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I.  INTRODUCTION
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Inflation and Unemployment over the Postwar Era

Inflation (PCE
deflator)

Unemployment



II.  RICHARD CLARIDA, JORDI GALÍ, AND MARK

GERTLER, “MONETARY POLICY RULES AND

MACROECONOMIC STABILITY: EVIDENCE AND SOME

THEORY”



Taylor’s Interest Rate Rule



Estimating a Conventional (Backward-Looking) 
Interest Rate Rule

it = α + βπt + γ(yt – yt) + wt,

or

it = rEQ + π* + β(πt – π*)+ γ(yt – yt) + wt.

One could consider estimating this by OLS.

_

_



Derivation of the Equation that CGG Estimate (I)



Derivation of the Equation that CGG Estimate (II)



Source:  Clarida, Galí, and Gertler.



Source:  Taylor (1999).



Source:  Clarida, Galí, and Gertler.



Source:  Taylor (1999).



III.  ATHANASIOS ORPHANIDES. 2003. “THE QUEST FOR

PROSPERITY WITHOUT INFLATION”



Orphanides’s Framework



Source:  Orphanides.



Source:  Orphanides.



Source:  Orphanides.



“A 4% unemployment rate is used in calculating full-
employment receipts and outlays as a conventional 
standard …. To serve this purpose the unemployment 
rate used … must be reasonably stable from year to year. 
However, this does not mean that the feasible and 
proper target for unemployment is always represented 
by the same figure. In fact, … a 4% overall unemployment 
rate today would mean much tighter conditions in labor 
markets than would have been true ten or twenty years 
ago.” 

Richard Nixon, “Annual Budget Message to the 
Congress, Fiscal Year 1975,” February 4, 1974.



From:  Romer and Romer (2002)



From:  Romer and Romer (2002)



Possible Determinants of Policy

• Technical problems (Orphanides, Brunner and 
Meltzer, Calormiris and Wheelock)

• Politics (Meltzer)

• Preferences (Favero and Rovelli)

• Ideas (Friedman and Schwartz, DeLong, Mayer,
Romer and Romer)



IV.  ROMER AND ROMER, “THE EVOLUTION OF

ECONOMIC UNDERSTANDING AND POSTWAR

STABILIZATION POLICY”



Key Characteristics of Policymakers' Framework

• Normal or sustainable rate of unemployment

• Belief in a permanent inflation-unemployment 
tradeoff

• Sensitivity of inflation to slack



Narrative Sources

• Record of Policy Actions and Minutes of the FOMC

• Economic Report of the President



From:  Romer and Romer (2002)



In 1959, when the current rate of 
unemployment was 5.0%, the chief economist 
of the Board of Governors said:

“[t]he economy is approaching the limits of 
resource utilization.” 

(Minutes, 6/16/59, p. 6)  



From:  Romer and Romer (2002)



Of inflation in the second half of 1967 (when 
unemployment was 3.9%), the Economic Report stated:

Demand was not yet pressing on productive capacity 
– over-all or in most major sectors.  The period of 
slow expansion [from mid-1966 to mid-1967] had 
created enough slack so that production could 
respond to increasing demand without significant 
strain on productive resources.  

(EROP, 1968, p. 105)



From:  Romer and Romer (2002)



The 1970 Economic Report said:

output will be below its potential and the rate 
of inflation, while declining, will probably still 
be too high.  The transition to an economy 
growing along the path of potential output at 
full employment with reasonable price 
stability will not have been completed. 

(EROP, 1970, p. 65)



Arthur Burns concluded that:

monetary policy could do very little to arrest 
an inflation that rested so heavily on wage-
cost pressures.  In his judgment a much higher 
rate of unemployment produced by monetary 
policy would not moderate such pressures 
appreciably.  

(Minutes, 6/8/71, p. 51)



The 1979 Economic Report stated:  

“The stubborn resistance of inflation to the 
traditional remedies reflects the fact that the rate of 
wage and price increase is relatively inflexible in the 
face of slack demand,” and that “[r]eductions in 
output and major increases in unemployment are no 
longer as effective in slowing the rate of wage and 
price increase” 

(EROP, 1979, p. 78)



From:  Romer and Romer (2002)



From:  Romer and Romer (2002)



From:  Romer and Romer (2002)



In 1955, one FOMC member said:

“I feel that there are inflationary pressures 
present which should be checked now by a 
firmer monetary policy—one firm enough to 
curtail spending and thus dampen price 
pressures.”

(Minutes, November 16, 1955, p. 20)



In July 1971, Arthur Burns said:

“[A] substantial increase in unemployment has failed 
to check the rapidity of wage advances or to 
moderate appreciably the rise of the general price 
level.  With increasing conviction, I have therefore 
come to believe that our Nation must supplement 
monetary and fiscal policy with specific policies to 
moderate wage and price increases.”  

(Bulletin, July 1971, p. 596)



Specification of Monetary Policy Rule

(4)            rDT
t = α + βπt + γ(Yt – Yt ) + ρrDT

t-1

rDT
t is the detrended ex ante real interest rate

π is inflation
Y is the log of output
Y is the log of normal or trend output 
α reflects the target rate of inflation 
a and b are positive parameters



From:  Romer and Romer (2002)



V.  DEAN SCRIMGEOUR, “THE GREAT INFLATION WAS

NOT ASYMMETRIC:  INTERNATIONAL EVIDENCE”



From:  Romer (2005)
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What does the fact that the Great Inflation 
affected many countries suggest about its 

causes?
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From:  Scrimgeour (2008)



From:  Scrimgeour (2008)



What does the fact that the Great Inflation was 
asymmetric in some countries and not others 

suggest about its causes?
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