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The relationship between inflation and unemployment has long been a central topic in
macroeconomics, with the Phillips Curve serving as a foundational concept. Over time, economists
have recognized that expectations about future inflation play a crucial role in shaping this relationship.
The Expectations-augmented Phillips Curve extends the original model by incorporating these
expectations, providing a more accurate framework for understanding recent economic phenomena,
such as the persistent inflationary pressures alongside varying unemployment rates. This article
explores how the Expectations-augmented Phillips Curve explains the recent developments in the
inflation-unemployment trade-off, emphasizing the importance of inflation expectations and their

influence on actual inflation and unemployment dynamics.

Understanding the Traditional Phillips Curve

Historical Background

The Phillips Curve originated from the work of economist A.W. Phillips in 1958, who observed an
inverse relationship between wage inflation and unemployment in the UK. Later, economists extended
this idea to price inflation, suggesting that lower unemployment could lead to higher inflation, and vice
versa. The traditional Phillips Curve implied a stable trade-off between inflation and unemployment,

which policymakers could exploit in the short run.



Limitations of the Traditional Model

While initially influential, the classical Phillips Curve faced criticism as empirical evidence showed that:
- The trade-off was not stable over time.
- High inflation did not always correspond to low unemployment.

- The relationship broke down during certain periods, such as the stagflation of the 1970s.

These limitations prompted the development of more sophisticated models that account for inflation

expectations.

Introduction to the Expectations-augmented Phillips Curve

Conceptual Foundations

The Expectations-augmented Phillips Curve, introduced by Milton Friedman and Edmund Phelps in the
late 1960s, incorporates the role of inflation expectations into the inflation-unemployment relationship.
The core idea is that:

- Actual inflation depends not only on the unemployment rate but also on what people expect future
inflation to be.

- If expectations are accurately anchored, the trade-off between inflation and unemployment becomes
temporary.

- Persistent deviations from expected inflation lead to changes in actual inflation and unemployment

dynamics.

Mathematical Representation

The model can be expressed as:
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where:

- I:l is the actual inflation rate,

- [le is the expected inflation rate,

- u is the actual unemployment rate,

- un is the natural rate of unemployment,

- [l is a positive parameter indicating the sensitivity of inflation to unemployment deviations.

This equation implies that deviations from the natural rate of unemployment cause inflation to move

away from expectations, but over time, if expectations adjust, the trade-off diminishes.

How Expectations Shape Inflation and Unemployment

Dynamics

The Role of Inflation Expectations

Expectations about future inflation influence economic behavior;
- Firms set prices based on anticipated costs and inflation expectations.
- Workers demand wages that reflect expected inflation, affecting real wages and employment.

- Consumers adjust spending based on expected price changes.

When expectations are well-anchored:

- Actual inflation tends to match expectations.

- The short-term trade-off between inflation and unemployment becomes less pronounced.

- Policymakers cannot exploit inflation-unemployment trade-offs persistently without causing inflation to

accelerate.

Conversely, unanchored or adaptive expectations can lead to persistent deviations and instability.



Adaptive vs. Rational Expectations

- Adaptive Expectations: People base expectations on past inflation rates. If inflation rises
unexpectedly, it may take time for expectations to adjust, leading to short-term trade-offs.

- Rational Expectations: People incorporate all available information, including policy signals, leading to
more accurate forecasts. This minimizes the short-term trade-off and aligns with the natural rate

hypothesis.

The choice between these expectation models influences how the Phillips Curve behaves over time.

Explaining Recent Inflation-Unemployment Trends with the

Expectations-augmented Phillips Curve

Persistent Inflation Amidst Varying Unemployment

In recent years, many economies have experienced:
- Elevated inflation levels

- Unemployment rates close to or even below the natural rate

This phenomenon can be explained by shifts in inflation expectations:

- During periods of low or stable inflation, expectations remain anchored, keeping the Phillips Curve
relatively flat.

- Unexpected supply shocks (e.g., energy price spikes, disruptions from global events) can push actual
inflation above expected levels.

- If inflation expectations become unanchored due to persistent shocks or policy missteps, inflation can

remain high even as unemployment stabilizes.



Supply Shocks and Expectations

Supply-side disruptions, such as:
- Pandemic-related supply chain issues
- Energy crises

- Geopolitical tensions

can cause upward shifts in costs, leading to higher actual inflation. If expectations do not adapt
immediately, the Phillips Curve temporarily becomes steeper, showing higher inflation at lower
unemployment levels. Over time, as expectations adjust, inflation may stabilize at higher levels,

explaining sustained inflation despite unemployment remaining near natural levels.

Policy Implications and Expectations Management

- Central banks aiming to control inflation must manage expectations by signaling commitment to price
stability.

- If expectations remain anchored, even supply shocks will have limited long-term effects on inflation.
- Failure to communicate effectively can lead to unanchored expectations, making inflation more

persistent and less responsive to monetary policy.

This underscores the importance of credible monetary policy in shaping expectations and stabilizing

the inflation-unemployment relationship.

Empirical Evidence Supporting the Expectations-augmented

Phillips Curve



Historical Data Analysis

- During the 1960s and early 1970s, the Phillips Curve appeared stable, with a clear inverse
relationship.

- The stagflation period of the 1970s, characterized by high inflation and high unemployment,
challenged this view.

- Post-1980s, with credible inflation targeting, the curve became flatter, indicating that expectations

played a critical role.

Recent Trends

- In the aftermath of the COVID-19 pandemic, inflation surged globally while unemployment rates fell
or remained stable.

- This aligns with the expectations-augmented Phillips Curve, where inflation expectations, influenced
by policy and global shocks, shifted upward.

- Central bank communication and policy measures aimed at anchoring expectations have become

vital in managing inflation.

Conclusion

The Expectations-augmented Phillips Curve offers a comprehensive framework for understanding
recent inflation and unemployment trends. By emphasizing the importance of inflation expectations, it
explains why inflation can persist or rise even when unemployment is low or stable. Expectations
influence wage-setting, price-setting, and consumer behavior, which in turn shape the inflation-
unemployment dynamics. Effective policy measures that anchor inflation expectations are essential for
maintaining economic stability. Recognizing the role of expectations helps policymakers design
strategies that prevent inflation from becoming unanchored and ensure that the trade-off between
inflation and unemployment remains manageable. As economies continue to evolve with shocks and
uncertainties, the Expectations-augmented Phillips Curve remains a vital tool in analyzing and

responding to inflationary pressures and unemployment fluctuations.



Frequently Asked Questions

What is the Expectations-augmented Phillips Curve and how does it
differ from the original Phillips Curve?

The Expectations-augmented Phillips Curve incorporates expectations of inflation into the relationship
between inflation and unemployment. Unlike the original Phillips Curve, which suggested a stable
inverse relationship, the expectations-augmented version accounts for adaptive or rational

expectations, explaining why inflation can persist without unemployment falling indefinitely.

How does the Expectations-augmented Phillips Curve explain the
phenomenon of stagflation?

It explains stagflation by showing that when inflation expectations rise, the Phillips Curve shifts upward,
leading to higher inflation without a corresponding decrease in unemployment. This helps understand
periods where inflation and unemployment increase simultaneously, contrary to the original Phillips

Curve predictions.

Why has the Phillips Curve appeared to flatten in recent decades, and

how does the expectations component contribute to this?

The flattening is attributed to factors like better inflation expectations management, globalization, and
technological changes. The expectations component suggests that as inflation expectations become
more anchored, the trade-off between inflation and unemployment weakens, leading to a flatter Phillips

Curve.

In what way does the Expectations-augmented Phillips Curve help
explain the persistence of inflation despite low unemployment rates?

It shows that if inflation expectations are high or adaptive, policymakers may face a trade-off where

low unemployment does not necessarily reduce inflation further. Persistent inflation can occur if



expectations adjust upward, offsetting the short-term benefits of low unemployment.

How can understanding the Expectations-augmented Phillips Curve
inform monetary policy decisions?

It highlights the importance of managing inflation expectations. Central banks can influence
expectations through credible policies, which can help stabilize inflation without causing undesirable

increases in unemployment, making the relationship more predictable and policy more effective.

Additional Resources

Understanding the Expectations-Augmented Phillips Curve: Explaining Recent Trends in Inflation and

Unemployment

The relationship between inflation and unemployment has long been a central theme in
macroeconomic analysis. Traditionally, the Phillips Curve depicted an inverse relationship: lower
unemployment rates were associated with higher inflation, and vice versa. However, over recent
decades, this relationship has appeared to weaken or even break down, prompting economists to
revisit and refine their models. One of the most influential refinements is the expectations-augmented
Phillips curve, which incorporates the role of inflation expectations into the dynamics of inflation and
unemployment. This framework provides a more comprehensive explanation of recent phenomena,
including the puzzling periods of low unemployment accompanied by unexpectedly subdued inflation or

episodes of rising inflation without significant drops in unemployment.

This detailed review explores how the expectations-augmented Phillips curve sheds light on recent
inflation-unemployment trends, emphasizing its theoretical foundations, empirical validity, and policy

implications.



Historical Context and the Traditional Phillips Curve

Before delving into the expectations component, it’s crucial to understand the origins of the Phillips

Curve and its classical interpretation:

- Historical Observations:
- The original Phillips (1958) study observed an inverse relationship between wage inflation and
unemployment in the UK.

- This empirical pattern was later extended to price inflation in the United States and other countries.

- Classical View:

- The Phillips Curve suggested a trade-off: policymakers could choose a lower unemployment rate at
the cost of higher inflation.

- This relationship was considered stable in the short run, with unemployment fluctuating around a

“natural rate” or non-accelerating inflation rate of unemployment (NAIRU).

- Limitations of the Traditional Model:
- The relationship appeared to weaken or vanish during the 1970s stagflation.
- It failed to account for expectations about future inflation, which influence current wage-setting and

price-setting behavior.

The Expectations-Augmented Phillips Curve: Theoretical

Foundations

The expectations-augmented Phillips curve was developed primarily by Milton Friedman and Edmund

Phelps in the late 1960s to address the shortcomings of the original model.



Core Concept

- Incorporation of Inflation Expectations:
- The key idea is that workers and firms form expectations about future inflation, which influence their
wage and price-setting behavior.

- Expected inflation (De) becomes a critical determinant of actual inflation.

- Mathematical Representation:

\[

\pi_t = \pi_t*e - \beta (u_t - u?) + \varepsilon_t

\]

where:

- \(\pi_t\) = actual inflation rate at time t

- \(\pi_t"e\) = expected inflation rate

- \(u_t\) = actual unemployment rate

- \(uM) = natural rate of unemployment (or NAIRU)
- \(\beta\) = positive coefficient

- \(\varepsilon_t\) = supply shocks or random disturbances
Key Takeaways:
- When expectations are held constant, the curve is vertical at the natural rate of unemployment.

- Deviations from the natural rate influence actual inflation depending on whether unemployment is

above or below this rate.

Implications of the Expectations-Augmented Model

- Short-Run Trade-offs:

- Policymakers can temporarily reduce unemployment below its natural rate, but only at the expense of



higher inflation if inflation expectations are anchored.

- Long-Run Neutrality:
- Once expectations adjust, the Phillips Curve becomes vertical at the natural rate: no trade-off exists

in the long run.
- Adaptive and Rational Expectations:
- Inflation expectations can be adaptive (based on past inflation) or rational (based on all available

information).

- Rational expectations imply that policymakers cannot systematically exploit the trade-off.

Explaining Recent Inflation-Unemployment Trends Using the

Expectations-Augmented Phillips Curve

Recent decades have witnessed puzzling patterns:
- Periods of low unemployment accompanied by slow or subdued inflation.
- Episodes of rising inflation without significant changes in unemployment.

- The flattening of the Phillips Curve, suggesting weaker trade-offs.

The expectations-augmented Phillips curve offers a nuanced explanation:

1. Anchoring of Inflation Expectations

- Stable Expectations:

- Central banks, especially the Federal Reserve and the European Central Bank, have effectively



anchored inflation expectations near their targets.
- When expectations are well-anchored, even low unemployment does not necessarily translate into

high inflation, as wage and price setters do not anticipate rising prices.

- Impact on Recent Trends:
- Despite historically low unemployment rates, inflation has remained subdued in the U.S. and other
advanced economies.

- This indicates that inflation expectations have remained anchored, limiting inflationary pressures.

2. Flattening of the Phillips Curve

- Empirical evidence suggests that the Phillips Curve has become flatter over time:
- The relationship between unemployment gaps and inflation changes less dramatically.
- This could result from globalization, technological change, and flexible labor markets reducing wage-

price linkages.

- Implication:
- Even when unemployment drops below the natural rate, the inflation response is muted due to

expectations and structural factors.

3. Role of Supply Shocks and Structural Changes

- Supply-side factors, such as oil price fluctuations, technological advances, and globalization,
influence inflation independently of unemployment.

- These shocks can shift the Phillips Curve or alter expectations, complicating the relationship.



4. The Effect of Monetary Policy and Credibility

- Central banks’ commitment to inflation targets influences expectations.
- When the public trusts that inflation will be controlled, expectations remain anchored, diminishing the

traditional trade-off.

5. Rational Expectations and Policy Effectiveness

- With rational expectations, agents anticipate policy actions, negating the ability of policymakers to
exploit the Phillips Curve in the short run.
- This explains why aggressive measures to lower unemployment may not lead to runaway inflation if

expectations are well-managed.

Case Studies and Empirical Evidence

Examining recent data and periods helps illustrate how the expectations-augmented Phillips curve

explains observed phenomena:

1. The Post-Global Financial Crisis Period (2008-2020)

- Unemployment rates fell to historic lows in many advanced economies.

- Inflation remained persistently low and stable.

- Central banks maintained credible inflation targets, anchoring expectations.

- The flattening of the Phillips Curve is evident, with minimal inflation response despite labor market

tightness.



2. The COVID-19 Pandemic and Recovery (2020-2023)

- Massive monetary and fiscal interventions aimed at supporting employment.

- Inflation initially subdued, but began rising sharply in 2021-2023.

- This inflation surge can be explained by:

- Disruptions to supply chains

- Inflation expectations becoming unanchored in some sectors

- Excess demand fueled by fiscal stimulus

- The expectations-augmented Phillips curve predicts that if inflation expectations become unanchored,

inflation can accelerate even with unemployment remaining low.

3. Historical Episodes of Stagflation

- The 1970s stagflation saw high inflation and high unemployment.
- This period reflected unanchored inflation expectations, supply shocks, and policy mistakes.
- The model highlights how expectations can become de-anchored, shifting the curve outward and

causing persistent inflation without the usual trade-off.

Policy Implications Derived from the Expectations-Augmented

Phillips Curve

Understanding the role of expectations informs effective policy design:



1. Importance of Credible Central Banking

- Central banks must communicate clearly and consistently to anchor expectations.
- Credibility reduces the risk of unanchored inflation expectations, preventing runaway inflation or

deflation.

2. Managing Expectations to Stabilize Inflation

- Forward guidance and transparent policies influence public expectations.

- Anchored expectations help maintain low inflation without sacrificing employment.

3. Limitations of Short-Run Trade-offs

- Policymakers should recognize that attempting to exploit the Phillips Curve risks unanchoring
expectations.

- Structural reforms and supply-side policies can complement monetary policy for better outcomes.

4. Dealing with Supply Shocks

- Supply shocks can cause short-term deviations in inflation and unemployment.

- Expectations management is critical in mitigating their impacts.



Conclusion: The Power of Expectations in Macroeconomic

Dynamics

The expectations-augmented Phillips curve provides a nuanced, realistic framework for understanding

recent inflation-unemployment trends. It emphasizes that:

- Inflation dynamics are fundamentally influenced by expectations.
- Structural factors, globalization, and monetary policy credibility shape these expectations.
- The apparent decoupling of unemployment and inflation in recent years results from well-anchored

expectations and flattening of the Phillips Curve.

In essence, the model underscores that controlling inflation is as much about managing expectations
as it is about traditional aggregate demand management. Recognizing this shift allows policymakers to
design strategies that sustain low unemployment and stable inflation, even in an evolving economic
landscape. As macroeconomic challenges continue, the expectations-augmented Phillips curve
remains a vital tool for interpreting and navigating the complex interplay between inflation and

unemployment.
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