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deflator  for  the gross domestic product (the GDP deflator) 
over the next four  quarters. The chart also shows a linear 
regression line through these data. This line can be inter-
preted as a forecast  of  the inflation  rate one year ahead 
given the current level of  the unemployment rate. The line 
is clearly downward-sloping, which represents a definite 
negative relationship between the two variables during the 
1960s.4 

After  1970, however, many aspects of  the economic en-
vironment changed. For example, inflation  was both high-
er and more volatile in the 1970s than it had been in the 
1960s. As the economic environment changed, the neg-
ative relationship between unemployment and future  infla-
tion observed in data from  the 1960s, as illustrated in Chart 
1, disappeared. Chart 2 documents the disappearance of 
this negative relationship after  the 1960s. This chart dis-
plays quarterly data on the unemployment rate for  the first 
quarter of  1970 through the first  quarter of  1999 and the 
inflation  rate over the next four  quarters. The chart also 
shows two regression lines: the original regression line 
from  Chart 1, computed from  the 1960s data, and a second 
regression line through the 1970-99 data. In contrast to the 
downward-sloping regression line from  the 1960s, the re-
gression line from  the more recent data shows virtually no 
relationship between unemployment and subsequent infla-
tion. Moreover, any inflation  forecasts  for  post-1970 data 
based on the 1960s regression line clearly would be inac-
curate. Lucas and Sargent (1979, p. 6) argue that the break-
down of  this simple Phillips curve relationship, as well as 
that of  the more sophisticated econometric models based 
on it, represents an "econometric failure  on a grand scale." 
Thus, both theory and data seem to be telling economists 
not to use Phillips curves to forecast  inflation. 
The  NAIRU  Specification 
Yet some still do. Economists have persisted in arguing 
that there is an empirical relationship of  some kind be-
tween unemployment and future  inflation  that can be used 
to forecast  inflation.  These economists have focused  on 
versions of  the NAIRU Phillips curve, which differs  from 
the early specification  presented in Charts 1 and 2. In a 
NAIRU Phillips curve, unemployment or some other mea-
sure of  economic activity is used to forecast  future  changes 
in the inflation  rate rather than the inflation  rate itself.5 

4Brayton et al. (1997) discuss how a Phillips curve of  this kind was built into the 
early versions of  the model developed by the staff  at the Federal Reserve Board. 

5For a discussion of  the intellectual history of  the NAIRU, see the paper by Gordon 
(1997). 
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