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The Phi”iPs Curve

* In1958 AW. Phi”ips Publishcc] the results of his research on
the historical rc|ationshiP between the unemp]oyment rate
(u%) and the rate of inflation (7 %) in Great Britain. His
research indicated a stable inverse relationship between
theu% andthe 1%. Asu% |, 7% 1;andasu® 1, 7% | .

+ The imP]ication of this re]ationship was that Polictj makers
could exPloit the trade-off and reduce u% at the cost of
increased 7 %. The P|’1i”ips curve was used as a rationale
for the Keynesian aggregate demand Policics of the
mid-20th century.
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Problems with the original Phi”iPs
Curve model

+ Inthe 1970’ the United States exPcrienced both high u
% and 7%, a condition known as stagﬂation American
Nobel Prize economist Milton Friedman saw stagﬂation
as disProoF of the stable P[’li”ips Curve. Instead of a
trade-off between u®% & n %, Friedman and fellow
Nobel Prize rcciPient Edmund Pl‘le|P5 believed that the
natural u% (un%) was indcpcndcnt of the 7 %.

+ This inc]cpenc]ent re]atior\ship is now referred to as the
Long-run Phi]]ips Curve.
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The l_ong~run Phi”ips Curve
(LRPQO)

+ Because the Long-Run Phi”ips Curve exists
at the natural rate of unemplogment (un) s
structural changes inthe economy that
affect u, will also cause the LRPC to shift.

+ Increasesin unwi” shift LRPC >

+ Decreasesinu,_ will shift LRPC ¢

The Short-run Phi”ips Curve
(SRPQC)

- Today many economists rejcct the conce]:)t ofa
stable Phi”ips curve, but accept that there may bea
short-term trade-off between u% & 7 % givcn
stable inflation expectations\ Most believe that in
the [ong—run u®b & % are inécPcndcnt at the
natural rate of uncm]:)[ogment. Modern analysis
shows that the SRPC may shift left or right. The 1463
to undcrstandingshiFts inthe F’hi”iPs curve is
imqationarg cxPec’cationsl
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Reconciling the SRPC and LRPC
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Reconciling the SRPC and LRPC
(Text from Previous slide)

Assume that either the government or the central bank
enacts an cxPansionary Policg to reduce the
unemplogment rate below its natural rate at Point A.

In the short-run, assuming, the Poiicg is successful,
inflation occurs and uncmP|ogmcnt decreases as the
economy moves from Ato B.

In the lor\g—run, the inflation rate at B (1, %) becomes
the new cxPccted inflation rate (T’A%), and the economy

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

*

(Text from Prcvious 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 Point A

In the short-run, assumingthe Po|ic5 is successful,
disinflation occurs and unemP|oncnt increases as the
economy moves from Ato B.

In the |ong~run, the inflation rate at B (I] %) becomes the new
cxPectcﬂ inflation rate (v‘i%), and the economy, once again,

returns to tnc natural rate oF unernP|oncnt (Point Q.
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AD/AS and the Phi”ips Curve

- d-langcs inthe AS/AD model can also be seen in the PH”iPs
Curves

*  Aneasywayto understand how changes inthe AS/AD model
affect the Phi”ips Curve is to think of the two sets of graPhs as
mirror images.

*  NOTE: The 2 models are not cquivalcnt, The AS/AD model is
static, but the Phil'ips Curve includes change over time. Whereas
AS/AD shows one time changcs in the Pricc~|cvc| as inflation or
deflation, The Phi”ips curve illustrates continuous changc inthe

Price—levd as either increased inflation or disinflation.

17

AP Tips & Tricks

«  The natural rate of unemp|oyment (uy) and Full EmP‘ogment outPut
9 will be the same number in the economy.

+ Fullemploymentin the U.S. Is between 4-5% solong as there is
no cyc|ica| unemp|oyment present. Simi]ar[q, the natural rate or
uncmfﬂoﬂment (or the amount found when no cgciica|
unemP|oyment is Present is 4-5%).

The mirroring effectis an easy way to remember what is lﬂaPPening
in an economy and ]’ICIPS bridge the &p between the AD/AS model
and the PH“{PS Curve.

~  Ashiftin AD will result in a movement a]ongthe SRPC

~  Ashiftin SRAS will result in a shift alongti—we SRPC
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Increase in AD = UP & left along
the SRPC
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.2AD > .: GDPy1 & PL1 .: u%| & n%! .: up/left along SRPC
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Decrease in AD = Down & Right along
the SRPC
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SRAS 2 = SRPC €&
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Inflationary Expectations |, Input Prices |, Productivity 1,
Business Taxes |, and/or Deregulation

.:SRAS > .: GDPy1 & PL| .: u%| & %] .: SRPC < (Disinflation)
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SRAS € = SRPC 2
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Inflationary Expectations?, Input Prices?t, Productivity |,
Business Taxes?, and/or Increased Regulation

.:SRAS & .: GDP;| & PL! .: u%! & n%1 .: SRPC > (Stagflation)
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5ummar9

* Thereis a short-run trade off between u% & 1t %. This
is referred to as a short-run PI’?iIIiPS Curve (SRPC)

+ Inthe Iong—run, no trade-off exists between u% & 7 %.
This is referred to as the lor\g»run Phi”ips Curve
(LRPC)

+ The LRPC exists at the natural rate of uncmploymcnt
(u).
_u, T :LRPC>

_u, | sLRPC€
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Summary (Cont.)

* AAC AL, AG, and/or AX = A AD= A along
SRPC
_AD> . GDP 1 &PLT cu%l & n% 1 . up/leftalong SRPC
_AD€ :GDP L &PLL cu%1 & 1% | . down/right along SRPC

* AA lnﬂationarg Expectations, A Input Prices, A
Productivitg, A Business Taxes and/or A chu]ation
= A SRAS = A SRPC
_SRAS> :GDP 1 &PL| .u%l & n% | :SRPC €
_ SRAS € sGDP, L 6PL 1 .ux1 & 1% 1. SRPC>
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