Lecture Twenty:
Inflation and Unemployment in the Neo-Keynesian Model

{Phillips Curve, Interventionist Policies}

Neo-Keynesian Equilibrium III
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The Phillips Curve in Neo-Keynesian economics
1.
The Neo-Keynesians also consider a short-run trade-off between unemployment and inflation.

i.
That is, in the short-run, policy makers can boost employment above N*, full-employment, and output above the full-employment level of output, Y*. 

ii.
Thus, the unemployment rate drops below U*.

2.
To boost the employment level, as in the Monetarist case, the aggregate demand curve must be shifted right.  

i.
Monetarists believe that only monetary policy can affect aggregate demand.


ii.
In the Neo-Keynesian view, monetary or fiscal policy can be used. 


iii.
Furthermore, Neo-Keynesians believe private sector YD is volatile.   Thus, autonomous investment, autonomous consumption, and autonomous liquidity preference can shift YD.
iv.
The increasing aggregate demand causes increases in the price level, the faster AD grows the faster the price level rises ( the higher inflation.

3.
Higher rates of inflation are consistent with lower unemployment rates ( downward sloping Phillips Curve.

i.
This is once again because of information asymmetries and backward looking expectations. 

ii.
Employers know the price ( labor demand out.

iii.
Employees are slow to change predictions ( labor supply constant.
iv.
For Neo-Keynesians, sticky wages can also lead to the inflation-unemployment trade-off. 

4.
To maintain an employment above full employment, policy must continuously increase aggregate demand.


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.


iii.
Therefore, in the Neo-Keynesian model, the long run Phillips curve is also vertical.

5.
U* can again be referred to as the nonaccelarating inflation rate of unemployment or the natural rate of unemployment.


i.
As employee predictions adapt to higher inflation rates, the AS curve will shift left with the labor supply curve.
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Neo-Keynesians vs. Monetarists
1.
Possible expansionary policy tools.


i.
Monetarists only monetary policy.


ii.
Neo-Keynesians monetary and fiscal policy.

2.
Monetarists believe government should not intervene to reduce unemployment: target the inflation rate.


i.
Can only reduce unemployment in the short run and in the long run will cause high inflation. 


ii.
The private sector is inherently stable, thus, government causes instability. 

3.
Neo-Keynesians believe government should intervene to stabilize unemployment: target unemployment.


i.
Aggregate Demand Management Policy cannot alter the long-run unemployment rate (the NAIRU), but can keep the unemployment rate around the NAIRU in the short run.


ii.
This role arises from the inherent instability of aggregate demand.


iii.
For monetarists, even if investment spending is unstable, the impact on AD will be minimal due to the steepness of the LM and flatness of the IS


iv.
Also, monetarist do not see YD instability coming from money demand instability.
v.
Since Keynesians perceive a steeper IS and flatter LM then due the monetarists, instability in investment spending can cause instability in equilibrium output.

4.
Neo-Keynesians accept that the eventual long-run movement from an exogenous shift in YD will be back to the NAIRU, they believe it will take time due to downward stickiness in wages and price info asymmetries. 

5.
Long-run growth

i.
To increase the full-employment level of output, both monetarists and neo-Keynesians promote supply-side strategies.


ii.
Incentives to increase investment.


iii.
Programs to increase the skill-set of the labor force. 


































