Ch. 16: The Phillips Curve

Short run: period in which nominal wages (and other input prices) remain fixed as the price level changes.

Long run: period in which nominal wages (and other input prices) are fully responsive to changes in the price level.

The Phillips Curve
Basic Idea:

• Larger the increase in AD, the higher the rate of inflation and the greater the increase in Real GDP.

• Real GDP and unemployment rate are inversely related, so…the opportunity cost of reducing unemployment is higher inflation and the opportunity cost of reducing inflation is higher unemployment

*High rates of inflation should be accompanied by low rates of unemployment.
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*As the AD curve shifts outward (through demand-pull inflation), unemployment rates ↓.
