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The Phillips Curve has long been a fundamental concept in macroeconomics, illustrating the inverse
relationship between inflation and unemployment. During the 1960s in the United States, this
relationship appeared to be robust and predictable, guiding policymakers and economists alike.
However, by the late 1970s, the once-reliable correlation seemed to break down, prompting
widespread reevaluation of economic theories and policy approaches. This article explores the
origins of the Phillips Curve, its observed dynamics in the 1960s, the reasons why it ceased to hold
in the late 1970s, and the implications for modern economic policy.

Understanding the Phillips Curve: Origins and Basics

Historical Background

The Phillips Curve is named after economist A.W. Phillips, who, in 1958, identified an empirical
relationship between wage inflation and unemployment in the UK. Later, economists extended this
concept to include price inflation, leading to the formulation of the inflation-unemployment tradeoff.

Theoretical Foundations

The core idea of the Phillips Curve is that there is a tradeoff between inflation and unemployment:
e Lower unemployment often correlates with higher inflation.

e Higher unemployment tends to be associated with lower inflation.

This relationship was seen as a menu policymakers could choose from, balancing inflation and
unemployment according to economic priorities.

The Phillips Curve in the 1960s: A Stable and
Predictable Relationship



Empirical Evidence in the US

During the 1960s, the Phillips Curve model seemed to accurately describe the US economy:
e Periods of low unemployment (around 4-5%) coincided with rising inflation rates.

e Conversely, efforts to reduce inflation often resulted in higher unemployment.

This period saw relatively stable inflation rates and unemployment figures, reinforcing the belief
that policymakers could manipulate the economy along this curve.

Policy Implications

The perceived stability of the Phillips Curve led to the adoption of expansionary policies:
e Increase in government spending

e Lowering interest rates

aimed at reducing unemployment, accepting higher inflation as a tradeoff.

The Breakdown of the Phillips Curve in the Late 1970s

Stagflation and Empirical Anomalies

By the late 1970s, the US economy experienced a phenomenon known as stagflation—a situation
characterized by:

e High inflation rates (double digits)

e Persistently high unemployment (above 6%)

This combination was inconsistent with the Phillips Curve, which predicted an inverse relationship.

Reasons Why the Phillips Curve No Longer Held

Several factors contributed to the breakdown of the Phillips Curve relationship:

1. Expectations of Inflation: Economists like Milton Friedman argued that inflation
expectations adapt over time, shifting the Phillips Curve outward and nullifying the tradeoff.

2. Supply Shocks: The 1970s faced significant supply shocks, such as oil price hikes, which
increased production costs and inflation independently of unemployment.



3. Policy Limitations: Attempts to exploit the Phillips Curve led to higher inflation without
sustainable reductions in unemployment.

4. Breakdown of the Short-Run Tradeoff: The initial Phillips Curve represented a short-run
relationship; over time, it proved to be less reliable for long-term policy planning.

The Role of Rational Expectations

Milton Friedman's theory of rational expectations and Robert Lucas's subsequent work
fundamentally challenged the Phillips Curve:

e People anticipate inflation, adjusting their behavior accordingly.

 This anticipation diminishes the effectiveness of monetary policy aimed at reducing
unemployment through inflationary measures.

As a result, attempts to lower unemployment below its natural rate often led only to accelerating
inflation without lasting gains in employment.

Implications for Economic Policy

Shift to New Policy Frameworks

The realization that the Phillips Curve relationship was unstable prompted policymakers to
reconsider their strategies:

e Focus shifted from short-term tradeoffs to long-term stability.

e Emphasis on credible monetary policy to anchor inflation expectations.

Introduction of the Non-Accelerating Inflation Rate of
Unemployment (NAIRU)

Economists introduced the concept of NAIRU, which is the unemployment rate consistent with
stable inflation:

e Policy objectives now aim to keep unemployment near this natural rate.

e Recognizing that attempting to push unemployment below this level risks accelerating
inflation.



Modern Perspectives and Ongoing Debates

Does the Phillips Curve Still Exist?

While the classic Phillips Curve relationship as observed in the 1960s no longer holds in its original
form, modern economists recognize:

e Short-run Phillips Curves can still exist, but are influenced by inflation expectations.

e Long-run relationships tend to be vertical at the natural rate of unemployment.

Current Challenges and Considerations

In recent years, the US has experienced periods of low unemployment with moderate inflation,
challenging traditional views:

e Low unemployment rates did not lead to runaway inflation in the 2010s.

e Central banks focus on inflation targeting and anchoring expectations rather than exploiting a
tradeoff.

This evolution underscores the importance of expectations, credibility, and supply-side factors in
modern macroeconomic policy.

Conclusion

The Phillips Curve was a groundbreaking concept that shaped economic thought and policy during
the mid-20th century. Its observed relationship in the 1960s provided policymakers with a seemingly
reliable tradeoff between inflation and unemployment. However, by the late 1970s, the emergence
of stagflation and the influence of inflation expectations revealed the limitations of the original
Phillips Curve model. The subsequent development of new theories, such as the concept of NAIRU
and the emphasis on rational expectations, transformed macroeconomic policy frameworks. Today,
while the Phillips Curve remains relevant in understanding short-term dynamics, its long-term
stability is widely questioned, emphasizing the importance of credible policy, inflation expectations
management, and supply-side considerations. The evolution of the Phillips Curve exemplifies the
dynamic nature of economic theories and the ongoing quest to understand and manage complex
macroeconomic phenomena effectively.
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Frequently Asked Questions

What is the Phillips Curve and how was it observed in the
1960s US economy?

The Phillips Curve illustrates an inverse relationship between unemployment and inflation,
suggesting that lower unemployment rates are associated with higher inflation. In the 1960s US, this
relationship appeared stable, with policymakers believing they could trade off inflation and
unemployment.

Why did the Phillips Curve relationship weaken or break down
in the late 1970s?

In the late 1970s, the US experienced stagflation—simultaneous high inflation and high
unemployment—which contradicted the Phillips Curve. This breakdown was due to factors like

supply shocks (e.g., oil crises) and changes in inflation expectations, undermining the original trade-
off.

How did inflation expectations influence the Phillips Curve in
the 1970s?

In the 1970s, inflation expectations became more adaptive, leading to a shift in the Phillips Curve.
When people expected higher inflation, actual inflation remained high regardless of unemployment
levels, causing the original inverse relationship to weaken.

What role did supply shocks play in the breakdown of the
Phillips Curve in the late 1970s?

Supply shocks, such as oil price hikes, increased production costs, leading to higher inflation and
unemployment simultaneously. This stagflation scenario challenged the Phillips Curve's trade-off,
which previously suggested these variables moved inversely.

Did the breakdown of the Phillips Curve in the 1970s lead to
changes in monetary policy?

Yes, policymakers realized the Phillips Curve was less reliable, leading to shifts in monetary policy
focus towards controlling inflation expectations and adopting more cautious approaches, as the
simple trade-off no longer held true.



How did the development of the expectations-augmented
Phillips Curve change economic understanding?

The expectations-augmented Phillips Curve incorporated inflation expectations, explaining why the
original inverse relationship broke down. It showed that only when inflation expectations are stable
can policymakers influence unemployment without triggering runaway inflation.

What lessons did economists learn from the breakdown of the
Phillips Curve in the 1970s?

Economists learned that the Phillips Curve is not stable and depends heavily on inflation
expectations and supply factors. This led to the development of new models emphasizing rational
expectations and the importance of credible monetary policy.

Is the Phillips Curve relationship still relevant today,
considering its breakdown in the 1970s?

While the original Phillips Curve relationship has been challenged, modern economists recognize a
modified Phillips Curve that accounts for inflation expectations. It remains a useful framework but
requires adjustments to reflect inflation inertia and supply shocks.

Additional Resources
The Phillips Curve

Introduction: Unveiling the Historical Narrative

The Phillips Curve has long served as a foundational concept in macroeconomics, illustrating the
inverse relationship between inflation and unemployment. During the 1960s in the United States,
this relationship seemed both intuitive and empirically robust: as unemployment decreased, inflation
tended to rise, and vice versa. Policymakers, economists, and analysts widely accepted this trade-off
as a guiding principle for economic management. However, by the late 1970s, this once-reliable
pattern appeared to unravel, prompting a profound re-evaluation of macroeconomic theory. This
article delves deep into the evolution of the Phillips Curve, exploring the empirical observations,
theoretical underpinnings, and reasons behind its apparent breakdown.

The 1960s: The Phillips Curve in Its Prime
Origins and Empirical Foundations

The Phillips Curve derives from the empirical work of economist A. W. Phillips in 1958, who analyzed
the relationship between wage inflation and unemployment in the UK. His findings suggested a clear
inverse relationship, which was subsequently extended to price inflation and unemployment in the
US and other economies.



In the 1960s, the Phillips Curve became a central tool for macroeconomic policy. The U.S.,
experiencing growth and relatively stable inflation, seemed to confirm the trade-off:

- Low unemployment (~4%) accompanied moderate inflation (~2-3%)
- Higher unemployment (~6%) coincided with lower inflation

Policy Implications
The prevailing interpretation was that policymakers could choose a desirable point along the curve:

- Sacrificing some unemployment for lower inflation
- Accepting higher inflation to achieve full employment

This led to the idea of "opportunistic" policies—stimulating the economy to reduce unemployment,
even if it meant tolerating some inflation.

The 1970s: The Disappearance and Disruption of the Relationship

The Shocking Emergence of Stagflation

By the late 1960s and into the 1970s, the U.S. economy faced a paradox: Stagflation—simultaneous
high unemployment and high inflation—challenged the core assumptions of the Phillips Curve.

Notable features included:

- Unemployment rates rising to ~6-7%
- Inflation soaring to double digits (~10%)

This was a stark departure from the earlier pattern, where high inflation was associated with low
unemployment.

Empirical Evidence of the Breakdown

Economists observed that the Phillips Curve no longer held as a stable relationship:
- No consistent trade-off between inflation and unemployment

- Periods of high inflation and high unemployment co-existed

- The curve appeared to shift or flatten, making policy trade-offs less predictable

The Role of Expectations

A key development in understanding this shift was the recognition of adaptive and rational
expectations:

- Adaptive Expectations: People adjust their expectations of inflation based on recent past inflation
- Rational Expectations: Economic agents incorporate all available information, including policy
impacts, into their inflation forecasts

These theories suggested that policy efforts to exploit the Phillips Curve could lead to accelerating
inflation without reducing unemployment in the long run.



Theoretical Explanations and Paradigm Shift
From Phillips to Expectations-Augmented Models

In response to the observed breakdown, economists developed the Expectations-Augmented Phillips
Curve, pioneered by Milton Friedman and Edmund Phelps:

- Friedman’s View: The short-run Phillips Curve is downward sloping, but in the long run, it is
vertical at the natural rate of unemployment

- Implication: Any attempt to maintain unemployment below this natural rate through expansionary
policies results in accelerating inflation without improving employment

The Natural Rate Hypothesis

Friedman and Phelps introduced the concept of the Natural Rate of Unemployment—the level of
unemployment consistent with stable inflation. Deviations from this rate are temporary and lead to:

- Expectations adjustments
- Inflationary spirals

This framework explained why the Phillips Curve relationship did not hold in the late 1970s: inflation
expectations had become entrenched, rendering policy trade-offs ineffective.

Empirical Evidence and Data Analysis
The 1960s Data
The data from the 1960s showed:

- A relatively stable inverse relationship
- Policymakers could "choose" along the curve with predictable outcomes

The Late 1970s and Beyond
Data from the 1970s onward demonstrated:

- The flattening of the Phillips Curve
- Increased volatility and unpredictability
- The influence of inflation expectations overshadowing the original relationship

Key Indicators

| Period | Unemployment Rate | Inflation Rate | Phillips Curve Slope | Expectations Effect |
I I I | I |

| 1960s | Stable, low (~4%) | Moderate (~2-3%)| Steep | Minimal |

| 1970s | Rising (~6-7%) | High (~10%) | Flattened | Significant |

| Post-1970s | Variable, higher | Persistent high | Virtually vertical | Dominates dynamics




Impacts on Policy and Economic Thought

Policymakers’ Dilemmas

The breakdown of the Phillips Curve relationship forced policymakers to reconsider:
- The effectiveness of inflationary policies

- The importance of managing inflation expectations

- The potential for long-term trade-offs to be illusory

Shift Toward Inflation Targeting and Expectations Management

In response, central banks began emphasizing:

- Inflation targeting as a policy goal

- Communication strategies to anchor expectations

- Monetary policy rules that focus on controlling inflation rather than exploiting short-term trade-offs
The Evolution of Macroeconomic Theory

The era marked a paradigm shift from:

- Keynesian models relying on the Phillips Curve trade-off
- To models emphasizing rational expectations and microfoundations

This evolution led to the development of New Keynesian and New Classical frameworks, which
incorporate the importance of expectations and credibility.

Contemporary Relevance and Ongoing Debates

Lessons Learned

The historical experience from the 1960s to the 1970s underscores:

- The importance of expectations in macroeconomic policy

- The dangers of relying on static relationships

- The need for credible institutions to anchor inflation expectations

Current Perspectives

While the classic Phillips Curve appears less stable, recent research suggests that:
- Some short-term relationship may re-emerge under specific conditions

- The shape and slope depend on factors like inflation expectations, globalization, and supply shocks
- Central banks must consider expectations management as central to policy



Conclusion: The Enduring Legacy of the Phillips Curve Debate

The evolution of the Phillips Curve from the 1960s to the late 1970s exemplifies the dynamic nature
of economic relationships and the importance of expectations in macroeconomics. The observed
breakdown challenged long-held assumptions, inspiring a fundamental shift in economic thought.
Today, the Phillips Curve remains a vital conceptual tool, but its application requires careful
consideration of expectations, credibility, and structural changes within the economy.
Understanding this historical journey is essential for policymakers, economists, and anyone
interested in the complexities of macroeconomic management.

In essence, the story of the Phillips Curve's changing relationship in the US highlights the
importance of adaptive frameworks and the limits of static models in capturing economic realities.
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