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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 (m= e + Blut- ue] + &, where ¢ = inflation rate, e = expected
inflation rate, ut = unemployment rate and u" = NAIRU) and the modified Phillips curve (=
0.25 [Ter+ Teo+TTea+Tea] + B [Ue- U] + B1 7T, [Ut- U] + B2 o [ut- U], where : 7, Kai 10 aff
are moving average of average and standard deviation.

Some preliminary results are presented below.



Table 1: Some preliminary results using traditional Phillips curve

H.MA
inflation coef. std. Err. t P>|t] [95% cConf. Interval]
expectations 1 - - - - -
ugap —-. 734275 .OB70134 -8.44 0. 000 -.9059114 -. 5626387
Kavaddc
inflation Coef. std. Err. T P>t [95% Conf. Interwal]
expectations 1 - . . - .
ugap —. 7386729 -.0944555 -F.82 0. 000 —.9250989 -. 53522469
[eppavia
inflation coef. std. Err. T P>|T| [95% Cconf. Interwall
expectations 1 - - - - -
ugap -.65159 -0B37651 =7.78 0. 000 —. B1l69165 —-. 4862636
lamruwvia
Ainflation coef. std. Err. T P>t [95% conf. Interwall
expectations 1 - - . - -
ugap =3.121458 . 606868 —4._48 0. 000 —4.499034 =1.743881L

Table 2 : Some preliminary results using the modifying Phiilips curve

H.M.A.
inflatcion Coef. =td. Err. T P=lT| [95% Conf. Interwval]
expectations 1 - - - - -
ugap -2114269 - 2269295 0.93 0.353 —. 2262283 - 6590822
LG A —. 1BO2978 - D295 F70D —4 . 56 0. ood —. 2538B3I578 = A0223I7E
Kavabddg
drnflation coef. std. Err. T P>t [25% conf. Inmnterwvall]
expaectations B - - - - -
ugap = 2A4AT0OZ295 - 26822TFSS =1.3F2 o0.189 —. B59039 AFZ2BZ248
mucgap —. DFIZIOZE - 4404 69 =1 .67 0. 097 —. 1603349 - D125493
[epuavia
inflation coef. std. Err. T Px|Tl [25% conf. Interwvall
expectations i - - - - -
ugag 1272538 - 2013802 0.63 0.528 —= 2702408 - 5247485
mucap —. 2704475 - 0641854 -4 .21 0. 000 —. 3971399 —. 1437551
laTmwvia
inflation coef. std. Err. T (= [©95% Conf. Interwval]
expactations a - - - - -
ugap 1.904767 - 6989748 2.73 O. 007 - 5228565 3.286678
STUgap —3Z.535517 - 3300156 =10.7F1L O 000 —4 _1BFO97G —2_.BEB3059




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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