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ABSTRACT 

TESTING PHILLIPS CURVE EFFECT FOR MALAYSIA 

by 

Toh Teng Ping 

The purpose of this study is looking into the long-run relationship between 

inflation and unemployment rates by testing on the Phillips curve effect in Malaysia. In 

this study, we used the secondary data, which is quarterly data to test the relationship 

among inflation and unemployment during the period of 1981 QI to 2003Q4. According 

to economist Phillips (1958), Phillips curve is inverse relationship between inflation and 

unemployment rate. That is, Phillips showed that with low unemployment rate will lead 

to a higher rate of inflation rate, and vice versa. In this study, Augmented Dickey-Fuller 

( 1979) unit root test indicated that the data are stationary in first differences. Engle­ 

Granger and Johansen-Juselius cointegration tests further showed that there is a stable 

negative relationship between inflation and unemployment in Malaysia. So, government 

and policy makers should take this into consideration and try to design appropriate policy 

to enhance our economy performance. 



ABSTRAK 

KAJIAN KESAN KELUK PHILLIPS DI MALAYSIA 

oleh 

Toh Teng Ping 

T ujuan kajian ini adalah untuk mengkaji hubungan antara inflasi dan penggaguran 

bagi kesan Phillips curve" di Malaysia. Dalam kajian ini, kita menggunakan data 

sekunder, iaitu data suku tahunan untuk mengkaji hubungan antara intlasi dan 

penggaguran dari tahun l 985Q 1 hingga 2003Q4. Menurut ahli ekonomi Phillips (1958), 

"Phillips curve" adalah hubungan sonsang antara kadar inflasi dan penggaguran. Jadi, 

Phillips menunjukkan bahawa pengganguran yang rendah akan menyebabkan intlasi 
p 

meningkat, dan sebaliknya. Mengikut kajian ini, ujian "Augmented Dickey-Fuller 

(1979)° telah menandakan bahawa data tersebut adalah stationary" dalam perbezaan 

pertama. Selanj utnya, uj ian kointegrasi Engle-Granger dan Johansen-Juse Ii us" j uga 

menunjukkan bahawa terdapat satu hubungan negatif yang stable di antara inflasi dan 

penggaguran di Malaysia. Oleh itu, kerajaan dan ahli-ahli polisi seharusnya mengambil 

berat tentang keadaan ini dan cuba menggubal polisi yang sesuai demi mempertingkatkan 

pencapaian ekonomi. 
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CHAPTER I 

INTRODUCTION 

1.0 Introduction 

Inflation and unemployment are among the most sensitive and serious economy 

issues that policy makers and individual face today. A higher rate of inflation will erode 

the real return of investment and reduces the purchasing power of individual. 

Unemployment causes loss of output and creates social costs. Thus, these two macro 

variables have become the major economic indicators for measuring the long run 

economic performance in most countries. In this study, we intend to look at the long run 

relationship between inflation and unemployment rates by testing on the Phillips curve 

effect in Malaysia in the period of 1985Q1-2003Q1. Phillips curve effect refers to the 

inverse relationship between the inflation and unemployment. According to Phillips 

(1958), a higher rate of inflation will lead to a lower rate of unemployment, and vice 

versa. The existing of the Phillips curve effect will imply that there is a trade-off between 

inflation and unemployment and thus it can provide useful information to the policy 

makers in conducting the macro management policy. 
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1.1 Inflation 

1.1.1 Definition of Inflation 

Inflation is a sustained rise in the general level of prices or a sustained fall in the 

purchasing power of money. It happens when prices increase simultaneously. Inflation 

does not mean short-term increase in prices; it means prices are rising over a prolonged 

period of time. But, sometimes inflation is also blamed on "too many currency chasing 

too few goods". Since the prices of most goods and services are rising over time, the 

same amount of money thus cannot be used to purchase the same quantity of goods and 

services as before. Consequently, the standard of living will be lower due to the lower 

real purchasing power. 

The opposite of inflation is deflation. Even when the rate of inflation is positive, 

the prices of some goods and services will fall. The economy is always experiencing 

changes in relative prices as demand and supply conditions alter in individual markets. 

For example, personal computer, prices of audio-visual equipment and new and second 

hand cars have been falling, whilst the relative price of cigarettes and fuels have been 

increased in recent years because of increasing levels of indirect taxes applied on these 

goods. However, the deflation rarely occurs in the economy especially when the economy 

is operating at the full employment level. 
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1.1.2 Basic Types oflnflation 

Different types of inflation can have different effects, remedies, and determinants. 

Below is a basic type of inflation: 

(i). Hyperinflation 

Hyperinflation occurs when the rate of consumer price inflation is extremely rapid. 

When hyperinflation occurs, the value of money becomes worthless and people lose their 

confidence in money both as a store of value and also a medium of exchange. For 

example, annual inflation rates in Brazil were 1,300 percent, 2,900 percent, 440 percent, 

1,000 percent, 1,260 percent, and 1,740 percent during 1988 to 1994. Due to this situation, 

the often drastic action is required to stabilize an economy suffering from high and 

volatile inflation. This is because it will lead to political and social instability. 

Consequently, the International Monetary Fund (IMF) is often brought into the process of 

implementing economic reforms to reduce inflation and achieve greater financial stability. 

(ii). Moderate Inflation 

Moderate inflation can be differently defined around the world and given the 

different inflation histories. For example, one could consider inflation as moderate 

inflation when it ranges from 5 percent to 25-30 percent. But for some countries, the 

higher part of this range is already "high inflation". 

3 



(iii). Low Inflation 

Low inflation can be characterized from 1-2 percent to 5 percent. There is no 

inflation (price stability) when it is around zero percent. If it is below zero percent, a 

country may face deflation. According to the recent U.S. experience with stable, low 

levels of inflation, in the range of2 to 3 percent, has stimulated policy makers to consider 

the possibility of achieving zero percent inflation. 

1.1.3 Measurement of Inflation 

A price index is a tool for measuring price level changes by tracking the price of a 

selected bundle of goods and services through time with respect to a base year: Consumer 

Price Index (CPI) is the most discussed price index. It is used to consider goods and 

services bought by a typical urban household. For instance, a price index will allow us to 

determine inflation and convert nominal to real. The inflation rate is the percentage 

change in the price index from one year to the next. For example: 

. CPI -CPI Inflation Rate,= t t-l 190 
CPL,} 

If price index is 110 in 2004 and 105 in the pervious year, it means that the rate of 

inflation has been increased by 5 percent from 2003 to 2004. 
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1.1.4 Anticipated and Unanticipated Inflation 

The costs of inflation depend primarily on whether workers, investors, firms and 

consumers are able to predict the inflation before it occurs. It is divided to perfectly 

anticipated inflation and unanticipated inflation. 

Anticipated inflation occurs where economic actors correctly predict future rates 

of inflation and amend their behavior. It is the rate of inflation that the majority of 

individual believe will occur. For example, imagine that everyone knew that the inflation 

rate would be 4 percent per year. To keep things simple, assume no change in relative 

prices so that the prices of all individual goods and services are also rising at the rate of 4 

percent per year. 

Unanticipated inflation is extremely volatile and economic actors cannot forecast 

its future rate. It is an inflation that comes as a surprise to individual in the economy. 

Individual does not realize that they should protect their real purchasing power against a 

rising price level until the price level has already risen and their real purchasing 

power has already fallen. For example, if everyone expects the inflation rate to be 4 

percent per year, but it is actually 6 percent per year; unanticipated inflation is 2 percent 

per year. 

5 



1.1.5 Types of Inflation 

(i). Demand-Pull Inflation 

Demand-pull inflation occurs when total demand for goods and services exceeds 

total supply. This type of inflation happens when there is an inflationary gap and 

excessive growth in aggregate demand. Monetarists stressed that inflation is a monetary 

phenomenon. However, Keynesians have traditionally argued that inflation occurs 

because of changes in real variable in the economy. According to Keynesian theory, 

inflation is caused by surplus demand in the economy when the economy is operating at 

the full employment level. At the full employment level, increasing demand will cause 
•· 

shortages because there are no unused resources that can be put to work. As a result, the 

prices are bid up for the existing resources and lead to the demand-pull inflation. For 

example, the rising of U.S. inflation rates during the late 1960s was the result from 

demand-pull inflation. This is because the federal spend for the Vietnam War and the 

expanded social programs boosted aggregate demand. 

(ii). Cost-Push Inflation 

Cost-push inflation is suggested that a decrease in aggregate supply operate by 

increases in the cost of production and push up the price level. For example, crop failures 

and cuts in oil suppliers reduced aggregate supply during 1974 and 1975, thereby raising 

the price level. Real GDP decline and price raises, a combination identified as stagflation. 
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Besides, to generate sustained and continuous cost-push inflation, the aggregate supply 

curve would have to keep shifting to the left along a given aggregate demand curve. 

1.1.6 The Costs of the Inflation 

(i). Redistribution Costs 

Inflation affects the redistribution of income and wealth because the liabilities and 

assets that individual hold in differences. A sharp rise in prices is a windfall gain for them 

if people own money. However, the major redistributive impact of inflation comes 

though its effect on the real value of people's wealth. In general, unanticipated inflation 
go 

redistributes wealth from creditors to debtors which help borrowers but hurt lenders. An 

unanticipated decline in inflation has the opposite effect. But, inflation mostly chums 

income and assets and randomly redistributing wealth among the population with little 

significant impact on any single group. 

(ii). Menu Costs 

Menu costs are refer to the cost of changing nominal prices. When there is 

inflation and prices are continually rising, sellers of goods and services must use 

resources to change nominal prices. Calvo ( 1983) and Rotemberg ( 1982) stated that 

nominal stickiness has been incorporated by assuming that firms face an adjustment cost 

of changing nominal prices. Hence, restaurants reprint their menus, mail-order forms and 
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mail catalogues frequently to report the increase in prices. Although some firms face 

substantial menu costs, for the economy as a whole these costs are probably small. 

(iii). Shoe Leather Costs 

Shoe leather costs are referring to the cost in time and effort incurred by people 

and firms who are trying to minimize their holdings of cash. It is the cost of financial 

management. For instance, inflation erodes the value of currency, which leads people to 

carry on less currency on hand. For example, go to the bank or the automatic teller 

machine to make withdrawals every week instead of twice a month. Similarly, inflation 

may induce firms to reduce their cash holdings by introducing computerized cash 

management systems or adding staff to the accounting department. Besides, one of the 

economists who have estimated this shoe leather costs to be large, as much as 1 percent 

ofGDP. 

(iv). Inflation -Induced Tax Distortions 

Almost all taxes distort incentives, which will cause people to alter their behavior, 

and lead to a less efficient allocation of the economy's resources. However, many taxes 

have become even more problematic in the presence of inflation. The reason is that law­ 

makers often fail to take inflation into account when writing the tax laws. Following by 

the economists who have studied the tax code concluded that inflation tends to lift up the 

tax burden on income earned from savings. 
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(v). Relative-Price Variability and the Misallocation of Resources 

The superior inflation rate will cause greater automatic variability. This is because 

prices change only once in a while. Therefore, inflation also cause relative prices to vary 

more than they otherwise would. The reason is that market economies rely on relative 

prices to allocate scarce resources. Consumers decide what to buy by comparing the 

quality and prices of various goods and services. Through these decisions, they determine 

how the scarce factors of production are allocated among industries and firms. 

Consequently, when inflation distorts relative prices, consumer decisions are distorted, 

and markets are less able to allocate resources to their best usage. 

(vi). Confusion and Inconvenience 

It is hard to judge the costs of the confusion and inconvenience that arise from 

inflation. Similarly, accountants incorrectly measure firms' earnings when prices are 

going up over time. This is because inflation causes dollars at different times to have 

different real values, computing a firm's profit. The difference between its revenue and 

costs is more complicated in an economy when inflation occurs. Therefore, to some 

extent, inflation makes investors less able to sort out successful from unsuccessful firms, 

which in tum impedes financial markets in their role of allocating the economy's saving 

to alternative types of investment. 
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1.2 Unemployment 

1.2.1 Definition of Unemployment 

Unemployment includes both actively and inactively unemployed persons. The 

actively unemployed include all persons who did not work during the reference week. 

But, they were available for work and actively looking for work during the reference 

week. On the other hand, inactively unemployed persons include the following categories: 

(a) Persons who did not look for work because they believed no work was available 

or that they were not qualified. 

(b) Persons who would have looked for work if they had not been temporarily ill. 

(c) Persons who were waiting for answers to job applications. 

(d) Persons who had looked for work prior to the reference week. 

1.2.2 Measuring of Unemployment 

The measures of unemployment rate are the percentage of the labor force that is 

unemployed. The unemployment rate is calculated by dividing the number of people who 

are unemployed by the number of people in the labor force. 

Number of Unemployed 
Unemployment rate = --------- x I 00 

Labor Force 

10 


