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Definition and Importance of the Phillips Curve

Definition: A relationship between inflation and unemployment.
▶ Initially (Phillips): wages. Today: often prices.
▶ Empirical correlation or “structural relationship” = causal relationship.
▶ Example of a causal relationship: low unemployment � nominal wages increase because

bargaining power rises.
▶ Not straightforward: economic theory determines relative prices, not the general price level.

Monetary issues are very difficult in macroeconomics.
Importance of the Phillips curve:

▶ A cornerstone of New Keynesian economics: trade-off.
▶ Stabilizing inflation means stabilizing economic activity.
▶ There is a trade-off between inflation and unemployment: do not go below the structural

unemployment rate to avoid triggering inflation.
▶ Example: Biden’s stimulus plan(s).
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Recent Doubts About the Phillips Curve, Much Stronger in the U.S. (Fed)
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Recent Doubts About the Phillips Curve: The 2007–09 Financial Crisis
No deflation during the 2007–2009 crisis. Krugman (2018):
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Thesis 1: Phillips Curve Under Fixed Exchange Rates, Not Flexible

19581 UNEMPLOYMENT AND MONEY WAGE RATES 285 

year, an increase of 7.6 per cent. in 1900 and in 1910, and an increase of 
7.0 per cent. in 1872. In no other year between 1861 and 1913 was 
there an increase in import prices of as much as 5 per cent. If the 
hypothesis stated above is correct the rise in import prices in 1862 may 
just have been sufficient to start up a mild wage-price spiral, but in the 
remainder of the period changes in import prices will have had little 
or no effect on the rate of change of wage rates. 
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A scatter diagram of the rate of change of wage rates and the per- 
centage unemployment for the years 1861-1913 is shown in Figure 1. 
During this time there were 64 fairly regular trade cycles with an 
average period of about 8 years. Scatter diagrams for the years of 
each trade cycle are shown in Figures 2 to 8. Each dot in the diagrams 
represents a year, the average rate of change of money wage rates 
during the year being given by the scale on the vertical axis and the 
average unemployment during the year by the scale on the horizontal 
axis. The rate of change of money wage rates was calculated from 
the index of hourly wage rates constructed by Phelps Brown and Sheiia 
Hopkins,l by expressing the first central difference of the index for 
each year as a percentage of the index for the same year. Thus the rate 
of change for 1861 is taken to be half the difference between the index 
for 1862 and the index for 1860 expressed as a percentage of the index 

1 E. H. Phelps Brown and Sheila Hopkins, " The Course of Wage Rates in Five 
Countries, 180-1939,'' Oxford Economic Papers, June, 1950. 
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CPhillips Correlation
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Example of a Phillips Curve
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Phillips Correlation
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Thesis 2: Decomposition Between Non-Tradable Goods (Housing) and
Tradable Goods

-2

-1,5

-1

-0,5

0

0,5

1

Total inflation Relative inflation of non-
tradable goods compared to

tradable goods

Inflation of non-tradable
goods (housing)

Inflation of tradable goods

Estimated coefficient on the unemployment rate in regressions of total inflation, relative 
inflation (real exchange rate changes), non-tradable inflation (housing), and tradable 

inflation, under fixed and flexible exchange rate regimes

Fixed exchange rate regimes
Flexible exchange rate regimes

Phillips Curves (PC)
traditional PC real exchange rate PC

François Geerolf The Phillips Curve Is Not What You Think It Is 2021-04-29 9 / 15



Thesis 2: Decomposition Between Non-Tradable Goods (Housing) and
Tradable Goods

Goods

π Fixed Flexible (Inflation Target)

Traded

Overall

t = 1

Non-traded

Price, Wage

Goods
Traded
Goods

Non-traded

Goods

Traded

Overall

Non-traded

Price, Wage

Goods

Traded
Goods

Non-traded

t = 0

0%

Nominal
Appreciation

Fixed

t = 0 t = 1

Aggregate Demand ↗

1.5%

3%

2%

0.5%

3.5%

3%

3%

Δπ
 = 

1.5
%

Δπ = 0%

Exchange Rates

Unemployment ↘
Inflation ↗ Inflation ➡

François Geerolf The Phillips Curve Is Not What You Think It Is 2021-04-29 10 / 15



Example of This Price Index Decomposition
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The Dichotomy Holds More Generally
High

High

Missing deflation : high unemployment, inflation

Stagflation = high unemployment, high inflation

Inflation
manquante

2001-08: not pegging to $ anymore

Consistent with Phillips = FIXED
In contradiction with Phillips = FLOATING

2008-10: post-currency crisis

Inflation

Deflation & growth: low unemployment, deflation

Missing inflation: low unemployment, low inflation

Inflation

Low

Unemploy.
Low

Unemploy.
Deflationary Environment: high unemploy. & deflation

Overheating: low unemployment, high inflation

1930-33: Brüning deflation
1929-33: Hoover deflation

1931-33: Laval deflation

2010-15: austerity (debt crisis)

2007-09: financial crisis
2007-09: financial crisis

2011-16: post Swiss Franc appreciation

1997-01: Internet bubble, irrational exuberance

2017-20: Trump stimulus

1990-95: post pegging to $ boom

2000-07: post €-entry boom
2000-07: post €-entry boom

2000-07: post €-entry boom

1986-90: real estate bubble, after Plaza

1990-93: bubble burst
1933-37: $ devaluation in 33

1971-79: end of Bretton Woods

1960-69: Vietnam War, Kennedy

1997-02: after the 1997 Asian financial crisis
1997-00: Crisis, pegged to $

2014-16: European austerity
2014-16: European austerity
2014-16: European austerity

2011-13: European austerity, debt crisis

2010-19: commodities boom

1997-02  
2000-05

2005-08: real estate & banking boom
2005-07: post €-entry boom

François Geerolf The Phillips Curve Is Not What You Think It Is 2021-04-29 12 / 15



Roosevelt, 1933

92.5

95.0

97.5

100.0

102.5

105.0

107.5

110.0

1922 1923 1924 1925 1926 1927 1928 1929 1930 1931 1932 1933 1934 1935

W
ag

es

François Geerolf The Phillips Curve Is Not What You Think It Is 2021-04-29 13 / 15



Europe, 2010-15
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Conclusion

The original Phillips curve was “discovered” under the gold standard (Phillips) and the
Bretton Woods system (Samuelson–Solow), in which an increase in nominal wages is an
increase in wages in gold (i.e., real wages).

More generally, the Phillips curve holds under fixed exchange rate regimes, but to my
knowledge: very few examples exist under flexible exchange rates.

Implications: a reconsideration of monetary policy? (mandate: employment)

Importance of competitiveness issues, trade deficits, and accelerated deindustrialization
linked to demand-side policies.
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