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Understanding the dynamics of the Phillips Curve is fundamental in
macroeconomics, particularly when analyzing inflation and unemployment
relationships. When global prices are lower than domestic prices, it
influences the behavior of the short-run Phillips Curve (SRPC), often making
it appear more horizontal. This article explores this scenario in detail,
examining the underlying mechanisms, implications for policymakers, and the
broader economic context.

Introduction to the Phillips Curve

What Is the Phillips Curve?

The Phillips Curve illustrates the inverse relationship between inflation and
unemployment in the short run. Traditionally, it suggests that:

- A lower unemployment rate tends to be associated with higher inflation.
- Conversely, higher unemployment correlates with lower inflation.

Types of Phillips Curves

- Short-Run Phillips Curve (SRPC): Reflects the immediate trade-off between
inflation and unemployment, often downward-sloping.

- Long-Run Phillips Curve (LRPC): Vertical at the natural rate of
unemployment, indicating no trade-off exists in the long run.

Impact of Global Price Levels on Domestic
Inflation

Global Prices and Domestic Price Levels

Global prices refer to the cost of goods and services in international
markets, influenced by factors such as:



- Global supply and demand

- International commodity prices
- Exchange rates

- Global inflation trends

When global prices are lower than domestic prices:

- Domestic consumers and businesses face relatively higher prices
domestically.

- This can lead to inflationary pressures within the country, independent of
domestic monetary policy.

Why Do Lower Global Prices Matter?

Lower global prices can influence the domestic inflation rate through:

- Imported Goods and Services: Cheaper imports can reduce domestic inflation
by providing cheaper alternatives.

- Exchange Rate Effects: If the domestic currency depreciates, imported goods
become more expensive, counteracting the effect of lower global prices.

- Competitive Dynamics: Domestic firms may face downward pressure on prices
due to cheaper foreign competitors.

Why Does the Short-Run Phillips Curve Become
Horizontal?

Economic Intuition Behind a Horizontal SRPC
In typical scenarios, the SRPC slopes downward because:

- When unemployment falls below the natural rate, inflation tends to rise.
- When unemployment exceeds the natural rate, inflation tends to fall.

However, when global prices are significantly lower than domestic prices,
this relationship can weaken or even invert, leading to a nearly flat or
horizontal SRPC.

Mechanisms Leading to a Horizontal SRPC

The horizontal shape arises due to:

1. Dominance of Imported Goods Prices:

- When imported goods are substantially cheaper due to lower global prices,
they act as a stabilizing factor on domestic inflation.

- Even if unemployment decreases, inflation remains stable because import



prices prevent domestic prices from rising.

2. Reduced Cost-Push Inflation Pressures:

- Lower global prices lower production costs for domestic firms reliant on
imported inputs.

- This diminishes the typical inflationary response to decreased
unemployment.

3. Diminished Inflation-Unemployment Trade-O0ff:

- Since inflation is largely driven by international prices rather than
domestic economic activity, changes in unemployment have minimal impact on
inflation.

4. Exchange Rate Dynamics:

- If the domestic currency appreciates due to favorable trade balances,
imported goods become even cheaper, reinforcing the horizontal nature of the
SRPC.

Implications for Monetary Policy and Economic
Management

Challenges in Using Traditional Policy Tools

A horizontal SRPC complicates traditional macroeconomic policy:

- Limited Effectiveness of Demand Management:

- Lowering unemployment through expansionary policies may not lead to higher
inflation.

- Policymakers might find it difficult to stimulate demand without risking
import-driven inflation.

- Inflation Expectations:

- Expectations of stable or falling inflation can entrench the horizontal
nature of the SRPC.

- This can lead to a situation where inflation remains subdued despite
changes in the unemployment rate.

Policy Recommendations in Such a Scenario

- Focus on structural reforms to enhance productivity and competitiveness.

- Monitor exchange rates and trade policies to manage import prices.

- Coordinate with trade policies to leverage lower global prices for domestic
benefit.

- Recognize the limitations of traditional monetary policy in influencing
inflation when influenced heavily by external factors.



Broader Economic Context and Case Examples

Historical and Contemporary Examples

- 0il Price Shocks: Countries heavily reliant on energy imports often see
their domestic inflation insulated from domestic unemployment changes when
global oil prices drop sharply.

- Emerging Economies with Open Trade: Economies with high import dependence
may exhibit a flattened Phillips Curve due to the influence of international
prices.

Globalization and the Flattening of the Phillips
Curve

- Increased integration into global markets has generally led to a weakening
of the traditional Phillips Curve relationship.

- A lower global price environment exacerbates this flattening, making
inflation less responsive to domestic economic slack.

Conclusion

In summary, when global prices are lower than domestic prices, the short-run
Phillips Curve tends to become horizontal. This phenomenon reflects the
dominance of international factors in determining domestic inflation, which
diminishes the typical trade-off between inflation and unemployment.
Policymakers need to understand this dynamic to craft effective strategies
that consider external influences. Emphasizing structural reforms, managing
exchange rates, and recognizing the limited impact of demand-side policies
become critical in such contexts.

Understanding the interplay between global price levels and domestic economic
conditions is vital for interpreting macroeconomic signals accurately and
making informed policy decisions. As globalization continues to influence
economies worldwide, recognizing scenarios where the Phillips Curve flattens
or becomes horizontal will be increasingly important for economic stability
and growth.

Frequently Asked Questions

What does it mean when global prices are lower than



domestic prices in the context of the short-run
Phillips curve?

It indicates that domestic inflation may be suppressed due to cheaper
imports, which can influence the shape of the short-run Phillips curve, often
making it more horizontal.

Why is the short-run Phillips curve likely to be
horizontal when global prices are lower than
domestic prices?

Because lower global prices reduce domestic inflationary pressures, leading
to a scenario where unemployment can change without significantly affecting
inflation, resulting in a horizontal curve.

How does the presence of lower global prices impact
the trade-off between inflation and unemployment?

Lower global prices weaken the trade-off, making it possible to reduce
unemployment without increasing inflation, which flattens or makes the
Phillips curve more horizontal in the short run.

Can a country experience a horizontal short-run
Phillips curve due to lower global prices? Why or
why not?

Yes, because lower global prices can keep domestic inflation stable
regardless of unemployment levels, leading to a flatter or horizontal
Phillips curve in the short run.

What are the policy implications if the short-run
Phillips curve becomes horizontal due to lower
global prices?

Policymakers might find it easier to reduce unemployment without triggering
inflationary pressures, as the trade-off between inflation and unemployment
diminishes.

Does the horizontal shape of the short-run Phillips
curve imply that inflation is unaffected by
unemployment? Why?

Yes, because when global prices are low, domestic inflation remains stable
across different levels of unemployment, making the Phillips curve more
horizontal.



Additional Resources

Q3) If Global Prices Are Lower Than Domestic Prices, The Short-Run Phillips
Curve Is Likely To Be Horizontal

Introduction

In macroeconomic analysis, understanding the relationship between inflation
and unemployment is crucial for policymakers and economists alike. The
Phillips Curve, a fundamental concept in this domain, illustrates this
inverse relationship. However, recent global economic developments,
particularly the phenomenon where global prices are lower than domestic
prices, have prompted a re-examination of the traditional Phillips Curve
framework. This condition can fundamentally alter the shape and implications
of the short-run Phillips Curve, often rendering it horizontal rather than
downward-sloping.

This article aims to explore the implications of lower global prices relative
to domestic prices on the Phillips Curve, delving into the theoretical
underpinnings, empirical evidence, and policy implications of such a
scenario. Qur focus will be on understanding why, under these circumstances,
the short-run Phillips Curve may become horizontal, and what this means for
economic management.

Theoretical Foundations of the Phillips Curve
Traditional View: The Inverse Relationship

The original Phillips Curve, introduced by A.W. Phillips in 1958, posited an
inverse relationship between wage inflation and unemployment. This concept
was later extended to price inflation, suggesting that:

- Lower unemployment tends to increase inflation.
- Higher unemployment tends to decrease inflation.

This relationship, often depicted as a downward-sloping curve, implies a
trade-off: policymakers can target either low unemployment or low inflation,
but not both simultaneously.

The Short-Run versus Long-Run Phillips Curve
- Short-Run Phillips Curve (SRPC): Reflects the trade-off between inflation
and unemployment, influenced by factors like adaptive expectations and supply

shocks.

- Long-Run Phillips Curve (LRPC): Vertical at the natural rate of
unemployment, indicating no trade-off exists in the long run, as inflation



expectations adjust.

Global Price Dynamics and Their Impact on Domestic Inflation
The Phenomenon of Lower Global Prices

In an increasingly interconnected world, domestic prices are often influenced
heavily by international market conditions. When global prices for goods and
services are lower than domestic prices, it can be due to:

- Global technological advancements reducing production costs.

- International competition exerting downward pressure on prices.
- Global oversupply in commodities or manufactured goods.

- Currency exchange rates making imports cheaper.

Transmission Mechanisms to Domestic Prices
Lower global prices can impact domestic inflation through several channels:

- Import Prices: Cheaper imports directly reduce domestic consumer prices.

- Global Supply Chains: Lower costs for imported inputs decrease production
costs domestically.

- Competitiveness: Firms may face pressure to lower prices to stay
competitive internationally.

- Expectations: Persistent lower global prices can anchor domestic inflation
expectations downward.

Theoretical Implication: Why the Phillips Curve Becomes Horizontal
Price-Setting and the Role of Global Prices

In a typical closed economy, the domestic Phillips Curve reflects the trade-
off between inflation and unemployment within the country. However, in an
open economy with significant import participation, the domestic inflation
rate can be substantially influenced by world prices.

When global prices for goods and inputs are lower than domestic prices, the
following dynamics emerge:

1. Imported deflationary pressure: Since import prices are a significant
component of domestic consumer and producer prices, a sustained decline in
global prices exerts downward pressure on overall domestic inflation.

2. Reduced scope for domestic monetary policy to influence inflation: Because
inflation is primarily driven by external factors, domestic policy tools
(like interest rate adjustments) have limited capacity to alter inflation.



3. Inflation becomes exogenous: Instead of being determined by domestic
demand-supply conditions, inflation becomes largely dictated by global price
trends.

Transition to a Horizontal Short-Run Phillips Curve

In this context, the traditional inverse relationship between inflation and
unemployment weakens. Specifically:

- Inflation rate becomes insensitive to domestic unemployment levels, as
external factors dominate.

- No trade-off exists; even if unemployment changes, inflation remains
largely unchanged due to global price influences.

This leads to a horizontal Phillips Curve, indicating:

- Inflation is fixed at the level dictated by global prices.
- Unemployment can fluctuate without affecting inflation.

Mathematically, the Phillips Curve in such a scenario can be represented as:
- =1 (constant)

where m is the inflation rate determined predominantly by global prices.

Empirical Evidence and Case Studies
Historical Instances

- Japan in the 1990s: Facing deflationary pressures from global markets and a
strong Yen, Japan experienced a situation where domestic inflation remained
low regardless of unemployment levels.

- European Union during Global Commodity Price Slumps: Periods of declining
global commodities, like oil or food prices, have shown domestic inflation
becoming unresponsive to monetary policy, with the Phillips Curve flattening
or becoming horizontal.

Recent Trends

- Emerging Markets: Countries heavily reliant on commodity exports often
experience a flattening of the Phillips Curve during global price declines.
- Global Supply Chain Disruptions: The COVID-19 pandemic led to supply
shortages and price fluctuations, some of which resulted in inflation being
driven more by global supply conditions than domestic demand.

Policy Implications



Challenges for Monetary Policy

- Limited effectiveness: When the Phillips Curve is horizontal, traditional
tools like interest rate adjustments or quantitative easing cannot influence
inflation meaningfully.

- Focus on external factors: Policymakers may need to consider exchange rate
interventions or policies aimed at improving competitiveness.

Managing Unemployment

- Since inflation is insensitive to unemployment, policymakers might
prioritize employment objectives without fearing inflationary consequences,
or may need to accept higher unemployment as a cost of external price
stabilization.

Exchange Rate Policy

- To counteract global deflation or inflation, countries might adopt flexible
exchange rate policies to influence domestic prices indirectly.

Broader Economic and Theoretical Considerations
Limitations of the Horizontal Phillips Curve Model

- Short-lived phenomenon: Over time, inflation expectations tend to adjust,
potentially restoring the inverse relationship.

- Globalization effects: As economies become more interconnected, the
horizontal scenario might become more prevalent, challenging traditional
macroeconomic models.

- Policy coordination: International cooperation may be necessary to manage
inflation linked to global prices.

Future Research Directions

- Dynamic models: Incorporating evolving global price trends into Phillips
Curve frameworks.

- Expectations formation: Understanding how inflation expectations adapt when
external influences dominate.

- Sector-specific analyses: Differentiating between sectors more or less
affected by global prices.

Conclusion

The scenario where global prices are lower than domestic prices fundamentally
alters the traditional relationship depicted by the short-run Phillips Curve.
In such circumstances, inflation becomes largely dictated by external
factors, leading to a horizontal Phillips Curve where inflation is



insensitive to domestic unemployment levels. This shift has profound
implications for monetary policy, inflation management, and economic
stability.

As globalization continues to deepen, and external price influences become
more prominent, macroeconomic models and policy frameworks must adapt to
these changes. Recognizing when the Phillips Curve flattens or becomes
horizontal is essential for effective economic management in an
interconnected world, ensuring that policies are aligned with the underlying
drivers of inflation and unemployment.
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In essence, understanding the conditions under which the Short-Run Phillips
Curve becomes horizontal is vital for accurate economic forecasting and
policy formulation in an increasingly globalized economy. Recognizing the
dominance of external prices guides policymakers to tailor strategies that
address the external sources of inflation rather than relying solely on
domestic demand management.

Q3 If Global Prices Are Lower Than Domestic Prices Theshort
Run Phillips Curve Is Likely To Be Horizontal Group

Q3 If Global Prices Are Lower Than Domestic Prices Theshort Run Phillips Curve Is Likely To Be
Horizontal Group

Related Articles

o "First, You Take A Long Walk Down The Hallway. It Is A Dark Hallway, But You Can See The
Light At Theend

¢ "repeated Sampling Of A Certain Process Shows The Average Of Allsamples Ranges To Be 1.00
Cm. There Are

e Information Pertaining To Noskey Corporations Sales Revenue Follows:November
2018(Actual)December 2018(Budgeted)]January



https://sip.evo9x.com/ma46/q3-if-global-prices-are-lower-than-domestic-prices-theshort-run-phillips-curve-is-likely-to-be-horizontal-group.pdf
https://sip.evo9x.com/ma46/q3-if-global-prices-are-lower-than-domestic-prices-theshort-run-phillips-curve-is-likely-to-be-horizontal-group.pdf
https://sip.evo9x.com/ma46/first-you-take-a-long-walk-down-the-hallway-it-is-a-dark-hallway-but-you-can-see-the-light-at-theend.pdf
https://sip.evo9x.com/ma46/first-you-take-a-long-walk-down-the-hallway-it-is-a-dark-hallway-but-you-can-see-the-light-at-theend.pdf
https://sip.evo9x.com/ma46/repeated-sampling-of-a-certain-process-shows-the-average-of-allsamples-ranges-to-be-1-00-cm-there-are.pdf
https://sip.evo9x.com/ma46/repeated-sampling-of-a-certain-process-shows-the-average-of-allsamples-ranges-to-be-1-00-cm-there-are.pdf
https://sip.evo9x.com/ma46/information-pertaining-to-noskey-corporations-sales-revenue-follows-november-2018-actual-december-2018-budgeted-january.pdf
https://sip.evo9x.com/ma46/information-pertaining-to-noskey-corporations-sales-revenue-follows-november-2018-actual-december-2018-budgeted-january.pdf

Back to Home


https://sip.evo9x.com

