
 

Week 3 – Inflation, the labour market and the business cycle 

 

Hyperinflation – where there is a sustained extremely high and rapidly accelerating rate of inflation – and 

enormous economic and social disruption as a consequence 

 

Costs of inflation 

 Not everyone will experience an increase in their money income or the nominal value of their wealth 

at the same rate as prices are rising (e.g. self-funded retiree) 

 Money balances held in the form of cash as notes and coins are fixed in nominal values; inflation 

erodes the real value of that asset. 

 Menu costs – in times of inflation a restaurant will need to change prices more frequently. This will 

involve staff time and printing costs, etc. 

 Bracket creep – as inflation increases nominal income (but not real income), taxpayers are pushed into 

income brackets to which higher tax rates apply. 

 Inefficiency in resource allocation – inflation introduces ‘noise’ and confusion into the market 

economy, making it more difficult for firms and households to identify and interpret market signals. 

 Redistribution of wealth – inflation means that the real value of what is borrowed and therefore what 

is repaid, will fall. 

 

Labour Force Survey 

Employed (E) – people who are working for at least 1 hour a week 

Unemployed (U) – people who are not working (i.e. not employed) but wishes to work and is actively seeking 

work 

Labour Force (LF) – the sum of the number employed and the number unemployed (it is a measure of labour 

supply) 

Unemployment rate (u) = 
𝑁𝑢𝑚𝑏𝑒𝑟 𝑢𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑

𝑆𝑖𝑧𝑒 𝑜𝑓 𝑡ℎ𝑒 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑐𝑒
 × 100 

Participation rate = 
𝐿𝑎𝑏𝑜𝑢𝑟 𝐹𝑜𝑟𝑐𝑒

𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝑎𝑔𝑒 𝑝𝑜𝑝𝑢𝑙𝑎𝑡𝑖𝑜𝑛
× 100 

Employment Population ratio = 
𝑁𝑢𝑚𝑏𝑒𝑟 𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑

𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝑎𝑔𝑒 𝑝𝑜𝑝𝑢𝑙𝑎𝑡𝑖𝑜𝑛
× 100 

 

Discouraged worker – someone who is not searching for work under the current business cycle conditions, 

but otherwise would have been searching if the chances of obtaining an acceptable job were sufficiently high. 

 

 

 

Working age population 

 

 

 

Types of unemployment 

Natural unemployment (u*) – unemployment which exists independently of the economic cycle 

Frictional unemployment – the unemployment which exists in any economy due to people being in 

the process of moving from one job to another 

Structural unemployment – those who are unemployed due to a mismatching between available 

workers and their characteristics and job vacancies and their requirements. The mismatching may be 

based on 

• Skills and education 

• Geographic location 

• Personal characteristics (perhaps related to discrimination) 

Cyclical unemployment (u–u*) – unemployment that relates to the cyclical trends in growth and production 

that occur within the business cycle 

 Cyclical unemployment in period t = 𝑢𝑡 − 𝑢𝑡
∗. This is known as the unemployment gap.
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Week 5 – Keynesian model of output in the short-run (two-sector model) 

 

The Keynesian model of aggregate output 

Assumptions 

 Firms operate in the short-run, so the capital stock and the ‘technology’ in use is given. 

 There is unemployed labour and spare capacity 

 Actual output may be less or equal to potential output, which is given 

 Demand can change for a given level of Y; it will also change whenever Y changes 

 Firms respond to fluctuations in demand by varying their output 

 Prices are fixed and do not change, even if there is an excess supply or excess demand for labour or 

output 

Planned aggregate expenditure (PAE) – total planned spending on final goods and services produced in the 

economy (measured in real terms) 

Decision rule: 

 Expand Y if PAE > Y (as stocks are falling) 

 Reduce Y if PAE < Y (as stocks are rising) 

 Leave Y unchanged if PAE = Y (as stocks are neither rising nor falling) 

 

PAE itself depends, at least in part, on the level of Y. 

The general equation: 

𝑃𝐴𝐸 = 𝑎 + 𝑏𝑌, where 𝑎 > 0 and 0 < 𝑏 < 1 

 

The Keynesian Cross 

 
 

Significance of the 45° line 

   It divides the space into an area 

where PAE is greater than Y and 

an area where PAE is less than Y. 

Shows points in the space 

where Y and PAE can be equal. 



 

Some possible shocks to the economy via a shock to AD include: 

A fall in G (given taxes) 

 
Central bank intervention to lower inflation. 

 

 
Assume we begin in long-run equilibrium.  

 

A fall in G shifts the AD curve to the left and 

there will be a new short-run equilibrium at 

point B where the new AD curve (AD1) 

intersects the SRAS curve. 

But at B, there is now a contractionary gap, as 

firms are producing less than potential output 

(associated with this 𝑢 will be above 𝑢∗), and 

this will induce  

1. a fall in interest rates and a movement 

along the AD curve, and 

2. a fall in the rate of inflation and a shift 

down in the SRAS curve. 

As inflation falls, AD and output will rise (𝑢 

will fall) until eventually we reach a long-run 

equilibrium (at point C). 

 

Sometimes with inflation at a high rate, even 

with the economy at potential output and in 

long-run equilibrium, a central bank may decide 

to reduce inflation to a lower level and to 

achieve that they will raise interest rates. So the 

central bank will be shifting its policy reaction 

function upwards. 

Assume we commence in equilibrium at point 

A. 

The effect and intention of the tighter monetary 

policy is to shift the AD curve to the left to AD1. 

This causes a movement to the left along the 

SRAS as firms adjust their output to a new 

lower level. 

The economy moves to a new short-run 

equilibrium at point B and a lower level of 

output Y1 (and 𝑢 above 𝑢∗). 

The central bank has deliberately (as a matter of 

policy) caused a contractionary gap to appear 

and has caused unemployment to rise above the 

natural rate. 

Eventually, given the excess of 𝑌∗ over 𝑌, the 

rate of inflation will decline and the economy 

will move to point C at the potential output 

level, but with lower inflation. 

 

 


