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INflation

12-1 Intruductfion

In the preceding chapters-we have concenlrated primaridy on the problem g

unemployment for three reasons. First, the developmenl ¢f the branch of econom;

“eory now known as mmcroeconomics began with the publication’in 193 o
Keynes's The Genera! Theory Althattime unemployment vwas the primary econom,
ic problem n the industrial nations and therefore the topic to which Keynog
adaressec himsel! Xeynes was well aware that the policy prescriptions he olteres
te alleviate unemployment could not be successfully emplayed during 1nhat:ur.a-}
periods. bu! fus followers, the so-called Keynusans, erroneously believeg thy
fisca! policy could cure intiauon as weil Second. many economists and politiciane
since the 13305 have consigered the problem of unemployment to be of greate
social importance than the protlermn of infiation This judgment was not shared by
heynes, who observed that "There 1s no subtler, N6 surer means of overturning the
existing basis of society than to debauch the currency The process engages all the
hidden forces of economic law on the side of destruction . " Third. the simutane-
Cus occurrence of unemployment and inflation was an even! mos! economists fel
was unimely to occur—until it happened

In this chapter we explore the theory of inflation, examine some of the possitle
causes ol inflation, and consider the relationship between unemployment and
inflation
226 -
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122 Demand-pull Inflation 227

12-2 Demand-pull Inflation X
nere s d high level of employment, an increase in aggregate d:;‘aand usually
f es i
.":._CIE-" ntlatonary pr ‘SUIEEI 'n the economy. -[nflahnn taused by a shift in the
:r'-.- -3te dﬂmﬂnd Curve 1s ﬁa1|Ed- demand-pu” inflation An incraase in demand
s ;.f:gma“’ in the real seclor or in the monetary settor, of in scme combination
[ e WO First, we examine an increase in demand that eriginales in the rea!
__;ﬂ:ﬂr Throughout 1h15. and the next section we retain our earlier assumption that
'FE;peCTed future price level is always the existing price level. In addition, to

Ity our analysis without altering any of its basic conclusions, we assume that |
4 sgou effect portion of the real-balance ettect is not present

ation Originating in the Real Sector
D",l

ynen an economy Is at or near lull employment, an increase in aggregate
mand usually resuits in an ex‘cess aggregate demand that in turn causes the
ce level o nse until equilibrium 15 restorea. Although it is possidle lor this
' rease 10 aggregate demand to originate in the household seclor or the business
.:;!nf (rather than in the government sector), this does not usually happen
b;_.a;auSE the private sectors lack the authority lo tax and to print money House-
noids and business firms can increase their aggregate demand only by drawing on
secumuiated savings or by borrowing Both of these methods are sel-imiting ana
4l probably produce only a mingr increase in demana, Because government has
me pOWer 10 1ax and 1o print money as well as the ability to barrow from the public,
i can often be a source ot inflationary pressure. For this reason, in this subsection
e concentrate on inflation that originales in the government seclor.
suppose that we are initially in-the state of full-employment equilibrium illusirated
o Figure 12-1. The level of investment plus government expenditure is given by lhe
Vgl + G curve in Figure 12-1{a) The sawings function, plotted against natanal
ncome wnen there are no taxes, is given by curve S in Figure 12-1{c). Given that
jres T are aqual to G, tne relevant savings function becomes $° This 1s simply
curve S shifted to the right by an amount T. so that savings, which is a tunction ol
gisposable income, can be plotted against national income Tne curve giving the
level o! savings plus taxes for any leve! ol income is 8 + T, which is ebtained by
adding the amount of ihe tax T verucally to S TheMEl + Gandthe §° + Tcourves
.ye'd the imtial IS curva 1S, graphed in Figure 12-1(d) Alsc shownin Tigure 12-1(d)
are the three LM curves LM, LM, arc LM, whose subscripts designate the
respeclive price levels P B, and Fj 1o which each curve applies. The intersection
o' these LM curves with the imtial 15 curve IS, produces the initial aggregate
demana curve AgD, in Figure 12-1(e). The intersection of AgD, wilh the tull-
employment aggregate supply curve AgS in Figure 12-1(e} gives us our iniial full-
employrent equilibrium conditions Specifically, the level of income s g &l price
level £, The interest rate is the natural rate of interest i, tnal prevais in Figure
12-1(d)
Now suppose that there is an increase in aytonomous government expendilure
by an amount AG, as shown in Figure 12-1(a), and that this increase is inanced by
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:::Ei:r;m::se m. taxg.rs ol AT = AG. Because tou_ir taxes are now T -+ AT, the relevat
u.mg: -}mnhm in Figure 12-1(c) becomes 5" and the curve that represen
vinge plus laxes is theretore $* 4+ T 4 AT. This curve In conjunction with L
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i e aﬁ;u‘r::m: us tha new IS cyrys Sy Tha iny

pe u-"glﬂ1 sel ! g uih.ru: yimids a new 497700t cﬁm“:lﬂm o af 15, vy
1 % pcts 108 A9S CUIV8 10 Figura 121(s) at the Nigher aquumr. U™ 230, e
r!ﬂ g rale af interast now bﬂﬂﬂn‘li! '"h"' whieh is Oiven hv t.:dmpr'c'!‘hlgi PJ The

rIJ X i )
8 acts N LA curve L, that oxists at 1his price laval m' DNt 2y whien 15
inte of ;ggrﬂgﬂﬁ damand. the 1y

DML MBIy ment
' staad ©' financing 18 increased expenditure b

o aise the NoCe3ITTy revanue by tha sals of

5 tnat the relevant savings plus taxes cur

and ugn-\-:; Ihle_MEl + G + AG curve, wo now Obtain the |5 T 0 Figurg

fion of 155 with the original sat ot LM curves increaseas ag-»rr;u.—m €y The

g . = Sduregat

l-ﬂinl.".l the curva te AgD,. The equilibrium price lavel now n-:: iz

’mt,_.r.!f rate of Interestincraases 1o 1 —

a

¥ raising lax
B, 1ra o

hon o W ,lw-arr.ma ¥

ds 10 tha Bubilic gpeq, .Y i,
o Ve revens 1, 5 o %L
12.1[5]'
cal gc
i ] CEIT'.II"IJ_

R and the

The gwammant can al3o raise the maney naaded lor th

: method equivalent 1o grinting 1. In tha United Stats
<reasury can Ss&ll g.nugrnmam bonds 1o the Fedaral Reserve. wh

eates pank deposits in the Treasuy's account, or BQUIVAIANLLY, prints Fap..,
sserve nolas and exchanges (hem far the bonds. Whereas lhmra!;’ca:ﬂtll
qovarnment must pay Intarest on thase bonds, in practice it does not, The F:_-; m:
Reserve paya lts stockholders (the member commercial banks) a fixed percenmys .
on their invastment and, after deducting operaticns costs, returns -entage
rgvanue lo the Trslusury. Thus, in effect, the sale of bonds by the Tre
fedoral Rezarve i3 A costless operation identical lo mersl
providad the Federal Hgaﬂrua I5 willing to absorb thesa additional bonds and does
not sell them to the putlic. All such manay is high-powered money, which bacomas
pant of tha monetary base from which commercial banks can expand the manay
supply.

Let us assume that the government deficit Is linanced by simply printing the
money, 80 that tha resulting inflation originates in the real sector but is produced
by 8 compination of monatary and fiscal operations. High-powered money will
incraasa by an armount equal to AG, so that the nominal money supply Increasas by
same multiple of AG, ns we saw in Chapter 8. As we demonsirated in Chaplar 11,
en Increase in the nominal manay supply will shitt the set of LM curves in Figure
12:1(6) toudha right, producing tha new set of curves LM,, LM, and LMy Tha
intﬂrsaﬂiTﬂn of theza naw LM curvas with IS, givec us the new aggregate demand
eurve AgD,, which determings the pew and higher aquulibiium price level A
Bacause [ho /S curys does not shit but remaing at IS, the Intsrost rate at the full-
employment level of income remains at iy, :

From tha preceding analysis we can conclude that tha |east inflationary means of
financing an Incraase in governmant expendilure is to Increase laxes by an &qual
amount, but even sucsh an increase is inflationary. The only way to avoid Irlmm:"‘lrl .
In Increase 'axes by some amount greater than the increase In ﬂ‘!pﬂﬂdﬂ:r:d::g
"3t least inflatianary method is t obtain the required monsy o i;"lrl‘fr I:a mast
T;.iuhllc and thereby maintain a constant nominal maney ':Ipff‘m:‘ incraase In

onary method |s to print an amount of money €3y

2 increaseq erDendityrg
. lha Dupm.'num ¢! tha

'€ 0 retym

all exceay

A3ury to the
Y printing monay,
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' ' dilute. In fact, this method of financing the dehicit s yye,
Jcvernmant expendiure. . . * pcause we have skown o o
in‘lat.onary ‘han the oneé Just descrived. st Oly v,
Friegman calis the “yrst-rolnd  eftect " As leng =i Dergg

; ity ol hig

~cernment will increase the quant . _ .
2xpend-twe period and the price level will continue 10 1S This will not b g, *
i eiher of the other two methods ©f E*Pe”d”“'eﬂf':ﬂi'ﬁ ;i::’f'?‘feﬂ an g,
first-round inflationary etfect inystratec in F.gureI 1¢;n5 ot c.: ;“ECI €
It is imporiant to keep In mind that these conclus! | mode! ¢,

income. Th
canital stock will Grow and. with It, income. Thus it g Bl
invesiment. the capiial S : ses in government ex i
possible that within @ dynamic 1ramew0rk. incred : PEnmy,
may be less than or more than tnoseé ’

equired 10 malintain a stable price ey
In this subsection we nave fimi

n
jed our analysis of inflation onginaning in the fou
1] W 5 , a s
sector o government expendilure Of course

nitt of the IS curve tg the ey

it

could also be produced by @ rightward shi% 10 the MEI curve or & downwarg sh
of the savings tunction. HOWever.

neither {irms nor individuals have the legal POwer
1o fax or to print money. SO that their increased expendiures wnu.lrd have 1g 4,
1='ken gither {rom past and present savings of from borrowed funds The net effe,,
on the aggregate demanc curve would be analogous 10 the case when increage,
government expend 1ute 1S financed by the sale oj bonds. Because private sayiny,
are lixed and nsing nterest rates Lmit the borrowing capacity of the private secyy
it is unlikely that the Jrivate seclor will be a source Iof major and sustaned Infiaygn
Howeve:. one condilon can validate this generalization Suppose thatthe cent:y
bank pursues a policy of mantaining the interest rate below a specified valug v
there is an increase in aggreqate gemand originating in the privale seclor and ths
market rate of interes! rses above the central bank's maximum allowable rale, then
the bank will increase the nominal money supply 1n an attempt 1o lower the interee
rale The increase in the money supply aliows agaregate demand 10 Increase, s;
that once again the price leve! and the interest rate 1se, and once again the central
bank increases the nominal money supply As long as the central bank pursues the
policy. inflanon will persist

5

Infiation Originating in the Monetary Sector = !
We have analyzec hCw an increase (n agoregate demand onginating in .IPF
government, householf o bUusiness cec1ors Con cause inf.ation when the econory |
s at ar near tul' empleyment Ve have also learned how thus inflanon will te |
worsened I! the actions of government, businees. ot households are aided and |
abettea by an increase in the money supply We now demonsirate how I
rpr‘,r.ma"y asthorties car iniiate an increase N agaregate dermand thal subse

quently causes nflation
Suppose that we are originally in a siate of full-employment equlibrium.
depicted in Figure 12-2. The equilibrium rate of interest is the natura! interest fae

*Nilten Friedman, “Commeats on the Critics,” in “Symposium on Friedman's Theorec
Framework " Journal of Poltical Economy 80 (Septembe . Oclober 1972), 916-17

-
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,Hﬂgwn in Figure 1?-?{3], Ihe equilbrigm
Now assume thal for some reasgon t 2 'S Shown in Figure 12:2(1) ﬁ
rertral bank, SO that the onginal L ¥ SUDDy 15 increqeeq byme |
wbecome LM LA, ang L, T ANC LM, al shut 1g g nght? J

Price level p |

ds grommediale ¢ onsequence of the INCrease in Ihe nomirng! mones |
nitegale demand curve ghihe 0 ﬁngD} where gt price 'Iw;":l’;‘:lﬂl:i- -
poegsle demand s LR ‘rrE anc indiviouals holg ErLess rea!tasr-fna!anul:ﬁ:
10 C1spose of ther excess feal cash balances phe
1 rate of interest is belgw the nalural interest rate
S€ In the nomnal maney supply. producing a tse n
that further increases the pressure on the price level, As the

"iegua weallh nolders allernpl
e level nses The marke
nredately atler the increg
ted investmeny

i
e LM curve ¢

o Canty 1y g Orresponding 10 price level Py(that 1s, LM,) is omitied from Figure 12-2()
""l-r-._l’ |

WEre drawn, 1t would coincide with LM, )

.

Scanned with CamScanner



1

price level rises, the real money supply shrinks and the market rate o iNlere.
begins to return to the naturalinterest rate. This process continues as long asme""
is any excess demand When the economy achieves equilibnum again, thg [, b
leve! 15 determined by the intersection of 1he aggregale demand curve ang r?
aggregate supply curve, or A In this example. The price JE_'«'E" MUSt rige :
proportion to the increase in the nominal money supply. otherwise. an EXCog,
real cash balances wou'd continue to exist As long as there are excess rgy ::a:”
balances, the price leve! wiil continue to rise. However, the interest rate returpe ;L
the equilibrium or natural interest rate determined by the iS curve when incop,, ?
at the full-employment level Thus the natural interest rate in this mggg 1:
cetermined exclusively by the real sector and cannot be influenced by the mang,,
sector. It the central bank refuses to accept this result and atternpts 1o Peg th:
interest rate below the natural rate, then continuous infiation will result 5 the
monetary authorities repeatedly increase the nominal money supply in their allempg,,

232 Infiztlon

to prevent the interest rate from rising.

12-3 Cost-push Inflation

Thus far all the inflations we have analyzed have resulted from a shift he
aggregate demand curve. For this reason we call them demand-pull inflations |p
this section we comider inflaton that resulls from a shift ot the aggrrgate supply
curve, which is usually referred 1o as cost-push inflation Cost-push inflation
arguments are usually associated with nonmonelary forces and imperfectly com.
petitive aggregale supply models. Here we examine two cost-push arguments tha;
are based on marke! imperfections in either the demand for labor or the supply of

labor.

Imperfect Competition and the Demand for Labor

Many people view the American economy as a far cry from the textbook eénnﬂmy
of perfect competiion It is arqued that economic power is concentrated in the
hands ot a few sellers. enabling monapelisiic firms 1o raise prices whenever they
please, mass advertising based on mativational psychology 1s then employed 1o
persuade the consumer to buy products al these prices.?

Inttially, we assume that perfect competition prevails in both the demand for and
the supply of labor These assumptions are illustrated in Figures 12-3(a) and

YAn exposition of this view can be lound in John Kenneth Galbraith, The New Industrial
State (Busion: Houghton Mittlin, 1967). For a cnitical microeconomic examination ot ihis
view, see P L. Burgess and F.R Glahe, "“Pricing in the American Automobile Industry and
the Galbraith Hypothesis." Rivista Internazionale di Scienze Economiche e Commercial

XVl (Decemper 1 §70), 1176-86.
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12-3d) The demand for labor curve p
wage paid to labor « is equal 1o the va
cvided .’Jlj." the price level, and this in
R In Chapter 2 we sho
would be equal to e marginal prre
1-3(a) is g perfectly competitve d
O suply curve S, with
Bouilinripm ieal wage
iward gr 0
lahge

n 10 Figure 12.3(5) speci
lue of the margina!
urn is equal to the m
wed thal in perfect comgetition

fies that the rey!
proguct of lanor VP
arginal produc! of labor

the real wage ot labor
uct. This means Inat the Dy cutve in Figure

‘mand lor labor curve The intersection of the
Dy n Figure 12-3(a) determines the labor market
e Figure 12-3(d) tel's us that mpney wages are texie
Ownward and therefore !'hgl perfect compelition exists in the supply of

¥
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Lion n the demand lor and the &y

i 1
m {!YHIE”I leve! No_ w ?Q”
¥ men he tull-e p‘ & Wilh : 3
the level of employme t will be | an
:9 | I:e production function In Figure 12-3(b) specihias that the |g g of e
g [

(2] utn
ol nalio al income ‘;E Thus_ | "
equal o the full-employment level 5 in Fioure 12-3(c) 18 prog he Pery,
compelitive aggregate supply curve Ag : uced

|
hri ce tevel under perfacy Ven .
f AgD. the equil:brium PT! i Compgy, .
aggregate demand of AcD i, Fraure 12-3(d) m"“'-r._‘

Because we have perlect compelt

i s shown _
P and the nominal wage is W, @ i .
E tition prevaill ! 1or. 17 Chg '

and assume that imperfect compe )
showed that a perfectly compelitive firm will nire wc:-rhlers u;.a :J the pu,m when :.
money wage paid 10 workers is exactly equal I¢ the:a’ue of their marging) mm‘}:
ic mode :

VMP. In the context of our aggregate gconomic mo

: 5

y competifive firm, however, tne money
‘ ]

For a profit-maximizing, imperfect! .
marginal revenue producy of labgu

nominal) wage paid to workers IS equal lo the nal :
MAP. The MRP is detined as the net addiion to the firm's tola! revenye R Gl

the additional employment of one unit of labor. or

ATR | '-
W = MRP = = (123

Equivalentty,
MRP = MR MP, 24

where MR, the marginai revenue of the hirm, is delined as the net addition 19 the
firm's total revenue that results Irom a one-unit increase in the sale of the frms
total product TP, or

ATR '
M3 = 31P v (124
We have previously defined the marginal product of labor by
‘ ATP '
MPN - ‘l—ﬁ i {12-5}
We now can rewnte equation (12-4) .
ATR = AT MR (12-8)
ang equatidn (12-5] .
' ATP
AN = e (12-7)
- l L N #
Substituting equations (12-6) ard (12-7) into (12-2),-we obtain
ATP MR
w = h1np = e S — .
TR, MR - MR, (12-8)

. € G-E e us
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I we hac chosen o assume in this analysis thal imperfections did exigy |,
supply of labar (that is, that money wages are rigid downward), then it we,y,
have altered our conclusions here in any way. This is so because the agg
demand curve would continue to intersecl the agaregale supply curve in g
porton atter it shifts o the lel ,

We have just demonstrated that introducing market imperfection into gy, Moge,
causes a reduction in output and an increase in the price level, by y Is Quig
another thing 1o attribute an observed secular rise in the price level |, thig
phenomenon. For any given degree of market |n1pe_rrecnun there will be 3 Uiy
equilibrium price leve!, and profit-maximizing firms will not be motivated to INCreg,
prices A secularly rising price level can be attributed 1o monopoly power only i g,
extent of this power continually Increases over time.

There appears lo be little or no empirical evidence that the extent of mﬂnupm,l,
power in the United States has significantly increased since 1900. One way of
measunng an increase or a decrease in market imperlection in ;n INdustry Over
lime is the sop-called concentralion ratio The concentration ralio’ s SImply the
percentage of an industry’s assets (or sales, or value added, or employmen)) that
can be assigned to the industry's four largest hrms. Because an increagg in
monopoly power over time in an industry is generally recorded as an increasg i,
the concentration ratio, this'ratio can serve ac an index of market imperteciigr, n
that industry This is admitledly a crude measure, but it is, unfortunately, one g the
bes! available T :

Data required to calculate concentration ratios accurately did not become
available until 1947; however, in a pioneering study G. Warren Nutter estimated the
irenc in market concentration from 1899 to 1935.6 Nutter considered industries iy,
which the lour largest firms were responsible for at least one-hall the oulput ang
then estimated the Iraction of national income produced by these four firms in each
Indusltry. He concluded that from 1899 to 1939 markel concenlration increased only
in tinance, decined in transportation. manufacturing, communications, and mining,
and remainec constant in retail trade, services, agnculture, public utilities, and
cansiruction In a similar study, George Stugler examined the trend of marke!
concentration trom 1900 to 1939 and reached essentially the same conclusions
Nutter did 7 In a review of the work of Nutter and Stigler, Solomon Fabricant pointed
out numercus contradictions and anaiytical problems but nevertheless concluded
tnal

'Egiﬂ&
Verticy

the essential vahdity of their conclusion must slang Al Ihet doubts 1ha! can be
"#5e0 do not cestroy, rether they support, the conclusion that there & o basis lor
believing that the economy of the United States s largely monopolistic and has been
growlng more monopuhistic ®

= Warren Nulter, The Extent of Enterprise Monopoty In the Uniled States 1892-1849 A
Quanntanve Study o* Seme Aspects of Monopoly (Chicaga’ University of Chicago Press,
cuurge Jo Sngler, "Cumpention n the U.S.," Five Lectures on Ecanormc Problems
‘wundan Longmans, Green and Co., 1949)

wormon Fabncamt, s Monopaoly Increasing?' Journal of Economic History (Winter 1953)
1d
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12.
3 Cost-push Intlation 20

average Concentration Rallos by Type ot Indy

sy, 19471

12-1 as5g

T;!’rf 213 137 P
Total 61

Capital Goods

Indus!rips Industnes Cﬂﬂsumgr
Goous
Industries
a9 454 e —
—~ 414 43 s
e 40,2 , 431 15 5
=
o7 '
EH.-I.;::EE- . A -1.7 4R
a1

-1
g 4es by the Stal! of the Cabiner Committee on Price Stap f‘_—'_\:-_-___h—____'
CE g'; Government Printing Oftice, January 1960) . p 58. iy ‘ashington. D.C.,

e 1047 the availability and quality of data classified b
[l "

anily, primarily due lo the Cens Y improved

us of Manufacturers conducted by tnhe
in Table 12-1,
o + the Census e 1, data on the change in market Cancentration

ocen 1947 and 1966 In 213 manutactuning industres are SUMMmarized These
;a neicate that the average level of concentration for aI| Ndustries shows no
ia-ked tendency 10 increase or lo decrease over the period. In 1947 the average
;i-uii concentration ratio was 41 .2?5: In 1966 it was 41.9%, 1t we Categorize thés;
;ndustnEs by capital-goocds production and consumer-goods Production, then the
r&u“_;__mm:ale that market concentration declined in the tormer ang was offsel by
grse i the latter.
pnother way 1o measure the degree of competitiveness in the economy is to ’
ompute the fraction of value added in manutacturing by industries in which the
o largest firms procduce al least 50% of the outpuyt, The results of this computa-
w00 appear in Table 12-2 for selected years trom 1801 10 1070, Thisg approach
rdcates that the trend in monopoly concentration in thig century has been

rnlh';

'TABLE 12-2 The Trend In Conceniratlon in Manutacluring

. 1901 1947 1954 1958 1963 1966 1970
Fercentage of 329 24 4 299 02 a 13_1H 28,6 63
vilue added
Findustries

wilt & lour-liem
| concentration
freater than no%

9
“NACE Payiw McCracken and Thomas Gale Moore, Competition and Marke! Concent
fation in the A"H'”Cﬂn ECU”U”"}'. Reprint Mo, 25 ['l'i‘ﬂbhiﬂglﬂlﬂ. 0 G American
Enterprise instityte, June 1974 ). p4.
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ion in this section, that Monog,,
e stability existed In the "‘mm.t.: i
when inflation prevaileg 7
listic firms have been

downward and, most important 1o the discuss
prll:

power increased from 1954 lo 1963, Whe" e70

economy, and decreased from 1 10, mlonﬂl'-"-'-‘

evidence directly contradicts the heo™y s

source of the recent inflation tion of marke! concentralion and infiation
uesll

A different approach to the 4 1 industries with that in nonconcentra,.,
compare pricing behawvior 1N con the pertod from 1954 tlo 1973 H,;

industries. Steven Lustgarten &7 15 between incustry CONCENtration ang

concluded that an inverse ser:, prices in CONCentrate,
price increase.® In other wor dustries Once agy;,

industries rise more slowly than
we see that evidence girectly cont

ds, ac

they do 11

adicls the theory: ) dt

nclude that no overall increase in markel concentratien

In summary, we can :3 in the American economy SINCE the turn of the cenluy
urr

= i
, SPRENS e U.S. inflation. the evidence from markel concentration ang
With respect 10 recent U.o. 1t - therefore does nol seen

f r

ici ! tradicls the theory. I

pr.u:mg behavior direclly ¢on  ation in e wwentieth century 10 monopolisye
reasonable 1

o attribute periods of
business pOWEr. .

the Labor Sector _
marized as follows. Labor

Imperfect Competition in
g sum
ply of labor. Union leaders who

Another popular gxplanation .

re powerfu!l enough to monopolizé
it 4 r negotiale labor car‘glracls that grami union
s faced with the monopalistc

are anxious to remain In office must
members ever-ncreasing money wages Employer iy
power of unions must give in. and when wage increases FHG?E productivity gains,

5 alsorTise. Increased production

as it is believed they otten do, production cosl _
of higher prices, causing infiation

costs are passed on 1o 1he consumer 1n the form _ .
Of course, Gertain difficullies arise when this explanation IS applied ta the American

experience, bul belore exploring them we gxaming Ims_form of cost-push argument

to see If It contains any kernels of truth. _ .
thé labior sector; that is, ihere

Let us assume that there 1s @ perfect monopoly in
is only one lapor union, every worker is a member of that labor union, and al

workers are paid the union money wage: which 1s perfeclly inflexible downward.
The aggregate supply curve that results under these conditions s identical to the

one we gerived in Figure 2-8 (page 27)
dinon of tull employment depicled in

Suppose that initially we are in the con
(c) Given aninitial imperfectly competitive aggregate supply curve Ags
AgD. the full-amployment price level is £

Figure 12-4(d). Now suppose thal the
€10

Figure 12-4
and an imtial aggregate gemand curve

and the normnal wage s W, as shown in
labor union gemands and is given an inciease in the nommnal wad

monopalislic
W,. Because W, is the lowes! money wage that workers can now accept. 1n¢
aggregate supply curve in Figure 12-4(c) shifts upward to AgS’-Af the initial pricé
¥ Steven Lusrgmlen' In . : ..

. Ind : ' i
Enterprige Institute, 19?;"]5'”5*' ancepixliop giiaTon (Washmqmn, D.C.: Amencal

SRt s =y S —" |
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FIGURE 12-4  Cost-push Inflation Produced by Monopolistic Labor Power |

ot B the real wage Is w,, N, workers are employed, and the lavel ul.:nahonm '
come supplipd 15 Y, An excess aggregate demand exists that is equal to
4= Y. and the price level consequently rises 1o £, where aggregate demand is
w4 10 aggregate supply al the less Yran tuli-employment slable disequibbnium |
W ol intome Y, The nse in the price level 15 less than proportional 1o the :
\ese in money wages, and the real wage paid 10 employed workers w, 18
I'H-‘art- greater than the equiibrium real wage W, A5 shown in Figure 12-4(d)
They 2w, the quantity of workers employed is Ny < Mg, as shown g L gute

P . P
# 1 level of national income supplied is therelore Y, < Y 25 p i
WE124(p) : .

" labg

oy union can create full employment by demanding A rouull,. - #100ey
| T+ P‘("I'J‘EM‘!;:[’l ”115 15 un“k&ry tn ﬂGCUf. hecause ll wuu"u WGTSEH ;Dndﬂlﬂnﬁ IGF
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240 Inflation
mast workers and a union leader who advocated such a palicy woulg be
out of office. The most probable Course of action would be to demang Sovey Yolgy
action via monetary or fiscal policy. I @ governmenl pledges tg ""air-.l;m"l
empioyment, as the U.S. government did in the 1946 EmP"'—“-_-'mEnl Act o hy
pressure 1o take action will shift to the government. One possible poligy woy, thy
to apply antitrust action against the monopolistic union, thereby MOving 14
perfec! competition in the labor market. Bul in an elected governmen an
action might not be popular with the electorate, most of whom are unigp mamb@ﬂ
The only alternative for the government wouid then be expansionary m°nula;y;
hscal policy ) ;
Expansionary fiscal or monetary policy shifts the aggregate demang Clryg
Figure 12-4(c) to Agl’ ant restores tull employment al the higher price leve| R
a result of this increase in the price level, real wages return to the equilibriy -
Figure 12-4(d), the level of employment rises to , ar:,

wage w, as shown In |
national income once again achieves the full-employment level.

The mechamsm that produced the inflation in this analysis is not nEEESsari]“eH_
limiting, as it is in the business-sector monopoly example in Figure 12.3, | fact, e
could expect workers who suffered due to the price rise from £ to B, wp,
reduced their real wage from w, 10 « 4o demand a return to ther former real wage
This would pressure union leaders (o demand increased money wages from
business, and the whole cycle would repeat itself.

The degree to which the model of cos!-puslh inflation is applicable 1 ihe
American economy is debated by economists. Those who feel that this mogel i
unrealistic point out thal anly 25% ot all workers in the United States are membgyg
of labor unions and that there are many different independent umons. Thys, they
argue, the aclual performance of the labor market 1s much closer to perfeg
t:cm;ﬁelmon than to perfect monopoly. Other economisls view the silualion qute
differently. They argue thatif a single union represents workers in a major induslry
(for exampla, the United Auto Workers) and if many m&jor indusltries are organizeg
in this way, then unions will have the power fo drive up wages beyond the
equilibrium rate in those industries. This will increase the prices of the commodities

produced by these industries, and because many of them are basic industries such
as steel and chemicals, the cost and price of other products will rise as well. Thus
the moneopahstic power of less than one-fourth of the iabor lorce can creale
agaregate cost-push nfialion. This form of infiation also produces unemployment,

|

s we demaonstrated in the preceding analysis If the government pledges o
maintain full employment. then aggregate demand 1s increased, and this sets lhe
stage far another inflationary peniod. For this reason, the resulting conlinuous

inflation 1s sometimes referred 10 as & wage-price spiral. Not surprisingly, econo:
mists who hold this view of union power recommend that some form ol wage

controls be imposed on labor.
Empirica! evidence tends 1o refute the conclusion that labor unions are the

source of inflaton in the United States Because the power of American unions is
arealest in highly concentrated industnies, we would expecl prices in Ihese
industries to increase faster in the beginning stages of inflation. However, Lustgar-

L4

L2
-

k
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12-4

Ernpl-
SYment ang Inflation

cited In Ihe préceding Subseclion n !“
e s g IndUSINES WIth greater umon p.:..w:,mams CXE2Ny 1hyg
'-.-.-:ff‘[._c, than did the less Concentrated and tes.s.mm'mm}tl - “:pmme o, ‘
s . UNionizey | : aile:
At B Ndusy .
] "ES

: e 21 th
s c {his perlﬂﬂ-hﬂn 1S IMpossible o called it Perlecy In th al exn Oits,
we? arkets, the trainin OBlain due 1o impertecygn. -\ 2 Woria
:wd tapor n:j p;ovidung'informagnand Skills required 1o mMosy On; "N he progye
cft;m' ant ansfernng from one . fegardmg o0 Vacancieg anu]?r e S0&! ot
cived in tr l 19b 10 another Due 10 1n ‘e ime ang cost
M arkel can remain uncleared ang exhibit n Bse lmpedeclenns "
2" ok

entrate (the n g
unempweu workers divided by the number of workers wilhumbm of lnchonally
rjfhﬁl wage rate), tull EmpID)'mem IS said 10 exisl shing 1o WOrk at the

pgure 12-5 illustrates this concept. In 4 frictionless markes, 'y
' ' + W workerg arg

Rezl Wage

Emulnymenl

FIGURE 12-5 Fun

“ii Employment When Frictional Jmperi.'ec!fans Exist in the
FuAn Labor Market «

“ _- .
Th'?’ IS not g
Various reaser,

Necessary condition, for example,
5. We ignore

L]

individuals may be unemployable for
this possibility here to simplify exposition '
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emplayed when the real wage IS w,. bul due 10 impertection in the
maximum amount of employment corsistent with an equilibrium w, e ::d"'ﬁ._'
At employment level N, the number of JoE vacancies Is exaclly equa) 0 the *
of job seckers Thus excess sufply 15 equal 10 excess demand, any e, M
tendency ‘or the wage rate to change The [nctional “”Emﬁfﬁyrqe,,;f'
iy

therefore (N, — N,) = N,. I the grevaling level ol employment g N, e
-~ N,)=N;is igentical with he Irnctiong rate o,

242 Inflaticn

.
'

unemploymenl rate (N,

employment exists For a smaller degree of markel imperfecticn, there i ra
&

£

in toth the trictional rate of unemployment and the rate of unemployme,, S}
ny

i

=i
. -
.

ent with the cefintien of fuli employment.
In the early 1960s the tull-employment rate of unemgioyment was eStimg,
0y

about 4% This percentage is now considered o have been a low approyp,, * #
more realistic figure for the penod would be closer to 5% Since the TEEG:?_i
composition o! the labor force has shifted 1o inciude a greater "aclrun'r!
demegrashic groups such as leen-agers and women that tend o haye telay, .
high unemployment rates. Members of these groups change jobs more oHe "
remain unemployed longer while searching for new jobs.. so that the Hll-emy, IL"'
ment rate of unemployment has increased in the ast decade."’ Frangg MMJ%:"
and Lucas Papademos estimate that the tull emp?ﬂ}'me_"t rate is Currentyy ab@:l
56%.12 . )

As we have just seen, the rate of frictional unemployment is not IMMutaple
the extent thal imperfections in the market influence this rate, they shoulg t:
reduced To achieve this end, policy should be direcled toward reducing ,
monopolistic power of unions and corporations, providing already existing edm;';,
lional and job-training subsidies to all individuals equally, eliminating minjmgy,
wage laws, and ensunng that information concerning job vacancies ang Peogle
seeking jobs is available at the lowest pessible cosl,

In recent years an economic debate has evolved over the policy measyres
required !o achreve full employment in our imperfect real world. This debate wys
sparked by empirical research into the relationship between unemployment ang
wages by British economist AW Phillips,'? who concentrated on the relationship
between the rate of change in money wages and the rate of unemployment. Phillipe
discovered thal periods of low unemplcyment were highly correlated with perinds
of rapidly rising money wages in the United Kingdem. This relationship was alse
found to held for US. data. In Figure 12-6, annual unemployment and money-wage
data are plotted for the American economy from 1961 to 1969. The rounded L-

"' For a fuller discussion of this phenomenorm, see Aoben E. Hall, “Why Is the Unemployment
Rate So High at Full Employmem? Brookings Papers on Economic Activity 3 (1870)
368202

2 Franco Maodighani and Lucas Papadenics, “'Moneatary Pelicy for the Coming Quarters: The
Conlicling Views,” New England Economic Rewvicis [Marchs April 1976), 12.

") AW Philiips,.' The Relationship Between Unempioyrflent ang e Rale of Change of Morey
Wage Rzles in the United Kingdom, 1861-1957," Econcmica <XV (November 1958)
283-99 Actually, ine pioneer in this area was Irang Fisher. not Phillips. See Fisn2rs A
Statislical Relation Between Unemployment and Price Changes," International Labol

Review (June 1928), 785-92. Reprinted in the Journal of Political Economy (March/Aprd

1973), 435-502.

B
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Aate ol Unemployment
) {percent)
e Relallonship Belwee
guﬂﬁwﬁ Th P n the Rale of Change in Money

Wages and the Rate of Unemployment 1961-19g9

yrve that is fitted to these data points is called a Phillips Curve, and we
teriain thal it its the data quite well Eh
'ﬁ;..,mps's origing! contribution was subsequently extended to an ex
1”'&]3“0“5“,.,;, between the rate of unemployment and the rate of c
'.',-g'e"‘e‘ annual data for the rate ot unemployment and the rate of
- E’f mplicit price deflator are plotted in Figure 12-7. The L-
u:":: 0 these data points is also calied a Phillips curve. He
£ what this curve fits the data quite well.

ﬂ;ﬂ 3
aminatign gf
hange in the
changen the
shaped curve that is

re again it i visually
spparent

1 not surprising that this similarity between Figures 12:§ and 12-7 Shm.ald hold
aageriod Of fisiNg PriCeS. Money wages must increase at a faster rate than the
geular growth rate in real wages, or real wages will experience a relative decline
. me long run, the growth in real wages closely parallels the growth in :
poductivty. The rate of change in labor productivity in U.§. manutacturing has
yeraged about 3% per year since 1947 Therefore, in a period of approximately
gatle prices, the rate of change in money wages should be about 3%, whicH was
rieed the case in 1961, as indicated in Figure 12-6. When the price leve! starts to
"% workers, after some lag. demand and receive increases in money wages in

acess of 3% per year Thus there tends tc be a strong relationship between a
‘sng price level and rising money waanoes

I.L“':’ZE;Tfl'E?EW goed 1t of the data to the Phillips curves drawn in Figures 12-6
b= e =

R lhatn::?r t;cnhomlsts (who have nol read Fisher's torgotter work) to
Bk '© relationships ‘denlcted are stable. As a result of this analysis

mists also felt that fuil employment, which they defined as approximate-
Oyment, cannct be reached unless it is accompanied by a rate of

,}.

labor

?4%unemp|
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FIGURE 12.7
the Rate of Unemployment 1961-1969

;::a::z:;iosu 10 2-3% They considered this rate of inllation a small price 1 _

! Its of low unemployment Te reach the goal of tull employme Pay
:::?tued. the goa! of price stability must be abandoned. In other words fhe l:t. the |
a jhe radironal macroeconomic policy goais of tull emplﬁvm:am Yy eiuew:l
Staviiity are incompatible if the tradeoff between the rate of change fnl::: :h“l
fitg

level and the rate ot unempioyment is stable
Th ' \ -
ese revolutionary conclusions were short-lived, however. As the inflation of ‘
hi

;n,;:;,f;[: ;Tmfa:r?]?[.ls :mfail.:jech dE.Ia generated in the United_States and elsebey |
12.9 a-"lr;uar Amencmrt 'e alleaed stabilly of the Phillips curve In Figures 12.8 a'u;
originall An data for the period 1970-1875 are superimposed on the dt
WAy given in Figures 12-6 and 12-7. The 1970-1975 data reveaf that th :
no predictavle traceot! batween unemployment and inflation.. In fact Ila'n m.'i
sugagest that rather than reducing unemployment, inflation may: actuall I ] E!rs'J dal-a
Given hindsight we can now see that the original formulation and YI' s
sions of the Phillips curve were faulty. . palicy concl.-
. Fsor:::n:arﬂly.lsome economists did riot need hindsight to recognize the shorcor-
. the criginal Phillips-curve analysis. One such economist was Mitor
F:redmn f Ywe can petter understand his new view of the Phillips curve it we beg
With a review of the original explanation gf the unemployment-wage tradeqt

14 ;
mg?cnh FIHE%%TT - _The Role of Monetary Policy,” The American Economic Review 9
Market E un!ibl =1 :.'.'.“"B also Edmund 5. Phelps, “Money Wage Dynamics and Labo
oriorium. * in E.S. Phelps (ed.). Microeconomic Foundations of Employment and

Inflation Theory (New York: Norton Press, 1970),
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Employmeni ) 2
FIGURE 12-10  The Labor Marke!t of A.W. Philljps
'] ¥

:l':rud by Phillips_** The supply of and the demand for labor curves arg gra
unctions of the nominal wage in Figure 12-10. When these two curves In[a;i:::

the num:al wags is the equiiib.rium wage W, and the level of employment ig
:.Ht-zmpm - JT;:;M Nee. (F_r!ctmn_al unemploymeant exists in this analysis, by |:
oo :;:: flustrated as it is in F:%;:w_'e 12-5.) Now suppose that the money wage
. rm:nd = 'ar;m less than Ihelequ!lrbnum wage. Al this wage there Is an &xcess
e R ,rwng::s increase, and the level of employment rises (that is
qu;mﬁymdem M:;:fnes,. On I.hg other hand, il the money wage is W., then thgl
g 1 's N, there is an excess supply of labor, ang wages decreass
—a :qmne:mr:na;ﬁsg ia:h:gz;.:nenlude:{eases). Phillips theorized thal the
- aslosi . ver ime Is a lunction of the leveal ol exc
- u:_ ::1 greater the excess demand, the more rapidly money wages m
; varsely, the greeter the excess supply, the more rapidly money wages

n !’,.-.l [} T
um;f;:e ::c;smelhel.me of reasoning embodied in Figure 12-10 that when
< ::n.: :: :he full-employment rate, the rate of change in nominal

5 €55 than the lull-employment rate of unemployment,

¥ The thecrelica)
explenation thet follows g,
versus Indiesion: 73v5 hpavily on Milton Frisdman's Unemployment
73S Infiztion2—An Eveluation of the Fhiltips ciitve, Occasional Paper 44 (Lnﬂfm{ The

-

5 -

) | !

¥
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12-11  Phlllips’s Relation Between the 'Rate of Change -
;ﬂ!UﬁE Wages and the Rate of Unempiloyment 2 Voney

_employment rate of Uy, corresponding to an employment lgva) g1 o the rar
u nge in money wages is zero. When unemployment reaches U, 1 e rihcl
ch:nr exceeds the full-employment rate and the rate of wage mc?ea.u i5
?n! greater the demand (the less the unemployment), 1t p greater the (a1 ai
change In me ney wages. The opposite results are oblained when UNEMployment
exceeds Uy . .

ptheugh our analysis of the Phillips theory seems 1o De reasonable ang corre
s far, it contains a fatal llaw: Phillips assumed that the demangd for and the supp'y
of labor are tunctions of the nominal wage. Throughout this book, we have argued
snatthe quaniities of labor that are demanded and supplied are 'urctions ot the regi
wage This case is presented in Fiqure 12-5, where the equilibriym real wage o iy
nnms'tent with both money wages and the price-level consian nsing 4
the same raie For Example, if prices wers fising at 5% a "
iise rising al 5%, tne real wage woulg neve:theiess rem

]
resul' would occur if prices and wages were bhoth faliin
The 'act that we have reje

i Iﬂ'.h"t'll hil
d the MoNey wage wae
ain consiany The same
0 al & constan! rg'e

cted Phillips's theareti-g! explanation
ragzatle Hustrated i Figures 12-€ eng 1e-T Is aruy the first S\ep loward Jnoe-
Sanaing these tradeof!s and their subseguent breakdewn in Figu: s 12 ang 1g-4
The clue required 1o solve our problem car be lound in the earlier work o' iny g
Fshar, who wrote:

0! ihe olnous

When the dallar ig lasing value, or in otner woras whan the price level is <iing, a
Yuitiess man finds his receipts rising as fast, on average, 85 the general rise in, prices,
but not hie €xpenses, because his expenses consist, 10 8 1arge extent, of things t\a' & ¢
tumratl.ually

fixed. . Employment is then <timulated—lor a lime at least '¢

LTS ", * . .
her, Unemploymen and Price Changes,” p 786
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nfation - .
sponds more quickly 4,

rvices e
In other werds, the price of goods and SZIEI’Y expansion, for example, tha,
n

'NCreased demand that s generated by 2 ma S These goods and services: Tp,
does the wage for the labor employed to P94 uch as union contracts g,

lag is the result of either tormal contractua! agre

: money wages- e ek tthis; o
informal arrangements such as customnary ‘hey buy are increasing faster tha,
that the prices workers pay for the products ecreasing. S0 piat we obsarve: iy
their money wages and their real wag®
increase in employment and output I Bie
This decrease in real wages occurs P€¢
the future behavior of prices when he ng tim ;
example, if prices have been stable for ?,.-,::eg business 35Ijvily.rncr:-aies il
changs in the price level 10 be 1200, workers BY S L e
mc:nelary stimutaticn, firms aﬂ’T the price jevel not IO_I'.ISE.I Siiiise cirve I:a;.
‘ufages. Because workers E?I:-le:r‘reﬂf wages. The tr:eu:*htu:maa“:rt i 7 i
i A s . elationship between the - bout rulureinrlallc:
i it 5 e T I'rm:;rtl' tor a given EAPEEBNEE 2 e is now drawn fgr
wages and the rate of Uﬁe’::’ E:’E 12-12, where the Phl!llpsic'l::‘-'where o9zl
This result is I",usd!r?;?: l;’ ciaﬂge in the price level AP"/P. .
a given expecte

; ~a |level. In Figure 12-12

- rice level and F1s thieEnrrent Pz t remains at th
expected change in the p . unemploymen e
AP*/P = D, so Ihat if money W

stanl, ]
ges are con wicksell) the natural rate
equilibrium level Up OF what Millen (after

Friedman calls : i gk
sisgr " ! .
of unemployment. When the rate of ch

ange In money wage
, he une
workers expecl real wages fo increase andt

mployment rate then falls below
[ rkers expec! real
" the natural rate. Conversely, when money wages decline. wo pe
oyment increases a

5 are d .
n. : ici

shorl f:rkers do not correctly anticipaye

ause W their wage bargains. Fg,

r into o
d 2 a. workers will expect the rate g

s workers seek jobs that pay the

|
wages lo decrease and LIIHEH'!]? G :
expected real wage they require to remain in the labor force

-

Rate of “hange in Money Wage'

Rate of Unemployment

FIGURE 12-12 The Shori-run Phillips Curve
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naunelﬂ-ﬂ The Long-run Adjustment of the Phillips Curve

'a-u.'-h'r it is unreasonable to argue that the tradeot described in Figure 12.12
Dbﬂ”;anem. workers eventually recognize that the expected real wage will never
s Pe! and the rate of unemployment returns to the natural rate For this

31|IE| , R
mat:t::‘I the Phillips curve in Figure 12-12 has become known as thg snort-run
reasv

prillips CUrve: : .
The end result of the adjusiment p*oless, as worker expectation about the rate

Jfchange in the price Iev!al AP®/P becomes equal to th? aclual change in the price
|ngI _\P;'Pi is showl:l 1n FIgUI’E 12-1 3 The shori-'run_Phlllrps curve for an expecled
grice increase of 0% in Figure 12-12 is redrawn |q Figure 12-13. Initially, the rate of
Afiation 15 Zero. Suppose that a monetary expansion then occurs that is consislent
wih an annual rise in the price level of 4%. At first, unemployment daclines from
Uyto U, 85 we move to the left along the Phillips curve of expected zero pPrice rise.
Tnis rate of unemployment i1s not slable, and as inflationary expectations adjust
upward, the rate of unemployment increases until the expected rate of inflation is
equal to the actual inflation rate of 4%. This result is represented in Figure 12-13 by
the short-run Phiilips curve, whose expecied rate of price-level Increase 1s 4%

Because worker expectation is now in accord with reality, the money wage Is rising
d lhe same rate as the expected rate ol inflation, and the rate of unemployment
felurns to the natural rate Uy,

We can draw several conclusions from the foregoing analysis. First, when
txpectations adjust fully to the actual rate of price-level change, the rate o!
“employment for any rate of inflation is the natural rate. The long-run Phillps
::‘-'94'5 then a vertical line that passes through U, as shown in Figure 12-13, and

313 no tradeot! between unemployment and inflation. Second, because the

long.- . ,
0-1un Phillips curve is vertical, a munetary policy thal is designed lo produce a

.iJ .
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nently reduce the rate of .
nation cannot perma - ' "
constant rate of inf <t and unemp‘nyment will return the nalural ratg (-
wall adjust. only by an “ﬁf'ﬂccuhrwh

Expaclalhc™” al rate ..
held below Ih€ natul te of infiation that i fgy *

ment can Lo 7
this produces an asult of th
v ated rae!” Of course, the end e m‘" Procesy hﬁ‘
ol the ant . iosl collapse _.;f any 9o at a“ﬂmpu? .u_ N
hypi!l'inl':a.l re ~nk realizes the drawbacks of je Y|
i loyment bel e naturd' rate, ﬂjlen qmow on its Flr!hl::it’ﬁ'
~ reducing Lnemploy y < upply 10 @ noninflationary rate woyly
- i"?l FT: t:mr:tlin gxcess of the natural rate. And ﬁ: “:::r? to this con.cm
;rn:higpn:r the rate of inflation. the E"I“a“’" the resufting ployment bnc%h
i i ht unger control. _ .
MT;,ZH:::s: 1:,55:::53 have drawn here are contingent on Fha m"!‘-?tnmu
Fisher~Friedman—PhelPs approach. The key issue In this :Fi'ﬂ:uach iS the gy ™
nich long-run expeclations adjust to the actual rate of ‘inflation. If therg "il“t
whic g-f ions with reality, then what we have termed the ‘hmrﬁ
long-run Phil

realignment of expectat : , : .

Phillii‘; cum™e actually pecomes the !IPSV:::’::IP i:fa::‘pmm’ﬂm Wy
completely 10 reality. then. the long-run curve 18 . a ‘di““maﬂ[u
ality is €SS than complete, then the long-run Phillipg gyr,

tical. It is extremely compli Wad;

axpéctalions to re
steeper than the short-run curve, but not ver trem
tions of the rate of price increase compley

mpirical whather anticipa

::j:fsﬂ:fhz nl::tuai I}:craasa. and a detailed discussion of the subject is beyong p,
scope of this book. However, we can sketch the evidence that has been deveioge
10 date. Early empirical studies primarily produced resuLl: Indicating that p
adjustment of expectations to reality was less than complete.’®But nm?. resulty &,
suspect for several reasons, the primary oné being that early studies werg ny
dently determined measure of expected inflation. The resuy

lete adjustment in @xpectation

based on an indepen
are therefore biased and indicate 8 less than comp
and Ward used independently derive;

in a more recent study, Parkin, Sumner,
expected rates of inflation for retail prices. domestic wholesale prices, and expor
prices.'? For each of these measures of expected inflation, their results indicated

All the evidence Is nol yelin

that the expecled rate fully adjusted to the actual rate. :
r be, due to complex estimating problems), but the resuls

(and in fact may neve
the long-run Phillips curve is quite sieeply sloped if il

strongly sugges! that

actually vertical.

17 Dye to this conclusion, the new view of the Phillips curve has also become known as ihe

{ hypothesis.

18 For a listing of these studies and a discussion in greater detal
Dawid Laidler and Michael Parkin, “inflation; A Survey.”
(December 1975), 741~-808. ' '

19 JM. Parkin, M.T. Sumner, and R. Ward, “The Effects of Excess Demand, Generalz¥d
Expectations, and Wwage—Price Controls on Wage Inflation in the U.K.," in Karl Brunner 31

The Economics of Price ‘and Wage Conlrols, Cameg®

Allan H. Maltzer (eds.),
Rochester Conferance Series on Public Policy, Vol. 2 (New York: Nort

Co., 1976).
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252 Inflation

The second explanation of stagfialion was c:ﬂ%:::li; offered ir_1 193 by F,

A. von Hayek, the 1974 cowinner of the Nobe aps Immh::“:"':'m'“ m_ ‘tctg,%'.-
Hayek. the mcnetary expansion (hat Proqufial stanes asl’-‘mpc—ran]y vy, ¥
interes! rate below the natural rate In ;he tnlr " ?naklps we saw eari;e, ":' ™
chapter. This temporary dechne in the interes = Préviously ynp, My

: ey, ™
marginal investmen! projects appear PFO"‘a::er‘a::?:':ISZT;_IZE:S are g,
because inis lemporary decline in the inlere ftable P 0 be 5uﬂ..;,e"‘-
permanent for these projects 1o become pro : r'--é Ilmusmzturcerg are 'herE:'
invested in these projects, and when the Interes 'm” blfﬂs 10 its Naturg, ,;"
many projects thai are not yet complelé EPDBH"}“”S erlaEtlme ainﬂ are 3bang,, *
Workers employed in either the construchion or the f'h N 0f such proje, y
themselves suddenly unemployed N addiion to the eroneous anocﬂhcn E
resources in these new investment prD;eF:ts due lo lalse JTIEFESI-ralg -"‘Qﬁa:,',. r:'
whele spectrum of rational decision mahmg. on the pa‘t ol householgs ang ﬁrr}:
becomes increasingly ditficult, if not impossibie. In the case of hyperlnlfanun' be

result can be a general breakdown of the mgrket economy.

3]

12-6 Concluding Remarks

In this chapter we learned that inflation can originate in either the real Seclor o the
moretary sector of the economy. We saw thatl sustained long-run Inflation
possible il excessive growth in the nominal money supply is maintained By the
monetary authorities and that cost-push inflation results when Imperlections exigt
in the demand for or the supply of labor. Monopolistic power in the hands
business can cause the price level 1o rise but cannot be » source of Suslaingg
inflation unless the concentration of power continues o increase, Monopolistic
labor uniohs can cause the price level 1o rise by demanding a real wage in excess
of the equilibrium real wage, but this cannot cause sustained Inflation unless e
government increases the nominal money supply in the pursuit of full employmen;
We also discussed the Phillips curve, which indicates the r~lationship betweer, the
rate ol unemployment anc the rate of inflation, in terms of * shon- and long-run
propert:as. In the short run the Phillips curve shows that there is a significan
tradeoi! between unemployment and inflation and that full employment must be
accompanied by continuous inflation The new view of the Philips curve 15 that no
Such lfradeoft occurs in the long run, so that the joint policy goals of full
employment and price stability are compatible. The phenome .on ol high unemploy-
ment accompanied by high rates of inflation was then explained in terms,ol the
Phillips curve analysis and the earlier theory of F.A. von Hayek, )

-

? Friedrich A, von Hayek. Prices and Productlion (London: Routiedge and Kégan PnuL 1831).
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