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The Phillips Curve
(Economics: Course Companion by Blink and Dorton, pages 233-235)

1958 – Alban Williams Phillips, a New Zealand born economist working at the London School of Economics published a paper stating that there was an inverse relationship between the rate of change of money wages (not adjusted for inflation, i.e. not real wages) and the rate of unemployment. This was based on his study of UK data from 1861 to 1913.
Phillips reasoned that at low levels of unemployment, higher wages had to be offered to attract workers and at high levels of unemployment, wages offered could be relatively low, as workers competed against one another for available jobs.

Short-run Phillips Curve

Other economists expanded on Phillips’ work reasoning that since workers’ wages make up a large proportion of a firm’s costs, changes in wages translate directly into changes in the price level. This was shown as an inverse relationship between changes in the price level (inflation rate) and the unemployment rate. This is also referred to as a trade-off between inflation and unemployment.





The SR Phillips Curve
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For governments the trade off appeared to be relatively simple. If the goal is to reduce unemployment, all they had to do was allow some inflation. Conversely, if the goal were to decrease inflation, then they only needed to let the unemployment rate increase.
How can this be explained using an AD/AS analysis?







AD/AS Analysis
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The SR Phillips scenario was believed to be valid until the 1970s when economies began experiencing both high inflation and increases in unemployment (known as stagflation). According to the Phillips curve, the two conditions should not occur simultaneously and therefore the Phillips Curve began to be questioned.

Long-run Phillips Curve
According to neo-classical economists, the economy will automatically tend towards its long-run equilibrium at the full employment level of output.





The LR Phillips Curve
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· At a 6% NRU, inflation is 2% and the economy is stable at point A.

· However, the government wishes to reduce unemployment and employs expansionary policies.

· As a result, the economy moves along the short run Phillips Curve to point B.

· This increase in demand for labor to meet the increased aggregate demand as a result of the government policy, would translate as an increase in the price level. 

· Workers realize that the increase in the nominal wage rate only covers the inflation and that the real wage rate has not changed. They then leave the workforce and unemployment rises again back to the NRU, at point C.

· However, inflation is now at 6% and workers have negotiated an equivalent increase in nominal wages.
· Further attempts to decrease unemployment will only result in an eventual return to the NRU but at a higher rate of inflation.

Demand-side policies may work for reducing cyclical and demand-deficient unemployment but not for reducing frictional, structural or seasonal unemployment that make up the natural unemployment.
In order to reduce NRU, supply-side policies would be more appropriate that would increase the long-run production possibilities (LRAS) which would create a decline in the NRU (a shift to the left of the LRPC).
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