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Three themes
3 equation model:

⎧{
⎨{⎩

𝜋𝑡 = 𝛽𝐸𝑡[𝜋𝑡+1] + 𝜅𝑥𝑡
𝑥𝑡 = 𝐸𝑡[𝑥𝑡+1] − 1

𝜎(𝑖𝑡 − 𝐸𝑡[𝜋𝑡+1] − 𝑟𝑛
𝑡 )

𝑖𝑡 = 𝜙𝜋𝜋𝑡 + 𝜙𝑥𝑥𝑡

The Phillips curve: unemployment, inflation expectations… or more importantly,
exchange rates ?

The Euler equation: don’t nominal rates matter more than real rates ? for households
(mortgages), firms (regulation), governments (budget rules) ? Nominal matters without
sticky prices ?

Even more fundamentally, issues with macroeconomics and measurement:

Measurement of inflation, GDP, productivity: from micro to macro. What do
National Statistical Institutes really do ? Focus on inflation measurement, and
aggregating up to compute GDP / Real GDP…
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Section 2

Phillips curves ?
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Talking about paradigm change…
No paradigm change in macro after 2007-09. According to Krugman (2018), there should
have been one on the Phillips curve:
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Phillips’ original paper

19581 UNEMPLOYMENT AND MONEY WAGE RATES 285 

year, an increase of 7.6 per cent. in 1900 and in 1910, and an increase of 
7.0 per cent. in 1872. In no other year between 1861 and 1913 was 
there an increase in import prices of as much as 5 per cent. If the 
hypothesis stated above is correct the rise in import prices in 1862 may 
just have been sufficient to start up a mild wage-price spiral, but in the 
remainder of the period changes in import prices will have had little 
or no effect on the rate of change of wage rates. 

cn 
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A scatter diagram of the rate of change of wage rates and the per- 
centage unemployment for the years 1861-1913 is shown in Figure 1. 
During this time there were 64 fairly regular trade cycles with an 
average period of about 8 years. Scatter diagrams for the years of 
each trade cycle are shown in Figures 2 to 8. Each dot in the diagrams 
represents a year, the average rate of change of money wage rates 
during the year being given by the scale on the vertical axis and the 
average unemployment during the year by the scale on the horizontal 
axis. The rate of change of money wage rates was calculated from 
the index of hourly wage rates constructed by Phelps Brown and Sheiia 
Hopkins,l by expressing the first central difference of the index for 
each year as a percentage of the index for the same year. Thus the rate 
of change for 1861 is taken to be half the difference between the index 
for 1862 and the index for 1860 expressed as a percentage of the index 

1 E. H. Phelps Brown and Sheila Hopkins, " The Course of Wage Rates in Five 
Countries, 180-1939,'' Oxford Economic Papers, June, 1950. 
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Phillips Correlation, 1861-1913
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Post 1913 fit was disappointing. Source: Sleeman (2011)
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Outside of 1861-1913 ?
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The Dichotomy Holds More Generally
The original Phillips curve was “discovered” under the gold standard (Phillips) and the
Bretton Woods system (Samuelson–Solow), in which an increase in nominal wages is an
increase in wages in gold (i.e., real wages).

High

High

Missing deflation : high unemployment, inflation

Stagflation = high unemployment, high inflation

Inflation
manquante

2001-08: not pegging to $ anymore

Consistent with Phillips = FIXED
In contradiction with Phillips = FLOATING

2008-10: post-currency crisis

Inflation

Deflation & growth: low unemployment, deflation

Missing inflation: low unemployment, low inflation

Inflation

Low

Unemploy.
Low

Unemploy.
Deflationary Environment: high unemploy. & deflation

Overheating: low unemployment, high inflation

1930-33: Brüning deflation
1929-33: Hoover deflation

1931-33: Laval deflation

2010-15: austerity (debt crisis)

2007-09: financial crisis
2007-09: financial crisis

2011-16: post Swiss Franc appreciation

1997-01: Internet bubble, irrational exuberance

2017-20: Trump stimulus

1990-95: post pegging to $ boom

2000-07: post €-entry boom
2000-07: post €-entry boom

2000-07: post €-entry boom

1986-90: real estate bubble, after Plaza

1990-93: bubble burst
1933-37: $ devaluation in 33

1971-79: end of Bretton Woods

1960-69: Vietnam War, Kennedy

1997-02: after the 1997 Asian financial crisis
1997-00: Crisis, pegged to $

2014-16: European austerity
2014-16: European austerity
2014-16: European austerity

2011-13: European austerity, debt crisis

2010-19: commodities boom

1997-02  
2000-05

2005-08: real estate & banking boom
2005-07: post €-entry boom
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Decomposition Between Non-Tradable Goods (Housing) and Tradable
Goods
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Thesis 2: Decomposition Between Non-Tradable Goods (Housing) and
Tradable Goods
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Observations

The original Phillips curve was “discovered” under the gold standard (Phillips) and the
Bretton Woods system (Samuelson–Solow), in which an increase in nominal wages is an
increase in wages in gold (i.e., real wages).

More generally, the Phillips curve holds under fixed exchange rate regimes, but to my
knowledge: very few examples exist under flexible exchange rates.

Everywhere the price of housing / rents / non-tradable services rise with aggregate
demand up, but also aggregate supply up. All these also drive unemployment down…
Correlation can be easily understood…

I won’t talk about inflation expectations today, but i also have strong views. Often
linked to exchange rates developments…

Importance of competitiveness issues, trade deficits, and accelerated deindustrialization
linked to demand-side policies.
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Section 3

Euler equations

François Geerolf Phillips, Euler, and Measurement in Macro 2026-07-01 14 / 47



Euler equation

⎧{
⎨{⎩

𝜋𝑡 = 𝛽𝐸𝑡[𝜋𝑡+1] + 𝜅𝑥𝑡
𝑥𝑡 = 𝐸𝑡[𝑥𝑡+1] − 1

𝜎(𝑖𝑡 − 𝐸𝑡[𝜋𝑡+1] − 𝑟𝑛
𝑡 )

𝑖𝑡 = 𝜙𝜋𝜋𝑡 + 𝜙𝑥𝑥𝑡

Euler equation (IS curve) of the NK model: real interest rates. Nominal rates matter
through real rates in the NK model.

Even outside of the NK model, we teach that nominal rates should take into account
inflation in some way:

– Realized,

– Or expected

Consequence: more realized / expected inflation ⇒ raise nominal interest rates to keep
real rates unchanged. ECB has justified its actions in keeping real rates unchanged, so the
stance of monetary policy.
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The natural rate of interest—the real interest rate 
that neither stimulates nor contracts the economy—is 
important for both monetary and fiscal policy; it is a 
reference level to gauge the stance of monetary policy 
and a key determinant of the sustainability of public 
debt. This chapter aims to study the evolution of the 
natural rate of interest across several large advanced and 
emerging market economies. To mitigate the uncertainty 
that typically surrounds estimates of the natural rate, the 
chapter relies on complementary approaches to analyze 
its drivers and project its future path. Common trends 
such as demographic changes and productivity slowdown 
have been key factors in the synchronized decline of the 
natural rate. And while international spillovers have been 
important determinants of the natural rate, offsetting 
forces have resulted in only a moderate impact on balance. 
Overall, the analysis suggests that once the current 
inflationary episode has passed, interest rates are likely to 
revert toward pre-pandemic levels in advanced economies. 
How close interest rates get to those levels will depend on 
whether alternative scenarios involving persistently higher 
government debt and deficit or financial fragmentation 
materialize. In major emerging market economies, natural 
interest rates are expected to gradually converge from 
above toward advanced economies’ levels. In some cases, 
this may ease the pressure on fiscal authorities over the 
long term, but fiscal adjustments will still be needed in 
many countries to stabilize or reduce debt-to-GDP ratios.

Introduction
In 1979, the Federal Reserve hiked interest rates 

from about 10 percent at the start of the year to 
almost 14 percent by the year’s end, which in real 
terms—after taking account of inflation—amounted to 
a rate of interest of about 5 percent.1 Even at the time 

The authors of this chapter are Philip Barrett (co-lead), Christoffer 
Koch, Jean-Marc Natal (co-lead), Diaa Noureldin, and Josef Platzer, 
with support from Yaniv Cohen and Cynthia Nyakeri. The authors 
thank John Williams for very helpful comments.

1When comparing interest rates, it is important to take account 
of inflation. Savings invested at 5 percent when inflation is 2 percent 
will buy the same thing as an investment at 3 percent when infla-
tion is zero.

this was viewed as likely insufficient to tame rapidly 
rising inflation.2 And so it proved to be. Inflation 
continued to rise, peaking at nearly 15 percent the 
following year, requiring even higher interest rates and 
a prolonged recession before the situation was brought 
under control.

Nearly three decades later as the world faced the 
global financial crisis of 2008, the Federal Reserve—
along with central banks worldwide—slashed interest 
rates to as close to zero as they thought possible in 
nominal and real terms. This time around, however, 
commentators and policymakers raised concerns that 
interest rates were not low enough to boost demand 
and inflation. Once again, these concerns proved 
well-founded, with inflation remaining stubbornly low 
for much of the next 10 years.

These two contrasting examples raise an obvious 
question. How can it be that in the same country a 
real interest rate of 5 percent is sometimes too low but 
at other times a real interest rate of zero is too high?

Most answers rely on the idea that a given real 
interest rate does not have the same macroeconomic 
effects at all times. Instead, the impact is relative to 
some reference level. When real interest rates are below 
that level, they are stimulatory, boosting demand and 
inflation. And when above it, they are contractionary, 
lowering output and inflation. If this reference level 
moves over time, then the same real interest rate can 
be too high or too low at different times.

Macroeconomists call this reference interest rate 
the “real natural rate of interest.”3 The “natural” part 
means that this is the real interest rate that is neither 
stimulatory nor contractionary and is consistent with 
output at potential and stable inflation. Lowering the 
real rate below the natural rate is akin to stepping on 
the macroeconomic accelerator; raising it above is like 
hitting the brake. The natural rate is usually thought of 
as independent of monetary policy and instead driven 

2See Goodfriend and King (2005).
3In many discussions, the “real” part is dropped; this approach is 

followed in the chapter. Some economists use the terms “neutral” 
and “natural” interchangeably, and some do not. For clarity, this 
chapter uses only “natural.”

THE NATURAL RATE OF INTEREST: DRIVERS AND 
IMPLICATIONS FOR POLICY2CH

AP
TE

R
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Gita Gopinath (2023)
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Governments

European Maastricht: Total Deficit ≥ -3% of GDP.

Total Deficit = Interest Payments Deficit + Primary Deficit.

Higher nominal rates ⇒ Higher interest payments (% of GDP). Dividing interest
payments by nominal GDP does not help.

Problem is: inflation tax is not counted as a resource for the government, while it should.
Debt / GDP are going down while total deficit / GDP is going up. 2% of GDP.

Debt = 100% of GDP (we should say 1 year of GDP). Average nominal rate: 1%. 1 %
increase nominal rates ⇒ average nominal rate: 2% => +1% of GDP interest payments.
3% Maastricht rule: primary deficit goes from -2% of GDP to -1% of GDP.

Restrictive monetary policy ⇒ Restrictive fiscal policy.
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Corporations 1/3

US GAAP and IFRS record liabilities at nominal (historical) value — IFRS 9’s amortized
cost method keeps debt at face value for its full life, regardless of inflation.

The real gain inflation generates on liabilities never appears in financial statements:
interest expense is computed on the original nominal rate, no implicit gain is booked.

Financial models split sales into price and volume effects for the income statement — but
there’s no equivalent mechanism for liabilities. Inflation is forecast for costs and revenues,
never “deflated” for debt.

IAS 29 (hyperinflationary economies) is the exception that proves the rule: it explicitly
states debtors “gain purchasing power” from inflation - implicitly admitting the standard
system ignores this otherwise.

François Geerolf Phillips, Euler, and Measurement in Macro 2026-07-01 19 / 47



Corporations 2/3

Interest coverage ratios (e.g. EBITDA / interest charge) are distorted by inflation because
numerator and denominator react asymmetrically to a rate/inflation shock.

France 2022: inflation � 5.2%, but the average cost of new corporate financing rose from
1.18% to 3.54% (+200%). A firm passing costs through (EBITDA +5.2%) that
refinances 10% of its debt sees interest charges +12% - its ICR “deteriorates” even
though its average real rate turned deeply negative.

Since ICR is a common loan covenant, this nominal artifact can trigger real consequences:
accelerated repayment, restrictions on further borrowing.

Inflation is well incorporated into P&L and cash-flow forecasts (price vs. volume effects)
but almost never into debt - treated as a cost constraint, never as debt relief.
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Corporations 3/3 - Tax implications

Interest deductibility is based on the nominal rate paid, not the real rate: the real rate
never enters the tax computation.

OECD BEPS Action 4 recommends capping deductible net interest at 10–30% of
EBITDA (30% most common) — another nominal benchmark.

Interest charges tend to grow faster than EBITDA during inflation/rate-hike episodes, so
firms near the cap risk crossing it: interest above the ceiling loses its tax shield entirely.

Result: a kink in the marginal fiscal cost of debt — the nominal framework amplifies the
fiscal impact of a rate increase even when the real rate is stable
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Households

Suppose your loan is interest only. If interest rates go from 1% to 4%, with inflation
going from 2% to 5% than your rate goes from 1% to 4%, and your monthly payments
are multiplied by 4.

In the case of fixed rates, you have a nominal repayment / Income cap usually.
(regulatory)

More generally:

National Statistical Institutes (NSIs) don’t even correct for inflation when computing
capital income, and disposable income…

In the end, most decisions are based on accounting…

Which will bring me to my 3rd theme: measurement.
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Nominal rates matter…

… independently from real rates !

Nominal rates matter a lot for governments: through fiscal rules. Nominal rate increases
⇒ higher interest charge / GDP ⇒ lower primary surpluses.

Interest expenses matter for corporations: that’s how accounting is done. You have limits
on nominal interest charge/Net Income or EBITDA. Also limits on how much you can
deduct.

Nominal rates also matter for households through adjustable rate mortgages.

Nominal rates also matter for households through fixed rate mortgages: borrowing
constraints depend on nominal rates, not real rates ⇒ Effects of nominal rates, not real
on economic activity, notably lending and also construction.

That’s how NSIs compute household disposable income, household saving rates, etc.
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Section 4

Macroeconomics and Measurement
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Micro to Macro
This is exactly what National Statistical Institutes already do to compute GDP ? Rely on
firms’ accounts and administrative data (wages, etc.)

They also track price changes to separate quality from quantity — relying on many,
often implicit, assumptions. Yet it is very hard to reconstruct NSIs’ national
accounts from firm-level, administrative data alone.

Unfortunately, there is no “open science” here. We don’t really know how “the sausage”
is made. I argue that this is a problem.

Quality adjustment / product replacement is difficult for all statistical agencies. A
problem as old as inflation measurement / national accounting itself. Order of magnitude:
Effect of quality adjustments / product replacement according to BLS, in the United
States = 2.5% / year. (at the time of Boskin)

Spirit of inflation measurement: a fixed basket. But product replacement is constant:
how do we compare products? = “quality effect” = quality adjustments. Examples:
clothing, telecoms, etc. How to treat the appearance of “truly” new products? Floppy
disks, cassette tapes (at the time of the Boskin report), new energy-efficient housing.
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Main Methods of quality adjustment

Price

Timet−2 t−1 t t+1

1. Comparable replacement /
Direct comparison

Old product
P 1

t−1

New product
P 2

t

Price effect

Price

Timet−2 t−1 t t+1

2. Non-comparable replacement
/ Overlap

Old product

P 1
t

New product

P 2
t

Quality effect

Price effect

Price

Timet−2 t−1 t t+1

3. Non-comparable replacement
/ Linked / bridged overlap

Old product
P 1

t−1

P 1∗
t

New product
P 2

t

Price effect

Quality effect

Price

Timet−2 t−1 t t+1

4. Direct quality adjustment:
hedonic method...

Old product
P 1

t−1

P 1,adj
t

New product

P 2
t

Quality effect

Price effect

1

Non-harmonised terminology: Linking, splicing, chaining, “replacement in different”…
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Standardisation ?
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Illustration: iPhone Prices, by Date
Price difference = quality difference or product life cycle?
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Information and Communication
According to Aeberhardt et al. (2020): for information and communication goods alone,
the gap between the French and German HICP since 2000 is:

▶ 6 percentage points per year for telephone and fax equipment
(including mobile phones);

▶ nearly 3 percentage points per year for audio-visual, photographic and information
processing equipment (including computers and tablets).

ECONOMIE ET STATISTIQUE / ECONOMICS AND STATISTICS�1�}����������������� 153

L’économie numérique fausse-t-elle le partage volume-prix du PIB ? L’expérience française

GLI¿FXOWpV�GH�SDUWDJH�YROXPH�SUL[��/D�TXHVWLRQ�
Q¶HVW�SDV�QRXYHOOH���HOOH�pWDLW�GpMj�DX�F°XU�GX�
UDSSRUW� %RVNLQ� HW� GHV� LQWHUURJDWLRQV� VXU� OD�
faible croissance de la productivité dans les 
DQQpHV� ��� HQ� SOHLQH� UpYROXWLRQ� LQIRUPDWLTXH��
Si ces technologies ne sont plus « nouvelles », 
OD�GLI¿FXOWp�GH�OD�PHVXUH�GH�OHXUV�SUL[��GX�IDLW�
G¶LQQRYDWLRQV�FRQWLQXHV��UHVWH�DX�F°XU�GX�GpEDW�
VXU�OD�PHVXUH�GH�OD�FURLVVDQFH��)HOGVWHLQ���������
Les travaux de comparaisons internationales 
(Ahmad et al.�� ������ 5HLQVGRUI� 	� 6FKUH\HU��
������PRQWUHQW�GH� IRUWHV�GLYHUJHQFHV�GH�SUL[�
de ces produits alors même que la diffusion de 
ces technologies et en général leur importation 
�GX�PRLQV�SRXU�OHV�ELHQV��ODLVVHUDLHQW�VXSSRVHU�
une certaine convergence des prix entre pays 
développés. Les économistes pointent alors 
des divergences de méthode pour mesurer les 
changements de qualité de ces produits et se 
servent de l’écart entre pays dans la dynamique 
de prix comme étalon de l’erreur de mesure du 
partage volume-prix.

2.1. Les biens technologiques,  
des innovations fréquentes dont la qualité 
HVW�GLI¿FLOH�j�PHVXUHU

2.1.1. Des dynamiques de prix très différentes 
selon les méthodes d’ajustement retenues

Sur les seuls biens de l’information et de la 
communication, l’écart entre les indices des 
SUL[� j� OD� FRQVRPPDWLRQ� KDUPRQLVpV� �,3&+��
français et allemand depuis le début des années 
�����HVW�DLQVL�GH�SOXV�GH���SRLQWV�SDU�DQ�SRXU�
le matériel de téléphonie et de télécopie (qui 
FRPSUHQG�QRWDPPHQW�OHV�WpOpSKRQHV�SRUWDEOHV��

HW�GH�SUqV�GH���SRLQWV�SDU�DQ�SRXU� OH�PDWpULHO�
audiovisuel, photographique et de traitement 
de l’information (qui comprend notamment les 
RUGLQDWHXUV�HW�WDEOHWWHV���¿JXUH�,,��

Compte tenu du turnover de ces produits, il 
est légitime de penser qu’une grande partie du 
changement de valeur se fait au moment de 
l’introduction de nouveaux produits. Dès lors, les 
DMXVWHPHQWV�SRXU�OD�TXDOLWp�VRQW�FUXFLDX[��2U��OHV�
méthodes retenues pour effectuer ces ajustements 
sont différentes dans les cas français (méthode 
SDU�UHFRXYUHPHQW�HVVHQWLHOOHPHQW��HW�DOOHPDQG�
�PRGqOHV�KpGRQLTXHV���'DQV�OH�FDV�IUDQoDLV��VXU�
ces produits hautement technologiques, les ajus-
tements qualité se font dans leur quasi-totalité 
par une méthode de recouvrement, en considé-
rant que la différence de prix observée entre le 
produit nouveau et disparu est une différence de 
qualité. Des modèles hédoniques ont été testés 
mais ils se sont révélés de piètre qualité, soit que 
OH�QRPEUH�G¶REVHUYDWLRQV�DLW�pWp�LQVXI¿VDQW�SRXU�
HVWLPHU�GH�PDQLqUH�UREXVWH�OHV�FRHI¿FLHQWV�GHV�
PRGqOHV��VRLW�GX�IDLW�GH�OD�GLI¿FXOWp�j�PRGpOLVHU�
le prix lui-même en fonction de caractéristiques 
observables. Les modèles hédoniques reposent 
sur l’hypothèse que des caractéristiques obser-
vables, stables dans le temps, déterminent la 
TXDOLWp�HW�SDU�Oj�PrPH�OH�SUL[�GH�SURGXLWV��'DQV�
le cas où ces caractéristiques sont elles-mêmes  
VRXPLVHV� j� GHV� LQQRYDWLRQV�PDMHXUHV�� HW� VRQW�
GLI¿FLOHPHQW� LGHQWL¿DEOHV�� OHV� PRGqOHV� KpGR-
niques ne permettent pas de résoudre le problème 
de la mesure de la qualité des nouveaux produits.

Le sens des biais pour chaque méthode est 
GLI¿FLOH� j� HVWLPHU��3RXU� LOOXVWUHU� O¶LPSDFW� GHV�

Figure II – Évolutions en moyenne annuelle de l’indice des prix à la consommation harmonisé  
HQ�)UDQFH�HW�HQ�$OOHPDJQH����

 A – Matériel de téléphonie et de télécopie B – Matériel audiovisuel, photographique 
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International Recommendations 2020
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Telecommunications Services
Profile method, lowest price tracked in France:
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Health

Quality adjustment for medicines is particularly difficult in general.

It is even more so in the French context, because health insurance regulates prices, and
product renewal provides manufacturers an opportunity to increase prices. The quality
effect therefore contains an element of “hidden inflation”:

ΔMedicine price = quality effect + ’hidden inflation’ effect.

The quality effect estimated by the implicit method (overlap or bridge overlap) is then
biased by construction.

This problem is more significant in France, because the French CPI includes health
expenditure reimbursed by social security, in contradiction with international
recommendations on price indices.
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Surgical Masks During Covid-19
When do you introduce products and do you ?

Surgical masks were added to the basket when they were in short supply, then prices fell
sharply… Effect on the comparability of COICOP index 0612, other medical products:
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Rents

Under French law, improvement works constitute a legal lever allowing a repositioning
of rent to market rate upon re-letting.

The effective increase often exceeds the value attributable to the works.

This is true when the tenant remains in place, but especially at the time of re-letting. The
observed increase is then mixed:

Δrent = quality effect + market repricing effect.

The method used treats the entire increase as though it were solely a quality effect,
thereby neutralising all of the rent increase. Using rent increases without works (with or
without re-letting) as a reference leads to a systematic bias…

This is the statistical justification for the Eurostat recommendation: do not use
imputation / bridged overlap when rents are regulated…
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Greener Products

Issue addressed in the thematic report on “Inflation” from the Pisani-Mahfouz report,
published in 2023.

The overlap method equates more expensive purchases linked to the ecological transition
(electric vehicles, renovated housing) with products of higher quality, whose price is
therefore deemed to have fallen.

This approach can be misleading: these expenditures are often constrained by
regulation and may reduce purchasing power…

The same applies to the construction cost index: energy performance is not inflation, it is
quality improvement.

Do energy renovations generate sufficient savings to offset their initial cost, as this
quality adjustment method assumes?
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Cars
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Food: Example of Beer

8 
 

Figure 1 shows an example of comparing bridged overlap with direct comparison and link-to-show-
no-price change. This study (10) is based on web scraped data from two German online supermarkets 
for beer. It shows that bridged overlap lies below link-to-show-no-price change, which both have 
significant downward biases compared to direct comparison. Figure 2 compares a bridged overlap 
price index with a hedonic price index for laptops/desktops. This study has been conducted by the 
Irish Central Statistics Office (11). Figure 3 analyses the impact of bridged overlap for men’s 
garments. An alternative index is simulated where bridged overlap is applied on the pre-sales price 
and where direct comparison is more often used.  

 

Figure 1: Impact of bridged overlap (ECB) 

 

  

                                                 
(10) Bernhard Goldhammer, Raffaella Traverso, Lukas Henkel, 2019. Bias related to the bridged-overlap method. 

Poster presented at the 16th meeting of the Ottawa group, Rio de Janeiro, Brazil. 
(11) Joseph Keating, Matt Murtagh (2018). Quality adjustment in the Irish CPI. Paper presented at the UNECE Group 

of Experts on Consumer Price Indices, Geneva. 
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Nominal Income Growth…
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Real Nominal Income Growth
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Don’t use hedonic methods
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BLS: Many Explicit Methods…

François Geerolf Phillips, Euler, and Measurement in Macro 2026-07-01 41 / 47



What About Boskin et al.?
Boskin: inflation would be over-estimated.

A primarily political agenda, according to Greg Mankiw himself. Only factors leading to
overestimation were examined.

But above all: are the identified biases true everywhere in the world, or only in the US?
(basket update far less frequent than in France)

154 
" 
DISCUSSION 

Several participants pursued the question, raised by both discussants, 
of what the CPI is for. Mankiw elaborated on the idea, discussed by 
Griliches, of indexing social security benefits to the median wage. He 
argued that, from the perspective of social risk sharing, it is highly 
unlikely that the CPI is the optimal index for retirement benefits. Indexes 
like the median wage, or nominal income per person, would lead to 
greater intergenerational risk sharing, while avoiding measurement is- 
sues like quality adjustments. Mankiw expressed the view that the cur- 
rent debate about the CPI was really a political debate about how, and by 
how much, to cut real entitlements. 

Robert Shiller said that, according to his own research, the construction 
of wage-based indexes involved problems of its own, including the usual 
difficulties of aggregating across people and across occupations. Peter 
Diamond called attention to the fact that the CPI plays no role in the level 
of benefits received by a newly retired person; instead, the new retiree's 
benefits are determined by what amounts to a mixture of wage indexation 
and no indexation. He also raised the idea, which he attributed to Robert 
Merton, of indexing retirement benefits to aggregate consumption; how- 
ever, Diamond noted, the exact relation of benefits to aggregate consump- 
tion should in principle depend on how society chooses to allocate the 
"risk" of increasing consumption needs implied by longer life spans. 
Griliches added that neither wage- nor consumption-based indexation 
schemes deal adequately with the fact that the "cost of living"-taken 
literally, to include medical expenses-depends very much on age and on 
largely unforseeable developments in medical technology. 

Ben Bernanke asked about the relationship between the bias in the 
PCE deflator and the CPI bias. Wilcox replied that the PCE is constructed 
by reaggregating components of the CPI, and so inherits many of its 
sources of bias. However, since now Fisher ideal formulas are being 
used in the construction of national income accounts, at least the PCE 
deflator will no longer suffer from the across-strata substitution bias at 
the very aggregate level. 
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Absolute is much harder !

Not taken into account:

Free goods (Google, Facebook, Wikipedia): zero price but real value

Gig economy: new service categories, pricing mechanisms

Dynamic pricing: even harder issues that National Statistical Institutes treat in different
ways…

Online platforms: price dispersion collapses; outlet substitution accelerates.

Taste for variety and Schumpeterian growth. (Aghion et al.)

Lower bar: get comparability of price indices, before we can talk about whether people are
objectively better off today than yesterday ?
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Section 5

Conclusion
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Taking stock

Are Phillips curves even the right tool? What pins down the price level? Relatively to
others, largely the nominal exchange rate. The world price level is a much harder question.

Inflation measurement: cross-country methodology differences run ~0.5%/year — the
same order of magnitude as most GDP growth or productivity differentials. Maybe we
should worry more about how the numbers are built, and less about taking NSI output at
face value.

Should Euler equations run on nominal rates rather than real rates?

The Taylor principle - raise nominal rates more than one-for-one with inflation - only
holds if nominal rates don’t matter in themselves. If they do, shouldn’t central banks be
more cautious?

Are prices actually sticky? Monetary non-neutrality may not require sticky prices at all.
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Conclusion

Many other issues I didn’t touch on today:

Does risk even matter? CAPM fails badly (Welch). The one robust fact: equities have
outperformed bonds and cash on average - is that risk, or something else? (“Triumph of
the Optimists.”)

What if higher savings raise asset prices (via bubbles) rather than investment, feeding
higher returns but less capital formation, not more? (higher required return on capital)

Concluding thoughts:

More broadly: given how badly the models fail, even qualitatively, should we lean more on
qualitative reasoning?

Given how little we actually know, can we do “normal” science yet?
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Thank you !
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