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TABLE 2

STABILITY OF THE EXPECTATIONS-AUGMENTED PHILLIPS CURVE

πt = πe
t + α(us

t−1 − us,∗
t−1) + εt

1985Q1–1997Q4 1998Q1–2007Q4 2008Q1–2015Q4

α −0.702 −0.781 −0.795
(0.094) (0.228) (0.109)

DW 1.492 1.043 1.286
SE of Reg. 0.361 0.436 0.353
R

2
0.764 0.316 0.755

p-Value for stability 0.813

NOTE: OLS with Newey–West (1987) standard errors in parentheses. πt is median CPI inflation, πe
t is the average forecast of long-term CPI

inflation from the Survey of Professional Forecasters, us
t−1 is the average of the short-term unemployment rate from t − 1 to t − 4, and us∗

t−1
is the average of the natural rate of short-term unemployment from t − 1 to t − 4. The reported p-value is for a Wald test of the hypothesis
that α is equal in the three subsamples.

The results, reported in Table 3, yield two clear conclusions. First, for the entire
sample, the data say that short-term unemployment is the right variable in the Phillips

curve. When we replace short-term with total unemployment, the R
2

falls from 0.82
to 0.70. Most important, in the horserace regression, only short-term unemployment
matters: the coefficient on total unemployment is insignificant and has the wrong
sign.

Second, the strong results for the entire sample are driven primarily by the third
subsample–the Great Recession period from 2008 to 2015. For this period, the differ-

ence between the R
2
s with short-term and total unemployment is huge (0.76 versus

0.28), and the horserace regression again yields a total-unemployment coefficient with
the wrong sign. In contrast, for the first two subsamples, the fit of the Phillips curve
is similar with short-term and total unemployment, and the horserace regressions are
inconclusive. The results are similar when we pool the first two subsamples.5

These results reflect the collinearity between short-term and total unemployment
before 2008, which we saw in Figure 2. In interpreting our finding that short-term
unemployment belongs in the Phillips curve, we should bear in mind that it is driven
by a single historical episode, the Great Recession and the subsequent recovery.

3. THE CHANGING BEHAVIOR OF EXPECTATIONS

We have seen that a stable expectations-augmented Phillips curve fits the data from
1985 through 2015. Yet this result masks a sharp shift in the behavior of expectations.
Expected inflation, as measured by SPF forecasts, was backward-looking until the
late 1990s but then became anchored by the Fed’s inflation target.

5. A caveat is that the Newey–West (1987) standard errors in Table 3 may be unreliable for our short
subsamples. We address this issue in footnote 6.


