phillips curve definition economics

phillips curve definition economics is a fundamental concept in macroeconomics that illustrates
the inverse relationship between inflation and unemployment rates within an economy. Developed by
economist A.W. Phillips in the late 1950s, this curve has significant implications for economic policy
and understanding business cycles. The Phillips Curve suggests that policymakers face a trade-off
between inflation and unemployment, influencing decisions on monetary and fiscal policies. In this
article, we will delve into the definition of the Phillips Curve, its historical context, the theoretical
underpinnings, its shifts and criticisms, and its relevance in modern economic analysis.
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Understanding the Phillips Curve

The Phillips Curve is a graphical representation that posits an inverse relationship between the rate of
inflation and the rate of unemployment. It indicates that lower unemployment in an economy is
associated with higher inflation and vice versa. This relationship suggests that when unemployment
falls, businesses may increase wages to attract workers, which can lead to higher consumer spending
and increased prices. Conversely, when unemployment rises, inflation tends to decrease as demand
for goods and services diminishes.

Mathematical Representation

The Phillips Curve can be mathematically expressed as:

n=rme-BU-U)



Where:

n = actual inflation

e e = expected inflation

U = actual unemployment rate

U = natural rate of unemployment

B = sensitivity of inflation to unemployment changes

This formula illustrates how deviations from the natural rate of unemployment (U) can affect inflation
levels. The central idea is that policy interventions can temporarily exploit this trade-off, but the long-
term effects may differ significantly.

Historical Context

The origin of the Phillips Curve dates back to A.W. Phillips's 1958 paper, where he analyzed historical
data from the United Kingdom. Phillips observed a clear correlation between wage inflation and
unemployment rates, which he later extended to price inflation. This finding was revolutionary,
leading economists to believe in the possibility of controlling inflation through unemployment levels
and vice versa.

The 1970s Stagflation

One of the major challenges to the Phillips Curve occurred in the 1970s during a period known as
stagflation, characterized by high inflation and high unemployment simultaneously. This phenomenon
contradicted the Phillips Curve's predictions, prompting economists to reevaluate the model. The
occurrence of stagflation led to a significant shift in economic thought, as it suggested that the
relationship between inflation and unemployment was not as stable as once believed.

Theoretical Framework

The Phillips Curve is rooted in several key economic theories that help explain its implications in
macroeconomic policy.

Keynesian Economics



Keynesian economists support the Phillips Curve, arguing that demand-side policies can influence
unemployment and inflation. They assert that during periods of economic slack, increasing demand
can reduce unemployment without triggering significant inflation. This perspective led to the adoption
of expansionary fiscal and monetary policies to stimulate economic growth.

Monetarism and the Natural Rate Hypothesis

In contrast, monetarists, led by economists like Milton Friedman, argue that there is a natural rate of
unemployment determined by structural factors in the economy. They posit that any attempt to
exploit the Phillips Curve trade-off through monetary policy will only lead to accelerating inflation in
the long run. According to the natural rate hypothesis, the economy will eventually return to this
natural rate, negating any short-term gains in employment.

Shifts in the Phillips Curve

The Phillips Curve is not static; it can shift due to various economic factors, leading to changes in the
relationship between inflation and unemployment.

Supply Shocks

Supply shocks, such as oil price increases, can shift the Phillips Curve outward, resulting in higher
inflation and higher unemployment. Such events create a situation where the economy experiences
both rising prices and falling output, challenging policymakers to respond effectively.

Expectations and Adaptive Behavior

Changes in public expectations regarding inflation can also shift the Phillips Curve. If businesses and
consumers expect higher inflation in the future, they may adjust their behavior accordingly, leading to
wage and price increases that can alter the trade-off illustrated by the Phillips Curve.

Criticisms of the Phillips Curve



