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CHAPTER



28 (16) | Inflation, Unemployment, and Federal Reserve Policy



Brief Chapter Summary and Learning Objectives 28.1 The Discovery of the Short-Run Trade-off between Unemployment and Inflation (pages 948–953) Describe the Phillips curve and the nature of the short-run trade-off between unemployment and inflation. §



The Phillips curve illustrates the short-run trade-off between the unemployment rate and the inflation rate.



28.2 The Short-Run and Long-Run Phillips Curves (pages 953–957) Explain the relationship between the short-run and long-run Phillips curves. §



It is not possible to buy a permanently lower unemployment rate at the cost of a permanently higher inflation rate.



28.3 Expectations of the Inflation Rate and Monetary Policy (pages 957–960) Discuss how expectations of the inflation rate affect monetary policy. § §



Workers and firms tend to have adaptive expectations when the inflation rate is stable. Robert Lucas and Thomas Sargent argued that workers and firms would have rational expectations, formed by using all available information about an economic variable.



28.4 Fed Policy from the 1970s to the Present (pages 960–968)



Use a Phillips curve graph to show how the Federal Reserve can permanently lower the inflation rate. §



The Fed uses contractionary monetary policy to reduce inflation, which pushes the economy down a short-run Phillips curve.



Key Terms Disinflation, p. 961. A significant reduction in the inflation rate. Natural rate of unemployment, p. 950. The unemployment rate that exits when the economy is at potential GDP.



Nonaccelerating inflation rate of unemployment (NAIRU), p. 955. The unemployment rate at which the inflation rate has no tendency to increase or decrease. Phillips curve, p. 948. A curve showing the short-run relationship between the unemployment rate and the inflation rate.



©2010 Pearson Education, Inc. Publishing as Prentice Hall



636



CHAPTER 28 (16) | Inflation, Unemployment, and Federal Reserve Policy



Rational expectations, p. 958. Expectations formed by using all available information about an economic variable.



Structural relationship, p. 950. A relationship that depends on the basic behavior of consumers and firms and that remains unchanged over long periods of time.



Real business cycle models, p. 960. Models that focus on real rather than monetary explanations of fluctuations in real GDP.



Chapter Outline Why Does Summitville Tiles Care about Monetary Policy? To combat the inflationary impact of a booming housing market, the Federal Reserve raised the target for the federal funds rate to 5.25 percent in June 2006 and kept it there until September 2007. At that point, a rapidly declining housing market led the Fed to begin cutting the federal funds rate. Among the companies that benefited from the housing boom was Summitville Tiles, a company that sells products that cover the roof of the White House and the floor of subway stations in Washington, DC. By January 2009, however, it was one of many businesses in the United States forced to lay off workers. The national unemployment rate soared to the highest levels in more than 25 years and the price level, as measured by the consumer price index, declined for several months in 2009. >>Teaching



Tips



Economics in YOUR LIFE! asks students to imagine a conversation with their future employers about their next year’s raise: How will their expectations of the future unemployment rate and inflation rate affect the size of their request? Students can compare their answers with those the authors provide at the end of the chapter. An Inside Look discusses the relationship between unemployment and inflation.



The Discovery of the Short-Run Trade-off between Unemployment and 28.1 Inflation (pages 948–953)



Learning Objective: Describe the Phillips curve and the nature of the short-run trade-off between unemployment and inflation.



There is a short-run trade-off between unemployment and inflation: Higher unemployment is usually accompanied by lower inflation, and lower unemployment is usually accompanied by higher inflation. This trade-off exists in the short run, but disappears in the long run. Today the short-run trade-off between unemployment and inflation plays a role in the Fed’s monetary policy decisions, but the trade-off was not widely recognized until the 1950s. Since that time a curve showing the short-run relationship between the unemployment rate and the inflation rate is called a Phillips curve. During years when the unemployment rate is low, the inflation rate tends to be high, and during years when the unemployment rate is high, the inflation rate tends to be low.



A. Explaining the Phillips Curve with Aggregate Demand and Aggregate Supply Curves The inverse relationship between unemployment and inflation is consistent with the aggregate demand and aggregate supply (AD-AS) analysis we developed in chapter 24. The AD-AS model indicates that slow growth in aggregate demand leads both to higher unemployment and lower inflation. The AD-AS model and the Phillips curve are different ways of illustrating the same events. The Phillips curve has an ©2010 Pearson Education, Inc. Publishing as Prentice Hall
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advantage over the AD-AS model when we want to analyze explicitly changes in the inflation and unemployment rates.



B. Is the Phillips Curve a Policy Menu? Some economists argued during the 1960s that the Phillips curve represented a structural relationship in the economy that represented a permanent trade-off between inflation and unemployment. A structural relationship is a relationship that depends on the basic behavior of consumers and firms and that remains unchanged over long periods. If the Phillips curve were a structural relationship, it would present policymakers with a reliable menu of combinations of unemployment and inflation. They could use contractionary monetary and fiscal policies to choose a point that had lower inflation and unemployment. However, economists have come to realize that the Phillips curve did not represent a permanent trade-off between unemployment and inflation.



C. Is the Short-Run Phillips Curve Stable? In 1968, in his presidential address to the American Economic Association, Milton Friedman of the University of Chicago argued that the Phillips curve did not represent a permanent trade-off between unemployment and inflation. Edmund Phelps published a paper that made a similar argument. Friedman and Phelps noted that economists had come to agree that the long-run aggregate supply curve was vertical. If this were true, the Phillips curve could not be downward sloping in the long run. Friedman and Phelps argued, in essence, that there is no trade-off between unemployment and inflation in the long run.



D. The Long-Run Phillips Curve At potential real GDP, firms operate at their normal level of capacity, and everyone who wants a job will have one, except the structurally and frictionally unemployed. Friedman defined the natural rate of unemployment as the unemployment rate that exists when the economy is at potential GDP. The actual unemployment rate will fluctuate in the short run but will always come back to the natural rate in the long run. In the long run, a higher or lower price level has no effect on real GDP because real GDP is always at its potential level. In the long run, a higher or lower rate of inflation will have no effect on the unemployment rate because the unemployment rate is always equal to the natural rate in the long run. Therefore, the long-run aggregate supply curve is a vertical line at potential GDP and the long-run Phillips curve is a vertical line at the natural rate of unemployment.



E. The Role of Expectations of Future Inflation Friedman argued that the experience of the 1950s and 1960s, which showed a stable trade-off between unemployment and inflation, actually showed only a short-run trade-off. The short-run trade-off existed only because workers and firms sometimes expected the inflation rate to be either higher or lower than it turned out to be. Differences between the expected inflation rate and the actual inflation rate could lead the unemployment rate to rise above or dip below the natural rate. If actual inflation is higher than expected inflation, actual real wages in the economy will be lower than expected real wages, and many firms will hire more workers than they planned to hire. The unemployment rate will fall. If actual inflation is lower than expected inflation, actual real wages will be higher than expected; many firms will hire fewer workers than they had planned to hire, and the unemployment rate will rise. Friedman and Phelps concluded that an increase in the inflation rate increases employment (and decreases unemployment) only if the increase in the inflation rate is unexpected.
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>>Teaching



Tips



Making the Connection in this section discusses a survey by Robert Shiller of Yale University. Shiller found that most workers failed to understand that rising inflation leads over time to comparable increases in wages. This implies that when inflation rises in the short run, firms can increase wages by less than inflation without needing to worry about workers quitting. See related problems 1.12 and 1.13.



Extra Solved Problem 28-1 The Policy Menu View of the Phillips Curve



Supports Learning Objective 28.1: Describe the Phillips curve and the nature of the short-run trade-off between unemployment and inflation. In 1960, Paul Samuelson and Robert Solow wrote the first article to use the Phillips curve model to explain the relationship between unemployment and inflation in the United States. They concluded that: [P]rice stability is seen to involve about 51/2 percent unemployment; whereas…3 percent unemployment is seen to involve a price rise of about 4 1/2 percent per annum. We rather expect that the tug of war of politics will end us up in the next few years somewhere in between these selected points. Source: Paul A. Samuelson and Robert M. Solow, “Analytical Aspects of Anti-Inflation Policy,” American Economic Review, Vol. 50, No. 2 (May 1960), pp. 192–193.



a. What did Samuelson and Solow mean by “price stability”? b. What does the “tug of war of politics” have to do with what happens to the unemployment and inflation rates?



SOLVING THE PROBLEM: Step 1:



Review the chapter material. This problem is about how the Phillips curve was understood in the 1960s, so you may want to review the section “Is the Phillips Curve a Policy Menu?” which is on page 950 in the textbook.



Step 2:



Explain what Samuelson and Solow meant by “price stability.” When prices are stable, the price level does not change. So, price stability is another term for zero inflation.



Step 3:



What does the “tug of war of politics” have to do with what happens to the unemployment and inflation rates? By the “tug of war of politics,” Samuelson and Solow were referring to the policy menu view of the Phillips curve. Some politicians prefer expansionary policies that would result in very low unemployment at the cost of higher inflation. Others prefer low inflation at the cost of higher unemployment. Political compromise would result in the economy ending up somewhere in between. Although the policy menu view of the Phillips curve was popular among economists and policymakers during the 1960s, it ultimately turned out to be mistaken.
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Short-Run and Long-Run Phillips Curves (pages 953–957) 28.2 The Learning Objective: Explain the relationship between the short-run and long-run Phillips curves.



A. Shifts in the Short-Run Phillips Curve A new, higher expected inflation rate can become embedded in the economy, meaning that workers, firms, consumers, and the government all take the inflation rate into account when making decisions. There is a short-run Phillips curve for every level of expected inflation. The short-run trade-off between unemployment and inflation now takes place from this higher, less favorable level.



B. How Does a Vertical Long-Run Phillips Curve Affect Monetary Policy? By the 1970s, most economists accepted the argument that the long-run Phillips curve is vertical and realized that the common view of the 1960s had been wrong: It was not possible to buy a permanently lower unemployment rate at the cost of a permanently higher inflation rate. In the long run there is no trade-off between unemployment and inflation; the unemployment rate always returns to the natural rate, no matter what the inflation rate is. The natural rate of unemployment is sometimes called the nonaccelerating inflation rate of unemployment (NAIRU): the unemployment rate at which the inflation rate has no tendency to increase or decrease. >>Teaching



Tips



Making the Connection in this section explains how the natural rate of unemployment can change over time. See related problem 2.8. Solved Problem 28-2 explains how the views of economists regarding the shape of the Phillips curve have changed over time. See related problem 2.5.



Expectations of the Inflation Rate and Monetary Policy (pages 957–960) 28.3 Learning Objective: Discuss how expectations of the inflation rate affect monetary policy. The amount of time an economy can remain on a short-run Phillips curve, but not on a long-run Phillips curve, depends on how quickly workers and firms adjust their expectations of future inflation to changes in current inflation. There are three possibilities: • Low inflation – When inflation rate is low, workers and firms tend to ignore it. • Moderate, but stable inflation – People are said to have adaptive expectations of inflation if they assume that future rates of inflation will follow the pattern of rates of inflation in the past. • High and unstable inflation – The U.S. experienced inflation rates above 5 percent from 1973 to 1982. Inflation was high and unstable. Workers and firms that failed to accurately anticipate the fluctuations in inflation during those years could experience substantial declines in real wages and profits. Expectations formed by using all available information about an economic variable are called rational expectations.



A. The Effect of Rational Expectations on Monetary Policy Robert Lucas of the University of Chicago and Thomas Sargent of New York University pointed out an important consequence of rational expectations: An expansionary monetary policy would not work; there might not be a trade-off between unemployment and inflation, even in the short run. By the mid-1970s, most economists accepted the idea that expansionary monetary policy could cause the actual inflation rate to be higher than the expected rate. This gap would cause the actual wage to fall below the expected wage, and the unemployment rate would be below the natural rate. The economy’s short-run equilibrium would move up the short-run Phillips curve. Lucas and Sargent argued that this assumes workers and ©2010 Pearson Education, Inc. Publishing as Prentice Hall
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firms ignored inflation or used adaptive expectations in making their inflation forecasts. If workers and firms have rational expectations, they will use all available information, including knowledge of the effects of Federal Reserve policy.



B. Is the Short-Run Phillips Curve Really Vertical? The claim by Lucas and Sargent that the short-run Phillips curve is vertical and that an expansionary monetary policy cannot reduce the unemployment rate below the natural rate surprised many economists. The experience of the 1950s and 1960s seemed to show that the short-run Phillips curve was downward sloping. Lucas and Sargent explained that the apparent short-run trade-off was the result of expected changes in monetary policy. They argued that a policy that was announced ahead of time would not cause a change in unemployment. Many economists have remained skeptical of the argument that the short-run Phillips curve is vertical. The two main objections raised are that: 1. Workers and firms actually may not have rational expectations. 2. The rapid adjustment of wages and prices needed for the short-run Phillips curve to be vertical will not actually take place.



C. Real Business Cycle Models During the 1980s some economists argued that Lucas was correct in assuming that workers and firms formed their expectations rationally and that wages and prices adjust quickly but that he was wrong in assuming that fluctuations in real GDP are caused by changes in the money supply. They argued that fluctuations in “real” factors, particularly technology shocks, explained deviations of real GDP from its potential level. Technology shocks are changes to the economy that make it possible to produce either more output or less output with the same number of workers, machines, and other inputs. Real business cycle models are models that focus on real rather than monetary explanations of fluctuations in real GDP.



Extra Solved Problem 28-3 Stagflation and the Short-run Phillips Curve Supports Learning Objective 28.3: Discuss how expectations of the inflation rate affect monetary policy. Stagflation is the simultaneous increase in inflation and unemployment (or an increase in inflation and slower economic growth). Given the negative slope of the short-run Phillips curve, how is it possible for the inflation rate and the unemployment rate to increase at the same time?



SOLVING THE PROBLEM: Step 1:



Review the chapter material. This problem is about the role that changing expectations play in shifting the position of the short-run Phillips curve, so you may want to review the section “Expectations of the Inflation Rate and Monetary Policy,” which begins on page 957 in the textbook.
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Step 2:



641



Illustrate the change in the inflation rate and the unemployment rate along a shortrun Phillips curve. The short-run Phillips curve shows the short-run trade-off between inflation and unemployment. On any particular short-run Phillips curve, an increase in inflation will be accompanied by a decrease in unemployment. The movement from point A to point B in the following graph shows a decrease in the unemployment and an increase in the inflation rate.



Step 3:



Illustrate how an adverse supply shock can cause both the unemployment rate and the inflation rate to increase. Periods of stagflation are often the result of adverse supply shocks, caused by rapid increases in the prices of resources, such as oil. An adverse supply shock that shifts the SRAS curve to the left will also shift the short-run Phillips curve upward. This is shown in the following graph.



As the graph shows, a shift in the short-run Phillips curve creates the possibility of a simultaneous increase in inflation and unemployment. Stagflation is shown as a movement from point A to point B in the graph.
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Extra Making Does the Federal Reserve Need a New Model of the the Economy? Connection The Great Depression and the period of “stagflation” in the 1970s led economists to develop new models to deal with these crises. These models influenced policymakers who would respond to future crises. The models developed to address the second crisis were based on rational expectations. Consistent with the theory of rational expectations is the idea that markets are efficient; that is, the price of any financial security reflects all relevant information. Another financial crisis led to the recession of 2007–2009 and tested both existing economic models and the ability of policymakers to respond to the crisis. Could a new model developed in the wake of the events of 2007–2009 be used to influence monetary policy in the future? Some economists believe so, including Yale University’s John Geanakoplos. Before starting his academic career, Professor Geanakoplos was head of fixed-income research at the brokerage house Kidder, Peabody & Co. and a partner at a hedge fund that specialized in mortgage-backed securities. He observed that there were not enough forms of collateral to back all of the debt securities that bankers wanted to create; bankers had to find ways to “stretch” the available supply of collateral. Mr. Geanakoplos reasons that when banks set low margins - lending more against a given amount of collateral - they have a powerful effect on what he refers to as “natural buyers.” Using large amounts of borrowed money – leverage – the natural buyers push up prices to levels far above what other investors consider rational. If bad economic news makes lenders more pessimistic about the future they typically raise margins, which forces the natural buyers to sell. This can result in a chain reaction of falling prices and rising margins. Professor Geanakoplos believes that his theory has important implications for the Federal Reserve, which currently uses interest rates as its monetary policy target. Could something else - lenders' collateral or margin demands - be even more important? The challenge for Geanakoplos and other economists who believe that the “leverage cycle theory” is valid, is to develop a model that can be used to fashion new policymaking rules. The model could lead to a movement from the efficient markets and rational expectations theories. “If that happens, that will be a change of enormous proportions,” says Martin Eichenbaum, a professor of economics at Northwestern University. Source: Mark Whitehouse, Crisis Compels Economists To Reach for New Paradigm, Wall Street Journal, November 3, 2009.



Policy from the 1970s to the Present (pages 960–968) 28.4 Fed Learning Objective: Use a Phillips curve graph to show how the Federal Reserve can permanently lower the inflation rate.



A. The Effect of a Supply Shock on the Phillips Curve Increases in oil prices in 1974 resulting from actions by the Organization of Petroleum Exporting Countries (OPEC) caused the short-run aggregate supply curve to shift to the left. The result was a higher price level and a lower level of real GDP. On a Phillips curve graph, the short-run Phillips curve shifted up to show that both the inflation rate and the unemployment rate increased. The combination of rising unemployment and rising inflation placed the Federal Reserve in a difficult position. If the Fed used expansionary monetary policy to fight the unemployment, the aggregate demand curve would shift to the right. Real GDP would increase but at the cost of higher inflation. If the Fed used a contractionary monetary policy, the aggregate demand curve would shift to the left and the economy’s equilibrium would move down the short-run Phillips curve. In the end, the Fed decided to fight unemployment with expansionary monetary policy, even though this decision worsened the inflation rate.
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B. Paul Volcker and Disinflation By the late 1970s, the Federal Reserve had gone through a two-decade period of continually increasing the rate of growth of the money supply. In August 1979, President Jimmy Carter appointed Paul Volcker as chairman of the Board of Governors of the Federal Reserve System. Volcker was convinced that high inflations rates were inflicting damage on the economy. Volcker began reducing the annual growth rate of the money supply. Interest rates rose, causing a decline in aggregate demand. The Fed’s contractionary monetary policy shifted the economy’s short-run equilibrium down the short-run Phillips curve and reduced inflation from 11 percent in 1979 to 6 percent in 1982. But the unemployment rate rose to 10 percent. As workers and firms lowered their expectations of future inflation, the short-run Phillips curve shifted down. By 1987, the economy was back to the natural rate of unemployment. Under Volcker’s leadership, the Fed had reduced the inflation rate from more than 10 percent to less than 5 percent. A significant reduction in the inflation rate is called disinflation. This episode is often referred to as the “Volcker disinflation.” The disinflation had come at a very high price. From September 1982 through June 1983, the unemployment rate was above 10 percent. Robert Lucas and Thomas Sargent argue that a less painful disinflation would have occurred if workers and firms had believed Volcker’s announcement that he was fighting inflation. The problem was that previous Fed chairmen had made promises similar to Volcker’s throughout the 1970s, but inflation worsened.



C. Alan Greenspan, Ben Bernanke, and the Crisis in Monetary Policy In 1987, President Ronald Reagan appointed Alan Greenspan to succeed Paul Volcker as Fed chairman. Greenspan served in this position for 18 years. Ben Bernanke was appointed chairman in 2006. Under Greenspan’s leadership of the Fed, inflation was reduced nearly to the low levels of the 1950s and 1960s. The severity of the recession of 2007–2009 led some critics to question whether decisions made during Greenspan’s leadership might have played a role in bringing on the crisis. There were two other developments in monetary policy over the past twenty years. •



•



De-emphasizing the money supply. Before 1987, the Fed would announce annual targets for how much M1 and M2 would increase during the year. In February 1987, near the end of Paul Volcker’s term, the Fed announced that it would no longer set targets for M1. In 1993, Alan Greenspan announced that the Fed would no longer set targets for M2. Instead, the Federal Open Market Committee (FOMC) has relied on setting targets for the federal funds rate. The importance of Fed credibility. The Fed learned an important lesson during the 1970s. Workers, firms and investors have to view Fed announcements as credible if monetary policy is to be effective. Over the past two decades, the Fed has taken steps to enhance its credibility. Whenever a change in Fed policy is announced, the change has already taken place. In addition, Greenspan revised the previous policy of keeping secret the target for the federal funds rate. The minutes of the FOMC meetings are made public after a brief delay. In February 2000, the Fed helped make its intentions for future policy clearer by announcing at the end of each FOMC meeting whether it considered the economy in the future to be at greater risk of higher inflation or recession.



Two actions by the Fed during Greenspan’s term have been identified as possibly contributing to the financial crisis that lengthened the recession of 2007–2009. One was the decision during 1998 to help save the hedge fund Long Term Capital Management (LTCM). Hedge funds generally rely heavily on borrowing in order to leverage their investments. In 1998, LTCM suffered heavy losses. Other financial firms that lent to LTCM feared that the firm would go bankrupt and pushed for repayment of their loans. If LTCM had been forced to sell all of its investments quickly, the prices of securities it owned would have declined. The Fed was concerned that a sudden failure of LTCM might lead to failures of other financial firms. With Greenspan’s support, the president of the Federal Reserve Bank of New York met with the management of LTCM and the other firms to which LTCM owed money. The Fed’s actions
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succeeded in avoiding wider damage but critics argued that the Fed’s intervention set the stage for other firms to take on excessive risk, with the expectation that the Fed would intervene on their behalf if they should suffer heavy losses on their investments. Another criticism of the Fed concerned its decision to lower the target for the federal funds rate in response to the popping of the “dot.com” bubble in 2000. The Fed’s decision to keep cutting the target for the federal funds rate for 18 months after the end of the recession in November 2001, and to keep the rate at 1 percent for another year, was criticized. Keeping rates low, critics charge, helped fuel the housing bubble that eventually deflated in 2006, with disastrous effects for the economy.



D. Has the Fed Lost Its Independence? The financial crisis of 2007–2009 led the Fed to move beyond the federal funds rate as the focus of monetary policy. Like other policies that break sharply with the past, the Fed’s actions had supporters and critics. In arranging to inject funds into the commercial banking system by taking partial ownership of some banks and other policy actions, the Fed worked closely with the Treasury Department. The chairman of the Fed usually formulates policy independently of the Secretary of the Treasury. If this collaboration were to continue some will question whether the Fed will be able to continue to pursue policies independent from those of the administration. By 2009, members of Congress began to criticize and scrutinize Fed policy to an unusual degree. The main reason to keep any central bank independent of the rest of the government is to avoid inflation. Whenever a government is spending more than it collects in taxes it must borrow the difference by selling bonds. Even in developed countries, governments that control their central banks may be tempted to sell bonds to the central bank rather than to the public. Another fear is that if the government controls the central bank, it may use that control to further its political interests. In the United States, for example, a president who had direct control over the Fed might be tempted to increase the money supply just before running for reelection, even if doing so led in the long run to higher inflation. >>Teaching



Tips



Don’t Let This Happen To YOU! in this section warns students not to confuse disinflation and deflation. See related problem 4.5. Solved Problem 28-3 uses a hypothetical example to show how monetary policy can lower the inflation rate. See related problems 4.7 and 4.8.



Extra Making Paul Volcker and the Fed’s Fight for Independence the Connection In his brief history of the Federal Reserve System, Tim Todd, an economist with the Federal Reserve Bank of Kansas City, describes the withering criticism leveled at Paul Volcker during his term as chairman of the Federal Reserve Board between 1979 and 1987. Volcker began his term when the U.S. economy suffered from double-digit inflation. Volcker immediately announced that the Fed would begin targeting the growth of the money supply, rather than interest rates, and would slow money growth to combat inflation. The Fed’s bold action ultimately resulted in two recessions, the second of which, from 1981 to 1982, was the result of high interest rates (the federal funds rate reached a record high of 20 percent in 1981) that resulted directly from contractionary monetary policy. Todd described the reaction of the public to Fed policies.
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Farmers surrounded the Federal Reserve building to protest high interest rates…Auto dealers sent in coffins with car keys to symbolize the vehicles that went unsold because of high interest rates. Volcker…would read…letters that people wrote…about how they had saved for years to buy a house for their parents, but…because of the high rates, could not…. As the Reagan administration took office in 1981, the president’s staff sought a meeting between the president and the chairman. “‘We offered to have the president go to the Federal Reserve,’ Reagan aide Martin Anderson said…Volcker was so upset about that…The reason was that it would in some way be seen as compromising their independence if the president went over there…’ Reagan’s Treasury Secretary Donald Regan told his senior staff…’I don’t know why we need an independent Federal Reserve Board…’” Todd described the invective directed at Volcker and the Fed by Members of Congress between 1981 and 1982. ‘We are destroying the small business man…We are destroying the American dream,’ conservative Congressman George Hansen said…Democrat Frank Annunzio shouted and pounded his desk, accusing the Fed of favoring big business, and…Henry Gonzales threatened to impeach Volcker and most of the Fed’s other governors…By the summer of 1982, House Majority Leader James C. Wright, Jr., was calling for Volcker’s resignation…Sen. Alan Cranston told a press conference…that Congress had to curb the Fed’s independence. ‘It’s inconsistent with representative democracy…to have seven people appointed to 14-year terms with vast sweeping powers over the lives…of the American people who are accountable to no one.’ Senator Ted Kennedy agreed with Cranston’s call for greater control…’Put (the Federal Reserve) in the Treasury where it belongs.’ However, not all of the comments regarding Volcker were negative. One Wall Street trader told the New York Times: Interference with the central bank would be taken very poorly in the investment community…Paul Volcker…has become the whipping boy for high interest rates and the administration is delighted to have somebody they can point the finger at. But, in truth, the administration would be lost without him – and so would the credibility of the fight against inflation. Apparently aware of the support Volcker had in the financial world, the administration’s public stance regarding the Fed softened. “Treasury Secretary Regan…[said] during a press conference, ‘I think the Fed’s independence is a good thing.’” Source: Tim Todd, “The Balance of Power – The Political Fight For An Independent Central Bank, 1790- present.” Federal Reserve Bank of Kansas City. 2009.



Extra Economics in YOUR LIFE! Is Your Job at Risk During an Expansionary Monetary Policy? Question: Suppose you have rational expectations about future inflation. According to an article in the Wall Street Journal, the Fed has decided to pursue an expansionary monetary policy. How would the Fed’s decision affect the rate of unemployment? Do you have to worry about losing your job?
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Answer: If you and other workers have rational expectations, an expansionary monetary policy will cause the inflation rate to rise without any change in unemployment. If workers have contracts with their employers that keep wages and prices from adjusting quickly, then even if workers and firms have rational expectations an expansionary monetary policy may still reduce the unemployment rate in the short run. So, in this case, you should not worry about losing your job. 2%



Extra INSIDE LOOK News Article to Use in Class Visit www.myeconlab.com for current Inside Look news articles. 0



5 3%



Unemployment Expected rate (percent) inflation rate = 2%



SOLUTIONS TO END-OF-CHAPTER EXERCISES Expected inflation rate = 0%



Answers to Thinking Critically Questions 1. Because the unemployment rate was higher than the NAIRU, the Fed should use an expansionary monetary policy to raise aggregate demand so that the economy would move upward to the left along the short-run Phillips curve. As long as the actual unemployment rate is not lower than the NAIRU, say 5 percent, then expected inflation would not rise and the expansionary monetary policy will be effective in quickly lowering the unemployment rate back to the NAIRU. 2. To raise the inflation rate, Fed officials should lower the target for the federal funds rate so that interest rates will decrease, aggregate demand will increase, and the economy’s equilibrium moves up along the short-run Phillips curve. In the graph of the Phillips curve, the unemployment rate in the short run will be 3 percent when the inflation rate is 2 percent. For the increase in the inflation rate to be permanent, the expected inflation rate has to increase from 0 percent to 2 percent so that the short-run Phillips curve shifts up. One way to change people’s inflation expectations is to make a public announcement that causes people to revise their expectations of future inflation upward from 0 percent to 2 percent.
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The Discovery of the Short-Run Trade-off between Unemployment and 28.1 Inflation



Learning Objective: Describe the Phillips curve and the nature of the short-run trade-off between unemployment and inflation.



Review Questions 1.1 The Phillips curve is a curve showing the short-run relationship between the unemployment rate and the inflation rate.



1.2 The Fed would undertake an expansionary monetary policy. This would increase aggregate demand, causing real GDP and the price level to both increase. An increase in real GDP will increase employment, lowering the unemployment rate. 1.3 The Phillips curve during the 1960s had been stable, so it appeared that policy makers could permanently reduce unemployment if they were willing to accept permanently higher inflation. They were wrong to think of the Phillips curve as a policy menu because the short-run Phillips curve shifts when the expected rate of inflation changes, as is discussed in Learning Objective 2 in this chapter of the text. There is no policy menu in the long run because there is no tradeoff between unemployment and inflation in the long run. 1.4 Friedman argued that in the long run the unemployment rate would equal the natural rate of unemployment, which is the unemployment rate that exists when the economy is at potential GDP. Just as the price level does not affect real GDP in the long run because real GDP will be at potential GDP, the inflation rate does not affect the unemployment rate in the long run because the unemployment rate will be at the natural rate of unemployment.



Problems and Applications 1.5 As was shown in Chapter 24, when aggregate demand decreases, as it does during a recession, unemployment usually rises and inflation falls. As a result, there is a short-run trade-off between unemployment and inflation. This relationship is demonstrated by the Phillips curve.
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CHAPTER 28 (16) | Inflation, Unemployment, and Federal Reserve Policy a. Point E on the Phillips curve graph represents the same economic situation as point B on the aggregate demand and aggregate supply graph, because the smaller increase in aggregate demand results in an inflation rate of 3 percent, a lower level of real GDP (compared with point C), and a higher level of unemployment. b. Point D on the Phillips curve graph represents the same economic situation as point C on the aggregate demand and aggregate supply graph, because the larger increase in aggregate demand results in an inflation rate of 6 percent, a higher level of real GDP (compared with point B), and a lower level of unemployment.



1.7 The AD-AS model and the Phillips curve are different ways of illustrating the same macroeconomic events, but the Phillips curve has an advantage when we want to explicitly analyze changes in the inflation rate and the unemployment rate. 1.8 You should agree because a structural relationship depends on the basic behavior of consumers and firms and remains unchanged over long periods. 1.9 In the 1960s the Phillips curve was widely viewed as a stable relationship representing a policy menu of choices between low inflation and high unemployment, and high inflation and low unemployment. Today, the Phillips curve is not viewed as a policy menu and in the long run there is no tradeoff between inflation and unemployment. 1.10 If prices rise faster than nominal wages, then real wages fall. Everything else equal, a fall in real wages will reduce unemployment. 1.11 Because workers and firms are most concerned with the real wage, not the nominal wage. Everything else constant, when the price level changes, nominal wages will adjust to keep the real wage constant. 1.12 As discussed in the Making the Connection: Do Workers Understand Inflation? on page 952, there is some evidence that the general public does not think that nominal wages keep up with inflation, which means real wages fall. 1.13 Inflation is caused by movements in aggregate demand and aggregate supply, not by greed. If greed causes inflation, then higher inflation rates would have to be caused by higher amounts of greed. 1.14 Interest rates affect the purchase of durable goods, like floor and roof tiles, but additionally affect the purchase of new and existing homes. Many new homes contain new floor and/or roof tiles and many buyers of existing homes buy new tiles for their homes.



Short-Run and Long-Run Phillips Curves 28.2 The Learning Objective: Explain the relationship between the short-run and long-run Phillips curves.



Review Questions 2.1 Along the short-run Phillips curve, the expected inflation rate is constant. When the expected inflation rate changes, the short-run Phillips curve shifts. The long-run Phillips curve is a vertical line at the natural rate of unemployment. The short-run Phillips curve intersects the long-run Phillips curve at the expected inflation rate.
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2.2 A vertical long-run aggregate supply curve implies that changes in the price level – inflation – do not change the natural rate of unemployment. In order for the long-run Phillips curve to be downward sloping, changes in the price level would have to affect the unemployment rate in the long run.



Problems and Applications 2.3



2.4 Because there is no tradeoff in the long run between unemployment and inflation, Herbert Stein’s statement is correct. Most economists in 1968 believed that there was a long-run tradeoff between unemployment and inflation, so they would not have agreed with Stein’s statement. 2.5 In the late 1960s the Fed seems to have believed that there was a stable long-run tradeoff between unemployment and inflation. The “current environment” refers to the situation in the early 1970s where unemployment and inflation had both gotten worse at the same time. 2.6 The Fed does not want a higher rate of inflation to persist, because if it does, the Phillips curve may shift up, which will make the short-run tradeoff between unemployment and inflation worse. 2.7 The short-run tradeoff between inflation and unemployment depends on the difference between the inflation rate expected by workers and firms and the actual inflation rate. The expectations of inflation by workers and firms affect their wage and price decisions, which in turn affect the position of the shortrun Phillips curve. If workers and firms expect a higher inflation rate, the short-run Phillips curve will shift up. 2.8 The natural rate of unemployment reflects the structurally and frictionally unemployed. Frictional unemployment is a byproduct of people and businesses taking the time to find the right matches. Finding the right people for the right jobs increases productivity and job satisfaction so it is a good thing. Structural unemployment is largely the result of people’s skills becoming out of date as technology improves. While unemployment is not a good thing, technological advancement is a positive event for the economy. Finally, anything lower than the natural rate of unemployment is inflationary. The natural rate of unemployment may be affected by demographic changes, labor market institutions, and past rates of unemployment. Such a rate may be higher than the optimal rate that is widely accepted by society. Society might consider a nearly zero unemployment rate as optimal. Whether or not the natural rate of unemployment is the optimal rate of unemployment is a normative question.
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Expectations of the Inflation Rate and Monetary Policy 28.3 Learning Objective: Discuss how expectations of the inflation rate affect monetary policy. Review Questions 3.1 Workers, firms, banks, and investors care about real, inflation-adjusted, values. The future inflation rate affects real wages, real profits, and real interest rates. During periods of moderate and stable inflation, workers, firms, banks, and investors are most likely to form their expectations based on the pattern of inflation rates in the recent past. During periods of high and unstable inflation, they incorporate all available information, including current Federal Reserve policy. 3.2 Rational expectations means that workers and firms form current expectations using not only information from the past, but all available information. In forming expectations of inflation, rational expectations means that workers and firms use information on recent inflation rates, but also other information, such as the knowledge of the Fed’s current monetary policy. 3.3 With rational expectations, workers and firms may correctly anticipate the new inflation rate. If the actual inflation rate equals the expected inflation rate, then the unemployment rate equals the natural rate of unemployment. If the Phillips curve was vertical in the short run, then expansionary monetary policy could not reduce the unemployment rate even in the short run.



Problems and Applications 3.4 Rational expectations are likely to give the more accurate forecasts. When inflation is increasing over time, adaptive expectations that rely only on past information will always lead to a lower inflation forecast than actual inflation. 3.5 In terms of monetary policy, the credibility of the Fed’s commitment to low inflation is dependent on how reliably the Fed carries out its announced policies and on whether the Fed can actually achieve low rates of inflation. If the Fed’s policy to fight high inflation is not credible, then the public’s expectations of future inflation will remain high and the economy will persist at a high inflation rate along the long-run Phillips curve. 3.6 A monetary policy intended to bring about disinflation would cause a greater increase in unemployment if workers and firms have adaptive expectations instead of rational expectations. With adaptive expectations, there is a temporary increase in the real wage and thus unemployment. With rational expectations, there is no temporary change in the real wage and so the adjustment to the new equilibrium is instantaneous.
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3.7



If both the short-run and long-run Phillips curves are vertical, an expansionary monetary policy will have no effect on unemployment but will lead to an increase in inflation. 3.8



a. The output gap is reflected on the short-run Phillips curve. If the output gap increases (and unemployment decreases) we move up the short-run Phillips curve to higher inflation. The inflation expectations are reflected in how high the short-run Phillips curve is; it is reflected in where it crosses the long-run Phillips curve. When we move up the short-run Phillips curve, the output gap causes inflation. When the short-run Phillips curve moves up, expectations cause inflation. b. Poole’s claim implies that the expected inflation rate would adjust slowly, so that it may take a considerable period before the short-run Phillips curve shifts down. c. The reasons for a slow response of inflation expectations to the output gap include that (1) workers and firms may not have rational expectations in predicting inflation, and (2) wages and prices may change only slowly in response to an output gap.



Policy from the 1970s to the Present 28.4 Fed Learning Objective: Use a Phillips curve graph to show how the Federal Reserve can permanently lower the inflation rate.



Review Questions 4.1 The reduction in the inflation rate from about 11 percent in 1979 to 6 percent in 1982 brought about by contractionary monetary policy is known as the “Volcker disinflation.” The disinflation was accompanied by recession, as the unemployment rate increased from about 6 percent in 1979 to above 10 percent in 1982. 4.2 The credibility of policy announcements is important for the effectiveness of monetary policy because a more credible policy allows the Fed to have a greater impact on the expected inflation rate. In particular, a credible policy of disinflation will cause the short-run Phillips curve to shift down more rapidly than if the policy is less credible, thereby making the increase in the unemployment rate smaller and briefer.
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4.3 The main reason to keep a country’s central bank independent of the rest of the government is to avoid inflation. Whenever a government is spending more than it is collecting in taxes, it must borrow the difference by selling bonds. The governments of many developing countries have difficulty finding anyone other than their central bank to buy their bonds. The more bonds the central bank buys, the faster the money supply grows, and the higher the inflation rate will be. Another fear is that if the government controls the central bank, it may use that control to further its political interests. It is difficult in any democratic country for a government to be reelected at a time of high unemployment. If the government controls the central bank, it may be tempted just before an election to increase the money supply and drive down interest rates to increase production and employment, thereby increasing the risk of inflation.



Problems and Applications 4.4 Disinflation is a decline in the inflation rate. When the inflation rate declines, so do nominal interest rates, because borrowers and lenders focus on real interest rates. 4.5 No. There was deflation in 1933, because the price level in 1933 was lower than the price level in 1932. Disinflation refers to a situation in which the inflation rate declines. 4.6



The supply shock will shift the short-run Phillips curve up as both the actual inflation rate and the expected inflation rate will increase. The unemployment rate will also increase as the economy moves into recession. If the Fed keeps monetary policy unchanged, the recession will cause workers and firms to lower their expectations of future inflation, and the short-run Phillips curve will shift back down to its previous position. Eventually the unemployment rate will return to the natural rate of 5 percent.
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4.7



To reduce the inflation rate significantly, the Fed will have to raise the target for the federal funds rate. Higher interest rates will reduce aggregate demand, raise unemployment, and move the economy down the initial short-run Phillips curve, where the expected inflation rate is 15 percent. As unemployment stays above the full-employment level and the actual inflation rate is below 15 percent, workers and firms will lower their expectations of future inflation, and the short-run Phillips curve will shift down. If the Fed keeps the economy at a high unemployment rate long enough, the short-run Phillips curve will eventually shift down to where the expected inflation rate is 5 percent. Once the short-run Phillips curve has shifted down, the Fed can push the economy back to the natural rate of unemployment with an expansionary monetary policy. 4.8 The Federal Reserve is likely to have kept interest rates higher and allowed the money supply to increase more slowly because Fed policy makers would have been concerned that unemployment rates below 6 percent would lead to rising inflation. 4.9



a. Jobs lost forever in the industries mentioned in the article would tend to increase structural unemployment, which would increase the natural rate of unemployment. b. The Fed adjusts the federal funds target rate if it believes that inflation is likely to rise, given current economic conditions. One key economic condition the Fed considers is the difference between the current unemployment rate and the natural rate of unemployment. If the current unemployment rate is above the natural rate of unemployment, the Fed may lower the target for the federal funds rate to try to reduce unemployment and head off potential deflation. If the Fed raises its estimate of the natural rate of unemployment, then it is more likely to increase the federal funds rate if the unemployment rate is now closer to its new estimate of the natural rate. c. The natural rate of unemployment is the unemployment rate that exists when the economy is at potential GDP. Inflation would tend to accelerate if the economy is above potential GDP. Inflation would tend to decelerate if the economy is below potential GDP.



4.10 The Phillips curve represents the tradeoff between unemployment and inflation. For a given increase in inflation, a larger decrease in the unemployment rate implies a less steep short-run Phillips ©2010 Pearson Education, Inc. Publishing as Prentice Hall
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curve. If the short-run Phillips curve is less steep, then a contractionary monetary policy that reduces inflation will result in a larger increase in the unemployment rate in the short run. 4.11 The monetary theory that Lucas referred to is the vertical short-run Phillips curve as the outcome of rational expectations. The evidence apparently stems from the slow adjustment in inflation to monetary policy in the past 30 years, particularly in periods after Paul Volcker implemented a contractionary monetary policy. The widely accepted reasons for the slow adjustment in the economy’s response to monetary policy are that workers and firms do not have rational expectations, and that wages and prices are ‘sticky.’ If the assumption of rational expectations is correct, the primary explanation for the slow adjustments in the U.S. would be ‘price stickiness’. 4.12 A decline in the Fed’s independence may raise inflation fears because the less independent the Fed is, the more likely the government would be able to force the Fed to buy bonds. Whenever a government is spending more than it is collecting in taxes, it must borrow the difference by selling bonds. The more bonds the central bank buys, the faster the money supply grows, and the higher the inflation rate will be. If investors believe that inflation will be higher in the future, long-term interest rates will increase because the higher the inflation rate, the less purchasing power money has in the future. If money is losing value, anyone lending money will charge a higher interest rate to make up for the loss in value.
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rapidly declining housing market led the Fed to begin cutting the federal funds rate. Among the companies that benefited from the housing boom was Summitville Tiles, a company that sells products that cover the roof of the White House and the floor of subway stations in Washington, DC. By January. 2009, however, it was ... 
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