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The financial crisis which occurred in 2007 changed to an economic crisis, commonly 

known as the “Great Recession” affecting the output produced, inflation and unemployment. 

Many OECD countries entered in a long recession period with significant drops of GDP and 

increases in unemployment rate. Data on unemployment rate and on NAIRU show that 

unemployment rate is higher than NAIRU and this difference becomes greater and greater 

during the recession period. One of the characteristics of this last recession was the great 

decrease of the output during this period and the slow growth and the substantial weakness 

that many countries face after the recession period. This prolonged period of recession and the 

slow growth reflected a downward pressure on prices. This could develop to a deflation period.  

Phillips in 1958 analyzed the relationship between unemployment and inflation by 

focusing on their negative relationship. While there is a short run tradeoff between 

unemployment and inflation, it has not been observed in the long run period. In 1968, Milton 

Friedman said that the Phillips Curve was only applicable in the short-run and that in the long-

run, inflationary policies will not decrease unemployment. Then, Friedman correctly predicted 

that, in the upcoming years after 1968, both inflation and unemployment would increase. The 

long-run Phillips Curve is now seen as a vertical line at the natural rate of unemployment, 

where the rate of inflation has no effect on unemployment.  

Standard models of inflation in the short run build upon the work of Friedman (1968) 

and support that inflation depends on expected inflation and slack in the economy. The 

accelerationist Phillips curve has been modified and adapted by many authors over those last 
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decades. Ball and Mazumder (2011) explore the ability of the Phillips curve model to explain 

the behavior of inflation during the Great Recession. Murphy (2014) revisits the question of why 

the Standard Phillips curve has predicted deflation over that past several years in USA. He 

modifies the Phillips curve to allow its slope to vary continuously through time. He finds that 

modifying Phillips curve to allow continuous time – variation in its slope greatly improves its 

ability to explain the recent behavior of inflation. 

The purpose of this paper is to follow the methodology applied by Murphy (2014) and 

examines if the standard Phillips curve can explain correctly the behavior of inflation and its 

slope during the last years of economic crisis. In order to answer our research questions we 

use the standard Phillips curve and the modified Phillips curve. We use data for four countries 

of G7 group (USA, Canada, Germany and Japan) for the period 1960 – 2013. We estimate 

NAIRU following the estimation method proposed by Ball and Mankiw (2012). In order to 

answer the question if the Phillips curve can explain the behavior and the slope of inflation we 

use the typical Phillips curve (πt= πt
e + β[ut - ut

n] +  εt , where πt = inflation rate, πt
e = expected 

inflation rate, ut = unemployment rate and ut
n = NAIRU)   and the modified Phillips curve (πt= 

0.25 [πt-1+ πt-2+πt-3+πt-4] + β [ut - ut
n] + β1 𝜋𝑡  [ut - ut

n] + β2 𝜎𝑡
𝜋 [ut - ut

n], where :  𝜋𝑡  και το  𝜎𝑡
𝜋 

 

are moving average of average and standard deviation.  

Some preliminary results are presented below. 
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Table 1 : Some preliminary results using traditional Phillips curve 

 

 

 

Table 2 : Some preliminary results using the modifying Phiilips curve 
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The preliminary empirical results indicate that the ability of Phillips curve to predict the 

behavior and the slope of inflation is not good. We remark that there is a change in the slope in 

all countries and the estimated predictions using the modified Phillips cure are better than the 

predictions using the traditional Phillips curve. 
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