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FIG. 6. Actual SPF Expectations versus Fitted Values with a Mix of Backward-Looking and Anchored Expectations,
Break in Weights in 1998Q1.

0.86. We use this equation to produce out-of-sample forecasts of expected inflation,
given the path of actual core inflation. These forecasts vary substantially, with a high
of 3.0% in 2008Q4 and a low of 1.5% in 2011Q1. If we fail to account for the
anchoring of expectations after 1997, we predict fluctuations in expected inflation
that did not occur.

It is perhaps not surprising that our data identify 1998 as the point at which inflation
expectations became anchored. Over 1998–2000, the Clinton/Internet boom pushed
unemployment to very low levels (in 2000Q4, the total unemployment rate was 3.9%
and the short-term rate was 3.5%). Yet inflation did not rise significantly, which
puzzled many observers (e.g., Rosenblum 2000). An anchoring of expectations helps
to explain the muted response of inflation to the late-1990s boom as well as to the
post-2007 recession.

4. A REDUCED-FORM PHILLIPS CURVE

Here we combine the expectations-augmented Phillips curve presented in Section 2
with the model of expectations in Section 3. The result is a reduced-form Phillips
curve that relates the inflation rate to its own lags, with coefficients that change when
expectations become anchored, and to short-term unemployment. Our estimates of
this equation are consistent with the two equations that underlie it.


