Chapter 35:  The Short-Run Tradeoff Between Inflation And Unemployment
1. Introduction

a. The natural rate of unemployment depends on various features of the labor market, such as minimum-wage laws, the market power of unions, the role of efficiency wages, and the effectiveness of job search.

b. The inflation rate depends primarily on growth in the money supply, which a nation’s central bank controls.

c. In the long-run, inflation and unemployment are largely unrelated problems.

d. In the short-run, however, the opposite is true.

e. If monetary and fiscal policymakers expand aggregate-demand and move the economy up along the short-run aggregate-supply curve, they can lower unemployment for a while, but only at the cost of higher inflation.

f. If policymakers contract aggregate-demand and move the economy down the short-run aggregate-supply curve, they can lower inflation, but only at the cost of temporarily higher unemployment.

2. The Phillips Curve

a. The Phillips curve is the short-run relationship or tradeoff between inflation and unemployment.

b. Aggregate Demand, Aggregate Supply, and the Phillips Curve

i. 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 short-run aggregate-supply curve.

ii. Shifts in the aggregate demand push inflation and unemployment in opposite directions in the short-run.

iii. Increases in the money supply, increases in government spending, or cuts in taxes expand aggregate demand and move the economy to a point on the Phillips curve with lower unemployment and higher inflation.

iv. Decreases in the money supply, cuts in government spending, or increases in taxes contract aggregate demand and move the economy to a point on the Phillips curve with lower inflation and higher unemployment.

3. Shifts In The Phillips Curve:  The Role Of Expectations

a. The Long-Run Phillips Curve
i. The vertical long-run aggregate-supply curve and the vertical long-run Phillips curve both imply that monetary policy influences nominal variables (the price level and the inflation rate) but not real variables (output and unemployment).

b. Expectations and the Short-Run Phillips Curve
i. Policymakers can pursue expansionary monetary policy to achieve lower unemployment for a while, but eventually returns to its natural rate, and more expansionary monetary policy leads only to higher inflation.

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

iii. In the short run monetary changes lead to unexpected fluctuations in output prices, unemployment, and inflation.
iv. Unemployment rate = Natural rate of employment – α (Actual Inflation – Expected Inflation)

v. Whenever expected inflation changes, the short-run Phillips curve shifts.
c. The Natural Experiment of the Natural-Rate Hypothesis

i. The view that unemployment eventually returns to its natural rate, regardless of the rate of inflation is called the natural-rate hypothesis.

4. Shifts In The Phillips Curve:  The Role Of Supply Shocks
a. A supply shock is an even that directly affects firms’ costs of production and thus the prices; it shifts the economy’s aggregate-supply curve and thus the Phillips curve.

b. The combination of rising prices and falling output is sometimes called stagflation.

c. The shift in aggregate supply leads to higher unemployment and higher inflation.

5. The Cost Of Reducing Inflation

a. The Sacrifice Ratio
i. If a nation wants to reduce inflation, it must endure a period of high unemployment and low output.

ii. The sacrifice ratio is the number of percentage points of annual output lost in the process of reducing inflation by 1 percentage point.

b. Rational Expectations and the Possibility of Costless Disinflation

i. According to the theory of rational expectations, people optimally use all the information they have, including information about government policies, when forecasting the future.

