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Understanding the Phillips Curve, both in its short-run and long-run forms,
is essential for grasping the complex relationship between inflation and
unemployment within an economy. This article explores these concepts in
depth, using a hypothetical graph to illustrate how these curves behave and
interact over different time horizons. By analyzing the graphical
representation and underlying economic principles, we aim to provide a
comprehensive understanding of how policymakers can interpret and respond to
changes in inflation and unemployment.

The Concept of the Phillips Curve

Historical Background

The Phillips Curve was first introduced by economist A.W. Phillips in 1958,
based on empirical observations that suggested an inverse relationship
between unemployment and wage inflation in the United Kingdom. Over time,
this idea was extended to encompass the relationship between unemployment and
price inflation, leading to the formulation of the inflation-unemployment
Phillips Curve.

Basic Premise

The core idea of the Phillips Curve is that there is a trade-off between
inflation and unemployment:

e Lower unemployment often coincides with higher inflation.

e Higher unemployment tends to be associated with lower inflation.

This trade-off is especially evident in the short run, but its validity in
the long run has been subject to debate and further refinement.

The Short-Run Phillips Curve (SRPC)

Definition and Characteristics

The Short-Run Phillips Curve (SRPC) depicts the inverse relationship between
inflation and unemployment in the short term, assuming expectations about
inflation are adaptive or static.



e It is downward sloping, indicating that as inflation increases,
unemployment decreases.

e It reflects the idea that policymakers can choose a combination of
inflation and unemployment, but only temporarily.

e Expectations of inflation play a crucial role; if inflation expectations
rise, the SRPC shifts upward.

Graphical Representation

In the hypothetical graph, the SRPC is represented as a downward-sloping
curve, 1illustrating the inverse relationship. Points along this curve show
different combinations of inflation and unemployment that the economy can
experience in the short run.

Implications for Policymakers

Policymakers aiming to reduce unemployment may adopt expansionary policies,
accepting higher inflation as a short-term consequence. Conversely,
contractionary policies can curb inflation but may increase unemployment.

The Long-Run Phillips Curve (LRPC)

Definition and Characteristics

The Long-Run Phillips Curve (LRPC) is wvertical at the natural rate of
unemployment (also known as the Non-Accelerating Inflation Rate of
Unemployment, NAIRU). It suggests that in the long run, there is no trade-off
between inflation and unemployment.

e The LRPC indicates that unemployment tends to revert to its natural rate
regardless of inflation.

e Inflation expectations adjust over time, nullifying the short-term
trade-off.

e Any attempt to keep unemployment below its natural rate results in
accelerating inflation, leading to a wage-price spiral.

Graphical Representation

In the hypothetical graph, the LRPC is depicted as a vertical line at the
natural rate of unemployment. This highlights that, over the long term,
unemployment is unaffected by inflation.



The Interaction Between SRPC and LRPC

Shifts in the Short-Run Phillips Curve

Various factors can cause the SRPC to shift:

1. Expectations of inflation: An increase in expected inflation shifts the
SRPC upward, indicating higher inflation for the same unemployment rate.

2. Supply shocks: Negative supply shocks (e.g., o0il price hikes) can shift
the SRPC upward, increasing inflation and unemployment simultaneously.

3. Demand shocks: Sudden changes in aggregate demand can move the economy
along the SRPC, affecting inflation and unemployment in the short term.

Role of Expectations and Rational Expectations

The adaptation of inflation expectations is crucial:

e Under adaptive expectations, previous inflation influences current
expectations, leading to shifts in the SRPC.

e With rational expectations, agents anticipate policy effects, causing
the SRPC to shift immediately, and the long-run equilibrium to be more
predictable.

Convergence to Long—-Run Equilibrium

The economy tends to move toward the long-run equilibrium:

e Expansionary policies can lower unemployment temporarily, but only at
the cost of higher inflation in the long run.

e Over time, inflation expectations adjust, shifting the SRPC upward until
it coincides with the LRPC at the natural rate of unemployment.

Policy Implications Based on the Phillips
Curves

Short-Run Policy Trade-offs

Policymakers face a trade-off in the short run:

e To reduce unemployment temporarily, they might implement expansionary
monetary or fiscal policies, accepting higher inflation.



e Conversely, to control inflation, contractionary policies may increase
unemployment in the short term.

Long—-Run Policy Considerations

In the long run, the focus shifts to:

1. Maintaining inflation expectations anchored through credible monetary
policy.

2. Allowing unemployment to settle at its natural rate without attempting
to exploit the short-term trade-off.

3. Implementing policies that foster productivity and supply-side
improvements to lower the natural rate of unemployment.

The Hypothetical Graph: Analyzing the Dynamics

Description of the Graph
The hypothetical graph illustrating the SRPC and LRPC typically features:

e The vertical axis representing the inflation rate.
e The horizontal axis representing the unemployment rate.
e The downward-sloping SRPC showing the short-term inverse relationship.

e The vertical LRPC at the natural rate of unemployment, indicating the
long-term equilibrium.

Scenario Analysis

Consider a situation where a demand shock causes the economy to move from
point A to point B:

e At point A, the economy is at long-run equilibrium with natural
unemployment and a stable inflation rate.

e The demand shock shifts the economy along the SRPC, reducing
unemployment below the natural rate and increasing inflation.

e Over time, inflation expectations adjust, shifting the SRPC upward, and
the economy moves back to the long-run equilibrium at point C, where
inflation stabilizes, and unemployment returns to its natural rate.



Conclusion

The relationship between the short-run and long-run Phillips curves provides
crucial insights into the interplay between inflation and unemployment. While
the SRPC suggests a short-term trade-off, the LRPC underscores that, in the
long run, this trade-off disappears, and unemployment gravitates toward its
natural rate regardless of inflation levels. Policymakers must recognize
these dynamics and craft strategies that balance short-term economic
objectives with long-term stability. The hypothetical graph serves as a vital
visualization tool, illustrating how various shocks and expectations
influence these curves and how the economy transitions between different
equilibrium states. Ultimately, understanding the Phillips Curve framework
enables more informed decision-making aimed at fostering sustainable economic
growth and stability.

Frequently Asked Questions

What is the primary difference between the Short-run

Phillips Curve (SRPC) and the Long-run Phillips Curve
(LRPC) ?

The SRPC shows an inverse relationship between inflation and unemployment in

the short run, while the LRPC is vertical at the natural rate of
unemployment, indicating no trade-off exists in the long run.

How does a shift in the SRPC affect the economy in
the short run?

A shift in the SRPC can lead to changes in inflation and unemployment rates;
for example, an outward shift indicates higher inflation at each unemployment
level, often due to increased demand or inflation expectations.

What causes the SRPC to shift over time?

Factors such as changes in inflation expectations, supply shocks, or shifts
in aggregate demand can cause the SRPC to shift, altering the trade-off
between inflation and unemployment in the short run.

Why is the LRPC vertical at the natural rate of
unemployment?

Because in the long run, inflation expectations adjust fully, eliminating the
trade-off; unemployment tends toward its natural rate regardless of the
inflation rate, making the LRPC vertical at that point.

What implications does the positioning of the SRPC
and LRPC have for policymakers aiming to reduce
unemployment?

Policymakers can temporarily reduce unemployment below the natural rate by
increasing inflation, but this leads to higher inflation without long-term



unemployment gains, as the economy will return to the natural rate in the
long run.

How does an increase in inflation expectations
influence the SRPC and the economy?

An increase in inflation expectations shifts the SRPC outward, meaning that
for any unemployment rate, inflation is higher, potentially leading to a
higher rate of inflation without reducing unemployment in the long run.

In the graph, what does the movement along the SRPC
indicate versus a shift of the SRPC itself?

A movement along the SRPC reflects a change in unemployment and inflation due
to demand fluctuations, while a shift of the SRPC indicates a change in
inflation expectations or supply conditions affecting the entire curve.

Additional Resources

The Following Graph Depicts The Short-run And Long-run Phillips Curves (SRPC
And LRPC) For A Hypothetical Economy offers a compelling visual and
conceptual framework to understand the intricate dynamics between inflation
and unemployment. These curves are fundamental tools in macroeconomic
analysis, illustrating how policymakers can influence economic conditions
over different time horizons. By examining this graph, economists, students,
and policymakers can gain deeper insights into the trade-offs and adjustments
that occur in the labor market and inflationary expectations.

Introduction to Phillips Curves: An Essential Macroeconomic Concept

The Phillips Curve, named after economist A.W. Phillips, illustrates an
inverse relationship between inflation and unemployment in the short run. It
suggests that when unemployment decreases, inflation tends to rise, and vice
versa. This relationship has been a central component in macroeconomic policy
debates, especially regarding trade-offs between controlling inflation and
maintaining low unemployment.

However, over time, economists recognized that this relationship is not
static. Variations in expectations, supply shocks, and adaptive behaviors
influence the relationship, leading to distinctions between the short-run
Phillips curve (SRPC) and the long-run Phillips curve (LRPC).

The Short-Run Phillips Curve (SRPC): Dynamics and Characteristics
Definition and Concept

The short-run Phillips curve (SRPC) depicts the inverse relationship between
inflation and unemployment that exists in the short term, when inflation
expectations are relatively fixed or adaptive. This curve reflects how actual
inflation and unemployment can deviate from their natural or equilibrium
levels due to various economic shocks or policy interventions.



Characteristics of the SRPC

— Downward Sloping: The typical SRPC slopes downward, indicating that lower
unemployment rates are associated with higher inflation.

— Trade-off: Policymakers face a trade-off: reducing unemployment below its
natural rate may temporarily boost output but at the cost of accelerating
inflation.

— Influence of Expectations: The position of the SRPC depends on inflation
expectations. If expectations rise, the curve shifts upward, meaning that for
any given unemployment rate, inflation will be higher.

Factors Influencing the SRPC

— Demand shocks: An increase in aggregate demand can move the economy along
the SRPC, reducing unemployment and increasing inflation.

— Policy interventions: Expansionary policies (like increased government
spending or lower interest rates) can shift the economy along the SRPC.

- Expectations adjustments: If inflation expectations adjust upward, the SRPC
shifts outward or upward, diminishing the trade-off.

The Long-Run Phillips Curve (LRPC): Theoretical Foundations and Implications
Definition and Concept

The long-run Phillips curve (LRPC) is vertical at the natural rate of
unemployment (also called the Non—-Accelerating Inflation Rate of Unemployment
or NAIRU). It indicates that, in the long run, there is no trade-off between
inflation and unemployment; the economy tends toward its natural rate
regardless of inflation.

Characteristics of the LRPC

— Vertical Line: Represents the idea that unemployment is determined by
structural factors and is unaffected by inflation in the long run.

— No trade-off: Attempts to lower unemployment below the natural rate through
expansionary policies only lead to accelerating inflation without reducing
unemployment in the long run.

— Anchored Expectations: Over time, inflation expectations adjust, shifting
the SRPC upward or downward until it aligns with the LRPC.

Implications for Policy

— Short-term gains from expansionary policies are temporary.

— Long-term policies should focus on structural reforms rather than
inflationary stimuli.

- Maintaining stable inflation expectations is key to achieving sustainable
low unemployment.

The Graph: Visualizing SRPC and LRPC Dynamics
Layout of the Graph
— Axes: The horizontal axis represents Unemployment Rate, while the vertical

axis depicts Inflation Rate.
— Short-Run Phillips Curve (SRPC): An downward-sloping curve, illustrating



the inverse relationship.
— Long-Run Phillips Curve (LRPC): A vertical line at the natural rate of
unemployment, denoting the long-term equilibrium.

Key Points Depicted

1. Initial Equilibrium: The economy is initially at the intersection of SRPC
and LRPC, with unemployment at its natural rate and inflation at a stable
level.

2. Demand Shock: An increase in aggregate demand shifts the economy upward
along the SRPC, reducing unemployment temporarily but raising inflation.

3. Expectations Adjustment: Over time, inflation expectations increase,
causing the SRPC to shift upward, moving the short-run equilibrium to a point
with higher inflation but unchanged unemployment.

4. Long-Run Adjustment: Eventually, expectations fully adjust, and the
economy moves back to the natural rate of unemployment, but with a higher
inflation rate—illustrating the vertical LRPC.

Analyzing Policy Implications through the Graph
Short-Run Policy Trade-offs

— Policymakers aiming to reduce unemployment below the natural rate may
succeed temporarily but risk higher inflation.

- Example: An expansionary monetary policy shifts aggregate demand rightward,
moving the economy along the SRPC to lower unemployment but higher inflation.

Long—-Run Considerations

— Persistent attempts to exploit the trade-off are futile and can lead to
hyperinflation or stagflation.

— Structural policies (like education, technology, and labor market reforms)
are essential to reduce the natural rate of unemployment sustainably.

The Role of Expectations

— Adaptive or rational expectations influence the position and shape of the
SRPC.

— Anchoring inflation expectations through credible monetary policy
stabilizes the Phillips curve and improves long-term economic stability.

Common Misconceptions and Clarifications

— Trade-off is permanent: The Phillips Curve trade-off exists only in the
short run; in the long run, unemployment gravitates toward its natural rate
regardless of inflation.

- Inflation expectations are static: Expectations are dynamic and influence
the position of the SRPC; failing to manage expectations can lead to
persistent inflation.

— Policy can permanently lower unemployment: Only structural reforms can
reduce the natural rate; monetary policy can only influence unemployment
temporarily.



Conclusion: Navigating the Phillips Curves for Sustainable Growth

The graph depicting the short-run and long-run Phillips curves (SRPC and
LRPC) provides a nuanced understanding of the complex relationship between
inflation and unemployment. Recognizing the differences between short-term
trade-offs and long-term equilibrium is crucial for effective macroeconomic
policy formulation. While short-run policies can temporarily influence
employment levels, sustainable growth depends on structural improvements and
credible management of inflation expectations.

In essence, the Phillips Curve framework underscores the importance of
balancing inflation control with employment objectives, emphasizing that
patience and prudence are vital in macroeconomic management. Policymakers
must carefully interpret the signals from these curves, avoiding the
temptation to exploit temporary trade-offs at the risk of long-term
instability.

Final Thoughts

Understanding the dynamics between the short-run and long-run Phillips curves
equips economists and policymakers with vital insights for fostering a stable
and prosperous economy. Whether through monetary policy, fiscal measures, or
structural reforms, the goal remains to achieve low unemployment without
compromising inflation stability—an endeavor best navigated with a clear
grasp of these fundamental macroeconomic relationships.
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