going to survive. 

 
Moorehouse:  Yes, and I think 
that the business takes on it’s 
own life, especially the newspa-
per business, which has such 
deep community roots. Our fam-
ily has always believed that we 
need to give back to the commu-
nity and the business in order for 
it to succeed. 

 
Hill:  What is the toughest part of 
the business for you?  Is it per-
sonnel?  Marketing? 
 
Moorehouse:  Personnel is al-
ways a problem.  I have just 
been reading the book, From 
Good to Great, which I recom-

mend for any family business.  
One of the things talked about in 
the book is that it is so vital to 
get the right people on the bus.  

 
Hill:  Let’s talk about the union 
in the newspaper business.  
Many of listeners deal with       
union employees which is a 
whole different set of circum-
stances.  Tell us about                    
unions. 

 
Moorehouse:  Well, the union is 
a mixed blessing.  Our union has 
been pretty understanding.  Our 
local people do understand our 
mission.  Sometimes they bring 
in people from the outside to en-
courage the growth of the union.  
 
Hill:  What about some of the 
advantages of a family business 
 
Moorehouse:  One of the most 
wonderful things about it, I 
think, is the ability to make deci-
sions like that, without waiting 
for a corporate person to tell you 
can or cannot do something.  
You don’t have to prepare eve-
rything in triplicate, and if some-
one asks for a contribution to a 
community cause, you can 
promptly respond.  Plus, it is 
really fun working with family 
members.  
 
Hill:  What advice would you 
give them with their family busi-
nesses? 
 
Moorehouse:  I think that it is 
vital to stick with it.  This is a 
rich involvement for everybody 
in terms of your commitment to 
your work and family.  It’s im-
portant that you do estate plan-

ning.  Tax planning, particularly 
succession planning, meaning 
which child is going to be the 
one to take over and be hands on 
at the business.  How do you de-
cide that and be fair to all of 
your children?  I think that open 
communication and commitment 
to the future of the business 
that’s there long after you are 
gone is vital to all of it.    
 
Hill:  You probably don’t have 
to work, and there are probably 
conglomerates who would love 
to gobble up this little jewel.  
Why aren’t you selling it? 
 

Moorehouse:  That is a great 
question.  I am doing it because I 
love it.  I have always felt that 
this was another child or family 
member.   I am in a position 
where I can help this community 
and that means a lot to me.  It 
give my life tremendous mean-
ing.  I think that’s the answer to it 
all -- to make a difference.  
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S ince the passage of the Fair La-
bor Standards Act in 1938 the 

United States has had a federal mini-
mum wage.  The law sets a legal 
minimum on the wages that firms 
pay their employees.  It applies to 
employees of companies that do at 
least $500,000 in business a year.  It 
also applies to workers of smaller 
firms who are engaged in interstate 
commerce or in the production of 
goods for commerce, such as em-
ployees who work in transportation 
or communications or who regularly 
use the mails or telephones for inter-
state communications.  It also ap-
plies to employees of federal, state 
or local governments agencies, hos-
pitals and schools, and it generally 
applies to domestic workers.   
 
The intent of the Congress when ini-
tiating this law was to assure “the 
maintenance of the minimum stan-
dard of living necessary for health, 
efficiency, and general well being of 
workers.”  However, each state still 
has the freedom to set its own mini-
mum wage.  There are currently 
seven states with no state minimum 
wage, seven states have a minimum 
wage lower than the federal mini-
mum wage, twenty-six states match 

the federal minimum wage, and ten 
states have a minimum wage greater 
than federal minimum wage.  De-
spite variations among the states, it 
is believed that at least 10.1 percent 
of the workforce is directly affected 
by the federal minimum wage.    
 
Minimum Wage Controversy 
There is much controversy surround-
ing the issue of minimum wage.  
Supporters of the minimum wage 
argue that it does what it is supposed 
to do, which is to raise wages of 
those workers with the least bargain-
ing power.  Opponents, however, 
claim that it costs jobs by pricing 
low wage workers out of the labor 
market.  An increase in the mini-
mum wage creates greater unem-
ployment for unskilled labor.  They 
also believe that it is poorly targeted, 
since most low-wage workers live in 
families with relatively high levels 
of income.   
 
There are both social and economic 
implications involved in raising the 
minimum wage.  If the minimum 
wage were adjusted each year by in-
creasing the previous year’s mini-
mum wage by inflation, there would 
be much less income inequality 

within the United States. By increas-
ing the minimum wage, fewer fami-
lies would find themselves beneath 
the poverty level, struggling to make 
ends meet.  How an increase may 
affect the economy is an important 
question.  There are many studies 
that show that the economy will not 
be negatively affected; yet some 
economists see it differently.  Many 
economists believe that a higher 
minimum wage will increase the la-
bor cost, inducing further substitu-
tion of capital for unskilled labor.  
Eventually, as economic growth and 
inflation advance the wage rate, the 
relative size of the minimum wage 
will dwindle and demand for un-
skilled labor will rise.  Both the 
positive and negative effects of the 
minimum wage will prove tempo-
rary, regardless the size of the in-
crease. 
 

State vs. Federal Minimum Wage 
California is one of the ten states 
that have a minimum wage greater 
than the federal minimum wage.  
Prior to 1987, the state and federal 
minimum wage were very much 
identical.  As shown in Figure 1, the 

(Continued on page 18) 
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Figure 1: Nominal Minimum Wage
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Minimum Wage (Continued from page 17) 
 

disparity began in 1988 when the 
state minimum wage rose from 
$3.35 to $4.25.  This adjustment oc-
curred for the federal minimum 
wage in 1991. Once again, the state 
minimum wage diverged from the 
federal rate when it increased from 
$5.15 to $5.75 in 1998.  While there 
has not been any upward adjustment 
in the federal minimum wage since 
1997, the state minimum wage rose 
to $6.25 in 2001 and $6.75 in 2002. 
 
The controversy surrounding the 
minimum wage has directly affected 
its trends since the passing of the 
Federal Labor Standard Act.  An in-
crease cannot go into effect unless it 
is passed by the Congress and ap-
proved by the President.  Since the 
minimum wage is not indexed to in-
flation or to some other measure of 
wage growth, when the Congress 
fails to increase its value, it declines 
in real terms.  Figure 2 illustrates 
trends of the real (i.e., inflation-
adjusted) state and federal minimum 
wage rates.  To measure the inflation 
rate, I find the percentage change of 
the Consumer Price Index (all urban 
areas; seasonally adjusted; 
1992=100).  I note that the CPI val-
ues for California’s major metropoli-

tan areas in the south and north are 
higher than the national rate.  How-
ever, the CPI is not measured for the 
entire state including central Cali-
fornia.  Hence, I assume that the in-
flation rate for the entire state is 
similar to that of the nation.  
 
In 1982, the minimum wage was 
$3.35 in both the state and nation.  
But, the inflation rate was 6.2 per-
cent.  This disparity reduced the real 
minimum wage to a negative $2.85.  
The negative real minimum wage 
continued over the following two 
years.  In California, the real mini-
mum wages increased gradually 
from $0.15 in 1985 to $1.85 in 1992, 
$3.10 in 1997, and $4.05 in 2001.  
The federal real minimum wage has 
increased at an unstable and slower 
pace.  It fell from $0.15 in 1985 to 
-0.45 in 1989, rose to $1.85 in 1992 
and $3.25 in 1997, but plunged 
again to $2.95 in 2001. 
 
The controversy over the socio-
economic effects of the minimum 
wage will continue, especially when 
politicians debate a proposal to in-
crease the minimum wage.  Regard-
less of the controversy, my analysis 
of data makes an essential point that 
unskilled wage earners must be pro-
tected against inflation because 

higher prices erode the real income 
of workers.  It would be, perhaps, 
less controversial if I recommend the 
“indexation” of the minimum wage 
in an attempt to hedge against infla-
tion, as it is the case of the social se-
curity payments.   
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Figure 2: Real Minimum Wage 
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E F F E C T S  O F  IN T E R E S T RA T E C H A N G E S O N  
BA N K S’  P RO F I T MA RG I N  
A B B A S  G R A M M Y ,  P R O F E S S O R  A N D  C H A I R  O F  E C O N O M I C S  

I f you want to set interest rates 
to achieve stable prices while 

avoiding large fluctuations in out-
put and employment growth, how 
would you do it? This question is 
exactly what Alan Greenspan and 
other governors of the Federal 
Reserve System (the Fed) ask 
themselves every time they meet.  
The policy target that the Fed sets 
is the federal funds rate, which is 
the short-term interest rate at 
which banks make loans to each 
other. Whenever the Fed meets, it 
chooses the federal funds rate. 
The Fed’s bond traders are then 
instructed to buy or sell govern-
ment securities in such a way that 
the desired target rate is achieved. 
 
Interest Rate Determination 
The hard part of the Fed’s job is 
choosing the target for the federal 
funds rate.  Two general guide-
lines are followed.  First, when 
inflation heats up, the federal 
funds rate should rise in order to 
increase the cost of borrowing, 
hence discouraging investment, 
employment, and production.  
Second, when real economic ac-

tivity slows, the rate must fall to 
lower the cost of borrowing, 
hence encouraging investment, 
employment, and production. 
However, the Fed must go be-
yond these general guidelines and 
decide by how much to change 
the rate in order to respond to 
changes in inflation and real eco-
nomic activity.  To help this deci-
sion, economist John Taylor has 
suggested a simple rule for the 
determination of the real (i.e., in-
flation-adjusted) federal funds 
rate: 
 
The real federal funds rate equals 
2 percent when inflation is 2 per-
cent and the real GDP is at its 
full-employment level.  For each 
percentage point inflation rate 
increases above 2 percent, the 
real federal funds rate increases 
by 0.5 percent.  For each per-
centage point the real GDP falls 
below its full-employment level, 
the real federal funds rate drops 
by 0.5 percent 
  
Data on the Fed’s federal funds 
rate and Taylor’s rule indicate 

that the two trends follow each 
other very closely.  The Taylor’s 
rule may be a guideline that Alan 
Greenspan and his colleagues fol-
low subconsciously. 
 
Effect on Banks Profit Margin 
Banks make money by borrowing 
from each other at the federal 
funds rate and lending at the mar-
ket interest rate.  The percentage 
of banks profit (i.e., the spread) 
is, at the very least, the difference 
between the bank prime loan rate 
(i.e., the rate charged on loans to 
their “best” customers) and the 
federal funds rate.  One miscon-
ception is that banks make a lar-
ger percentage profit when inter-
est rates are high.  In fact, the op-
posite may be the case: banks 
make a higher spread when inter-
est rates are low.   
 
To examine this proposition, we 
must take a look at the spread be-
tween the borrowing and lending 
rates.  Figure 1 depicts the real 
interest rates and the spread over 

(Continued on page 20) 
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Figure 1: Interest & Inflation Rates
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Interest Rates (Continued from page 19) 
 

the past twenty years.  In the ex-
pansion of the 1980s, the federal 
funds rate varied between 6.5 
percent in 1984 and 3.6 percent in 
1987, and the prime loan rate 
fluctuated between 8.7 percent in 
1982 and 5.2 percent in 1987.   In 
all these years but 1982, the 
spread was less than 2 percent. In 
the 1990s, the federal funds rate 
fell to as low as 0.6 percent in the 
recovery of 1993.  It then gradu-
ally rose to 4.2 percent in 1998.  
The prime rate stayed 2.8 to 3.0 
percent above the federal funds 
rate throughout the 1990s.  By the 
year 2001 when the federal funds 

rate dropped to a low 1.7 percent, 
the spread remained at 3.0 per-
cent.  
 
In the 1980s, the federal funds 
rate and prime rate averaged 6.9 
and 5.9 percent, respectively.  
While the average spread was 
only 1.8 percent.  In the 1990s 
and during 2000-01, the federal 
funds rate plummeted by nearly 3 
percent, whereas the prime rate 
fell by about 1 percent.  The 
banks average spread remained at 
a reasonable 3.0 percent.  
 
The Fed changes the federal 
funds rate to “smooth” business 
cycles. High interest rates dis-

courage borrowing and investing, 
slowing the level of economic ac-
tivity.  Whereas, low interest 
rates encourage borrowing and 
investing, stimulating economic 
growth.  The spread between the 
federal funds rate and the prime 
loan rate determines the percent-
age of profit banks make by bor-
rowing from each other and lend-
ing to the public.  Analysis of his-
torical data indicates that low in-
flation resulting in low real fed-
eral funds rate would bring about 
higher spreads for banks.  
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