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FIG. 7. Actual SPF Expectations versus Backward-Looking Expectations: Fitted Values from 1985 to 1997 and Out-of-
Sample Forecasts for 1998–2015.

4.1 Deriving the Reduced Form

Equation (5) is our expectations-augmented Phillips curve, and equation (8) is our
model of expected inflation. If we substitute (8) into (5), the expected inflation term
is eliminated and we obtain:
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In this equation, inflation depends on short-term unemployment and on a weighted
average of the constant 2.5 and an average of past inflation rates.

Equation (9) nests two common versions of the Phillips curve. If the parameter λ

is zero, then the inflation rate depends on past inflation rates, with weights that sum
to one, and on short-term unemployment. This case is similar to the accelerationist
Phillips curve of textbooks. If λ is one, then the lagged inflation terms disappear and
(9) becomes a relationship between the level of short-term unemployment and the
level of inflation—what Blanchard (2016) calls a “back to the sixties” Phillips curve.

When we estimated our model of expected inflation, equation (8), we found that
the parameter λ shifts sharply in the late 1990s, from near zero to approximately 0.8.
This means that expectations shift from fully backward-looking to mostly anchored.
The shift in equation (8) implies a corresponding shift in λ in equation (9): a change
from an accelerationist Phillips curve toward a 1960s Phillips curve. We therefore
test for such a shift.


