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	2. Philip curve
Relation between
Unemployment  and Inflation
 


	3. it expresses an  inverse relationship between the rate of unemployment
and the rate of increase in money wages.
Philip curve developed by A.W.Philip in 1958
Philip curve examine the relation bw rate of unemployment and rate of
money wages changes.
Philip curve data based on U.K(1861-1957)
Lower rate of unemployment is associated with higher wage rate or
inflation.
Intro -
 


	4. This is because  “workers are reluctant to offer their services at less
than the prevailing rates when the demand for labour is low and
unemployment is high so that wage rates fall very slowly.”
Phillips derived the empirical relationship that when unemployment is
high, the rate of increase in money wage rates is low.
This is because, “when the demand for labour is high and there are very
few unemployed we should expect employers to bid wage rates up quite
rapidly.”
On the other hand, when unemployment is low, the rate of increase in
money wage rates is high.
The second factor which influences this inverse relationship between
money wage rate and unemployment is the nature of business activity.
 


	5. Rather, they will  reduce wages. But workers and unions will be reluctant
to accept wage cuts during such periods.
Conversely in a period of falling business activity when demand for
labour is decreasing and unemployment is rising, employers will be
reluctant to grant wage increases.
Thus when the labour market is depressed, a small reduction in wages
would lead to large increase in unemployment.
Consequently, employers are forced to dismiss workers, thereby leading
to high rate of unemployment.
Phillips argued that the relation between rates of unemployment and a
change of money wages would be highly non-linear.
In a period of rising business activity when unemployment falls with
increasing demand for labour, the employers will bid up wages.
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Phillips  curve which relates percentage
change in money wage rate (W)
on the vertical axis.
with the rate of unemployment(U) on
the horizontal axis.
The curve is convex to the origin which shows that the percentage changein
money wages rises with decrease in the Unemployment rate.
PC
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This  means that when the wage rate is
high the unemploymentrate is low and
vice versa.
when the money wage rate is 2 per cent,
the unemploymentrate is 3 per cent and
inflationrate is zero.
But when the wage rate is high at 4 per cent, the unemploymentrate is low at 2
per cent.
Thus there is a tradeoff between the rate of change in money wage and the rate
of unemployment.
 


	8. The original Phillips  curve was an observed statistical relation
which was explained theoretically by Lipsey as resulting from the
behaviour of labour market in disequilibrium through excess
demand.
Suppose labour productivity rises by 2 per cent per year and if
money wages also increase by 2 per cent, the price level would
remain constant.
 


	9. During the low  unemployment –money wages is high.
If increase in money wages more than increase in labour
productivity price will rise and vice- versa.
Price do not rise if labour productivity increase at same rate as
increase in money wage rate.
Downward sloping PC is short run Philip curve.
There is tradeoff in the short run bw Money wages and
unemployment.
Tradeoff – it means two opposite situations.(different)
Price expectations are not adaptive.
Price expectation are static.
 


	10. If now, aggregatedemand  is increased,
this lowers the unemploymentrate to OT (2%)
and raises the wage rate to OS (4%) per year.
assumethat the economy is operating at point
B.
The economy operates at point C. With the
movement of the economy from B to C,
unemploymentfalls to T (2%). If points B and C
are connected, they trace out a Phillips curve
PC.
If labour productivity continues to grow at 2 per
cent per annum, the price level will also rise at
the rate of 2 per cent per annum at OS in the
figure.
 


	11. The shape of  the PC curve further suggests that
when the unemployment rate is less than 5 per
cent (that is, to the left of point A),
It is to be noted that PC is the “conventional”or original downwardsloping
Phillips curve which shows a stable and inverse relation between the rate of
unemploymentand the rate of change in wages.
the demand for labour is more than the supply
and this tends to increase money wage rates.
On the other hand, when the unemployment
rate is more than 5½ per cent (to the right of
point A),
the supply of labour is more than the demand
which tends to lower wage rates.
The implication is that the wage rates will be
stable at the unemployment rate OA which is
equal to 5½ per cent per annum.
 


	12. Friedman’s View: The  Long-
Run Phillips Curve:
 


	13. Acc. To Friedman  PC is short run phenomenon and it
does not remain stable.
Friedman’s view – long run Philip curve.
It is expected rate of inflation which push the PC in long
run.
Acc to him ..PC is not static.
In long run There is no tradeoff b/w inflation and
unemployment..
Means in long run there is no difference bw expected rate
of inflation and actual inflation.
And PC become vertical.
If there is difference bw expected and actual rate of
inflation then downward sloping PC occur.
 


	14. These views have  been expounded by Friedman and Phelps in
what has come to be known as the “accelerationist” or the
“adaptive expectations” hypothesis.
Economists have criticised and in certain cases modified the
Phillips curve.
They argue that the Phillips curve relates to the short run and it
does not remain stable.
It shifts with changes in expectations of inflation.
In the long run, there is no trade-off between inflation and
unemployment.
 


	15. But when this  discrepancy is removed over the long run, the
Phillips curve becomes vertical.
But there are certain variables which cause the Phillips curve to
shift over time and the most important of them is the expected
rate of inflation.
According to Friedman, there is no need to assume a stable
downward sloping Phillips curve to explain the trade-off between
inflation and unemployment.
In fact, this relation is a short-run phenomenon
So long as there is discrepancy between the expected rate and the
actual rate of inflation, the downward sloping Phillips curve will
be found.
 


	16. In the long  run, the Phillips curve is a vertical line at the natural rate of
unemployment.
At this rate, there is neither a tendency for the inflation rate to increase or
decrease.
In order to explain this, Friedmanintroduces the concept of the natural rate of
unemployment.
Thus the natural rate of unemploymentis defined as the rate of unemployment
at which the actual rate of inflationequals the expected rate of inflation.
It is thus an equilibrium rate of unemploymenttoward which the economy
moves in the long run.
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Long run PC is vertical at 3% of unemployment.
 


	18. Now assume that  the government adopts a
monetary-fiscal programme to raise
aggregate demand in order to lower
unemployment from 3 to 2 per cent.
Phillips curve to shift over time is due to the expected rate of inflation.
Suppose the economy is experiencing a
mild rate of inflation of 2 per cent and a
natural rate of unemployment (N) of 3 per
cent.
Suppose the economy is experiencing a
mild rate of inflation of 2 per cent and a
natural rate of unemployment (N) of 3 per
cent.
At point A on the short-run Phillips curve
SPC1 , people expect this rate of inflation to
continue in the future.
 


	19. Now workers demand  increase in money wages to meet the higherexpected
rate of inflation of 4 per cent.
This is achieved because the labourhas
been deceived.
The increase in aggregate demand will raise
the rate of inflation to 4 per cent consistent
with the unemployment rate of 2 per cent.
When the actual inflation rate (4 per cent)
is greater than the expected inflation rate
(2 per cent), the economy moves from
point A to B along the SPC1 curve and the
unemployment rate temporarily falls to 2
per cent.
workers eventually begin to realise that the
actual rate of inflation is 4 per cent which now
becomes their expected rate of inflation.
Once this happens the short-run Phillips curve
SPC1 shifts to the right to SPC2.
 


	20. If points A,  C and E are connected, they
trace out a vertical long-run Phillips
curve LPC at the natural rate of
unemployment.
At point C, the natural rate of
unemployment is re-established at a
higher rate of both the actual and
expected inflation (4%).
workers demand higher wages
In other words, they want to keep up with
higher prices and to eliminate fall in real
wages.
As a result, real labour costs will rise, firms
will discharge workers and unemployment
will rise from B (2%) to C (3%) with the
shifting of the SPC1 curve to SPC2.
As soon as they adjust their expectations to
the new situation of 6 per cent inflation,
the short-run Phillips curve shifts up again
to SPC3,
and the unemployment will rise back to its
natural level of 3 per cent at point E.
 


	21. During natural rate  of unemployment – inflation will
neither increase nor decrease.
Natural rate of unemployment- expected rate of
inflation= actual rate of inflation.
Friedman and Phelps view on PC knows as
accelerationist or adaptive expectation hypothesis.
The vertical long run Philip curve related to the steady
rate of inflation.
In adaptive expectation hypothesis- expected rate of
inflation always lag behind the actual rate of inflation.
 


	22. Natural rate of  unemployment
Theory also known as- Non-accelerating inflation rate of
unemployment(NAIRU)
NAIRU theory was developed by economist Friedman
and Phelps.
When unemploymentis
below the natural rate .
Inflation will
accelerate.
When unemploymentis
above the natural rate .
When unemploymentis
equal to the natural
rate .
Inflation will
decelerate.
Inflation stable or
non-accelerating.
 


	23. Tobin’s View:
  


	24. proposed a compromise  between the negatively sloping and
vertical Phillips curves.
James Tobin in his presidential address before the American
Economic Association in 1971
Tobin believes that there is a Phillips curve within limits.
Tobin’s Phillips curve is kinked-shaped, a part like a normal
Phillips curve and the rest vertical,
 


	25. According to Tobin,  the vertical portion of the curve is not due to
increase in the demand for more wages but emerges from
imperfections of the labour market.
vertical at critically low rate of
unemployment.
In the figure Uc is the critical
rate of unemployment at which
the Phillips curve becomes
vertical where there is no trade-
off between unemployment and
inflation.
horizontal at high rate of
unemployment.
 


	26. Solow’s View:
  


	27. sOLOw’s vies-
Acc. To  him the PC is vertical at positive rate of inflation
and is horizontal at negative rates of inflation.
unemployment
inflation
PC
 


	28. Okun's law
  


	29. However, the law  only holds true for the U.S. economy and only
applies when the unemployment rate is between 3% and 7.5%.
Okun's law pertains to the relationship between the U.S.
economy's unemployment rate and its gross national
product (GNP).
It states that when unemployment falls by 1%, GNP rises by
3%.
When unemployment rises by 1%, then GNP is expected to fall
by 3% and GDP is expected to fall by 2%.
In the United States, the Okun coefficient estimates that when
unemployment falls by 1%, GNP will rise by 3% and GDP will rise
by 2%.
 


	30. Gresham’s Law of  the
Monetary Systems
 


	31. The law is  named after Sir Thomas Gresham (1519-79), a leading
English business pay on and financial adviser to Queen Elizabeth
I.
(‘Bad Money Drives out Good’.)
if there are two forms of commodity money in circulation, which are accepted by
law as having similar face value, the more valuable commodity will gradually
disappear from circulation
When “bad money” and “good money” are both in circulation people will use
the “bad money” when making purchases and the “good money” will be
hoarded.
The natural humantendency is to retain the better coins and pass on into
circulationthe comparatively old and worn out coins.
 


	32. Yet, the public  sometimes prefer one form of a particular denominationto
another,
Thus,in India,we have one-rupeenotes and one-rupeecoins. Both are forms of
legallygood money.
e.g., they may prefer the rupee coin to the paper note. If there is such a
preference for one form of money rather than another, it is an example of
Gresham’s Law in operation.
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