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Background of: the Issue
Old" Phillips Curve




Long run Phillips Curve

Role of Adaptive Expectations

Inflation

Unemplovinent




Rationall Expectations; Revelution

EXpectations are rational
Outecome
llucas supply: curve (1972)

New! classicall economics-~-- micro foundations




Staggered! Price Adjustment Model
New! classicaliwere; Iacking| market
IMPErfECctions

Keynesians market foundations, RE
Fischer (1977) Overlapping Wage

Contract
Tlayier (1979), same; With! PriCes
Calvoe (1985) aading prebability,




New Keynesian EConemics

Basisifior the supply: side offthe; new
KEeynesian ECONOMICS (Fischer, Tiaylor, Calvo)

Pemand: side, McCallum andl Nelson
(1999)

Qutcome
> New! IS) curve
> New Phillips Curve




New: Keynesian Phillips Curve

(Gali'and Gertler (1999))

Calvo (1983) model,

Eirm fiaces, 1-0) probability: of price; adjustment,
0 Of Met changing




New: Keynesian Phillips Curve

(Galifandl Gertler (1999))
Linear approximation: around steady: state

New: Keynesian: Phillipsi Curve




Policy: Implications of NKPC

In old PC, deflation Is costly andia Iengthy.
PIOCESS

I NKPE, monetary: autnority: can
costiessly: and immediately: defiate




Hybrid Phillips; Curve

(Galifandl Gertler (1999))

Flrher and Moore (1995)




Estimation Issues

Issue 1

Ilag this eguation; ene periodiand assume; =1,

My = 0.192Y; 1 + 1.
(0.16)




Estimation Issues

Issue 2
Production filnction
Labor Income; share! s the' real tunit labor cost

Issue 3

Orthegenality condition’ prevides, basis fior GIVIVI
estimation




Empirical Results

Reduced! Eorm NKPC
m, = 0.05mc, + 0.62E; [ ]

(0.02) (0.16)
Problem with' estimatingl NKPC using adl hec output gap

m, = -0.15y;. + 0.93E; [i7,.,]
(0.09) (0.04)




Empirical Results

Structural Estimates
Non:Linear GIMM

0 ¢

(Degree! of price stickiness) (Discount: factor)

0.90 0.59
(0.01) (0.17)

0.91 0.62
(0.01) (0.16)




Empirical Results

IHyDrid Moedel
Reduced! fiormi evidence

m, =0.04mc, +0.61 E|m. |+ 0.02m,_

(0.02) (0.16) (0.11)




Empirical Results

Structural’ Estimates of the Hybrid Model
Noen-Linear GIMM

0 5 P

(Degree of price stickiness) | (Discount: factor) (Degree off backwardness
In price setting)

0.91 0,62 0)50)2
(0.10) (0.02) (0.16)

0.90 0.68 0.08
(0.01) (0.10) (0.14)




Conclusion

Pakistanii data stipports NKPE

We couldl not find support for FUrher and
Moore: (1995) one-halfi rtle oni the basis of
Pakistani' data

Degree of backwardness in| price setting Is
Very low

NKPC should net be estimated using
output gap




Policy: Implications

Monetary: attherities should consider
Forwardlloeking benavier of infiation
while' setting monetary: policy.
Instrument; especially: at the time of
MONELARY CONLIaction




Future Research

Wiy is the degree of backwardness!in
price setting Is sorlow! In Pakistan?

Why isi the relatiensnipr not

proportionall betWeen eutput gap and
ieal marginall cost




Thanks for Vour patience




