Lecture 22: Short Run Macroeconomics III – Inflation & Unemployment Trade Off

Overview

· The story so far

· The Phillips curve

· Expectations – LR & SR Phillips curves

Reading

· Mankiw chapter 35

· Again, Mankiw more advanced than for our needs

The Story so Far 

Long run 

· GDP (Y) at the natural level (potential output) (Y*)

· Unemployment at “natural rate” (U*)

· Increase in AD increases P, leaving Y at Y* and U at U*

· Inflation rate determined by growth of money supply – Quantity Theory 

Short run

· Increase in AD increases both the P level and Y

· Increase in Y leads to increased employment and fall in U

· Easy to suggest that in short run, inflation and unemployment are inversely related

· Boom – , GDP rises, unemployment falls, inflation increases

· Recession – GDP falls, unemployment increases, inflation falls

Inflation and unemployment in the short run

Assume an increase in aggregate demand
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· AD shifts to right (AD1 to AD2)

· Price level increases (p1 to p2)

· Output increases (Y1 to Y2)

· Not on diagram

· As Y increases, employment increases and unemployment falls 

· Short-run effect: as unemployment falls, inflation increases
· But in this example, inflation would be temporary
Take the argument a little further

· Increase in AD caused by increased in M
· For inflation to continue, must be “under-written” by increases in M
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· AD shifts to right for initial increase in M (a to b)

· AS shifts up as P adjusts to Y being above Y*

· To keep Y above Y*, authorities must continue to increase M

· Result is increase in Y to Y1 (fall in U below U*)…

· And on-going increases in P, as AS and AD continue to shift

· We seem to have secured a permanent increase in Y above Y* (fall in U below U*) at the “cost” of on-going inflation

Two important points

1. Suggestion received apparent empirical support in the form the of the “Phillips Curve”…

2. …but conflicts with our long-run theory

· Says that Y cannot be sustained above Y* permanently

How can we reconcile these?

The Phillips Curve

· In 1958 Phillips looked at UK data for 1861-1957 

· showed that as unemployment fell, wage inflation increased

· negative correlation

· Relationship known as Phillips curve 

· Other people found similar relationships for other economies

· Empirical work

· No theory, but in line with our short-run AS-AD model

· Strong policy implications:

· Menu of policy choice for authorities

· “Buy” low unemployment at cost of higher inflation or vice-versa
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· Increase AD to reduce U from U1  to U2
· Excess demand in goods and labour market

· Firms and workers feel able to increase prices  and wages

· Low unemployment at a cost of higher inflation 

· This analysis had its hey-day in 1960’s 

· But then came apparent empirical breakdown of Phillips curve 

UK Inflation and unemployment 1959-2001
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· Difficult to see downwards-sloping “best-fit” line here!

At the same, Friedman and Phelps argued that Phillips curve was at odds with long-run classical model which states…

· Increase in M leads only to increase in P, but not Y, no fall in U

· Rate of monetary expansion determines rate of inflation, but at Y* and U*

How do we resolve this ?

· Original (negatively-sloped) Phillips curve describes short run
· In the short run, monetary expansion can generate both inflation and a fall in unemployment

· Long Run Phillips curve is vertical

· In long run economy at natural rate of unemployment

· Inflation rate determined by growth money supply 

· No long-run trade off between inflation and unemployment 

· All rates of inflation consistent with natural rate of unemployment 
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Can we reconcile short-run Phillips curve with long-run analysis?

· Link to long-run verticality works through role of inflation expectations
Central idea

When labour markets are tight (U is low), workers bargain for higher real wage

· So workers will take into account expected inflation rate when bargaining for higher wages
· Other things remaining equal, workers bargain for bigger wage increase, the greater the expected rate of inflation
· Wage increases then get passed on in higher price increases
We can only draw a given Phillips curve for a given expected inflation rate

If the expected inflation rate increases, the Phillips curve shifts upwards
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· Start off with growth in M, inflation and expected inflation equal to 2%

· Increase AD at U*

· U falls below U* to U in short run

· Excess demand generates rising wages and prices

· Movement up along lower Phillips curve a to b

· This is what short-run Phillips curve describes

· In the longer run…

· As inflation happens, workers and firms build in inflation expectations into wage and price setting
· Higher wages and prices to compensate for expected future inflation 
· As inflation expectations adjust, Phillips curve shifts up to SRPC2

· If new growth in M is fixed at 6%, then in long run, economy settles back at U* with 6% inflation 
· As long as U is below U*, inflation will tend to accelerate, if M is increased in line

· Untenable in long run so in long run, Phillips curve is vertical at U*

· In LR, any inflation at U* must all be attributable to inflation expectations and equal to rate of increase in M

Other factors might shift the Phillips curve

· Increase in U* shifts (long run) Phillips curve to the right 

· Adverse aggregate supply shock (eg increase in oil prices) will shift short run Phillips upwards

· Increase in oil prices shifts AS upwards, reducing Y (increasing U) and increasing P

· This means increased U and inflation

· Equivalent to upwards shift in short-run Phillips curve

Why did AW Phillips find only one curve? 

· From 1870s to 1950s UK inflation fairly stable

· Expected inflation fairly constant

· Only one SR Phillips curve to find!

Can we use this analysis to make sense of recent inflation/unemployment experience?
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Chronological time path of the UK inflation /unemployment combinations from 1959-2001

· Evidence of short-run (negatively-sloped) Phillips curves – eg 1980-93

· Oil-price increases (adverse supply shocks) in 1973-75 and 1979-80

· Increasing U* from early 1970’s to late 1980’s?

· Things going well since 1993

· More flexible labour markets reducing U*?

· Efficient anti-inflation monetary policy?

· Falling oil prices?
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