UNEMPLOYMENT & INFLATION
Long-Run Unemployment equilibrium
When real output is at its full employment level (y=y*), employment is at its full employment level n=n* and Unemployment at its natural rate (U=U*).So points A and E, representing the sequence of points[a(b(c(d and e(f(g(h] in the first graph, now show up at U* in the third graph and define what is known as the long-run Philips Curve(LRPC).
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An initial outward shift in IS (A — B), if followed by expansionary monetary policy
to reduce the real interest rate (B— C), will end up increasing the price level fur-
ther (C— D). If continued, such an attempt to “stabilize” the interest rate would
mean ongoing inflation and h!gher nominal interest rates, with real rates unchanged
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Short-Run Unemployment equilibrium

Expanding the AD/ASe model , Short run Aggregate supply was introduced separating “Long-from Short-run: Long-run meaning no price misperceptions are evident.

If you need to understand all of the connections between the parameters used throughout the text you are suggested to look in the “business aid” archive, in the macro-economics section you can read about “A general model for macroeconomic fluctuations”by following the link termed this way.
To deduct the short-run Phillips curve we start from the AD/ASe formula where y=ye+β(P-Pe). To convert the independent variable  from P to Π we substitute producing y=ye+β(Π-Πe). To then convert this into a Phillips curve  requires only the addition of the inverse relationship between unemployment and and output(
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).This gives a basic Phillips curve equation as follows: U=U*+α1(Π-Πe).
But since most macroeconomists find the real business cycle story incomplete if not totally unconvincing, the path most often taken is to include frictions in the market-clearing process.This can reflect a diverse group of factors(contracts, monopoly power, menu costs, and so on) with one thing in common- all represent plausible situations in which some markets adjust slowly even in a world where expectations adjust rapidly. These market frictions prolong and deepen the effect of demand-side instabilities and, thereby, account for the missing fluctuations. Their impact can be captured in the expanded Phillips Curve Equation by adding  the effect of last period’s gap between the actual and natural rates of unemployment producing U=U*+α1(Π-Πe) +α2(U-U*)-1.
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The ongoing price level changes in (1) are initially at 5% (a— b— c— d) and then rise to 10% (e —
f— g— h).The 5% inflation is captured in the points A of each graph; 0% in points E. In all cases we're
looking only at a long run, market-clearing, full-employment outcome, with y = y* and U = U*.
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Three Portraits of the Long Run, with Inflation



Example:
Starting at full employment at with 10% inflation(point J) , suppose policy makers contract the growth of aggregate demand , reducing inflation rate to 5%, and moving the economy along its SRPC at point K. The difference produced by adding this frictions factor comes along when the economy strives to return back to full employment(points K(L).It will now be gradual from point K(K’-(K’’(.. (L and also in reverse relationship to α2.
Heuristics and the Short-run Phillips Curve
Let’s deduct this last expansion(the friction gap) to investigate some useful mnemonic rules:

· The initial level of inflation expectations (Πe) tells us which SRPC the economy is on
· The initial level of actual inflation(Π) determines our specific location on that short-run curve

· We must turn to the underlying AD/ASe framework to determine how a given event or policy change will alter the actual inflation rate. Once we’ve determined this ΔΠ we can see how far the resulting misperceptions move the economy along its initial short run Phillips curve

· How long it takesthe economy to return to its LRPC depends on how quickly inflation expectations adjust(Δπe) to end the inflation misperceptions and shift the SRPC
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Inflationary Bias in Discretionary Stabilization Policy




The Re-active(harmfull)effect of policies
Does stabilization policy cause Inflation
A common problem occurred by discretionary policies that target lowering fluctuations in output + employment(=business cycle) and result in higher rates of inflation. The problem was termed inflationary bias ,The reason, discretionary policy , means that a particular policy change is at the “discretion” of some individual or group (rather than rules to guide it) who must look at current economic performance and make a decision about when to change a policy and by how much.
Example:

Suppose that economy is at full employment policy at point C. Realizing that reductions in unemployment, even if temporary and unsustainable, are popular and, therefore, tempting to “responsive” policy makers. When decision makers, now, predict such a behavior, they adjust their inflation expectations accordingly shifting the curve from SRPC(Πe=Π1) to SRPC(Πe=Π2).Policy makers now face a dilemma. They can either keep Π1 inflation and watch unemployment to rise from U* to U2 or they can keep their promise and select Π2 for their target inflation watching the economy to move from C to E.
Rising inflation today brings unemployment tomorrow
Example:
If there is a long-term  acceptable inflation range >Π1 but < Π2
An inflationary surge , say from Π1 to Π2 would initially reduce unemployment  moving the economy from points C to D  and then back to point E as expectations adjust and market frictions are overcome. If ongoing inflation at Π2 is beyond the economy’s  tolerance level, a switch to disinflationary policy will then push unemployment temporarily above U* , as shown by the movements from point E to F and finally back to point C
Further analysis will be used to explore the mechanics behind types of unemployment

Cyclical unemployment Ucyc corresponds to the gap between actual and natural rates of unemployment Years of positive cyclical unemployment lie above the U* line and years of negative cyclical unemployment  show periods of “over-full employment”. Economists disagree on the causes and cures of cyclical unemployment referring to related factors like expectation formation, tax discounting, policy lags, market frictions, supply shocks, etc
Natural unemployment U* does not depict demand growth. It is composed by changing in the composition of demand, long-term social, institutional, and demographic trends not captured by AD/ASe framework, side effect of government programs 

Frictional unemployment(Ufr): is a component of natural unemployment that reflects ongoing labor market change and mobility. This is the largest and short-run component of natural unemployment. Minimum wage and unemployment compensation bring about a debate of social concerns on the one hand and magnitude of aggregate supply and production possibility frontier(ie minimum standard of living Vs. higher unemployment, taxpayers Vs. unemployed, compensation to optimize the skill match Vs. investment alternatives)
Structural unemployment(Ustr) or “hard-core” unemployment  is smaller component of natural unemployment but it hits citizens hard. It lies beyond the reach of fiscal and monetary stimulus. Job retraining programs are forming a debate: it is inefficient and results are dubious.
Bringing all the components to the observed unemployment we have
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Inflation 
The most common way in which we overestimate the cost of inflation is to think of it as a direct attack on our economic well-being  - a theft of part of  our hard-earned  purchasing power . When we see that last year’s 4% salary increase was largely gobbed up by a 3% rise in the price level, our first reaction is understandable but probably wrong. If inflation was brought under control the increase of wages and prices would probably rise by 1% which points to equal increase in standard of living (real rates) no matter what confusing cost of living(nominal rates.) indicates.
Measured inflation, for example, such as monthly or annual increases in CPI, contains transitory(one-shot) and persistent(inflationary) events.

Cause of inflation is usually (persistent) pressure rooting in excess demand(-ΔAS* or +ΔSAD)
Inflation Costs

As the inflation rate climbs, we move to protect our purchasing power by holding less and less of our assets in the form of money. As a result, we lose the convenience that larger money holdings would provide and also incur additional costs through inefficiencies(-ΔAS*) known as “shoe leather” costs and “menu” costs.
· More specifically, high nominal interest rates (created by high inflation rates) leads us to hold higher-earning nonmoney assets right up to the time when we need the liquidity of money to make a payment. The costs associated with making these frequent switches include more trips to the bank and, always the opportunity cost of our time and attention.

· Menu costs refer to frequent price change as an activity  that involves real economic costs as time and materialos are diverted into calculating resetting, reprinting and relabeling prices. Technology helps to minimize such costs
· Variability of inflation (rather than magnitude) also incurs costs. Exposure to inflation is typically avoided since we are risk averse. Some transactions never happen, others are handled with indexation or hedging (which again has some cost).Poorer cannot hedge and do not have sophisticated forecast models and therefore are more exposed(although they may be, sometimes, the winners of the nominal-real period deviation)
Government may itself sometimes choose to inflate: 
· Even if the government  is running a constant cyclically adjusted deficit ( a neutral fiscal policy), the expansion of the money supply each year to cover the gap between spending and taxes (ΔM=g-t) means a steady outward shift of the LM and IS curves. Now if this continually monetized cash-flow deficit  is used to finance public investment( (self-financing) or if it is small enough to fall within the bounds of normal economic (consumption smoothing) , then the growth of real output (%ΔAS* and %Δy*) would match the growth of aggregate demand and there would be no inflation. The government would essentially have used its monopoly power over the money supply to transfer resources from private to public use- an ages old way of taxing known as seigniorage.
But if the cash flow deficit is beyond what can be supported by economic growth (thereby spilling into the consumption draining category) and it’s monetized, the aggregate demand will be growing more rapidly than aggregate supply. Then seigniorage takes the form of inflation tax as its known.
· Inflationary bias due to discretionary policy as it was discussed earlier
· There are other demands put on monetary policy that further threaten price stability.Some of them are interest rate and exchange rate goals,balance of trade etc.An illustration of the case of interest rate reduction
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Phillips Curve Dynamics with Market Frictions
U= U"—oq(IT-IT8) + ag(U~- U")_4



Example:
Reducing inflation

Reducing inflation is a task which is more difficult to achieve when a government suffers from bad credibility. Decission makers will keep their expectations on the level before reduction causing an event of price misperceptions(Π<Πe), correspondingly higher unemployment (U>U*).The policy would likely be abandoned.

The reductions in inflation costs are proportionally to the size of inflation whereas the unemployment cost of say 1% decrease inflation remains the same for any initial starting point. Thus inflation will be in equilibrium in a positive but small value.
_1421081406.unknown

_1421089861.unknown

