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Figure 3. Does the Missing Disinflation Reflect Structural Unemployment?

Notes: Panel A plots quarterly levels of the unemployment gap (the difference between actual unemployment and 
the CBO estimate of the short-term natural rate of unemployment) against quarterly deviations of inflation from 
expected inflation (measuring the latter as the average inflation rate over the previous four quarters). The trend line 
uses data from 1960Q1 to 2007Q3. The predicted natural rate of unemployment in panel B is estimated as follows. 
First,  U E  t   − U E  t  n  = α + β ( π  t   −  E  t   π  t+1  )  +  ε  t    is estimated on the 1960Q1–2007Q3 sample, where  U E  t    is the rate 
of unemployment,  U E  t  n   is the natural rate of unemployment from the CBO,   E  t   π  t+1    is the backward-looking mea-
sure of inflation expectations. Second, predicted value of the natural rate of unemployment is     ̂  UE    t  

n
  = U E  t   −  α ̂   −  

 β ̂   ( π  t   −  E  t   π  t+1  )  . The solid line shows the path of     ̂  UE    t  
n
  , while the shaded region shows the 95 percent confidence 

interval for the predicted value. The solid line with circle markers is the natural rate of unemployment from the 
CBO. The dashed line shows the path of actual unemployment rate.


