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The two main goals of economic policymakers are low inflation and low unemployment, however often these goals
conflict. For instance, if the.

There is an initial equilibrium price level and real GDP output at point A. In , economists Paul Samuelson and
Robert Solow expanded this work to reflect the relationship between inflation and unemployment. If inflation
was higher than normal in the past, people will expect it to be higher than anticipated in the future. According
to economists, there can be no trade-off between inflation and unemployment in the long run. The resulting
decrease in output and increase in inflation can cause the situation known as stagflation. The Phillips curve is
the relationship between inflation, which affects the price level aspect of aggregate demand, and
unemployment, which is dependent on the real output portion of aggregate demand. Stagflation caused by a
aggregate supply shock. The Phillips curve and aggregate demand share similar components. As reported, the
unemployment rate of America averaged as high as about 20 percent, whereas the prices of almost everything
farm products, raw materials, industrial goods, stocks fell dramatically Samuelson R n. The long-run Phillips
curve is a vertical line that illustrates that there is no permanent trade-off between inflation and unemployment
in the long run. However, the short-run Phillips curve is roughly L-shaped to reflect the initial inverse
relationship between the two variables. Because wages are the largest components of prices, inflation rather
than wage changes could be inversely linked to unemployment. Key Terms Natural Rate of Unemployment:
The hypothetical unemployment rate consistent with aggregate production being at the long-run level.
Samuelson, R. As shown in Figure 3, when people have low expected inflation, the expansionary policy
moves the economy up along the curve from A to B. Contrast it with the long-run Phillips curve in red , which
shows that over the long term, unemployment rate stays more or less steady regardless of inflation rate. In his
original paper, Phillips tracked wage changes and unemployment changes in Great Britain from to , and found
that there was a stable, inverse relationship between wages and unemployment. The relationship, however, is
not linear. Shifting the Phillips Curve with a Supply Shock Aggregate supply shocks, such as increases in the
costs of resources, can cause the Phillips curve to shift. Moreover, the economic situation faced by Western
countries in s and s also fitted this model well. The Phillips curve depicts the relationship between inflation
and unemployment rates. Expectations and the Phillips Curve: According to adaptive expectations theory,
policies designed to lower unemployment will move the economy from point A through point B, a transition
period when unemployment is temporarily lowered at the cost of higher inflation. As one increases, the other
must decrease. However, in s, this was broken by the emergence of Stagflation, which shows a situation where
high inflation and high unemployment, compared with historical data, appear simultaneously. Conversely,
when it approaches to point B, the unemployment rate tends to be low, but the price level goes up at the same
time. The natural rate hypothesis was used to give reasons for stagflation, a phenomenon that the classic
Phillips curve could not explain. In the long run, inflation and unemployment are unrelated. However, this
debate has not ended because the conclusion by Freidman and Phelps has been criticised by Rational
Expectation School. This model could well explain some past economic situations. When the unemployment
rate is equal to the natural rate, inflation is stable, or non-accelerating. The rate of unemployment and rate of
inflation found in the Phillips curve correspond to the real GDP and price level of aggregate demand. The
natural rate hypothesis, or the non-accelerating inflation rate of unemployment NAIRU theory, predicts that
inflation is stable only when unemployment is equal to the natural rate of unemployment. According to
rational expectations theory, policies designed to lower unemployment will move the economy directly from
point A to point C. In the short run, it is possible to lower unemployment at the cost of higher inflation, but,
eventually, worker expectations will catch up, and the economy will correct itself to the natural rate of
unemployment with higher inflation. This ruined its reputation as a predictable relationship. According to
NAIRU theory, expansionary economic policies will create only temporary decreases in unemployment as the
economy will adjust to the natural rate. Disinflation Disinflation is a decline in the rate of inflation, and can be
caused by declines in the money supply or recessions in the business cycle. Although it is almost a perfect
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explanation, critical opinions have been raised by Robber Lucas. Graphically, this means the short-run Phillips
curve is L-shaped.


