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Outline of Text Material

I.
Introduction

A.
Review

1.
The model developed so far includes two markets.

a.
The market for real GDP (newly produced goods and services, usually called the goods market).

b.
The market for assets (including both financial and real assets). With the help of several assumptions, the assets market is simplified to two financial assets: money and bonds. This market is commonly called the money market.

2.
Remember, unemployment is one of the main concerns of macroeconomics.  Therefore labor markets are the focus of a lot of our research.

B.
The Labor Market

1.
The AS curve shifts when production costs per unit change for the entire economy.

a.
Changes in input prices therefore can shift the AS curve.

b.
However, only changes in prices of inputs that have a noticeable impact on per unit production costs for the entire economy will cause a shift in the short-run AS curve that can be detected.

c.
Two factors can cause the AS curve to shift.  An exogenous increase in the price of a key input (OPEC and oil in the mid-1970s) or a previous shift in AD that causes inflation expectation to change (the late 1970s).

2.
The lag between changes in the price level and changes in input prices determines the slope of the short-run AS curve.

3.
Labor is an obvious candidate to shift the AS curve since labor makes up about two-thirds of production costs in the United States.


TEACHING TIP: Labor seems like an obvious candidate, but remember the wage rate for the entire economy has to rise. And that increase in the wage can’t be caused by inflation. It’s more difficult to find an example of the labor market causing supply shocks than it might seem.
II. The Labor Market: Basic Concepts

A.
Unemployment

1.
The unemployment rate is the number of people unemployed as a percentage of the labor force.

2.
To be unemployed a person must be out of a job and actively looking for work. When people stop looking for work they are no longer in the labor force (discouraged workers).

3.
Frictional unemployment and structural unemployment are inevitable and in many ways desirable. Movement among jobs is a sign the economy is functioning well.

a.
Frictional unemployment is caused by the normal working of the labor market.

b.
Structural unemployment is caused by changes in the structure of the economy that create a mismatch between workers’ job skills and the skills demanded by employers.

c.
Cyclical unemployment is unemployment caused by recessions and depressions.
4.
We are most concerned with cyclical unemployment.
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TOPIC FOR CLASS DISCUSSION:
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Ask students to imagine they have just been laid off or fired. Then ask them to list the reasons this happened. Their list will probably include some of the following:

· Marketing didn’t understand the product.

· Sales didn’t know how to sell the features.

· Engineering didn’t bother to ask customers what they wanted.

· Management was incompetent.

· Foreign firms started producing the same good and sold it here at a lower price.

Ask them how many of them would immediately take a lower-paying job because they realized they had been laid off due to an inward shift of the demand for labor curve caused by a decrease in aggregate demand. Probably not many will raise their hands; watch for smiles on the faces of those who do. Point out that the time they spend unemployed and gathering information about the causes of their unemployment is one reason cyclical unemployment persists for such a long time.
B.
Employment

1.
Employment tends to fall when aggregate output falls and to rise when aggregate output rises. 

2.
A decline in the demand for labor does not necessarily mean that unemployment will rise. If the quantity of labor demanded and the quantity of labor supplied are brought into equilibrium by rising and falling real wage rates there should be no persistent unemployment above the frictional and structural amount. This was the classical view.

3.
Virtually every economist believed the classical model of the labor market before 1930. Even today you can find a number of economists who still subscribe to the classical doctrine.

III.
The Classical View of the Labor Market 

A.
The wage rate adjusts quickly to make the quantity of labor demanded equal the quantity of labor supplied.

1.
Therefore cyclical unemployment cannot exist.

2.
The labor supply curve shows the quantity of labor households want to supply at the current real wage rate.

3.
The labor demand curve shows the quantity of labor firms want to employ at the current real wage rate.

4.
Like any other market, the labor market will achieve the socially optimal result if left to its own devices.


TEACHING TIP: The critical assumption underlying classical economic theory is that all prices—including wages—are perfectly flexible. Classical economists believe that the interaction of supply and demand in the labor market brings about equilibrium and that unemployment (beyond frictional and structural amounts) does not exist.
B.
The Classical Labor Market and the Aggregate Supply Curve

1.
Wages respond quickly to price changes. 

2.
The short-run AS curve is therefore vertical (or almost vertical).

3.
Monetary and fiscal policies have little or no effect on output and employment.

C.
The Unemployment Rate and the Classical View

1.
How do classical economists explain long periods of high unemployment?

a.
The unemployment rate may not be a good measure of how well labor markets are working.

b.
Classical economists argue that virtually all unemployment is voluntary.

2.
According to the classical view cyclical unemployment is caused by the stubborn refusal of workers to accept lower-paying jobs quickly.

3.
Unfortunately, classical economists have to deal with the facts of the Great Depression. When the unemployment rate is 25 percent it’s very hard to argue that high unemployment is caused by workers’ reluctance to accept lower wage offers.


TEACHING TIP: It is difficult to determine whether a given instance of unemployment should be regarded as “voluntary” or “involuntary.” The fact that someone is looking for work and has not yet found it does not necessarily mean his or her unemployment is involuntary. Reasonable people can disagree about the proper classification. Suppose—as in job-search unemployment—that someone turns down a job offer in hopes of an even better one later? Suppose the job offer is located in a different part of the country, but the individual does not want to move? Suppose the individual has an unrealistic idea of his value to a firm and holds out for an unrealistically high wage offer? Ask students for their opinions in each case, and point out to them the extent of the disagreement among them. This will suggest some of the difficulties involved in interpreting the official “unemployment rate” as a measure of involuntary unemployment.
IV.
Explaining the Existence of Unemployment

A.
Unemployment is a problem.

1.
Most economists agree that high unemployment is a major problem.

2.
We need to understand the reasons for high unemployment so we can be sure our policy prescriptions will actually address the cause of the problem.

B.
Sticky Wages is the term economists use to describe the downward rigidity of wages as an explanation for the existence of unemployment.
1.
Wages tend to be sticky downward. 

2.
This explains unemployment because wages will not adjust quickly to clear the labor market. 

3.
However, there is no clear explanation as to why wages are sticky. Some possibilities:

a.
Social or Implicit Contracts: Firms enter into these agreements with workers not to cut wages. A related argument is the relative-wage explanation of unemployment which suggests that workers are concerned about their wages relative to those of other workers. 

b.
Explicit Contracts: Wages set in this way do not fluctuate. Firms and workers are willing to bind themselves because the cost of negotiating wages is high. Some contracts include cost of living adjustment (COLA) clauses tying future nominal wage increases to the cost of living (usually measured by the CPI).

C.
Efficiency Wage Theory states that worker productivity increases with the wage rate.
1.
Efficiency wages are wage rates employers pay to workers above the market-clearing wage.

2.
According to this theory there are costs to hiring workers including:

a.
Advertising the job opening.

b.
Screening applicants.

c.
Interviewing the remaining pool.

d.
Hiring costs.

e.
Training costs.

3.
Efficiency wages are actually efficient given these costs because the higher wage rate reduces labor turnover, improves morale, and reduces “shirking.”

D.
Imperfect Information

1.
Firms and workers do not know the actual current labor demand and supply curves, so they do not know the current equilibrium wage.

2.
Since wages are set by trial and error the current wage may not be the equilibrium wage. 

E.
Minimum Wage Laws set a floor for wage rates, a minimum hourly rate for any kind of labor.
1.
Minimum wage laws explain some fraction of unemployment, especially among teenagers.

2.
However, the minimum wage in the United States is set in nominal terms. Inflation reduces the real minimum wage. The minimum wage only affects the labor market if the real minimum wage is above equilibrium. This may not always be true.

F.
An Open Question

1.
There are many possible explanations of high unemployment.

2.
It seems likely that each of the theories contributes somewhat to high unemployment. The theories are complements not substitutes.


TEACHING TIP: Frictional (or “job-search”) unemployment is responsible for much of the unemployment included in the “natural rate.” Discussing frictional unemployment in class provides an opportunity to bring the highly theoretical material of this chapter down to earth. Use examples to which students can relate. To begin the discussion, ask students: How would they proceed in their own job search? In this discussion it will become apparent that searching for a job takes time and money and is carried out with a tremendous amount of uncertainty. The first step in the job-search process involves determining the geographic area or market in which the job seeker wants to be employed. Many students will enter the national job market and are willing to relocate depending on the job. The next step would involve acquiring information about potential job offers in that market, then contacting a potential employer to secure an interview. A series of interviews is carried out and wage offers are made, and then either accepted or turned down. If the job is accepted, the search is over. If it is turned down, the search continues. From this discussion we see that finding a job is not costless; the labor market does not operate without “friction.”


To help students see that the natural rate of unemployment is not carved in stone, but rather depends on culture, institutions, and economic policy, ask how each of the following would affect the length of search time:

1.
Job searchers are given more information (about job market conditions in differing localities, about specific job openings and potential salaries, etc.).

2.
The costs of searching are subsidized in some way. (Most state governments have employment and training departments.)

3.
Moving expenses are subsidized in some way. (Under the current U.S. tax code moving expenses are often tax deductible expenses.)

4.
Transportation within a metropolitan area is improved.

5.
Unemployment insurance benefits are reduced.

6.
Unemployment insurance is available over a shorter time frame.


TEACHING TIP: (continued)


Numbers 1, 3, 4, 5, and 6 would tend to lower the opportunity cost of accepting a job offer, and hence lower the natural rate. Because subsidizing search costs lowers the opportunity cost of not accepting a job offer, subsidized individuals will tend to remain unemployed for a longer period of time, and the natural rate of unemployment will rise.
V.
The Short-Run Relationship Between the Unemployment Rate and Inflation

A.
Unemployment and Inflation

1.
The relationship (if any) between these two variables has been debated for over 50 years. Most macroeconomists are now convinced that there is a short-run tradeoff between the unemployment rate and inflation.

2.
In the short run a lower unemployment rate can only be achieved by accepting a higher inflation. However, the definition of “short run” depends strongly on the speed of adjustment of inflation expectations.

3.
Output and Unemployment

a.
An increase in output (Y) usually means an increase in employment.

b.
More employment means less unemployment. The unemployment rate (U) usually falls.

c.
Thus when Y rises the unemployment rate falls.  When Y falls the unemployment rate rises.

4.
Output and the Price Level

a.
The upward sloping short-run AS curve implies output rises when the price level rises.

b.
The slope of the AS curve depends on how close the economy was to full employment at the current position of the AD curve. The slope of AS determines how much of a given shift in AD will go to increased output and how much to a higher price level.

c.
As output increases the unemployment rate falls. Therefore, an increase in the price level should be associated with a decrease in the unemployment rate.

d.
Reminder: The inflation rate is the percentage change in the price level, not the price level itself.

5.
Unemployment and Inflation

a.
So far we have derived a relationship between the unemployment rate and the price level.

b.
However we wanted a relationship between unemployment and inflation. The Phillips Curve is a graph showing the relationship between the inflation rate and the unemployment rate.
B.
The Phillips Curve: A Historical Perspective

1.
In the 1950s and 1960s there was a remarkably smooth negative relationship between the unemployment rate and the inflation rate.


TEACHING TIP: In the 1960s economic policy makers introduced the phrase “fine tuning” to describe the ability they believed they had to influence the economy. In the 1970s they were forced to once again concern themselves with gross tuning.
2.
The apparently stable relationship between inflation and unemployment became unstable in the 1970s and 1980s.


TEACHING TIP: This is a good place for a little history of economic thought. Point out that the events of the 1970s and 1980s sent macroeconomists back to the drawing board to develop and test new theories. Once the economists got to work they discovered something remarkable: there was no theoretical basis for the Phillips Curve beyond a few ad hoc models. Those “models” were pretty much along the lines suggested so far, but without even an AS curve to bolster them. The original Phillips Curve was largely an empirical creature. A. W. Phillips was originally an electrician, but he later graduated from the London School of Economics, eventually becoming a professor at that institution. He developed the Phillips Curve largely as an early application of statistical methods to economics. Note that the original Phillips Curve related the unemployment rate to the percentage change in the wage rate. (A brief biography can be found at http://www.econ.usyd.edu.au/esasc/lectures.html#A percent20W percent20Phillips.) In the United States, Robert A. Gordon at Brookings applied the Phillips Curve to the U.S. economy. He is also usually credited with substituting the inflation rate for wage growth on the vertical axis. But the fact remains that the Phillips Curve was built on a foundation of data and sand. When the economic tides shifted it was not surprising that the sand washed away, leaving new data that contradicted the earlier data.
C.
Aggregate Supply and Aggregate Demand Analysis and the Phillips Curve

1.
The relationship between the unemployment rate and the inflation rate is affected by whether it is the AD curve shifting along AS or AS shifting along AD. If both shift then there is no systematic relationship.

2.
The Role of Import Prices: Changes in the price of imports (especially oil and certain other raw materials) can shift AS.

a.
During the 1950s and 1960s input prices remained fairly constant. Since it was mainly the AD curve shifting, the Phillips Curve sloped downward and was stable.

b.
During the 1970s and 1980s both AD and AS shifted frequently causing the Phillips “curve” to become a jumbled line.

E.
Expectations and the Phillips Curve

1.
Expectations can be self-fulfilling. If firms expect prices to rise they may raise prices today to beat the rest of the market.


TEACHING TIP: Note, however, that the firms must be in markets that are not highly competitive for this to work. This is consistent with the common macroeconomic assumption that prices are set in monopolistically competitive markets.
2.
The Phillips Curve shifts when inflation expectations change.

a.
Inflation expectations were very stable in the 1950s and 1960s because the inflation rate itself was low and stable.

b.
When inflation began to heat up in the 1970s people and businesses became sensitized to inflation. They began to adjust their expectations more frequently, causing the Phillips Curve to shift more frequently.

F.
Is There a Short-Run Trade-Off Between Inflation and Unemployment?

1.
Yes. However unemployment is only one of many factors that affect the inflation rate.

2.
The Phillips Curve may be temporarily useful as a guide to policy during periods when inflation expectations are stable and the inflation rate is low.

3.
The point of the 1970s and 1980s is that policy is usually not simply a matter of choosing a point from along a smooth Phillips Curve.


TEACHING TIP: The larger point from this period is that macroeconomists need to be flexible and aware of changes in the economy. This is especially true of events that don’t happen very often. Those are the events most likely to be forgotten. Economists who manage to remember them will produce better forecasts than those who forget.
VI.
The Long-Run Aggregate Supply Curve, Potential GDP, and the Natural Rate of Unemployment

A.
If the AS curve is vertical at potential GDP in the long run, logic dictates that the long-run Phillips Curve is also vertical at the natural rate of unemployment (the rate of unemployment that is consistent with the notion of a fixed long-run output at potential GDP). The natural rate of unemployment is unemployment that occurs as a normal part of the functioning of the economy.
B.
The Nonaccelerating Inflation Rate of Unemployment (NAIRU)

1.
NAIRU is the unemployment rate that keeps the inflation rate constant. 

2.
In the late 1990s economists frequently revised their estimates of NAIRU. This led others to ask what good the theory was if a key part had to be changed often. This issue remains unresolved.

VII.
Looking Ahead

A.
This chapter is the last of those describing the macroeconomic model.

B.
In the next chapter we use what we have learned to consider important policy issues.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).


[image: image4.wmf] Extended Applications
Application 1: The Minimum Wage and Inflation


Inflation has important effects on the minimum wage, and the minimum wage has important effects on inflation. In discussing the former, point out that the minimum wage law establishes a nominal wage floor in the labor market. A formal decrease in the nominal minimum wage is always politically unpopular (it has never occurred) but in practice, the real minimum wage has been cut several times via inflation. During the 1980s the nominal minimum wage remained at $3.35 per hour for nearly 10 years, although inflation averaged 5 percent to 6 percent per year over the period.


The table on the following page—which may be distributed to students in class—shows how inflation can erode the real minimum wage.


The minimum wage itself contributes to inflation in two ways. First, hikes in the minimum wage directly raise labor costs to firms paying this wage rate. Second, many of those earning more than the minimum wage before the law was passed will want their wages adjusted to achieve the previous relative difference in wages. (Imagine how a college graduate earning $20,000 a year, which is less than $10 per hour, would feel if he or she saw an unskilled inexperienced 16-year-old getting $7 per hour for flipping burgers.) Both of these effects cause an increase in firms’ labor costs, which will ultimately be passed on to consumers in the form of higher prices.


The text focuses on the macroeconomics effects of the minimum wages, but you may also want to disaggregate a bit and explore how these effects would be distributed across the country and across demographic groups.


The impact of a minimum wage hike in a particular area depends on the area’s market wage for traditionally minimum-wage jobs. On the East Coast of the United States, where the cost of living is much higher than in many other parts of the country, the current market wage for entry-level unskilled labor is above the minimum. There would be very little effect on employment (thus, it is a bill that looks good politically but does not hurt anyone in these areas). In other areas of the country—especially economically depressed areas—the market wage for many jobs is at or below the current minimum wage. Here, the proposed legislation would cause more unemployment. Minimum wage hikes compound the unemployment problems of already depressed areas while not affecting areas that are growing economically and thus tend to pay above minimum wages.


California is one of a number of states that imposes a statewide minimum wage higher than the federal minimum wage. This is undoubtedly a contributing factor to California’s historically high unemployment rate.

	Year
	Nominal 

Minimum Wage
	CPI

(1982–84 SYMBOL 61 \f "Symbol" 100)
	Real 

Minimum Wage

	1938
	$0.25
	14.1
	$1.77

	1944
	$0.25
	17.6
	$1.42

	1945
	$0.40
	18.0
	$2.22

	1949
	$0.40
	23.8
	$1.68

	1950
	$0.75
	24.1
	$3.11

	1955
	$0.75
	26.8
	$2.80

	1956
	$1.00
	27.2
	$3.68

	1960
	$1.00
	29.6
	$3.38

	1961
	$1.15
	29.9
	$3.85

	1962
	$1.25
	30.2
	$4.14

	1966
	$1.25
	32.4
	$3.86

	1967
	$1.40
	33.4
	$4.19

	1968
	$1.60
	34.8
	$4.60

	1973
	$1.60
	44.4
	$3.60

	1974
	$2.00
	49.3
	$4.06

	1976
	$2.30
	56.9
	$4.04

	1978
	$2.65
	65.2
	$4.06

	1979
	$2.90
	72.6
	$3.99

	1980
	$3.10
	82.4
	$3.75

	1981
	$3.35
	90.9
	$3.69

	1989
	$3.35
	124.0
	$2.70

	1990
	$3.80
	130.7
	$2.91

	1991
	$4.25
	135.2
	$3.12

	1992
	$4.25
	140.3
	$3.03

	1993
	$4.25
	144.5
	$2.94

	1994
	$4.25
	148.2
	$2.87

	1995
	$4.25
	152.4
	$2.79

	1996
	$4.75
	156.9
	$3.03

	1997
	$5.15
	160.5
	$3.21

	1998
	$5.15
	163.0
	$3.16

	1999
	$5.15
	166.6
	$3.09


Application 2: Squeezing Inflation Out of the Economy


The text briefly discusses the impact of inflation expectations on the Phillips Curve, but does not develop the analytics. This can be done easily enough in class, and helps students understand why policy-induced recessions are used to lower the rate of inflation. (You will notice that some hand waving is necessary to avoid bringing in the equation of exchange, which is not introduced until later in the text. The application similarly avoids spelling out any formal equation for the Phillips Curve.)


Consider an economy in which inflation has been steady at 13 percent per year for several years. Assuming that firms and households form their expectations on the basis of past experience (adaptive or backward-looking expectations), everyone will expect inflation for the coming year to be 13 percent. Thus, labor negotiations will ensure a 13 percent rise in wages. Firms expect their input costs to rise by 13 percent so they will raise their prices by 13 percent as well. Because prices are rising by 13 percent, so too is the demand for money. Therefore, the Fed must be increasing the money supply 13 percent per year as well. (This ignores the well-known fact that the income elasticity of money demand is less than 1.0. It’s not a serious flaw in the example.) In this scenario, inflation has no effect on output or employment: Both will be the same as in a noninflationary economy where everyone expects an inflation rate of zero. In both scenarios inflation has no effect on relative prices. The economy will tend to produce at full employment output and the unemployment rate will gravitate toward the natural rate.


Now, suppose the Fed wishes to break this cost-price spiral and bring down the rate of inflation. The only way to induce firms to raise prices by less than 13 percent is to create a situation where they are unable to sell all of their output at currently planned prices. Similarly, the only way to induce workers to accept less than a 13 percent rise in their wages is to create excess supply in the labor market, so that competition for scarce jobs will lead to a slower rate of wage growth. These conditions for price and wage restraint are exactly what occur in a recession. To create the recession, the Fed needs only to cut the growth rate of the money supply below 13 percent. Initially, with prices still rising at 13 percent, the demand for money will be rising faster than the supply of money causing the interest rate to rise and investment to fall. The result is a decline in aggregate expenditure and a decline in output, together with a slowing down of wage and price increases.


This is illustrated in the following diagram. Initially, the economy is at Point A, with the unemployment rate at UN (the natural rate) and an inflation rate of 13 percent. Now the Fed slows the growth rate of the money supply, say, to 8 percent. The resulting rise in the interest rate (not shown) causes output to fall. The economy moves to Point B, where the unemployment rate increases to U2 and the inflation rate drops to 10 percent. The economy has moved down along the “short-run Phillips Curve” marked Ph13 %, that shows the trade-off between unemployment and inflation for an economy in which individuals expect inflation of 13 percent.
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In the above diagram even though monetary growth has slowed to 8 percent, the actual inflation rate remains above this, at 10 percent. Remember that individuals are still expecting inflation of 13 percent. They believe that only by increasing their own prices and wages by 13 percent will they keep up with price hikes elsewhere in the economy. This in itself puts upward pressure on wages and prices. It is the recession—not a lowering of expectations—that brings about a lower rate of inflation in the short run. As long as individuals still expect inflation of 13 percent, prices and wages will continue to rise faster than the rate at which the money supply is growing.


Over time, however, if the recession endures and the inflation rate remains at 10 percent, individuals and firms will lower their expectations of inflation. They will then accept smaller increases in prices and wages, and this will bring down the actual rate of inflation. As the rate of inflation decreases, expectations of inflation will adjust downward once again. This downward spiral of lower inflation and lower expectations continues until the actual inflation rate comes down to the rate of money-supply growth, or 8 percent in this example. At this point, with the actual inflation rate equal to the rate that everyone expects, and wages and prices rising at 8 percent, the demand rate for money is growing at the same rate as the supply of money, so the economy can return to full employment output and its natural rate of unemployment, UN. This is shown as Point C in the diagram following.


Now that everyone expects inflation of 8 percent, and the actual inflation rate is 8 percent, the Fed can once again slow the rate of monetary growth to, say, 5 percent and the entire process will be repeated. This time, the economy will move along the short-run Phillips Curve marked Ph8 percent, as individuals and firms now expect inflation of 8 percent.
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In summary, inflation can be squeezed out of the economy by slowing the rate of money growth, engineering a recession, and bringing down the actual rate of inflation. In the short run inflation expectations remain constant. This moves the economy along a short-run Phillips Curve. Over the long run, as inflationary expectations decline, the short-term Phillips Curve shifts downward, and the economy returns to full employment with a lower rate of inflation.


One last point should be made here: Engineering a recession is certainly one way to squeeze inflation out of the economy, and it seems to be the method most often used in the United States and other market economics. (The most recent U.S. experience was in the early 1980s, when the Fed brought the rate of inflation down from 13 percent to 6 percent with a severe recession that brought the rate of unemployment up to a high of 10.8 percent.) Debate continues over the fairness of this method for “curing” inflation. Some believe that this method is unfair because the burden falls more heavily on those who lose their jobs, even though they are not responsible for causing the inflation in the first place. They believe that there are other cures for inflation, less painful and more equitable. Wage and price controls, designed to force price and wage restraint without necessitating a recession, have not been successful in the United States. There are other, as of yet, untried options. One of these options, called “tax-based income policies,” would use the tax system to reward those who show price and wage restraint and penalize those who do not. Whether this policy could be effective or not remains an open question. In the meantime, recession seems to be the method of choice for bringing down the rate of inflation.
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