THE PaILLIPS CURVE: A POOR GUIDE
FOR MONETARY POLICY
James A. Dorn

[The] persistent shortfall in inflation from our target has
led some to question the traditional relationship between
inflation and the unemployment rate, also known as the
Phillips curve. . . . My view is that the data continue to show
a relationship between the overall state of the labor market
and the change in inflation over time. That connection has
weakened over the past couple of decades, but it still per-
sists, and I believe it continues to be meaningful for mone-
tary policy.

—Fed Chairman Jerome Powell (2018: 6-7)

The history of economic thought is replete with examples of eco-
nomic ideas that are politically attractive and persist even after they
have little empirical support or theoretical validity. That has certainly
been the case with the Phillips curve.

The Federal Reserve continues to incorporate the Phillips curve
in its macroeconomic models even though the empirical evidence for
a negative relationship between inflation and unemployment is weak
at best. In a recent study by the Brookings Institution, the authors
note that the Fed still relies on the Phillips curve as a “key factor” in
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setting its policy rate and as a “tool . . . to forecast what will happen
to inflation when the unemployment rate falls, as it has in recent
years” (Ng, Wessel, and Sheiner 2018: 1-2).

This article traces the history of the Phillips curve and argues that
it is a poor guide for monetary policy. The underlying problem is that
the Phillips curve misconstrues a supposed correlation between
unemployment and inflation as a causal relation. In fact, it is changes
in aggregate demand that cause changes in both unemployment and
inflation. The Phillips curve continues to misinform policymakers
and lead them astray.

Evolution of the Phillips Curve

In 1958, New Zealand economist A. W. Phillips published a land-
mark paper showing an inverse relationship between unemployment
and the rate of change in money wages in the United Kingdom from
1861 to 1913. He also found that relationship persisted when the data
set was extended to 1957 (Phillips 1958).

R. G. Lipsey (1960) provided further support for Phillips’s find-
ings, as did Paul Samuelson and Robert Solow (1960), who coined
the term “Phillips curve.” In their version of the curve, price inflation
(rather than wage inflation) is plotted against unemployment. Using
U.S. data for 1934 to 1958, they found a negative relationship
between the rate of change in the average level of money prices and
the level of unemployment. By viewing the Phillips curve as a “menu
of choice[s] between different degrees of unemployment and price
stability,” Samuelson and Solow opened the door for policymakers to
believe they could fine-tune the economy by choosing a socially opti-
mal point on the Phillips curve, at least in the short run (see
Humphrey 1986:100-03).

Although Samuelson and Solow (1960: 193) stated that their
analysis pertained to the short run, and that the shape of the
Phillips curve could change in the long run, or the curve could
shift, those caveats were largely ignored in the 1960s. There was a
strong sense that the Phillips curve was stable and that there was a
permanent tradeoff between inflation and unemployment. That
belief fostered the idea that mild inflation was beneficial in reduc-
ing unemployment. In such an environment, inflation increased
from 1.2 percent in 1962 to 5.8 percent in 1970 (see Hall and Hart
2012: 62-64).
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In his monumental History of the Federal Reserve, Allan Meltzer,
paints a succinct picture of the raise of the Phillips curve as a policy
guide in the 1960s:

The Phillips curve was an empirical relation with no formal
foundation, but it had great appeal and moved with remark-
able speed from the economics journals to the policy process.
Samuelson and Solow (1960) estimated the Phillips curve on
data for the United States. Both worked with the new admin-
istration before the election and in its early years, Samuelson
as an informal, personal adviser to President Kennedy and
Solow as a senior staff member of the Council of Economic
Advisers. Their paper contained a phrase about the relation
of inflation to unemployment that they and others chose to
ignore: “A first look at the scatter is discouraging; there are
points all over the place” (ibid., 188). They recognized, how-
ever, that the shape of the curve, hence the tradeoff,
depended on the policies pursued. Almost all discussion
ignored the fact that most of the data which Phillips used
came when the gold standard tied down expected inflation
[Meltzer 2009: 268, fn.3].

In a separate study of the Samuelson-Solow Phillips curve, Hall
and Hart (2012: 63-64) note:

Samuelson and Solow interpreted their statistical Phillips
curve as a structural relationship that had the potential of
offering a menu of exploitable tradeoffs between inflation
and unemployment. And while they warned that the tradeoff
may not be sustainable (that is, warned that the Phillips curve
might shift), this message seemed to have been quickly lost
on all but a few. . . . It turns out, however, that the
Samuelson-Solow Phillips curve was neither statistical nor
structural. Samuelson and Solow provided no empirical esti-
mates of the Phillips curve in their celebrated 1960 paper.
Instead, they simply hand-drew a line they believed fitted the
data for the twenty-five year period from 1934 to 1958."

'In an endnote, the authors suggest: “The diagrams for the sub-periods in
Phillips’s paper might also have alerted Samuelson and Solow to the fact that the
Phillips curve relation only seemed to be stable under fixed exchange rates which
helped to anchor inflation expectations” (Hall and Hart 2012: 69, n.7).
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With high and variable inflation in the 1970s, reaching 13.5 per-
cent in 1980, the Phillips curve lost its luster as both inflation and
unemployment soared. Peter Ireland, a member of the Shadow
Open Market Committee notes, “Despite the occasional appearance
of a statistical Phillips curve relationship between inflation and
unemployment in the United States data, the Federal Reserve’s
efforts to exploit that Phillips curve led, during the 1970s, not to
lower unemployment at the cost of higher inflation but instead to the
worst of both worlds: higher unemployment and higher inflation”
(Ireland 2019b: 5).

The stagflation led Paul Volcker, chairman of the Federal Reserve,
to proclaim before the Senate Committee on Banking, Housing, and
Urban Affairs in 1981: “I don’t think that we have the choice in cur-
rent circumstances—the old tradeoff analysis—of buying full
employment with a little more inflation. We found out that doesn’t
work” (Volcker 1981: 28). Volcker’s war on inflation was not popular
with many members of Congress, who continued to think that higher
inflation could help reduce unemployment. However, he proved to
be correct in arguing that lowering inflation and achieving long-run
price stability would help calm markets and improve the prospect for
growth in employment and output (see Steelman 2011: 3-4).

Milton Friedman (1968, 1977) and Edmund Phelps (1967) recog-
nized that when inflation expectations are built into the Phillips
curve, and individuals fully anticipate inflation, unemployment will
settle at its “natural” level as determined by market forces, and the
long-run Phillips curve will be vertical—that is, there will be no
tradeoff between inflation and unemployment.

Three Stages of the Phillips Curve

In his 1976 Nobel lecture, “Inflation and Unemployment,”
Milton Friedman (1977) traced out three stages in the evolution of
the Phillips curve. The first stage featured the simple curve in
Figure 1, showing a stable, negative relationship between inflation
and unemployment.

The second stage featured Friedman’s “natural rate hypothesis,”
which he first described in his 1967 presidential address to the
American Economic Association. In this stage, the short-run Phillips
curve is adjusted for expectations and the long-run curve is vertical at
the natural rate of unemployment (Friedman 1968). An unexpected
increase in inflation initially reduces unemployment. However, once
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FIGURE 1
THE PHILLIPS CURVE
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workers and employers fully anticipate higher inflation, they will
revise their plans and unemployment will return to its “natural” level
consistent with equilibrium real wages and the overall structure of
the labor market.?

Figure 2 shows an increase in inflation from 0 percent to I, tem-
porarily reduces unemployment below its long-run “natural” level
Uy to Uy, say from 4 percent to 3 percent. (No one knows for certain
what the actual “natural rate of unemployment” is; it is not observ-
able.) The movement from point ¢ to point b on the initial Phillips
curve (PC,) is posited on the assumption that the initial inflation rate
is 0 percent. However, once the higher inflation rate is fully recog-
nized by market participants, unemployment will return to Uy and
PC, will become the relevant Phillips curve—provided expected
inflation remains at I;. Points @ and ¢ now lie on the long-run Phillips
curve (LRPC), where each point represents a state of full adjustment
between actual and expected inflation. Thus, the long-run Phillips
curve is vertical. As Meltzer (2009: 287) writes, “The long-run

*For a more detailed description of the adjustment process from an unanticipated
increase in nominal aggregate demand, see Friedman (196S: 100-11; 1977:
456-57). Friedman gives credit to Edmund S. Phelps for his groundbreaking
work in developing the natural rate hypothesis, for which he received the Nobel
Memorial Prize in Economic Sciences in 2016 (see Phelps 1967, 1968).
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FIGURE 2
THE EXPECTATIONS-ADJUSTED PHILLIPS CURVE
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Phillips curve must be vertical because inflation is a nominal variable
and unemployment is a real variable. Rational behavior require[s]
that any influence of nominal variables on real variables last only as
long as it takes markets to learn and adjust.”

The concept of “rational expectations,” first developed by John
Muth (1961) and later elaborated upon by Robert Lucas (1987) and
Thomas Sargent (1986), provided a strong theoretical case that there
could be no tradeoffs between inflation and unemployment—even in
the short run. Hence, under the rational expectations framework, sys-
tematic monetary policy can have no impact on relative prices, out-
put, or employment. However, if wages and/or prices are sticky and
there are costs to acquiring information about job openings, and so
on, then activist monetary policies can still have real effects—perhaps
for a considerable time (see Humphrey 1986: 126).2

The third stage in the evolution of the Phillips curve is the hypoth-
esis that high and variable inflation plants the seeds for higher future

SFriedman (1968: 11) estimated “that the initial effects of a higher and unantici-
pated rate of inflation last for something like two to five years; that this initial
effect then begins to be reversed; and that a full adjustment to the new rate of
inflation takes . . . a couple of decades.” The adjustment process would be faster,
he said, in countries experiencing “more sizable changes” in the rate of inflation.

138



PHILLIPS CURVE: A POOR GUIDE

FIGURE 3
A POSITIVELY SLOPED LONG-RUN PHILLIPS CURVE
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unemployment by distorting relative prices and increasing “regime
uncertainty,” thus producing a positively sloped long-run Phillips
curve as shown in Figure 3 (adapted from Humphrey 1986: 108).* As
Humphrey explains:

The long-run Phillips curve may become positively sloped in its
upper ranges as higher inflation leads to greater inflation vari-
ability (volatility, unpredictability) that raises the natural rate of
unemployment. Higher and hence more variable and erratic
inflation can raise the equilibrium level of unemployment by
generating increased uncertainty that inhibits business activity
and by introducing noise into market price signals, thus reduc-
ing the efficiency of the price system as a coordinating and allo-
cating mechanism [Humphrey 1986: 108].

Milton Friedman considered the possibility of a positively sloped
Phillips curve, given the stagflation that occurred in the 1970s.

“Robert Higgs (1997) coined the term “regime uncertainty,” which he used to
refer to the uncertainty caused by fiscal and regulatory policies that attenuated
private property rights by decreasing expected returns on capital. In the case of a
discretionary government fiat money regime, moving to a monetary rule would
help reduce uncertainty about the future value of money and improve the climate
for making private investment decisions (Dorn 2018, 2019).
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Using inflation lagged one-half year (n = 0.5), Friedman (1977:
461, Table 1) found that unemployment averaged 6.1 percent from
1971 through 1975 while inflation averaged 6.7 percent. His “ten-
tative hypothesis” was that the positively sloped Phillips curve may
be “a transitional phenomenon that will disappear as economic
agents adjust not only their expectations but their institutional and
political arrangements to a new reality.” He therefore thought that
the natural-rate hypothesis would still hold in the very long run, but
the “transitional period may well extend over decades” (Friedman
1977: 464-65).

Friedman (1977: 467) recognized that, during the transitional
period, “increased volatility of inflation” can distort relative price sig-
nals and increase unemployment. Moreover, he believed that, “in
practice, the distorting effects of uncertainty, rigidity of voluntary
long-term contracts, and the contamination of price signals will
almost certainly be reinforced by legal restrictions on price change”
(i.e., wage and price controls).

The Great Moderation

During the Great Moderation, roughly from the mid-1980s until
2007, the transition to a more systematic monetary policy that implic-
itly followed a Taylor-type rule reduced the volatility of inflation and
output compared to the stop-go monetary policy that preceded it
(see Hakkio 2013). By anchoring inflation expectations and stabiliz-
ing the growth of nominal GDP (NGDP) around a trend rate of
about 5 percent per year, the Fed improved its credibility and
reduced regime uncertainty.

Jerry L. Jordan, former president of the Federal Reserve Bank of
Cleveland, described the atmosphere surrounding the Phillips curve
during the last two decades of the 20th century:

The macroeconomic developments of the final two decades
of the 20th century should have ended any further debate
about the notion of some tradeoff between inflation and
unemployment. Rates of inflation declined in market
economies around the world, regardless of the political sys-
tems. Most places also experienced declines in unemployment
rates, and where unemployment remained high it was almost
universally acknowledged to be the result of national labor
market rigidities and regulatory policies. Nowhere was the idea
put forth that a bit higher inflation would even temporarily
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lower the unemployment rates. It seemed—for a while at
least—that no minister of finance or central banker would dare
to suggest that inflation was too low and that a bit more would
in any way be a good thing [Jordan 2012: 22].

Global Financial Crisis and Its Aftermath

The global financial crisis of 2008 ended the Great Moderation
and ushered in a new wave of uncertainty associated with unconven-
tional monetary policies. After more than a decade, the inflation rate
has remained low despite historically low unemployment, a result
that challenges those who continue to place faith in the Phillips
curve’s credibility as a forecasting tool to guide monetary policy. As
St. Louis Fed President James Bullard (2017) has stated, “the idea
that unemployment outcomes are a major factor in driving inflation
outcomes in the U.S. economy” cannot be substantiated by the data.
“A more important determinant” appears to be “inflation expecta-
tions.” He goes on to say:

Despite the empirical evidence suggesting that the Phillips
curve relationship is relatively flat, some still argue in favor of
raising the U.S. policy rate in an effort to get ahead of the
anticipated surge in inflation. Implicit in that argument is the
idea that the relationship is nonlinear, meaning the impact on
inflation would be much larger once unemployment reached
extremely low levels. However, I am not aware of empirical
estimates that have made a convincing case for the nonlinear
Phillips curve using recent data. For monetary policy pur-
poses, we should not base our notions of what will happen
with inflation solely on ideas related to low unemployment.

Even in the face of strong evidence for the flattening of the short-
run Phillips curve (i.e., decreases in unemployment have a much
smaller impact on inflation than in earlier periods), central banks are
reluctant to omit it from their macroeconomic models.” As Fed
Chairman Jerome Powell noted in his April 6, 2018, speech at the
Economic Club of Chicago, “Almost all of the participants [at the
January 2018 Federal Open Market Committee meeting] thought

5Stock and Watson (2019: 1) find that the slope of the Phillips curve (measured
by the change in inflation relative to the change in the unemployment gap), has
gone from —0.48 in 1960-83 to —0.26 in 1984-99, and to —0.03 in
2000-2019Q1, which is not statistically different from zero.
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that the Phillips curve remained a useful basis for understanding
inflation.” Yet they recognized “that the link between labor market
tightness and changes in inflation has become weaker and more dif-
ficult to estimate, reflecting in part the extended period of low and
stable inflation in the United States and in other advanced
economies” (Powell 2018: 6-7).

The real problem with the Phillips curve is not that it supposes
that inflation and unemployment are related, especially in the short
run, but that it misconstrues that relation as involving a direct causal
influence of unemployment on inflation, and vice versa, when in fact
it is changes in aggregate demand that cause changes in both unem-
ployment and inflation. According to Mickey Levy, chief economist
at Berenberg;

The Phillips curve, which correctly posits that lower unem-
ployment raises wages, incorrectly presumes that [higher]
wages always lead to higher product prices without consider-
ing the impact of productivity on production costs, or how
nominal aggregate demand influences businesses flexibility to
raise product prices. In the 1990s, strong productivity gains
were associated with strong gains in real wages, while con-
straining unit labor costs; that is, the stronger productivity
raised the share of nominal GDP that was real. In [the pres-
ent] expansion, the moderate growth in nominal GDP has
constrained wage gains and inflation despite very low unem-
ployment. Not surprisingly, the Phillips curve did not capture
either of these dominant trends [Levy 2018].

The Phillips curve is a distraction to the main function of a central
bank—namely, to “prevent money itself from being a major source
of economic disturbance,” as Milton Friedman observed in his 1968
presidential address (Friedman 1968: 12).

How a Broken Theory Is Still Guiding Policy

At a press conference following the Fed’s Open Market Committee
meeting on June 14, 2017, Janet Yellen remarked: “We continue to
feel that, with a strong labor market and a labor market that’s contin-
uing to strengthen, the conditions are in place for inflation to move
up” (Yellen 2017). Likewise, Fed Chairman Jerome Powell believes
the Phillips curve “continues to be meaningful for monetary policy”
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even though the strength of the relationship between unemployment
and inflation “has weakened” (Powell 2018).

A few years earlier, in 2015, then president of the Federal Reserve
Bank of Atlanta, Dennis Lockhart, in an interview with the Wall
Street Journal, stated:

I think a policymaker has to act on the view that the basic
relationship in the Phillips curve between inflation and
[un]employment will assert itself in a reasonable period of
time as the economy tightens up, as the resource picture in
the economy tightens. I am quite confident that that basic
expectation will materialize. . . . I don’t know if I would quite
say that I am resting everything on a model, but I am cer-
tainty prepared to get comfortable based on [an] expectation
that seems to me to have compelling logic [Hilsenrath 2015,
interview with Lockhart].

A final example of how the Phillips curve continues to be treated
by Fed officials as a useful guide to policy, even in the face of strong
evidence during the last 20 years that the degree of unemployment
is a poor indicator of inflation, comes from a working paper prepared
by the staft of the Federal Reserve Board’s Divisions of Research &
Statistics and Monetary Affairs in 2018:

While inflation appears to be insensitive to labor market
slack, policy needs to take proper account of the prospects for
persistently tight labor markets leading to higher inflation, or
other imbalances, that could eventually endanger prospects
on the employment side of [the Fed’s] policy mandate [Erceg
et al. 2018: 18].

All of the forgoing examples show that central bankers are not yet
willing to discard the Phillips curve as a policy tool, even though the
evidence for a downward sloping curve is meager. Indeed, as early as
2002, William Niskanen, a former member of President Ronald
Reagan’s Council of Economic Advisers, declared: “The concept of a
Phillips curve should be considered empty when most of the variation

6By “weakened,” Powell means the slope of the Phillips curve has flattened: large
decreases in unemployment have not had much impact on inflation. The rate of
unemployment has gone from 10 percent in October 2009 to less than 4 percent
today, while inflation has remained relatively low at less than 2 percent per year.
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in the data must be explained by shifts in this presumed relation. In
any case, the Phillips curve proved to be a poor basis for forecasting
and a worse guide to policy” (Niskanen 2002: 194).

Using annual data from 1960 through 2001, Niskanen found that
“there is no tradeoff of unemployment and inflation except in the
same year,” and that “in the long term, the unemployment rate is a
positive function of the inflation rate” (Niskanen 2002: 198). During
the 1970s, inflation and unemployment both increased, as the United
States experienced stagflation, and since 2009, unemployment has
turned sharply lower while inflation has remained low.

Nevertheless, the existence of even a transient and loose relation
between inflation and unemployment provides policymakers with
the illusory hope that they can exploit that relation to achieve desired
policy goals. The idea that a little more inflation is desirable in return
for a little less unemployment is appealing to both policymakers and
politicians, both of whom are inclined to overemphasize the short run
and discount the long run. That is why economic fallacies have a ten-
dency to reappear, especially when politicians can win votes by res-
urrecting them. Protectionist rhetoric is one common example; the
idea that a little inflation is a good thing is another.

Although the Phillips curve has been discredited, it is not really
dead and so distracts from alternative ideas for conducting monetary
policy that offer a better chance of achieving long-run price stability
and promoting economic stability and growth. The still-lingering
influence of circa. 1965 Keynesianism—with its emphasis on short-
run remedies for long-run problems, its distrust of the market adjust-
ment process, and its dismissal of the quantity theory of
money—downplays the point, clearly recognized by F. A Hayek in
1960, that “the stimulating effect of inflation will . . . operate only so
long as it has not been foreseen; as soon as it comes to be foreseen,
only its continuation at an increased rate will maintain the same
degree of prosperity” (Hayek 1960: 331). Hayek went on to criticize
the myopic view of policymakers:

The inflationary bias of our day is largely the result of the preva-
lence of the short-term view, which in turn stems from the great
difficulty of recognizing the more remote consequences of
current measures, and from the inevitable preoccupation of
practical men, and particularly politicians, with the immediate
problems and the achievement of near goals [Hayek 1960: 333].
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The Phillips curve gives policymakers a justification to try to fine-
tune the economy, but it is a weak reed on which to base policy—and
it fails to recognize the limits of monetary policy.7

A Better Framework for Monetary Policy

Instead of relying on a flawed Phillips curve analysis to guide pol-
icy, Fed officials should focus on the underlying causes of both unde-
sired changes in inflation and cyclical fluctuations in unemployment.
In turn, the Fed’s dual mandate to achieve maximum employment
and price stability, which is flawed by assuming a tradeoff between
inflation and unemployment, should be replaced by a single target,
preferably keeping NGDP on a level growth path.8 Doing so would
increase the credibility of monetary policy, reduce regime uncer-
tainty, mitigate business fluctuations, and avoid stop-go monetary
policy. Niskanen (2008: 377) argued that “the intent of Congress
would be better served and monetary policy would be more effective
if Congress instructed the Federal Reserve to establish a monetary
policy that reflects both their concerns in a single target.” He did so
because he clearly recognized the failure of forecasting inflation
under a Phillips curve framework and, hence, the merits of a nomi-
nal income target over an inflation target (with the unemployment
rate serving as a poor proxy for likely inflation).”

One benefit of a rule designed to keep nominal income on a steady
growth path is that it bypasses the issue of assigning weights under
the Fed’s dual mandate to achieve price level stability and maximum
employment. All that needs to be done is to set a target path for the

“On the limits of monetary policy, see Friedman (1968), Plosser (2014), and Dorn
(2001).

80n the case for an NGDP target, see Sumner (2014); Selgin, Beckworth, and
Bahadir (2015); and Beckworth (2017). Earlier proponents include Gordon
(1985), McCallum (1989: chap. 16), and Meltzer 1989). Niskanen (1992: 284)
favors targeting nominal domestic final sales (NDFS) and argues that keeping
nominal demand on a stable growth path is superior to a “price rule” and a
“money rule.” Unlike a price rule (e.g., inflation targeting), “a demand rule. . . .
does not lead to adverse monetary policy in response to unexpected . . . changes
in supply conditions.” Even more important, a demand rule, unlike a money rule,
“accommodates unexpected changes in the demand for money” (i.e., in the veloc-
ity of money). See also Frankel (2019: 464-65).

90n Niskanen’s ideas for reforming the monetary framework, see Selgin (2017).
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