Lecture Eighteen:
Monetarism, Adaptive Expectations, and Phillips Curve Analysis 

{Monetarist Supply-Side, Neutrality of Money, Monetarist Labor Market, Accelarationist Hypothesis, Error-Learning Specification of Adaptive Expectations, Full-Employment, NAIRU, Phillips Curve}

Monetarism II

2
Monetarist Policy Conclusion: Stable Money or Stable Money Growth

1.
Monetarist Model:


i.
Stable Private Sector YD

ii.
Auction view of labor market
2.
Stable Private Sector YD

i.
Reformulation of the Quantity Theory ( Stable MD Function


ii.
Highly sensitive private sector demand to r.


iii.
Implication/Result ( Nominal M determines position of YD curve.

3.
Labor Market


i.
Flexible W

ii.
P information asymmetries.
4.
Policy Conclusion


i.
Stable M leads to stable YD leads to stable P and consistent Pe.


ii.
In a dynamic sense, the policy conclusion is to have a stable rate of money growth leading to a stable rate of inflation and consistent inflation expectations.

iii.
If price expectations are consistent, then there will be neutrality of money. 

5.
Short Run versus Long Run


i.
Short Run: neutrality of money can break down if price/inflation expectations are inconsistent.  Can have over- or under-employment

ii.
Long Run: time period in which price/inflation expectations are consistent and money is neutral.  Always at full employment

iii.
thus, if the money growth rate is stable, and the rate of inflation is stable, then the short run non-neuatrality effects (i.e., cyclical variations) will be minimized.
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Labor Market Considerations.

1.
Short run impediments to W adjustments:

i.
Monetarists accept that money wages can be sticky downwards for a time when there is unemployment.



ii.
But that eventually, the applications of unemployed workers willing to work for a lower money wage will remove the ability of existing workers from holding the higher money wage.


ii.
Price information asymmetry is the greater cause preventing W adjustment.
3.
Thus, policy instability inhibits the self-adjusting (stable) behavior of private individuals.


i.
increases in money growth that cause accelerating inflation (inflation is changing up) can produce periods of overemployment.


ii.
money growth policy that cause deflation (or disinflation) at an increasing rate can produce periods of unemployment.


iii.
This is the accelerationist hypothesis.  Policies are causing changes faster than the private sector is able to react.

4.
Unexpected Inflation


i.
In the monetarist model, the individuals expectations of the price level (or the change in the price level: inflation) are again backward looking.


ii.
Individuals make their decisions based on expected inflation, thus, unexpected inflation can alter behaviors.


iii.
In the case of accelerating inflation, workers don’t connect the increase in money wage rates to increases in the price level, and thus increase their level of labor supply.
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We call the backward looking expectations adaptive expectations.

1.
Adaptive expectations of the inflation rate can be modeled as an average of past levels of inflation rates. Distributive Lag Specification


i.
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2.
Or, we can model adaptive expectations as an error-learning specification

i.
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ii.
in this, the reaction-response coefficient, b, indicates the speed of adjustment to the expectation error.

3.
Using the error-learning specification, we see that the monetary authority can cause systematic and persistent errors in predictions.


i.
if 0<b<1 then expectations will never catch up as long as the increase in inflation persists at the same or an accelerating rate.


ii.
if b=1 then the monetary authority must continuously increase inflation.  To outpace updating expectations, there must be accelerating inflation.

iii.
if b=0 then expectations equal the current inflation rate.

5
Monetarists vs. Neo-Keynesians
1.
We see that the price expectations of the Neo-Keynesians and the Monetarists are essentially the same (backward looking).

2.
Effects in the labor market are also essentially the same: either due to contract or information asymmetries money wages do not adjust as quickly as commodity prices (( short run YS is not vertical; short run non-neutrality of money).  For monetarists, wage rigidities are short-lived, so the major cause of a non-vertical AS is P information asymmetries.
3.
The difference is in the slopes and stability of the IS and LM curves
2
Suppose we start at full-employment.
1.
N* represents full-employment which coincides with the full-employment level of output, Y*. And the unemployment rate is U*.

2.
Monetarists believe that monetary policy can move the economy away from full-employment in the short run by creating unexpected inflation or disinflation.


i.
unexpected inflation ( overemployment


ii.
unexpected disinflation or deflation ( underemployment

3.
To maintain an employment rate above full employment, the monetary authority must continuously increase money growth.


i.
to maintain the high level of employment, employees must continue to expect a price level below the actual price level.


ii.
thus, the price level must continuously rise to produce this misprediction.

4.
U* can then be referred to as the nonaccelarating inflation rate of unemployment or the natural rate of unemployment.
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Phillips Curve maps the relationship between the rates of inflation and unemployment.
1.
Suppose both the inflation rate and the expected inflation is zero percent and the unemployment rate is 6%

i.
that is 
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ii.
supposing money growth has been stable at 3% for sometime.

2.
Then, suppose the monetary authority wishes to decrease unemployment.


i.
they increase money growth to 5%


ii.
there is then unexpected inflation of 2%

iii.
now, in the labor market (fig. 11.) employers demand more employees because the real wage is dropping due to the increasing price level.


iv.
the increased demand for employees drive up the money wage, thus, laborers expecting 0% inflation incorrectly perceive the increase in the money wage as an increase in the real wage.


v.
We then have a short run Phillips Curve associated with the expected inflation rate that shows an inflation-unemployment trade-off.

3.
But, workers will adapt their expectations and begin to expect an inflation rate of 2%.


i.
Thus, workers demand higher money wages to provide the high level of labor supply.


ii.
As the money wage increases, the real wage increases and the level of labor demand drops.

`
iii.
Then, at the money growth rate producing 2% inflation, the unemployment rate is back to 6%

iv.
Thus, the short run Phillips Curve has shifted out.

4.
To again lower unemployment, the monetary authority must cause unexpected inflation again.  

i.
The same process will unfold, until the higher inflation is again associated with 6% unemployment

ii.
We see then, that there is a vertical long run Phillips Curve.

iii.
The long run Phillips curve can be defined as the Phillips Curve once expectations have time to adjust.

iv.
In order to continue to have unemployment below 6%, inflation must continuously accelerate so that expectations cannot keep up; thus the term nonaccelerating inflation rate of unemployment (NAIRU). 

10
Noninverventionist Policy Implication
1.
Trying to reduce unemployment only leads to higher inflation in the long run

2.
Then, to try and reduce the inflation, the economy must go through periods of high unemployment.

3.
Thus, monetarists believe the monetary authority should not intervene to reduce unemployment.


i.
Assumptions of self-correcting markets and private sector stability are behind this policy conclusion.


ii.
First, monetarists believe stickiness in money wages is short-lived and the labor market will quickly correct.


iii.
Second, monetarists believe autonomous liquidity preference is stable and interest-elasticity of money demand is very inelastic and stable (money demand stability) so speculative wealth adjustments between liquid and illiquid assets are limited.


iv.
Third, the extreme sensitivity of investment spending to the interest rate and stable autonomous investment spending (stable and highly elastic investment demand) limits the impact of the product market on the level of aggregate demand. 
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