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Objective of paper

Examination of one of the most central relationships in
macroeconomics:
The Phillips Curve

Focus is a price-inflation Phillips curve with backward-looking
expectations for the US economy
Focus is the issue of “missing deflation” in the recent crises:
Dynamic forecasts of inflation for recent years based on pre-crises
estimations suggest lower inflation than experienced
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New approaches and results

Paper extends Ball and Mazumder (2011, BPEA) who suggested
two major explanations for the “puzzle”:

“Core inflation” should be measured by median inflation across
industries
The slope of the Phillips curve should be allowed to be
time-varying (it turns out to be much flatter recently) (so, robust
estimations should start in 1980s)

So, with lower median inflation in 2007q4, and a flatter (and more
robustly estimated) Phillips curve, there is no “missing deflation”

Except for “now,” 2011q1-2012q4, where the model “breaks down”,
and there is again “missing inflation”

Current paper suggests, and analyze, three different explanations
Anchoring of inflation expectations: Backward-looking
expectations seem to be replaced by constant expectations
Use of short-term unemployment as driving variable: In 2010-2012
it is lower than long-term unemployment
Downward nominal wage rigidity (still in progress)
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Comments: An expectations-augmented Phillips
curve

The central equation throughout is

πt = πe
t + α (u� u�)t + εt

Apart from timing issues, completely conventional

Expectations modelling “follow a long tradition in applied work
that assumes backward-looking expectations”

πe
t �

1
4
(πt�1 + πt�2 + πt�3 + πt�4)

Could also be a place to rethink
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Comments: Conventional estimation

All estimations I do is on core inflation measured as prices on all
items excl. food and energy; “XFE” (I call it “XPE” in database for
unknown reasons.)
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Comments: Conventional estimation
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Comments: Estimated “adaptiveness”

πe
t � c2πt�1 + c3πt�2 + c4πt�3 + (1� c2 � c3 � c4)πt�4, where cis

are estimated
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Comments: Estimated “adaptiveness”
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Comments: “Hybrid” “New Keynesian” GMM
example

Alternative would be a bit less traditional:
πe

t = βc2Etπt+1 + (1� c2)πt�1
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Comments: “Hybrid” “New Keynesian” GMM
example

Discussion by Henrik Jensen (Univ. of Cph.) Sveriges Riksbank Workshop February 15, 2013 10 / 16



Comments: Dynamic Forecasts?

There is something schizophrenic about the dynamic forecasts

Your inflation brain is stuck in 2007q4
Your unemployment brain keeps track of time and process new
information
With this “mixed” mind you asses inflation in, say, 2012q1. Would a
policymaker do this?

One could consider static forecasts (one-step ahead forecasts),
where your inflation brain is rebooted.

Then, a model estimated up until 2007q4 does not look that bad
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Comments: Static forecasts do not perform too bad
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Comments: Unit Roots?

It is hard to reject a unit root in core inflation
I would therefore be executed at my department for even
contemplating OLS in levels

I therefore tried an estimation in first differences:

∆πt = ∆πe
t + α∆ (u� u�)t�1 + ∆εt

with πe
t being backward looking but with estimated weights

And took it to the authors’ dynamic forecast test
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Comments: Estimation in differences
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Comments: Dynamic forecast for difference
specification
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Concluding comments

A lot of interesting results is presented for a relationship that is
crucial for monetary policymaking
Some more structure, however, would be welcome to better
distinguish the various competing theories
Also, it could be valuable to reconsider expectations formation; as
seen, different specifications change a lot
I like the parsimonious approach, but since this is about
forecasting, a better lag-structure could be considered
(unemployment gap and inflation are positively correlated
contemporaneously, but the gap leads inflation)
For how long should an empirical model be expected to be able to
do well in dynamic simulations?

The current relationship may very well “break down” (from a
2007q4 perspective) again in 2015 (or later); if so, then what?

The approach take by the authors, however, is gutsy and makes
the paper a very informative and stimulating read
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