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Chapter 16

Inflation and Unemployment

Start Up: The Inflation/Unemployment Conundrum
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16.1 Relating Inflation and Unemployment

LEARNING OBJECTIVES
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16.2 Explaining InflationÐUnemployment Relationships

LEARNING OBJECTIVE
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The Phillips Phase: Increasing Aggregate Demand
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Changes in Expectations and the Stagflation Phase
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16.3 Inflation and Unemployment in the Long Run

LEARNING OBJECTIVES
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Cyclical Unemployment and Efficiency Wages
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KEY TAKEAWAYS
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Case in Point: Altering the Incentives for Unemployment
Insurance Claimants
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ANSWER TO TRY IT !  PROBLEM
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16.4 Review and Practice
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Summary

�JG>C<�I=:����
H	�>I�6EE:6G:9�I=6I�I=:G:�L6H�6�HI67A:�IG69:
D;;�7:IL::C�I=:�G6I:�D;�JC:BEADNB:CI�6C9�I=:�G6I:
D;�>C;A6I>DC��-=:�*=>AA>EH�8JGK:	�L=>8=�9:H8G>7:H�HJ8=�6�IG69:
D;;	�HJ<<:HIH�I=6I�ADL:G�G6I:H�D;�JC:BEADNB:CI
8DB:�L>I=�=><=:G�G6I:H�D;�>C;A6I>DC	�6C9�I=6I�ADL:G�G6I:H�D;�>C;A6I>DC�8DB:�L>I=�=><=:G�G6I:H�D;�JC:BEADNB:CI�
�JI�9JG>C<�HJ7H:FJ:CI�9:869:H	�I=:�68IJ6A�K6AJ:H�;DG�JC:BEADNB:CI�6C9�>C;A6I>DC�=6K:�CDI�6AL6NH�;DAADL:9�I=:
*=>AA>EH�8JGK:�H8G>EI�

-=:G:�=6H	�=DL:K:G	�7::C�6�G:A6I>DCH=>E�7:IL::C�JC:BEADNB:CI�6C9�>C;A6I>DC�DK:G�I=:�;DJG�9:869:H�;GDB������
*:G>D9H�D;�G>H>C<�>C;A6I>DC�6C9�;6AA>C<�JC:BEADNB:CI�=6K:�7::C�;DAADL:9�7N�E:G>D9H�D;�G>H>C<�JC:BEADNB:CI�6C9
8DCI>CJ:9�>C;A6I>DC��I=DH:�E:G>D9H�=6K:	�>C�IJGC	�7::C�;DAADL:9�7N�E:G>D9H�>C�L=>8=�7DI=�I=:�>C;A6I>DC�G6I:�6C9
I=:�JC:BEADNB:CI�G6I:�;6AA��-=:H:�E:G>D9H�6G:�9:;>C:9�6H�I=:�*=>AA>EH�E=6H:	�I=:�HI6<;A6I>DC�E=6H:	�6C9�I=:
G:8DK:GN�E=6H:�D;�I=:�>C;A6I>DCSJC:BEADNB:CI�8N8A:	�G:HE:8I>K:AN�� DAADL>C<�I=:�G:8:HH>DC�D;��

�	�I=:
:8DCDBN�G:IJGC:9�FJ>8@AN�ID�6�*=>AA>EH�E=6H:�

-=:�*=>AA>EH�E=6H:�>H�6�E:G>D9�>C�L=>8=�6<<G:<6I:�9:B6C9�>C8G:6H:H	�7DDHI>C<�DJIEJI�6C9�I=:�EG>8:�A:K:A�
.C:BEADNB:CI�9GDEH�6C9�>C;A6I>DC�G>H:H���C�:HH:CI>6A�;:6IJG:�D;�I=:�*=>AA>EH�E=6H:�>H�I=6I�I=:�EG>8:�>C8G:6H:H
I=6I�D88JG�6G:�JC:ME:8I:9��0DG@:GH�I=JH�:ME:G>:C8:�ADL:G�G:6A�L6<:H�I=6C�I=:N�6CI>8>E6I:9�� >GBH�L>I=�HI>8@N
EG>8:H�;>C9�I=6I�I=:>G�EG>8:H�6G:�ADL�G:A6I>K:�ID�DI=:G�EG>8:H���H�LDG@:GH�6C9�;>GBH�69?JHI�ID�I=:�=><=:G�>C;A6I>DC
D;�I=:�*=>AA>EH�E=6H:	�I=:N�9:B6C9�=><=:G�L6<:H�6C9�EDHI�=><=:G�EG>8:H	�HD�I=:�H=DGI
GJC�6<<G:<6I:�HJEEAN�8JGK:
H=>;IH�A:;IL6G9��#C;A6I>DC�8DCI>CJ:H	�7JI�G:6A�!�*�;6AAH��-=>H�>H�I=:�HI6<;A6I>DC�E=6H:�� >C6AAN	�6<<G:<6I:�9:B6C9
7:<>CH�ID�>C8G:6H:�6<6>C	�7DDHI>C<�7DI=�G:6A�!�*�6C9�I=:�EG>8:�A:K:A��-=:�=><=:G�EG>8:�A:K:A	�=DL:K:G	�>H�A>@:AN�ID
G:EG:H:CI�6�BJ8=�HB6AA:G�E:G8:CI6<:�>C8G:6H:�I=6C�=69�D88JGG:9�9JG>C<�I=:�HI6<;A6I>DC�E=6H:��-=>H�>H�I=:
G:8DK:GN�E=6H:��>C;A6I>DC�6C9�JC:BEADNB:CI�;6AA�ID<:I=:G�

-=:G:�>H�CDI=>C<�>C=:G:CI�>C�6�B6G@:I�:8DCDBN�I=6I�LDJA9�EGD9J8:�I=:�>C;A6I>DCSJC:BEADNB:CI�8N8A:�L:�=6K:
D7H:GK:9�H>C8:�������-=:�8N8A:�86C�7:<>C�>;�:ME6CH>DC6GN�EDA>8>:H�6G:�A6JC8=:9�ID�8DGG:8I�6�G:8:HH>DC6GN�<6E	
EGD9J8>C<�I=:�*=>AA>EH�E=6H:��#;�I=DH:�EDA>8>:H�EJH=�I=:�:8DCDBN�>CID�6C�>C;A6I>DC6GN�<6E	�I=:C�I=:�69?JHIB:CI�D;
H=DGI
GJC�6<<G:<6I:�HJEEAN�L>AA�EGD9J8:�I=:�HI6<;A6I>DC�E=6H:���C9	�>C�I=:�:8DCDBNWH�;>GHI�G:HEDCH:�ID�6C
:ME6CH>DC6GN�EDA>8N�A6JC8=:9�ID�9:6A�L>I=�I=:�G:8:HH>DC�D;�I=:�HI6<;A6I>DC�E=6H:	�I=:�EG>8:�A:K:A�G>H:H	�7JI�6I�6
HADL:G�G6I:�I=6C�7:;DG:��-=:�:8DCDBN�:ME:G>:C8:H�;6AA>C<�>C;A6I>DC�6C9�;6AA>C<�JC:BEADNB:CI�6I�I=:�H6B:�I>B:�
I=:�G:8DK:GN�E=6H:�

#C�I=:�ADC<�GJC	�I=:�*=>AA>EH�8JGK:�>H�K:GI>86A	�6C9�>C;A6I>DC�>H�:HH:CI>6AAN�6�BDC:I6GN�E=:CDB:CDC���HHJB>C<
HI67A:�K:AD8>IN�D;�BDC:N�DK:G�I=:�ADC<�GJC	�I=:�>C;A6I>DC�G6I:�GDJ<=AN�:FJ6AH�I=:�BDC:N�<GDLI=�G6I:�B>CJH�I=:
G6I:�D;�<GDLI=�D;�G:6A�!�*�� DG�6�<>K:C�BDC:N�<GDLI=�G6I:	�>C;A6I>DC�>H�I=JH�G:9J8:9�7N�;6HI:G�:8DCDB>8�<GDLI=�

�=6EI:G����#C;A6I>DC�6C9�.C:BEADNB:CI

�����+:K>:L�6C9�*G68I>8: ���



 G>8I>DC6A�JC:BEADNB:CI�>H�6;;:8I:9�7N�>C;DGB6I>DC�8DHIH�>C�I=:�A67DG�B6G@:I����G:9J8I>DC�>C�I=DH:�8DHIH�LDJA9
G:9J8:�;G>8I>DC6A�JC:BEADNB:CI��"6HI:C>C<�I=:�G:IG6>C>C<�D;�LDG@:GH�LDJA9�G:9J8:�HIGJ8IJG6A�JC:BEADNB:CI�
+:9J8I>DCH�>C�;G>8I>DC6A�DG�HIGJ8IJG6A�JC:BEADNB:CI�LDJA9�ADL:G�I=:�C6IJG6A�G6I:�D;�JC:BEADNB:CI�6C9�I=JH
G6>H:�EDI:CI>6A�DJIEJI��.C:BEADNB:CI�8DBE:CH6I>DC�>H�A>@:AN�ID�>C8G:6H:�;G>8I>DC6A�JC:BEADNB:CI�

,DB:�:8DCDB>HIH�7:A>:K:�I=6I�8N8A>86A�JC:BEADNB:CI�B6N�E:GH>HI�7:86JH:�;>GBH�=6K:�6C�>C8:CI>K:�ID�B6>CI6>C
G:6A�L6<:H�67DK:�I=:�:FJ>A>7G>JB�A:K:A��0=:I=:G�I=>H�:;;>8>:C8N
L6<:�6G<JB:CI�=DA9H�>H�8DCIGDK:GH>6A�

�=6EI:G����#C;A6I>DC�6C9�.C:BEADNB:CI

�����+:K>:L�6C9�*G68I>8: ���



CONCEPT PROBLEMS

�� -=:��6H:�>C�*D>CI�I>IA:9�T,DB:�+:;A:8I>DCH�DC�I=:����
HU�9:H8G>7:H�I=:
8=6C<:H�>C�>C;A6I>DC�6C9�>C�JC:BEADNB:CI�>C����
�6C9������6H�6
L6I:GH=:9�9:K:ADEB:CI�;DG�B68GD:8DCDB>8�I=DJ<=I��0=N�L6H�6C
>C8G:6H:�>C�JC:BEADNB:CI�HJ8=�6�H><C>;>86CI�:K:CI�

�� �H�I=:�:8DCDBN�HA>EE:9�>CID�G:8:HH>DC�>C����
�6C9�����	�I=:� :9�L6H
JC9:G�:CDGBDJH�EG:HHJG:�ID�69DEI�6C�:ME6CH>DC6GN�BDC:I6GN�EDA>8N�
,JEEDH:�>I�=69�7:<JC�6C�:ME6CH>DC6GN�EDA>8N�:6GAN�>C�������0=6I�9D:H
I=:�I:MIWH�6C6ANH>H�D;�I=:�>C;A6I>DCSJC:BEADNB:CI�8N8A:�HJ<<:HI�67DJI
=DL�I=:�B68GD:8DCDB>8�=>HIDGN�D;�I=:����
H�B><=I�=6K:�7::C�8=6C<:9�

�� ":G:�6G:�HDB:�C:LH�G:EDGIH�8DK:G>C<�:K:CIH�D;�I=:�E6HI����N:6GH�
#C�:68=�86H:	�>9:CI>;N�I=:�HI6<:�D;�I=:�>C;A6I>DCSJC:BEADNB:CI
8N8A:	�6C9�HJ<<:HI�L=6I�8=6C<:�>C�6<<G:<6I:�9:B6C9�DG
6<<G:<6I:�HJEEAN�B><=I�=6K:�86JH:9�>I�

6� T*G:H>9:CI�(>MDC�:MEG:HH:9�H6I>H;68I>DC�L>I=�A6HI�N:6GWH
:8DCDB>8�E:G;DGB6C8:��":�H6>9�I=6I�L>I=�>C;A6I>DC�6C9
JC:BEADNB:CI�=:69>C<�9DLC	�I=:�C6I>DC�V>H�DC�I=:�G><=I
8DJGH:�WU

7� T-=:�C6I>DCWH�>C;A6I>DC�G6I:�GDH:�ID�6�G:8DG9�=><=�A6HI�BDCI=	
I=:�<DK:GCB:CI�G:EDGI:9�N:HI:G96N��-=:�8DCHJB:G�EG>8:
>C9:M�?JBE:9�
����>C�$6CJ6GN���DJEA:9�L>I=�I=:
6CCDJC8:B:CI�:6GA>:G�I=>H�BDCI=�I=6I�JC:BEADNB:CI�=69
G>H:C�7N�
���E:G8:CI6<:�ED>CIH	�I=:�G:EDGIH�HJ<<:HI:9�I=6I�I=:
;>GHI�BDCI=�D;�*G:H>9:CI�(>MDCWH�H:8DC9�I:GB�=69�<DII:C�D;;
ID�6�GD8@N�HI6GI�U

8� T*G:H>9:CI��6GI:G�:MEG:HH:9�8DC8:GC�67DJI�G:EDGIH�D;�G>H>C<
>C;A6I>DC�7JI�>CH>HI:9�I=:�:8DCDBN�>H�DC�I=:�G><=I�8DJGH:��":
ED>CI:9�ID�G:8:CI�G:9J8I>DCH�>C�JC:BEADNB:CI�6H�:K>9:C8:
I=6I�=>H�:8DCDB>8�EDA>8>:H�6G:�LDG@>C<�U

�� -=:�I:MI�CDI:H�I=6I�8=6C<:H�>C�D>A�EG>8:H�86C�6;;:8I�I=:
>C;A6I>DCSJC:BEADNB:CI�8N8A:��,=DJA9�I=:N�7:�>C8DGEDG6I:9�6H�E6GI�D;
I=:�I=:DGN�D;�I=:�8N8A:�

�� -=:�>CIGD9J8I>DC�ID�I=>H�8=6EI:G�HJ<<:HIH�I=6I�JC:BEADNB:CI�;:AA	�6C9
>C;A6I>DC�<:C:G6AAN�;:AA	�I=GDJ<=�BDHI�D;�I=:����
H��0=6I�E=6H:�D;�I=:
>C;A6I>DCSJC:BEADNB:CI�8N8A:�9D:H�I=>H�G:EG:H:CI��+:A6I>K:�ID�.�,�
:ME:G>:C8:�H>C8:�I=:����
H	�L=6I�L6H�JCJHJ6A�67DJI�I=>H�

�� ,JEEDH:�I=6I�9:8A>C>C<�G:HDJG8:�HJEEA>:H�G:9J8:�EDI:CI>6A�DJIEJI�>C
:68=�E:G>D9�7N�����0=6I�@>C9�D;�BDC:I6GN�EDA>8N�LDJA9�7:�C::9:9�ID
B6>CI6>C�6�O:GD�G6I:�D;�>C;A6I>DC�6I�;JAA�:BEADNB:CI�

�=6EI:G����#C;A6I>DC�6C9�.C:BEADNB:CI

�����+:K>:L�6C9�*G68I>8: ���



�� -=:�"JBE=G:NR"6L@>CH��8I�D;������G:FJ>G:9�I=6I�I=:�;:9:G6A
<DK:GCB:CI�B6>CI6>C�6C�JC:BEADNB:CI�G6I:�D;����6C9�=DA9�I=:
>C;A6I>DC�G6I:�ID�A:HH�I=6C�����0=6I�9D:H�I=:�>C;A6I>DCRJC:BEADNB:CI
G:A6I>DCH=>E�I:AA�NDJ�67DJI�68=>:K>C<�HJ8=�<D6AH�

�� -=:��B:G>86C��8DCDB>8��HHD8>6I>DC�EJ7A>H=:H�6�C:LHA:II:G��L=>8=�>H
6K6>A67A:�DC�I=:����WH�#CI:GC:I�H>I:�6I=IIE���LLL�6:6L:7�DG<�?D:� �
86AA:9�:-�#;09492>�1:=��.:9:84>?>�$)����/>GIJ6AAN�6AA�6869:B>8�6C9�B6CN
CDC6869:B>8�EDH>I>DCH�;DG�L=>8=�6EEA>86CIH�6G:�7:>C<�HDJ<=I�;DG
:8DCDB>8H�EDH>I>DCH�6G:�A>HI:9�>C�I=:�C:LHA:II:G	�L=>8=�>H�FJ>I:
>C:ME:CH>K:��"DL�9D�NDJ�I=>C@�I=6I�I=:�EJ7A>86I>DC�D;�I=>H�?DJGC6A
6;;:8IH�I=:�JC:BEADNB:CI�G6I:�6BDC<�:8DCDB>HIH��0=6I�INE:�D;
JC:BEADNB:CI�9D:H�>I�6;;:8I�

�� '6CN�:8DCDB>HIH�I=>C@�I=6I�L:�6G:�>C�I=:�K:GN�:6GAN�HI6<:H�D;�EJII>C<
8DBEJI:G�I:8=CDAD<N�ID�LDG@�6C9�I=6I�;JAA�>C8DGEDG6I>DC�D;�8DBEJI:GH
L>AA�86JH:�6�B6HH>K:�G:HIGJ8IJG>C<�D;�K>GIJ6AAN�:K:GN�>CHI>IJI>DC�D;
BD9:GC�A>;:��#;�I=:N�6G:�G><=I	�L=6I�6G:�I=:�>BEA>86I>DCH�;DG
JC:BEADNB:CI��0=6I�@>C9�D;�JC:BEADNB:CI�LDJA9�7:�6;;:8I:9�

�
� -=:�C6IJG6A�JC:BEADNB:CI�G6I:�>C�I=:�.C>I:9�,I6I:H�=6H�K6G>:9�DK:G�I=:
A6HI��
�N:6GH���88DG9>C<�ID�I=:��DC<G:HH>DC6A��J9<:I�);;>8:	�I=:�C6IJG6A
G6I:�L6H������>C����
	�GDH:�ID�67DJI������>C�I=:����
H	�6C9�=69�9:8A>C:9
ID�67DJI������7N��


��0=6I�9D�NDJ�I=>C@�B><=I�=6K:�86JH:9�I=>H
K6G>6I>DC�

��� ,JEEDH:�I=:� :9�7:<>CH�86GGN>C<�DJI�6C�:ME6CH>DC6GN�BDC:I6GN�EDA>8N
>C�DG9:G�ID�8ADH:�6�G:8:HH>DC6GN�<6E��+:A6I:�L=6I�=6EE:CH�9JG>C<�I=:
C:MI�ILD�E=6H:H�D;�I=:�>C;A6I>DCSJC:BEADNB:CI�8N8A:�ID�I=:�B6M>B
T1DJ�86C�;DDA�HDB:�D;�I=:�E:DEA:�HDB:�D;�I=:�I>B:	�7JI�NDJ�86CWI�;DDA�6AA
D;�I=:�E:DEA:�6AA�D;�I=:�I>B:�U

�=6EI:G����#C;A6I>DC�6C9�.C:BEADNB:CI

�����+:K>:L�6C9�*G68I>8: ���

http://www.aeaweb.org/joe/


NUMERICAL PROBLEMS
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