
Keynesian legacy:
 importance of the interrelationships among markets

(goods, money, bonds, labor)
 effective demand as main determinant of equilibrium output

→ changes in aggregate demand components (especially private
sector investments) as sources of cyclical fluctuations

 possibility of equilibrium with unemployed resources, particularly
labor
→ key role for (especially downward) nominal wage rigidity;

however, also perfectly flexible prices unable to restore full
employment equilibrium



 role for demand management stabilization policies: fiscal policy
and (to a lesser extent) monetary policy

 impulse to macroeconometric analysis (econometric models with
simultaneous equations) and to the development of systems of
national accounting



Neoclassical synthesis (1950s and 1960s)
 formalization of the interrelationships among markets (in a static

framework) based on::
IS − LM (Hicks 1937) with the addition of the labor market
(Modigliani 1944)

 integration of the walrasian (perfectly competitive general
equilibrium) analysis of the long run with the keynesian analysis
of short run fluctuations:

distinction between a “long run” horizon, over which the main
neoclassical tenets (particularly, monetary neutrality) hold,
and a “short run” horizon, over which price adjustments (as
an equilibrating mechanism) have not yet restored equilibrium



 aggregate demand modelling based on the IS − LM scheme, with
theoretical extensions and empirical analysis of the main
behavioral functions in the goods and money markets:
 consumption: “life-cycle” theory (Modigliani) and

“permanent income” theory (Friedman)
 investment: “q” (Tobin)
 money/bond demand: theory of liquidity preference (Tobin)



 aggregate supply: simple ad hoc (with no rigorous microeconomic
foundations) mechanism determining wage and price adjustments
over time in response to excess demand/supply in the labor market

 policy :
adoption of the“Phillips curve” as a description of the
trade-off between inflation and unemployment, interpreted as
a menu of policy choices (Samuelson-Solow) fully
exploitable by policymakers
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Figure 1 Original Phillips’ Curve for UK (1861-1913)
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Notes: This is Figure 1 from Phillips (1958), displaying the relationship between unem-
ployment and wage inflation over 1861–1913. The dots represent annual observations,
while the crosses represent trade cycle averages.

The Original Study

Phillips (1958) described the objective of his study as follows: “to see whether
statistical evidence supports the hypothesis that the rate of change of money
wage rates in the United Kingdom can be explained by the level of unemploy-
ment and the rate of change of unemployment, except in or immediately after
those years in which there was a very rapid rise in import prices, and if so to
form some quantitative estimate of the relation between unemployment and
the rate of change of money wage rates.”1 He began with the study of inflation
and unemployment over multiyear periods, which he called trade cycles, and
then he assembled these intervals into the overall curve that bears his name.

Trade cycles and the Phillips curve
The celebrated trade-off curve was derived by a complicated procedure. First,
Phillips explored the behavior of a measure of wage change and unemployment

1 Phillips (1958, 284).
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Figure 2 Phillips Curves of Samuelson-Solow (1960) for the US: 1890-1958 
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Notes: Panel A shows annual unemployment and wage inflation in U.S. data (this is
Figure 1 from Samuelson and Solow [1961]), with their figure notes indicating that circled
points are for “recent years.” Panel B shows the trade-off curve that Samuelson and
Solow discussed for the United States (this is Figure 2 in their article).

the 1861–1913 Phillips analysis that we have just looked at, but the overall
association was looser, as dramatically displayed in Panel A of Figure 4.

Like Phillips, Samuelson and Solow looked at sub-samples, noting that
money wages rose or failed to fall during the high unemployment era of 1933
to 1941, which they suggested might be due to the workings of the New
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Figure 3 The Long-Run Tradeoff in Major US Macroeconomic Models
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Notes: The long-run inflation and unemployment tradeoff in three prominent macro-
econometric models as of 1970. The figure also shows actual unemployment and inflation
(annual averages) during 1960–1969.

Source: Hymans (1972).

over this range is that lowering unemployment by 2.5 percent (from 6 to 3.5)
costs about 3.5 percent in terms of inflation (from 1 percent to 4.5 percent).
Smaller changes in inflation and unemployment feature a roughly one-for-one
tradeoff.

The dynamics of wages and prices were studied by many authors under a
variety of assumptions within the FMP and other large models. For example,



Problems:
 empirical side:

end of the 1960s and first half of the 1970s: period of high
and persistent inflation coupled with increasing
unemployment
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Figure 4    Inflation and Unemployment in the US 1955–1996
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Notes: The inflation rate is the year-over-year change in the gross domestic product
(GDP) deflator, the unemployment rate is the civilian unemployment rate, quarterly aver-
ages of monthly figures. All data from the Federal Reserve Economic Database (FRED)
at the Federal Reserve Bank of St. Louis. The shaded grey areas are NBER reces-
sions, while the vertical black lines separate the tenures of the various Federal Reserve
chairman whose names appear below the horizontal axis.

2. THE FORMATIVE YEARS

Figure 2 is the dominant image from Phillips’ initial article: a scatter plot of
measures of wage inflation and unemployment in the United Kingdom over
1861–1913 supplemented by a convex curve estimated by a simple statisti-
cal procedure. During the 1960s, U.S. macroeconomic policy analysis and
models were based on a central inference from this figure, which was that
a permanent rise in inflation would be a necessary cost of permanently re-
ducing unemployment. However, as background to that period, it is useful
for us to understand how the Phillips curve was estimated initially, how it
crossed the Atlantic, and how it was modified so that it could be imported into
macroeconomic policy models.

Fabio Bagliano
Ovale
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Figure 5 Inflation-Unemployment Relationship in the US  1961-1995
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Notes: Inflation rate is seasonally-adjusted CPI, Fourth Quarter.

Source: Bureau of Labor Statistics/Haver Analytics.

mance of the 1970s continues to be debated by economists, we find a powerful
lesson in the history of that decade.10 The macroeconomic performance of
the 1970s is largely what the expectations-augmented Phillips curve predicts
when policymakers try to exploit a tradeoff that they mistakenly believe to be
stable.

The insights of Friedman, Phelps, and Lucas pointed to the complicated
interaction between policymaking and statistical analysis. Relationships we
observe in past data were influenced by past policy. When policy changes,
people’s behavior may change and so too may statistical relationships. Hence,
the history of the 1970s can be read as an illustration of Lucas’critique of what
was at the time the consensus approach to policy analysis.11

10 Velde (2004) provides an excellent overview of this debate. A nontechnical description of
the major arguments can be found in Sumo (2007).

11 Lucas (1976).
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Problems:
 empirical side:

end of the 1960s and first half of the 1970s: period of high
and persistent inflation coupled with increasing
unemployment

 theoretical side:
inability of the neoclassical synthesis model to provide
microeconomic foundations for the dynamic process of wage
and price adjustment;
unsatisfactory assumptions on expectations formation in
modelling agents’ behavior




