
Fig. 2. In#ation: actual versus fundamental.

Overall fundamental in#ation tracks the behavior of actual in#ation very
well.27 It is particularly interesting to observe that it does a good job of
explaining the recent behavior of in#ation. During the past several years,
of course, in#ation has been below trend. Output growth has been above trend,
on the other hand, making standard measures of the output gap highly positive.
As a consequence, traditional Phillips curve equations have been overpredicting
recent in#ation.28 However, because, real unit labor costs have been quite
moderate recently despite rapid output growth, our model of fundamental
in#ation is close to target.

27Sbordone (1998) similarly "nds that in#ation is well explained by a discounted stream of
future real marginal costs, though using a quite di!erent methodology to parametrize the
model.

28As exception is Lown and Rich (1997). Because they augment a traditional Phillips curve
with the growth in nominal unit labor costs, their equation fares much better than the
standard formulation. Though the way unit labor costs enters our formulation is quite di!erent,
it is similarly the sluggish behavior of unit labor costs that helps the model explain recent
in#ation.
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