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Introduction

If The Inflation Rate Were Allowed To Rise, In The Short-run, The Phillips Curve Would
Predict Which specific relationship between inflation and unemployment? This question touches
the core of macroeconomic theory, particularly the trade-off between inflation and unemployment
that policymakers and economists have long debated. The Phillips Curve, first introduced by
economist A.W. Phillips in 1958, suggests an inverse relationship between inflation and
unemployment in the short term. However, this relationship is complex and subject to various
interpretations, especially when considering the effects of rising inflation. This article explores what
the Phillips Curve predicts under conditions of increasing inflation, how it influences unemployment
outcomes in the short run, and the implications for economic policy.

Understanding the Phillips Curve

Historical Origins and Concept

The Phillips Curve originated from empirical observations made by A.W. Phillips, who noted an
inverse relationship between wage inflation and unemployment in the United Kingdom from 1861 to
1957. Later, economists extended this to price inflation and unemployment, suggesting that
policymakers could choose a trade-off between inflation and unemployment in the short run.

Short-Run vs. Long-Run Phillips Curve

e Short-Run Phillips Curve: Represents a trade-off where, generally, higher inflation
correlates with lower unemployment, and vice versa.

e Long-Run Phillips Curve: Suggests no trade-off exists in the long term; inflation
expectations adjust, and unemployment returns to its natural rate.

The Mechanics of Rising Inflation and Its Short-Run
Effects



Demand-Pull Inflation and Its Impact

When inflation rises due to increased demand (demand-pull inflation), businesses respond by raising
prices. This increased demand can temporarily reduce unemployment because firms hire more
workers to meet higher demand, thus shrinking the unemployment rate.

Cost-Push Inflation and Its Effects

In cases where inflation results from rising production costs (cost-push inflation), the relationship
becomes more complex. This scenario may lead to stagflation—a situation with rising inflation and
stagnant or rising unemployment—challenging the simple inverse relationship predicted by the
Phillips Curve.

What Does the Phillips Curve Predict When Inflation
Rises?

Short-Run Predictions of the Phillips Curve

In the short run, if the inflation rate is allowed to rise, the Phillips Curve predicts a decrease in
unemployment. This is because, according to the classic Phillips Curve model, higher inflation is
associated with a higher level of economic activity, which in turn reduces unemployment.

Graphical Illustration

Imagine the Phillips Curve as a downward-sloping curve on a graph with inflation on the vertical axis
and unemployment on the horizontal axis. When inflation increases (movement up along the curve),
unemployment decreases (movement leftward), indicating an inverse relationship.

Implications for Policymakers

e Stimulating demand to raise inflation can temporarily lower unemployment.

e However, this trade-off is short-lived; expectations of higher inflation may shift the curve
outward.

Role of Inflation Expectations



Adaptive Expectations and the Short-Run Trade-off

In the initial phases of rising inflation, workers and firms may not immediately adjust their
expectations. As a result, the Phillips Curve holds in the short run, predicting lower unemployment
with higher inflation.

Rational Expectations and the Shift of the Phillips Curve

When economic agents anticipate higher inflation, they adjust their behavior accordingly, leading to
a shift of the Phillips Curve outward. This means that the initial trade-off diminishes, and higher
inflation no longer results in lower unemployment in the long run.

Limitations and Criticisms of the Phillips Curve

Stagflation and the Breakdown of the Trade-off

The occurrence of stagflation in the 1970s challenged the traditional Phillips Curve, as inflation rose
simultaneously with unemployment, contradicting the inverse relationship. This highlighted that the
Phillips Curve might not hold under all circumstances.

Expectations-Augmented Phillips Curve

Economists like Milton Friedman and Edmund Phelps argued that the Phillips Curve is only valid in
the short run. They introduced the expectations-augmented Phillips Curve, which accounts for
inflation expectations and predicts that in the long run, there is no trade-off between inflation and
unemployment.

Policy Implications of Rising Inflation

Short-Run Policy Trade-offs

1. Expansionary policies (e.g., increased government spending, lower interest rates) can raise
inflation temporarily and reduce unemployment.

2. These policies may lead to higher inflation expectations, diminishing the short-term benefits.

Long-Run Considerations

e Persistent increases in inflation without productivity growth can lead to hyperinflation or



economic instability.

¢ Policymakers must weigh the short-term gains against potential long-term costs, such as loss
of credibility and inflation expectations becoming entrenched.

Conclusion

If the inflation rate were allowed to rise, in the short run, the Phillips Curve would predict a
decrease in unemployment, illustrating a trade-off where higher inflation is associated with lower
unemployment. This relationship, however, is not static; it is influenced heavily by inflation
expectations and the broader economic environment. While policymakers might leverage this short-
term trade-off to reduce unemployment, doing so risks anchoring higher inflation expectations,
which can shift the Phillips Curve outward and diminish the effectiveness of such policies over time.
Ultimately, understanding the dynamics of the Phillips Curve helps to frame realistic expectations
about the interplay between inflation and unemployment, emphasizing the importance of credible
and sustainable economic policies.

Frequently Asked Questions

What does the Phillips Curve illustrate in relation to inflation
and unemployment?

The Phillips Curve shows the inverse relationship between inflation and unemployment in the short
run, suggesting that lower unemployment can lead to higher inflation and vice versa.

If the inflation rate is allowed to rise in the short run, what
does the Phillips Curve predict about unemployment?

It predicts that unemployment would decrease, as rising inflation is associated with falling
unemployment in the short term.

How does an increase in inflation rate impact the short-run
Phillips Curve?

An increase in the inflation rate causes a movement along the Phillips Curve, typically leading to
lower unemployment but higher inflation expectations.

What are the potential short-term consequences of allowing
the inflation rate to rise according to the Phillips Curve?

The short-term consequence is a reduction in unemployment rates, but it may also lead to higher
inflation expectations and potential inflationary spiral if sustained.



Why might policymakers be cautious about allowing inflation
to rise based on the Phillips Curve predictions?

Because while short-term unemployment may decrease, sustained inflation could erode purchasing
power, create wage-price spirals, and lead to long-term economic instability.

Additional Resources
Inflation Dynamics and the Phillips Curve: An Expert Analysis

Introduction

In the realm of macroeconomics, understanding the intricate relationship between inflation and
unemployment is fundamental to shaping effective monetary policies and predicting economic
trajectories. Among the most influential concepts in this domain is the Phillips Curve, a graphical
representation illustrating the inverse relationship between inflation and unemployment rates.
However, what happens when the inflation rate is permitted to rise significantly in the short run?
How does the Phillips Curve respond, and what predictions does it make under these circumstances?
This article provides an in-depth exploration of these questions, unraveling the theoretical
underpinnings, practical implications, and nuanced dynamics involved.

The Phillips Curve: A Conceptual Foundation

Historical Background and Basic Premise

The Phillips Curve originates from the empirical work of economist A. W. Phillips in 1958, who
observed a historical pattern in the UK data: periods of low unemployment tended to coincide with
higher wage inflation, and vice versa. Over time, this relationship was extended to general inflation
rather than just wages, especially in the context of macroeconomic policy analysis.

The core idea posits a trade-off: lower unemployment often leads to higher inflation, whereas higher
unemployment tends to suppress inflation. This inverse correlation became a cornerstone for

policymakers, notably during the 1960s, when many believed that governments could choose a point
along the curve depending on their priorities.

The Short-Run vs. Long-Run Phillips Curve

It's essential to distinguish between the short-run and long-run Phillips Curve:

- Short-Run Phillips Curve (SRPC): Reflects a temporary trade-off between inflation and
unemployment, often influenced by expected inflation, demand shocks, and monetary policy.



- Long-Run Phillips Curve (LRPC): Posits that the trade-off disappears in the long run, with the curve
being vertical at the natural rate of unemployment (also called the Non-Accelerating Inflation Rate
of Unemployment or NAIRU). In the long run, inflation is determined by monetary policy
expectations, not unemployment.

Impact of Rising Inflation Rates in the Short Run

Allowing Inflation to Rise: Theoretical Expectations

When policymakers or economic conditions permit inflation to surge, the short-term dynamics of the
Phillips Curve come into play vividly. The classic Phillips Curve suggests that:

- An increase in inflation, if unanticipated, can temporarily reduce unemployment.
- This is because higher inflation can stimulate demand and production, lowering unemployment in
the short run.

However, this relationship presupposes that inflation expectations are relatively static or slow to

adjust. Once inflation expectations catch up, the trade-off begins to break down, leading to different
outcomes.

The Phillips Curve's Prediction When Inflation Rises in the Short Run

Immediate Short-Run Effects

In the immediate aftermath of a rise in inflation:

- Unemployment tends to fall below its natural rate, as businesses and consumers respond to higher
nominal incomes and prices.

- Demand-side factors, such as expansionary monetary policy, may fuel this rise, reinforcing the
inverse relationship.

Expert Prediction: The Phillips Curve would predict a short-term reduction in unemployment,
possibly below the natural rate, accompanied by a rise in inflation.

Key Points:
- The trade-off is temporarily exploitable.

- The economy experiences a boom-like phase, with higher output and employment levels.
- Inflation expectations remain relatively anchored if the increase is not perceived as persistent.



Medium-Term Dynamics and Expectations Adjustment

As inflation persists or accelerates:

- Expectations of inflation begin to adjust upward, as economic agents anticipate higher future
prices.

- Wage-setting and price-setting behaviors incorporate these higher expectations, leading to a shift
in the Phillips Curve.

Expert Prediction: The initial unemployment reduction diminishes, and the trade-off becomes less
favorable; unemployment may revert towards its natural rate, but inflation remains elevated.

Implication: The short-term gains in employment are often offset by rising inflation, leading to a
potential wage-price spiral if expectations become unanchored.

Graphical Illustration and Key Concepts

The Phillips Curve Shift Dynamics

- Initial Short-Run Phillips Curve (SRPC1): Represents the original inverse relationship.
- Shift due to Inflation Expectations: An increase in expected inflation shifts the SRPC upward (or
leftward), indicating that for any given unemployment rate, inflation is now higher.

This can be summarized as:

- When inflation expectations are unchanged, rising actual inflation leads to lower unemployment
temporarily.

- When inflation expectations rise, the Phillips Curve shifts up, nullifying the short-term
unemployment benefits.

IMustrative List of Outcomes

| Scenario | Inflation Rate | Unemployment Rate | Phillips Curve Prediction | Notes |

el

| Short-term increase in inflation, expectations static | Rising | Falling below natural rate | Short-
term unemployment decreases | Reflects the traditional Phillips Curve trade-off |

| Sustained inflation increase, expectations adapt | Elevated | Returns to natural rate | No long-term
trade-off; unemployment stabilizes | Phillips Curve shifts upward, nullifying the trade-off |

| Sudden inflation spike, credible policy response | Rapid inflation | Unemployment may initially fall
but then rise | Expectations catch up quickly | Leads to stagflation if supply shocks occur |



Real-World Implications and Policy Considerations

Short-Run Policy Trade-offs

Allowing inflation to rise can:
- Temporarily reduce unemployment.
- Boost economic output.

- Potentially create inflationary spirals if expectations are unanchored.

Policy experts emphasize caution, noting that the short-term gains are often offset by long-term
costs, including:

- Erosion of purchasing power.

- Increased uncertainty.
- Difficulty in anchoring inflation expectations.

Long-Run Considerations

In the long run, the Phillips Curve is vertical, implying:
- No trade-off exists between inflation and unemployment.
- Attempts to reduce unemployment below the natural rate with inflationary policies lead only to

higher inflation without sustained employment gains.

Expert Viewpoint: Economic policymakers should recognize the temporary nature of the trade-off
and focus on long-term stability.

Additional Factors Influencing the Relationship

Expectations and Adaptive Behavior

- Adaptive Expectations: Agents base expectations on past inflation, leading to gradual adjustments.
- Rational Expectations: Agents anticipate policy moves, adjusting behavior instantly, diminishing
short-term trade-offs.

Supply Shocks and External Factors

Supply disruptions (e.g., oil shocks) can:



- Increase inflation independently of unemployment.
- Shift the Phillips Curve, complicating the relationship.

Inflation Expectations Anchoring

Central banks aim to anchor inflation expectations to prevent unanchored inflation from causing
persistent deviations from the natural rate.

Conclusions

If the inflation rate were allowed to rise, in the short run, the Phillips Curve would predict a
temporary decrease in unemployment, often below the natural rate, accompanied by rising inflation.
This short-term inverse relationship is rooted in demand-side dynamics and the sluggishness of
expectations adjustment.

However, the key takeaway for policymakers and economists is that this trade-off is inherently
temporary. Sustained inflationary increases, especially if expectations adapt, tend to nullify any
long-term benefits in employment and can lead to stagflation—a combination of stagnant growth and
rising prices.

In the current macroeconomic landscape, understanding the nuances of the Phillips Curve is
essential for designing policies that balance short-term economic stimulation with long-term price
stability. Recognizing the transient nature of the trade-off underscores the importance of credible
monetary policy aimed at anchoring inflation expectations, thus avoiding the pitfalls of inflation
spirals and economic instability.

Final Thoughts

The Phillips Curve remains a vital analytical tool in macroeconomics, offering insights into the
complex interplay between inflation and unemployment. While allowing inflation to rise in the short
run might yield temporary employment benefits, the underlying risks and long-term costs serve as a
cautionary tale. A nuanced understanding of expectations, supply factors, and policy credibility is
crucial in navigating the delicate balance between growth and stability.
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