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BASIC ECONOMIC ISSUES



Unit 25: The Unemployment-Inflation 

Tradeoff
▫ Phillip curve: unemployment-inflation tradeoff.

▫ 1958:  A.W. Phillips showed that nominal wage 
growth was negatively correlated with 
unemployment in the U.K.  



Unit 25 The Unemployment-Inflation 

Tradeoff
• Why might an inflation-unemployment tradeoff 

exist?

▫ When economy is in a situation where aggregate 
demand and aggregate supply are meeting at 
potential GDP and aggregate demand then 
increases still further, unemployment is likely to 
be low, but there is a greater chance of too many 
dollar chasing too few goods and inflation 
resulting.



Why might an inflation-unemployment 

tradeoff exist?
• Conversely, when aggregate demand and 

aggregate supply are resulting in a level of 
output below potential output, unemployment is 
likely to be higher, but with a low level of 
aggregate demand in the economy, inflation isn’t 
much of a risk.



Deriving Phillips Curve with Agg. 

Supply and Agg. Demand
• Aggregate Demand Curve
• A: Agg. demand high, 

big increase in P (i.e., 
high inflation), 
high output, low 
unemployment.

• B: Agg. demand low, 
small increase in P (i.e., 
low inflation), 
low output, high 
unemployment.
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Phillips Curve in the U.S.



What of the tradeoff?

Phillips Curve for U.S. Economy,1960-2001



Response to the Tradeoff

• Downward sloping Phillips curve is a short term 
relationship.

• In the long run, cyclical unemployment would 
come and go, but the basic underlying level of 
the nature rate of unemployment would remain.



Long-Run Phillips Curve

Year U-rate Inflation

1963 5.7% 2.5%

1972 5.6% 4.4%

1974 5.6% 11%

1990 5.5% 5.4%

1994 5.6% 2.5%

2004 5.5% 2.7% u-rate

inflation

Natural rate of 
unemployment

low 
inflation

high 
inflation



The Vertical Long-Run Phillips Curve

u-rate

inflation

In the long run, faster money growth only causes 
faster inflation.  
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The Phillips Curve Equation

Short run  
Fed can reduce u-rate below the natural u-rate 
by making inflation greater than expected.

Long run
Expectations catch up to reality, 
u-rate goes back to natural u-rate whether inflation 
is high or low.  
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How Expected Inflation Shifts the PC
Initially, expected & 

actual inflation = 3%,
unemployment =

natural rate (6%). 

Fed makes inflation 
2% higher than expected, 
u-rate falls to 4%.  

In the long run, 
expected inflation 
increases to 5%, 
PC shifts upward, 
unemployment returns to 
its natural rate. 
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Natural rate of unemployment = 5%
Expected inflation = 2%
In PC equation, a = 0.5

A. Plot the long-run Phillips curve.

B. Find the u-rate for each of these values of actual 

inflation:  0%, 6%.  Sketch the short-run PC.

C. Suppose expected inflation rises to 4%.  

Repeat part B. 

D. Instead, suppose the natural rate falls to 4%.  Draw 

the new long-run Phillips curve, 

then repeat part B. 

A numerical example

13



Answers
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Differences in Keynesian and 

Neoclassical Economists
• Keynesian economists emphasize that the 

macroeconomy is subject to a failure to 
coordinate aggregate demand and aggregate 
supply.

▫ Fear that  macroeconomy is inherently unstable.

▫ Fear that the economy may stuck below the 
potential GDP level of output with high 
unemployment for a long time without 
government intervention.



Differences in Keynesian and 

Neoclassical Economists
• Neoclassical economists tend to emphasize that 

the economy does adjust toward potential 
output over time.

▫ Believe that a modern macroeconomy is 
inherently stable. Fluctuation is an adjustment 
process to the new technologies.

▫ Active government intervention causes as much 
harm as good.

▫ Believe in fighting inflation since inflation 
provides no reduction in unemployment.



Two Sides Agree on…

• Both believe in natural rate of unemployment

• Both are open to redesign of the institutions that 
affects the incentives to hire and work to reduce 
the natural rate of unemployment

• Low inflation lays a better groundwork for 
making long-term plans for investment

• Lower unemployment also help growth



Both Sides also Agree that…

• There is no necessary conflict between the view that 
over the long-run of several decades, economic 
growth is what matters, but a country should seek to 
minimize the extremes of economic cycle.

• Some of the disagreements comes down less to 
matters of economic insights than to political 
judgments about the effectiveness of government .

• All schools of macroeconomics can use the basic 
framework  of agg. supply and agg. demand to argue 
their case.
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Another PC Shifter:  Supply Shocks

• Supply shock:  
an event that directly alters firms’ costs and 
prices, shifting the AS and PC curves  

• Example:  large increase in oil prices  



How an Adverse Supply Shock Shifts the PC
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inflatio
n

SRAS shifts left, prices rise, output & employment fall.
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The 1970s Oil Price Shocks

The Fed chose to 
accommodate the 
first shock in 1973 
with faster money growth.

Result:  
Higher expected inflation, 
which further shifted PC.  

1979:  
Oil prices surged again, 
worsening the Fed’s tradeoff.  

38.001/1981

32.501/1980

14.851/1979

10.111/1974

$ 3.561/1973

Oil price per barrel



The 1970s Oil Price Shocks
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The Cost of Reducing Inflation

• Disinflation:  a reduction in the inflation rate 

• To reduce inflation, 
Fed must slow the rate of money growth, 
which reduces agg demand.

• Short run:  
Output falls and unemployment rises.  

• Long run:  
Output & unemployment return to their natural 
rates.  



25

Disinflationary Monetary Policy

Contractionary monetary 
policy moves economy 
from A to B.

Over time, 
expected inflation falls, 
PC shifts downward.

In the long run, 
point C:  
the natural rate 
of unemployment, 
lower inflation.  
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The Cost of Reducing Inflation

• Disinflation requires enduring a period of 
high unemployment and low output. 

• Sacrifice ratio:  
percentage points of annual output lost 
per 1 percentage point reduction in inflation

• Typical estimate of the sacrifice ratio:  5

▫ To reduce inflation rate 1%, 
must sacrifice 5% of a year’s output. 

• Can spread cost over time, e.g. 
To reduce inflation by 6%, can either
▫ sacrifice 30% of GDP for one year
▫ sacrifice 10% of GDP for three years



Rational Expectations, Costless Disinflation?

• Rational expectations:  a theory according to 
which people optimally use all the information 
they have, including info about govt policies, 
when forecasting the future  

• Early proponents:  
Robert Lucas, Thomas Sargent, Robert Barro

• Implied that disinflation could be much less 
costly…



Rational Expectations, Costless Disinflation?

• Suppose the Fed convinces everyone it is 
committed to reducing inflation.

• Then, expected inflation falls, 
the short-run PC shifts downward. 

• Result:  
Disinflations can cause less unemployment 
than the traditional sacrifice ratio predicts.  



The Volcker Disinflation

Fed Chairman Paul Volcker
▫ Appointed in late 1979 under high inflation & 

unemployment

▫ Changed Fed policy to disinflation

1981-1984:  
▫ Fiscal policy was expansionary, 

so Fed policy had to be very contractionary
to reduce inflation.

▫ Success:  Inflation fell from 10% to 4%,
but at the cost of high unemployment…



The Volcker Disinflation
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The Greenspan Era

• 1986:  Oil prices fell 50%.
• 1989-90:  

Unemployment fell, inflation rose.  
Fed raised interest rates, caused a 
mild recession.

• 1990s:  
Unemployment and inflation fell.

• 2001:  Negative demand shocks 
created the first recession in a decade.  
Policymakers responded with expansionary monetary 
and fiscal policy.  

Alan Greenspan 
Chair of FOMC, 

Aug 1987 – Jan 2006



The Greenspan Era
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Ben Bernanke’s challenges

• Aggregate demand shocks:

▫ Subprime mortgage crisis, falling housing prices, 
widespread foreclosures, financial sector troubles.  

• Aggregate supply shocks:

▫ Rising prices of food/agricultural commodities, e.g.,

Corn per bushel:  $2.10 in 2005-06, $5.76 in 5/2008

▫ Rising oil prices

Oil per barrel:  $35 in 2/2004, $134 in 6/2008

• From 6/2007 to 9/2009, 

▫ unemployment rose from 4.6% to 10.0%



Unit 26: Fiscal Policy and Budget 

Deficit
• Fiscal policy is one of the two main tool of 

macroeconomics, involves tax and spending 
policy.

• U.S. federal budget alone is 6% of world GDP



Government Budget around the World



Categories of Federal Spending



Overall Federal Spending



Defense Spending (% of GDP)



Categories of Federal Spending



Federal Taxes



Federal Taxes



Questions about Federal Budget

• Why is Social Security included?

▫ Run by a separate trust fund

• What are state and local spending left out?

▫ Amount more than half of the Fed’s spending

▫ Focus on education, criminal correction



Budget Deficit



Government Borrowing

• Government bond: bond issued by a national 
government denominated in the country's 
own currency

• Risk-free bond

▫ 1998 Ruble Crisis

▫ “Soft” default



Relationship Between Fiscal Policy and 

Four Main Goals
• Because of the saving and investment identity, 

government spending affects the funds available 
for investment in physical capital. Central to 
build human capital and to provide investment 
for technology.



Relationship Between Fiscal Policy and 

Four Main Goals
• Fiscal policy can be used to address different 

kinds of unemployment. Redesigning the tax 
burden on employers or spending subsidies for 
unemployed might reduced structural 
unemployment. In recession, spending more or 
taxing less could pump up aggregate demand 
and reduce cyclical unemployment.



Relationship Between Fiscal Policy and 

Four Main Goals
• Fiscal policy can be used to reduced aggregate 

demand and bring down inflation.



Relationship Between Fiscal Policy and 

Four Main Goals
• Government borrowing and saving is part of the 

national saving and investment identity and 
affects how an economy draws in foreign 
investment funds from other countries. This 
decides the trade deficit.



Unit 27: Countercyclical Fiscal Policy

• Fiscal policy can be used to affect aggregate 
demand in an economy and, thus, to affect 
cyclical unemployment. 



Two Types of Fiscal Policy

• Fiscal policy can expand or reduce aggregate 
demand. 

▫ Expansionary or loose macroeconomic policy 
is a policy to increase aggregate demand .

▫ Contractionary or tight macroeconomic policy 
is a policy to reduce aggregate demand. 



Countercyclical Fiscal Policy

• Countercyclical fiscal policy is the practice of 
having fiscal policy counterbalance the business 
cycle of recession and recovery. 

▫ Expansionary: If the economy is in a recession, 
producing less than potential output.

▫ Contractionary: If the economy is producing at 
or above its potential GDP 



Countercyclical Fiscal Policy

• “"If the Treasury were to fill old bottles 
with bank-notes, bury them at suitable 
depths in disused coal-mines which are 
then filled up to the surface with town 
rubbish, and leave it to private enterprise 
on well-tried principles of laissez-faire to 
dig the notes up again, there need be no 
more unemployment and, with the help of 
repercussions, the real income of the 
community, and its capital wealth, would 
probably become a good deal greater than 
it actually is.“ – John Maynard Keynes



Fiscal Policy

• Fiscal policy can be used to address cyclical 
unemployment. In recession, spending more or 
taxing less could pump up aggregate demand 
and reduce cyclical unemployment. 



Fiscal Policy

• The design of tax and spending policies, as well 
as other regulations, can increase or reduce 
structural unemployment. 

• Reducing aggregate demand will bring down 
inflation.



Implementing Fiscal Policy

• Automatic stabilizers refers to the property of 
taxes and certain government spending 
programs that they adjust automatically to help 
stimulate aggregate demand when the economy 
is declining and to hold down aggregate demand 
as the economy is expanding. 



Examples of Automatic Stabilizer

• Taxes naturally rise as the economy grows and 
shrink as the economy contracts, acting as 
automatic stabilizers.

• A number of government spending programs 
that are aimed at those with low incomes or the 
unemployed tend to expand during recessions 
and contract during economic upswings, again 
acting as automatic stabilizers.



Effect of Automatic Stabilizer

• These automatic stabilizer properties, especially 
for taxes, are fairly clear in the U.S. 
macroeconomic experience of the late 1990s and 
early 2000s.



Discretionary Countercyclical Fiscal 

Policy
• Controversy over whether Congress should go 

further and attempt to enact additional 
discretionary countercyclical fiscal policies.

• Conceiving, enacting, and seeing the effects of fiscal 
policy might take 18 months or more, at which time, 
the economic problem may be different.

• Fiscal policy can have a range of effects other than 
just moving aggregate demand: for example, on 
investment, imports, savings, and the price level.



Discretionary Countercyclical Fiscal 

Policy
• Politicians are often willing  to take the advice of 

stimulating aggregate demand in recession, but 
it is often quite difficult for politicians to run 
tight fiscal policies during economic upswings. 

• Monetary policies, run by the Federal Reserve, 
offer an alternative policy for short-term 
management of aggregate demand, which makes 
using discretionary fiscal policy for this purpose 
less attractive.



Recent Examples of Discretionary  

Countercyclical Fiscal Policy
• Economic Stimulus Act of 2008

• American Recovery and Reinvestment Act of 
2009



Summary

• The theory of countercyclical fiscal policy takes 
no side at all in the dispute over higher or lower 
taxes or higher or lower government spending.

▫ Expansionary fiscal policy can be conducted with 
either tax cuts or spending increases.

▫ Contractionary fiscal policy can be conducted with 
either tax increases or spending cuts. 



Unit 28: Budget Deficit and National 

Saving
• Government borrowing is a part of national 

saving, as illustrated by the national savings and 
investment identity.

• Demand for investment funds = Supply of 
investment funds 

• I + (G – T) = S + (M – X)

• Investment + (Government spending – Taxes) = 
private Saving + (iMports – eXports).



Different Measures of Saving

• National saving: The total income in the 
economy that remains after paying for 
consumption and government spending.

SN = Y – C – G 
• Private saving: The income that households have 

left after paying for taxes and consumption
SH = Y – T – C 

• Public saving: The tax revenue that the 
government has left after paying for its spending

SG = T – G 



Budget Deficit and National Saving

• The national savings and investment identity, as 
discussed in Unit Twenty-Three, shows that if 
government borrowing rises, then some 
combination of three things must happen, so 
that quantity demanded and quantity supplied 
of financial savings will be equal: private saving 
rises, private investment falls, or the trade deficit 
increases. 



Budget Deficit and National Saving

• Ricardian equivalence: a rise in government 
borrowing will cause an offsetting rise in private 
saving.

• World Bank study shows

▫ Sometimes it holds (about 50% of government 
borrowing are offset by private saving) 

▫ Doesn’t hold in the U.S.



Budget Deficit and National Saving



Budget Deficit and Investment

• Crowding out effect: More government 
borrowing reduces funds available for private 
investment, while less government borrowing 
increases funds for private investment. Private 
investment and government borrowing often do 
seem to move in opposite directions. 



Budget Deficit and Investment



Budget Deficit and Investment

• Crowding in effect: more government 
borrowing draws in additional foreign 
investment, which means a larger trade deficit.



Government Borrowing

• Government borrowing for a few years, in a 
large, rich economy such as that of the United 
States, doesn’t pose a large problem. But 
government borrowing over the long run can 
have negative effects.

• In the short run of a few years, there is little 
reason to worry about the macroeconomic 
consequences of budget deficits, especially if the 
economy seems to be operating below potential 
GDP.



Government Borrowing

• A deficit is government borrowing that happens 
in a single year. The debt is the accumulation of 
that borrowing over a number of years. In the 
short run of a few years, there is little reason to 
worry about the macroeconomic consequences 
of budget deficits, especially if the economy 
seems to be operating below potential GDP.



Government Debt
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Comparisons on Public Debt



Healthcare Spending Projection



Projected Government Debt
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What to do with Budget Deficit



What to do with Budget Deficit

• Reducing government spending seems unlikely 
in the long run. The most aggressive plans for 
Social Security and Medicare are about holding 
down their rate of growth, not actually reducing 
their spending.

• Increasing taxes is possible, but federal taxes 
have long been in the range of 17–19% of GDP, 
and it seems politically implausible that they will 
increase sharply outside that range.



What to do with Budget Deficit

• One set of proposals provides incentives for 
additional saving in the form of reducing taxes 
on the rate of return. These policies have 
increased the amount of money in certain tax-
favored accounts but have not increased overall 
private saving. 

• Proposals for mandatory or strongly encouraged 
savings accounts are on the table for discussion.



Summary

• It seems as if none of the options is likely. 
Spending won’t fall. Neither taxes nor private 
saving will rise by much. But the resulting 
deficits from this scenario are unimaginably 
large, as well.


