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14.5: The Phillips Curve

Explain the Phillips curve, noting its impact on the theories of Keynesian economics
Demonstrate how the Phillips Curve can be derived from the aggregate supply curve

The Discovery of the Phillips Curve
In the 1950s, A.W. Phillips, an economist at the London School of Economics, was studying 60 years of data for the British
economy and he discovered an apparent inverse (or negative) relationship between unemployment and wage inflation. 
Subsequently, the finding was extended to the relationship between unemployment and price inflation, which became known as the
Phillips Curve. Why was there an trade-off between unemployment and inflation?

The original Keynesian view using the AD-AS model was that AS was “L”-shaped. At any level of GDP below potential, changes
in aggregate demand were thought to have no effect on the price level, only on GDP. Only when GDP reached potential would
changes in aggregate demand affect prices, but not GDP. You can see this in the original Keynesian AD-AS model, Figure 1, which
we first presented in the module on Keynesian Economics.

Figure 1. The Pure Keynesian AD–AS Model. The Keynesian View of
the AD–AS Model uses an AS curve which is horizontal at levels of output
below potential and vertical at potential output. Thus, changes in AD only
affect GDP when below potential output, but only affect the price level
when at potential output.

Most Keynesian economists today have a more nuanced view of the AS curve. When the economy is far from potential GDP,
changes in AD mostly affect output but not the price level. When the economy is closer to potential GDP, changes in AD affect
output and the price level. And when the economy is at or beyond potential GDP changes in AD only affect the price level.  This
yields the more curved AS that we are familiar with, shown in Figure 2.

Figure 2. Modern Keynesian View of the Aggregate Supply Curve. Near the equilibrium Ek, in the Keynesian
zone at the far left of the AS curve, small shifts in AD, either to the right or the left, will affect the output level
Yk, but will not much affect the price level. In the Keynesian zone, AD largely determines the quantity of output.
Near the equilibrium En, in the neoclassical zone, at the far right of the AS curve, small shifts in AD, either to the

Learning Objectives

https://libretexts.org/
https://biz.libretexts.org/@go/page/47509?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Macroeconomics_(Lumen)/14%3A_Policy_Applications/14.05%3A_The_Phillips_Curve


14.5.2 https://biz.libretexts.org/@go/page/47509

right or the left, will have relatively little effect on the output level Yn, but instead will have a greater effect on
the price level.

So where does that leave us with the Phillips Curve? Keynesian theory implied that during a recession, when GDP was below
potential and unemployment was high, inflationary pressures would be low. Alternatively, when the level of output is at or even
pushing beyond potential GDP, the economy is at greater risk for inflation. This yields the Phillips Curve relationship.

Figure 3 shows a theoretical Phillips curve, and the following feature shows how the pattern appears for the United States.

Figure 3. A Keynesian Phillips Curve Tradeoff between Unemployment
and Inflation. A Phillips curve illustrates a tradeoff between the
unemployment rate and the inflation rate; if one is higher, the other must be
lower. For example, point A illustrates an inflation rate of 5% and an
unemployment rate of 4%. If the government attempts to reduce inflation to
2%, then it will experience a rise in unemployment to 7%, as shown at
point B.
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Step 1. Go to this website to see the 2005 Economic Report of the President.

Step 2. Scroll down and locate Table B-63 in the Appendices. This table is titled “Changes in special consumer price indexes,
1960–2004.”

Step 3. Download the table in Excel by selecting the XLS option and then selecting the location in which to save the file.

Step 4. Open the downloaded Excel file.

Step 5. View the third column (labeled “Year to year”). This is the inflation rate, measured by the percentage change in the
Consumer Price Index.

Step 6. Return to the website and scroll to locate the Appendix Table B-42 “Civilian unemployment rate, 1959–2004.

Step 7. Download the table in Excel.

Step 8. Open the downloaded Excel file and view the second column. This is the overall unemployment rate.

Step 9. Using the data available from these two tables, plot the Phillips curve for 1960–69, with unemployment rate on the x-
axis and the inflation rate on the y-axis. Your graph should look like Figure 4.
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Figure 4. The Phillips Curve from 1960–1969. This chart shows the
negative relationship between unemployment and inflation.

Step 10. Plot the Phillips curve for 1960–1979. What does the graph look like? Do you still see the tradeoff between inflation
and unemployment? Your graph should look like Figure 5.

Figure 5. U.S. Phillips Curve, 1960–1979. The tradeoff between
unemployment and inflation appeared to break down during the 1970s as
the Phillips Curve shifted out to the right.

Over this longer period of time, the Phillips curve appears to have shifted out. There is no longer a tradeoff.

The Instability of the Phillips Curve
By the mid-1960s, the Phillips Curve was a key part of Keynesian Economics. The relationship was seen as a policy menu. A
nation could choose low inflation and high unemployment, or high inflation and low unemployment, or anywhere in between.
Expansionary fiscal and monetary policy could be used to move up the Phillips curve. Contractionary fiscal and monetary policy
could be used to move down the Phillips curve. An administration could choose any point on the Phillips Curve as desired.

Then a curious thing happened. When policymakers tried to exploit the tradeoff between inflation and unemployment, the result
was an increase in both inflation and unemployment. What had happened? The Phillips curve shifted, but why? The U.S. economy
experienced this pattern in the deep recession from 1973 to 1975, and again in back-to-back recessions from 1980 to 1982. Many
nations around the world saw similar increases in unemployment and inflation, and this pattern became known as
stagflation. (Recall that stagflation is an unhealthy combination of high unemployment and high inflation.) Perhaps most
important, stagflation was a phenomenon that could not be explained by traditional Keynesian economics.
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Watch this short video for a summary of the Phillips curve and to learn more about the relationship between inflation and
unemployment.

A link to an interactive elements can be found at the bottom of this page.

These questions allow you to get as much practice as you need, as you can click the link at the top of the first question (“Try
another version of these questions”) to get a new set of questions. Practice until you feel comfortable doing the questions.

[ohm_question]154506-154508-154519-154523[/ohm_question]

[glossary-page] 
[glossary-term]contractionary fiscal policy: [/glossary-term] 
[glossary-definition]tax increases or cuts in government spending designed to decrease aggregate demand and reduce
inflationary pressures [/glossary-definition][glossary-term]expansionary fiscal policy: [/glossary-term][glossary-definition]tax
cuts or increases in government spending designed to stimulate aggregate demand and move the economy out of
recession[/glossary-definition][glossary-term]Phillips curve:[/glossary-term][glossary-definition]the tradeoff between
unemployment and inflation[/glossary-definition][glossary-term]Stagflation:  [/glossary-term][glossary-definition]a
simultaneous increase in between unemployment and inflation[/glossary-definition] 
[/glossary-page]
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