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The Phi”ips Curve

* In1958 AW. Phi”i]:)s Publishec{ the results of his research on
the historical re|ation5|"|ip between the uncmP|onent rate
(u%) and the rate of inflation (7T %) in Great Britain. His
research indicated a stable inverse re|ations|1i|:> between
theu% andthe 7% Asu% |, t% 1;andasu® 1, 7% | .

+ The imphcation of this re|ationshi|3 was that Po|ic5 makers
could cxploit the trade-off and reduce u% at the cost of
increased 1 %. The P|"|i”ips curve was used as a rationale
for the Keynesian aggregate demand Po|icies of the

. th ~
mid-20 century.
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Problems with the original Phi”iPs
Curve model

+ Inthe 1970’ the United States cxPcricnccd both high u
% and 1%, a condition known as stagﬂation. American
Nobel Prize economist Milton Friedman saw stagﬂation
as clisprooF of the stable Phi“ips Curve. Instead of a
trade-off between u% & n %, Friedman and fellow
Nobel Prize reciPient Edmund Phe]Ps believed that the
natural u% (un%) was indepcndent of the n%.

¢

This indepenc[ent relationship is now referred to as the

Long-run Phi”iPs Curve.
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The Long-run Phi”il:)s Curve (LRPC)
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Note: The Natural rate of unemployment is held constant
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The Long-run Phi”ips Curve
(LRPC)

+ Because the Long-Run Phi”ips Curve exists

at the natural rate of uncmPlogmcnt (un),

structural changes in the economy that
affect u, will also cause the LRPC to shift.

+ Increases in unwill shift LRPC >
+ Decreases inu_ will shift LRPC «

The Short-run Phi”ips Curve (SRPC)

- Toclay many economists reject the conccPt ofa
stable P[‘xi”ips curve, but accept that there may bea
short-term trade-off between u% & % given stable
inflation cxPcctations. Most believe that in the ]ong—
runu% & % are inchcndent at the natural rate of
uncmplogmcnt. Modern ana]ysis shows that the
SRPC may shift left or right.

« The key to understanding shifts in the Phillips curve
is inﬂationarg expectationsl
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The Short-run Phi“ips Curve
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The Short-run Phi”ips Curve
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Reconciling the SRPC and LRPC

7% LRPC

%O

A
economy 'Qﬂ}!ﬂfp the natural
rate of unemployment (point C).
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Reconciling the SRPC and LRPC
(Text from Previous slicle)

« Assume that cither the government or the central bank
enacts an cxPansionarg POlICH to erUCC t}']C
uncmplogment rate below its natural rate at Point A.

+ Inthe short-run, assumingthe POhCH is successful,
inflation occurs and unemployment decreases as the
economy moves fromAtoB.

« Inthe |ong—run, the inflation rate at B (n] %) becomes
the new cxPcctcc] inflation rate (7r| %), and the economy

returns to the natural rate of uncmplogmcnt (Point Q).
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Reconciling the SRPC and LRPC

% LRPC Iritidcaiepuknn ihasiniiotigiiiede
emnumwuy
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the natural rate of
unemployment (point C).
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Reconciling the SRPC and LRPC

(Text from Previous slide)

+ Now assume that either the government or the central bank
enacts a contractionary Po]ic9 to reduce inflation from it’s
current rate at Poi nt A

+ Inthe short-run, assumingthe Policg is succcssfu[,
disinflation occurs and uncmplogmer\t increases as the
economy moves from A to B.

« Inthe long—run, the inflation rate at B (v‘ %) becomes the new
exPected inflation rate (r \%), and the economy, once again,

1
returns to the natural rate of uncmp|ogrncnt (Point Q.
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AD/AS and the Phi”ips Curve

- C.]ﬂangcs in the AS/AD model can also be seen in the Phi”ips

Curves

¢

An casy way to understand how c’ﬂangcs in the AS/AD model
affect the Phi”iPs Curve is to think of the two sets oFgraPhs as
mirror ImagCS.

NOTE: The 2 models are not cquiva|ent. The AS/AD model is
static, but the Phi”ips Curve includes cl"lar\ge over time. Whereas

¢

AS/AD shows one time cl"langes in the Price—lcve| as inflation or
deflation, The F”"li”ips curve illustrates continuous changc inthe

Price—]evel as either increased inflation or disinflation.
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AP TiPs & Tricks

+ The natural rate of unemplogmcnt (u) and Full Emploﬁment outPut
n
(Y;) will be the same number in the economy.
< Full emP[onent in the U.S. Is between 4-5%, so long as thereis
no cgchca] unemﬂoyment Present. Sim1'|ar]97 the natural rate or
uhemp|09mcnt (or the amount found when no cyc.h’ca[
unemP|oyment is Present is 4-5%).

* The mirroring effectis an easy way to remember what is happening in
an economy and l’]elPS bridge the gp between the AD/AS model and
the F’Hi“{PS Curve.

+ Ashiftin AD will result in a movement a|ong the SRPC
+ Ashiftin SRAS will result in a shift a]ong the SRPC
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Increase in AD = UP & left along
the SRPC

PL LRAS SRAS
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PLe

AD,
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C1,lgt, G1 and/or Xyt
.2AD > .: GDPy! & PL1 .1 u%| & n%1 .: up/left along SRPC
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Decrease in AD = Down & Right along
the SRPC
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.:AD € .: GDPg| & PL| .: %" & 7%/ .: down/right along SRPC
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SRAS 2 = SRPC €

SRAS %
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Inflationary Expectations |, Input Prices|, Productivity !,
Business Taxes |, and/or Deregulation

.:SRAS > .: GDPy} & PL| .: u%| & a%] .: SRPC < (Disinflation)

21

SRAS € =SRPC >
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Inflationary Expectations?, Input Prices?, Productivity |,
Business Taxest, and/or Increased Regulation

.:SRAS & .: GDPy| & PLT .: u%1 & 7% .: SRPC > (Stagflation)
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5ummar9

« There is a short-run trade off between u% & n %. This
is referred to as a short-run PI’]i”iPs Curve (SRPC)

+ Inthe ]ongrrun, no trade-off exists between u% & 7 %.
This is referred to as the [or\g—run Phi”ips Curve
(LRPQ)

+ The LRPC exists at the natural rate of uncmplogmcnt
(u).

_u 1 :LRPC>
_u L sLRPC &

2
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Summary (Cont.)

s AC Al AG, and/or AX, = A AD =
move a]ongSRPC

_AD>.GDP 1 &PLT ukl & 1% 1 . up/leftalong SRPC
_AD € :GDP | &PLL cu%1 & m% | . down/right along SRPC

* A lnﬂationar9 Expectations, A Input Prices, A
Productivitg, A Business Taxes and/or A Regu!ation
= A SRAS = Shift SRPC
_SRAS> . GDP 1 &PLL sud | & % | i SRPC €
_SRAS € :GDP ) &PL 1 :u%1 & 1% 1.:SRPC >
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