Chapter 17
The Short-Run Tradeoff between Inflation and Unemployment

Introduction

· Introduces the Phillips Curve 

· Examines the theory and the historical record of the tradeoff between inflation and unemployment 

· Explores the natural-rate hypothesis, sacrifice ratio, and the theory of rational expectations. 

The misery index – 

the rate of inflation added to the unemployment rate – 

has been used as a measure of the health of the economy.

16-1 The Phillips Curve

Origins of the Phillips Curve 

In 1958 A.W. Phillips showed that wage rates, which move closely with inflation, were related to unemployment. 

American economists quickly confirmed a similar finding for the U.S. 

In years with low unemployment the inflation rates seems high and in years with high unemployment the inflation rate is lower. 

Society faces a tradeoff between inflation and unemployment. 

They reasoned that in periods of low unemployment there was more aggregate demand and therefore, more intense pressure on wages and prices. 

Aggregate Demand, Aggregate Supply, and the

                        Phillips Curve 

The Phillips curve simply shows the combinations of inflation and unemployment that arise in the short run as shifts in the aggregate demand curve move the economy along the aggregate supply curve. 

See Figure 16-2. 

Since monetary and fiscal policy can move the aggregate demand curve, policymakers have a menu of options to choose from when trying to adjust the economy. 

For lower unemployment with higher inflation -  

· increase the money supply 

· increase government spending 

· cut taxes 

For lower inflation with higher unemployment - 

· decrease the money supply 

· decrease government spending 

· raise taxes 

In the News: The Effects of Low Unemployment

This article demonstrates that tighter labor markets demand higher wages, illustrating the principle underlying the Phillips Curve. 

16-2 Shifts in the Phillips Curve: The Role of Expectations 

The Long-Run Phillips Curve 

According to Classical theory, the rate of money growth determines inflation in the short-run but in the long run has no impact on real variables. 

Friedman, and Edmund Phelps, concluded that there is no reason to think that the rate of inflation would be related to the rate of unemployment in the long run. 

This implies that the long-run Phillips curve is vertical at the natural rate of unemployment. 

See Figure 16-3. 

Since the "natural" rate of unemployment is simply that rate to which the economy tends to move, it is desirable to try to find ways to shift the long-run Phillips curve to the left. 

Policymakers should look to policies that improve the functioning of the labor market. 

Therefore, Friedman concluded that monetary policy could only be used in the short-run to pick a point on the Phillips curve. 

Expectations and the Short-Run Phillips Curve 

To explain the short-run and long-run relationship between inflation and unemployment, Friedman and Phelps introduced a new variable into the analysis: expected inflation. 

Expected inflation measures how much people expect the overall price level to change. 

Because perceptions, wages, and prices will eventually adjust to the inflation rate, the long-run aggregate supply curve is vertical at the output level associated with the natural rate of unemployment. 

Unemployment rate = 

Natural Rate of Unemployment – 

a (Actual inflation - Expected inflation)

Friedman argued in the long run people come to expect whatever inflation the Fed actually produces. 

Thus, actual inflation equals expected inflation, and unemployment is at its natural rate. 

Friedman and Phelps concluded that even if policymakers did face a short-run tradeoff between inflation and unemployment and had tools to address one or the other, that they shouldn't. 

The Natural Experiment for the Natural-Rate

                        Hypothesis 

The natural-rate hypothesis says that unemployment eventually returns to its natural rate, regardless of the rate of inflation. 

The period from 1970-1973 proved Friedman and Phelps's theory was correct. 

See Figures 16-6 and 16-7. 

16-3 The Role of Supply Shocks

After the OPEC price increases resulted in stagflation, policymakers had to decide whether to focus on reducing unemployment or reducing inflation. 

The OPEC supply shocks that shifted aggregate supply to the left forced policymakers to respond to both high unemployment and high inflation. 

Partly because of Fed policy, we witnessed high inflation and moderate unemployment. 

See Figure 16-8.

16-4 The Cost of Reducing Inflation

In 1979, Fed chairman Paul Volcker decided to pursue a policy of disinflation. 

The Fed would follow a contractionary monetary policy to try to reduce inflation. 

The short-run impact would be an increase in unemployment because of low output.

The Sacrifice Ratio 

Definition of the sacrifice ratio - the number of percentage points of annual output lost in the process of reducing inflation by 1 percentage point. 

A typical estimate is 5. 

To try to decrease inflation by 1 percent, you must be willing to sacrifice a five percent loss in output. 

Rational Expectations and the Possibility of

                        Costless Disinflation 

Definition of the theory of rational expectations -

people optimally use all available information, including information about government policy, when forming expectations.

The sacrifice ratio could be reduced if the government is resolute in its commitment to follow the policy of inflation reduction consistently. 

People would adjust their expectations quickly and the pain of unemployment could be shortened. 

The Volcker Disinflation

While Volcker was successful in reducing inflation, unemployment rose to about 10 percent. 

The Volcker disinflation produced the deepest recession in the United States since the Great Depression of the 1930s.

The Greenspan Era

The period from 1984 to 1995 began with a favorable supply shock as oil prices fell. 

This has fueled both falling inflation and falling unemployment. 

But during that time Alan Greenspan has remained vigilant as an inflation fighter. 

In the News: Unemployment and Its Natural

Rate

In 1996, the unemployment rate fell to 5.1%. 

The Fed had to decide if this was the natural rate or not.

16-5 Conclusion

Friedman:

“There is a temporary tradeoff between inflation and unemployment”

“There is no permanent tradeoff”
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