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Why Use the NAIRU Phillips Curve? 
Ratios of Errors of NAIRU and Naive Model* Forecasts of Inflation for 1984-99, 
Made With Alternative Indicators and Measures 

Inflation Inflation 
Indicator Measuret 

Unemployment PCE Deflator 
R a t e CPI 

Core CPI 

Activity Index* PCE Deflator 
CPI 
Core CPI 

Range of Ratio of NAIRU/Naive RMSEs** 

Minimum Maximum 

1.02 1.34 
.99 1.32 

1.06 1.94 

1.04 1.23 
1.06 1.32 
1.33 1.81 

*The NAIRU models are versions of Stock and Watson's (1999a) models. The naive 
model simply predicts that at any date inflation will be the same as it had been over 
the past year. 

**RMSE=m\  mean squared error. 
tThe PCE  deflator  is the implicit price deflator for  personal consumption expenditures; 
the CPI,  the consumer price index for all items; and the core  CPI,  the consumer 
price index for all items except food and energy. 

*The activity  index  is the Chicago Fed National Activity Index. 
Sources of basic data: U.S. Departments of Labor and Commerce, 

Federal Reserve Bank of Chicago 

macroeconomic data that were available to the public in 
the middle of  each quarter, starting with the fourth  quarter 
of  1965. 

Our naive forecast  is constructed as follows.  Let P(t) 
denote the level of  the GNP or GDP deflator  in quarter t. 
Then the forecasts  that we construct are forecasts  of 
\00[P(t+4)/P(t)  - 1]. Thus, for  example, the forecasts  that 
we construct for  the fourth  quarter of  1988 are forecasts 
of  inflation  over the four  quarters of  1989. The naive 
forecast  that we use is inflation  over the previous four 
quarters measured in the historically available data as 
\00[P(t-\)/P(t-5)  - 1]. This choice of  timing in our 
construction of  the naive forecast  differs  from  the timing 
used in the simulated forecasting  exercises. The difference 
arises from  the fact  that the price level in quarter t is not 
actually known until the next quarter. 

We compile a series of  quarterly forecasts  of  inflation 

over the subsequent four  quarters from  back issues of  the 
Greenbook.13 Specifically,  we select Greenbook forecasts 
prepared for  FOMC meetings that occurred on or after 
November 13 for  the fourth  quarter of  each year from  1983 
through 1995. These forecasts  cover inflation  over the 
years 1984 through 1996. (Again, we cannot use forecasts 
from  the Greenbook in more recent years because these 
forecasts  are confidential.)  Note that our choice of  timing 
in selecting forecasts  implies that the Greenbook forecasts 
were compiled no more than a few  days earlier and often 
as much as six weeks later than the date at which the his-
torical data used for  the naive forecast  were published. 
This timing suggests that the Greenbook forecasts  should 
be more accurate, on average, than the naive forecast,  if  for 
no other reason than that more historical data are available 
when the Greenbook forecasts  are made. 

We compare both the Greenbook and the naive model 
inflation  forecasts  against the data on realized inflation 
computed using current data on the quarterly GDP deflator. 
We follow  the design of  our previous forecasting  experi-
ments by comparing the relative RMSE of  the Greenbook 
forecasts  to the RMSE of  the naive forecast  starting in 
1984. We find  that the RMSEs for  the Greenbook and the 
naive forecasts  are basically the same; the ratio of  their 
RMSEs is 1.01. In other words, the Greenbook's forecast 
has on average been no better than the naive model's. 
Given the particularly poor performance  of  NAIRU-based 
inflation  forecasts  in recent years (as reported by Gordon 
1998 and Brayton, Roberts, and Williams 1999, for  ex-
ample), we strongly suspect that this finding  would hold up 
if  data from  more recent years were included in our analy-
sis. 

We conclude from  this historical record that the Phillips 
curve-based model which helps the staff  at the Federal 
Reserve Board forecast—-just  like other Phillips curve-
based models—has not proved to be useful  for  forecasting 
inflation  for  the past 15 years. 
Conclusion 
Phillips curves of  various kinds have been a major com-
ponent of  many macroeconomic models for  the past 40 
years. Economists such as Blinder (1997) argue that Phil-

13 We focus  on forecasts  of  inflation  as measured by the GNP and GDP deflators 
because the historical record of  forecasts  for  these measures of  inflation  is substantially 
longer than the record of  forecasts  of  inflation  as measured by the CPI. We focus  on 
forecasts  over a four-quarter  horizon because this is the longest horizon for  which there 
is a consistent quarterly historical record. 
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